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PART I


  ORGANIZATION AND PRACTICE


  
CHAPTER I


  STANDARDS OF CREDIT POLICY


  The concept of credit policy is an old one in the history of European banking, but is comparatively new in the United States. Prior to the reorganization of our banking system by the Federal Reserve Act of 1913 there was, practically speaking, no such thing as a credit policy designed to protect the public interest, as distinct from the business policies of individual banks. The banking business had indeed been hedged about by numerous restrictions, covering capitalization, liability of stockholders, reserves, permissible assets, and similar matters. These restrictions were designed chiefly to protect depositors from losses incident to bank failures. They set limits within which the banker was free to manage his business as he pleased under the guidance of the profit motive; they did not create a field for the exercise of administrative discretion in the interest of the public at large.


  The Federal Reserve Banks, on the other hand, though owned by the commercial banks, are quasi-public organizations, and their activities are intended primarily to forward not merely the interests of bankers, bank stockholders, and bank depositors as such, but those of the general public. To insure freedom from the control of profit considerations, their dividends are limited and a large share of the responsibility for their actions is entrusted to the Federal Reserve Board, a body appointed by the President and in no way responsible to the Reserve Banks or their stockholders. The government is the residual claimant of the Reserve Banks’ profits.


  Emancipation from the necessity of earning maximum profits means that the Reserve system either must be given other standards of action or must develop them for itself. The Reserve Act defines the objectives of the management of the System only vaguely. The preamble indicates as purposes of the Act, “to furnish an elastic currency, to afford a means of rediscounting commercial paper, to establish a more effective supervision of banking in the United States.” More important, but very indefinite, is the provision of Section 13 that the rates of discount of the Reserve Banks “shall be fixed with a view to accommodating commerce and business.” There is, therefore, nothing rigid or automatic in the administration of the affairs of Reserve Banks; in planning the system there was purposely left open the widest scope for the exercise of discretion and the utmost freedom to develop appropriate standards of policy.


  The policies pursued by the Federal Reserve Banks and the Federal Reserve Board may conveniently be classified into three groups, which we may designate as banking, service, and credit policies.1


  Banking policy relates to the influence exerted by a Reserve Bank on the loan and investment policies of individual member banks. Primary responsibility for supervision of the practice of member banks rests with the Comptroller of the Currency in the case of national banks and with state banking officials in the case of state banks and trust companies. The law vests in the Reserve Banks authority to make “special” examinations, but this power is seldom exercised and is intended to furnish a check on reckless and dishonest banking rather than on policies which might have undesirable effects on the general credit situation.


  The “banking policy” of the Reserve authorities consists largely in the enforcement of three principles; first, that it is an abuse of privilege to obtain capital by substantially continuous borrowing at a Federal Reserve Bank; second, that a bank should not borrow at a Reserve Bank, even temporarily, merely because it has an opportunity to reloan the funds at a profit; third, that the amount which a bank is entitled to borrow should bear a fair relationship to the amount which it has contributed to the lending power of the Reserve Bank. Occasionally an attempt has been made to enforce a fourth principle, namely that a bank is not entitled to borrow from the Reserve Bank even by rediscounting the best of eligible paper if its intention is to use the funds for purposes deemed to be out of line with public policy.2 Banking policy has but little influence on the total volume of credit extended by the Reserve Banks, although as we shall see, efforts have occasionally been made, notably in 1929, to use the instrumentalities of banking policy to influence the general credit situation.


  By service policies we mean policies relating to a large number of miscellaneous activities which the Reserve Banks perform, such as fiscal operations for the government, the maintenance of a system of inter-district clearing; the transfer of funds and securities by telegraph; the compilation and publication of statistical data; and the promotion of a system of par collections. Some of these services are of great value, but once they have been set up, their maintenance is delegated to subordinates and no longer requires the attention of the policy-making authorities of the Reserve system. None of them except the par collection system involves a controversial issue.


  Credit policy has reference to the influence that the Federal Reserve system exerts on the volume of credit, its cost, the kind of business that is financed, and the types of instruments that are used. The determination of credit policy cannot be reduced to routine, for it requires constant reconsideration of the advantages and disadvantages of a liberal or a restrictive policy. It involves consideration of such factors as the state of business activity, the flow of gold into or out of the country, the movement of prices, the effect of the American policies on the money markets of other countries, and the balancing of the relative claims of different parts of the country and of different industries. It is the most difficult and probably the most important aspect of Reserve administration.


  In this study our interest is in the objectives which the Reserve system has been trying to attain, the means it has utilized, and the degree of success which it has attained. We shall not be concerned at all with the service policies of the System, and banking policy will be considered only to the extent that the forms of banking policy have been used to control the volume of credit extended.


  At the time when the establishment of the Reserve system was being considered, students of banking theory had been pointing out for years the advantages of the European system of centralized reserves, centralized note issue, and rediscount of commercial paper. Nevertheless, in spite of the fact that the European system seemed to work more smoothly than ours, there existed in America a profound distrust of the whole idea of central banking. The problem of reforming American banking was largely one of getting the advantages of unified credit policy without loss of local freedom, or, if that was impossible, without overt acknowledgment of centralization of power. The Aldrich plan of 1911 offered central banking under a very thin disguise. The revulsion of sentiment in 1912 against the general policies of the eastern financial groups for whom Senator Aldrich was spokesman increased the necessity for sugar-coating the dose of central banking which experts agreed in prescribing.


  The Democratic Party came into power in 1913, pledged against either a central bank or a central reserve association. The Federal Reserve Act, with its provision for twelve independent banks and a central supervisory body, reflects in part a genuine attempt to retain both the advantages of unified policy and those of local freedom; in part the necessity of making the actual centralization as unobtrusive as possible.


  Like all paper constitutions, the Federal Reserve Act has grown and changed by a process of interpretation, administration, and the accumulation of precedents. In general, as with the Constitution of the United States, the drift has been toward centralization of the policy-making power. More and more the individual Reserve Banks have come to be administrative agencies performing important services in the supervision of the practice of individual banks, the routine of bank operation, and the performance of service functions, but entirely subordinate to centralized control in matters of credit policy.


  So complete has the centralization of credit policy become that we are quite justified in treating Reserve system administration as a case of central banking. The credit problems faced by the Federal Reserve Board and other influential elements in the system are of the same character as those which confront every important central banking system, and the instruments at hand for executing those policies, though administered by twelve separate banks, are precisely the same as the instruments at the command of every central bank. We shall therefore draw freely on European experience with centralized control of banking in forming our judgments as to the desirability and feasibility of the objectives which seem to have controlled the Federal Reserve system, and the effectiveness of the devices which it has employed.


  We shall pay little attention to the details of the history of Reserve banking during the years before 1922. For the first two years of its existence the Reserve system operated under conditions which gave it but little opportunity to exercise an important influence over the policies pursued by its members; for the next two years it functioned as an agency of war finance. For more than a year after the Armistice the exigencies of Treasury financing prevented the development of a credit policy aiming at economic as distinguished from fiscal objectives; then after a few months of experimentation there ensued a great liquidation of bank credit. While this was in progress it made very little difference what lines of policy the Reserve system might choose to follow. Only since the completion of this liquidation movement, early in 1922, has there been a real opportunity for the development of a consistent program of bank credit control.


  We stand now at the close of a ten-year period in which there has been a fair degree of permanence in the personnel of the Reserve authorities; and one in which they have had a large degree of independence in their policy. The most important task undertaken during this period has been the formulation of a credit policy; we undertake in this volume to estimate the progress which has been made in its accomplishment. For this purpose we shall survey the standards which the Reserve system has set up for its own guidance, comparing official statements of objectives aimed at with the record of actual performance; estimate the success of the system in accomplishing the purposes at which it has professed to aim; and offer an appraisal of the standards themselves, in terms both of the desirability of the objectives sought and of the practicability of their attainment.


  A central banking system may take either a passive or an active attitude toward the money market. It may consider that commercial banks are primarily responsible for determining the total amount of credit needed by the country and its best allocation to different uses, and that its own business is merely to facilitate the adjustment of the supply to the changing needs of trade and the flow of funds to the regions which need them most. This was undoubtedly the dominant strain of thought in the planning of the Federal Reserve system. It was phrased as the quest of an elastic currency, and directly expressed in the injunction that the Federal Reserve Banks should fix their rates “with a view of accommodating commerce and business.”3 This viewpoint has found expression in repeated statements of Federal Reserve policy.4


  The other strain of thought which runs through the literature of the Reserve system is a philosophy not of accommodation but of control. It assumes that the demand for credit is not an independent norm, but a consequence of the policies of those who are responsible for the supply; that the amount of credit which will be used is a function of the price level and of the state of business activity and that these are in turn a function of the supply of credit.5 This line of thought also runs very far back in the history of banking theory, and is another important element in the background of the formation of the Reserve system. It has had a greatly increased influence in the post-war era and has been accepted by Reserve authorities as justifying repeated departure from the passive attitude which it has usually maintained.


  There is, of course, no necessary conflict between these points of view. It is not a priori improbable that there will be some fluctuations in the demand for credit to which the Reserve system can best respond in a passive way by altering its outstanding credit as the demand expands or contracts, and other types of change which it ought to resist or promote. And this is what we find to have been the view of the Reserve authorities. They have interpreted the problem of credit administration as consisting largely in distinguishing between those changes in the demand for Reserve credit which can be accepted as evidences of a change in actual needs, and those which reflect the development of an unwholesome tendency toward a dilution or a concentration of circulating medium.


  According to pre-war traditions the most Important Index of credit conditions was the flow of gold into and out of a country’s bank reserves. This was true both of countries like the United States and Canada which had no central banking authorities and of countries where central banks were charged with responsibility for the maintenance of sound credit conditions. In countries where there was no central bank, the effect of outflowing and incoming gold was automatic; an outflow of gold forced banks to curtail their loans or their investments and to raise the interest rate, and an inflow, under the pressure of competition, automatically brought about greater monetary ease.6 In countries with active central banks, however, the effect of the gold movement was modified by administrative action.


  Orthodox central bank policy, under the pre-war gold standard, hinged on gold movements, but required the use of judgment as to the causes of such movements. The crucial question was whether the outflow or inflow was due to a temporary situation which would presently correct itself, or to a maladjustment between the volume of credit and the needs of trade for credit which, if unmolested, would grow cumulatively greater until checked by the depletion of the reserves.


  For example, if it appeared that a gold outflow was due to a mere seasonal strain which carried no threat of future trouble, or to a financial crisis abroad, the central bank would put credit into the market by purchasing bills or government securities to offset the loss of gold, and withdraw it again when the strain was past. On the other hand, in cases where the pressure appeared to be due to speculative expansion of credit on the part of commercial banks which threatened to grow cumulatively greater, sound policy required the central bank to tighten the market without waiting for the movement to deplete the reserves and thereby compel contraction. In the one case the objective was to enable the commercial banks to ignore the gold movement; in the other case it was to hasten the contraction of credit which must result from the outflow of gold and thereby to shorten the period of adjustment.7


  Vice versa, if a gold inflow was due to seasonal conditions and hence was not likely to last long, central banking policy aimed to prevent this reserve from being built into the credit structure through an expansion of credit operations. But if it was believed that an inflow was the result of a balance of payments favorable for more permanent reasons, approved central banking policy was to permit the increased stock of gold to support an increased supply of credit.


  Without a central bank, the decisive factor determining the effect of a gold inflow or outflow on the money market was the more or less accidental amount of slack in the reserves; with a central bank the crucial question was not the size of the reserves but the cause and the anticipated duration of any flow of gold into or out of them. Loss or gain of gold was regarded as a symptom of the state of the balance of payments rather than as a thing of immediate importance on its own account. To operate in this way it was necessary that the central bank be governed by consideration of public welfare rather than of private profit. Particularly essential was it that such a bank should sacrifice potential profit by carrying at most times an unproductive surplus reserve.


  Under the old national banking system of the United States there was practically no surplus reserve which could be used as a buffer to break the force of gold movements, or to obviate them. The country banks carried their reserves largely in the form of deposits with the central reserve city banks, while the latter carried their reserves in gold and legal tender. If the country banks endeavored to withdraw their balances from the city banks the city banks’ reserves were depleted and those of the country banks were not correspondingly increased—since cash in the vaults of the country banks counted no more as reserves than did the corresponding deposits in the city banks. Since neither the country nor the city banks carried excess reserves, there was practically no true reserve at all—that is no reservoir of funds which could be drawn upon for seasonal and emergency needs.8


  Before 1913 no one had a financial incentive to exert a stabilizing influence on credit movements. If all the banks, or all the central reserve city banks, could have agreed to maintain excess reserves in times of seasonal slackness, they would have avoided much of the strain in times of seasonal pressure, and presumably in the slack season they would have obtained some compensation in the form of higher rates for what they would have lost through the restriction of the volume of their loans. But no one bank could do this alone—it would have had to carry all the costs while others got the principal benefit. What was needed was some form of organization to compel all the banks to share the cost of carrying idle reserves in slack times in order that they might be available in times of need. This is the most important service performed by central banks, and the fact that we had no organization which could perform the function constituted the most forceful argument for a reform of the banking system.


  The creation of the Federal Reserve system provided the United States with the mechanism necessary for the exercise of both these types of control—the offsetting or prevention of temporary gold movements by credit expansion or contraction, and the stabilization of credit conditions by operations designed to check credit booms before they ran so far that the condition of the reserves made further expansion absolutely impossible. In the first of these tasks, as is shown in detail in Chapter IV, the Reserve system has been highly successful and its operations have given rise to little controversy; the second task has presented greater difficulties and here there is much difference of opinion as to the value of the System’s achievements.


  In early post-war years the inflow and outflow of gold did not serve as a satisfactory guide to central bank policy. During the early post-war era of irredeemable paper currencies and government control of money markets the central banks of the world had to devise new standards of policy because the old test, the gold flow, broke down completely. It broke down first because it was not allowed to operate at all. Gold embargoes isolated each country’s stock of gold and made it useless, except for show purposes. When the embargoes were lifted, gold movements did not at once begin to function in the old way, because wherever the currencies were irredeemable the power of the banks to extend credit was not seriously affected by an inflow or an outflow of gold. Under these circumstances new tests had to be developed; and the discussion of tests has drawn attention to the more important question of the objectives to be aimed at.


  A great variety of objectives have been suggested as proper criteria of Federal Reserve credit policy. Even before the situation arose which made it impossible, without great danger of inflation, to abide by the principle that credit can be safely expanded so long as gold flows in, there was a wide divergence of opinion as to the objectives which the Reserve system ought to promote and the specific policies by which these objectives could best be attained. Without attempting an exhaustive list of the aims of credit policy, the following important suggestions may be noted:


  1. The prevention of panics. At the time when the Federal Reserve system was created, this was unquestionably the most important objective in the minds of the framers and of the American public.


  2. Stabilization of business conditions. This is the modern counterpart of the prevention of panics. Whereas in the pre-war period attention centered on the conspicuous breakdown of financial machinery which often ushered in a period of depression, post-war theorizing runs in terms of the business cycle; that is, a more or less continuous alternation of expansion and contraction of business activity in which the panic or financial crisis is only a single stage and one which does not always appear.


  3. Stabilization of the price level. The demand for stabilization of price levels is in part a special form of the quest of a panacea for business fluctuations, and in part a reaction against the evils associated with long-time trends of rising and falling prices.


  4. Stabilization of the money market itself, particularly with reference to seasonal changes and temporary disturbances such as those connected with quarterly Treasury operations.


  5. Assistance to Europe in the establishment and maintenance of stable currencies.


  6. Keeping money as cheap as possible for “legitimate” commerce, industry, and agriculture.


  7. The prevention of stock speculation and of speculative absorption of funds which might otherwise be available for other uses. In part this is a variant of the preceding point; in part it is a special aspect of (2) above; and in part it is an expression of hostility to the stock exchange on moral grounds.


  8. Helping the Treasury borrow on advantageous terms. This was admittedly the primary objective of Reserve policy during the war and during the first year after the Armistice. We shall attempt in Chapter XV to answer the question whether it has dominated Reserve policy in more recent years.


  9. Reform of the standards of bank practice through the encouragement of the use of certain types of credit instruments, especially short-term commercial instruments as opposed to investment in securities and lending on stock market collateral.


  In Parts II and III we undertake to show what has been the importance of these various suggested objectives in the development of the standard of the Federal Reserve system, comparing the actual record of practice with statements of policy which have been issued in reports and bulletins of the Board and the Reserve Banks, and in public utterances of Reserve officials. As a preliminary to the survey we describe in Chapter II the mechanisms by which Reserve authorities attempt to influence the credit policy of member banks, and in Chapter III we sketch the history of Reserve credit operations during the years since 1921.

  


  1 The distinction between “banking policy” and “credit policy” is taken from Annual Report of the Federal Reserve Board, 1928, pp. 9-10.


  2 Compare pp. 132-40.


  3 This is, of course, in substance the position of the Banking School in the British banking controversy of the early nineteenth century.


  4 “. . . When increased credit demands can be met only by recourse to the Federal Reserve Banks, the volume of Reserve Bank lending is a sensitive indicator of credit conditions. . . .” (Federal Reserve Bulletin, 1923, Vol. 9, p. 411).


  “. . . It is this responsiveness of the volume of currency in use to the public’s requirements and the promptness with which the net volume of inflow or outflow of currency of all kinds at the Reserve Banks responds to changes in the demand for cash that constitutes the elastic character of the currency under the Federal Reserve system.” (Annual Report of the Federal Reserve Board, 1924, p. 7. Compare also ibid., 1927, p. 9, and Federal Reserve Bulletin, 1925, Vol. 11, p. 1; 1929, Vol. 15, p. 529, and 1931, Vol. 17, p. 495).


  5 Annual Report of the Federal Reserve Board, 1923, p. 10 (quoted below, pp. 79-80); Federal Reserve Bulletin, 1928, Vol. 14, p. 6.


  6 The omission of reference to price changes in the text is intentional and without prejudice. I believe that there is need of a thorough reexamination of the orthodox statement of the influence of gold movements on price changes and the extent to which in pre-war days changes in price levels were caused by gold movements and operated to check the gold movements.


  7 For fuller discussion of these points, see Chap. IX; compare also B. H. Beckhart, The Discount Policy of the Federal Reserve System, Chap. II.


  8 The cash balance carried in the United States Treasury was occasionally drawn upon to meet seasonal or crisis demands, either through the depositing of funds in banks or through the purchase of bonds by the Treasury, but the device was very crude and there was no continuity of policy in its management.


  
CHAPTER II


  THE TECHNIQUE OF CREDIT CONTROL


  In this chapter we sketch the technique used by the Federal Reserve system to influence the level of short-term money rates, the movement of gold into and out of the country, the volume of credit extended to the banks by the Reserve system, and the amount and form of credit operations of the member banks themselves. Our purpose is not at this point to appraise either the effectiveness of these methods, the soundness of the theories which underlie them, or the desirability of attainment of the ends which have been sought; questions of this character will be considered after we have surveyed in detail the attempts of the Reserve Banks and the Reserve Board to exercise a beneficent influence over the short-term money market.


  The Federal Reserve system has used some of the well-known techniques which were developed in the pre-war experience of European central banks, and has also worked out some new techniques by study and experiment. The necessity for innovation arose partly from the fact that the organization and practice of the American banking system are somewhat different from those with which European banks have had to deal; partly from the fact that objectives of banking policy have changed everywhere since the war, especially in the direction of greater interest in the stabilization of business activity; and finally from the fact that in the post-war era a new set of specific issues have pressed for solution.


  During the years since 1921 the Federal Reserve system has used four principal devices which are intended to influence the lending and investment policies of the member banks, through their effect on the degree of ease or tension in the short-term money market, and through this factor in turn to influence the state of commerce, industry, and agriculture. The first, and by far the most conspicuous, channel of influence is the determination of the cost of Reserve credit to the member banks; the second is control of the form in which Reserve credit is extended; the third is the issuance of warnings and propaganda directed to securing voluntary co-operation of member banks, and of the financial community; the fourth is “direct pressure”—the denial, or the threat of denial, of credit to member banks whose policies are disapproved by Reserve authorities.1 In this chapter we shall be concerned chiefly with the first of these channels of influence; we shall revert briefly to the others after analyzing the way in which the Reserve Banks exercise a direct influence on the cost and abundance of credit.


  The possibility of any centralized control of a money market hinges on the extent of dependence of the commercial banks on the credit policy of the central bank, a dependence which is somewhat closer in America than in most other countries.


  Member banks operate under rigid reserve requirements. These requirements are based on the volume of deposits, 3 per cent in the case of time deposits, and 7, 10, or 13 in the case of demand deposits. The average requirement for all deposits is between 9 and 10 per cent. These reserves consist entirely of deposits to the credit of member banks on the books of the Federal Reserve Banks. Even gold in a bank’s vault does not count, though of course it can be turned into reserve at any time by depositing it with the Federal Reserve Bank. The legally required reserve can be drawn upon temporarily if the demands of depositors for cash prove greater than anticipated, but it must be replenished immediately; it cannot be reduced for more than a few days except in proportion as the deposit business of the bank is liquidated.2


  The administration of a commercial bank involves constant readjustment of the reserve ratio. Practically every transaction which passes through a bank’s books involves a change either in its actual reserves or in its reserve requirements. A bank may find itself short of reserves because it has to meet an unexpected volume of withdrawals of deposits in the form of cash; it may have to meet an adverse balance at the clearing house because its clients are transferring their accounts to other banks; it may even have a shortage without serious withdrawals simply because it has created an excessive volume of deposits by lending operations and has not provided reserves against the new liabilities. Vice versa, a bank may find itself in possession of excessive reserves either because it has received fresh deposits or because its clients have liquidated part of their indebtedness.


  It is an important task of the management of every bank to see that reserves do not fall below the legal minimum, or exceed the legal minimum by such amount as to involve a material loss of income. The reserve deposits earn no interest, and of course cash in vault also earns nothing; hence in normal times member banks carry practically no surplus reserves for seasonal needs or for emergency use. Instead they rely on their secondary reserves—call loans, deposits with correspondents, salable securities—and on the facilities of the Reserve Banks.


  A shortage or surplus in the reserve of an individual bank is ordinarily taken care of in ways which do not change the total supply of credit. A bank which is short of reserves may get help from other banks either by drawing down its balances with correspondents, by direct borrowings from other banks, by selling securities to banks or to persons who borrow from banks in order to pay for them, or by calling loans which are then taken over by other banks. Likewise a surplus in one bank’s reserves is quickly eliminated, either by purchases of securities, by direct interbank lending or by the making of open market loans. Such operations, in so far as they merely shift the credit load around from one bank to another, do not change the relation of reserves to deposits for the member banks as a whole. They do not create a major problem of Reserve system administration, though at times the Reserve Banks intervene to stabilize the market against disturbances which result from major shifts of funds between country and city, or from one section of the country to another.


  An important junction of the Reserve Banks relates to the adjustment of the total volume of reserves of the member banks to changes in money market conditions. The shifting process just described is, of course, of no help in cases where the excess or deficiency of reserves arises from conditions which affect all the banks alike. The most important function of the Reserve system is, on the one hand, to supply needed elasticity in the total quantity of bank reserves and of currency; on the other hand, to prevent elasticity from becoming merely an opportunity for alternations of unnecessary and harmful expansion and contraction.


  A general excess or deficiency of member bank reserves may arise in any one of several ways. For example, any of the following changes, if not offset by a change of opposite character, will reduce the proportion of reserves held to reserves required by the banks as a group, though not all banks will be affected:


  1. A general expansion of credit by the member banks, which directly lowers the reserve ratio because it increases deposits and does not correspondingly increase reserves.


  2. An increase in the demand of the public for currency. When a customer of a bank checks out cash in significant volume the bank’s stock of till money must be replenished by drawing against reserves. The deposit liabilities of the bank are reduced, but the total amount of its reserves is reduced by the same amount; hence the reserve ratio is impaired.


  3. An export of gold. This operates in exactly the same way as an increase in the currency requirements of the public, since the only way banks can supply their customers with gold for export is by drawing against their reserve balances at the Federal Reserve Banks.


  4. The sale by the Federal Reserve Banks of their holdings of United States government securities. The checks in favor of the Reserve Banks drawn by purchasers of such securities are charged directly against the reserve balances of the banks on which they are drawn, and do not create offsetting credits elsewhere.


  5. Very similar to the case just mentioned is that of a reduction of the Reserve Banks’ investment in bankers’ acceptances (which is brought about, in practice, not by selling, but by failure to replace acceptances at maturity).


  6. A reduction in the total amount of member bank borrowing at the Reserve Banks. Checks drawn by the member banks in payment of loans are charged directly against their reserves and there is no offsetting expansion.


  7. A transfer of funds on government account from member banks to Federal Reserve Banks.


  8. A transfer of foreign-owned deposits from member banks to the Reserve Banks.


  9. An increase in the capital of the Reserve Banks.


  10. Theoretically, a transfer of funds from time deposits to demand deposits, or from banks with low reserve requirements to those with high requirements.3


  The last four possibilities are of minor importance. The first three constitute the important problems with which Reserve administration has to deal.4 A business boom is usually characterized by all three of these changes, and it is through the handling of such situations that the Reserve system becomes involved in responsibility for influencing the pace of business activity. A boom is always characterized by an expansion of bank credit in excess of the ordinary year-to-year growth, and usually by some increase in the demand for currency above normal requirements. Unless a boom is world-wide it is likely to result in an outflow of gold from the countries which are expanding credit—though many other factors enter into the determination of the gold movements. These three phenomena, especially the last two, compel the banks to seek credit from the Reserve system and give the System its opportunity to exercise a restraining influence.


  In the converse case, when reserve requirements are contracted because of liquidation of credit, and especially when reserves are being replenished by gold imports or the return of currency from circulation, the Reserve Banks lose in influence. They can make Reserve credit cheaper at such times in the hope of checking liquidation, but they have no weapon against deflation which is as drastic as is an actual restriction of credit or the raising of discount rates to panic levels.


  A demand for additional member bank reserves can be met in several ways, only two of which are of major significance. The fourth, fifth, and sixth items given on pages 22-23, the reverse operations, constitute the machinery of credit control. Practically speaking, for member banks to increase their reserves, either funds must be obtained from abroad or Federal Reserve credit must be expanded. Expansion may be effected through an expansion of member bank borrowing or through expansion of the Federal Reserve system’s holdings of acceptances and government securities.5 The release of cash from the United States Treasury affords a possible channel of relief, which was important before the Federal Reserve system was established, but is no longer significant.


  Credit is obtained from abroad by selling securities, by decreasing short loans to foreigners, and by drawing down balances in foreign banks. Credit thus obtained is converted into reserve balances by importing gold and depositing it in the Federal Reserve Banks. Excessive reserves may of course be utilized by the reverse operations. In so far as needed reserve expansion and contraction is obtained in this way, the operation of our banking system is essentially the same as it was before the banking reform of 1913. Gold came in when money was tight and flowed out when it was easy. The creation of the Federal Reserve system did not impair the effectiveness of this method of adjusting the position of the banks to changes in the credit demands of the country, though the war and the post-war monetary disturbances did practically eliminate it for a number of years. What the new system did was to introduce as an alternative method the expansion and contraction of Federal Reserve Bank credit. The difference in the results of the use of the two methods lies in their effect, not on the reserve position of the member banks, but on that of the Federal Reserve Banks. But, as is shown elsewhere, since 1921 the reserve ratios of the Reserve Banks have been so far above legal requirements that changes in them have not been important factors in determining credit policy.


  The Federal Reserve system influences the supply and price of credit through rediscount rates and through open market operations. Rediscounting, as the term is generally used, covers two types of borrowing transactions, namely, rediscounting in the strict sense of the term, in which the member bank brings to the Reserve Banks eligible commercial paper (acceptances and customers’ notes) and discounts it, incurring as endorser, of course, a contingent liability; and, second, direct collateral loans extended by the Reserve Bank to the member bank, occasionally secured by pledge of eligible paper, but usually by obligations of the United States government. The rate at which loans of these two types are extended is known as the rediscount rate and is usually uniform for all types of eligible paper, though at times in the past preferential rates have been given for certain maturities and for types of paper which it was desired especially to encourage.


  The second type of credit transaction in which the Reserve Banks regularly engage is the purchase and sale of United States government obligations, chiefly United States Treasury certificates and notes. These operations differ from the rediscounting operations in that they are undertaken on the initiative of the Reserve Bank, whereas rediscounts are made on the initiative of the member banks. The Reserve system has the right to refuse to rediscount eligible paper, and has occasionally exercised that right either because the bank which requested rediscounts was considered to be borrowing too heavily or too steadily or, more rarely, because the bank’s lending practices were disapproved.


  In the case of the purchase and sale of government paper, the so-called “open market operations,” the practice is entirely different. The Reserve system management decides on the amount which is to be carried; then the necessary securities are bought or sold at market prices.


  Open market purchases put additional reserves into the possession of the banks of the country as a whole, but do not give the Reserve Banks any control over the allocation of the new funds to different banks. Rediscounts, on the other hand, put new reserves into the possession of the banks which ask for them, presumably those which have found themselves short. But credit flows from bank to bank so readily that the effect on the money market of an increased volume of rediscounting is not essentially different from that of increased open market purchases of securities.


  The purchase of acceptances is intermediate in character between rediscounting and open market purchases of securities. In pursuit of a policy of encouraging the use of the bankers’ acceptance,6 the Reserve Banks stand ready to purchase eligible acceptances both from member banks and from acceptance dealers, at published rates. Such purchases are ordinarily referred to as open market operations, but the use of the term in this way is somewhat misleading, since the purchases are at the initiative, not of the Reserve system, but of the financial community. In this respect they are like rediscounts.


  On the other hand, the sale of acceptances to the Reserve Bank puts a member bank in possession of credit without causing its name to appear as a borrower and therefore without any question as to whether the selling bank is appropriating more than its share of the total supply of Reserve Bank credit. In this respect, acceptance purchases are analogous to dealings in securities rather than to rediscounting.


  The holdings of acceptances are subject to well-marked seasonal fluctuations. The market supply of acceptances, especially that of cotton bills, increases rapidly in the autumn, and this expansion coincides with an increase of the demand of the country for currency. Cash withdrawals deplete member bank reserves; the expansion of credit required to replenish them is conveniently effected by Reserve Bank purchase of the expanded supply of acceptances.


  If open market holdings are not changed, a curtailment of rediscounting, whether stimulated by rate increases or otherwise, can only occur if the banks secure gold from abroad to replace the rediscount credit in their reserves or if there is a general reduction of the amount of bank credit in use in the country.


  To a large extent the various types of reserve credit are supplementary. If the Reserve Banks increase their open market purchases without lowering the rediscount rates, much of the credit which they put into the market is quickly cancelled because member banks use the new resources to pay off their indebtedness. Vice versa, when securities are sold, an increase in rediscounting follows promptly.


  Existing member bank reserve funds have been created in large part through Reserve Bank loans and investments. When a Reserve Bank buys a bond (or for that matter any other asset) from a member bank or from a customer or correspondent of a member bank, it creates a deposit credit which is just as good a reserve as if it had been created by the deposit of gold. The same thing happens, of course, when a Reserve Bank makes a direct loan to a member bank. Such operations account for a very large fraction of the existing mass of member bank reserves. For example, on December 26, 1923, the loans and investments of the Reserve Banks amounted to 69 per cent of the member bank reserves5 on June 30, 1926, the proportion was 52 per cent; on November 6, 1929, it was 64 per cent; and at the end of 1931, 94 per cent.7 Thus, if the Reserve Banks should sell out their investments and call in their loans, more than half the member banks’ reserve deposits would be cancelled. This would necessitate the cancellation of many billions of dollars of bank credit, or an enormous import of gold.


  The fact that maintenance of the present volume of member bank credit requires continuous use of a considerable volume of Reserve Bank credit8 gives the Reserve system its control over member bank expansion. If there were no Reserve Bank credit; if the only member bank reserves were those created by the deposit in the Reserve Banks of gold and legal tender, the mere custody of the reserves would not give the Reserve authorities any power whatever to control credit. If the Reserve Banks are to exercise any control over either the volume or the quality of the credit extended by the banks, it is essential that they shall have power to enlarge and contract the reserve resources of the member banks through credit operations. It is equally essential that they shall not, except as a last resort, cut their own reserves close to the legal limit. If they utilize their power of expansion up to the limit, they are in the same position as were the commercial banks before the Reserve system was established. They are not free to expand or contract as they may consider the public interest demands; they are controlled by the necessity of protecting their reserves.


  While the System during the past ten years has not encouraged such an extensive use of Federal Reserve credit as to bring its own reserve ratio down near the limits fixed by law, it has created a situation in which the member banks cannot stand on their own feet without substantial use of Federal Reserve credit, even in times of slack demand for funds. An enormous volume of Federal Reserve credit was manufactured during the war, and the liquidation movement of 1921 stopped with over a billion dollars still outstanding. Since that time, aside from a peak in December which was due to a seasonal increase in the use of currency, the amount has generally ranged from 8 50 million to a billion dollars in dull years, and from 1200 to 1400 million in good years.9


  The ability of the Reserve Banks to influence the money market defends on the size of their surplus reserves as compared with the resources of the member banks. As we have noted, the fact that the Reserve Banks are the custodians of the member bank reserves is of no consequence (except as a way of compelling member banks to bear the expense of running the Reserve system). Reserves are created and cancelled by operations which could be carried out just as well if the custody of reserves were transferred elsewhere. If some multi-millionaire should be seized by a desire to exercise the function of control, he need only accumulate a fund of half a billion dollars, convert it into gold when he wished to tighten the money market, and invest it in high-grade bonds and commercial paper when he wished to create greater ease. By selling out his securities and taking the proceeds in gold, he could exercise as great a restraining influence on credit conditions as can the Reserve system with a similar expenditure, and by purchases of securities he could ease the situation equally well. To be sure, the Reserve Banks within the limits of their resources could offset the effects of his operations, but it is equally true that within the limits of his resources he could offset the effect of theirs. Victory in such a struggle, in the absence of interfering legislation, would be altogether a matter of the relative size of the resources at the command of our Croesus and of the Federal Reserve Banks. The dominance of the Reserve system—and the same point applies to the central bank of any country—rests entirely on the fact that it commands the only important body of funds which is alternately immobilized and invested without regard to the pecuniary gains and losses which result from such procedure.10


  Reserve Banks can exert some influence by manipulating the form of Reserve credit. Shifts between open market holdings and rediscounts do not affect the total volume of credit, but they are an instrument of credit policy because of the existence of a tradition against continuous borrowing. Under our pre-war banking system, individual banks made good their deficient reserves by borrowing from correspondents, but such borrowing was generally regarded as a sign of weakness; hence banks were reluctant to show borrowings on their balance sheets. The discounting of customers’ paper was especially in disfavor. Under the new system for a time there was an effort to uproot the tradition and teach the banks to rediscount as a matter of routine, but in recent years the official doctrine has been that banks should rediscount only to make good temporary deficiencies in their reserves and should not obtain capital by continuous rediscounting even though the rates are so low that it is profitable to do so.11


  To the extent that the prejudice and the official propaganda against borrowing is influential, the significance of rate policy is decreased. The rediscount rate would cease to count for anything if the prejudice should become strong enough so that any bank would immediately curtail its operations rather than remain in debt to the Reserve Bank, or to other banks which might serve as intermediaries between the ultimate borrower and the Reserve Bank.


  On the other hand, the effectiveness of open market operations as an instrument of control over the banks is increased by the tradition against borrowing. When the Reserve Banks sell securities, if the member banks are unwilling to rediscount they must curtail their own credit operations or else borrow abroad; and when the Reserve Banks buy securities the operation has much more tendency to ease the market if there are virtually no rediscounts to be paid off than is the case if banks are getting a considerable proportion of their resources directly from Reserve Banks.


  Finally, the Reserve system as a last resort can bring its influence to bear directly by exercising its discretion in refusing to lend to banks of whose policies it disapproves, or by discriminating against certain types of paper when offered for rediscount, even though they are technically eligible. For example, in 1929 some Reserve Banks curtailed credit extended to banks which were making call loans on the stock exchange. This phase of Reserve system policy is discussed in Chapters VII and VIII.

  


  1 A fifth possibility, which has been utilized by central banks in Europe but not by the Federal Reserve system, is restriction of the total amount of outstanding central reserve credit to a fixed figure, coupled with a system of allocating this amount among applicants at an arbitrary rate. In the years from 1920 to 1923 under the Phelan Act four Reserve Banks made use of a sliding scale of rates, which amounted practically to a credit rationing system.


  2 It follows that any reduction in the required reserve ratio or the payment of interest by the Reserve Banks on the member banks’ reserves would amount to a donation to the member banks of a new body of earning assets. Conversely, an increase in the reserve requirements would deprive the banks of an income which they now enjoy.


  3 Neither of these shifts has ever occurred in significant volume, but a tendency for time deposits to expand relatively to demand deposits was for many years an important factor making for ease in the money market.


  4 Currency expansion may also characterize a depression if confidence in the banks is undermined, as in 1931.


  5 Conceivably credit could also be obtained from banks which are not members of the Reserve system, but the reserves of the non-member banks are largely deposits with the member banks themselves. Moreover, the non-member banks are sure to be under pressure to increase their own reserves at the same time as are the member banks.


  7 This figure is abnormally high, being affected by the great increase in the country’s use of currency in the last half of 1931.


  6 Compare Chap. XII.


  8 Not, of course, continuous use by the same borrower.


  9 Compare chart, p. 35.


  10 The possibility of temporary nullification of a central bank’s control through the mobilization of fresh resources is illustrated by an action of the Midland Bank, which in 1927 bought securities so heavily as to lower its own reserve ratio by several per cent. The amount involved was small enough so that the Bank of England was able to offset it. The net result was simply to increase the earning assets of the Midland Bank and decrease those of the Bank of England; not to ease the market.


  11 Compare p. 231.


  
CHAPTER III


  BANKING AND BUSINESS, 1922-31


  In the year 1922 the Federal Reserve authorities for the first time found themselves faced with a definite problem of credit control and at the same time possessed of sufficient independence to make their decisions significant. The situation in which the System found itself may be summarized as follows:


  First, gold was flowing into the country in large quantities from Europe and going out in much smaller quantities to South America and the Orient. Second, loan liquidation at member banks, which had been proceeding at a rapid rate through 1921, continued through the first half of 1922. Third, liquidation of member bank credit at the Reserve Banks also continued through the first half of 1922. The accompanying chart shows how the volume of Reserve credit went down as the gold stock went up.


  The third of these developments was a consequence of the other two. The importation of gold furnished the member banks with a means of liquidating their indebtedness, while the low level of business activity relieved them of any pressure to increase their reserves by depositing the gold, and thereby to make possible a larger commercial credit structure.


  It is perhaps necessary to point out that the large inflow of gold at this time was the result of a very unusual international credit situation. Practically all the European currency systems were based on irredeemable paper. During the months immediately preceding the collapse of the boom in 1920-21, the former warring countries had been very heavy buyers in the United States, their purchases being financed in part by the flotation of bonds, but chiefly by the extension of short-term credit by exporters who in turn were financed by short-time credits issued by American banks.
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  The developments of 1920-21 put an end to the easy extension of this type of credit. Heavy losses were incurred by exporters on account of the refusal of European buyers to accept delivery of goods which had been contracted for at high prices and on account of inability to make collections. Although these losses were in large part incidents of a world-wide price adjustment and did not necessarily reflect a permanent impairment of credit of European buyers, the immediate effect was to make American exporters unwilling to trade except on a cash basis—and because of the instability of the European currencies that meant a dollar basis.


  A few years later it became possible to finance an excess of American exports over imports by the sale of long-term securities, but in 1922 and 1923 such securities were not salable in large volume on American investment markets. These years intervened between an era of easy short-time credit and an era of easy long-time credit—ease being tested, in each case, by the volume of financing, rather than by the rates charged. In this situation the alternatives open to the European public were (a) to curtail the excess of their buying in America over sales of goods here, (b) to return American securities, (c) to ship gold. All three lines of procedure were followed, but the first was peculiarly difficult because of the accumulated deficiencies, both of capital and of consumption goods carried from the war period, and the second was of limited value because American securities had already been so largely returned as an incident of war finance.


  During this period neither the Federal Reserve Board nor the managements of the individual Reserve Banks had either historical knowledge or personal experience of similar situations which could be trusted as a guide. Moreover, the close connection between open market operations and credit control had not been recognized, so that for most of the year 1922 the open market operations were left to the judgment of the directors of the individual Reserve Banks, and were not utilized as an instrument of control at all. As the gold flowed into the member banks it was deposited by them with the Federal Reserve Banks, at first to reduce indebtedness, later to create reserves which were utilized by the member banks in large measure in the purchase of securities. As the Reserve Banks did not expand their own earning assets correspondingly, the ratio of gold to Federal Reserve obligations continued to rise, as it had been doing since the summer of 1920.


  From the middle of 1922 on, the rise of the reserve ratio was checked because the Reserve system adopted the policy of paying out gold certificates in place of Federal Reserve notes. Between July 1922 and the end of 1925, gold certificates in circulation increased by 940 million dollars, while Federal Reserve notes decreased by 300 million dollars. This virtual use of gold for currency served to mask the increasing abundance of the gold supply and protected the Federal Reserve authorities from popular pressure in the direction of an easier credit supply.


  Since the gold certificate requires a backing of 100 per cent in gold, and this gold is not counted as part of the reserves of the Federal Reserve system, the effect of substituting a gold certificate in circulation for a Federal Reserve note (which requires only a 40 per cent gold backing) is to cut down the reserve ratio. Gold thus put into circulation forms a secondary reserve which can be drawn upon in case of shortage by expanding the volume of Federal Reserve notes, provided that eligible commercial paper is available to furnish the 60 per cent backing for Federal Reserve notes. This use of gold in the form of certificates is the only important survival of a common feature of pre-war European monetary practice, namely the use of gold in circulation as a secondary reserve.


  I. DECENTRALIZED CREDIT CONTROL, 1922-23


  During the first half of 1922 rediscounts, which already had fallen in fourteen months from 2,800 million dollars to 1,146 million, continued to shrink, standing at 461 million at the end of the half-year. Rates remained comparatively stable during this period and clearly had little to do with the member banks’ policy of liquidating their indebtedness.


  The Reserve Banks, however, were engaging in open market operations on a scale previously unapproached. The volume of United States securities held by the twelve Banks rose from an average of 236 million dollars in January to 604 million in May, from which the figure dropped to 326 million in November, recovering to 379 million in December. The average for the year was 454 million as compared with 264 million in 1921 and 323 million in 1920.


  During the first half of the year these open market operations were carried out by the individual banks on their own initiative, chiefly for the sake of the earnings. Objection to the practice arose from advocates of centralized credit control,1 and also from the Treasury Department, which found that the unsystematized purchasing activities of the twelve Banks constituted a disturbing element in the money market, and interfered with the planning of Treasury operations. On the initiative of the Treasury, an open market committee was formed by the governors of the Reserve Banks to coordinate the purchasing activities of the System. This committee began to function in June 1922. The date almost coincided with the peak of open market holdings, but the coincidence may have been accidental, as the function of the committee at the outset was apparently to co-ordinate the operations rather than to control their volume.


  II. MODERATE RESTRAINT, APRIL-DECEMBER 1923


  In April 1923 the Federal Reserve Board passed a resolution to the effect that “the time, manner, character, and volume of open market investments purchased by Federal Reserve Banks be governed with primary regard to the accommodation of commerce and business, and to the effect of such purchases or payments on the general credit situation.” The governors’ committee on open market purchases was dissolved, and a new committee was appointed by the Federal Reserve Board to exercise control of the open market operations—the new committee, however, being identical in membership with the old one, and having the same chairman, Governor Benjamin Strong of the Federal Reserve Bank of New York.


  The immediate occasion for the adoption of this resolution appears to have been the conclusion reached by the Federal Reserve Board, on the basis of the work of its Division of Analysis and Research, that the total earning assets of the Reserve Banks had not, during 1922, been affected materially by open market operations, since rediscounts fell off as open market purchases increased, and vice versa. This being the case, the conclusion was obvious that effective credit control required co-ordination of the open market policy and the discount rate policy. It was entirely logical, therefore, that the time, place, and manner of open market operations should be brought within the scope of the Reserve Board’s responsibility.2


  The first test of the new method of credit control was afforded by the events of the spring of 1923. The revival of business activity which began toward the end of 1921 proceeded with such rapidity that by the spring of 1923 fears were aroused in many quarters that we might be running into a renewed period of inflation. From June 1922 to March 1923 the index of general business activity compiled by the American Telephone and Telegraph Company rose from -14 to +10 (as compared with the January 1920 peak of +13). Pig iron production of 3,524,000 tons in March 1923 broke all previous records. The wholesale price index of the Bureau of Labor Statistics rose from a low of 138 in January 1922 to 159 in March 1923.


  Under ordinary circumstances the public would not have been alarmed by these advances, which were not extreme considering that they were measured from the bottom of a profound depression. But the inflation experience of Europe reinforced the lesson of the crash of 1920-21, which was too fresh in men’s minds to be ignored, and made it easy to obtain popular support for a program of caution. The first definite measures of credit control were in the direction of restraint. Open market holdings of United States government securities, which stood at 456 million dollars on January 3 and at 239 million dollars on April 4, were allowed by the newly constituted open market committee to run down to 95 million by July and to 73 million by November. In February and March discount rates at Boston, New York, and San Francisco were raised from 4 to 4 1/2 per cent, which made the latter rate uniform throughout the System. In spite of this gesture, however, rediscounting increased as rapidly as securities were sold, and remained far above the 1922 figure throughout the last half of the year.3 Thus the total of Federal Reserve credit remained about the same as in 1922. Gold imports, which had dropped to negligible figures in the spring, revived and ran at high figures throughout the last half of the year, but the increase in gold stock was absorbed by an increase in monetary circulation. The net result of these offsetting changes was that member bank reserves remained at almost exactly the level of 1922.


  The peak of the mild business boom was reached in April. The downturn was very gradual and even at the end of the year activity in most lines was fully up to what was regarded as normal. This slackening of the pace of business was unquestionably in line with the hopes of Federal Reserve authorities; how far it is to be attributed to their efforts we consider at a later point.4


  III. AN EASY MONEY POLICY, 1924


  The events of 1924 make two quite distinct stories, one covering the completion of the business liquidation movement, running through July, the other the period of rapid recovery. During February and March 1924, the downswing of the business cycle was interrupted by a sharp but temporary recovery; then productive activity suffered one of the most acute setbacks in our history. By July, pig iron production was down to 1,780,000 tons for the month (as compared with 3,680,000 tons in July 1923); wholesale prices had dropped to 147 from a maximum of 159; and the American Telephone and Telegraph index had fallen from +18 to -16. However, the period of acute depression proved to be short; the restriction of basic production and the resulting unemployment were not reflected in greatly diminished consumptive expenditures. Trade and distribution consequently were not curtailed to an extent at all comparable with the decline of industrial activity, and the volume of commercial borrowing continued at a high level right through the depression.5


  During the summer, business activity made only a small recovery. Then in the autumn came a combination of good crops here and bad crops abroad, a conjuncture which on several previous occasions had come to the rescue of American business in distress. Prices of farm crops rose rapidly. The election returns of November were viewed with as much enthusiasm in industrial circles as were the crop developments by agriculturalists. Under these influences, business activity mounted abruptly to a high prosperity level.


  At about the beginning of 1924 the open market policy of the Banks was reversed. From a level of 133 million dollars at the beginning of the year, holdings of the United States government securities mounted steadily until they crossed the 600 million mark in October, after which they remained about steady, ending the year at 540 million. The acceptance buying rate, which had stood at 4 1/8 per cent all through the last half of 1923, fluctuated between that figure and 4 per cent until April, then plunged downward to 2 per cent. The New York rediscount rate also was lowered in successive steps of of 1 per cent on May 1, June 12, and August 8, ending the year at 3 per cent. Three other eastern Banks went to 3 1/2 per cent, while the other eight Banks ended the year at 4 per cent. From the end of 1923 to the autumn of 1924 the policy of the Federal Reserve system was directed toward monetary ease with more vigor than at any other period in the history of the System prior to 1930. This policy, which coincided during the first half of the year with large gold imports, resulted in an extreme depression of short-term money rates, which touched in late summer the lowest level attained since the war, and had recovered only slightly at the end of the year. Gold imports dropped to low levels after June, and in December there was a net export, the first since 1920.


  IV. A PERIOD OF NEUTRALITY, 1925-26


  In 1925 the Federal Reserve system played a less prominent role in the money markets of the country. During the first half of the year there was a slight recession in business activity and during the last six months a correspondingly slight upswing. The amazing rise in stock prices which had started in the middle of 1924 continued through the year without serious interruption. By the end of 1925 the popular stock price indexes had advanced to levels nearly 50 per cent above those of the middle of 1924.


  In banking circles the most notable development of the year was the very rapid increase of investments in securities and of loans on securities. The gold export movement which had begun in December continued through the first part of the year, and was only partly offset by an unusually large return of currency from circulation. There was some decline in commercial loans but it was more than offset by an increase of lending on collateral; hence additional Federal Reserve credit was used in spite of the absence of pressure for short-term credit from trade sources. Fears began to be expressed that an excessive amount of credit might be going into the support of speculation.


  The increase in Reserve credit took the form of rediscounts and acceptance holdings. Government security holdings of the Reserve Banks were decreased in the first two months by about 200 million dollars and after that date were maintained at a practically constant level.


  In the fall of the year there was an increase in the open market rates for commercial paper. In view of this rise and of the growth of bank credit,6 a series of advances in discount rates was made in November, all the Banks which had 3 1/2 per cent rates bringing them up to 4 per cent. The New York rate was not raised until after the first of January; all the rest of the Banks ended the year with a 4 per cent rate.


  The year 1925 marks the beginning of definite large-scale credit relations between the Federal Reserve system and European central banks. The gold standard was re-established in England in April. As part of a plan for protecting the exchange the Bank of England asked for, and obtained, a contract giving it the right to draw on the Federal Reserve Banks for gold, up to an amount of 200 million dollars over a period of two years, repayment being guaranteed by the British Treasury. No advances were actually made under this credit, but the assurance that gold could be obtained on demand in America was presumably of material assistance to British financial authorities in carrying through their stabilization program. Credits were also extended to Belgium and Poland.7


  In 1926, as in 1925, the Federal Reserve system was called upon to take no drastic measures of credit control. The outstanding peculiarity of the year was a high rate of business activity combined with declining commodity prices and very moderate expansion of bank credit. As in 1925, there was a slight slackening of business activity in the spring but the recovery was very rapid. Annual data indicate that as measured by productive activity and by corporate profits, 1926 was more prosperous than had been any preceding year since 1916. Yet the increase in member bank loans and investments during the year was the smallest shown for any year between 1921 and 1929. Moreover, in contrast with the situation in 1925, what bank expansion there was in 1926 was in the field of commercial loans. Loans on securities declined slightly while security investments increased by about the same amount.


  The stock market continued to be very active. The volume of sales was practically the same as in 1925, and nearly 50 per cent greater than in the most active preceding year. Stock prices suffered a short but very severe decline in the first part of the year, then advanced slowly. The loss was little more than made up by the end of the year.8


  Rediscount rates at all the Reserve Banks stood at 4 per cent throughout the year except at New York, where the rate was reduced to 3 1/2 per cent on April 3 and restored to 4 per cent on August 13.9 The only important change in open market policy corresponded to the change in rediscount rates at New York, 65 million dollars of United States securities being purchased in the spring, and 75 million sold in the period immediately after the restoration of the 4 per cent rate in August.10


  V. EASY MONEY AGAIN, 1927


  Federal Reserve policy in 1927 was apparently dominated by two factors: the industrial situation and the international movement of gold. The year was one of moderate business recession, particularly during the last six months. This curtailment of business activity was due in part to the coal strike which began in April, and in part to the fact that production was suspended at the Ford plant during most of the year.


  The stock market showed no effect of the curtailment of business activity, advancing rather steadily throughout the year.11 The low for the year was practically as high as the high for all preceding time, and the general average at the end of the year was 75 per cent above that of the middle of 1924. The expansion of security market operations, accompanied by declining activity in business, reflected itself in a 15 per cent expansion of security loans at member banks and a trifling contraction of “all other” loans, which are chiefly commercial. Bank investments in securities expanded by over 14 per cent.


  During the first half of 1927 gold came into the country very rapidly. This inflow of gold, together with the usual seasonal return flow of currency, enabled member banks to liquidate their indebtedness, with the result that the volume of Reserve credit outstanding declined during the summer to the lowest level reached since the summer of 1924. During the first half of the year there were no significant open market operations and no changes in rediscount rates.


  About the middle of the year the Federal Reserve Board adopted, for the second time since 1922, a definite policy of easing the money market. At various dates from July 29 to September 13, rediscount rates were lowered from 4 to 3 1/2 per cent at all the Federal Reserve Banks. Open market operations were renewed, about 80 million dollars of government securities being purchased in the course of the summer. This easy money policy was explained as due in part to a desire to aid in the recovery of business from depression and in part to a policy of aiding foreign nations to finance purchases of American crops and to protect their exchanges.12


  The easy money policy led to an open break between the Federal Reserve Board and the Federal Reserve Bank of Chicago. The practice had always been for the Reserve Banks to initiate rate changes and the Federal Reserve Board either to ratify or to veto them. In this case, however, the Board ordered the Reserve Bank of Chicago to put into effect the 3 1/2 per cent rate, over the protest of the Bank.13


  In November, open market purchases were discontinued, “largely because of the fact that in the absence of demand for additional credit from trade and industry there was a continued rapid growth in the volume of member bank credit used in investments and in loans on securities.”14 The net effect of the year’s operations, however, was an increase in member banks’ reserve balances of 180 million dollars as compared with no net increase in 1926.


  VI. THE ATTEMPT TO CURTAIL SPECULATION, 1928-29


  The year 1928 was one of active business, expanding speculation, continued growth in the volume of outstanding credit, and a rising level of money rates in the open market. Business recovered rapidly from the recession of 1927, and through the last three quarters was fully up to normal, though not extraordinarily active.


  The Federal Reserve system abandoned its policy of keeping money rates low, and presently directed its energies to curbing the growth of speculative loans. In January and February, discount rates at all the Reserve Banks were raised from 3 1/2 to 4 per cent and advances were made in the buying rates for acceptances. Between April 20 and June 7 discount rates were advanced to 4 1/2 per cent, and in the three weeks beginning July 11 the rates at eight Banks were further raised to 5 per cent. Buying rates for acceptances by the end of July ranged from 4 1/2 to 5 per cent and remained at that level through the rest of the year.15 At the same time the security holdings of the Reserve Banks were rapidly liquidated, falling from over 600 million dollars in January to less than 250 million in June.


  The pressure on the member banks thus exerted by the Reserve Banks was reinforced by pressure from abroad. Gold flowed out rapidly throughout the first half of the year, and returned during the second half only in small volume. The net result for the year was a decrease in monetary gold stock of 274 million dollars. To a slight extent this loss was offset by a decrease of 30 million dollars in money in circulation.


  The member banks met the pressure on their reserves in part by increasing their borrowings at the Reserve Banks and in part by curtailment of their own activities. Rediscounts increased by 474 million dollars, and total Reserve credit by 192 million. Total loans and investments showed a decrease for the year of 32 million dollars and member bank reserves a decrease of 98 million. The decline in bank loans was more than accounted for by the decrease in security loans and investments, commercial loans showing a small increase.


  Naturally with increasing business activity and declining bank reserves, money rates in the open market advanced rapidly. Commercial paper, which opened the year at 4 per cent, was quoted at 5 1/4 to 5 1/2 at the end of the year; call money went above 8 per cent in December, and time loans on securities were quoted at from 7 to 7 3/4 the end of the year. The spread between rates on security loans and on commercial loans was wider than at any previous time, or at least for 40 years. The difference was due partly to the great intensity of the demand for credit in the securities market and to the fact that security loans are not eligible for rediscount; partly to a common banking policy of favoring the commercial as against the speculative borrower.


  In spite of official discouragement and the rising cost of money, the stock market continued to be buoyant, not to say flamboyant, throughout the year. Stock prices, as measured by the Standard Statistics Company’s index numbers, rose from 135 to 171; brokers’ loans16 rose from 4,400 million dollars in December 1927 to 6,440 million in December 1928. The increase in brokers’ loans was made possible, in spite of a curtailment of collateral lending by the banks, through a great increase in the volume of loans made by corporations, private individuals, foreign banks, and other agencies outside the “legitimate” banking fraternity. The discrimination on the part of banks against the stock market, coupled with the willingness of speculators to pay high rates and the unwillingness of banks to meet this competition by high rates on deposits, was leading to rapid elimination of the banks from the business of financing speculation, except as agents for the lenders.


  With the coming of the new year, the tendencies which had shown themselves in 1928, both in the stock market and in the money market, became even more evident. The call loan market, to be sure, eased slightly in January, but time money and commercial paper rates remained firm, and by March all three markets were once more advancing. Stock prices continued to rise, and brokers’ loans to expand. Flotations of stock issues reached figures hitherto unheard of, while bond issues dwindled. Moreover, the high rates began to attract capital from all over the world, and gold imports rose rapidly.


  The Reserve Board was reluctant to sanction further advances in rediscount rates, but the rates on acceptances were raised to levels above those charged for rediscounts. In addition there was instituted a new policy of “direct pressure,” that is, refusal to lend to banks which were making call loans on stock market security. In February a warning was issued by the Reserve Board against the excessive absorption of credits by the stock market, and banks were urged to co-operate in diverting funds to agriculture and business.17


  During March and April indications were that the Board had been measurably successful in securing the co-operation of member banks in its efforts to cut down the proportion of credit which was being used for security speculation. At least in the next seven weeks after the warning of February 7, brokers’ loans reported by domestic bankers declined by nearly 300 million dollars. Against this decline, -however, there was an increase of 275 million dollars in the loans made by lenders “other than banks,” so that the total of brokers’ loans changed only slightly. The total of reporting member bank credit was also substantially unchanged over the next two months.


  Nevertheless, Reserve Bank pressure on the market was increased. Rates at those Reserve Banks which had ended the year 1928 on a 4 1/2 per cent level had all been brought up to 5 per cent by May, and the acceptance buying rates were 5 1/2 to 5 3/4 per cent. The net inflow of gold in the first half of 1929 was 180 million dollars, the result being that foreign bank rates rose sharply, while rates in this country were not eased. Member bank borrowings continued around the billion-dollar level, while acceptance holdings fell to the lowest figure in post-war history.


  The general stock market averages remained about steady through the first six months of the year 1929, but the volume of speculation was very large and there were wide swings in prices of individual securities. For example, the public utility index rose 62 points from the first week of January to the fourth week of June, while automobile stocks in the same period dropped 44 points. Copper stocks rose from 261 to 277 and steel stocks from 168 to 183, while fertilizers fell from 140 to 104 and leathers from 145 to 99.18 In the same period the total volume of brokers’ loans increased by 212 million dollars, though loans for the account of banks decreased by 576 million dollars.


  During the late spring and early summer there began to be signs that business as well as the stock market was running at a rate above normal. Automobile production in particular set extraordinarily high records down to the late summer. Moreover, in July the stock market began to advance more rapidly than ever. The Standard Statistics Company’s general index which, as already noted, had made but little advance from January to June, advanced 10 points in July and 11 points in August, reaching its high point in the third week in September.


  This development, combined with the evidences of over-capacity in the industrial field, placed the Federal Reserve authorities in an embarrassing situation. With the oncoming of the crop-moving season and the expansion of currency demand which always occurs in the autumn, traditional Federal Reserve policy called for an expansion of the purchases of acceptances, in order to enable the banks to furnish currency for domestic needs and also to facilitate the purchase of crops by foreign buyers. The Federal Reserve Board had definitely committed itself at the beginning of the year to a policy designed to reduce the flow of capital into the securities market without making it dear for other business. Moreover, the high money rates in New York were creating vigorous protest throughout the world. Gold continued to move into this country, the net import movement in July being 34 million dollars, and in August 18 million. The New York Reserve Bank, which had been responsible for the initiation of the easy money policy in 1924 and 1927, had been urging higher rates for several months.


  Confronted by this dilemma, the Reserve authorities compromised. On the main point at issue, namely the release of Federal Reserve credit to ease the money situation, they surrendered to the demands of business interests at home and abroad; on the nominal cost they surrendered to the restrictionists. On August 9 the New York rediscount rate was raised from 5 to 6 per cent, and at the same time the buying rate on acceptances was lowered to 5 1/8 per cent. The increase of the rediscount rate served as a gesture of disapproval of the stock market situation, slightly more emphatic perhaps than the gesture of February 7, but quite as futile. The lowering of the acceptance rate effectively eased the money market.


  Acceptances at once began to increase, running up from 75 million dollars in July to 355 million in the last week of October.19 Rediscounts declined in the same period by 250 million. The commercial paper rate stayed above 6 per cent up to the end of October, but call loans dropped to 6 per cent, the lowest level in more than a year. Total loans and investments of member banks, which had shown no increase since 1927, increased rapidly from 22,581 million dollars on August 7 to 24,431 million on October 30.


  The next chapter is too well known to require detailed narration. The stock market boom which had defied the influence of tight money for nearly a year had run its course, and was unable to profit by easier money. From the middle of September to the middle of October prices sagged off gradually, and then there ensued the most precipitous drop in the history of American security markets.


  Reserve policy in this panic, as in the lesser stock market collapse of 1926, was directed to assisting the banks to take care of the situation. As in previous stock market collapses, leading banking interests came to the rescue of the market with purchases intended to prevent demoralization and to make possible an orderly adjustment to the lower level. Trading and investment companies affiliated with the large city banks bought stocks and posted them with the banks as collateral for loans, and the banks replenished their reserves by selling their government securities to the Reserve Banks.


  VII. THE BANKS AND THE DEPRESSION, 1930-31


  As soon as it was clear that the stock market boom was over and that the immediate future held threat of business depression, the Federal Reserve system adopted a policy of monetary ease. This policy was expressed both through large purchases of United States government securities and through unprecedented reductions of Reserve Bank rediscount and acceptance rates. At the end of October 1929, the rediscount rate stood at 6 per cent in New York, and at 5 per cent in all other Banks. By January 1931, it stood at 2 per cent in New York, 2 1/2 per cent in Boston, 3 per cent in five Banks, and 3 1/2 per cent in the other five. Further reductions brought the rates down by June to a maximum of 3 per cent, with New York at the unprecedentedly low figure of 1 1/2 per cent. In spite of these reductions, the volume of rediscounts fell to the lowest level in the history of the Reserve system.


  Rates on acceptances fell from 5 1/8 per cent in the autumn of 1929 to 1 7/8 per cent at the close of 1930, with acceptance holdings closing the year 1930 at about the same figure as that of 1929. Holdings of United States government securities, as tested by monthly averages, crossed the 600 million mark in October for the first time since May 1922, and in December stood at the unprecedented figure of 644 million dollars.


  In spite of these enormous open market purchases, the total volume of Reserve Bank credit outstanding was lower than in any year since the Armistice except 1924, and the last three months of 1930 showed lower figures even than 1924. The same trend showed itself in the first half of 1931. The Reserve Banks continued to expand their holdings of United States government securities, the only type of credit extension which is under their direct and complete control. But the funds thus put into the market came back through reduction of rediscounts or were applied to the purchase of acceptances which would otherwise have been offered to the Reserve system. Thus throughout the spring the total figures for Reserve credit outstanding ran below all post-war records.


  The primary cause of this deflation of credit was the widespread business depression. Confidence in the future was lacking to such an extent that only the very highest grade of short-term securities commanded a strong market. Speculative investors who in former years had carried securities on bank credit, sold them and liquidated their indebtedness. Commercial borrowings for carrying inventories and accounts receivable were at a minimum. Moreover, since business abroad suffered from even deeper stagnation than did business in the United States, low rates in this country did not produce their normal effect of an outflow of gold. On the contrary, in spite of its deeply depressed condition, the American market continued to be one of the most attractive markets in the world for floating funds, and gold flowed in throughout 1930 and the first half of 1931 at a rate approaching the record figures of the years from 1921 to 1924.


  In the face of this combination of a demand restricted by business depression and speculative pessimism, and credit supply enhanced by the inflow of gold, there ceased to be an effective demand for Reserve credit. The Reserve Banks did the only thing they could do under the circumstances. They spread their wares on the bargain counter and waited for the reappearance of demand.


  VIII. THE CRISIS OF 1931


  For nearly two years following the stock market crash in the autumn of 1929 the policy of the Reserve system was very simple. Larger and larger open market purchases and lower and lower rediscount rates seemed to be the only program by which the Reserve system could hope to stem the tide of deflation. And even though these measures apparently were unavailing, there seemed to be no unfavorable results on the credit structure, and no danger that the Reserve system would be weakened by its liberal policy so long as neither business nor speculation afforded an outlet for the funds thus freely offered.


  Events of the late summer and early autumn of 1931, however, completely changed the situation and brought about a sharp reversal of the rediscount policy. A succession of credit stringencies and bank embarrassments occurred in Central Europe and led directly to the suspension of gold payments by Great Britain, by the Scandinavian countries, and by a number of countries in other parts of the world. And, in a considerable number of countries which did not forsake gold parity, foreign exchange transactions were subjected to rigid governmental control.


  These events, coupled with a continuous series of bank failures in America, administered a severe shock to what was left of public confidence both in America and abroad. There ensued in various European countries a revival of the hoarding of gold and of bank notes, and a flight of capital into the countries whose currencies seemed to be relatively strong. This fact together with losses incurred and anticipated on sterling precipitated a scramble on the part of central banks to turn their foreign assets into gold.


  In America also there was a great increase in the holding of currency. During September and October money in circulation rose by half a billion dollars. By the end of the year there was a further increase of 200 million dollars to 5,648 million, the highest figure ever recorded. At the same time gold was going out of the country faster than ever before. During September the country lost 257 million dollars from its gold stock, and in October it lost 450 million more.


  To meet this call for a great increase of circulation at the same time that gold was going out of the country, an enormous immediate expansion of the Reserve system earning assets was necessary. From August to December, holdings of United States securities went up 50 million dollars, acceptances 80 million, and rediscounts nearly 500 million, bringing the total of Reserve system credit above 2 billion for October and November, and just below that figure for December. The combined reserve ratio of the Federal Reserve Banks dropped from 78.8 per cent at end of August to 65.1 at the end of November.


  In spite of the fact that the gold position of the Reserve Banks was tremendously strong, alarm was felt for the safety of the reserves, and rediscount rates were advanced with unprecedented rapidity, the New York rate going from 1 1/2 to 2 1/2 per cent on December 9 and 3 1/2 on October 16. By the middle of November all Banks had 3 1/2 per cent rates except Richmond and Dallas, which were on a 4 per cent basis. Up to April 1932 these rates remained unchanged except that the two 4 per cent Banks dropped to the prevailing level in January, and New York dropped to 3 per cent in February.


  The winter of 1931-32 was a period of great public interest in banking questions, but no important changes either in legislation or in policy ensued. The Glass-Steagall Act, which was rushed through Congress to save the gold standard, provided that United States government securities might be used to back Federal Reserve notes, thereby making it possible to release a very large amount of gold for export or for hoarding. This measure was predicated on the assumption that there was a shortage of eligible commercial paper. In view of the fact that member banks held at the close of 1931 more than 7 billion dollars of eligible assets, of which only about 600 million had been used for borrowing purposes, the emergency which called for legislation was obviously remote. To be sure, the eligible paper which was not in the hands of the Federal Reserve Banks could not be used as a basis for the issue of notes, but experience has shown that the volume of rediscounting can readily be increased at any time by the simple expedient of selling out the open market holdings of securities. The real difficulty was the tradition against rediscounting. By encouraging the idea that a bank ought to regard the use of Reserve credit as an emergency device or a temporary expedient, the System has made it impossible to stimulate rediscounting by low rates at times when its own credit policies call for an increase in its holdings of eligible paper. It has changed the open market purchase of securities from a supplementary device intended to strengthen the influence of the rate into the principal method of controlling credit. Hence it has found it necessary to use the paper purchased through its open market operations for a purpose for which it was originally intended that nothing should be used except paper arising from loans to member banks or from the purchase of acceptances.

  


  1 See “Minutes of the Federal Advisory Council,” Sept. 26, 1922, reprinted in the Annual Report of the Federal Reserve Board, 1922, p. 413.


  2 This attitude was implied in the recommendation of the Federal Advisory Council of Sept. 26, 1922 “that open market operations, particularly in so far as they touch investment in government securities, should be carried on under a uniform policy by the System as a whole,” though it was not suggested at that time that the Federal Reserve Board should take over direct responsibility for the control of such purchases. Compare Annual Report of the Federal Reserve Board, 1923, pp. 11-16.


  3 Except for December.


  4 Compare pp. 84-85.


  5 Compare Annual Report of the Federal Reserve Board, 1924, p. 2.


  6 Annual Report of the Federal Reserve Board, 1925, p. 6.


  7 For fuller discussion see Chap. VI.


  8 The Standard Trade and Securities index dropped from a high of 103.3 in the first week of March to 90.8 in the third week of April. A new high for the year was made in the first week in September at 105.2, and the fourth week of December showed an average of 106.5. The net gain of 3.1 for the year may be compared with 16 points in 1925, 11 points in 1924, and 13 points in 1922.


  9 During the first week of the year the New York rate was 3 1/2 per cent, the establishment of the 4 per cent rate being the last of the succession of increases which was initiated in November 1925.


  10 For discussion of these changes see p. 122-23.


  11 The Standard Statistics index of 410 stocks advanced from 105.5 at the beginning of the year to 134.1 at the end.


  12 Annual Report of the Federal Reserve Board, 1927, pp. 10, 16.


  13 See pp. 104-05.


  14 Annual Report of the Federal Reserve Board, 1927, p. 11.


  15 The 4 1/2 per cent rate was charged on all maturities of less than 90 days, such paper making up the great bulk of the transactions.


  16 As reported by the New York Stock Exchange.


  17 At least such a policy was promulgated by the Board. It is difficult to say how far the Reserve Banks went in carrying it out. Apparently the New York Bank did not give much heed to it; alleging, truly, that New York banks were not loaning heavily in the stock market. Compare p. 133.


  18 Indexes of Standard Statistics Company.


  19 This increase is not altogether due to the rate change, as the supply of acceptances is always increased by autumn exports. The increase in 1929 was much more than seasonal, however.


  
PART II


  THE MAJOR STANDARDS


  
CHAPTER IV


  STABILIZATION OF THE MONEY MARKET


  In Part I we have discussed the organization of the banking system which has grown up in the United States since the passage of the Federal Reserve Act in 1913, and have outlined the post-war history of the exercise by the Reserve Banks and the Reserve Board of the powers of credit control entrusted to them by that Act. In Parts II and III we shall consider topically the way in which various questions of policy have been handled in the years from 1922 through 1931. We shall consider first the more important issues, deferring to Part III the treatment of the less significant aspects of Reserve system policy.


  The most important issues which have led to the adoption of credit policies by the Reserve system in the years since the end of the depression of 1921 are of four types; namely, disturbances in the money market itself, the fluctuations of business activity, the stabilization of the exchanges of certain European countries, and the activity of speculation in the domestic security markets. In this chapter we survey a number of quite distinct policies which have been developed in dealing with different types of irregularity in the workings of the short-term money market.


  In the discussion of banking policy which preceded the creation of the Reserve system, considerable emphasis was laid on the need for an elastic currency. The need for elasticity was evidenced by the frequency with which money became very tight as the result of a seasonal or other sudden increase in the demand of the public for cash. It was hoped and intended that the new system would provide a way of bridging over these strains. The experience of central banks of other countries was often cited in this connection.


  In more recent years, however, as we have noted, interest has shifted to other objectives, and comparatively little is now heard of the money market itself as an object of the central bankers’ solicitude. Indeed, it is generally assumed that the normal effect of an intelligent central bank policy will be to “unstabilize” short-term interest rates, since the central bank will be manipulating the money market upward and downward in order to stabilize other phases of business activity. This view has found some support in Reserve Bank circles, though very little has been said about it in official publications. In practice, as we shall see, there are several ways in which the Reserve system operations have actually steadied the money market, especially with reference to short-term disturbances. We shall examine first the theory of what a central bank can do in this direction.


  I. THE TRADITION OF CENTRAL BANK POLICY


  The treatment of the fluctuations of interest rates breaks into two distinct problems, according to the degree of permanence of the conditions which give rise to them. As was pointed out in Chapter I, the generally accepted theory of credit control does provide for a limited amount of stabilization of money markets; since it requires, or permits, a central banking system to minimize those fluctuations of interest rates which are known to be due to strictly temporary causes.


  For example, it is generally agreed that it is sound policy to engage in credit operations which will tend to reduce the effect on interest rates of regular seasonal variations in the demand for money. Likewise those fluctuations in the supply of or the demand for funds which are due to Treasury operations, to window-dressing by banks and business corporations, or to stock exchange settlements (under the European term settlement system), can be compensated by transactions which put just enough credit into the market, or take enough out of the market, to offset the effect of the temporary disturbing influence.


  Another case for such offsetting operations arises from special gold movements which are not due to commercial considerations but to political factors, or are incidents of stabilization programs. Finally, a Reserve agency or central bank can render invaluable service by temporarily drawing down its reserve to expand credit in times of crisis, thereby preventing the appearance of such extraordinary premiums on cash as characterized our pre-war panics.


  It is not, however, a normal central bank policy to offset the effect of gold movements by buying securities when gold moves out of the country, and selling them when it comes in, unless the movements are believed to be only temporary in their character. If an outflow of gold is caused by an adverse balance of payments due to persisting causes (regardless of whether these causes are found in past credit policies, or elsewhere), the more it is compensated by expansion of Reserve or central bank credit, the bigger it will tend to become.


  Official discussions of the theory of Federal Reserve system operations do not recognize clearly the distinction between temporary and persistent disturbances, but Reserve bank practice has conformed fairly well to the theory. The obviously temporary fluctuations in the demand for money and credit—those due to seasonal factors, quarter-day operations, window-dressing, and to emergencies—have been ironed out very consistently and very successfully. Changes in the money market which have been due to more persistent causes—gold movements and booms and depressions—have been handled less consistently. In the following section we shall examine the practice with reference to temporary fluctuations.


  II. TEMPORARY DISTURBANCES


  At the time when the Federal Reserve Act was under consideration, there was no disagreement as to the need for a system which would display more elasticity in the face of seasonal fluctuations in the demand for credit and currency, and also in times of crisis. A particularly disturbing feature of the United States money market was the periodic stringency which was occasioned by the autumn demand for currency and credit in the interior for “crop-moving,” a general term covering a great variety of business operations, including the Christmas trade, which were concentrated in the last four months of the year. The New York banks were never in position to take care of this demand without inconvenience, simply because they employed their resources as fully as possible in the other months of the year and had no reserve to be drawn upon when the tight season arrived. The cause of the difficulty was understood well enough, but there was no incentive for any individual bank to keep itself liquid in anticipation of the autumn strain, so long as others did not co-operate. Had all banks kept an excess of reserves in the slack period to be drawn upon in the fall, there would have been some compensation in the form of higher rates, but no individual bank operating alone could get such a compensation.


  The seasonal fluctuations of interest rates have been reduced to less than half their pre-war magnitude. It was expected that the Reserve system, since it was organized on a limited profit basis, would keep part of its resources idle during most of the year, so that it could provide the extra credit for the autumn without contracting other credit correspondingly or procuring new credit from abroad. This expectation has been realized. There has been a virtual elimination of the seasonal movement of money rates in financial centers, and a considerable reduction in the irregular fluctuations. The diagram on page 68, taken from Governor Strong’s testimony at the hearings on the Strong bill,1 shows very clearly the increase in stability, and the accompanying table shows how the Federal Reserve Banks achieved this result by varying their outstanding credit from season to season.2
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  The Reserve system has been very successful in ironing out disturbances which originate in Treasury operations. The income taxes are collected in four instalments, on the 15th day of March, June, September, and December, and the maturities of the short-time borrowings of the Treasury regularly fall on the same dates. The Treasury is not given immediate credit by the Federal Reserve Banks for these checks, and consequently it has to borrow from the Reserve Banks to pay off the maturing certificates of indebtedness. To bridge the gap the Reserve Banks make one-day loans to the Treasury, which are renewed from day to day for decreasing amounts. These loans vary widely in amount. The March issues, which are the largest, frequently exceed 200 million dollars for one or two days; in 1929 they amounted to 314 million.


  This process by itself would result in putting a large amount of excess credit into the market. The checks which have been used in payment of the taxes are collected gradually over a period of two or three days, and of course do not impair the reserves of the banks on which they are drawn until they are presented for payment. Therefore, in order to absorb the effect of the new funds put into the market by the Treasury’s payments, the Reserve Banks sell government securities out of their portfolios, or sell participations in the one-day loans.3 Stabilizing operations of this sort have been so successful that the public is no longer conscious of the need of them.4


  Window-dressing gives rise to another type of disturbance which has been remedied by Reserve Bank management. This type of temporary stabilizing operation has been described by Governor Strong as follows:


  Then there is what is commonly described as the window-dressing of bank balances—something that can hardly be escaped, and which is the practice more or less in all countries. We calculate the reserves of our member banks on a weekly average in the big cities, and for the country banks a fortnightly average. It is impossible for a large bank in New York with a large swing of deposits and transactions to maintain its reserve accurately every day at the legal minimum. . . .


  If any unusual transaction causes them to be over in the early part of the week, such as on a quarter day, when this big fund comes into the market, then they will run down the latter part of the week to make their average right. That occurs weekly in New York, and was quite a problem for a time, until we devised the plan of changing the periods throughout the Reserve districts somewhat, so that they are staggered. Chicago, Boston, Philadelphia, and other cities use a different period from New York, and it equalizes the necessity for the New York banks to borrow from us at times to adjust their own reserves in that way, and at times to meet demands of out-of-town banks which are adjusting their reserves. . . .


  The other window-dressing period is just before the semiannual bank statements are made, and especially at the end of December. The banks do not like to show borrowed money, and there is a good deal of shifting of borrowings so as to avoid it. That is also done for window-dressing purposes, and sometimes it is a little difficult to manage. At the end of last year we saw that there was going to be a development of that sort, and bought $50,000,000 of government securities to relieve the situation a little bit; at times we have to do that.5


  The Federal Reserve system has provided a supply of emergency credit. At the time when the Reserve system was being planned, there was no disagreement as to the need of some provision for greater elasticity in times of crisis. It was everywhere expected that Reserve Banks would keep unused reserves for emergencies, thus averting the necessity of drawing gold out of the United States Treasury, importing it from England, and economizing it by the issue of clearing house certificates. This expectation also has been realized. On three occasions—in 1920, 1929, and 1931—the Reserve system has shown itself a better emergency refuge than was available under the old national banking system. These cases are all excellent examples of the sort of service which a central banking system can render, for which it gets very little credit; for the potential disturbances which are prevented from occurring never come to the attention of the public.


  III. CYCLICAL DISTURBANCES


  For a number of years after 1921 it appeared that the cyclical fluctuations of money rates had shown a definite decrease in range as compared with the period before the establishment of the Federal Reserve system. In 1928 Wesley C. Mitchell made an elaborate analysis of the range of fluctuations of a large number of business series in pre-war and post-war business cycles, and found that out of 20 items tested, interest rates on commercial paper showed a greater degree of stabilization than any other items except two.6


  On the other hand, in the severe business recession of 1929-31, interest rates were more unstable than were most measures of business activity, and more so than in pre-war collapses. From July 1929 to July 1931 wholesale prices dropped 28 per cent; industrial production 34 per cent;7 pig iron production 59 per cent; commercial paper rates 67 per cent. Then in the course of a few months rates advanced 100 per cent without any corresponding recovery in business conditions. By pre-war experience one would have expected interest rates to fall to about half the peak level.


  It certainly is not safe to conclude, therefore, that the Federal Reserve system has had a stabilizing influence upon the money market so far as the cyclical fluctuations are concerned. This is not surprising, and does not mean that its program has miscarried. There is no evidence that the System has ever attempted a program of stabilizing interest rates against cyclical fluctuations. On the contrary, the policy at times has been to accentuate or hasten the fluctuations of money rates in the hope of stabilizing other factors in the business situation—notably in 1929 when money rates were tightened in a period of prosperity and in 1930 and the first half of 1931 when they were artificially lowered in a period of depression.


  IV. GOLD MOVEMENTS


  The Reserve system’s handling of the major problems which have arisen in connection with the inflow and outflow of gold is reserved for consideration in Chapter IX. Mention may be made here, however, of the service rendered in one instance in easing the shock of a sudden large increase in the world’s supply of monetary gold.


  In May 1927 the Bank of France paid a debt to the Bank of England and thereby regained control of 90 million dollars of gold which had been pledged as collateral for the loan and had not been counted as part of the banking reserve of either country. Of the gold thus released 30 million dollars was sold for export to the United States, and 60 million was purchased by the Federal Reserve Banks and held in London under earmark. This gold was not counted by the Reserve Banks as a part of their reserves. Later in the month the Bank of France used a part of its dollar funds in New York for the purchase of gold. This loss of gold was offset by the Reserve Banks through the purchase of securities. Later in the summer the Reserve Banks sold the gold which was held abroad and then gradually sold out the foreign exchange which they had received for the gold.8

  


  1 69 Cong. 1 sess., Stabilization, Hearings on H.R. 7895, before Committee on Banking and Currency, Part 1, p. 423.


  2 Computed from data in Annual Reports of the Federal Reserve Board and Federal Reserve Bulletins.


  3 Ibid., pp. 443-45; W. R. Burgess, Reserve Banks and the Money Market, 1927, pp. 99-103.


  4 A comparison of the call money rates for the 15th and 16th with those of the 10th and 20th of the income tax months, from June 1928 to March 1932, indicates that there is still a perceptible tendency for the market to be easier around the middle of the month. In nine out of the twenty cases, the rate was lower on the 15th, the difference averaging 0.4 of 1 per cent. In no case was the rate higher on the 15th. A comparison of the 16th with the 20th gave similar results, the rate for the 16th being lower in seven cases and higher in three cases out of the twenty. The averages for the 15th and 16th and those for the 10th and 20th were practically identical. (When the date in question was not a business day the business day next following was used in the cases of the 10th, 16th, and 20th, and the business day preceding in the case of the 15th.) These differences are much smaller than would be expected in the absence of compensatory action.


  5 Hearings on H.R. 7895, Part 1, p. 453.


  6 These two were New York clearings and dividend payments by industrial corporations. In the cycle from September 1922 to October 1924, Mitchell found that the “amplitude of fluctuation” of interest rates on commercial paper was 68, and in that from November 1924 to November 1927, it was 45. These figures may be compared with an average amplitude of 148 in 17 pre-war cycles, and a figure of 123 in the mild cycle from December 1911 to March 1914. (Recent Economic Changes in the United States, pp. 895-98.)


  7 As measured by the Standard Trade and Securities index.


  8 Federal Reserve Bulletin, 1927, Vol. 13, p. 3915 Annual Report of the Federal Reserve Board, 1927, p. 105 B. M. Anderson, “Some Major Forces in the International Money Market,” Chase Economic Bulletin, Oct. 29, 1927, p. 14.


  
CHAPTER V


  MAINTENANCE OF SOUND CREDIT CONDITIONS


  The basic principle which the Federal Reserve system has enunciated as a guide is that Federal Reserve policy must be shaped toward the promotion of a “sound” credit situation. The meaning of “soundness” and its adequacy as a guiding formula we have to analyze in the present chapter.


  The most complete exposition of the concept of “a sound credit situation” is a ten-page analysis of “guides to credit policy” which was published in the report of the Federal Reserve Board for 1923. This statement has been elucidated and amplified in numerous writings and addresses by Reserve system officials. The subject was discussed very fully in testimony before the House Committee on Banking and Currency at the hearings on the Strong bill in 1926, 1927, and 1928.


  The doctrine which we have to review has been summarized as follows by Mr. Walter W. Stewart, who was director of the Division of Analysis and Research of the Federal Reserve Board at the time the policy was first enunciated:


  
    I would say that the responsibility that rests upon central banks abroad and the Federal Reserve system in this country is primarily one of maintenance of sound credit conditions. . . . What is meant by sound credit conditions depends on what one regards the sound functions of credit to be. The function of commercial uses of credit is simply to facilitate the production and the marketing of commodities with the maintenance of adequate stocks of commodities in order that the marketing may be orderly. . . .


    To test whether or not the credit condition is sound, one has to begin by determining the volume of production, and whether or not that production is moving promptly through the channels of distribution and whether or not inventories are accumulating. I can see, as an example, a situation where prices may not be advancing, but, on the other hand, declining, yet inventories of commodities were accumulating, and where, if additional credit were granted, it would be used for the purpose of adding to the stock, and would mean simply encouraging the accumulation of additional stocks.1

  


  The more complete discussion of guides to credit policy in the report referred to may be summarized as follows:2


  First, though the ratio of notes and deposits to gold reserves is the banking index which enjoys the greatest prestige in the tradition of most countries, and especially in the tradition of the United States, it is not a serviceable working guide in the absence of an effective international gold standard. Since the international flow of gold does not exert a restrictive influence on credit in the countries from which the gold goes out, it would not be safe to allow it to work automatically in expanding credit in the countries into which the gold goes. The use of the reserve ratio as a test of credit policy rests on the automatic working of the gold standard, which cannot be effective for one country alone.3


  Second, the Federal Reserve Act clearly contemplates the exclusion of all Federal Reserve Bank credit from speculative and investment uses and its limitation to productive uses; that is, agricultural, industrial, or commercial employment. The problem of credit control, therefore, involves both a qualitative and a quantitative determination. There will, however, be little danger that the credit created and contributed by the Federal Reserve Banks will be in excessive volume if it is restricted to productive uses.


  Third, the volume of credit will seldom be at variance with the credit needs as reflected in the demands of productive industry so long as the volume of trade, production, and employment on the one hand, and the volume of consumption on the other hand, are in equilibrium. When credit is provided to finance the movement of goods through the productive process or to promote the flow of goods from producer to consumer, the use is productive. When the effect of credit is to impede or delay the forward movement of goods from producer to consumer, credit is not productively used. Administratively, therefore, the way to keep the volume of credit issuing from the Federal Reserve Banks from becoming very excessive or deficient is to keep it in proper relation to the credit needs which arise from the operating requirements of agriculture, industry, and trade, and to prevent the use of Federal Reserve credit for other purposes.


  Fourth, an effective credit policy must be based on the wide variety of economic data which throw light on the changes taking place in the business situation and their relation to current banking and credit needs. The factual basis of banking administration consists of statistical information relative to the rate at which goods are being produced and marketed.


  Fifth, the Board and the Federal Reserve Banks are collecting basic economic data bearing on the volume of production, trade, and employment, and the movement of prices, and a limited amount of information concerning stocks held by producers and distributors. These data are made available, not only to the Board and the Banks, but to the business community. The co-operation of the public, based upon an understanding of the broad outlines of Federal Reserve credit policy, and upon the use of current statistical data, is of the greatest advantage to a good functioning of the Federal Reserve system.


  This report constitutes the most comprehensive statement of Federal Reserve credit policy, and embodies what may fairly be regarded as the leading contribution of the Federal Reserve system to the development of central banking theory and practice. In place of a simple test, such as a reserve ratio or an exchange rate or an index number of prices, there is set up as a standard the maximum facilitation of the production and distribution of tangible goods and the minimum facilitation of the accumulation of speculative inventories.


  Under this system, commodity prices come into the picture, but only as a subsidiary element. They come in because it requires a different amount of credit to carry on the same volume of trade at different price levels, but the price level itself is not regarded as of primary significance. A rise in prices is not deprecated, so long as it is accompanied by an expansion of production and a corresponding expansion of consumption. By implication, it is the business of a Reserve system not to check price increases by manipulation of credit, but to supply a volume of credit appropriate to the higher prices, so long as the latter are not interpreted as the evidence of speculative accumulation of inventories. The time to check credit expansion comes, not when prices begin to rise, but when productive resources are so fully employed that additional credit and further price increases no longer stimulate increases in productive output and corresponding increases in consumption 5 when further credit expansion is absorbed in speculative withholding of goods from the market and the marking-up of the monetary value of existing inventories.


  Though the theory of a sound credit condition is worked out in the annual report for 1923 with great care and skill, there is in it a certain ambiguity. On the one hand the report states that:


  
    . . . Administratively, therefore, the solution of the economic problem of keeping the volume of credit issuing from the Federal Reserve Banks from becoming either excessive or deficient is found in maintaining it in due relation to the volume of credit needs as these needs are derived from the operating requirements of agriculture, industry, and trade, and the prevention of the uses of Federal Reserve credit for purposes not warranted by the terms or spirit of the Federal Reserve Act.4

  


  The clear implication of this passage and of most of the report is that the Federal Reserve system should adapt its policy to the changing cyclical situation just as it does to the changing seasonal situation, curtailing credit when business declines and expanding it when business expands. By doing this, the System avoids the danger that the credit released in times of declining business activity will be drawn off into speculative channels, and the opposite risk that business will be hampered by lack of funds in times when trade is reviving. This line of analysis points to the conclusion that it is not the business of the Reserve system to stimulate business by making money artificially cheap in periods of depression or dear in periods of boom, but merely to adapt itself to conditions as it finds them.5


  This is Professor Reed’s interpretation of the doctrine6 and is perhaps in harmony with an interpretation which was formulated by Governor R. A. Young of the Federal Reserve Board in 1928, as follows:


  
    . . . A healthy banking situation must be forever the primary concern of the managers of the Federal Reserve Banks and of the Federal Reserve Board. These responsibilities are sufficient to require our best efforts in the determination of the wise course of action. This is one of the reasons why it would be unfortunate if the Federal Reserve system were to be charged with still further responsibilities which are not directly related to banking, such as responsibility for the stability of the general price level or for the moderation of ups and downs in business conditions.7

  


  On the other hand, in a different connection the same annual report says:


  
    . . . It seems clear that if business is undergoing a rapid expansion and is in danger of developing an unhealthy or speculative boom, it should not be assisted by too easy credit conditions. In such circumstances the creation of additional credit by rediscounting at Federal Reserve Banks should be discouraged by increasing the cost of that credit—that is, by raising the discount rate. It seems equally obvious that if industry and trade are in process of recovery after a period of reaction, they should be given the support and encouragement of cheaper credit by the prompt establishment at the Federal Reserve Banks of rates that will invite the use of Federal Reserve credit to facilitate business recovery.8

  


  This view, that it is the business of the Reserve system to work against extremes either of deflation or inflation and not merely to adapt itself passively to the ups and downs of business, nor to confine itself to guarding against the inflow of credit into non-productive uses, is the view which in general has seemed to dominate Reserve system policy.


  In tracing the way in which the actual record has conformed to the theory of the maintenance of a “sound business condition,” we shall assume, with some hesitation, that the doctrine does imply that the Reserve system is to exercise a positive influence on the cyclical movement of business. At the peak, less credit is to be offered by the Reserve system than business would gladly take; correspondingly at the bottom, more credit is to be thrust into the market than the immediate demands of business would justify. In both cases the objective aimed at is an adjustment of production to consumption, without a credit stimulus to either the piling up or the depletion of inventories.


  Until 1928 Reserve practice was fairly consistent with the stated theory of a “sound credit situation” The indications are that there was no definite System policy till toward the end of 1922. At least it is difficult to frame a theory which rationalizes the 370 million dollar increase in government security holdings in the first five months of 1922, and the 300 million dollar reduction in the next six. The decrease cannot be accounted for as a measure of restraint, for there were no signs that business was being overdone until early in 1923, and by that time—say by February 1—the liquidation of securities was more than half completed.9


  The mild policy of restraint in the spring of 1923 and the vigorous easy money policy of 1924 were clearly in accord with the doctrine under review. So also is the record of 1925-26, aside from the reduction of the rediscount rate at New York in April 1926 (referred to below). These two years furnish an exceptionally good illustration of the working of the “sound credit” standard of Federal Reserve policy, because in this period the procedure suggested by this theory differed more than is usually the case from that suggested by rival doctrines. Ordinarily, for instance, a policy of stabilizing business would be expected to coincide with a policy of stabilizing prices. But in 1925, while most business indexes pointed to a high level of prosperity, commodity prices moved downward and stock prices moved upward with much evidence of speculation. If price stabilization had been made the test, the System would have tried to force an expansion of credit; if the restraint of stock speculation had been the dominant motive it would have called for a contraction; the theory of stabilizing business called for no action one way or the other. The latter theory prevailed through most of the year. The slight increases in discount rates in the fall of 1925, however, are possible indications of a regard for the stock market situation which is not consistent with strict adherence to the stated set of tests.


  There were some slight signs of business recession in the spring of 1926 but recovery was quick and the year as a whole was the most prosperous since 1916. In April the New York rediscount rate was reduced and about 65 million dollars worth of securities were bought, both actions being reversed in August. Officially these actions were coupled with the business situation, though as we point out elsewhere, the course of stock market activity furnishes a more plausible explanation.10 Commodity prices continued to trend downward through the year in spite of the high degree of business activity; this decline did not lead to any remedial action.


  In 1927, as in 1924, price stabilization, foreign relations, and business stabilization, all pointed to a cheap money policy; only the fear of stimulating stock speculation pointed in the opposite direction, and the inflationary policy prevailed. In 1928-29 the System developed an entirely new set of standards, which will be considered in Chapters VII and VIII. The experience of 1930-31 is not of interest at this point, for here again, even more than in 1927, the cheap money policy was equally appropriate under any of the theories we have mentioned.


  What are the merits of the formula of the Tenth Report as a guide to credit policy, first, as a means of dealing with the abnormal situation created after 1921 by an extraordinary inflow of gold which came for wholly temporary reasons; second, as a permanent working rule for normal times? We shall consider these questions separately, examining first the situation at the time when the policy was put into effect.


  The “sound credit situation” test of policy, as appiled to conditions In 1922-23 gave good results. The fact that the gold standard was then not in operation in the rest of the world could not be ignored. To have treated the incoming gold as the equivalent of gold received through the operation of the balance of payments between countries on a full gold standard and to have built a credit structure on it—assuming that it was possible to do it—would have meant first an enormous inflation, and later, when other countries began to rebuild their gold reserves, either a world-wide deflation or the establishment of entirely new standards of the relationship between the world’s gold reserve and the outstanding volume of credit. The part of wisdom was to treat the inflowing gold as a trust fund and keep it outside the credit structure. This was done in part by carrying excess reserves, and in part by putting the gold into circulation in the form of gold certificates.11


  The policy of 1922-23 was in line with pre-war central banking precedents. It is very easy to exaggerate the revolutionary character of what was done. There is no evidence of any such elaborate policy of sterilization as most European, and some American, writers assume. Unfriendly critics of the “sterilization” policy seem to believe that the inflationary effect of incoming gold is automatic, and that active, energetic, and skillful policy was exercised to prevent that effect. This assumption is quite untenable. On the contrary, there was such a general fear of inflation, based both on American and on European experience, that excess reserves would probably have accumulated somewhere in the System in spite of any measures the Reserve system might have taken. Certainly an active, energetic, and skillful policy would have been necessary to reverse the tide of sentiment and induce banks to offer, and business men to accept, such a volume of credit as would have utilized the incoming gold.


  “Sterilization” has consisted in accepting gold deposits and suffering the loss involved in carrying reserves above the legal requirement, instead of trying to utilize them fully through vigorous open market operations, and through a very liberal rediscount policy. Had the Reserve Banks been guided solely by considerations of immediate profit they would presumably have pursued such an aggressive policy instead of making business stability the criterion of credit policy. But a refusal to be guided by considerations of profits, though an innovation in American practice, follows the line of well-established European precedent. Central banks of leading countries are not guided, and never have been guided, mainly by considerations of profit.


  Aside from profit considerations, and assuming that the Reserve system could have forced into use a much greater volume of credit on the basis of the new reserves, it is very difficult to see what justification could have been found in 1922-23 for an active campaign to bring about a restoration of the expanded credit structure which had collapsed in 1920. True, such a structure could have been supported more safely than in 1919 because of the expansion of the gold reserves. But the debacle of 1921 was so fresh in men’s minds that public opinion would never have endorsed the reconstruction of the edifice of credit in the face of the risk that the abundance of gold would be only temporary. The world was sick of inflation and deflation and America counted herself fortunate to have had as light a dose of it as she had suffered.


  It has been argued by foreign critics that a vigorous expansion policy would have helped European nations to stabilize their currency systems and would have lessened the burden of European debts to America. The latter reason could hardly have been offered to the American public as a criterion of American policy; the former had only a limited validity. A higher price level in America, if it had resulted from a different Reserve policy, would have been helpful to those nations which decided to struggle back to the old par values as the basis of stabilization; it would have been of but little aid to those more numerous countries which stabilized by devaluation.


  We turn now to a consideration of the merits of the new formula as a working rule for normal times. Is it a permanent contribution to the theory of Reserve system management? And if so, is it equally applicable to the problem confronting central banking systems of other countries? Viewed from this standpoint, the case is much more complicated than it is with regard to 1922-23, and does not lend itself to a simple judgment of approval or disapproval.


  Successful application of the policy discussed in this chapter requires large financial sacrifices. If the gold standard is to be maintained, a central bank which adopts as its policy that which is outlined in the Tenth Annual Report of the Federal Reserve Board must carry in normal times a large gold reserve in excess of legal requirements, and this gold it must stand ready either to carry idle or to let go as circumstances may dictate. So long as business conditions are deemed satisfactory, all major gold movements in either direction must be offset by credit movements. To offset a gold movement, as has been pointed out previously, tends to cause it to run further than it would have gone otherwise.


  The size of the resources of the central bank sets definite limits to the possibility of its action in either direction. In the one direction, potential action is checked by the size of its idle reserves; in the other direction by the size of the portfolio. Only a bank whose assets are large in comparison not only with the total resources of its own market, but with those of the foreign markets with which its banks are in close touch, can hope for success. If in 1929 England and Germany had watched business indexes and disregarded gold reserve ratios they would have kept their discount rates stable or lowered them, with resultant losses of gold much greater than those which they actually suffered. The Reserve Banks could let 250 million dollars worth of gold go out in 1925, and 500 million in 1928, as the result of easy money policies which seemed to fit the domestic needs, but in recent years no other nation, except perhaps France, has been in a position to follow a similar policy under similar circumstances.


  The effectiveness of this standard defends on the completeness and reliability of statistical information. Every standard is of course conditioned in its operations by the limitations of knowledge at the command of those responsible for its maintenance as the standard. But the “sound credit condition” standard makes enormously greater demands on the research departments of the Reserve system than would a simple adherence to reserve ratios, or a policy of keeping wholesale prices stable, or one of stabilizing money markets.12


  No analysis of the business situation can be more adequate than is the theory of business fluctuations on which it is based. This fact points to a weakness more serious than the lack of statistical data. If credit is to be regulated in accordance with the requirements of business stability, the administering authorities must have a sound and adequate knowledge of the conditions which foreshadow a business boom or a business collapse. They must understand the theory of the business cycle and be masters of the art of business forecasting. And, without in the least reflecting on the competence of the able research staffs of the Federal Reserve Board and of several of the Reserve Banks, the fulfillment of this condition does not, in the present stage of economics, seem to be practicable. The experience of the last few years does not encourage confidence in any sort of cycle analysis as a basis of public policy.


  The assumptions of the Tenth Annual Report are the assumptions of a certain type of cycle theory, which may be characterized briefly as the doctrine of over- and under-production. Business cycles are viewed as alternations of excess and deficiency of production above and below consumption. When production outruns consumption, goods are piled up in inventories and credit is called forth to carry them. When the load gets excessive, inventories are thrown on the market, prices fall, production declines. When stocks are exhausted, production picks up. The cause of the fluctuation is not necessarily to be found in the credit situation, but the credit system furnishes the key to its control. For, if the financing of a boom can be prevented, the conditions which engender the slump are avoided. As it was stated in 1923:


  
    So long as this flow is not interrupted by speculative interference there is little likelihood of the abuse of credit supplied by the Federal Reserve Banks and consequently little danger of the undue creation of new credit. The volume of credit will seldom be at variance with the volume of credit needs as they are reflected in the demands of productive industry as long as (1) the volume of trade, production and employment, and (2) the volume of consumption are in equilibrium.13

  


  This theory is in harmony with that to which I have in the past adhered and on the basis of which I have several times ventured to make specific forecasts. But I am not at all certain that it offers an analysis adequate to meet the requirements either of the theorist or of the administrator. The period 1929-31 has engendered much humility among cycle theorists and forecasters, and it is to be hoped among administrators of central banking institutions.14 Certainly since 1929 it can no longer be assumed that stable or falling prices, moderate reported inventories, and widespread complaints about hand-to-mouth buying necessarily mean that we need not worry about the risk of a business collapse.


  The usefulness of central bank activity in checking depression or stimulating recovery in a period of depression is one on which I am not ready to express a positive judgment. A deliberate expansion of credit designed to offset a spontaneous contraction, if successful, would be a stabilizing factor, just as a deliberate curtailment of credit in a boom may be a stabilizing factor if it offsets an abnormal speeding up of expenditures. Certainly central bank action has been helpful in tiding over acute emergencies,15 and there seems to be no a priori reason why it should not be effective in checking a business fluctuation before an emergency appears. Given wisdom on the part of the credit administrator superior to that of the business community, it may be possible to improve on the working of the “invisible hand,” in a situation where the distribution of optimism and pessimism in the population is not a random one but is shaped by mass psychology.


  In practice, however, the difficulties are great, and there is little in the experience of Federal Reserve control in the years from 1922 to 1931 to create optimism as to the probability of stabilizing business through credit control.16 Any argument from experience is always inconclusive, for no one can know what the results would have been if there had been less, or more, control. But, so far as the evidence goes, the record is not impressive. The business collapse of 1924 was extremely severe. For six months, in spite of a vigorous expansion policy on the part of the Federal Reserve system, credit contracted more rapidly than it did in 1920-21. Revival came quickly and the Reserve system claimed some share of the credit for it. But the initiation of the Dawes Plan, the conservative victory at the polls in the United States, and a favorable turn in the agricultural situation all have to be considered as alternative explanations. How much weight one gives to each factor depends on his preconceived theories; the facts do not give us a test of those theories. In 1927 business activity declined much less, and much more credit was poured into the banks—most of it after business had started to pick up, however. In 1930-31 there is no evidence that Reserve system efforts were successful in stimulating business activity, though there is little doubt that in the emergency of the autumn of 1929 and again in the autumn of 1931 the System’s capacity for quick expansion staved off a currency panic.


  If we could assume that all depressions without credit control would be as severe as the worst that we had before 1913 we could congratulate ourselves on definite achievement in the field of stabilization. But if we compare the record of 1922-29 as a whole with 1909-16 or with 1898-1906, we find no evidence of progress.17 And the disheartening experience of 1930-32 needs no commentary. At the end of a decade of concentrated effort directed to the maintenance of business stability, we plunged into what is probably the worst depression in a hundred years.


  The theory of central bank control of the business cycle is that commercial banks cannot afford to hold surplus reserves, and the public cannot afford to hold surplus cash and bank balances. Any purchases of securities by the central banks, and any importation of gold, force the banks to find a use for the new money. They must, so it is assumed, either pay off loans at the central bank, send money out of the country, or expand their own operations by buying bonds and by a more liberal loan policy. The first alternative disappears when the liberal policy has run to a point where rediscounts practically disappear—in the case of the United States fall below, say, 200 million dollars. The second alternative we have already discussed. The third means that the public is put in possession of more cash which burns the pockets of the people just as it first burned the tills of the banks. Thus liberal central bank policy translates itself into increased willingness and ability to buy on the part of the public, and so stimulates business revival.


  The difficulty with this program is in the assumption that the response of the banks and that of the public to easy money in times of depression will be the same as it would be in times of prosperity. Depression psychology is ignored. But this is to ignore the central element in the problem. A depression exists precisely because there is a general preference for cash, and for safe short-time investments expressed in cash terms, over commodities and securities. To increase the supply does no good unless the preference decreases. In 1932, for instance, a policy of extraordinarily great open market purchases has been adopted by the Federal Reserve system when the banks are already holding unprecedentedly large quantities of cash and of government securities; to put them in possession of more cash does not change the conditions which have led them to pursue this policy. Likewise the public, which has absorbed and is holding without interest return a billion dollars of cash in excess of its holdings of a year ago, is not at all certain to change its attitude and become a buyer of goods merely because it has been deprived of a body of its safest investment holdings and given cash balances instead.


  In short, there is a fourth alternative. The result of open market purchases in a depression may be simply to pile up idle reserves in banks, and idle balances in the hands of individuals, until the load gets so great that confidence in the currency suddenly disappears—with the usual accompaniments—an accentuated decline of business confidence, budget disorganization, gold hoarding, flight to foreign currencies, and finally complete collapse of the currency system.


  With regard to conditions calling for a contraction the case is simpler and the prospects of successful central bank action are greater. If a central bank contracts its outstanding credit—and it can always do so if it is willing to lose revenue and to accept the criticisms which a harsh credit policy always calls forth—the only obstacle to its success in forcing similar contraction in the volume of bank reserves and of public holdings of bank deposits and cash, is the competition of the foreign money market. The experience of 1928-29 conformed closely to what ought theoretically to be expected. Money rates rose sharply. Gold flowed in, but not enough to replace fully the vanished Reserve credit. The public adjusted itself by a tremendous increase in the turnover of bank deposits to doing business on a smaller equipment of bank balances. But the limits to the possibility of doing this are narrower than the limits to the possibility of absorbing fresh money when it is poured out in a time of depression. The only important limitations on the possibilities of contraction are the size of the central bank’s resources and the inflow of funds from abroad. The significance of both these limitations is a function of the size of the country. The central bank of Denmark or of Egypt could hardly hope to check a boom while its nationals had access to the money markets of Paris and London, but the United States or France can more reasonably hope that the total volume of domestic credit and currency will respond appreciably to central bank pressure.


  The final limitation, and perhaps the most serious, is the limitation of human foresight and wisdom. So far as the ultimate effects on commodity prices and the volume of business activity are concerned, credit control at best operates slowly and irregularly. To continue a liberal or a restrictive policy until its desired results are visible may be like pouring into a patient one dose of strong medicine after another until he begins to get well—a policy which fails to take account of the normal lag between action and reaction. Credit control of business cycles must be based on forecasts of business conditions and estimates of the lag of results behind measures. And, as was stated above, the present state of the art of business forecasting gives us small ground for optimism as to the feasibility of basing on it a sound effective technique of controlling the state of business.


  It would be rash to claim that the policies indicated have no influence in the direction hoped for, though the experience of both England and the United States in the seventies and the nineties is not encouraging.18 The experiment which the Reserve Banks are making as this is written will throw fresh light on the problem, but whether it seems to succeed or to fail it will not definitely settle the issue. A dependable sequence of cause and effect in the economic realm can only be established by comparison of numerous similar cases.


  In short, aside from the handling of the seasonal problem and of acute emergencies, the stabilization of business by credit control, though not discredited, has certainly not been validated by experience. Given the present large authority of central banks and the present urge that something be done to stabilize business, it is inevitable that further efforts will be made along the lines which have been indicated. The economist can only say that further experimentation is probably worth while but that the experience of the past does not create optimism as to the possibility of flattening out the course of the business cycle by credit control. One of the weightiest arguments in favor of the prescription is that no better one suggests itself.


  One factor in the business situation which was conspicuously absent from the analysis described in the report for 1923, and succeeding reports, was the stock market situation.19 There was some criticism of the Reserve system during 1925-27 on the ground that it was permitting excessive stock exchange speculation,20 but Reserve authorities refused to be drawn into the discussion. They assumed tacitly that commercial and industrial data were a sufficient guide; that if the stock market—or any other fraction of the money market—exerted an over-stimulating effect on business, that fact would be evident from a direct study of the business situation itself. In this attitude many of the leading unfriendly critics of the System concurred.21 By 1928, however, the contrary view became dominant in the management of the Reserve system. The apparent stability of business was no longer allowed to dominate; the repression of excessive stock speculation became the leading immediate objective of policy. In Chapters VII and VIII we shall give attention to this phase of Reserve system history.


  The other most important phase of the System’s credit policy which is omitted from the statements which were analyzed in the first part of this chapter, is the foreign situation. The “sound credit” policy is in general so described both by Reserve authorities and by their critics as to imply an exclusive interest in and attention to the outlook for domestic business. It is obvious, however, that even in a country as self-contained as the United States, the business situation cannot be viewed in entire detachment from the outside world. And in the decade which we are studying, the foreign situation has been peculiarly insistent in its claims on our attention. This phase of Reserve policy we consider in Chapter VI.

  


  1 69 Cong. 1 sess., Stabilization, Hearings on H.R. 7895 before Committee on Banking and Currency, Part 2, p. 763.


  2 Compare Annual Report of the Federal Reserve Board, 1923, pp. 29-39.


  3 Compare above, pp. 11-13.


  4 Annual Report of the Federal Reserve Board, 1923, pp. 34-35.


  5 The logical outcome of this policy would be to make stability of interest rates the primary test of policy.


  6 “Since the Reserve Banks operated in 1924 to ease the credit situation it is clear that the disclosures of production indices were abandoned in that year as a guide to Reserve credit policy.” (Harold L. Reed, Federal Reserve Policy, 1921-1930, p. 60.)


  7 Address before the Convention of the American Bankers’ Association, Oct. 1, 1928, Journal of American Bankers’ Association, October 1928, Vol. XXI, p. 281.


  8 Annual Report of the Federal Reserve Board, 1923, p. 10.


  9 Several advocates of price stabilization have held that the open market sales of 1923 were an excellent example of the possibilities of price control through open market sales. The dates of the turning points afford no support to this interpretation.


  10 Compare pp. 122-23.


  11 The only difference in the effects of the two procedures is that by putting the gold into circulation it is kept out of the published statements of the Federal Reserve system, which may lessen the pressure from both domestic and foreign sources for a policy more liberal than that which the Reserve authorities deem proper.


  12 The standard lays special emphasis on the data relative to inventories, and of all our business statistics these are among the least adequate and probably the least trustworthy.


  13 Annual Report of the Federal Reserve Board, 1923, p. 34.


  14 Central bankers, however, have always been much more modest in their estimates of their own powers than have many of their critics. Compare L. D. Edie, The Banks and Prosperity, 1931, Chap. VI.


  15 Compare pp. 70-71.


  16 Compare Walter Stewart’s testimony at the hearings on the Strong bill in 1926. Mr. Wingo asked the following question: “Assuming that . . . we are starting down a decline which will ultimately end in the same old story of a depression and idleness before starting up again, is there anything that the Federal Reserve Board or System can do to prevent that approaching depression?”


  Mr. Stewart replied: “Nothing that I see that could prevent it. I see various devices to moderate it as far as the credit situation is concerned, to ease the abruptness of the decline and ease the readjustment that takes place during such period.” (Hearings on H.R. 7895, Part 2, p. 780.)


  17 Compare Recent Economic Changes in the United States, pp. 890-909.


  18 Compare J. M. Keynes, A Treatise on Money, Vol. II, p. 170.


  19 The references to speculation clearly mean commodity, not security, speculation.


  20 See 70 Cong. 1 sess., Brokers’ Loans, Hearings on S. res. 113 before Committee on Banking and Currency.


  21 See testimony of Cassel, Fisher, and Foster in Hearings on H.R. 78955 William T. Foster and Waddill Catchings, “Is the Reserve Board Keeping Faith?,” Atlantic Monthly, July 1929, Vol. 144, pp. 93-102.


  
CHAPTER VI


  INTERNATIONAL CO-OPERATION


  The part played by the Federal Reserve system in the restoration and maintenance of currency stability in Europe has received comparatively little attention from the American public, not necessarily because it is less important than other issues or has played a smaller part in the decisions of Federal Reserve authorities, but because it is an issue too new, and from the standpoint of most Americans too remote and theoretical, to arouse widespread interest.


  The co-operation of central banks is a striking development of post-war economic history. The Genoa Economic Conference of 1922, meeting at a time when the United States was the only leading country which maintained the gold standard, recommended that all European currencies should be put on the gold or the gold exchange standard, and that national banks of issue should be established in all countries which did not already have them. It also recommended that the maintenance of exchange stability and of price stability be made primary objectives of the policy of these banks. Resolution 3 adopted by the Conference is of particular interest:


  
    Measures of currency reform will be facilitated if the practice of continuous co-operation among central banks of issue or banks regulating credit policy in the several countries can be developed. Such co-operation of central banks, not necessarily confined to Europe, would provide opportunities of co-ordinating their policy without hampering the freedom of several banks. It is suggested that an early meeting of representatives of central banks should be held with a view to considering how best to give effect to this recommendation.1

  


  The meeting of central banks suggested in the resolution has never been held, but there has been a constant interchange of views between authorities of the leading central banks and many cases of co-operative action, sometimes in connection with the establishment of stable currencies and sometimes with respect to policy in controlling movements of credit and of gold between the leading countries themselves.2 The most recent developments in this story are the creation of the Bank for International Settlements, and the co-operation of central banks in connection with the financial collapses which occurred in Austria and Germany in 1931. However, the events of the last half of 1931 gave a severe setback to the cause of central bank co-operation; the long feared scramble for gold materialized to a very marked degree, and control of international financial relationships largely ceased to be exercised, even nominally, by central banks.


  The aims of central bank co-operation during the decade which ended in the summer of 1931 included the control of gold movements, the minimizing of exchange fluctuations, and assistance in the maintenance of currency stability. Such co-operation was to some extent motivated by a fear that if the pre-war system of free competition were restored, the result would be a scramble for gold which would result in credit contraction and price deflation in strong countries, and in a return to unstable credit currency in weaker countries.


  This fear arose in part from the recency of attainment of the gold standard in most countries; in part from the disturbing effect of the huge international payments on account of reparations and debts; and in part from the fact that the mass of free funds which might move readily from one national money market to another was much larger than before the war. One of the major portions of this increased fund consisted of the secondary reserves of central banks; another was made up of the holdings of investors who were unwilling to tie up their funds in long-time permanent investments because of recent experience with bad currencies and bad loans. Moreover, the great increase in the volume of government bonds which had a world market enlarged the field of international credit movements.


  The part played by the Federal Reserve system in the co-operative efforts of banks of issue to restore and maintain the gold standard would probably have been small if the Reserve Banks had not been faced, as soon as the deflation movement of 1920-21 was over, with problems arising from a tremendous influx of gold—gold which came for reasons almost entirely independent of the needs of American business and which threatened to take the control of the credit situation in this country entirely out of the hands of the Reserve system.3 This affected our foreign relations in two ways:


  First, the excess of gold above legal reserves gave the Reserve authorities much more room for the exercise of discretion than they would have had under more normal conditions. Freedom of the Reserve authorities from pressure to maintain their required reserves gave rise to a demand that they co-operate to a greater degree than would otherwise have been possible, just as it has given rise to demands from domestic sources that they direct their energies to tasks which no one would have expected them to accomplish if they were working with narrow reserve margins.


  Second, the existence of these excessive gold stocks has created a presumption in the minds of foreign observers that the United States has the power, by “releasing” this gold, to create easier credit conditions throughout the world. There exists in Europe a widespread, and quite baseless, notion that the world is short of gold, and that the shortage is accentuated by a bad distribution of existing stocks. The downward trend of prices which began in 1925 and culminated in the collapse of 1930 is believed by many theorists, especially in England, to be at once the result and the proof of this shortage.4 Naturally, this point of view suggests that those nations which have excessive gold stocks, especially France and the United States, have a peculiar responsibility to co-operate with other countries in the maintenance of the gold standard, and in supporting the price level.


  The international contacts of the Reserve system have taken four principal forms.5 First, there are service relationships, such as the purchase for foreign correspondents of bills which are endorsed by the Reserve Banks; earmarking of gold; and the exchange of services in connection with the organization of statistical departments. Second, direct aid has been given to various European countries through the Reserve Banks’ participation in stabilization loans. Third, on a few occasions bills payable in foreign currencies have been bought for the avowed purpose of supporting the exchange of the countries concerned. Fourth, it is claimed that indirect aid has been given by keeping discount rates at levels which facilitated the maintenance of gold reserves in Europe. The evidence on this point requires scrutiny, and will be considered below.


  The most important international service relationship of the Federal Reserve Banks is the purchase of bills for foreign correspondents. As is shown below,6 a very substantial proportion of the outstanding bank acceptances in the United States market are held by the Federal Reserve Banks for the account of foreign correspondents, with the endorsement of the Reserve Bank. In maintaining this relationship with foreign correspondents (chiefly central banks) the Reserve system accomplishes two purposes. First, as is shown more fully in Chapter XII, it opens up an important source of support for the American bill market; and second, it facilitates the maintenance of reserves of dollar exchange by European central banks.


  Direct aid in the stabilization of European currencies has been extended through actual gold loans and through agreements to furnish gold on demand. In 1925 secured loans were made by the Reserve Banks to the Bank of Poland and to Czechoslovakia. In the same year the stabilization of the currency of England was underwritten by an agreement to extend credit on demand. In succeeding years similar arrangements were made with Belgium, Italy, Rumania, and Poland.


  The arrangement with the Bank of England, which involved much the largest amount, was as follows: The Federal Reserve Bank of New York agreed to sell gold to the Bank of England at any time within two years, up to a limit of 200 million dollars, taking in exchange an equivalent deposit credit in sterling in the Bank of England. For this “credit” the Bank of England was to pay interest.7 No part of this credit was actually used.


  The Reserve Banks have occasionally bought acceptances payable in foreign currencies for the purpose of supporting the value of those currencies. Ordinarily the total holdings of foreign bills of all the Reserve Banks are in the neighborhood of a million dollars—a completely negligible element in total investments of from one to two billions.8 On three occasions, however, holdings have been materially increased for the avowed purpose of aiding foreign central banks to maintain the value of their own currencies. In the summer of 1927 about 10 to 11 million dollars worth of sterling bills was carried for about four months. In the summer of 1929 about a million dollars was invested for a short time in Hungarian pengos “in co-operation with central banks of England, France, Belgium, and The Netherlands, to strengthen the position of the National Bank of Hungary in dealing with Hungarian foreign exchanges.”9 Later in the same year about 16 million dollars of sterling was bought “to relieve some of the pressure on sterling exchange and to help stay the flow of gold from London to the United States.”10 Again in the autumn of 1930 sterling was bought, the amount held in December running over 30 million dollars. Concerning the expansion of holdings of foreign bills in these three years the Federal Reserve Bank of New York says:


  
    . . . We purchased foreign exchange at a time when it was weak and we were threatened with the importation of gold. We sought to support exchange by our purchases and thereby not only prevent the withdrawal of further amounts of gold from Europe but also, by improving the position of the foreign exchanges, to enhance or stabilize Europe’s power to buy our exports. In fact our efforts to support exchange were undertaken in the autumn during our heaviest export season when the foreign exchanges are normally under pressure, and these operations were liquidated when the seasonal strain had passed, our goods had been moved, and the position of the foreign exchanges had improved.11

  


  It is to be noted that even at the maximum these holdings are a very small item in the London discount market. The total amount of foreign deposits and bills held on foreign account in that market ran, in 1929, in the neighborhood of two billion dollars.12


  Bills were bought again as a result of the European financial crisis of the summer of 1931. On June 24 the Federal Reserve Bank of New York, in association with other Federal Reserve Banks, agreed to purchase commercial bills from the German Reichsbank on request, up to an amount equivalent to about 25 million dollars. This agreement was made in co-operation with the Bank of England, the Bank of France, and the Bank for International Settlements, as part of a credit which aggregated approximately 100 million dollars. This agreement was repeatedly renewed and has not yet been liquidated in full.


  On August 1 the Federal Reserve Bank of New York announced that in association with other Federal Reserve Banks it had agreed for three months to purchase bills from the Bank of England, as requested, up to approximately the equivalent of 125 million dollars. This arrangement was made in co-operation with the Bank of France, which agreed to take the same amount of bills. On expiration of the contract it was renewed in the amount of 75 million dollars.


  Detailed data as to the amount of bills purchased under these agreements has not been made public, but the total amount of bills payable in foreign currencies held at the close of the month exceeded 35 million dollars only twice. On August 31 the total of such bills was 145 million dollars; on September 30 it was 49 million. These figures are to be compared with 36 million held at the close of 1930, when no such emergency agreements were in force.


  Indirect aid may have been extended by keeping money cheaper in America than it would have been otherwise. It is impossible to make a definitive statement on this point because one cannot separate the international factor in Federal Reserve policy from other influences which worked in the same direction, and the direct official evidence is scanty. In a statement prepared in 1924 Governor Strong included the international situation among the reasons for the pursuance of an easy money policy in that year.13 It was stated in the annual report of the Reserve Board for 1925 that the credit arrangements with the Bank of England involved no commitment as to the policies to be pursued by either Bank in dealing with domestic credit conditions or with changes in discount rates. In 1927 the Reserve authorities cited both the international situation and the depressed state of business as reasons for their decision to make heavy purchases of securities.14


  In May of that year, a conference was held at New York between representatives of the central banks of England, France, and Germany, and the Federal Reserve Bank of New York. No statement was given out at the time as to the business transacted at this meeting,15 but it seems probable that definite commitments were made by Governor Strong as to the discount policy which he would urge upon the Federal Reserve system. There is no reason to believe, however, that any such commitments were made by the Federal Reserve Board; indeed it appears that the representatives of foreign central banks did not confer with the Board as a whole, or with its members, except in a very informal and casual way.16


  Since that date there has been close contact between the Federal Reserve Bank of New York and the leading central banks of Europe. Governor Norman of the Bank of England made several trips to America, and representatives of the Federal Reserve Bank of New York have frequently been in Europe. Very little information concerning these conferences is made public. Hence our conclusions as to the influence on our policies of the needs and desires of European banking authorities must be inferred from a scrutiny of the record of the administration of Federal Reserve credit.


  Nothing was heard of international co-operation in connection with discount or open market policy in 1922, 1923, 1925, or 1926, and it is patent that the policy pursued in 1928-29 ran directly counter to the wishes of most foreign banking authorities. The tightening of the market in the last half of 1931 was also clearly an act of self-protection against European policy rather than of co-operation with it. The cases which are cited as evidencing a regard for European needs (an undue regard or a due regard, according to the point of view of the commentator) are the policies of 1924, 1927, and 1930-31. These, it will be noted, are the three outstanding cheap money eras. Co-operation, so far as American co-operation is concerned, always means a policy directed toward inflation. When we pursue a cheap money policy it is easier for European countries to keep gold at home or to draw it from us, and such action is interpreted as evidence of international co-operation.


  Let us examine the three cases with a view to determining whether they can reasonably be explained on any other basis than that of international co-operation. For it is to be expected that in the course of ten years there will be some periods which conform, if only by chance, to the requirements of almost any theory. In 1924 there was a very sharp decline of business activity in the United States. The decline was of such short duration that its severity is not generally recognized, but none more precipitate occurred in any similar period since the war, not excluding 1930-31. The British situation furnished a supporting argument with which to defend a cheap money policy but a dear money policy was hardly thinkable. Again in 1927 a cheap money policy was adopted at a time when domestic employment was receding and production and prices were falling, though not so sharply as in 1924. Had there been no thought of international co-operation, the Reserve system policy would undoubtedly have been directed toward easing the money market, but it is probable that in this instance a smaller amount of credit would have been poured into the money market.


  Finally, in 1930-31, it is obvious that domestic rather than international considerations have been the primary factor justifying the cheap money policy, though the exact time and extent of some of the rate reductions of 1930 may have been influenced by the European situation. In short, the three “co-operative” eras, 1924, 1927, and 1930-31, are precisely the periods when the domestic situation, interpreted in the light of the avowed standards of the Federal Reserve system, was such as to indicate a policy of easy money, whether we wished to co-operate or not.


  The other notable thing is that the British case for cheap money was just as cogent when American rates were being raised in the autumn of 1925 as in 1924 and 1927, and was still more cogent in 1929. Whenever domestic policy has seemed to call for a tightening of the money market, no attention has been paid to evidences of distress in foreign money markets. It appears, therefore, that European advice and European needs and desires have at most been influential in regard to the degree of inflationary or deflationary effort; they have not led the Reserve authorities to try to move the money market in a different direction from that toward which pressure would otherwise have been exerted.


  We conclude that there is a great deal of exaggeration in current reports as to the amount of attention which has been given to international considerations in determining the policy of the Federal Reserve system. Governor Strong was an ardent advocate of the idea that there should be extensive co-operation between central banks, and for several years he was probably the most influential person in the system. But it is not a one-man System, and the indications are that the majority of those who are responsible for the determination of the System’s policy have never taken the international arguments very seriously. When it is necessary to defend a past action, all the arguments which support it are marshalled, and at times the international situation has been a convenient element in the structure of “reasons.”


  Appraisal of the merits of the international phase of Reserve policy must be tentative for the same reason that our statement of the facts is indefinite. We are not informed fully of the facts of the international relationships of the Reserve Banks; still less do we know as to the detailed representations which have led to the adoption of such and such policy. However, two or three generalizations may be ventured.


  First, as to the participation of the Reserve system in stabilization loans: The importance of the objective aimed at in these arrangements must be conceded. The stabilization of the exchanges in the leading countries of Europe was a matter of primary importance to the world and if the Reserve authorities had put it ahead of minor considerations of domestic policy, their action would have commended itself to intelligent public opinion.


  The primary purpose of a credit granted in connection with a stabilization program is to create confidence. No matter how sound a basis the budgetary and trade situation may afford for the establishment of the gold standard in any country, an essential step in stabilization is the creation in the public mind of a habit of thinking of the currency unit as the equivalent of a definite amount of gold or gold exchange. The co-operation of other banks, especially of central banks, can be a powerful agent in the creation of such confidence.


  The fact that the stabilization credits extended to Europe were not used is an indication that the countries to which they were extended had already succeeded in putting their financial houses in good enough order to justify acceptance of their credit currency at its face value; the fact that the credits were available may well have been an essential step in educating the public to this fact, and a necessary safeguard against excessive demands for redemption of currency before the relatively sound conditions of the budgetary and trade situation became apparent.17


  Let us consider next the general credit policy. As we have indicated, the evidence suggests that the Federal Reserve system has not actually co-operated in this way to anything like the extent that is generally assumed. Probably the only significant case is the pursuit in 1927 of an easy money policy somewhat more vigorous and prolonged than would otherwise have been the case. Assuming, however, that the Federal Reserve system has been influenced to a greater extent than we have indicated, is such action to be worthy of endorsement or condemnation?


  The merits of the first objective mentioned on page 100—the support of the bill market—will be given consideration in Chapters XII and XVII and need not be reviewed here. The second objective, facilitation of the maintenance of dollar exchange reserves by foreign banks, I am disposed to endorse, but without enthusiasm. The question involves the merits of the gold exchange standard as it developed in Europe after 1924.


  The common post-war practice of carrying reserves in the form of deposits and short-time bills in foreign stable currencies has obvious advantages. The accumulation of such reserves makes possible a paper showing of greater strength than would be possible if a nation’s currency rested only on the amount of gold which it was able to accumulate in its own vaults. Given existing traditions as to desirable reserve ratios, the gold exchange standard is a method of economizing gold. It is particularly valuable in tiding over the period of acute distrust which accompanies the period of the initiation of a stable currency. But as a permanent system it offers serious disadvantages. Reserves of foreign exchange make the position of any one banking system which uses them stronger than it would be if they were wiped out and nothing else was changed. But from the standpoint of the whole complex organization of banking and currency of the Western World, they are a source of great weakness. They make possible smaller gold reserves in the countries which hold the foreign balances, but they necessitate bigger gold reserves in the countries in which the balances are held. Moreover, they are a potential source of international friction, and are a very uncertain resource when the need for liquidation arises.


  In the gold exchange standard, the world has revived in international finance a system which was thoroughly tried in American domestic finance before 1914, when we used inter-bank balances, pyramided on the New York reserves, as reserves for the country banks. The impossibility of realizing on these reserve balances in times of great pressure was a prime weakness of the earlier American banking system; the same weakness pervades the world organization of banking and currency today.


  This, however, is not a serious criticism of the decision of the Reserve authorities to co-operate to the extent involved in acting as an agent for the purchase of bills for foreign central banks and the acceptance of the nominal risk involved in their endorsement. When the practice began, the most urgent need was the establishment of stable currencies. It might have been better as a long-run policy to establish them with smaller nominal reserves, all held in the form of actual gold, but this decision was not for the Federal Reserve system to make. Given the existing system, the co-opera-tion of the Federal Reserve in handling sight exchange and bills for foreign banks has been a useful service.


  Finally we come to the most important phase of the question: How far ought the discount and open market policy of the Federal Reserve system to be “co-operative”? Should we agree with the position taken by Governor Schacht of the Reichsbank in 1927,18 that the best plan is for each country to pursue the policy indicated by its own internal situation and let other countries govern themselves accordingly? Or, is it better that each should seek the common good of all?


  In answer it is to be emphasized first that, as was noted above, the plea of the internationalists has at all times since the issue arose been a plea for cheap money. And basically the international arguments for cheap money have been the well-worn arguments for cheap money at home—relief to debtors and stimulation of business enterprise. True, the case has been phrased in the post-war era largely in terms of the maintenance of the gold standard, whereas in former times it has often taken the form of an attack on the gold standard. But the ease or difficulty of maintenance of a metallic standard is in large part a question of cheap money versus dear money. If money is made cheaper in one country than it is in others,19 the standard is harder to maintain in that country. For the maintenance of the gold standard in a given country requires that that country, unless a gold producer, shall not meet its foreign payments year in and year out by gold shipments. It must meet them either with goods and services, or by continually increasing its debt. Low discount rates at a central bank and liberal open market policy lead domestic borrowers to satisfy their need for funds out of the proceeds of domestic credit expansion rather than by borrowing abroad, and thus cut down the “favorable” balance of international payments; cheap money diverts floating balances to competing money markets, and encourages imports and discourages exports. The balance of payments becomes adverse, and gold moves out. Thus every central banking system which yields to domestic pressure for cheap accommodation is likely to find difficulty in maintaining itself on a gold basis.


  This foreign pressure on the gold reserve is an automatic check on inflation, but if all countries expand credit together, the check does not operate. Hence a country with a weak gold standard if it can instigate a credit expansion abroad can postpone or avoid the necessity of curtailing credit at home. International co-operation to support the gold standard (except in so far as it involves a temporary support during the transition from an unstable to stable currency, or during some subsequent emergency which causes a run on reserves) is the maintenance of a cheap money policy in order that foreign countries may also pursue a cheap money policy without suffering the loss of gold.


  Central bank action calculated to help foreign central banks to tide over emergencies, like central bank action designed to carry domestic business through a seasonal or other temporary strain, may be extremely helpful. But central bank expansion designed to alleviate chronic pressure on the exchanges of any country, like central bank expansion designed to effect a continuous inflation of domestic prices, is a substitution of stimulants for sustenance.


  Continuous pressure on the exchanges of one country is an indication that some change is needed in the policies of that country. Continuous support of the currency by other nations may mean simply that it will be possible to carry further the policies which are reflecting themselves in a weakening of the exchanges. The weakness may consist of a disposition to lend excessively abroad; it may be a central bank credit policy which results in demand for credit in excess of the savings capacity of the country; or the trouble may center in a bad trade situation which may arise from either political or industrial conditions in competing countries, crop conditions, a wage level too high for the productive capacity of the country, and so on. Any or all of these causes may give rise to a condition which is beyond the power of any bank policy to cure; to disregard them and attempt to maintain a money market rate structure based on pre-war traditions is to make certain that the exchange will be under continuing pressure.


  The crux of the problem in recent years has been the situation of Great Britain. For reasons which cannot be analyzed without carrying this discussion too far afield, the actual financial position of London in the years from 1925 through 1930 was much less strong than it was before the war. London’s psychological strength had also been lessened by the recent break in its long tradition of an absolutely free gold market. Whenever open market money rates were higher in New York than in London, bills moved eastward and soon gold began to move westward. England was not drained of gold, but she kept practically none of the new gold which flowed to her from the mines of South Africa. From the time of her currency stabilization in 1925 the gold reserves and the earning assets of the Bank of England showed remarkable stability, as did also the deposits of the principal commercial banks.


  In accordance with British tradition, the gold reserves were protected by maintaining discount rates at a level sufficiently high to attract foreign balances and keep down any tendency to credit expansion. The credit of London was so high that it proved to be possible to attract enough floating capital to maintain stability of the exchange for six years without precipitating an internal deflation. The level of interest rates in Great Britain relatively to that of other countries was higher than it had been before the war, but not high by the standards of the United States. But even such a moderate use of the discount rate was distasteful to a large section of the public. There is in Great Britain widespread acceptance of the idea that business prosperity is highly dependent on the level of money rates. As there has been serious and persistent depression in key industries ever since 1921, there is powerful opposition to every increase of the discount rate. A very important element of public opinion was opposed to the restoration of the gold standard in 1925, favoring the idea of a “managed currency,” that is, an irredeemable paper currency kept stable in value by regulation of its quantity, without regard to gold movements.


  It is obvious that the same result which was sought by holding up discount rates might be attained by a lowering of the rates in America and in France. The new philosophy of central bank co-operation made it possible to attack the problem from this angle by diplomatic effort (exercised through financial, not official diplomatic, circles). For America to “co-operate” in credit policy meant in general that the Federal Reserve system should make it possible for England to stay on the gold standard without protecting its currency by interest rates as high as would have been necessary if American policy were based solely on domestic considerations.


  I do not believe this would have been a sound line of policy from the standpoint either of Great Britain or of the United States. It would have been an attempt to correct the mistake made in 1925 by stabilizing the pound at a level out of line with the price and wage level of the country, not by reversing that action or by bringing the internal price level into a more appropriate relationship to the value of the pound, but by a dangerous credit inflation in America and in France.


  Finally, there is the question of technique. If it is desired to support and stabilize the foreign exchanges and protect the gold reserves of European countries, the logical device for the purpose seems to be the purchase of bills drawn in those currencies. Bills payable in foreign currencies are an important asset of most foreign central banks and are eligible for purchase under the Federal Reserve Act, but as we have noted, the amounts held by the Reserve Banks have ordinarily been negligible, and even when they have been expanded for the purpose of supporting the exchange of foreign countries, the purchases as a rule have been very small in proportion to the size of the markets which they were supposed to influence.


  It would seem a better policy to put credit directly into foreign markets than to pour it out into our own in the expectation that a part of it will overflow into the foreign markets which it is desired to support. The discount and open market procedure which was used in 1927 was effective only with a time lag, and its collateral results on the domestic financial situation were more conspicuous than the effects which it was desired to produce abroad.


  The conclusions of this chapter may be summarized as follows: International co-operation has been a less important factor in Reserve system policy than is generally believed, and it is well that this is so. Aside from the relatively unimportant service relationships and the more significant participation of the Reserve Banks in stabilization loans (in which the prestige of the lenders was of more importance than the actual advance of funds), the pressure to co-operate has been pressure to pursue an unsound policy, in order to shield other nations from the consequences of their own unsound policies. So long as “co-operation” is conceived in these terms, the less we have of it the better.
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  9 Federal Reserve Bank of San Francisco, reply to Senate questionnaire. (Hearings on S. res. 71, Part 6, p. 903.)


  10 Ibid.


  11 Ibid., p. 901.


  12 The aggregate of deposits and sterling bills held in London on foreign account was reported as of June 20, 1929 at 417 million pounds sterling. Report of the Committee on Finance and Industry (“Macmillan Report”), 1931, p. 43. Keynes’ estimate is much higher. See Lloyd’s Bank Monthly Review, April 1932, p. 148.


  13 “By directing foreign borrowings to this market to create the credits which would be necessary to facilitate the export of commodities, especially farm produce.


  “To render what assistance was possible by our market policy toward the recovery of sterling and the resumption of gold payment by Great Britain.” (69 Cong. 1 sess., Stabilization, Hearings on H.R. 7895 before Committee on Banking and Currency, Part 1, p. 336.)


  14 “During this period it also became evident that there was a serious credit stringency in European countries generally, and it was felt that easy money in this country would help foreign countries to meet their autumn demand for credit and exchange without unduly depressing their exchanges or increasing the cost of credit to trade and industry.” (Annual Report of the Federal Reserve Board, 1927, p. 10.) Compare above, pp. 47-48.


  15 A statement given to German press representatives in New York by Dr. Hjalmar Schacht embodies the only authentic information available to the public concerning this conference. Dr. Schacht stated that the central point in the discussion was the question of gold shipments, concerning which no definite agreement was reached though it was his expectation that in the future there would be a better mutual understanding among the larger central banks with regard to international shipments of gold. Likewise with regard to the question of rediscount rates, it was agreed that the need and interest of each country must be decisive, but a closer contact and understanding in the interest of all was probable. (Hamburger Fremdenblatt, July 14, 1927, and other German periodicals issued about that time.)


  16 70 Cong. 1 sess., Stabilization, Hearings on H.R. 11806 before Committee on Banking and Currency, pp. 216-20 (testimony of A. C. Miller).


  17 It is not intended here to pass judgment on the question whether all of the currencies which have been stabilized were actually as sound as they were made to appear.


  18 Quoted by A. C. Miller. (Hearings on H.R. 11806, p. 220.)


  19 After allowance for differences in risk as estimated in the market.


  
CHAPTER VII


  THE RESERVE BOARD AND THE STOCK MARKET: THE TECHNIQUE OF CONTROL


  As has been noted elsewhere, one of the primary purposes in the minds of many of those who participated in the formulation of the Federal Reserve Act was to discourage speculation, or at least to curtail the use of bank credit to finance stock exchange operations. The Federal Reserve Act provides that the Federal Reserve Banks may discount notes, drafts, and bills of exchange arising out of commercial transactions, “but such definition shall not include notes, drafts, or bills, covering merely investments or issues drawn for the purpose of carrying or trading in stocks, bonds, or other investment securities except bonds and notes of the government of the United States.”1 Stocks and bonds of corporations are not included among the securities eligible for purchase in the open market, and securities used as collateral for direct advances to member banks must be such as are eligible for rediscount or purchase by Federal Reserve Banks.


  Throughout the life of the Federal Reserve system there has been a wide variety of views among both its representatives and its critics as to what is the proper responsibility of the System toward speculation in securities, and also with regard to the efficacy of proposed methods of exercising control over the speculative markets.


  With regard to objectives, the most popular theory holds the System responsible for conservation of the limited supply of credit for other uses which are deemed more important than is the speculative use. This was the dominating view among the framers of the Act and has apparently been the most important strand of thought in the Reserve Board itself.2 But in more recent discussions precisely the opposite line of argument has been used to support a similar conclusion. It is held that speculative booms make it unduly easy for industrial concerns to obtain capital through the issuance of securities, and that the over-expansion of certain types of business is thereby fostered. That there has been little consciousness of the contradictory character of these two points of view is evidenced by the following quotation from an address made by an official of the Federal Reserve system in 1925:


  
    Neither are the operations of the stock market the concern of the Federal Reserve system, except when the stock market is absorbing credit that is needed in general business, as was the case in the fall of 1919, or when the activity of the market and the rapid advance of many stocks threatens to breed a speculative fever which is liable to spread to commodities.3

  


  Finally, there is the view that the influence of the Reserve system should be thrown against speculation because of ethical and social reasons. This view has had little weight in Federal Reserve circles but has frequently been brought forward by Congressional critics of Reserve system policies. Opposition has also been voiced on the ground that the distribution of speculative profits leads to extravagance.


  In the following pages we shall trace the dealings of the Reserve system with the problem of control of speculation. As in previous chapters, we shall first trace the record of stated policies and of actual practice, then appraise the merits of the policies which have been pursued.


  In the early post-war period Reserve authorities expressed official opposition to the use of Reserve credit for security speculation. The necessity for the Federal Reserve Board to define its attitude toward a speculative boom first arose in a serious way in 1919. The Board’s attitude at this time was expressed in a letter to the Federal Reserve agents, dated June 10, 1919, which read as follows:


  
    The Federal Reserve Board is concerned over the existing tendency towards excessive speculation, and while ordinarily this could be corrected by an advance in discount rates at the Federal Reserve Banks, it is not practicable to apply this check at this time because of government financing.4

  


  Again on July 9 the Board said:


  
    It is not the function of the Treasury nor of the Federal Reserve Banks or the banking institutions of the country to provide cheap money for stock speculation, and the Board feels that the reflex action of the rates for call money on stock collateral upon the government’s financial program and the requirements of commerce and industry has greatly decreased, . . . and will continue to decrease as it becomes better and better understood that the true function of the banking institutions of the country and of the Federal Reserve system, acting in their aid, is, subject to the temporary requirements of the government, to finance commerce and industry. . . .5

  


  In the succeeding months the Board repeatedly called attention to the dangerous speculative tendencies which it believed to be prevalent, but it was not until the end of the year that it found itself at liberty to give money market conditions precedence over Treasury requirements in determining its own policy.6 When rates were first advanced in November the Federal Reserve Bank of New York issued the following statement:


  
    The reason for the advance in rates announced today by the Federal Reserve Bank of New York is the evidence that some part of the great volume of credit, resulting from both government and private borrowing which war finance required, as it is released from time to time from government needs, is being diverted to speculative employment rather than to reduction of bank loans. As the total volume of the government’s loans is now in course of reduction, corresponding reductions in bank loans and deposits should be made in order to insure an orderly return of normal credit conditions.7

  


  For a number of years little attention was paid to keeping credit out of the stock market. After the collapse of the boom in 1920 the question of the relationship between Federal Reserve credit and speculation did not again come to public attention until the fall of 1925, when the upswing of stock prices and the increase of speculative activity which had started in the summer reached such a point as to call forth renewed expressions of apprehension lest the Federal Reserve system might be allowing its resources to be drawn upon for speculative purposes. There was much opinion to the effect that the advances in discount rates which were made in the fall of 1925 were motivated in part by a desire to keep the stock market speculative situation in check, but this was not the official explanation.8 At this time, however, the dominating point of view in Federal Reserve circles was unfriendly to any serious effort to control the use to which member bank funds were put so long as the provisions of the law covering the issuance of the credit was observed.9


  The changes in rates which were made in 1926 appear to have been intended to support the stock market rather than to check speculation. As was noted on page 46, 4 per cent rates prevailed during the year 1926 except for a reduction of the New York rate to 3 1/2 per cent in April, and its restoration to 4 per cent in August. Likewise, the only change in open market policy was the purchase of 65 million dollars worth of securities in the spring, and the sale of 75 million dollars worth in the early autumn. The easing of the money market in the spring and the restoration of the old rate and the old policy of open market holdings in the fall were never explained by Federal Reserve authorities with the fullness which usually characterizes Federal Reserve publicity. The annual report of the Board for 1926 stated that the reduction was made “at a time when there was a large volume of liquidation of bank loans in New York City, a decline in open market money rates, and an apparent slowing down in some lines of business activity.” The increase in August was described as having occurred “when there was a rapid growth in security loans, an advance of money rates in the open market and an increase in the volume of Reserve Bank credit outstanding.”10


  This characterization of the business situation in 1926 is correct as far as it goes, but it reads like Hamlet with the Prince of Denmark left out. The outstanding facts in the credit history of the year are that the New York Bank rate was reduced and 65 million dollars of government securities were purchased in response to a sudden decline of 10 per cent in the average of stock prices, and that the rates were restored and the securities sold when the stock market had made back the lost ground. Up to that time, and in fact up to the time of the stock panic of 1929, Federal Reserve authorities consistently denied any responsibility to support the stock market, but any one who was at all cognizant of the business and financial situation in 1926 could hardly doubt that the most important cause of the rate manipulation of that year was the stock market recession and not the trifling recession of business activity.


  In 1927, as has been noted elsewhere, the Reserve system committed itself to an extremely vigorous easy money policy, motivated in part by an interest in the business situation and in part by a desire to support the European exchange. By the end of this year, however, the stock market boom, which had not been checked by the mild depression, became so violent that Reserve authorities agreed, apparently without serious dissent, that steps must be taken to damp it down. Agreement as to the end was not, however, accompanied by agreement as to the means. The unity of purpose only brought to light a long-standing disagreement concerning the most effective technique of Reserve operations. This issue we must consider before we carry the story further.


  Two divergent views of the power of the Reserve Banks can be traced through the post-war history of the System. One view, which for convenience we shall call the New York theory, holds that the only way in which it is practicable for the Reserve system to exert any important influence over the credit situation is by direct or indirect control of the volume of reserve available as a basis for member bank credit. In accordance with this viewpoint the Reserve Banks cannot discriminate between applicants for credit, so long as these applicants present eligible paper for rediscount or satisfactory collateral, but can only influence the situation by adjusting the rates upward and downward or by open market operations. The other viewpoint, which may be called the Washington theory, stresses qualitative control. It holds that it is the duty of the Reserve Banks to look back of the collateral offered by the prospective borrower and take cognizance of the purpose for which the borrower proposes to use the funds, discriminating against speculative and in favor of “productive” demands. The first of these views is associated especially with the name of Governor Benjamin Strong of the Federal Reserve Bank of New York; the latter with that of Adolph C. Miller of the Federal Reserve Board. The two views can be traced from the early post-war period to the hearings on the Glass bill in 1931, though there was no open clash over the issue, nor any public debate on it before 1929.11


  Governor Strong said in 1926:


  
    I hope this discussion has some sympathetic reception by the members of the committee from this point of view—that the most that the System can do is to exercise influence as to the quantity of the whole volume of credit, what the total sum of it shall be, and what it shall cost. That is the influence we exert.12

  


  After sketching an illustrative case in which a transfer of funds from a bank to a trust company resulted in an increase of stock market loans on the part of the trust company and an increase in borrowing at the Federal Reserve on the part of the bank, Governor Strong went on to say:


  
    You may say that is $2,000,000 of Federal Reserve funds gone into the speculative market. As a matter of fact, that is what will happen despite anything that we may do. If we create an addition to the volume of credit by our open market operations or by our discounts the banks which get it pass it along through all the channels through which credit circulates in our banking system—and we can not control what happens to it. Some of it will go in one direction and some of it will go in another, and the nature of the use of our funds is perfectly impossible to control. . . .


    To carry your question a little further, suppose this bank “A” on a certain day makes a loan of $100,000 on Pennsylvania Railroad stock, also buys $100,000 of foreign exchange, also buys $100,000 of banker’s bills representing a movement of commodities, and buys $100,000 of government bonds, and sustains net loss of $100,000 of deposits. There is $500,000 of funds that it has paid out. It has $300,000 of its loans repaid. That leaves it still $200,000 short in its reserve, and it must borrow it from us. . . . Shall we say that the $200,000 borrowed from us was used for buying Pennsylvania Railroad stock or buying government bonds or buying foreign exchange or buying banker’s bills representing movement of commodities or to make good a loss of $100,000 of deposits. There is no way of telling. It is all in the way you look at it.


    Mr. Wingo. In other words, you can control the volume and price of credit, but you can not control the purpose for which the persons getting that credit use it?


    Governor Strong. It can not be done.13

  


  Likewise Burgess wrote in 1927:


  
    It is thus impossible for a Reserve Bank to dictate how its credit shall be put to employment. It cannot, for example, restrict loans on the stock exchange and at the same time encourage loans to the farmer. Reserve Bank loans to a farming community bank may, and often do, find their way promptly to the stock exchange money market. The specific use of credit is the business of the individual member and non-member bank, and the Reserve system is no substitute for sound banking practice. . . .


    It is the business of the Reserve system to influence the amount of credit in use, and try to bring about a proper adaptation of the total volume of credit to the volume of business.14

  


  This view was still held by representatives of the New York Reserve Bank in 1931, as is shown clearly by the statement submitted by that Bank in response to a questionnaire which was sent out by the Senate Committee on Banking and Currency in connection with the hearings on the Glass bill, and by Governor Harrison’s testimony before that committee.15 The contrary doctrine, namely that it is the responsibility of the Reserve Banks to be guided in the extension of credit by the purpose for which it is proposed to use the funds, found expression as early as 1919. The following statement is quoted from the Federal Reserve Bulletin of July 1 of that year:


  
    On June 10 the Board sent a letter to all Federal Reserve agents asking for information concerning the purposes for which funds obtained by rediscounting were being used by member banks. This letter was made public and one effect of it was apparently that of leading some banks to hesitate about making application for rediscounts where the funds were unquestionably intended for speculative purposes. . . . It is well to reiterate the fact that the funds of the Federal Reserve system are in no sense intended for the support of speculation and that member banks should bear this in mind when arranging for the extension of accommodation to borrowers.16

  


  After the collapse of the stock market boom of 1919 the issue did not arise again until 1925, when, as has been noted, the “New York doctrine” was in the ascendancy. Mr. Miller, however, expressed the contrary view at that time:


  
    . . . It [the Federal Reserve system] is a system of liquid productive credits. The use of Federal Reserve credit for speculation or investment purposes is precluded by specific provisions of the Federal Reserve Act. It is clear, therefore, that no bank has a proper status as an applicant for Reserve Bank accommodation which is supplying credit for speculative uses. It is the duty of the Federal Reserve Banks to hold true to the course plotted for them in the fundamental provisions of the Federal Reserve Act. . . .17

  


  The theory that the only feasible control of the Federal Reserve over the money market is through the volume of credit outstanding, and not through its allocation to particular uses, continued to be the official standard of Federal Reserve policy down to the end of 1927.18


  During this period, however, there was growing pressure for a change of policy. There were strong arguments on both sides. On the one hand, the steadily rising tide of speculation and the unprecedented upward sweep of stock prices suggested that the Federal Reserve policy was unduly liberal. On the other hand, the wish to co-operate in the maintenance of the new gold standard currencies in Western Europe, the state of our gold reserves, the apparent absence of swollen inventories, and the considerable volume of unemployment, suggested a policy of easy money. Among critics of Reserve policy there was much difference of opinion as to the relative weight to be given to these factors, and no doubt there was likewise disagreement within Federal Reserve circles which was not made public.19


  In 1928 Reserve policy was directed to controlling speculation by curtailing the total amount of Reserve credit in use. In January of that year the Reserve system abandoned the theory that the soundness of the credit situation can be gauged by statistical measures of production, employment, inventories, and prices, and recognized the stock market boom as the crucial element in the situation with which the Reserve system had to deal.20 For a year and a half the market was subjected to strong pressure in an effort to curb the volume of speculation, or at least to curtail the contribution of Reserve credit to the supply available for its use.


  In the first half of 1928 pressure was exerted in the traditional way, by open market sales and advancing rediscount rates. From December 31, 1927 to June 30, 1928 holdings of government securities were reduced from 617 million to 235 million dollars. Rediscount rates, which were 3 1/2 per cent at all Banks at the end of the year, had been advanced by March 1 to 4 per cent at all Banks, by June 7 to 4 1/2 per cent, and by August 1 to 5 per cent at eight Banks. It would be expected that under these conditions the flow of gold would be inward; as a matter of fact there was one of the most rapid outward movements which has occurred since the Reserve system was established.


  The combination of an outflow of gold and a decrease in open market holdings made necessary a rapid increase in rediscounts; hence the efficacy of discount rates in curtailing the credit operations of the banks was tested under unusually favorable conditions. Open market money rates promptly showed the effect of the pressure. Call loan rates advanced from an average of 4.24 per cent in January 1928 to 6.05 per cent in July, and other open market rates generally advanced during the same period by about 1 per cent. Meanwhile, the member banks reduced their reserve balances by about 100 million dollars (partly a seasonal decrease) and money in circulation fell by 38 million (also partly a seasonal change). Brokers’ loans, however, continued to advance, a decrease of 521 million dollars loaned by banks (from January 4 to July 25) being more than offset by an increase of 926 million in the advances of non-banking lenders.21 Stock prices (as measured by the Standard Statistics index) remained about steady through the first three months of the year, advanced by fully 15 per cent during April and May, and then during June and July lost about half of the previous advance.


  In short, there was no clear indication that the stiffening of money rates had yet had any dampening effect on the buoyancy of speculative sentiment. Nor was there any indication that the business community was being so handicapped as to make a reversal of the policy advisable. Business prosperity and speculation continued to advance together. Nevertheless, during the last half of the year the repressive policy was relaxed. The holdings of government securities were only slightly changed; rediscount rates remained unchanged at all Reserve Banks; but there was distinctly more than the usual seasonal increase in the holdings of acceptances.22


  At the same time the restrictive effect of the measures already taken was mitigated by a reversal of the gold flow. Between July and December the monetary gold stock increased by 23 million dollars. Rediscounts also continued to increase.


  The result of the combination of gold inflow, increased rediscounts, increased acceptance buying, and stable holdings of government securities was to restore to member bank reserves about two-thirds of the funds which had been squeezed out in the first half of the year. The net decrease in member bank reserves for the year, therefore, was only 32 million dollars. This, of course, was a sharp change from the usual trend,23 but no such drastic curtailment as had been foreshadowed in the first half of the year. Call rates continued to soar, averaging 8.6 per cent in December; other open market rates also advanced but not so rapidly as at first. The stock market continued its remarkable advance, the high call and time rates bringing forth an abundance of funds for brokers’ loans, both from banking and from nonbanking sources. For the year as a whole, brokers’ loans of New York banks showed a decrease of 168 million dollars; for out-of-town banks there was an increase of 306 million; and for “others” an increase of 1,334 million.24


  In 1929 Reserve authorities abandoned the doctrine that control can be exercised only over the quantity of credit outstanding, and attempted qualitative control. It was clear by that time that the measures of restriction undertaken in 1928 were not adequate to accomplish their purpose. There was tacit agreement on the necessity of a further attempt to restrict speculation, but there was very grave difference of opinion as to the means to be used. The directors of several Reserve Banks favored further effort along traditional lines; that is, putting rediscount rates still higher. The Board, or a majority of its members, believed that such action would be injurious to business and agriculture, and initiated an attempt to restrict the amount of credit available for the stock market without either a further contraction of the total amount issued or an increase in its cost to the business community. The holdings of government securities were sold down to about 100 million dollars, and the four Reserve Banks which still had 4 1/2 per cent rates were allowed to come up to 5 per cent, but all requests for permission to put rates above this level were denied. The New York Bank was particularly insistent in urging the need of a higher level, and a bitter quarrel developed on the subject between New York Bank and Reserve Board authorities. Advances to the 6 per cent level were also voted repeatedly in the spring by the directors of the Reserve Banks at Boston and Chicago;25 these were in each case vetoed by the Board.


  In place of credit restriction there was instituted in February a new device called “direct pressure.” This policy consisted of a refusal of the rediscount privilege to those banks which maintained a volume of speculative security loans in excess of that deemed reasonable by the Reserve Banks.


  In a circular dated February 7, 1929, the Board said:


  
    The Federal Reserve Act does not, in the opinion of the Federal Reserve Board, contemplate the use of resources of the Federal Reserve Banks for the creation or extension of speculative credit. A member bank is not within its reasonable claims for rediscount facilities at its Federal Reserve Bank when it borrows either for the purpose of making speculative loans or for the purpose of maintaining speculative loans.


    The Board has no disposition to assume authority to interfere with the loan practices of member banks so long as they do not involve the Federal Reserve Banks. It has, however, a grave responsibility whenever there is evidence that member banks are maintaining speculative security loans with the aid of Federal Reserve credit. When such is the case the Federal Reserve Bank becomes either a contributing or a sustaining factor in the current volume of speculative security credit. This is not in harmony with the intent of the Federal Reserve Act, nor is it conducive to the wholesome operation of the banking and credit system of the country.26

  


  It is impossible to state how far the Reserve Banks as a whole co-operated with this policy. Governor Harrison of the Reserve Bank of New York testified in 1931 that his Bank refrained from action on the recommendation, both because of lack of sympathy with the measure and also because the direct stock market loans made by New York banks in the spring and summer of 1929 were in fact comparatively few.27


  The Reserve Banks of Atlanta, Boston, Chicago, Dallas, Philadelphia, and St. Louis report favorably on the use of “moral suasion,” several of them stating that they believe it to be more effective in keeping money out of speculative channels than is the discount rate. The management of the Cleveland Bank appears to agree with the New York position that the sphere of usefulness of moral suasion is in preventing member banks from borrowing too much or too continuously, rather than in controlling the specific use made of the funds that the banks command.28


  During the spring of 1929 business activity reached a considerably higher pitch29 and the question began to be raised in numerous circles whether industry and trade, as well as speculation, might not benefit by some measure of restraint. Throughout the spring, as has been stated, there was a vigorous controversy between the Reserve Board and the Federal Reserve Bank of New York. The position of the Bank was that direct pressure was impracticable, and that rate increases were needed in order to deflate the stock market. Governor Harrison later stated the case thus:


  
    The effective way to do it [to “put the brakes on”] is to put a rate control into effect which will invariably result in a liquidation of those loans least desirable first; in other words, if you are a borrowing bank and we put the pressure of a 6 per cent rate on you, and you want to get out of our debt, you will not call the commercial customers’ loans, but the least desirable loans or the most liquid loans or call loans, which are used as secondary reserves. When the rate pressure begins to work in New York, the first loans that begin to go are the call loans. Why? The banks trying to get out of debt will look at the collateral loans and will pick out the least desirable of the call loans and then, if the pressure is still too great, they will go up to the second level of call loans. That is where they adjust their position first.30

  


  Mr. Hamlin (a member of the Federal Reserve Board) gives the following interpretation of the reasons given by the New York Bank for its recommendation of higher rates:


  
    . . . that speculation had injured business by increasing interest rates; that high interest rates prevented the flotation of foreign securities in the United States, that the purchasing power of Europe was thereby lowered, and that the high call loan rates were drawing gold from Europe.31

  


  The Board’s position, as explained later, was that the time had passed when it was possible to control the situation by moderate advances in discount rates; that the 6 per cent advance would have to be followed by a series of further advances,32 and that such advances would be a serious burden to other lines of business and would probably bring on a panic, whereas direct pressure would keep funds out of the stock market regardless of the willingness of speculators to pay rates which would be prohibitive for other types of business.33


  The Reserve Board was supported at first by the Federal Advisory Council, which had recommended in the previous autumn that the situation be handled by “cooperation” and which on February 15 adopted the following resolution:


  
    The Council believes that every effort should be made to correct the present situation in the speculative markets before resorting to an advance in rates.34

  


  The resolution was not made public, however, until after the next meeting of the Council, that of April 15, at which time the Council decided that direct pressure had not been effective and recommended that Reserve Banks be allowed to raise their rates and “to maintain a rate consistent with the cost of commercial credit.” This recommendation was renewed on May 21.35


  In the last week of March a combination of Reserve credit restrictions, seasonal expansion of commercial borrowing, the shifting of funds in connection with income tax payments, and preparation for April 1st dividends, resulted in a very tense money market situation in New York which threatened to bring about a stock market collapse and to precipitate a major crisis in the fight for control of the Reserve system.


  The call rate jumped to 20 per cent on Monday, March 25, and stock prices broke.36 There was much talk of an impending panic. In this emergency the National City Bank took the leadership by throwing 25 million dollars into the call money market (being at the same time a heavy borrower at the Federal Reserve Bank of New York). Other banks followed and after two days of 15 per cent call money the rate sagged back to 8 per cent and the stock market recovered by Thursday to 217. The incident, which was admittedly a direct violation of the principles laid down in the February warning of the Federal Reserve Board, derived particular interest from the fact that Mr. Charles E. Mitchell, president of the National City Bank, was a director of the Federal Reserve Bank of New York.37 Mr. Mitchell was quoted in the newspapers of Wednesday as saying: “So far as this institution is concerned we feel that we have an obligation, which is paramount to any Federal Reserve warning, or anything else, to avert, so far as lies within our power, any dangerous crisis in the money market.”38 It is noteworthy that the position taken by Mr. Mitchell is exactly that which was taken by the management of the System, apparently without dissent, at the time of the stock market collapse which ensued in the autumn of 1929.39


  The issue between the Board and the New York Reserve Bank came to a crisis in May 1929. On the first day of that month the Board addressed a letter to the Bank in which were listed certain New York member banks that were borrowing continuously or frequently and also were carrying a considerable volume of collateral loans, with a pointed request that the Reserve Bank deal with these banks in accordance with the policy laid down by the Board in its February “warning.” After ten days the Bank replied with what appears to have been a flat refusal (the correspondence has not been published); stating that banks have a right to loan on collateral, that the Reserve Board has no way to determine whether collateral loans are in fact speculative, and that the right of a bank to borrow on eligible paper ought not to be prejudiced by the fact that it is exercising its legal lending powers. Three weeks later (perhaps even before June 1) the policy of direct pressure was abandoned.40


  On August 8, the rediscount rate at New York was at last raised to 6 per cent. This, however, was not at all a measure of restraint. For simultaneously the buying rate on acceptances was lowered from 5 1/4 to 5 1/8 per cent. As the supply of acceptances always increases greatly with the oncoming of the harvest season, the effect of putting the discount rate above the acceptance buying rate was merely to bring about a shift from rediscounting to the sale of acceptances. The important thing about this action was that after keeping its credit substantially out of the acceptance market for a number of months, the Reserve Banks once more gave to that market the full measure of their support. As was anticipated, acceptance holdings jumped up (from 74 million at the end of July to 176 million at the end of August, and to 292 million at the end of September), while rediscounts fell off by only about half as much. Market rates of interest showed little change until later in the fall, after the stock market decline was under way, but funds were available in plenty at rates around 8 and 9 per cent for borrowers who had stock market collateral.41


  Direct pressure achieved no greater success as a stock market sedative than did rate pressure. The price averages remained fairly stable throughout the first half of the year 1929, though the stability was due to the more or less accidental compensation of big advances in certain groups of stocks and big declines in others. In the third quarter there was a final tremendous upward movement, followed by the memorable collapse of October and November.


  In this crisis there was no thought of discrimination in credit policy against the stock market. On the contrary, the Federal Reserve Banks came to the aid of the member banks with heavy purchases of government securities, and the funds thus released were poured by the banks into the stock market, largely through security affiliates.42


  In the spring of 1930 it appeared that the tests set up in 1928-29 had been abandoned. Stock prices far higher than those of early 1928 caused no alarm. Nothing was heard of the increase in the proportion of security loans and investments to total loans and investments. No alarm was expressed because brokers’ loans were heavier than they ever had been before 1929. No complaint was uttered because Federal Reserve credit was used to support stock market speculation. The peak of 1929 had been so high that it dwarfed all lesser peaks, and the fear of depression outweighed all anxiety lest the stock market absorb too much credit.


  Since the second collapse of stock prices, in the late spring of 1930, down to May 1932, the issue of damping down a stock market advance has not arisen. There have been no advances of such violence as to create anxiety.


  Federal Reserve policy was successful in keeping down the direct use of Reserve Bank credit in the stock market, but not in stabilizing the stock market itself. One’s judgment of the success of the Federal Reserve policy of 1929 depends on one’s conclusion as to what objectives were deemed most important. If the main purpose was to check the growth of speculative activity,43 both the experiment of direct action and the use of credit restriction must be acknowledged failures. The market was able to go ahead because it was able to finance itself—by imports of gold and by borrowing from “others”—with a diminishing supply of Federal Reserve credit, and to pay rates which no Reserve organization would have dared to impose upon commercial borrowers. I see no reason to doubt that the course of the market would have been much the same if the Reserve system had increased rediscount rates even more sharply, or had restricted call lending by banks more successfully. Nor was the final stock market liquidation forced by the credit situation. The basic fact was the rise of a general conviction that it was time to “get out from under.” Speculation is based in part on faith in ultimate values, but also in large part on the hope of more speculation. No credit policy is adequate to stem the flood of liquidation when, after a stock market advance, the conviction takes hold of the public that there is no prospect of a further advance. There is no real reason to believe that Reserve Bank policy played a significant part in bringing about the decline.


  If, however, we limit the responsibility of the Reserve system to keeping down the amount of Reserve credit used directly in the stock market, we must concede that it achieved a considerable degree of success. Though Reserve credit increased in 1928, the expansion was not enough to offset the outflow of gold so that the volume of member bank reserve deposits actually declined. During the first nine months of 1929 they still showed no increase, though the System recovered all the gold that had been lost in 1928. There was a small increase in member bank loans and investments in the latter year, but this was much more than covered by the increase of capital and surplus and was represented entirely by loans not secured by stocks and bonds. The Reserve system can, therefore, be acquitted of any responsibility for financing the last year and a half of the stock market boom.


  In 1929, before the Reserve system relaxed its policy of withdrawing Federal Reserve credit from banks which were making stock exchange loans, the situation of the banks which were financing the security markets was not essentially different from what it would have been had there been no Federal Reserve system. Without a Reserve system, the market, after taking up the slack in American banks’ reserves, would have had two resources to fall back on—namely, foreign credits and the credit of domestic lenders. Foreign credit could have been obtained through gold imports arising either from bank operations, or through foreign participation in loans by “others.” Domestic loans by “others” would not have created new reserves but would have eased the pressure on the banks by leading to a cancellation of deposits.


  These sources of aid were exactly as accessible with the Federal Reserve system in operation—regardless of whether its policy was to encourage or to discourage stock market activity—as they would have been otherwise. The creation of the Federal Reserve system had merely added another potential resource, the credit of the Reserve Banks. To the extent that this new resource was now cut off by “direct pressure,” the market was thrown back on its old resources, non-banking credit and bank credit supported by newly imported gold.


  In so far as the idea was merely to insure that there should be a reservoir of Federal Reserve credit available for rescue purposes whenever the boom might collapse, complete success was attained.44 As has been noted elsewhere, the stock market crash of 1929 was differentiated very sharply from previous stock market collapses by the fact that in 1929 the last line of defense had been reached. Bank credit was available in abundance and there was no forced selling except on account of the exhaustion of margins. This fact must be placed to the credit of the Reserve system. Under the old form of organization of American credit the banks could have supported the market only to the extent that they could have replenished their reserves by imports of gold. There was no reserve supply of unused lending capacity, and the banks which made up the system were too numerous to make it possible to maintain such a reserve by mutual agreement. One of the most important things for which a Reserve system is needed is to pool the resources of the banks in such a way that a margin of lending capacity is held in reserve, with the cost automatically distributed over the whole System. And this is just what the System did in this case. Had this resource not been in existence the crisis would have been serious indeed, for no such abundant resources of foreign gold were available as existed in 1907 and 1920.


  It must be admitted, however, that under the conditions of 1928-29 this was not an extraordinary achievement. The surplus reserves in the Reserve Banks were so large when the boom started in 1924 that even if the Reserve Banks had pursued a flagrantly shortsighted expansionist policy, there was not the slightest danger that a stock market boom would run so far as to exhaust the Reserve Banks’ lending power before toppling of its own weight, unless there occurred also a boom in commodity markets. The fact that the Reserve Banks were in a position to bring aid to the market in November 1929 was the result of the policies adopted in 1923 in the face of the great gold imports, rather than of those adopted for the first time in 1928 and 1929 to deal with the stock market.


  According to the Board’s spokesmen, however, the solicitude of the System to keep credit out of the stock market was not based merely on a desire to keep the Reserve Banks free to come to the rescue when the inevitable crash came (inevitable at least in retrospect), but on a purpose to keep the stock market from absorbing more than “its share” of the credit in the common reservoir, to the detriment of business and agriculture. From this standpoint, the policy of the Reserve system must be adjudged a failure. The discount rate and open market policies of 1928 and the “direct pressure” of 1929 may perhaps have kept down the amount of Reserve credit which went into use through the stock market, but if so it was because they kept down the total amount available for all uses, and not because agriculture and business gained at the expense of the stock market.


  Assuming for the moment that there was real danger that the stock market would absorb so much credit45 as to work a hardship on agriculture and business, there were two possible ways of guarding against it. One was the traditional method: make credit so expensive for all comers as to bring about a stock market liquidation even at the risk of bringing on a commercial liquidation; then make it cheap again in the hope that agriculture and business will revive and expand their use of credit before a stock market revival runs far enough to create fresh pressure on the banks. The other alternative, which was an innovation, was to try to shut credit out of the stock market by direct action while keeping it available and not prohibitively dear for other lines of business. In 1928 the first alternative was adopted; in 1929 the second.


  Unfortunately, neither experiment was carried out with such thoroughness as to settle the question of its usefulness. Rate control was abandoned with rates at 5 per cent; possibly 6 per cent or 7 per cent rates supported by a refusal to buy acceptances or government securities might have been more successful, though it does not appear likely. On the other hand, if dependence was to be placed on direct action and money kept cheap for business, rediscount privileges should have been freely extended at low rates to banks which kept out of the stock market lending business. This policy, coupled with open market sales to mop up the floating supply of Reserve Bank credit would, if the theory of direct action was correct, have kept money cheap for industry and agriculture and at the same time have conserved the resources of the System for their use. Instead, all rediscounting was penalized with a 5 per cent rate, and acceptance rates—contrary to all precedent—were kept above rediscount rates. Commercial paper rates were actually forced up by nearly 2 per cent. All this was at a time when the Reserve Banks had abundant reserves, when no evidence of business inflation had been detected,46 when undesired gold was flowing in, and when the stock market was not getting its funds from banks.


  Nevertheless, the experience of 1929 does not support the position of those who deny the possibility of discriminating in the allocation of credit. The attempt to give “commercial” demands priority over “speculation” was partially successful. Though open market rates for commercial paper advanced, rates on collateral loans advanced much more. Though the banks have usually given a preference to commercial loans, in 1928-29 there was probably more discrimination than there would have been in the absence of the special propaganda directed to that end.47 Credit was not kept in water-tight compartments but the flow to the stock market was to a certain extent obstructed.


  So far in our discussion we have not considered the validity of the objectives at which the Reserve system was aiming in 1928 and 1929. Indeed, in all this controversy the one thing on which all parties were able to agree was the desirability of checking the stock market boom. Because spokesmen for the Federal Reserve Board, representatives of the Reserve Banks, and Congressional investigating committees were unanimous in regard to this aspect of policy, the reasons for its acceptance have received but little attention. Interest has centered almost exclusively in the technique of control, Yet the really important thing about the whole episode, and the thing which differentiates it from almost all recorded central banking history at home and abroad,48 is not the methods used but the objects aimed at. In Chapter VIII, therefore, we shall consider the principal reasons which have been offered in justification of the attack on speculation, and try to arrive at a judgment as to their soundness.
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CHAPTER VIII


  THE RESERVE BOARD AND THE STOCK MARKET: THE OBJECTIVES OF CONTROL


  In order to appraise the policies of credit restriction and credit allocation pursued by the Federal Reserve system during 1928 and 1929, it is necessary to examine with care both the utterances of Reserve officials and the actual performance of the Reserve Banks. Were the successive measures of credit restriction adopted in the interest of business stability, as this objective was stated in 1923-26; were they based on fears as to the safety of the outstanding loans of the banks; did they reflect merely a desire to protect the reserves of the Reserve Banks themselves; or was there an effort to protect the public from the direct losses which might one day result from a downward revaluation of popular securities?


  Let us survey first the Federal Reserve Board’s own explanations of its policy. The annual report for 1928, though it devoted considerable space to credit policy, did not explain at all fully the reasons underlying the policies which had been adopted. The first relevant statement which we find is this: “Toward the end of the year [1927], however, in view of the rapid increase in the demand for credit from the security markets, these purchases [that is, of government securities] were reduced in volume and finally discontinued. . . . Early in 1928, when it began to be apparent that industry in this country was again active and that the emergency abroad had passed, the Federal Reserve system determined to exert its influence more actively toward firmer money conditions.” (Pages 3-4.) The report further points out (pages 7-8) that increased loans and investments of member banks, regardless of their purpose, result in the creation of additional deposits which in turn increase the demand for Reserve Bank credit. Therefore “excessive or too rapid growth in any field of credit” is a matter of concern to the Federal Reserve system. It is then shown in detail that in recent years the most rapid expansion of bank credit has taken the form of investments and loans on securities. “The proportion of bank credit that is based on securities has been rapidly increasing.”1


  The annual report of the Secretary of the Treasury, which was released early in 1929, explained the restrictive credit policy as an attempt to curb speculation, but did not explain why such curbing was considered to be a duty of the Reserve Banks. This report said:


  
    As it became apparent, first, that the objects of the policy originally adopted were being accomplished, and, second, that speculation was growing, the policy [that is the easy money policy of the summer and early fall of 1927] was reversed. . . . However, the action taken early in the year unquestionably was not effective with reference to speculation, partly due to the activities of powerful groups of speculators, and partly due to the fact that the public in general believed and acted as if the price of securities would indefinitely advance.2

  


  A public statement issued on February 7, 1929, relative to “direct pressure,”3 developed the Board’s position more fully, as follows:


  
    During the last year or more, however, the functioning of the Federal Reserve system has encountered interference by reason of the excessive amount of the country’s credit absorbed in speculative security loans. The credit situation since the opening of the new year indicates that some of the factors which occasioned untoward developments during the year 1928 are still at work. The volume of speculative credit is still growing.


    Coming at a time when the country has lost some $500,000,000 of gold, the effect of the great and growing volume of speculative credit has already produced some strain which has reflected itself in advances of from 1 to 1 1/2 per cent in the cost of credit for commercial uses. The matter is one that concerns every section of the country and every business interest, as an aggravation of these conditions may be expected to have detrimental effects on business and may impair its future.


    The Federal Reserve Board neither assumes the right nor has it any disposition to set itself up as an arbiter of security speculation or values. It is, however, its business to see to it that the Federal Reserve Banks function as effectively as conditions will permit. When it finds that conditions are arising which obstruct Federal Reserve Banks in the effective discharge of their function of so managing the credit facilities of the Federal Reserve system as to accommodate commerce and business, it is its duty to inquire into them and to take such measures as may be deemed suitable and effective in the circumstances to correct them; which, in the immediate situation, means to restrain the use, either directly or indirectly, of Federal Reserve credit facilities in aid of the growth of speculative credit.

  


  Finally the annual report for 1929 amplified previous explanations in the following terms:


  
    The year 1929 opened with total Reserve Bank credit outstanding in larger volume than in any year since the post-war crisis. Security loans of member banks and brokers’ loans had attained new peaks. Collateral indications derived principally from the intense activity of the securities markets and the unprecedented rise of security prices gave unmistakable evidence of an absorption of the country’s credit in speculative security operations to an alarming extent. There was nothing in the position of commercial credit or of business to occasion concern. The dangerous element in the credit situation was the continued and rapid growth of the volume of speculative security credit.


    The measures taken by the Federal Reserve Banks in the year 1928 to firm-money conditions . . . had not proved adequate. The second half of the year 1928 witnessed an aggravation of the conditions that had called forth the firm-money policy of the Federal Reserve Banks in the first half of the year.


    The credit situation confronting the Federal Reserve system at the opening of the year 1929, therefore, still stood in need of correction.4

  


  The explanation of the policy followed in 1929 brings out a further item in the System’s set of standards to which reference had never been made before. The report stated:


  
    . . . Loans to brokers by non-banking lenders, although they do not directly involve member banks, have nevertheless an effect on the banking situation, both because the banks are aware of the necessity of taking over such loans in case an emergency develops and because their existence and employment results in a much more active use of bank deposits.5

  


  We may now summarize the standards which were stated to have determined the policy of the Reserve Board in 1928 and 1929:


  1. The Board definitely abandoned the idea that the responsibility of the Reserve system’s management is solely for the amount of credit outstanding, not for the use made of it by member banks. Several Reserve Banks, including New York, clung to the earlier doctrine.


  2. It was decided, or assumed, that the effect of stock market lending is to curtail the credit available for other purposes. There is not even a reference in Reserve system literature to the doctrine held by prominent European students that the stock market is only a channel through which credit flows without seepage to its industrial or commercial use.6


  3. In 1928 the principle was laid down for the first time since the era of war-time controls that it is the business of Reserve management to see to it that no line of activity gets more than its share of the credit resources of the Reserve system. No general test for the determination of the fair share of any interest was set up, but it was clearly implied that any sharp change in the proportions going to different uses is presumptive evidence that some interest is getting more than its share. It was stated, indeed, that stock speculation was not entitled to any share, but no real effort was made to keep all Reserve credit from speculative uses. Such an attempt would have meant cutting the stock market off from all member bank credit, since all member bank credit rests on Reserve credit.7


  4. In 1929 the principle that the stock market should not have access to Reserve Bank credit, or to more than its share of it, was broadened so as to apply to its use of credit obtained from other than banking sources. The situation was deemed not to have been corrected early in 1929, though member bank security credit was not expanding, because the stock market was now getting credit from other lenders.


  5. As a practical matter, though not in theory, the Board assumed responsibility for the volume of stock trading and the level of stock prices. In the statement of February 7, 1929 it was said that: “The Federal Reserve Board neither assumes the right nor has it any disposition to set itself up as an arbiter of security speculation or values.” Similar statements were frequently made by Reserve officials.8 But the course actually followed by the Board and the Reserve Banks in 1928 and 1929 differs only in name from an attempt to set the System up as an arbiter of security values. It makes little difference whether the objective is to correct stock market values and reduce stock market activity or only to correct credit conditions, if stock market values and stock market activity are made the chief test as to whether credit conditions are in need of correction. And this seems to be a fair statement of what was actually done. Not only does the Board cite “collateral indications derived principally from the intense activity of the securities markets and the unprecedented rise of security prices” as evidence of absorption of the country’s credit by the stock market, but it admits that at the end of 1928 there was “nothing in the position of commercial credit or of business to occasion concern.”


  The money market did not show evidence that speculation was absorbing credit which was needed elsewhere. The only evidence ever cited by the Reserve system in support of its conclusion that security speculation was absorbing an undue proportion of the country’s credit, aside from the fact that the volume of security loans and of brokers’ loans, the prices of stocks, and the turnover of stocks were breaking previous records, was found in the movement of interest rates. The statement of February 7 sets forth the view that “the effect of the great and growing volume of speculative credit has already produced some strain which has reflected itself in advances of from 1 to 1 1/2 per cent in the cost of credit for commercial uses.” This was a most surprising statement, since Federal Reserve policy had been vigorously directed for more than a year to the end of bringing about just such a rise in money rates. Since the System’s portfolio had been “practically exhausted by the sales made in the first half of 1928,”9 discount rates had been raised to 5 per cent at eight Banks, and strong “moral suasion” had been exerted against continuous borrowing, it would have been strange if open market interest rates had not advanced, regardless of whether the stock market got more or less than its share of credit.


  The sequence of changes in Reserve policy and changes in money rates in the open market, shown in the chart on page 155, supports the conclusion that the tightness of the money market in 1928 and 1929 was due to Federal Reserve system policy rather than to stock market activity. In 1926, after years of stock market activity, money was not dear. It became cheap in response to Reserve system policy in 1927, and became progressively dearer as the Reserve system’s policy became more restrictive in 1928 and 1929. Every Reserve Bank advanced its discount rate to 4 per cent in late January or in February 1928, and to 4 1/2 per cent in April or May; in June and July the rate at eight Banks went to 5 per cent.


  
    Discount Rate at New York, Security Holdings of Reserve Banks, and Commercial Paper Rate, 1928-29
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  Reserve Bank holdings of United States government securities fell steadily and rapidly from 606 million dollars in December 1927 to 213 million dollars in July 1928. At first this decrease was merely the liquidation of abnormally large holdings accumulated late in 1927, but from May for more than a year the portfolio was considerably smaller than it had been since the early spring of 1924. Open market interest rates responded promptly to this change of policy. In January and February 1928 commercial paper rates ranged slightly below those charged a year before;10 in March they were at about the same level as in 1927; in April and May they were a shade higher; and from June on they were higher than they had been at the corresponding season since 1920. Other open market rates showed a similar tendency. Call loan rates advanced steadily, and from May on averaged higher than at any time since 1921. Time collateral loans showed the same trend. Rates charged over the counter in New York responded more slowly, but from June on were definitely above those of recent preceding years. There is an obvious parallelism between the advance of Federal Reserve discount rates and the reduction of holdings of securities on the one hand, and the advance of market rates of interest on the other hand.


  In 1929 Reserve system policy became still more restrictive; the policy of eliminating open market holdings was extended to acceptances as well as government securities; rates were advanced to 6 per cent in those Banks which had a lower rate, and rediscounts were refused to banks which would not co-operate in the policy of starving the stock market. In spite of gold imports member bank reserves showed an actual decline. Money rates responded by a further very sharp advance.


  The Reserve Board’s treatment of brokers’ loans on account of other than bank lenders did not reflect a whole-hearted desire to conserve credit for commerce


  and industry. So far as the purpose was to conserve credit for the need of trade and not to correct security values, an increase in the non-banking loans should have been greeted with hallelujahs. For whenever a broker borrowed from an individual or corporation in order to pay off a loan at a bank, total deposits were reduced, and the necessary volume of bank reserves was therefore also reduced.11 Reserve credit was thus freed to support other credits for industry and agriculture, if there was a demand for them. And if the total volume of brokers’ loans increased because a broker borrowed from a corporation or individual, not in order to pay off a bank loan but to increase the total amount of funds at his disposal, there was no increase of bank deposits or decrease of reserves; hence there was no impairment of the lending power of the banks.


  Nevertheless the attitude of our Reserve system toward this new credit system was one of suspicion and hostility. After the drastic liquidation of October and November 1929 the Board said:


  
    Although there has been an increase in the volume of bank credit, as the banks have taken over loans of non-banking lenders, the total volume of funds used in the money market had decreased by a large amount and the general credit situation had been improved by the liquidation of these loans.12

  


  The annual report for 1929 (page 7) gives two reasons for the Board’s interest in loans by “others”; first that loans to brokers have an effect on the banking situation because the banks are aware of the necessity of taking over such loans in case an emergency develops, and second that the existence of such loans results in a much more active use of bank deposits.13 Of these points the second was not at this time developed fully enough to be clear. More active use of bank deposits was certainly not in itself an evil to be corrected nor was it shown that it carried with it any undesirable consequences.14 The first point, namely that loans by non-banking lenders constitute a virtual contingent liability to the banking system because “the banks are aware of the necessity of taking over such loans in case an emergency develops,” is worthy of consideration. It is a new doctrine, the traditional banking theory being to the effect that when there is a conflict between commercial demand and stock market demand the stock market always has to give way. Undoubtedly, there is some force in the new view. The banks, including the Reserve Banks, did feel a certain responsibility to support the market when necessary by taking over these loans (though the commercial banks did not keep any unused margin of reserves for this purpose).


  When the stock market collapse came it was in fact accompanied by a very large shifting of loans from “others” to banks. Loans on securities by reporting member banks jumped from 7,632 million dollars in the first week of September 1929 to 8,746 million in the first week of November, and brokers’ loans by domestic banks rose in one week from 1,077 million to 2,069 million. Offsetting this latter expansion there was a shrinkage of 1,400 million dollars in loans “on account of others.”


  This shifting process, however, did not involve a tightening of the market and did not result in compulsory liquidation. The New York banks had already pegged the call loan market at 6 per cent and this rate was not advanced. Moreover, and more important, credit was available for everyone who had collateral. In previous panics margin speculators had been sold out because loans could not be obtained to carry them; in this panic many were sold out because margins were exhausted by the decline in the value of their collateral, but those who were able to keep their margins good were able to get credit throughout the panic period at rates much lower than had been quoted a few months before, while the market was booming.


  How were the banks able to take over the load of loans on account of “others” without a credit strain? Partly by the support of the Reserve system. As has just been indicated, the Reserve Banks made very large open market purchases. From September 30 to October 31 the reserves of the member banks were increased in this way by 340 million dollars, or 14 per cent, which is several times as rapid an increase as had ever been recorded previously. When the non-banking lenders called in their enormous loans to brokers, they did not hide the proceeds away in cash in the corporate equivalent of a chimney corner. They did one of two things: they bought securities or they deposited the funds in banks. In the first case the need for brokers’ loans disappeared along with the loans themselves; in the second case the banks were put in possession of funds to lend to brokers and other security holders, but additional reserves were needed to support the additional deposits. The relative extent of the two processes is indicated approximately by the following figures: From October 2 to October 30 reported brokers’ loans on account of non-banking lenders shrunk by 1,443 million dollars; while brokers’ loans on account of banks expanded by only 177 million. Total security loans of reporting member banks expanded by 1 1/2 million dollars, while total deposits of reporting member banks expanded in the same period by 1,858 million.15 To support this increased volume of deposits it was necessary merely to release again the Federal Reserve credit the impounding of which led to the original creation of the loans on account of “others.” Federal Reserve credit expanded between September 30 and October 31 by 272 million dollars, considerably less than the amount by which it had been contracted in the single month of January 1928.


  To what extent the outside lenders withdrew in panic and threw the burden on the banks, to what extent the shrinkage was due to withdrawal of loans by investors who wished to take advantage of the lower level of stock prices to make purchases, how far it was due to lowering of call loan rates, and to what extent it was merely a nominal change arising out of relations between banks and affiliated companies it is impossible to state. But it is certain the outside lenders did not withdraw their money from the market until concerted action by the New York banks lowered the rates below those which had originally attracted the outside lenders into the market. This fact makes it impossible to appraise the claim that loans “on account of others” present a dangerous element of instability. There is no doubt that the private lenders are easily driven out by falling interest rates, but falling rates are themselves an evidence of the ability and willingness of the banks to take over the load. They are not the evidence of an emergency. It is impossible, therefore, to base a valid conclusion on this experience as to how outside lenders would behave in an emergency great enough to justify the payment of emergency rates. Undoubtedly the supply of non-banking credit is elastic; that it is undependable has not yet been demonstrated.


  We turn now to an appraisal of the objectives of Reserve system policy which, as we have noted, were common to both parties to the internal controversy. Did the Reserve system for these two years operate on a sound theory of the proper aims of central bank policy? We shall consider first the purpose which has been emphasized throughout the period; the safeguarding of the credit resources of the country against absorption by the speculative markets.


  The theory that stock market speculation tends to curtail credit for other purposes has given rise to much controversy. With reference to the effect of stock market loans on the ability of the banks to make loans for other purposes, there is a wide divergence of opinion among students of economics. At the one extreme stand a group of bankers and scholars, mainly European, who contend that stock market loans absorb no capital whatever; at the other extreme are those who contend that the extension of a loan by a bank to a broker means a corresponding curtailment of the ability of the banking system to meet the needs of the commercial and industrial community.16


  The first position was stated clearly by Professor Cas-sel at the hearings on the Strong bill and has been developed by him more fully in numerous writings. He has stated the doctrine as follows:


  
    . . . we shall repeatedly come across statements to the effect that the loans to the New York Stock Exchange have withdrawn money from productive uses. We find bitter complaints that industry and agriculture have thus been deprived of working capital. It has also been contended that the large demands of the Stock Exchange have forced up the rates of interest on capital for productive purposes. And hopes have been expressed that it will eventually be possible, by restricting credits to the Stock Exchange, to cause speculation to collapse and thus release capital for productive uses.


    This whole view is in reality devoid of any foundation. If the New York member banks increased their loans to the Stock Exchange, in round figures, from three milliard dollars in July 1927 to four and a half milliard dollars in June 1928, this by no means signifies that the enormous sum of one and a half milliard dollars has been withdrawn from industry and commerce. Viewed in the rough, what has happened is merely this, that speculators have borrowed one and a half milliard dollars in order to buy securities on the New York Stock Exchange, but that exactly the same sum has gone to the sellers of those securities, and has thus been placed at the disposal of the real capital market.17

  


  And again as follows:


  
    To begin with, it should be possible for all of us to agree on the following simple propositions:


    1. If a new buyer of shares has appeared and has bought part of the stock of shares without any rise in price, and if he has paid for the shares solely out of his own resources, the Stock Exchange will not have absorbed any capital from outside, and the supply of capital in the country will remain as before. The buyer has indeed withdrawn capital from other uses, but the same amount of capital will have gone to the seller, who will invest it in industry or commerce, or, at all events, outside the Stock Exchange. If this transaction is repeated any number of times during the year, the result is bound to be the same. Thus it will make no difference whether in the course of the year any seller has appeared also as a buyer.


    2. If a new buyer of shares has borrowed part of the necessary capital, this will not materially alter the position. The only difference is that the capital has been supplied by a larger group of persons; but the entire capital will have gone to the sellers, who will return it to industry and trade.


    3. If the aggregate price of the shares has risen by a hundred millions, but if no shares have changed hands, the holders of the shares will not have withdrawn any capital from industry and commerce. True they now possess a larger capital than before, but this accretion of capital has been obtained in virtue of the rise in the value of the shares. Or, to invert the proposition: A larger amount of capital is indeed now required in order to hold the entire stock of shares, but the additional capital needed has been obtained by the holders through the actual rise in the price of the shares, and thus no capital has had to be withdrawn from other sources.


    It has thus been established that no drain on capital is involved by the appearance of new shareholders, nor by the borrowing of money for the purchase of shares, nor by a rise in the price of shares. But, if none of these three factors entails the withdrawal of capital from industry and commerce for investment in shares, it follows that no combination of these factors can have that effect. Thus, if at the end of the year the entire stock of shares had passed into the hands of new holders, and if, in order to acquire it, they have borrowed a certain amount of capital, so that they are in debt to that extent, and if moreover the value of the stock of shares is greater by a hundred millions than at the beginning of the year, all these changes taken together cannot have entailed the withdrawal of any capital from industry and commerce. Thus the amount of capital available for industry and trade will at the end of the year be precisely the same as though these changes had not taken place.18

  


  At the other extreme stands the view of Dr. B. M. Anderson who says, in connection with the passage from Professor Cassel’s writings first quoted above:


  
    This argument is shot through with fallacies. An increase in commercial bank loans, of whatever kind, whether stock market loans, commercial loans, real estate mortgage loans, or loans of any other kind, tends to reduce the ability of the banks to make other loans, and tends to raise rates of interest to other borrowers. The point is that when a bank makes a loan, it must either pay out cash from its reserves, reducing its ratio of reserves to deposits, or else increase its deposits, which again reduces the ratio of reserves to deposits, though at a less rapid rate. With declining reserve ratios, interest rates rise. Stock market loans have precisely the same effect here that any other loans have. Interest rates in the United States today would undoubtedly be a great deal lower for all purposes than they now are if four or five billion dollars of deposits were cancelled in the process of liquidating four or five billion dollars of bank loans against securities.19

  


  There are several distinct factors involved in a stock market boom, and the apparent conflict between Cassel and Anderson reflects chiefly a concentration of interest on different factors, rather than a difference of opinion as to what actually takes place. Professor Cassel’s argument is correct, in so far as it relates to the increasing turnover of old shares and the changes in the prices at which transfers take place. These changes do not of themselves withdraw any funds from industry. Nor is the case necessarily altered by the fact that buyers operate with borrowed money. Whatever credit is absorbed at one point is released at another point by payment for securities. The seller may use the money to finance his own business, or to pay off unsecured loans, or he may lend it to individuals who would otherwise themselves have become bank borrowers.


  Similar considerations apply to the floating of new stocks. Stock market securities are merely evidence of the ownership of the capital of going industries. When a share of stock is first sold the issuing corporation gets the same amount of capital no matter whether the stock is bought by an investor out of savings or by a speculator who borrows the funds from someone else. And obviously it is no more likely to hold funds idle in the one case than in the other.


  So far Professor Cassel is right. There are, however, two ways, not taken account of in this analysis, in which a stock market boom might “absorb” funds. One is the increased use of funds by brokers and speculators in financing the actual turnover of securities; the other is the creation of new deposits which remain idle in the hands of sold-out investors who believe that securities are over-valued. Both these points have to do solely with the effect of the boom on the volume of deposits which the banking system has to support; neither has anything to do with the volume of payments effected by these deposits.20 So long as the volume of reserves required is determined by the volume of deposits outstanding, the effect of the stock market boom on the supply of bank credit must be viewed in terms of its effect on the volume of deposits; only confusion results from attempts to relate the problem directly to the volume of payments to be effected.21


  At first glance it would seem obvious that either an increased physical volume of stock market trading or an unchanged turnover of stocks at rising prices would require the maintenance of larger average cash balances on the part of both brokers and their customers. This is admitted by Professor Cassel in the following passage:


  
    . . . The theory that the Stock Exchange absorbs capital must purport that the speculators pile up balances on current account to such a height that, in the last instance, the central bank has to increase its gold reserve. This reserve constitutes, however, only a small percentage of the banks’ total sight deposits. The possible increase in the demand for gold is in any case of a totally different magnitude than the demand for capital to which allusion is made when people speak of the Stock Exchange and its absorption of capital.22

  


  This statement is not consistent with Professor Cassel’s sweeping denials that stock market loans absorb any of the lending capacity of the banks, and moreover gives a misleading picture of the situation. The point at issue is not merely whether a central bank has to increase its gold reserves, but whether member banks have to replenish their reserves by using more central bank credit and as a result are led to pursue a more restrictive credit policy. If a central bank follows the established tradition of carrying a surplus reserve to enable it to exercise discretion in its operations, the pressure on the commercial banks normally begins before the central bank has to import gold.


  Practically, however, the point is of no consequence, at least for American conditions, because the turnover is so high and so elastic as to make the necessary amount of brokers’ deposits vanishingly small. Payments for stock are made largely by morning loans which are paid off during the course of the day. Longer loans may have to be made to pay for the net balance of stock delivered to brokers who have bought more than they have sold. But the funds paid over on a given day to a broker who has sold more stock than he has bought for that day’s settlement will be used to pay off his carry-over loans or those of others, so that as a rule the whole expansion of the deposits resulting from the morning loans is cancelled before the close of business and does not appear on the banks’ reports of deposits at the close of the day. There is no theoretical limit to the volume of business which can be supported by a given volume of reserves, if substantially everything is liquidated each day before the banks’ statements are made up. As service balances required of brokers do not vary in proportion to their loans, as is customary with commercial loans, there is no theoretical necessity for brokers to increase their average balances as their turnover goes up. And in fact brokers’ deposits do not, unless in periods of very slack business, represent more than an insignificant percentage of the amounts turned over through them.23


  As to speculator’s balances, statistical information is lacking. Reisch has made much of the lag in the flow of funds through the stock exchange mechanism, suggesting that balances obtained by the liquidation of securities may remain in the stock exchange circle for long periods of time, passing from one hand to another.24 There seems to be no reason, however, why speculators should suffer the loss of interest involved in carrying large balances, even for short periods of time. Large sums can be loaned in the call market, and most speculators whose operations are not large enough to make the call market interesting carry their working balances on the books of brokers rather than of banks. Any tying up of reserves involved here must be insignificant.


  Reference was made above to a second way in which a stock market boom may throw an increased load on the banks, and lessen their capacity to finance industry and commerce. This is through its tendency to encourage an indirect type of financing in which instead of investors owning stocks directly, the real investors carry bank deposits and the banks either own the securities or carry them as collateral for loans to speculators. The greater the proportion of this indirect investment the bigger is the body of bank reserves needed to finance a given volume of industry and trade at a given price level.25


  Let us consider first the old securities. If the whole mass of securities which represent the country’s productive resources were owned substantially outright by investors who did not borrow from banks in order to carry their holdings, all the existing bank reserves would be free to support the deposits arising out of commercial and industrial working capital loans and none would be required to support the investment structure. If in this situation part of the securities are sold either to banks or to speculators who carry their holdings on bank credit, the former owners must take newly created bank deposits in exchange. They may decide to use these new deposits in industry or lend them to those who would otherwise be applicants for bank loans, but they may not. If they do not, part of the bank reserves will be tied up in support of these investment deposits, and the supply of bank credit for other purposes will be correspondingly curtailed.


  The case of the new security issues is similar. If new issues are bought by investors who pay for them out of savings there is no net increase in deposits and consequently no load is thrown on the banking system; but if the new securities are taken over directly or indirectly by the banks, and those who have done the saving keep their funds in the banks, then reserves are tied up. Anything which increases the proportion of investment which takes the form of bank deposits—time or demand—decreases the total capacity of the banks to furnish funds for other than investment purposes.26


  So far, however, our conclusion relates only to the effect of speculative carrying of stocks on bank loans as compared with outright purchase by investors. It remains to inquire whether this conclusion has any relation to stock market activity. Neither a rise in stock prices nor an increased turnover of stocks necessarily means that bank credit is used to carry any larger volume of stocks than before. A priori we should expect, however, that a major rise in the prices of stocks will be accompanied by increased resort to banks to finance the holding of stocks, and observation confirms this.27 The number of corporation stockholders increases in times of stock market depression and decreases in times of boom, which probably means that an increasing proportion of the stock passes, in times of lower security prices, into the hands of nonborrowing investors.28


  This conclusion is confirmed by data published by the United States Steel Corporation concerning the percentage of its common stock which is registered in brokers’ names. The data are as follows:29


  
    
      	Year

      	Percentage of Stock Held by Brokers
    


    
      	1913

      	51.48
    


    
      	1914

      	46.73
    


    
      	1915

      	45.87
    


    
      	1916

      	55.08
    


    
      	1917

      	51.88
    


    
      	1918

      	43.22
    


    
      	1919

      	40.65
    


    
      	1920

      	30.65
    


    
      	1921

      	22.45
    


    
      	1922

      	24.36
    


    
      	1923

      	22.76
    


    
      	1924

      	22.97
    


    
      	1925

      	26.31
    


    
      	1926

      	28.01
    


    
      	1927

      	26.23
    


    
      	1928

      	23.69
    


    
      	1929

      	23.85
    


    
      	1930

      	18.84
    


    
      	1931

      	14.12
    

  


  Though the most conspicuous thing about the figures is their downward trend, there is also some tendency for the holdings of brokers to increase in times of stock market enthusiasm.


  The conclusion seems justified that one effect of a stock market boom is an increase in the proportion of the country’s investment securities which is carried in the banks. The resultant increase in the use of deposits for investment purposes is the most plausible explanation of the discrepancy between the growth of bank deposits which occurred in this country between 1921 and 1930 and the contemporaneous movements of commodity prices and the volume of trade. The new balances were not currency deposits;30 they were investments held by those who considered it better business to sacrifice current income for the sake of a more advantageous purchase at a later time. Such an increase even in the form of time deposits does necessitate higher bank reserves to carry the same volume of investment and could theoretically be of importance in cramping the expansion of trade. Anderson is right to this extent, and Cassel is wrong.31


  It is to be emphasized, however, that there is not the slightest evidence that there was any serious locking up of deposits in speculation in 1928-29. Until well on in 1929 the growth of reserves was ample to keep pace with both the demands of industry and those of the investment market, as is evidenced by the lack of tension in the commercial paper and other short-term money markets. Because of the ease of flotation of stocks, many corporations were paying off their bank loans; the demand for short-term credit was contracted quite as much as the supply.32 Short-term money remained cheap until 1928 when the Reserve system deliberately curtailed available reserves in order to tighten the money markets and check the stock market boom. Even then there was little evidence that business activity was adversely affected. The rate of production and the rate of employment rose in the first half of 1929. The credit pinch was felt much less here than in foreign countries from which gold was being drawn by the high rates offered for credit in New York.


  Brief consideration may be given to, the other arguments mentioned at the beginning of this chapter, which have been advanced by critics in justification of a restrictive policy though they have not been cited as standards by the Board or the Reserve Banks. These include, first, the impairment of the security behind bank loans from an over-valuing of stocks; second, the desirability of curbing speculation on account of its immoral character; third, prevention of the individual losses which attend a collapse and the depressing effect on trade which follows from such losses; and fourth, the direct effect of over-speculation in creating a trade boom by making long-time money abnormally cheap and by stimulating extravagant buying on the part of successful speculators.


  The first and second of these points need not detain us long. From the standpoint of safety, speculative security collateral loans have proved themselves admirable bank investments. Their liquidity in ordinary times is excellent; in extraordinary times any type of loan is likely to freeze up.33 The facility with which bank officers can check up on the value of the collateral makes it easy to safeguard such loans. The danger of loss on account of a sudden collapse of values or drying-up of the market necessitates care in requiring an adequate margin, but it is easier to enforce the requirement that a margin shall be kept good with this class of loan than with any other. Even during the drastic liquidation period of 1929-31, call loans and time collateral loans on stock market collateral involved little loss to the banks.


  The traditional hostility of this country to speculation on moral grounds has been a source of some pressure toward repressive action but has never been acknowledged by Reserve authorities as a guide to their policies, and probably has been of little real influence. The terms “speculation” and “legitimate business” are constantly used in antithesis, especially in Congressional debates and hearings. It is very widely assumed that any policy which minimizes the facility of speculative operations tends to support the foundations of morality.


  The negative attitude of the Reserve system toward this argument seems to me correct, not because the moralists are 100 per cent wrong34 but because the question involves a balancing of social values which is not a proper task for an administrative body. The issue is legislative in character. If the net balance of social advantages and disadvantages is against the stock exchange, the proper line of attack is either to prohibit security trading, or to make stock speculation more difficult and expensive.


  There is no assurance, however, that such measures would interfere with the undesirable more than with the desirable features of the trade. In any case, the formulation of public policy in regard to speculation is the task of Congress and of the state legislatures. It is no part of the task of credit control to remodel our business life by attacking an institution with which the legislative authority, after repeated investigations, has so far declined to interfere.


  Many critics have made the point that speculators who sell out on rising markets increase their consumptive expenditures. Complaints on this score rest on a fact of observation, namely, that certain types of expenditure are stimulated by the cashing in of profits on rising stock markets. It does not appear obvious, however, that this is a procedure about which there need be any alarm. The whole end and aim of the economic process is consumption. Complaints that a particular economic development is enabling individuals to expand their consumption are only significant if it can be assumed or proved either that the pre-existing allocation of our social income between consumption goods and production goods is ideal, or that the ideal proportion of consumption to savings is being exceeded. This seems by no means axiomatic.


  As to the dangers inherent in the over-valuation of securities, the only way in which any administrative body could exercise supervision over stock values would be to assume that past precedents will govern in the future. Any one can tell when prices are at an unprecedented height—no one can tell how long they will stay there. Earnings and dividends we know something about, but the rate at which the public is willing to capitalize those earnings and dividends no one can predict. For many years the element of safety in bonds was so over-valued that buyers of stocks on the whole came out better than buyers of bonds and buyers of second-grade bonds came out better than the buyers of first-class. Most stocks now seem to have been over-valued in comparison with other investments at 30 times earnings, but relative overvaluation is no proof of instability. Before the war, Iowa farm lands were capitalized on the basis of 40 times rents, and stayed at that level for years.


  There are only two lines of argument in defense of the Reserve system’s attack on the Stock Exchange which seem to me at all forceful. One of these is the fourth consideration suggested above, namely, that the security boom was, or threatened to become, the generating factor in a dangerous industrial or commercial boom. If excessive optimism expresses itself through a stock market boom, with the result that corporations are able to float an excessive volume of securities and thus obtain funds derived from an expansion of bank credit, the checking of the boom may turn out to be the sort of service which the Reserve system all along had held itself responsible to perform. If a stock market boom was the channel through which credit inflation was taking place, the maintenance of a sound credit situation would justify the checking of such a boom, though there would be so much the less argument for “direct pressure” to keep the effect of credit restriction localized in the Stock Exchange.


  However, it seems reasonable to assume that if a stock market boom is enabling business to finance a boom by an expansion of bank credit, transmitted to industry through the stock market channel, evidence of that fact ought to be found in the commodity markets and in the operations of industry. It is hardly safe to assume that, because stock prices are soaring, an excessive volume of investment, financed indirectly by bank credit, must be taking place.


  The other legitimate ground of apprehension in connection with the boom concerns the effect of the growth of security loans and investments on the total volume of bank credit outstanding. Even though the deposits which were created on account of these assets were of the nature of investments rather than of currency, they increased the economic area subject to shock, and probably operated to intensify the depression of 1929-31, though they did not cause it. We consider this question more fully at a later point. Here it is sufficient to say that if the tendency to an expansion on the part of the banking system was dangerous—and I believe it was—the procedure was not to attack the stock market, but to bring pressure to bear upon the banks to decrease the volume and the proportion of their security holdings.35


  In my judgment, the case for the campaign against speculation was weak. It is easy now to see the evidence of over-optimism in the judgment of those who made the stock prices of 1929—though today’s appraisals may look just as absurd three years hence. And it is easy to make the stock market boom the scapegoat for all the ills we have suffered since. But this is all post-rationalization, and is rooted in our ignorance of the forces that make one year briskly prosperous and another hopelessly depressed. There was no evidence in 1928 or 1929 that business and agriculture were suffering from the competition of the stock market—there was only apprehension that such suffering might ensue.


  There was no evidence until late in the spring of 1929 of the existence of an unsound credit situation, if the soundness of the credit situation was judged by the standards set up in the Federal Reserve Board’s report for 1923 and in subsequent statements.36 There was no evidence in 1928 or 1929 that brokers’ loans were too high for safety, except that they were higher than a few years before. There was ground for apprehension that stock prices were, or would become, so high as to precipitate a crash, but the Reserve Board had no way to form an expert judgment on this question that was not open to the whole speculative public as well. To the conservative-minded, prices looked too high by the spring of 1928. They were just as high after the first great crash, say in December 1929, but they then appeared very low because everyone had become accustomed to the higher levels. There was really no reason to regard an index number of 151 as too low in December 1929, and one of 152 in May 1928 as too high; and no justification for trying to pull down the earlier figure and to bolster up the later one.
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CHAPTER IX


  RESERVE CREDIT AND THE GOLD SUPPLY


  Up to this point we have made only passing reference to the international movements of gold in their bearing on the problems of the Reserve system. This is not because the gold flow has been an unimportant factor in the problems with which the Reserve system has to deal, but because its control has not, save in one or two instances, been an objective of policy.


  The large excess reserves which resulted from the gold imports of 1920-21 and the liquidation movement of 1921 made it possible to ignore the gold movements to an extent quite unparalleled in the history of central banking. While the movement of gold has at times interfered with the smooth working of Federal Reserve policy, and has made it impossible to make decisions on the basis of American credit conditions in detachment from those of the rest of the world, the necessity of protecting the gold reserve has not dominated the situation.1


  In this chapter we shall trace through the decade 1922-31 the time relationship of changes in the gold stock and changes in Reserve Bank assets in the hope of uncovering the mutual influences which credit policy and gold movements have had upon one another.2


  I. THE GOLD MOVEMENT AND THE VOLUME OF CREDIT


  The accompanying chart shows the changes in the monetary gold stock of the country together with coincident changes in total Federal Reserve credit outstanding (government securities plus acceptances plus rediscounts), and the combined total of gold stock, Federal Reserve credit, and Treasury circulation. This combination makes up the supply of credit resources.


  As the chart shows, there were, in the years from 1921 through 1931, three great waves of accumulation and disbursement of the monetary gold stock of the United States. The first increase shown, terminating in the middle of 1924, was the continuation of a movement which began in the middle of 1920 and was already past its most rapid stage at the time our story begins. This inflow, as we have pointed out elsewhere, was possible only because of the abandonment of the gold standard by most of the civilized nations of the world. Gold was not bought freely at the mints or central banks at its market value in the depressed currencies; hence the product of the mines and the gold which was released from hoards flowed to the countries where its market was the best. Except for shipment to America or to the Orient, gold was a frozen asset. This movement was wholly different in character from anything that has taken place since.


  At first the gold imports raised no question of policy, partly because Reserve Bank ratios were very low, and partly because member banks were so heavily in debt to the Reserve Banks and the demand of the public for bank loans was so light that the banks preferred to pay their debts rather than to try to expand credit. But with the termination of the acute stage of depression the member banks ceased to reduce their indebtedness and began to use the inflowing gold to increase their reserves.


  
    Support for Member Bank Credit, 1922-31
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  This movement raised the question whether the Reserve system was to bring the gold into full use; that is, whether the Reserve Banks were to consider themselves free to expand their earning assets so long as they had themselves a safe margin above the legal requirement of a 40 per cent reserve against notes and a 35 per cent reserve against deposits. American tradition would have sanctioned such a policy. The reserves of the Federal Reserve system were now adequate to support a credit structure nearly twice as great as that which had collapsed in 1920. It might even have been possible to maintain such an expanded credit structure in the face of European stabilization, if the stabilization programs were carried through on the basis of the depreciated value of the currency units with gold reserves appropriate to the devalued currencies. However, in 1922 no Western European country had abandoned the idea of stabilizing on a gold basis, and many of these countries still contemplated stabilization at the old par values of their currencies. It was anticipated that whenever stabilization was effected, or seriously attempted, a large proportion of the gold which was coming to America would return to Europe.3


  For this reason and also because there was no disposition to face the probable domestic consequences of a fresh inflation, it was decided without hesitation and without controversy not to attempt to make the new gold the basis of a pyramid of Reserve credit. Therefore, either the required ratio had to be increased or the reserve ratio had to be abandoned as a guide. The solution of the problem was the policy of maintaining a “sound credit condition,” which was discussed in Chapter V.


  This policy did not mean, however, that the gold was sterilized. It meant only that there was no “secondary” expansion, that is, no expansion of Reserve Bank deposits and note issues on the basis of the use of the new gold as a 35-40 per cent reserve. How far the gold served as a basis of primary expansion, that is, pyramiding of member bank deposits, depended on the extent to which imports of gold were offset by contraction of Reserve credit. It is of importance, therefore, that we get a clear picture of the relationship between changes in the gold stock and changes in the sum of the gold stock and the outstanding volume of Federal Reserve credit.


  In 1922, when business conditions were so bad that there was no apparent danger of inflation, member bank reserves were allowed to increase by nearly as much as the gold inflow, Federal Reserve credit showing little change.4 In 1923, on the other hand, when business was expanding with great rapidity, of the 300 million dollars of gold added to the national monetary stock, 140 million was offset by reduction of Federal Reserve credit, the balance being absorbed in the monetary circulation.5 In 1924, most of which was very unprosperous, reserves expanded by the full amount of the gold inflow. In 1925 a considerable loss of gold in the first half-year was offset by a more than seasonal shrinkage in monetary circulation and a reduction in member bank reserves. Federal Reserve credit did not expand to make up the loss. It did, however, expand more than seasonally in the last half of the year. For the whole period from the end of 1921 to the end of 1925, the volume of Reserve credit remained practically stationary except for (a) seasonal changes due to fluctuations in the currency requirements of the country which have no significance as indicators of over- or under-expansion of credit, and (b) a sharp decline and an equally sharp recovery in connection with the depression and revival of 1924. The net change for the four years was only 36 million dollars, or 2 1/2 per cent. Changes in the volume of member bank reserves and in the currency circulation corresponded with surprising accuracy to changes in the gold supply.


  In the next four years the relationship between gold and credit was entirely different. From the end of 1925 through 1929, instead of Federal Reserve credit alone it was the total credit base, consisting of Federal Reserve credit plus monetary gold stock plus Treasury currency,6 which tended to remain constant. During the first half of each year the sum of the Federal Reserve credit outstanding and the gold stock varied only slightly from 5,700 million dollars. In the second half of the year there was regularly an expansion of Reserve credit of 250 to 300 million dollars to take care of the increased demand for hand-to-hand currency. Aside from this seasonal adjustment, changes in gold stock and changes in Federal Reserve credit offset one another, sometimes because Reserve credit was expanded or contracted following a gold movement, sometimes because the gold movement adjusted itself to the Reserve situation in this country. In short, whereas from 1922 through 1925 the contribution of the Federal Reserve system to the credit resources of the world was approximately stable, in 1925-29 it was the total amount of support for currency and bank credit in the United States that was stable.


  Finally, in 1930-31 we have still a different situation. In this period, especially in 1931, there was a great shrinkage both in the amount of Reserve credit and in the total of all forms of credit base which was effectively available to support member bank operations. This situation, however, is masked in the actual figures for 1931 by a great expansion of sterile credit in the form of hoarded notes.


  The shrinkage in 1931 was no part of any Federal Reserve scheme of control. The case was similar to 1921. The tide of deflation was so strong that the gold supply and the Federal Reserve credit policy both ceased for the time being to have any effect on the volume of borrowing. Through the first part of the year, bank credit was steadily liquidated under the influence of declining demand for customers’ loans and growing scarcity of investments which were deemed to offer adequate security. And toward the end of the year currency hoarding and runs on banks instilled into the minds of bankers such a passion for liquidity that excess reserves appeared in unprecedented volume. Naturally the volume of bank reserves showed no consistent relationship either to gold flow or to Reserve system credit policy.


  II. GOLD STOCK AND CREDIT POLICY


  When confronted by a gold inflow, as was the Reserve system during most of the period under consideration, a central bank can be guided by standards of policy so different that there is room for disagreement even as to what is the distinction between a positive policy and a do-nothing policy. We may approach the question by stating first the extreme limits of a central bank’s possible response to a gold inflow; then consider practical intermediate policies.


  On the side of liberality the most extreme interpretation of central bank responsibility would demand that the bank expand its own operations, by security purchases and by encouraging borrowings, to the full amount which the new reserve would permit. On this basis the import of gold during the eight-year period which ended with the stock market crash of 1929 would have permitted an expansion of roughly 1,500 million dollars of Federal Reserve member bank reserves, instead of the 600 million dollar increase which actually occurred. This, of course, is merely a limiting figure, not a practical estimate, since it is based on the assumptions (a) that the pursuit of such an expansionist policy would not have reduced the amount of the gold inflow;7 (b) that the public could have been induced to carry 9 billion dollars of additional bank deposits without the necessity of the banks paying prohibitively high interest on these deposits; and (c) that the commercial banks could have increased their assets by some 9 billion dollars above the figures actually reached without running up the price of securities so high, and cutting their standards of safety of loans so low, that they would have preferred to carry excess reserves rather than to expand enough to use them. While no one, so far as I know, has explicitly argued for such a policy, its desirability seems to be the implicit assumption of those critics who accuse the Federal Reserve system of pursuing a radically deflationary policy.


  The opposite extreme would be a policy of offsetting all gold imports by sales of securities and all exports by purchases, so that the credit element in the credit base would go down as fast as the gold element went up. The statement that it has been the Reserve system’s policy to sterilize gold imports implies that the Reserve system practice has been governed by this extreme principle. In fact, the policy actually followed was almost as far from this extreme as from the other. For if such a policy had been followed from 1921 on we should have had at the end of 1929 (still assuming that the gold movement would have been the same as it actually was) member bank reserves of about 1,750 million dollars, instead of 2,374 million dollars. In January 1930 Federal Reserve credit outstanding would have been only about 700 million dollars instead of 1,300. No expansion of member bank credit would have taken place, except that which resulted from the substitution of time for demand deposits and the shifting of deposits from banks with high reserve ratios to those with low reserve ratios.


  With such a policy in force a successful injection of new bank credit into the circulation would have tended to start an outflow of gold, and if the Reserve Banks cut off any compensating expansion of their own credit, the expansion of bank credit would have been checked by a shortage of Reserve funds. Vice versa, any shortage of credit which attracted currency from abroad would have tended to effect its own cure. This policy would have resulted in a maximum fluidity of gold as between countries, whereas the first policy would have tended to immobilize the gold where it was.


  Both these statements are abstractions, and neither corresponds closely to reality. For 1922-25 the first comes nearer to a description of actual practice than does the second; during more recent years the second comes nearer what was actually done than does the first. There was never a stated policy of offsetting all gold gains and losses by countervailing credit operations. But as it has worked out, the policies of supplying credit in accordance with the banks’ demands and stabilizing business conditions have in fact had much the same effect. If gold has come in at a time when the Reserve system was willing to have credit expanded, or gone out when the policy was to restrict credit, it has been allowed to have its normal effect. But if at any given time the business situation is considered satisfactory, since 1925 the practice has been to hold steady, not the Federal Reserve contribution to the credit supply, but the whole supply including the gold stock.


  Sometimes the open market holdings have been expanded or contracted with a deliberate purpose of offsetting the gold movement.8 More often, what has happened has been that the banks have borrowed in order to get gold for export, or have paid off loans out of the proceeds of imports and the Reserve system has refrained from taking any steps to restore the former volume of Reserve credit. The general policy of adapting Reserve credit to the needs of the banks has meant that the changes in gold stock have been offset in large part by changes in Federal Reserve credit, whether such offset was purposely engineered or not.9 The result of these practices is that an expansion of Reserve credit prevents a gold outflow from tightening the money market, and a contraction prevents an inflow from easing it, and so it tends to run on till it is checked by the effect on foreign markets or by some extraneous circumstance. When a gold flow starts it sets in operation no forces which will quickly check it. In this respect the situation in the United States, though less extreme, is similar in character to that which maintained in Europe before the stabilization of the currencies. This policy of neutralizing gold flows, is, I believe, the basic reason why the movements of gold, both in and out, have been of such vast proportions.10


  III. WHAT POLICY SHOULD HAVE BEEN FOLLOWED?


  We must consider next the highly theoretical question, namely, what is the proper responsibility of a banking system to the inflow and outflow of gold, assuming that its reserves are large enough to give it freedom to shape its policy as it pleases. The question breaks into two parts, according to the origin of the increased gold supply.


  Gold newly mined or transferred from industrial to monetary uses is an inflationary element in the world’s currency just as much as is new bank credit or paper money. If we are to avoid all monetary disturbing influences on the equilibrium of production, and on the relations of debtors and creditors, the influence of new gold must be neutralized in some way. However, so long as the cost of gold production is not suddenly reduced by gold discoveries or by advancing technique, or gradually increased by exhaustion of the mines, the new gold is largely an offset to the deflationary effect which the increase of population would have if the money supply were constant. It is the assumption of the defenders of the pure gold standard that gold production and the growth of the world’s need for gold can be expected roughly to compensate one another. The correctness of this assumption under present conditions we shall consider in connection with the contention that the gold of America should be transferred to countries which will make more active use of it.


  International transfers of the gold which is already in monetary use present a problem of a different character. Gold shipments and earmarkings are the standard devices by which the existing volume of funds—regardless of whether it is too great or too small in the aggregate—is distributed to those parts of the world where funds are relatively scarce. Whether such movements should be neutralized or allowed to exercise their full effect on the money market of a given country depends on whether that country wishes to keep step with the rest of the world in the rate of credit expansion, or believes itself intelligent enough to discern, and strong enough to maintain, a more satisfactory rate. The latter policy means that the gold standard is in effect abandoned and replaced by a managed currency.


  My judgment is that during the earlier part of the period which we have been studying, say till the stabilization of the British currency in the spring of 1925, there was a good case for endeavoring to keep outstanding the volume of currency which seemed most likely to maintain stability in the domestic situation, letting the incoming gold displace an equivalent amount of Reserve credit. From that time on through 1930 I believe it would have been better to go to the other extreme, letting gold exports and imports exert their maximum influence on the monetary situation.11 I do not suppose that this would have made any great difference in the amount of credit that would actually have been outstanding at the close of the period, or at most times; it would have meant simply that gold movements in either direction would have been checked much more quickly by the tightening or easing of the market which they would have stimulated. In 1929, however, such a policy would have meant an early abandonment of the Federal Reserve Board’s attempt to check the stock market by tightening the money market. I should regard this episode as one of the exceptional cases when a gold movement should be offset so far as possible by credit contraction, if I were otherwise in sympathy with the policies of 1929.12


  The objection will at once suggest itself that the adoption of this policy would have tended to perpetuate the existing concentration of gold stocks in America. This is true. Gold will not move in large volume unless it is prevented from having its normal effect on the money markets of one or both of the countries concerned. There is no tendency toward an automatic restoration of the former proportionate holdings now that the banking structure of the world has been adjusted to the changed distribution which took place during the early post-war era of irredeemable currencies.


  True, a large part of the United States gold stock is “free” so far as the Federal Reserve Banks are concerned; that is, it could go out of the Federal Reserve Banks without pulling their reserve ratios dangerously low. But the member bank reserves which were created by depositing gold when it came in are now an integral part of the credit structure of the country and cannot be liquidated without disaster. The only way the gold could get out of this country without an enormous deflation of bank credit would be for the Federal Reserve Banks to replace it with their own credit; and the only way it could be added to the reserves of another country without a corresponding inflation of their economic systems would be for the central bank of that country to contract its credit. A mutual operation of this sort could be engineered, without any effect on the banking structures of the two countries, except that the Federal Reserve Banks of the United States would earn more money and the central banks of the other countries concerned would earn less money.13 The benefit of this operation would be that the country which got the gold would have a more adequate reserve for emergencies.


  Such a mutual expansion of earning assets in America and contraction elsewhere is not, of course, what is contemplated by advocates of a redistribution of the world’s gold supply. What is wanted is an expansion of the earning assets of the Federal Reserve Banks without any corresponding contraction elsewhere; probably a pyramid of further expansion in the credit structure of the rest of the world. This operation would be equivalent in its results to the sudden injection into the world’s monetary stock of say half a billion or a billion dollars of new gold. Such a complete departure from the usual practice of central banking would have to be justified by evidence that there has occurred throughout the world either a great increase of the need for, or a great contraction of the supply of, the means of payment.14 The mere existence of a different distribution of gold from that existing before the war and the mere fact of a highly unequal distribution of the gold between different countries of the world are no evidence whatever of the need for a larger total supply of credit, and in the absence of evidence that the total supply of credit is becoming progressively less adequate, there is a presumption that the existing distribution is the best distribution.15


  Our problem involves, therefore, the question of the adequacy of the world’s gold supply. And on this question I am disposed to state an opinion the full justification of which would be the task for a volume in itself.


  As a matter of theory it can hardly be denied that the central banks of the world could by concerted action so manipulate credit as to offset the effect of a chronic shortage or a chronic plethora of gold. But I see no evidence that during the past ten years there has been any such gold shortage or surplus as would constitute a basis for central bank action. Certainly central bankers have not accepted the idea that there is any necessity for such action. As to the future of the gold supply, very pessimistic forecasts have been issued by eminent authorities, but there are comparatively few who believe that the gold supply has actually been so inadequate as to restrict productive activity or exert a downward pressure on prices.


  My own judgment is, first, that there is so much uncertainty as to what the long-time trend of prices is at any given time that central bank policy can be predicated on the need of correcting the trend only in the case of very conspicuous and unusual disturbances of the gold supply such as extraordinary discoveries of new gold fields, and revolutionary improvements in the technique of obtaining gold, or, in the opposite direction, a persistent tightening of bank credit manifesting itself in substantially all countries. Second, I do not believe that the case for an impending shortage was at all conclusive, even before the recent drastic price declines. Third, it is obvious that the fall in the costs of gold mining in the last two years necessitates a complete revision of all forecasts, and such revisions have not yet been published by any of those experts who have been pessimistic as to the outlook for sufficient gold to support the world’s credit structure.


  Should such a gold shortage ever appear, it would be a proper matter for concerted international action, but I see no reason to anticipate a need for it. Current pessimism about the gold situation, in so far as it is not a part of the general current frantic search for a scapegoat, reflects the unwillingness of certain sections of the public to face the necessity of effective action directed to the maintenance of the balance of international payments. But neither the necessity of such a balance nor the difficulty of maintaining it would be in any way affected by an increase in the world’s gold supply or an international agreement to reduce the reserve ratios.16 The direction of the international movement of gold and the adequacy of the world’s supply of gold are independent questions.


  Though in general the presumption is in favor of letting gold have its full effect on the reserves of the member banks, situations are sure to arise from time to time when it will be necessary for the Reserve system to offset a gold movement by credit operations. The automatic operation of gold movements on the money market is like disarmament—an ideal which no nation can maintain alone. Whenever the principle of neutrality in credit policy is abandoned by countries whose monetary demands constitute a considerable fraction of the gold market of the world, the whole setting of the problem is changed for every other country.


  If there is a general trend toward expansion or deflation, the balance of payments of any one country will be disturbed by its deviation from this general trend rather than from a policy of strict neutrality. If artificially dear money draws gold into one country, only artificially dear money in other countries will check its flow; if cheap money drives gold out of one important country, another country cannot rely on the inflow as an evidence that its own credit policies are unduly restrictive. In 1921, for instance, had it not been for the accident of an enormous indebtedness of member banks at the Reserve Banks, reliance on the uncontrolled play of economic forces would have been as inconvenient for this country as would have been under normal circumstances a sudden quadrupling of the gold output of the world. Likewise the loss of gold by various European countries in 1929 was not the reflection of inflationary policies in those countries but of the sharp restriction of credit in America by the Federal Reserve system, and the maintenance of stability required credit expansion by their central banks, though from the standpoint of our Reserve authorities such a policy was very far from co-operative.


  So long as the credit controllers of different countries have different ideas as to whether credit should be made more liberal there will be endless bickering and endless complaints about the failure of international co-operation. Two central banks can co-operate to make credit cheaper in both countries, or dearer in both; there is no technique by which they can co-operate to make it cheaper in one and dearer in the other. Nor is there any technique which will redistribute the gold of the world except on the condition that the effects of the movement are compensated by central bank action, both in the country into which the gold goes and in that from which it comes. Hence the only way to avoid this conflict is to have a common idea as to what should be done about the total supply of monetary units in the world—or whether anything should be done.

  


  1 Compare footnote 12, p. 274.


  2 Throughout this chapter the terms inflow and outflow of gold are used as synonyms with increase and decrease of the monetary gold stock. Changes in the monetary gold stock correspond roughly to imports and exports of gold, since domestic production and domestic industrial consumption are approximately equal, but over short periods of time changes in the monetary gold stock may often vary considerably from net imports or exports because of the practice of “earmarking.” Gold which is earmarked by a Federal Reserve Bank for the account of a foreign credit is counted out of the monetary stock just as though exported, and when it is released from earmarking it is of course added to the stock without appearing in the imports. For a discussion of the data see Federal Reserve Bulletin, 1927, Vol. 13, pp. 800-02, and 1929, Vol. 15, pp. 432-33.


  3 “. . . It has been held by some that the great supply of specie now in the Federal Reserve Banks and aggregating in the neighborhood of 3 billion dollars, is not normally the property of the United States and must eventually be expected to go back in part to the countries which are seeking to re-establish themselves upon a specie basis. This is undoubtedly true. . .” (Federal Reserve Bulletin, 1922, Vol. 8, pp. 3-4.)


  4 During the first week of 1922 there was a shrinkage of 170 million dollars in Federal Reserve credit, which is much more than the usual seasonal drop. This can fairly be regarded as the final phase of the 1920-21 deflation. From the second week of January 1922 to the corresponding date in 1923 gold increased by 273 million dollars; member bank reserves by 208 million dollars; and non-member deposits by 31 million dollars.


  5 The increase in monetary circulation was probably due in considerable part to an unusual absorption of American currency by foreign countries.


  6 The Treasury currency changed so little after 1922 as to be of no consequence.


  7 It probably would not in fact have materially reduced the inflow in 1920-24, but would have had a great restrictive effect under the conditions which maintained from 1925 on.


  8 “At first the Reserve Banks pursued the policy of offsetting the effects of these decreases on the money market through purchases of securities, but after the beginning of November such purchases were both absolutely and relatively in much smaller volume. . . . The System’s policy in not offsetting the gold exports in the last months of the year was formulated in consideration largely of the fact that in the absence of demand for additional credit from trade and industry there was a continued rapid growth in the volume of member bank credit used in investments and in loans on securities. . .” (Annual Report of the Federal Reserve Board, 1927, p. 11.)


  9 “The most important factor of decrease in the demand for Reserve Bank credit in 1929 was an inflow of gold from abroad during the first ten months of the year equivalent in volume to the loss of gold during 1928. . .” (Ibid., 1929, p. 13.) “. . . The inflow of gold from abroad and of currency from circulation had the effect of reducing the volume of Reserve Bank credit outstanding during the year. . . .” (Ibid., 1930, p. 1.)


  10 Central banking practice in many other countries also reduces the self-regulating character of gold movements. In France there is direct relationship between the gold movement and the credit expansion, but the credit outstanding is mostly in the form of notes which expand and contract with gold inflow and outflow in only a 1-to-1 ratio; hence a gold movement produces a much smaller effect than it would produce here or in England in the absence of a policy of offsetting.


  The explanation of the gold movement is, of course, much more complicated than the foregoing statement would imply. In the case of every one of our great gold movements there have been specific reasons, such as German accumulation after the adoption of the Dawes Plan; French accumulation in 1928; sales of American securities by foreigners during the stock market boom; gold hoarding in Europe in 1931; and so on. But the real problem is to explain not merely why this or that country took gold, but also why the movement was out of the United States rather than out of some other country, and in this explanation the policy of offset must have a prominent place. In at least one case; namely, in 1927, this policy was deliberately chosen in order to facilitate a redistribution of the gold.


  11 With reference to the function performed by gold movements as an index of credit conditions, compare p. n.


  12 Compare Chap. VIII.


  13 Of course if the gold went into countries which used notes as the principal means of payment, the contraction of earning assets in the central banks of those countries would be much less than the expansion in the United States because typically the volume of notes pyramided on a given amount of gold is much smaller than the amount of bank credit which is pyramided upon it. This distinction, it may be added, is purely conventional. It does not correspond to any economic necessity for having a larger reserve against notes than against outstanding bank deposits.


  14 What has just been said refers, of course, to the situation of 1925 or 1928 rather than of 1930 or 1932. There is now no immediate danger of inflation; the problem is to check deflation. But neither is there any present problem of adequacy of reserves in the world’s credit structure, nor will there be so long as the psychology of depression holds sway.


  15 That is not to deny the occasional possibility of a useful redistribution whereby, in order to remedy a shortage of currency consequent upon the collapse of inflation, or in order to provide a newly established currency system with a suitable showpiece, a large quantity of gold is transferred under arrangements which neutralize the credit effect of its outflow.


  16 Except to the extent that the burden of debt payments would be affected by rising and falling prices of the commodities which the debtor countries import and export. To a large extent this item cancels out, but in the case of countries which have a heavy excess of outgoing over incoming payments on account of public and private debts, it is a matter of real importance.


  
CHAPTER X


  STABILIZATION OF PRICES


  So far we have said very little about the relationship between bank credit and commodity prices. In passing lightly over this phase of credit policy, we have followed the example of the Federal Reserve authorities themselves. The standard of Federal Reserve policy described in Chapter V treats price indexes as only one, and not necessarily the most important, set of data to be used in determining whether the “accommodation of credit and business” requires that credit be made easier, or tightened, or let alone. Likewise the standards of 1928-29 are not stated in terms of prices. There is, however, a considerable body of opinion which attaches a unique significance to stability of prices, and would impose on the Federal Reserve system the obligation to make price stabilization the chief, if not the sole, test of policy. To this suggestion we must now give critical attention.


  When England faced the question of currency stabilization in 1924 and 1925, a determined effort was made by a very influential group of economic thinkers to obtain for stability of internal prices precedence over stability of foreign exchanges, as the direct goal of public policy. A “managed currency,” that is, an irredeemable paper currency, was to be perpetuated, and it was to be the duty of its “managers” to stabilize the general price level by manipulating the bank rate and the quantity of currency. Mr. J. M. Keynes, who was a leader in this movement, has since worked out with great care the theoretical case for price stability as either the final goal or the immediate test of central banking policy.1 The late Professor R. A. Lehfeldt of the University of Johannesburg advocated control of the output of gold with stability of the price index as an objective. Other economists, led by Professor Gustav Cassel of Sweden, urged that the same objective be secured through central bank discount policy. Professor Cassel indeed contends that the maintenance of a stable price level is the sole duty of central banks.2


  In this country Professor Irving Fisher has been for many years an untiring advocate of radical measures designed to stabilize the price level. The Stable Money Association, which was organized largely through his efforts, has for its objective the promotion of stability in general prices.3 It includes in its membership a considerable proportion of the professional economists in the country and a number of leading bankers and business men.


  Adherents of the doctrine that the stabilization of commodity prices should be the sole or chief determinant of Federal Reserve policy have brought forward specific proposals in the form of the two Strong bills,4 on which hearings were held before the Banking and Currency Committee of the House of Representatives in 1926, 1927, and 1928. The first of these bills5 was brief and.pointed. It proposed to amend the Federal Reserve Act to provide that Federal Reserve Banks should:


  
    Establish from time to time, subject to review and determination of the Federal Reserve Board, a rate of discount to be charged by such banks for each class of paper, which shall be made with a view to accommodating commerce and promoting a stable price level for commodities in general. All of the powers of the Federal Reserve system shall be used for promoting stability in the price level.6

  


  Extended hearings were held on this bill in 1926 and 1927. Among the supporters of the bill were such well-known economists as Gustav Cassel, John R. Commons, Irving Fisher, James H. Rogers, Hudson B. Hastings, Willford I. King, Harry Gunnison Brown, Jeremiah W. Jenks, and Henry C. Taylor. The opponents were chiefly officials of the Federal Reserve system, and included Adolph C. Miller of the Federal Reserve Board, Governor Benjamin Strong of the Federal Reserve Bank of New York, W. W. Stewart, formerly head of the Division of Research and Statistics of the Federal Reserve Board, and E. A. Goldenweiser, the present head of that division. After the close of the hearings the bill was revised to take account of the criticisms which had been offered, and, as was vainly hoped, to make it acceptable to Federal Reserve authorities. In the task of revision, Congressman Strong had the assistance of Professor John R. Commons, who spent several months in obtaining the comments of leading authorities, and working out successive drafts of the bill to take account of these criticisms.


  The new bill7 was much less precise than was its predecessor as to the specific nature of the responsibility to be laid upon the Federal Reserve authorities. This vagueness was probably the result of attempts to work the bill into such form as to make it acceptable to individuals with widely differing views. Its chief provisions may be summarized as follows:


  
    (1) The Federal Reserve system (which is defined so as to include the Federal Reserve Board, the Federal Reserve Banks, “and all committees, commissions, agents, and others under their direction, supervision or control”) is to make stabilization of prices and of business conditions the primary objective of its credit policy.


    (2) The decisions arrived at in carrying out this purpose, together with the reasons therefor, are to be published, at least annually.


    (3) An extraordinarily extensive program of research is to be undertaken both by the Federal Reserve Board and by the twelve Federal Reserve Banks, the results to be communicated to Congress at least annually.

  


  The controversy over the stabilization issue hinges chiefly upon differences of economic theory. It does not involve party traditions or conflicting sectional or class interests. For this reason the stabilization proposals have attracted little attention among the rank and file of business men, politicians, and publicists, and have been left to the consideration of a comparatively small number of thoughtful persons, in Congress, in the Federal Reserve system, and outside. At the hearings on the stabilization bills there was but little disagreement concerning the desirability of the objectives at which the bills aimed, and the discussion was conducted with the utmost recognition of good faith and public spirit on the part of both sides. The positions of the leading proponents of the bills may be summarized as follows:


  Advocates of stabilization stress the social losses which result from long slow changes of price levels. Such changes were the decline from 1873 to 1897 and the rise from 1897 to 1919. Certain evils are universally acknowledged to accompany these swings. A rise in prices encourages the accumulation of stocks of goods for speculative purposes, and thereby misleads producers as to the extent of real demand and stimulates the development of excess productive capacity. Rising prices also work a serious injury to persons whose incomes are not readily adjusted to the falling value of money. Those whose savings have gone into bonds, bank deposits, life insurance, and mortgages find that the buying power of their dollars shrinks, and they suffer losses from a situation for which they are in no way responsible. These results manifest themselves most strikingly in great war-time inflationary movements like those which carried the ruble and the mark down to the billionth part of their former values, but the same injustices occurred in less degree in all countries in the period of rising prices which preceded the World War.


  Falling price levels, on the other hand, are believed to check business activity. Hand-to-mouth buying is encouraged and producers under-estimate the strength of demand. All borrowers suffer under a growing burden as their incomes go down while their debts remain fixed. Whether prices are adjusted downward through an abrupt crash, such as that of 1921, or a long gradual decline like that of 1873-97, the losses are unavoidable.


  Whether prices rise or fall the losses of individuals are, of course, largely the counterpart of the gains of others. But it is always the case when income and wealth are redistributed that the losses of the unfortunate are more keenly felt, and are more conspicuous to the others, than the gains of the fortunate.


  It is hoped through price stabilization to flatten out the curve of the so-called business cycle. It is argued that if we could prevent or greatly curtail the price swings which characterize business cycles we would thereby prevent the recurring waves of unemployment, falling prices, bankruptcies, and slack business, and also prevent the speculation and extravagance of the booms which usually precede and are generally believed to cause these depressions. Interest in this problem has been very keen in this country both among economists and among business men, ever since the slump of 1921, and especially since the end of 1929.


  A third source of interest in stabilization is the problem of farm relief. During the past decade the level of farm prices has nearly always been lower in proportion to industrial prices than was the case just before the war, and every legislative proposal which bears in any way on prices has to take account of this situation. A prominent group of agricultural economists attributes a large share of the farmer’s ills to a tendency for farm prices to fall faster than prices of other commodities in times when the general tendency of prices is downward. The price slump of 1920-21 and the slow decline which has been taking place in recent years have put the farmer at a disadvantage, and kept him there. Naturally stabilization proposals have a strong appeal to those friends of the farmer who accept these views.


  The stabilization bills did not propose to confer any new powers upon the Federal Reserve Board to be used in carrying out the stabilization program. It was tacitly assumed that the present powers of the Board are ample for the purpose. Congressman Strong in introducing the second bill said: “Our Federal Reserve Board is controlling the gold level of the entire world.” And Professor Commons said in 1927:


  
    A legislative rule directing the Reserve system to stabilize the general level of wholesale prices calls for no additional powers to be granted to the System—it already has all the power needed and its lenders have the ability needed. They lack only a rule of stabilization.

  


  The officials of the Federal Reserve system, however, hold a different opinion. Throughout the earlier hearings they not only dissented from the extreme view of their powers, but expressed grave doubts as to whether any legislative act could enable them to control price movements. To overcome this objection the revised bill carried the phrase “so far as such purposes may be accomplished by monetary and credit policy.” In this form the bill is an expression of an ideal, but not of a specific obligation.


  It was obvious, however, that the passage of the revised Strong bill would have carried with it an implication that the Reserve authorities can fairly be charged with serious responsibility for the movements of the price level. Officials of the Federal Reserve system who appeared before the Banking and Currency Committee were eager to controvert this assumption. Partly, of course, their attitude may be explained as the natural reluctance of any public official to assume more responsibility than he needs in order to carry out the purposes in which he is interested. The difference of opinion goes deeper than that, however.


  The advocates of price stabilization rested their case in part on the quantity theory of money and in part on an interpretation of recent Federal Reserve practice. A theoretical argument to the effect that the Federal Reserve system has full control of the price situation, based on the quantity theory of money, was offered by several witnesses. Professor Cassel said: “The general level of prices is exclusively a monetary question,” and “the Federal Reserve system has no other function than to give the country a stable money.”8 A fuller analysis was offered by Mr. Norman Lombard, executive secretary of the Stable Money Association, and by Professor Cassel. Mr. Lombard said:


  
    There are four factors in the equation of exchange: The money in circulation (M), its velocity (V), the volume of trade (T), and the price level (P). MV/T equals P. If you want to stabilize the price level (P) you must stabilize the other side of the equation MV/T. Obviously the velocity of circulation is something not under government control. The volume of trade is something we do not want to control. In order to keep the price level constant, therefore, we must manipulate M; and by manipulating M one way or the other you can keep a constant price level.


    The Chairman: By manipulating the money in circulation?


    Mr. Lombard: By manipulating the money in circulation, or the substitutes for money.

  


  In addition to this theoretical argument, the advocates of the bill laid great stress on events which they interpret as constituting the successful application of the principles which they advocate. As Professor Fisher put it:


  
    The Federal Reserve Board has been doing, without any specific authority beyond the phrase in the Federal Reserve Act, ‘accommodate commerce and business,’ practically what is being proposed in this bill.

  


  This idea was developed at length by Professor Commons, who held that the events of the first part of 1923 afforded an example of successful stabilization, and those of the rest of 1923 and of 1924 a case of unskillful management which resulted in unnecessary price fluctuations. Professor Commons did not deny the effect of non-monetary conditions on price averages, but held that by timely action these changes can and should be compensated.9


  The opponents of the stabilization bills rejected both the economic theory and the interpretation of recent history set forth by its advocates. Their arguments may be summarized as follows:


  First, they urged the danger that the bill would be regarded as a mandate to fix the prices of individual commodities, especially farm products. This risk was stressed especially by Governor Strong.


  Second, they questioned the quantity theory of the relation of money and prices, and argued that it is impossible by credit manipulation to control either individual prices or the average of all prices.


  Third, they claimed that a specific instruction to make stability of prices the objective of credit policy would rule out other tests of great importance. Stock prices, inventories, general business activity, and the condition of the money market itself were cited.


  Fourth, they denied that the Federal Reserve system had actually stabilized the price level from 1922 to 1926 or 1927. They showed that during these years prices were stable only by comparison with the violent fluctuations of the war period from 1916 to 1921. “There is no period during the last quarter century, except the war period,” said Mr. Stewart, “when prices have fluctuated over so wide a range as from 1922 to 1926 ”10


  The Strong bills did not specify what sort of price index is to be used as a basis for stabilization. It has been generally assumed by American advocates of price stabilization that the choice of the index is a technical question which can be settled more or less indifferently in any one of several ways; or, at least that stabilization in terms of any one of the currently popular indexes would be better than no stabilization at all. Congressman Strong stated:


  
    Personally I prefer the index number of the Bureau of Labor, because it has 404 commodities in general, which I believe is best for the country. But I was urged to suggest an index number, and after hearing various advocates of the different index numbers, realizing that it was a disputed proposition, I thought it best to only direct the Federal Reserve Board to use its powers for stabilization of the purchasing power of money, and leave to their investigation and study and judgment what was the best index number to use. . . .11

  


  The point is of considerable importance, for two reasons. In the first place, if the Federal Reserve system accepts a mandate to stabilize prices, the frequency of the occasions when it will have to take action of a positive character will depend to a large extent on the sensitiveness of the index which is chosen as a guide. As Mr. Hamlin said:


  
    . . . There is great difference. For example, in the period from 1925 to 1927 the Bureau of Labor wholesale indexes show a price decline of about 12 per cent; but if you take the curve of the cost of living, the decline was barely 2 per cent. If you take a composite index like Mr. Snyder’s, there was hardly any decline at all.12

  


  Wholesale prices always fluctuate more than retail prices and frequently make their turning points earlier. The degree of inflationary or deflationary activity needed to reverse a movement in the cost of living index might easily be an unstabilizing factor in the more sensitive wholesale field, and, vice versa, actions intended to check a movement in the wholesale field might easily be indicated at a time when the cost of living or the so-called general price level index was showing no change.


  Moreover, it is quite often the case that for months at a time different types of index are moving in different directions. The chart on page 210 shows three of the most popular American indexes and brings out clearly the difficulty of determining what sort of action is called for by a movement of “the” price level. From December 1923 to December 1924, for instance, the cost of living showed a decline while the wholesale index and the general price level advanced. The same thing is true of the period from December 1921 to December 1922. From December 1922 to December 1923 the wholesale index fell by 2.6 points while the cost of living index rose by 3.7 points. From December 1927 to December 1928 the cost of living and wholesale prices moved in different directions.


  
    A Comparison of Three Price Indexes, 1922-31


    [image: ]

  


  The choice of an Index number involves a choice between the different possible objectives. The various indexes are not different measures of the same thing; they are measures of different things, and the consequences of stabilizing them would not be identical. Let us examine first the so-called index of the general price level. This is a composite index which is designed to measure the price element in the total volume of monetary transactions—consequently it includes stock prices, wholesale and retail commodity prices, wages, and rents.13


  The general price level, by the logic of its construction, is a device for portraying the movement of the equation of the exchange; a theoretical point of some interest to economists but one which has nothing to do with any of the suggested objectives of stabilization. The elements which are combined in this index are subject to such diverse influences that it is unlikely that they will all move together except in cases like 1921 and 1931 where all other influences are swamped by panic fears, or in cases like the German prices of 1923 where the situation is completely dominated by currency inflation.14 With component elements moving in different directions the movement of the index is merely a question of weighting. The only logical basis of weighting such an index is the relative volume of money payments involved in paying rents, buying stocks, financing retail trade, and so on. Such a weighting is defensible if one is merely interested in eliminating the price element from a series of miscellaneous monetary data, such as bank deposits, but no one can seriously argue that the importance of stock prices as compared with the cost of living, for the purpose of adjusting the equities between debtors and creditors, has any relationship to the relative volume of money turned over in the stock exchange and in the retail markets. Nor is it clear that the movement of such an index would have any predictable relationship to the stability of business conditions. That this is not a mere theoretical quibble is evident from a comparison of the movements of the general price level and the wholesale price level in the years between 1925 and 1929.


  As between other indexes of the price level, the choice depends on two considerations: first, the objectives which we wish to accomplish, and second, the relative difficulties of compilation and interpretation of the various indexes. As has been noted, there are two chief objectives in the minds of the advocates of price stabilization—the stabilization of employment and business activity, and the maintenance of justice between debtor and creditor.


  Justice between debtor and creditor, in so far as it is to be secured by price stabilization, necessitates a further choice between two ideals; namely, stabilization of the value of the debt to the lender, and stabilization of the effort required on the part of the borrower to discharge the debt. In a progressive society it is clear that these must diverge. To produce the same quantity of goods and services requires less and less human effort. If our aim is to insure that the lender shall get back the purchasing power with which he parted, we arrive at the cost of living index as the measure of the value of money.15 But stabilization of the sacrifice of paying a debt would call for stabilization in terms of an index of the factors of production. The first of these solutions aims to give all the gains of progress to the debtor,16 the second permits the creditor to share in them. The first aims to give back to the creditor the real income which he gave up, the second aims to give him back the same proportionate share of the total income of the community. The first would be accomplished by a stabilization of the purchasing power of money against all forces which tend to change the price level, the second would be approximated by a procedure which stabilized against changes which are due to monetary inflation and deflation, including the effects of changes in the gold supply, but not against changes in prices which result from changes in the productivity of human effort.17


  Looking at the matter from the standpoint of the debtor-creditor relationship, the choice of the majority, I think, would be the cost of living index, even if the compilation of an index of the productivity of human effort were feasible. But there are also very grave difficulties in the way of the computation of a cost of living index, especially for just those comparisons over long periods of time which are of chief importance in connection with the debtor-creditor relationship. The technical difficulties in the collection of comparable prices of consumption goods are enormous. Published quotations are obscured by differences of quality, even in current quotations, and historical comparisons of prices of most consumption goods are meaningless. Technological progress in the production of consumers’ goods consists largely in improvement of the quality of things which keep the same name, and frequently keep the same price.


  Moreover, the content of the standard of living changes radically from one generation to the next. Of what significance today would be an index of the cost of the commodities which made up the standard of living of a typical American family in 1890 or 1860? Equally grave are the difficulties which confront us when we compare the standard of living of families of different income groups. The cost of living indexes which we have are chiefly based on working-class budgets. They are of interest in measuring real wages, but they do not correspond to the consumptive expenditures of those who are chiefly concerned in the equitable adjustment of long-time contracts and fixed salaries.


  A wholesale index presents fewer difficulties of compilation and of interpretation of quotations. Most such indexes consist chiefly of raw materials which are standardized in quality and are quoted in open markets with tolerable frequency and accuracy. It is therefore a great temptation to use them as measures of the purchasing power of money. But the fact that they can be compiled readily must not blind us to their defects. The compilation of every index involves a bias in the direction of choosing commodities on which price quotations are easy to secure, and this bias is more influential in making up a wholesale index because the compiler has more freedom of choice. But those quotations which are easiest to get in satisfactory form are those which are made in highly competitive markets. In highly competitive markets prices fluctuate a great deal. The radical changes which take place in these wholesale markets, especially those for basic raw materials, do not reflect changes in the power of money to command the necessities and luxuries of life. It would be a bitter blow to the holder of a fixed income to have it reduced at a time when rent and milk and bread have not fallen in price at all, simply because the command of money over pig iron and hay and raw cotton has increased.


  Of greater importance than the question of justice between debtor and creditor is the stabilization of employment. It is often assumed that from this standpoint it is more important to stabilize the wholesale index than the retail index. But the only basis for this conclusion is the fact that the wholesale index fluctuates more in the course of a cycle than does the retail index. This does not mean that the stabilization of the wholesale index would of itself have a more wholesome influence on business than the stabilization of anything else that fluctuates in the course of a cycle—wages, for instance, or the volume of advertising.


  Moreover, if our purpose is to stabilize business conditions, there is no basis, either theoretical or practical, for selecting any set of prices as the chief criterion of stability. Here the weight of the argument is all in favor of the position taken by the Federal Reserve Board and the Federal Reserve Banks, and outlined above in Chapter V. If the stability of business is our goal, and if we believe credit manipulation is a promising means of effecting it, why not be guided by employment, by profits, by interest rates, by any and all of the indexes of business activity rather than merely by a price index?


  We can go a step further than this, however. Little as we know about the causes of the semi-rhythmical movement of business activity, we can say without hesitation that the injection of new purchasing power into the markets of the world by inflation and deflation of currency and credit is an unstabilizing factor. At least this is true when the inflation is more than an offset to changes in the seasonal, technical, or psychological need for currency and for credit balances. Price changes which are stimulated by fiscal or currency policy (and most of the illustrations used by the advocates of stabilization are drawn from periods of extreme currency inflation or deflation such as occur in connection with war) undoubtedly do disturb business equilibrium. If all price changes were of this character, price stabilization might well prove wholly practicable and wholly beneficial. But there are also price changes of a different character; price declines which are due to the progress of technique, invention, and the improvement of management; price advances which are due to the exhaustion of natural resources and the decay of economic power. To prevent these changes by credit policy—assuming it to be practicable—would require the continuous injection of new purchasing power into the markets, or its continuous withdrawal. Would such activity be a stabilizing or a disturbing factor in the business situation? Should we stabilize against all price changes or only against those of monetary origin?18


  This brings us back to the same question, in a different form, which we considered above (page 212) in connection with the problem of determining justice between debtors and creditors; that is, would it be desirable to stabilize the value of the products of human effort or the valuation put on the effort itself? For the chief non-monetary cause of price level changes is the increasing productivity of human labor and capital.


  The Strong bills did not discriminate between changes due to monetary and those due to non-monetary causes. Opponents of the stabilization program made much of this distinction and contended that it is undesirable to stabilize against those price changes which are due to non-monetary conditions. Thus Mr. Hamlin said:


  
    I put myself this question as a test: Suppose that gold, over a certain period, is perfectly stable; there is neither appreciation nor depreciation; but suppose there has been a decline in the wholesale index numbers caused by some very great improvements in productive processes, inventions, savings in costs, and so forth, which bring down the wholesale level of prices, and that those same inventions and improved processes have taken place in Europe as well as in the United States. Under the bill as I have suggested changing it, would it be my duty to regard that reduction as an evil and to stabilize prices at a higher level, knowing that at that higher level, with no change in Europe, with no stabilization in Europe, it would mean serious injury to our export trade and would mean such a flood of imports that we would have to have a mountainous tariff to shut them out?


    That was the question that I put to myself as a test; and I reached the conclusion that under the bill, with the suggestions I have made, I would not be obliged to try to keep that price level up; in other words, that a lower base of wholesale prices brought about by improvements in productive processes would be perfectly consistent with a stable condition of agriculture, industry, and commerce.19

  


  And Mr. Miller said:


  
    . . . It is a wholesome thing when the price level goes down because of improved industrial productivity and business management; in fact, I should say that the factor of “management” in industry is entitled to have its place in the scheme of price movements just as you would have the factor of “management” in central or reserve banks.20

  


  This is a point of great theoretical importance. According to the tradition of the American school of quantity theorists, the costs of production of individual commodities, as affected by changing technique, cannot influence the general average of prices (except as they may increase the total amount of business to be done with a given quantity of money).21 But a number of European scholars who would be classified in America as monetary theorists recognize the distinction as valid, and conclude that the correct object of stabilization is not the commodity price level but a price level of the factors of production—in other words, the price level corrected for the effects of technological change.22


  The experience of the years from 1922 to 1929 seems to indicate that this point is not merely a fine-spun logical play of the arm-chair economist, but a fatal objection to the use of a commodity price index as an index of the presence of inflation or deflation. Prices, both wholesale and retail, declined, and the stabilization advocates would have had the Reserve system resort to inflation to stop the movement—though even then they were somewhat restrained by the buoyancy of the stock market. Looking back now it appears probable that those years were years of mild credit inflation which was offset by the downward pressure on prices exerted by technological change.


  The preceding discussion has no doubt made it clear that my own conclusions as to the merits of stabilization are unfavorable. My reasons may be summarized as follows:


  1. The price level is not readily controlled by credit manipulation. If we are doubtful about the efficacy of the control of central bank activity, and I have indicated in Chapter V that there is room for doubt, the choice of a price index as the immediate object of stabilization does nothing to remove those doubts. If we cannot stabilize business activity by adjusting credit to business conditions as observed directly, we can scarcely hope to stabilize it indirectly by action taken on the basis of a price index which may or may not reflect the course of business.


  The effect of a change in the cost of credit on the price level is much less definitely predictable than is generally assumed by advocates of the stabilization doctrine. The quantity of bank credit outstanding is a factor, but only one factor, in the determination of the price level. Equally important is the willingness of the community to hold a larger or smaller part of its available resources in the comparatively unproductive form of cash and bank balances. The greater the demand for till and pocket money and bank balances as a form of saving, the larger the amount of credit that must be outstanding to support a given price level. These demands are affected by changes in population, by the growth of the use of checks, by the multiplication or consolidation of individual business units, by changes in the banks’ requirements as to average balances, and above all (so far as short period changes are concerned) by anticipated changes in the level of prices. When prices are moving up or are expected to move up, depositors prefer to carry small balances and keep their funds invested; when falling prices are anticipated bank balances are deemed better investments than commodities or securities.


  Of course, given time enough and a disregard for all other considerations, all these changes can presumably be offset and a downward trend reversed by a sufficiently vigorous open market policy. But this would not mean stability, it would mean a different set of fluctuations, perhaps as great as those we have now. The experience of 1930-32 indicates that a price change can run very far in the face of determined efforts to reverse it by credit policy.


  2. The volume of credit outstanding is not susceptible of direct control. The Reserve system can make money rates low—that is open market rates, on high-grade short-term instruments. It can also influence the yields of those high-grade seasoned securities on which the risk is little affected by fluctuations in profits and in public confidence in the future. Customers’ rates which govern over 80 per cent of bank lending are much less responsive to discount policy. Still less responsive are the yields of stocks and speculative bonds.23


  But the demand for short-term funds is inelastic and highly variable. In times when credit is being liquidated, the lowering of the rediscount rates has very little significance. The purchase of securities by the Reserve Banks has somewhat more effect on the volume of credit than have changes in the rediscount rate, but its primary incidence is on the rates charged in the open market. It does not produce corresponding changes in the amount of credit taken by business men. Reference has been made to the situation in 1924.24 In the twelve months from October 31, 1923 to October 31, 1924 the Reserve Banks increased their open market holdings from 296 million dollars to 784 million, yet during that time the total of Reserve Bank credit outstanding decreased by 130 million dollars.25


  In times of tight money, changes in the credit policy of the Reserve system are somewhat more effective, but rate policy is restricted by international competition, and even if Reserve credit is arbitrarily restricted the banks still have a choice between curtailing the credit extended to their customers and securing additional credit from abroad. The pool of credit is international in extent; it is impossible for the banking system of any one country to expand or curtail credit unless it can carry the rest of the world along also.26 This suggests a third difficulty.


  3. The policy of price stabilization is incompatible with the maintenance of the gold standard.27 Under the plan of stabilizing prices through credit control, any change in domestic prices which might result from the stabilizers’ efforts would create a divergence between the purchasing power of gold at home and abroad. This would stimulate a gold movement, outward when prices were raised by credit expansion and inward when they were lowered by credit contraction, which would work directly against the stabilizers’ plans. No country could hope to hold its own price stable in the face of a world-wide change in the value of gold, and at the same time keep its currency freely interchangeable with gold in the world’s markets at a fixed ratio.28


  4. A serious, though perhaps not fatal, objection lies in the lack of a satisfactory index number. This point has been elucidated above (pages 210-17). Advocates of stabilization are disposed to wave the difficulty aside, alleging that all index numbers give such similar results that mistakes in the choice of the components would make little difference. It is true that almost any index number shows prices lower in 1921 than in 1920, and lower in 1930 than in 1929. But a stabilization program requires more than a rough measure. The stabilization plan would have to define the amount which was to be considered significant and the interval after a turning point in prices when action would be called for. Hence even minor differences would be important.


  5. The proposal to make stability of commodity prices the sole test of Reserve policy is too restrictive. It would force Reserve authorities either to ignore conditions which may be of fundamental importance, such as speculative activity, international considerations, the accumulation of inventories, the state of employment—unless indeed there should arise a strained system of interpretation which would bring any and every important consideration under the rubric of price stabilization through the supposed influence of anything and everything on long-run stability of prices.


  6. The stabilization of prices against the consequences of technological progress may involve creation of instability of productive activity. The grounds for this apprehension have been noted above (pages 216-17). No one would argue that it would be possible, without great risk, to stabilize the prices of those commodities whose costs are falling most rapidly; what better reason is there to think that we can safely tamper with the currency so as to offset the normal price effects of the falling real costs of a great number of commodities?


  For these reasons I believe that the program of the stabilizers should be rejected. We have taken great risks in entrusting to the Federal Reserve Board and the Federal Reserve Banks the power to manipulate the money markets according to their judgment of what is good for industry, agriculture, and trade; a mandate to use the stability of the price level as their sole guide would reduce the probability of benefit from the existence of the System, without materially lessening the risks.


  Addendum:


  After this chapter was ready for the press the stabilization question was reopened by the campaign for the Goldsborough bill which as originally introduced combined the principal features of the Strong bills and the pre-war suggestion of Irving Fisher for the establishment of a tabular standard, or flexible dollar. The bill as it was introduced read as follows:


  
    Be it enacted, etc., That the Federal Reserve Act is amended by adding at the end thereof a new section to read as follows:


    “Sec. 31. The Federal Reserve Board and the Federal Reserve Banks are hereby authorized and directed to take all available steps to raise the present deflated wholesale commodity level of prices as speedily as possible to the level existing before the present deflation, and afterwards to use all available means to maintain such wholesale commodity level of prices.”


    Sec. 2. If, in carrying out the purposes of the preceding section, the Federal Reserve Board and/or the Federal Reserve Banks, in selling securities, should exhaust the supply, the Federal Reserve Board is authorized and directed to issue new debentures.


    Sec. 3. If, in carrying out the purposes of Section 1, the gold reserve is deemed by the Federal Reserve Board to be too near to the prescribed minimum, the Board is authorized to raise the official price of gold if the other methods already authorized appear inadequate; if, on the other hand, the gold reserve ratio is deemed to be too high the Federal Reserve Board is authorized to lower the official price of gold if the other methods already authorized appear inadequate.29

  


  Public hearings were held on the bill in March and April 1932. It was reported out in modified form and was passed by the House on May 2 by a vote of 289 to 60. The revised bill read as follows:


  
    Be it enacted, etc., That the Federal Reserve Act is amended by adding at the end thereof a new section to read as follows:


    “Sec. 31. It is hereby declared to be the policy of the United States that the average purchasing power of the dollar as ascertained by the Department of Labor in the wholesale commodity markets for the period covering the years 1921 to 1929, inclusive, shall be restored and maintained by the control of the volume of credit and currency.”


    Sec. 2. The Federal Reserve Board, the Federal Reserve Banks, and the Secretary of the Treasury are hereby charged with the duty of making effective this policy.


    Sec. 3. Acts and parts of Acts inconsistent with the terms of this Act are hereby repealed.30

  


  It will be noted that in the bill as passed the provision for changing the official price of gold has been stricken out. This leaves the bill substantially identical with the Strong bills except that (a) it specifies an index of the wholesale price level as the standard of stabilization, and (b) it provides that before the price average is stabilized it is to be raised to the level of 1921-29. In other words, it establishes for the immediate future a price-raising policy; and for the long run a price stabilization policy.31
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CHAPTER XI


  EFFICACY OF THE RESERVE SYSTEM’S TECHNIQUE


  An appraisal of the results which have been obtained from the attempts of the Reserve system to improve on the working of free competition in the money markets in the past ten years involves two kinds of issues; namely, the efficacy of the instruments of control which are at the disposal of the Reserve system, and the merits of the objectives at which the System has aimed. Final judgment on questions of the latter type can best be postponed until after we have considered in Part III a number of less conspicuous issues which have to do chiefly with the allocation of credit to different applicants and its issuance through the medium of different credit instruments. But the operations which were summarized in Chapter III and described more fully in Chapters IV to IX inclusive will suffice as a basis for judging the efficacy of the instruments of control which the Reserve system uses. How far does the actual growth of credit during the decade from 1922 through 1931 correspond to that which the Reserve system was aiming at?


  Experience can never demonstrate in thoroughly satisfactory fashion the efficacy or futility of any economic technique. It is rarely possible to isolate the effects of a given policy from those of other conditions. Moreover when a policy fails there is always the possibility that the tools of control were not used with sufficient skill, vigor, or promptness to afford a test of their effectiveness. Nevertheless the experience of the past ten years is sufficient to throw a considerable amount of light on the effectiveness of the technique by which the Federal Reserve system, in common with other central banking systems, attempts to control the volume of credit and thereby the functioning of the money markets and the pace of business activity.


  This is an issue of much greater importance than is the question whether at each successive critical point the Reserve system authorities have used the best of judgment. If the pace of business activity and the allocation of national income between consumption and investment are as completely subject to the control of credit authorities as is assumed in much current discussion, the way is open for a wiser use of the weapons of credit control to bring about stability and enduring prosperity in years to come. If, on the other hand, the real powers of the Reserve authorities are so limited that the best they can do is to facilitate adjustments of a relatively minor character, the sooner that fact is recognized, the better. Administration of the matters which fall within the genuine competence of the Reserve system will be greatly improved by relinquishment of any ambition to achieve the impossible.


  As between the two chief tools for credit manipulation, the primary importance under present American conditions must be ascribed to the open market operations. The rediscount rate is not an effective instrument for controlling the volume of Federal Reserve Credit in use because member bank borrowing does not respond to rate changes. As is shown by the accompanying chart, rediscounts are usually low in times of low rates and high when rates are high. On the other hand there is a positive correlation between open market operations and the size of member bank reserves, as is shown by the table on page 234.


  
    Rediscount Rate and Volume of Rediscounting, 1922-31


    [image: ]

  


  
    Rediscount Rate at New York Compared with Call Loan Rate, 1922-31
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  The principal reasons for the absence of any inverse correspondence between the level of rates and the volume of borrowing are to be found in the open market operations and in the tradition against interbank borrowing to which reference was made in Chapter II. When it is desired to ease the market, securities are bought and the discount rate is lowered. The lowering of rediscount rates by itself would give some incentive to banks to make added use of their rediscount facilities. But the fresh money which comes into the reserves of member banks on account of the open market purchases makes it their immediate problem to find uses for new money rather than to increase their balances by rediscounting. Under such circumstances the practical alternatives are either to buy securities, to increase open market loans, or to pay off rediscounts. The chart on page 229 shows that there is usually a profit in rediscounting so as to maintain call loans. This is also true of time collateral loans and of the purchase of commercial paper, though not of government securities and acceptances. But it is a well established principle that a bank ought not to borrow merely in order to relend at a profit. The Reserve Board says:


  
    . . . in general it is not necessary to maintain a discount rate above the prevailing level of call loan rates in order to prevent member banks from borrowing at the Reserve Banks for the purpose of increasing their loans on securities. Member banks generally recognize that the proper occasion for borrowing at the Reserve Bank is for the purpose of meeting temporary and seasonal needs of their customers in excess of funds available out of the member banks’ own resources; borrowing from the Reserve Bank for the purpose of enlarging their own operations is not considered a proper use of Reserve Bank credit either by the member banks or by the officers of the Federal Reserve Banks.1

  


  This tradition is in part an outgrowth of deliberate Reserve system policy; in part the survival of a prewar tradition which made any sort of borrowing by a bank a confession of weakness; and in part an expression of a broader traditional principle that any sort of permanent capital investment—industrial, commercial, or agricultural—ought to be financed by long-time capital instruments rather than by short-term borrowing.2


  The existence of this tradition leads the banks to apply the fresh reserve money first to paying off their borrowings, without much regard to the rate level. In the converse case, when sales of United States securities are made in large volume the banks lose reserves. They cannot sell securities except to one another, nor can they quickly collect any substantial amount of their outstanding loans. Consequently they borrow, at least temporarily, to replenish their reserves, and the higher rates which are exacted at such time have no apparent restrictive effect.3


  So long as reliance is placed on quantitative rather than qualitative control of member bank credit, as it usually has been in the past,4 it makes little difference whether the rediscount rate is effective or not. Open market operations serve the same purpose. But if progress is ever to be made along the lines blocked out in 1929, by withdrawal of rediscount privilege from banks which do not support the Reserve Board’s or the Reserve Banks’ policies, it will be essential that much less use shall be made of open market operations and that rate control be substituted for a traditional ban on continuous borrowing as a means of keeping borrowing within limits.5 In that case it will be necessary to destroy the tradition against rediscounting. If the member banks were encouraged to borrow freely whenever they found it profitable to do so, a very high discount rate would be an effective check on excessive borrowing, and a low rate a stimulus to greater borrowing when the situation seemed to call for liberality. If this were to be done it might be necessary to vary rediscount rates over a wider range than is now customary, and perhaps to have a larger degree of geographical diversity of rates. Probably there would still be a great deal of difficulty in stimulating borrowing in times when public confidence is low. But within the range in which open market operations are now effective, the rediscount rate could be made effective, and open market operations dispensed with.


  Aside from the question of relative effectiveness of the two standard methods of controlling credit, there is the more important question of the extent to which either one can be deemed adequate for the responsibilities which public opinion has imposed on the Reserve Board and the directors of the Reserve Banks.


  In most cases the volume of outstanding credit shows considerable responsiveness to changes in Reserve system open market policy, though gold movements and repayment of borrowings may make it necessary to buy two or three dollars worth of bonds to put one dollar into the bank reserves. A comparison of recent changes in open market policy and changes in other money market items may be illuminating. During the period covered by our study the Reserve system made four distinct efforts to increase the volume of credit outstanding by buying securities, and two direct attempts to contract credit by selling them. The table on page 234 shows the time relationship between these movements and a number of related items.


  It will be noted that there is a high degree of correspondence between the policy of the System as expressed in the purchases of securities and the direction of change of member bank reserve balances. Repayment of indebtedness works against the changes in open market holdings, and often gold movements do so, but these offsets are not sufficient to cancel the effect of open market operations.


  The effect on the loans and on the investments of reporting member banks presents an interesting contrast. Bank investments in every case show a pronounced change in the same direction as Federal Reserve holdings of United States securities, while loans display no responsiveness whatever. This difference is to be explained partly by the fact that the public demand for loans cannot be quickly stimulated by the cheapening of money, and partly by the circumstance that cheap money periods are also periods when banks feel it necessary to be unusually cautious in their credit analysis.


  
    Open Market Operations and the Money Marketa


    (Net change of monthly average; in millions of dollars except as otherwise noted)


    
      
        	Item

        	March 1923 to November 1923

        	November 1923 to October 1924

        	May 1927 to December 1927

        	December 1927 to July 1929

        	October 1929 to December 1930

        	February 1932 to May 1932
      


      
        	ALL FEDERAL RESERVE BANKS:
      


      
        	United States securities

        	-233

        	+ 502

        	+315

        	- 459

        	+ 490

        	+ 670
      


      
        	Rediscounts

        	+171

        	- 559

        	+ 56

        	+ 567

        	- 547

        	- 362
      


      
        	Member bank reserve balances.

        	+ 2

        	+ 266

        	+137

        	- 65

        	+ 29

        	+ 231
      


      
        	REPORTING MEMBER BANKS:
      


      
        	Loans

        	+179

        	+ 980

        	+730

        	+1,554

        	-1,374

        	- 1,009
      


      
        	Investments

        	-260

        	+ 950

        	+324

        	- 403

        	+1,366

        	+ 346
      


      
        	Net demand deposits

        	-114

        	+1,767

        	+693

        	- 627

        	+ 206

        	+ 49
      


      
        	Net demand plus time deposits.

        	+ 16

        	+2,461

        	+999

        	- 373

        	+ 588

        	+ 24
      


      
        	MONETARY GOLD STOCK:

        	+216

        	+ 324

        	-235

        	- 81

        	+ 202

        	- 111
      


      
        	WHOLESALE PRICESb:

        	-5.5

        	-0.2

        	+3.1

        	+1.2

        	-15.9

        	- 1.9
      

    


    a Compiled from Annual Reports of the Federal Reserve Board and from Federal Reserve Bulletins, Vol. 18, pp. 186, 352, 358, 400.


    b Bureau of Labor Statistics index; in points (average for 1926=100).

  


  In three of the six cases the movement of gold did not conform to that which theory would lead us to expect. In 1923-24 and in 1929-30 there was an increase in the gold stock in spite of an easy money policy and in 1927-29 there was a net loss in the period when security holdings were being drastically reduced. In the two cases first mentioned the explanation is obvious. In 1920-24, as was noted previously,6 so large a part of the world was off the gold standard that gold drifted steadily into the gold standard countries quite irrespective of their credit policies. The import of gold in the face of easy money from October 1929 to December 1930 is also accounted for by the fact that easy money policies here were matched or outdone by easy money policies everywhere else. The net loss of gold between December 1927 and July 1929 is more difficult to reconcile with what theory would lead us to anticipate. However, it is to be noted, first, that the net loss of gold was more than accounted for by the takings of France, all other countries showing a net loss to us during the period; and second, that the whole net loss and much more occurred in the first six months of the period and was the continuation of a movement which had started during the easy money period of 1927. For the last half of the period we gained gold with increasing rapidity.


  Tentatively the situation may be summed up as follows:


  1. The chain of causal relationships which it is desired to set up would run from open market policy to the reserves of member banks; thence to loans and investments on the one hand and deposits on the other; and finally to the buying policy of the public and the price level.


  2. The first effect of reversal of open market policy is to stimulate a partial offsetting change in rediscounts (which is apparently not influenced significantly by rediscount rates).


  3. A second probable effect (less certain to occur) is to divert the demand for funds for reserve purposes from the Reserve Banks to the foreign market, or vice versa, causing gold to flow in or out.


  4. These offsets are not complete, however. Reserves of member banks do show some response to changes in open market policy.


  5. Member banks’ investment policy responds readily to an open market policy which is designed to further either expansion or contraction.


  6. Loans at member banks do not show a tendency to expand and contract as Federal Reserve policy grows more and less liberal.


  7. The price data, which represent the last stage in the chain of effects which is hoped for, show no evidence of any responsiveness to Reserve system policy. Any relationship which may exist here is obviously of a long-run character. It does not show itself in experiments which run only over periods of a year or two.


  The two major factors which limit the control of the Reserve system over the volume of funds in use are the gold movement and the state of business sentiment. The nature of the relationship between credit expansion and gold movement has been indicated in Chapter II. Credit is highly fluid. If any central bank substantially increases the amount of purchasing power at the disposal of its own nationals some part of the new funds is certain to be expended or loaned abroad.7 Such a change will depress the foreign exchanges below the level at which they would otherwise stand, and presently, if both nations concerned are on the gold standard, will cause a gold flow—unless both nations are keeping step in the expansion. If the gold standard is not in effect the central bank’s credit operations can reflect themselves in fluctuations in the exchange rates without causing any gold flow. If it is in effect in some countries and not in others, the new gold of the world is likely to move into the gold standard countries without much regard to credit policy, as was the case with the United States in 1921-24.8


  Though in the absence of an effective gold standard the central bank is not restrained by the gold situation, the fluidity of capital none the less sets limits to credit control. If the central bank is charged with the obligation of keeping the value of the currency from fluctuating outside of prescribed limits, this obligation operates just as does the gold standard to deprive the central bank of full freedom of action in its efforts to stimulate business by credit expansion and check it by contraction. An expansion of the credit of the central bank is bound to have an adverse effect on the balance of payments. This will cause the currency to depreciate in terms of other currencies, and unless the depreciation is to be allowed to continue indefinitely, it will have to be countered by measures of restriction.


  The largest degree of liberty of action is found in the case in which a country has abandoned all efforts to maintain the stability of its currency. Under such circumstances, for a brief period, the currency issuing authority is free to manipulate the volume of money without regard to the effect on exchange rates or gold reserves—though in practice such cases most often arise when fiscal necessities so completely dominate the situation as to make all other tests of credit policy irrelevant. The next largest degree of independence is that of a country which, having the gold standard, has a supply of gold so far in excess of its requirements that it can pursue the policies which seem most conducive to domestic or international prosperity without regard to their effect on the exchanges and on the gold stock.


  Theoretically, the United States is in this latter position. In practice, however, public opinion still regards gold movements as so important a symptom of soundness of the policies pursued, that the Reserve system can only temporarily ignore them. The events of the winter of 1931-32 showed clearly that long before the gold flow becomes technically a necessary factor in the credit policy it becomes a psychological factor.


  Of no less importance is our second limiting factor. The state of business sentiment affects the problem of credit control by determining the volume of currency which will be readily kept in circulation, the proportion of cash to bank deposits held by the public, and the relative extent to which funds put into the banks by Reserve system operations will be used by the banks to support increased deposit liabilities or sent back to the Reserve Banks in repayment of borrowings. As is shown more fully in Chapter V the Reserve system apparently has a considerable power to hold down the amount of credit extended to the public by the banks in times of boom but very little power to bring about an increase in time of depression.


  In summary, the Reserve system’s control of rediscount rates and its open market operations constitute a crude and circuitous technique for controlling the state of the money markets, and through them the pace of business activity. It would be unjustifiable to impute to the Reserve system primary responsibility either for the prosperity which the country enjoyed during the major portion of the period under review, or for the disasters with which the decade closed. Nor does the recent experience of other countries point the way to a material strengthening of that technique. Nevertheless, the success of the Reserve system in dealing with minor disturbances and with seasonal fluctuations and the limited success which has attended its efforts to cope with major difficulties, do justify further effort along this line. Credit control is not a panacea; it is an experiment.

  


  1 Annual Report of the Federal Reserve Board, 1925, pp. 15-1 6. Again at a later date: “It is a generally recognized principle that Reserve Bank credit should not be used for profit, and that continuous indebtedness at the Reserve Banks, except under unusual circumstances, is an abuse of Reserve Bank facilities.” (Ibid., 1928, p. 8.) Compare also ibid., 1926, pp. 4-5; W. W. Riefler, Money Rates and Money Markets in the United States, 1930, Chap. II.


  2 Compare 328-34.


  3 Rediscount rates do, of course, influence the proportion of rediscounts to acceptances offered to the Reserve Banks. But as was shown in Chap. II, the purchase of acceptances is essentially of the character of rediscounting.


  4 Compare pp. 124-28.


  5 It is not an accident that A. C. Miller, the chief official advocate of qualitative control, is also the chief opponent of open market operations. Open market operations give the System no control whatever over the use made of their reserves by the member banks and hence no opportunity for the use of “direct pressure.”


  6 See p. 180.


  7 Or to replace borrowing which would otherwise have been made abroad.


  8 Movements of gold into countries not on the gold standard are chiefly due to special central bank or governmental operations which are not commercially profitable.


  
PART III


  THE MINOR STANDARDS


  
CHAPTER XII


  LIQUIDITY OF COMMERCIAL BANK ASSETS THE ACCEPTANCE MARKET


  In Chapters XII and XIII we consider the policy of the System with respect to the types of credit instrument which Reserve Banks will either accept for rediscount or purchase in the open market, and the influence which the System has had on the composition of the portfolios of member banks. This subject breaks up into two parts, first the stimulation of the use of acceptances, and second the influence exerted on banks’ lending practices through the standards of eligibility of paper for rediscount. The latter topic will be considered in Chapter XIII; here we examine the policies of the Reserve system which have had to do with the development of an acceptance market in the United States.


  European banking practice, in contrast to our tradition, has always favored the use of acceptances or “bills.” An acceptance is an order for payment drawn by one individual or corporation in favor of another and addressed to a third individual or corporation (frequently a bank) and “accepted” by the drawee.1 A draft drawn by the seller of goods on the buyer is known as a “trade acceptance”; and a draft drawn on a bank and accepted on behalf of a client who has made the necessary arrangements with the bank, is known as a “bank acceptance.” Though such drafts are sometimes based on the individual credit of the drawer or of the client for whom the bank accepts, the rule is that an acceptance is based on an individual transaction in the marketing of goods and is to be liquidated out of the proceeds of the completed transaction.2


  Bank acceptances are usually accompanied by shipping and other documents which evidence the commercial character of the transaction and make it impossible for the buyer to obtain possession of the goods until the draft has been properly accepted. Partly because acceptances always bear two or three names, but chiefly because of the intimate connection between the credit instrument and the underlying commercial transaction, European banking tradition regards the acceptance as the safest and most liquid of commercial instruments. In European central banking tradition the purchase of acceptances has long been regarded as the most appropriate means by which central banks may put their credit into the market.


  At the time when the Federal Reserve system was created, neither the bank acceptance nor the trade acceptance had any important place in our financial system. American pre-war practice favored the use of single-name promissory notes not backed by documents evidencing individual transactions. Such notes might be secured by the deposit of marketable collateral or merely by the general credit of the maker. Collateral paper was used chiefly, but by no means exclusively, in the financing of the speculative and investment security markets. Short-time borrowing for commercial and industrial purposes was done in two principal ways; namely, by the sale of commercial paper through note brokers, and by borrowing on a single-name note over the counter of the borrower’s own bank. Over-the-counter credits might or might not be secured by collateral, but if they were secured the collateral ordinarily had no specific relationship to the transaction which the loan was intended to finance.3


  “The pre-war system of trade financing (which is in most respects the same today) may be described as follows: In wholesale trade goods were generally sold on a basis of credit, with a discount for cash payment. Probably the most frequent arrangement was 60 days’ credit, with 2 per cent discount for payment within ten days. Banks financed trade on the basis of single-name promissory notes, paying little attention to individual transactions unless the latter were very large. So far as the buyer’s credit permitted, he borrowed at the bank and took cash discount, the savings normally amounting to more than twice the bank interest. Sellers borrowed at the banks to obtain funds to carry those customers who did not take cash discount. In either case the assets were ordinarily not pledged but merely listed in a statement of condition, though in the financing of staples there was a considerable amount of lending on the collateral security of warehouse receipts and bills of lading. In the case of small corporations the personal endorsement of officials was often required. The bank was safeguarded by the requirement of a normal ratio of quick assets to current liabilities; the most frequent requirement being two-to-one. The net working capital, that is the difference between quick assets and current liabilities, had to be obtained by the investment of the proprietor or by the issuance of long-time securities.


  Under the system in vogue in Europe, as we have stated, a large proportion of trade is financed by the use of acceptances representing the purchase price of goods. These acceptances are discounted at the seller’s bank; or a bill accepted by a bank for the account of the buyer is sold in the open market. The former practice, known in America as the trade acceptance system, is applicable on the Continent to small domestic bills; the latter, the bank acceptance system, centers in the London market and is chiefly important in the financing of international trade where the individual transactions are larger and the underlying goods can be more readily levied upon and sold in case of default.


  Obviously the discounting of a bill makes it regular practice to extend larger credit on the security of a given lot of goods than is the case where the borrower has to show a two-to-one ratio of quick assets to current debt. This does not necessarily mean, however, that under the American system the banks do a smaller proportion of the total financing. For the equity represented by the excess of current assets over current liabilities can be obtained by selling securities, and these securities to a very large extent are either bought by the banks as investments or carried by the banks as collateral for time and call loans to speculators. From the standpoint of the banker’s need for a liquid investment, the American call loan is the counterpart of the European acceptance; while from the standpoint of the industrial borrower the fact that he can issue securities which are carried directly or indirectly by banks makes up the difference between the 100 per cent credit he might have gotten by discounting a buyer’s acceptance and the 50 per cent credit he could get if the bank loaned him funds to carry on his business on the basis of a two-to-one ratio. Obviously, however, the American system is more favorable than the European to the organization of business in units sufficiently large to make possible access to the open market for investment instruments.4


  Following the creation of the Federal Reserve system there was organized a propaganda movement, having as its objective the popularization in the United States of both the bank and the trade acceptance. As is usual with propaganda movements, the claims made for the European system were a mixture of sound sense and wildest nonsense. It is unnecessary to recount the history of this effort, so far as the trade acceptance is concerned.5 Suffice it to say that the trade acceptance proved a complete fiasco.6 The labor and red tape involved in handling acceptances proved a serious obstacle. Banks quickly grew fearful that the acceptance was merely a way of getting bigger loans on the same security—which was a fair inference from much of the propaganda literature. And in fact the buyers who were enthusiastic proved to be chiefly those who hoped to obtain larger credit lines than had been hitherto open to them.


  The history of the bank acceptance was entirely different. The active efforts of reformers in this country were reinforced by world financial conditions which were very favorable to the transfer to New York of a considerable fraction of the acceptance business formerly handled through London. For a number of years the United States was the only leading nation with a stable currency. Later, as the stabilization movement gained headway, a new market for American acceptances opened up in the form of gold exchange reserves of Continental central banks. Finally, the Reserve Banks threw the weight of their influence very effectively back of the movement to build an acceptance market in the United States.


  The Reserve system has made strenuous efforts to develop a market for acceptances. In pursuance of this policy the Reserve Banks stand ready at all times to purchase eligible bills at fixed rates in any quantity in which they may be offered. Although the purchase of an acceptance by a Reserve Bank is generally called an open market investment, it is really more closely akin to a rediscount than to other open market operations. Any bank which has eligible bills can replenish its reserves by selling the bills to the Reserve Banks at the published rates as certainly as it can secure funds through rediscounting its commercial portfolio; hence the Reserve Banks can control the volume of their credit issued through the acceptance market only in the way that they control the amount of rediscounts, that is, through changing their buying rates. As was shown in Chapter XI, the quantity of reserve credit outstanding does not respond readily to control of this kind. Purchases and sales of United States securities, on the other hand, are undertaken at the initiative of the Reserve Banks, which buy and sell at rates fixed by the market such quantities of securities as may be deemed necessary to produce the results aimed at.


  The similarity between acceptance purchases and rediscounts must not be exaggerated, however. From the standpoint of a member bank the sale of acceptances or customers’ paper has the advantage that the funds so received are not shown in its reports as borrowings. Hence the expansion of credit through the acceptance route is not subject to the check which arises from the existence of a tradition against continuous rediscounting.


  Special aid from the Reserve system for the acceptance market has taken four forms: first, special privileges to acceptance dealers in the form of “repurchase agreements”; second, endorsement of bills sold to foreign central banks; third, preference in the rates at which acceptances are bought as compared with rediscount rates; and, fourth, progressive lowering of the standards required for eligibility of acceptances for purchase.


  Repurchase agreements afford dealers in acceptances direct access to Reserve Bank credit. The repurchase agreement, which is used both in the acceptance market and in that for short-time government securities, is an agreement between a Federal Reserve Bank7 and certain recognized dealers whereby the dealers may sell securities to the Reserve Bank under contract to buy them back within 15 days at a fixed price. The price is so adjusted as to net the Reserve Bank the same rate of interest which it would earn if it bought the securities outright. The willingness of the banks to buy acceptances at all times, either outright or under repurchase agreement, makes them more attractive investments for banks and greatly lessens the risks of dealers.


  The legality of the repurchase arrangement was strongly questioned by members of the House Committee on Banking and Currency at the hearings on the Strong bill, on the ground that it was merely a subterfuge to cover what are really collateral loans to dealers who are not members of the Federal Reserve system.8 Question was raised also as to the desirability of an arrangement whereby dealers in acceptances and securities, who are in no case members of the Reserve system, are given unrestricted access to Reserve funds at rates as low as are granted by the Reserve Bank to member banks, whereas any other business concern can secure Reserve credit only at a higher cost through the intermediation of a member bank.9


  W. Randolph Burgess has been the chief spokesman of the Reserve system in defending this system, both at the hearings in question and in his published writings.10 Mr. Burgess says:


  
    The practice is for the dealer to borrow from day to day in the money market the money with which he carries his stock. Ordinarily, the bill dealer can obtain call money at a rate about one-fourth to one-half per cent under the quoted market rate for call money because of the type of security he offers. But there are often times in the money market when money is not available at low enough rates; at these times the bill dealer needs some place of refuge where he may obtain funds to tide him over the temporary period of stringency. The Federal Reserve Banks furnish that place, for they always stand ready to buy bankers’ acceptances at their current buying rates.11

  


  A fuller statement of Burgess’ view is embodied in the following excerpt from the hearings:


  
    Mr. Wingo. . . . This purchase and resale—what is the necessity and philosophy and influence that moved the Bank in establishing that custom?


    Mr. Burgess. I would like to make three points on that, Mr. Wingo. The first one is that these dealers have a type of security which has a liquidity and a goodness which is totally different from the security of the business man. This paper in the bankers’ acceptance market has two banks’ names on it. The short-term Government manifestly is a security of the highest type so that the security is a very different proposition. The second point is that the existence of these markets is not only desirable, but is essential to carrying on a sound money market operation with central banks in the same way as they do in European countries. It is an essential way of giving elasticity to the money market and making possible a free flow of funds about the country.

  


  
    We would have no American bill market and no market for short-term government securities if the Federal Reserve Banks did not have that arrangement.


    Mr. Wingo. What is the reason?


    Mr. Burgess. They cannot get the funds they require at a rate they can live on.


    Mr. Wingo. The whole thing goes back to the rate, then?


    Mr. Burgess. Yes, sir.


    Mr. Wingo. The fact is you have one class of securities or people dealing with the Federal Reserve Banks that gets a preferential rate as compared with other interests in the country?


    Mr. Burgess. Not compared with the member banks. Here is a group of bankers that are simply placed, because of the necessity of this operation, on a similar basis in getting funds with the member banks.

  


  
    Mr. Wingo. . . . Why is it necessary? Why cannot that transaction, assuming that you are right—and I am inclined to think of course you are—that these bill dealers perform a very necessary function, if that is true, why cannot they come through the member banks just as any merchant can [assuming that it is legal] ?

  


  
    Mr. Burgess. It is simply a matter of the mechanism, a matter of fact. They cannot get the money.


    Mr. Wingo. The reason is he cannot get the money at a rate he will pay.


    Mr. Burgess. At a rate he can pay and survive.


    Mr. Wingo. Is not that true of any merchant in Washington? If the rate that the banks charge him makes it impossible for him, in competition with his competitors, to give a sufficient return, he has to go out of business.


    Mr. Burgess. Yes; but the banking situation is such that some other fellow can survive in the same business. Without the aid of the Reserve Banks the whole business of dealing in bills is unprofitable.


    Mr. Goldsborough. Do you mean the bill dealer can get rates from the Bank of England, and for that reason the Federal Reserve thought it necessary to set up these rates in order to compete with the Bank of England?


    Mr. Burgess. Not compete with the Bank of England.


    The Chairman. But do a business similar to the Bank of England?


    Mr. Burgess. Yes, sir. The bankers’ acceptance business has proved a very valuable thing in England, a very important part of their money market.12

  


  The case for continuous protection of dealers in acceptances against the risk of loss on account of a tightening of the money market is not on the face of things particularly convincing. The risk is one of the ordinary hazards of trade in financial instruments. A dealer in open market commercial paper, for example, has to carry a stock of paper on borrowed money. An adverse fluctuation in the cost of money may at any time wipe out the profits on the paper contained in his portfolio. Dealers in bonds and stocks run the same risk. It is all a question of rates. If the dealers had to protect themselves against adverse fluctuations of the money market they would have to have a somewhat wider margin of profit, or else work on a brokerage basis. If they cannot get an adequate margin of profit in the acceptance market, this means that the acceptance market does not, under American conditions, have sufficient vitality to carry its own costs.


  The acceptance has tended to become more and more an instrument for financing transactions in which the turnover of capital is slow. The standard line of argument in favor of the acceptance as an ideal bank investment is that in the very nature of the case it is self-liquidating; that it is based on a specific transaction in an identified lot of staple goods; that it will be liquidated automatically as the goods are paid for; and that in case of difficulty the creditor can always take possession of the goods and sell them to satisfy his claim. The history of the acceptance in recent years, however, has been that as its use broadens it tends more and more to lose its distinctive character. In this connection the distribution of the total amount among bills of different classes is illuminating.


  The accompanying table shows, both in totals and in percentage terms, the number of bills issued to finance imports, exports, domestic shipments, the storage of goods in domestic warehouses, goods “stored abroad or shipped between foreign countries,” and those issued to furnish “dollar exchange.” The only one of these items which requires explanation is the last mentioned—drafts to create dollar exchange. Section 13 of the Federal Reserve Act provides that any member bank may accept 90-day drafts drawn upon it by banks or bankers in foreign countries or dependencies of the United States “for the purpose of furnishing dollar exchange as required by the usages of trade.” Under this provision of the Act, the Board has authorized the acceptance of drafts drawn by banks or bankers in between 25 and 30 non-European countries.


  A draft to create dollar exchange is simply the old finance bill13 under a new name—a device whereby a bank in the United States can make a direct short-term loan to a bank in a less developed country on no security other than the general credit of the borrowing bank. Such drafts have long played a useful part in the international distribution of capital, but there is no apparent reason why they need be encouraged by preferential treatment as compared with direct loans. Nor is it clear that there is any sound basis for a discrimination in this respect in favor of the banks of countries which are financially weak as against those which are financially strong.


  
    Bankers Acceptances Outstanding, 1924-31a


    Classified by Basis of Credit


    I. In Millions of Dollars


    
      
        	Class of Credit

        	1924

        	1925

        	1926

        	1927

        	1928

        	1929

        	1930

        	1931
      


      
        	Imports

        	292

        	311

        	283

        	313

        	316

        	383

        	221

        	159
      


      
        	Exports

        	305

        	297

        	261

        	391

        	497

        	524

        	415

        	222
      


      
        	Domestic shipments

        	38

        	26

        	29

        	21

        	16

        	23

        	35

        	16
      


      
        	Domestic warehouse credits

        	162

        	103

        	116

        	197

        	174

        	285

        	271

        	251
      


      
        	Goods stored abroad or shipped between foreign countries

        	

        	17

        	40

        	131

        	243

        	441

        	561

        	296
      


      
        	Dollar exchange

        	23

        	19

        	26

        	28

        	39

        	76

        	52

        	31
      


      
        	Total

        	820

        	773

        	755

        	1,081

        	1,285

        	1,732

        	1,555

        	975
      

    


    II. As a Percentage of Total


    
      
        	Imports

        	35.6

        	40.2

        	37.5

        	29.0

        	24.6

        	22.1

        	14.2

        	16.3
      


      
        	Exports

        	37.2

        	38.4

        	34.6

        	36.2

        	38.7

        	30.2

        	26.7

        	22.8
      


      
        	Domestic shipments

        	4.6

        	3.4

        	3.8

        	1.9

        	1.3

        	1.3

        	2.3

        	1.6
      


      
        	Domestic warehouse credits

        	19.8

        	13.3

        	15.4

        	18.2

        	13.5

        	16.5

        	17.4

        	25.7
      


      
        	Goods stored abroad or shipped between foreign countries

        	

        	2.2

        	5.3

        	12.1

        	18.9

        	25.5

        	36.1

        	30.4
      


      
        	Dollar exchange

        	2.8

        	2.5

        	3.4

        	2.6

        	3.0

        	4.4

        	3.3

        	3.2
      


      
        	Total

        	100.0

        	100.0

        	100.0

        	100.0

        	100.0

        	100.0

        	100.0

        	100.0
      

    


    a Data for the years 1924-30 are taken from Facts and Figures Relating to the American Money Market, American Acceptance Council, 1931, pp. 44-45, and those for 1931 from Federal Reserve Bulletin, 1932, Vol. 18, p. 128. Figures in each case are for the end of the year.

  


  The other groups which have the least claim to favored treatment, in accordance with the general theories advanced in the propaganda for acceptances, are those based on goods stored abroad or shipped between foreign countries, and those based on domestic warehouse receipts.14 However desirable it may be to encourage the holding of staple goods in warehouses for the sake of “orderly marketing,” and however great the ultimate safety of loans made in this connection, it cannot be claimed that such credits are directly self-liquidating. They do not arise out of completed transactions; they are a means of furnishing more or less permanent working capital; and they are held likely to have a speculative character. Nor is it as easy for the buyer of such an acceptance to check up on the value of the collateral or to protect himself in case of default as is the case in financing on “salt water” bills, in which the time of the credit corresponds to the time necessary for carrying through the trade transaction.


  It will be noticed that these three doubtful items—domestic warehouse credits, dollar exchange, and goods stored abroad or shipped between foreign countries—which in 1925 made up only about 22 per cent of the total, had increased in 1929 to 46 per cent, and in 1930 to 59 per cent. Bills based on goods stored or shipped between foreign countries have been increasing especially rapidly since 1927, and by 1930 exceeded in volume those issued either in import or in export trade. However little importance one may attach to the self-liquidating character of paper—a point which we shall discuss in Chapter XVII—it can hardly be denied that the case for special favors to the acceptance market as against the commercial paper market is seriously weakened by the expansion of these elements in the acceptance market to one-half the total.


  Moreover, the distinctive character of the other half of the acceptances is also being nibbled away. The law provides that a bill to be eligible for acceptance by a national bank as based on a shipment of goods in domestic trade, must be accompanied by shipping documents. In the earlier rulings this provision was held to mean that the purpose of the bill should be to finance shipment and not to enable a buyer to carry goods through the process of manufacture and resale after they had been delivered to him. Hence it was required that the life of the bill should have some reasonable relationship to the length of time required for shipment, and that the acceptance should not be used as a means of furnishing working capital to the buyer. But in a ruling of November 8, 1929,15 it was held that a buyer may, after paying a sight draft at a bank, and before the bank has turned over to him the shipping documents which accompanied it, draw a 90-day draft on that bank, have the acceptance discounted, and walk out with the shipping documents. So far as indicated, he may do this even though the goods have already arrived and are awaiting release of the shipping documents for delivery. Thus the provisions of the law which were designed to link up acceptance with actual shipment are completely nullified.16 In connection with this ruling the Board expressly called attention to the fact that it reversed the earlier rulings intended to prevent the use of the acceptance as a means of obtaining working capital. It is difficult to see wherein this ruling leaves any rational ground for preferential treatment of the trade acceptance over the single-name promissory note.17


  
    Percentage Distribution of Bankers’ Acceptances Outstandinga


    
      
        	Date

        	Held by Federal Reserve Banks

        	Held by Others
      


      
        	Total

        	For Own Account

        	For Foreign Correspondents
      


      
        	1927:
      


      
        	June 30

        	45.8

        	26.3

        	19.5

        	54.2
      


      
        	Dec. 31

        	57.3

        	36.1

        	21.2

        	42.7
      


      
        	1928:
      


      
        	June 30

        	51.1

        	21.1

        	30.0

        	48.9
      


      
        	Dec. 31

        	63.3

        	38.0

        	25.3

        	36.7
      


      
        	1929:
      


      
        	June 30

        	45.2

        	7.2

        	38.0

        	54.8
      


      
        	Dec. 31

        	54.2

        	22.6

        	31.6

        	45.8
      


      
        	1930:
      


      
        	June 30

        	45.7

        	9.7

        	36.0

        	54.3
      


      
        	Dec. 31

        	49.3

        	21.1

        	28.2

        	50.7
      


      
        	1931:
      


      
        	June 30

        	31.8

        	6.9

        	24.9

        	68.2
      


      
        	Dec. 31

        	57.1

        	31.4

        	25.7

        	42.9
      

    


    a Facts and Figures Relating to the American Money Market, p. 61; Federal Reserve Bulletin, 1932, Vol. 18, p. 105.

  


  Reserve Bank buying rates on acceptances have usually been such as to attract to the Reserve Banks a very large fraction of the outstanding bills. The most important question in connection with the Reserve Banks’ policy toward the acceptance market arises in connection with the fixing of the rate. At most times the acceptance market in this country has depended for its very existence on the amount of favor shown it by the Reserve Banks. The table on page 258 shows how heavily the bill market has leaned on the Federal Reserve system.


  The fact that the Reserve Banks stand ready to buy acceptances at a rate lower than the rediscount rate on commercial paper has been defended on the ground that the acceptance is a better security than rediscounted paper since it always bears the names of two banks,18 and since no question of renewal of obligation arises in connection with it, such as may arise with promissory notes. This point is, of course, theoretically sound, but in practice it is probably of no significance.19


  The real point is that there has never been an independent demand for acceptances at rates which would call forth a sufficient volume of them to make a satisfactory market. Consequently, in order to encourage the use of acceptances, besides endorsing them for foreign buyers in the way already noted, the Reserve Banks have always bought a very large proportion for their own account.


  A campaign to create a discount market in this country, however, can hardly be considered successful so long as the market requires constant nursing on the part of the Reserve Banks.20 Especially is this true so long as the commercial banks do not regard acceptances as attractive investments. There are no data as to holdings of banks, except for the banks of the New York District and for the accepting banks, which are in general the very large city banks. As the accompanying table shows, the member banks of the New York District have as a rule held very moderate amounts of acceptances. Moreover, more than half of these are bills which have been accepted by the same bank which holds them. Such “acceptances” hardly qualify as essentially different from simple advances over the counter. The Reserve Banks, other than New York, nearly all report that banks of their districts are not interested in buying acceptances, chiefly because the rates are unattractive.21 In 1930 and 1931 the market for acceptances was greatly strengthened by the shortage of commercial paper and by the general attempt of banks, and for that matter of individuals, to get their assets into highly liquid short-term form. The situation was so abnormal that it would not be safe to conclude that the acceptance has made a permanent place for itself of any such magnitude as the recent figures indicate.


  From the standpoint of the buyer the acceptance must make its place in competition with two other types of instrument which offer the same combination of great safety and high liquidity,22 namely the Treasury certificate and the stock market call loan. The great mass of short-term United States government securities are fully tax exempt in the hands of banks and have the added advantage that the subscriber ordinarily is enabled to retain the funds for some time as a government deposit at a rate lower than is yielded by the certificates. Since such securities have as good a market as have the acceptances, the yield on acceptances would have to be substantially higher to make them equally attractive to the banks. As a result of Federal Reserve policy, however, the yield of acceptances has rarely gone above that of United States government securities by more than one-half of one per cent; the usual spread is about three-eighths. Except in times of very easy money, call loans yield a higher return than do other types of secondary reserve and the risk on them has so far proved to be negligible.


  
    Acceptances Held by Member Banks in the New York Federal Reserve District, 1925-30a


    
      
        	Date

        	Total

        	Own Acceptances

        	Acceptanccs of Others
      


      
        	In Millions of Dollars

        	As Percentage of all Loans and Investments

        	In Millions of Dollars

        	As Percentage of all Loans and Investments

        	In Millions of Dollars

        	As Percentage of all Loans and Investments
      


      
        	1925:
      


      
        	June 30

        	64

        	0.73

        	36

        	0.41

        	28

        	0.32
      


      
        	Dec. 31

        	47

        	0.51

        	23

        	0.25

        	24

        	0.26
      


      
        	1926:
      


      
        	June 30

        	25

        	0.27

        	13

        	0.14

        	12

        	0.13
      


      
        	Dec. 31

        	29

        	0.30

        	15

        	0.16

        	14

        	0.14
      


      
        	1927:
      


      
        	June 30

        	39

        	0.39

        	11

        	0.11

        	28

        	0.28
      


      
        	Dec. 31

        	53

        	0.49

        	38

        	0.35

        	15

        	0.14
      


      
        	1928:
      


      
        	June 30

        	28

        	0.25

        	8

        	0.07

        	20

        	0.18
      


      
        	Dec. 31

        	19

        	0.17

        	9

        	0.08

        	10

        	0.09
      


      
        	1929:
      


      
        	June 30

        	25

        	0.21

        	16

        	0.13

        	9

        	0.08
      


      
        	Dec. 31

        	94

        	0.76

        	39

        	0.32

        	55

        	0.44
      


      
        	1930:
      


      
        	June 30

        	132

        	1.07

        	42

        	0.34

        	90

        	0.73
      


      
        	Dec. 31

        	185

        	1.54

        	51

        	0.42

        	134

        	1.12
      

    


    a Data on acceptance holdings from Hearings on S. res. 71, Part 6, p. 872; on total loans and investments from Annual Report of the Federal Reserve Board, 1930, p. 172.

  


  On the other hand, if rates were set higher so as to make the acceptances more attractive to banks and other investors, the supply of acceptances would probably dry up. The root difficulty seems to be that the commission charged by the accepting bank, plus the dealer’s profit, make such a wide spread between the cost to the borrower and the yield to the buyer that the acceptance market is less economical for most borrowers and less profitable for lenders than are other types of financing. For without a rate differential the acceptance market would not be a particularly attractive method of borrowing for firms which have access to other forms of open market short-term credit. To borrow through the use of acceptances involves more work and red tape and involves closer scrutiny of the details of one’s business on the part of lenders.


  We conclude that in the financing of international trade in readily salable commodities, the acceptance probably has a real field of usefulness, in which it could stand on its own feet without official assistance. But nothing has been gained by forcing the acceptance form of credit into uses in which it cannot compete on its own merits. And so far as the one original purpose is concerned, namely that of making a fluid market through the medium of which funds could readily be shifted from one part of the country to another as demand and supply of credit shift—the acceptance market has been a failure. It was not needed for that purpose and has not served that purpose.

  


  1 The act of acceptance consists of writing across the face the word “accepted” with the date and the signature of the drawee. This makes the drawee directly liable under the instrument, the liability of the drawer being that of an endorser.


  2 A finance bill is a draft drawn by a bank in one country on a bank in another country and accepted without reference to any specific trade transaction. Such a bill is merely a device for making a direct loan on the general credit of the borrower, and has never shared in the prestige which attaches to the acceptance as an ideal credit instrument.


  3 The corresponding type of loan in English banking practice is the overdraft.


  4 As we have pointed out, this advantage is accentuated by the practice of selling short-time paper in the open market, chiefly to banks. See pp. 337-40.


  5 Compare H. Parker Willis, The Federal Reserve System, Chap. XLIII; Park Mathewson, Acceptances, Trade and Bankers, 1921.


  6 No data are available as to the amount of trade acceptances outstanding, but some idea of the importance of the instrument may be gained from the part they have played in Reserve Bank rediscounting operations. At the end of 1920 trade acceptances made up less than 34 million dollars out of a total of 2700 million dollars of rediscounts. This was the peak figure so far as year-end holdings are concerned. The volume fell oif rapidly and was below 4 million dollars at the end of 1924, and has never since exceeded that figure.


  On June 27, 1932 a new effort to encourage the use of trade acceptances was launched by the Banking and Industrial Committee of Twelve, an organization of prominent business men which was formed to assist federal government agencies in furthering a credit expansion. At the time this volume goes to press it has not been indicated that the Federal Reserve Banks are making plans to support the trade acceptance market as they do the market for bankers’ acceptances.


  7 Such arrangements have been in force in recent years only at the Federal Reserve Banks of Boston, Dallas, New York, and San Francisco. (71 Cong. 3 sess., Operations of the National and Federal Reserve Banking System, Hearings on S. res. 71 before Committee on Banking and Currency, Part 6, pp. 935-38).


  8 69 Cong. 1 sess., Stabilization, Hearings on H.R. 7895 before Committee on Banking and Currency, Part 2, pp. 931-34, 981-91.


  9 This objection has special force because of the fact that the accepting banks are not necessarily members of the Federal Reserve system, or even state banks. A number of the leading acceptors are private banks which make no public reports of conditions. They are required to file reports with some one Federal Reserve Bank but these reports are not made public, and no definite standards to which they must conform have been published.


  10 The Reserve Banks and the Money Market, Chaps. VI and VIII, and Journal of the American Bankers’ Association, November 1925, p. 329.


  11 The Reserve Banks and the Money Market, p. 141.


  12 Hearings on H.R. 7895, Part 2, pp. 984-85.


  13 Compare p. 244.


  14 In this analysis it is assumed that the bulk of the acceptances which make up the category of “stored abroad or shipped between foreign countries” are issued against goods in storage awaiting sale rather than goods which are in transit between buyer and seller. The rapid growth of this class of acceptances supports the assumption, though it does not prove it.


  15 Federal Reserve Bulletin, 1929, Vol. 15, p. 811.


  16 “Under the facts stated the accepting bank has possession of the bill of lading at the time of the acceptance of the draft drawn upon it, and this is believed to be a substantial compliance with the requirement of the law that shipping documents conveying or securing title be attached at the time of acceptance.” (Ibid.)


  17 It may be added that though it was anticipated that the ruling of November 1929 would lead to an expansion of the use of acceptances in domestic trade, these expectations up to date have not been fulfilled. Compare p. 247.


  18 Testimony of Governor Strong, Hearings on H.R. 7895, Part 1, pp. 457-58.


  19 Up to 1926 the Federal Reserve Bank of New York had never taken any loss on rediscounted paper. (Ibid., p. 543.)


  20 There is a difference of opinion among Reserve Bank officials as to the extent to which the market for acceptances should be regarded as artificial (in the sense that it is determined by the Reserve Banks or buying rates rather than by any spontaneous demand). To a question on this point the Philadelphia Bank reported (in 1931) that the market is highly artificial, the Reserve buying rate “practically” determining the market rate. Chicago, Dallas, and Boston reported that this has been true at times, and San Francisco “more than has been necessary during recent years.” The Kansas City, New York, and Cleveland Banks reported that the market is not artificial, and Boston reported that “it appears that the open market rate on acceptances is not so artificial as might be supposed from the fact that the Federal Reserve Banks furnish the principal market.” (Hearings on S. res. 71, Part 6, pp. 879-81.)


  21 Ibid., pp. 850-51.


  22 Liquidity from the standpoint of the individual bank, not of the system as a whole. Compare p. 276.


  
CHAPTER XIII


  LIQUIDITY OF COMMERCIAL BANK ASSETS ELIGIBILITY FOR REDISCOUNT


  It was hoped by some critics of our pre-war banking organization that the Federal Reserve system would bring about a change in the standards of commercial bank lending. Since it was anticipated that commercial banks would have to look to the Federal Reserve system for credit in order to meet the demands of their customers for currency, it was naturally supposed that the types of paper which were made eligible for rediscount or for purchase would be favored by the banks and would grow in use at the expense of the types which might be discriminated against. Standards of eligibility would tend to become standards of lending practice.


  The special importance attached to the concept of eligibility arose from the fact that the lending practices of American banks did not meet with the approval of most students of banking theory.1 The banking assets of the country consisted in large part of loans and investments which were not of self-liquidating character. This mass of unliquid credit included much paper which was not even nominally self-liquidating, such as bonds, security collateral loans, and real estate mortgages; and also a vast number of single-name promissory notes of farmers and business men which were nominally short-dated but actually represented permanent working capital or fixed investment.2


  There was much paper which was highly liquid in the sense that it would be paid off in the normal course of trade, but paper of this type was not distinguished in form from that which represented permanent business capital. The only documentary evidence of liquidity which ever accompanied such notes was the financial statement of the borrower. Such statements were commonly required by large city banks, and by smaller banks in the case of paper purchased in the open market, but they were not generally required of local customers in smaller communities, and were almost unknown in connection with farmers’ loans.


  It was hoped that the eligibility standards of the new system would do two things; first, increase the proportion of commercial paper in the assets of the banks as compared with bonds and call loans; and, second, exert a beneficial influence on the actual liquidity of the paper which was nominally commercial in character. By excluding from rediscount all security loans to customers except those secured by United States government bonds (which then existed in very small volume), the law gave a preferential status to paper which was nominally short-time over what was admittedly of investment character. If the Reserve administration was to do anything further to reform the banking practice, its task was first to make eligibility valuable, and second, by eligibility restrictions, to increase the actual liquidity of the paper which was nominally of short-time character. The responsibility of fostering a more liquid type of loans was accepted by the Reserve Board, and it has been a factor of some importance in credit policy, especially in the earlier period of the System’s history, though never of dominating influence.


  There were open to the Reserve authorities two ways in which credit policy might be used to influence the character of the assets of the member banks. The first step, and an essential one, was the issuance of eligibility regulations which would put a premium on paper which was actually liquid over that which was only nominally short-time. The second possible line of attack would have been the adoption of policies which would tend to increase the amount of rediscounting which the banks would have to do, thereby making it advantageous for them to keep their assets in the form of eligible commercial paper, rather than in ineligible investments and collateral loans. As we shall see, only the first of these methods was actually utilized.


  An effort was made at the outset to establish a very strict standard of eligibility for rediscounted paper. This was done by requiring that every note presented for rediscount should bear on its face evidence that it grew out of a specific commercial transaction, or else bear a stamp certifying that the borrower had filed with the rediscounting bank a sworn financial statement which indicated that he possessed enough quick assets to make his short-time borrowing truly liquid.3


  If this policy had prevailed permanently so that paper bearing no evidence of liquidity was excluded from Reserve Bank portfolios, it is probable that the standards of commercial banking would to some extent have been modified in the direction hoped for, even though, as we show later, rediscounting has turned out to be of less importance than was anticipated. The immediate effect of the attempt to enforce these standards, however, was to arouse a great storm of protest and, as it appeared, to keep the Reserve Banks from getting any considerable amount of business.


  The protests centered on the technical difficulties involved in securing the type of credit statement demanded, bur a more serious difficulty was the discrepancy between the Board’s standards and the current practice of the country. It might have been possible to teach farmers and small-town business men to prepare financial statements, but such statements would only have made evident the inescapable difficulty of getting self-liquidating paper in communities where the banks’ principal customers were accustomed to look to the banks for a considerable share of their permanent capital.


  Rediscounts at the end of the year 1914 amounted to only $9,900,000. This low figure was regarded as evidence of failure of the Board’s policy, but it is doubtful whether there would have been much rediscounting even if standards had been more liberal. Business had been depressed all through the year 1914, and especially so after the beginning of the World War. The lowering of reserve requirements had left a good deal of slack in the System, so that it was easy for banks which were short of reserves to get aid from other banks if rediscounting with the Reserve system was less convenient. The old system of correspondent relations, which the city banks were naturally anxious to keep alive, provided a convenient means of borrowing for the country banks.


  The protests were so vigorous that the Reserve Board quickly withdrew from its position, and, early in 1915, waived the requirements of a credit statement except in the case of notes of $2,500 or more.4 The effect of this concession was practically to confine the requirement of a statement to open market commercial paper and to over-the-counter loans of large city banks. As has been noted, these were the loans which already were normally based on financial statements.


  
    Loans and Investments of all Member Banks, 1925-31a


    I. In Millions of Dollars


    
      
        	Class

        	1925

        	1926

        	1927

        	1928

        	1929

        	1930

        	1931
      


      
        	Loans on securities

        	6,718

        	7,321

        	8,156

        	9,068

        	10,094

        	10,656

        	8,334
      


      
        	Loans on real estate

        	2,338

        	2,650

        	2,926

        	3,068

        	3,164

        	3,155

        	3,218
      


      
        	Securities investments

        	8,863

        	9,123

        	9,818

        	10,758

        	10,052

        	10,442

        	12,106
      


      
        	Miscellaneous loans

        	11,599

        	12,090

        	11,856

        	12,167

        	12,401

        	11,403

        	10,265
      


      
        	Total loans and investments

        	29,518

        	31,184

        	32,756

        	35,061

        	35,711

        	35,656

        	33,923
      

    


    II. As a Percentage of Total


    
      
        	Loans on securities

        	22.8

        	23.5

        	24.9

        	25.9

        	28.3

        	29.9

        	24.6
      


      
        	Loans on real estate

        	7.9

        	8.5

        	8.9

        	8.7

        	8.9

        	8.8

        	9.5
      


      
        	Securities investments

        	30.0

        	29.2

        	30.0

        	30.7

        	28.1

        	29.3

        	35.7
      


      
        	Miscellaneous loans

        	39.3

        	38.8

        	36.2

        	34.7

        	34.7

        	32.0

        	30.2
      


      
        	Total loans and investments

        	100.0

        	100.0

        	100.0

        	100.0

        	100.0

        	100.0

        	100.0
      

    


    a Data compiled from Annual Reports of the Federal Reserve Board, 1928, p. 118; 1930, p. 93; Federal Reserve Bulletin, 1932, Vol. 18, p. 14. Figures in each case are for June 30. Data for earlier years are not available.

  


  The abandonment of the campaign for financial statements was a decisive defeat for the advocates of more rigid standards of technical liquidity in commercial bank lending, and little effort has been made since to substitute other methods of controlling liquidity. The importance of the incident can easily be exaggerated, however. Much more important is the policy of extending credit by buying securities and lending on collateral security, which has made the standards of eligibility relatively unimportant.


  During the last decade there has been a great increase in the proportion of security loans in the holdings of the member banks. The table on page 268 indicates clearly how completely shattered have been the hopes of those reformers who 20 years ago looked forward to a revival of the ancient tradition that banks’ earning assets should consist chiefly of short-term commercial paper.


  The increased volume of securities carried on bank credit reflects a corresponding change in the methods of American corporation finance. The increase in speculative call loans, to which so much attention has been given in the last few years, directly accounts for only a small fraction of the increase in the proportion of bank lending which is done on the basis of security collateral.5 Banks have been compelled to take on the character of investment institutions because they have been experiencing a diminishing demand for their services as makers of short-term business loans.


  The accompanying table shows the increasing use of securities, and especially of common stock, as reflected in the balance sheets of 22 of the country’s leading industrial corporations.


  
    Percentage Distribution of Capital of 22 Leading Industrial Corporationsa


    
      
        	Capital Item

        	1918

        	1924

        	1930
      


      
        	Common stock and surplus

        	56.0

        	59.6

        	73.1
      


      
        	Preferred stock

        	14.4

        	17.4

        	13.5
      


      
        	Bonds and notes

        	13.2

        	13.7

        	6.5
      


      
        	Current debt

        	16.4

        	9.3

        	6.9
      

    


    a Computed from Poor’s and Moody’s Manuals of Industrials.

  


  The relative decline in “miscellaneous loans” (which is generally interpreted as being substantially equivalent to borrowings to finance the short-time needs of business) has been motivated in part from the side of the lenders and in part from that of the borrowers. On the one hand, from 1922 until 1930 the condition of the investment market favored long-time financing. We had a sellers’ market first for bond issues and later for common stock issues. Concerns which have been able to sell their stocks on a 3 per cent basis have naturally been encouraged to obtain capital in this way to pay off their bank loans. On the other hand, business men have undoubtedly been influenced to refund their short-time obligations into stocks and bonds by a recollection of the widespread distress which prevailed in 1920 and 1921 because of the inability of business men to take care of maturing bank loans. So many businesses passed into the control of bankers at that time that a tradition was created in favor of securing working capital through stock issues—just as the great number of business failures which resulted in the nineties from inability to pay interest and principal of bonded debt created a bias in favor of short-time financing.


  The official position of the Reserve system has been mildly hostile to the increase of investments and collateral loans on the part of the banks. However, the development has received surprisingly little attention in official literature. In its annual report for 1928, among other reasons for its policy of forcing member banks to withdraw their funds from the stock market, the Reserve Board cited the increasing proportion of security investments and security loans among the assets of the banks.


  In recent years the most rapid expansion of bank credit has been in the direction of increasing use of bank funds in investments and in loans on securities. Between the middle of 1925 and the middle of 1928 member bank holdings of investments increased from $8,863,000,000 to $10,758,000,000 and their loans on securities from $6,718,000,000 to $9,068,000,000. At the present time, of the total volume of nearly $35,700,000,000 of loans and investments of member banks, more than 57 per cent are either in investments or in loans on securities. Securities thus underlie considerably more than half of the outstanding volume of member bank credit. The proportion of bank credit that is based on securities has been rapidly increasing.6


  This was all that was said on the subject. There was no discussion of the question whether the increased proportion of bank credit based on securities was out of line with the increased proportion of commercial and industrial financing that was being done through security issuance, nor any citation of the advantages and disadvantages of such a tendency. The upward trend of the proportion of such credit to total bank credit had been evident for years and had apparently aroused no concern.7 Now the proportion is still higher8 but the change seems no longer to arouse misgivings.


  Aside from the statement quoted above, I have noted in the official pronouncements of the Federal Reserve system no direct reference to the increasing absorption of bank funds in security investments and security loans. There are statements of principle which might imply hostility to a development in this direction,9 but except in connection with the attack on the stock market boom in 1928-29, these principles are not linked with policy.


  The growth of the practice of financing investment through the use of bank funds has been facilitated by Federal Reserve practice both with regard to open market purchases and with regard to collateral loans. Open market investments put funds into the possession of the banks without giving the Reserve system any direct control over the use made of them by the member banks. If credit is extended chiefly by rediscounting it is necessary for banks to put their funds into use in ways which give rise to eligible paper. This is the prime objection to the open market operations, from the standpoint of those who deplore recent tendencies in the lending policy of the banks. Their expansion bears no necessary relationship to the volume of business done in ways which give rise to eligible paper. The extent to which open market purchases of government securities have created the credit base during the past ten years was indicated on pages 28-29.


  In addition, since 1917 the member banks have been permitted to borrow on their collateral loans, secured by government obligations, and this type of borrowing has become much more popular than the rediscount of eligible paper. The proportion of member bank borrowings at the Federal Reserve Banks which is secured by United States government bonds and notes is indicated in the accompanying table.10


  
    
      	December 31

      	Percentage
    


    
      	1922

      	53
    


    
      	1923

      	48
    


    
      	1924

      	59
    


    
      	1925

      	60
    


    
      	1926

      	57
    


    
      	1927

      	72
    


    
      	1928

      	62
    


    
      	1929

      	56
    


    
      	1930

      	35
    


    
      	1931

      	50
    

  


  The preference is not due to the relative scarcity of eligible paper. The total amount of eligible paper was estimated by the Federal Reserve Board at 2,996 million dollars as of September 29, 1931, of which amount less than 300 million dollars was actually rediscounted.11 If the eligible paper were evenly distributed, or if it could readily be redistributed through the open market, there would never have been any question of a shortage of eligible paper.12 Far more important in determining the way in which member banks borrow is the matter of convenience and economy in handling. Eligible paper must be sorted out and certified by the rediscounting bank; scrutinized by rediscounting officers; and withdrawn and replaced by other paper as it matures. Collateral loans against securities can be made with much less formality. Some banks keep their government securities permanently in the custody of the Reserve Bank and simply telephone or telegraph when they wish to borrow against them. Loans of this type require no credit analysis and involve the minimum amount of replacement of collateral.


  These two practices, open market purchase and collateral lending, greatly simplify the task of Reserve Bank administration. If it is assumed that the significance of Reserve policy is in its effect on the volume of outstanding credit,13 they are more effective than is the rediscounting of commercial paper. On the other hand, if it is assumed that the Reserve Banks have a responsibility for the credit situation on its qualitative side, meaning by this the kind of instruments used by the banks as a basis of credit extension, collateral loans and security purchases are bad practice. So long as banks can obtain ample credit by the use of government paper, using it as collateral for short borrowings or selling it out if their needs are likely to be of longer duration, there is little pressure on the banks to revise their lending practice along the lines suggested by the regulations governing eligibility.


  The drift of the commercial banks toward the status of investment trusts has been an indirect consequence of certain Federal Reserve policies. The fact that the bulk of the credit extended has taken the forms of open market purchases of government securities and collateral loans on government securities has made it unnecessary for the banks to hold eligible commercial paper. True, the Reserve Banks have not made, and under the Federal Reserve Act could not make, loans to members on the collateral of industrial securities; and it is industrial, rather than government, securities which have become increasingly the basis of the banks’ lending and investing operations. Therefore, looking at the matter from the standpoint of an individual bank it might appear that the Reserve system policies in question have had no influence on the volume of industrial securities bought or accepted as collateral. If a bank could not borrow on its government bonds it might have to sell them and buy commercial paper, but that would not necessarily affect the amount of industrial and real estate bonds in its portfolio.


  But from the standpoint of the banking system as a whole the case looks very different. If the member banks of the Federal Reserve system had to hold a greatly increased amount of commercial paper, they could get it only by pursuing policies which would encourage business men to borrow on short-term liquid paper instead of issuing so many long-term securities. The supply of commercial paper could be increased readily if there were any inducement for the banks to give it preference over other methods of extending credit. As this took place the growth of the supply of investment instruments would be correspondingly checked. Government paper would be forced out of the portfolios of the banks only to the extent that a falling off in the issuance of industrial securities created a private investors’ market for the government paper.


  However, the discrepancy between the Reserve system’s nominal standards and the actual loan and investment policies of the banks is due only in part to the facility with which the banks can borrow on the security of government obligations. To a larger extent it has been due to the open market operations, which give the member banks the use of credit without giving the Reserve Banks any control over the use which is made of them by the member banks.


  In summary, questions regarding the eligibility of specific types of paper for rediscount, though they have received a great deal of attention from the Federal Reserve Board, are of distinctly minor importance. From the standpoint of Reserve system control of the quantity of credit extended, detailed restrictions on eligibility will be of no consequence so long as member banks are allowed to borrow on their collateral notes, and so long as Federal Reserve Banks continue to pursue a liberal open market policy. And, from the standpoint of qualitative control, eligibility restrictions can have no great significance so long as member banks are under no pressure to rediscount.

  


  1 The justification of this attitude is considered in Chap. XVII.


  2 Compare H. G. Moulton, “Commercial Banks and Capital Formation,” Journal of Political Economy, Vol. 26, 1918, pp. 484-508, 638-63, 705-31, 849-71.


  3 Federal Reserve Board Circular No. 75, Nov. 10, 1914; reprinted in H. Parker Willis, The Federal Reserve System, p. 930.


  4 This limit has since been raised to $5,000.


  5 Data bearing directly on this question are available only for call dates beginning with Oct. 3, 1928. Brokers’ loans at the end of 1930 made up 4.3 per cent of the total loans and investments of member banks5 at the end of 1931, 1.1 per cent. The peak figure at the end of 1928 was 7.2 per cent. The ratio of loans to brokers to all loans has ranged from 9 to 14 per cent.


  6 P. 8.


  7 For reporting member banks the proportion of security loans and investments to total loans and investments was as follows in successive Januaries: 1922, 49.1 per cent; 1923, 54.7 per cent; 1924, 52.6 per cent; 1925, 56.0 per cent; 1926, 57.4 per cent; 1927, 57.0 per cent; 1928, 60.4 per cent; 1929, 60.6 per cent; and 1930, 60.0 per cent. (Computed from Annual Report of the Federal Reserve Board, 1930, p. 98.)


  8 For reporting member banks the ratio was 64.4 per cent on December 30, 1931.


  9 For example: “This is a development which, though it may in some cases result in strengthening the position of individual member banks, represents a departure from the original conception of the Federal Reserve Banking system as of a co-operative undertaking among commercial banks engaged primarily in the financing of the current operations of productive industry and trade.” (Ibid., 1926, p. 10.)


  10 Computed from data in Annual Reports of the Federal Reserve Board, and (for 1931) in the Federal Reserve Bulletin, 1932, Vol. 18, p. 68.


  11 The combined total of rediscounts and borrowings on collateral was 323 million dollars.


  12 The situation which arose in the winter of 1931-32, and which led to the passage of the Glass-Steagall Act, may seem to disprove this statement. But member banks were not suffering from lack of borrowing capacity. The trouble was that on account of the slack state of business and the high level of open market purchases of government securities, banks were borrowing to only a moderate extent, while at the same time the demand for currency was abnormally high on account of the widespread hoarding movement. Consequently the volume of member banks’ notes and of rediscounted paper in Reserve Banks’ hands was unusually low in proportion to the volume of their outstanding credit. This meant that Federal Reserve notes had to be backed by gold (since securities bought in the open market could not be used as backing for circulation). Under the conditions which had maintained for ten years this would have made little difference since there was an abundance of gold for the purpose. But the heavy gold withdrawals of the autumn of 1931, together with the domestic hoarding movement, had cut down the supply of free gold and there was real danger that further withdrawals, especially on the part of France, might result in embarrassment for the Reserve Banks. The situation could have been remedied by selling out a few hundred million dollars worth of government securities, thereby forcing the member banks to rediscount or borrow on collateral, but because of our unfortunate tradition against interbank borrowing this procedure would have interfered with the Banks’ purpose of encouraging in every way an expansion of bank credit and thereby stimulating business. Hence, it was deemed advisable to liberalize the provision governing the issuance of notes by permitting the use of government securities on equal terms with member bank notes as backing for circulation.


  13 Compare pp. 124-28.


  
CHAPTER XIV


  THE FEDERAL RESERVE SYSTEM AND THE TREASURY


  It is a generally accepted principle of modern central banking theory that central banks should be free from the control of the treasuries of the countries which they serve. It is the function of a central banking system to maintain a sound credit situation, and that objective is bound to conflict to a certain extent with the interest of the treasury in borrowing as cheaply, and at times as extensively, as it can. In this respect the situation of a treasury differs from that of other borrowers only in respect to power.


  Compliance with the desire of national treasuries for cheap money having been the source of most of the recent disastrous inflations, the charters of the central banks which have been founded during the stabilization era have as a rule contained elaborate provisions designed to maintain the independence of the banks from government, and especially from treasury, control.1 I believe that this is a sound principle, but one which is certain in practice to be forgotten when war or other public emergency makes it necessary for treasuries to mobilize resources quickly.


  At the time of the creation of the Federal Reserve system, comparatively little attention was given to the question of proper relations between the System and the United States Treasury. Federal government borrowing was of minor importance, and it was not anticipated that the Treasury as a borrower would have an important interest in the credit policies pursued by the Reserve system. Inclusion of the Secretary of the Treasury in the membership of the Board was suggested by the fact that the Treasury was expected to be a heavy depositor in the Reserve Banks, and also by the fact that the Treasury for many years had been exercising some of the functions of a central bank, putting funds into the market in times of seasonal strain or of crisis, and holding them idle as a reserve in ordinary periods.


  The World War changed this situation completely. Credit policy, like every other field of public administration, became an instrument of warfare. Not only was the pyramid of bank credit expanded to facilitate war finance, but discount rates were kept low, Liberty Bond paper was given preferential treatment at the Reserve Banks, and member banks were encouraged to load themselves with government obligations and with customers’ paper secured by such obligations. Protests of Reserve Board members were met by intimations that unless Reserve authorities were willing to play the part assigned to them the Treasury would have to take over direct control of the Reserve system.2 Not until January 1920 was the Reserve Board formally free to shape its policies in accordance with commercial, agricultural, and industrial, rather than fiscal, necessities.


  That this situation existed is not disputed. Critics of the System and apologists alike place the responsibility for policies pursued during the war and early post-war years on the Treasury rather than on the Board or on the management of the Reserve Banks.3


  The situation during the years since 1919, however, is not so clear. It is obvious that discount policies have no longer been dominated by the exigencies of Treasury financing to anything like the extent that maintained during the war. Whether the System has been entirely free in its credit policies from Treasury interest in cheap money is a much more difficult question. It cannot be settled by examination of statistical and historical data, since only actions, not motives, are matters of record. All that we can do is to examine the public utterances of responsible public officials and others in a position to have an intelligent opinion concerning the motives back of Reserve system policy, and compare these utterances with the record of actual Treasury and Reserve Bank transactions. Moreover, Reserve officials in their public utterances have naturally been reticent on the question of Treasury domination of their policies. Our conclusion must be based more on the records of actual practice than on statements of policy.


  In the hearings on the Strong bill, Adolph C. Miller, the senior member of the Federal Reserve Board, said: “There is a constant disposition not to work at cross purposes, but to let the Treasury’s program, whenever it is practicable, work in with the Federal Reserve’s.” Standing alone this statement might possibly be interpreted as an avowal of purpose to use the Reserve Banks as a means of manipulating the market to favor the Treasury’s program. In its context, however, it seems to mean rather the converse, namely, that the Treasury’s operations are timed so as to support the program of the Reserve system.


  At the hearings held by the Senate Committee on Banking and Currency in 1931, Governor Harrison was asked concerning the influence of the Treasury on Federal Reserve policy and testified as follows:


  
    The Chairman [Senator Glass]. Let me ask you one question right here. Does the Treasury undertake to influence the action of the New York Bank, or any other Federal Reserve Bank, in transactions of that sort [open market operations in government securities]?


    Governor Harrison. Never, now.


    The Chairman. I know it did when I was Secretary of the Treasury.4


    Governor Harrison. That is the reason I said “now.”


    The Chairman. And I thought it was a pretty vicious thing to do and was only done under war necessities, or immediate post-war necessities rather, and I wondered whether it were continued or not.


    Governor Harrison. I think there was a time when as a result of the pressure of war necessity the interest of the Treasury was a very strong factor in certain Federal Reserve policies. I think that was really not a matter of very severe criticism in the circumstances, but in recent years, and since that period has terminated, there has never been any effort on the part of any of the Treasury officials that I know of, as far as the Federal Reserve Bank of New York is concerned, to influence our rate policies or our operations in government securities.5

  


  It has been stated repeatedly by H. Parker Willis, whose background of experience as the first secretary of the Federal Reserve Board gives his statements especial interest, that the practice has been for the Reserve authorities to shape their credit policies more or less continuously with a view to helping the Treasury to carry through its borrowing operations.6 It is of interest therefore to compare the record of the Federal Reserve rediscount and open market operations with the record of the more important financial operations of the Treasury in order to see whether the facts support this charge.


  Since 1920 changes in rediscount rates do not appear to have been timed so as to facilitate Treasury borrowing. Let us examine first the record of the long-time borrowings from January 1, 1922 to September 15, 1931. The accompanying table shows the dates and amounts of the issues of more than five years’ maturity, and the rediscount rates which were charged at New York at the time the bonds were issued.


  
    New York Rediscount Rate at Time of Long-Term Treasury Borrowings, 1922-31


    
      
        	Date

        	Borrowings

        	Rediscount Rate (Per cent)
      


      
        	Amount (In millions of dollars)

        	Maturity (In years)

        	Yield (Per cent)
      


      
        	Oct. 16, 1922

        	764

        	25-30

        	4.250

        	4
      


      
        	Dec. 15, 1924

        	757

        	20-30

        	4.000

        	3
      


      
        	Mar. 15, 1925

        	290

        	20-30

        	3.940

        	3 1/2
      


      
        	Mar. 15, 1926

        	495

        	20-30

        	3.710

        	4
      


      
        	June 15, 1927

        	495

        	16-20

        	3.360

        	4
      


      
        	July 16, 1928

        	359

        	12-15

        	3.375

        	4 1/2
      


      
        	Mar. 16, 1931

        	594

        	10-12

        	3.375

        	2
      


      
        	June 15, 1931

        	821

        	15-18

        	3.125

        	1 1/2
      


      
        	Sept. 15, 1931

        	800

        	20-24

        	3.000

        	1 1/2
      

    

  


  At the time of the first issue, in October 1922, the New York discount rate had been unchanged for nearly four months, and it remained at 4 per cent until February 23, 1923. The second issue was brought out in part on December 15, 1924, when the rediscount rate had stood at 3 per cent for over four months. The remainder of this series was brought out on March 15, 1925, just two weeks after the rate had been advanced from 3 to 3 1/2 per cent. The issue of March 15, 1926 was brought out less than a month before a one-half per cent reduction in the rediscount rate, and that of 1927 came out about six weeks before a similar reduction. The issue of 1928 furnishes the most plausible basis for the charge that rate changes were timed to aid Treasury needs. The subscriptions were closed on July 7 and the rediscount rate was advanced to 5 per cent on July 13, three days before the bonds were actually floated. The issues of 1931 came in periods of very low rediscount rates, but the case for low rates in terms of the business situation was so strong that it is hardly likely rates would have been higher in the absence of any consideration of fiscal needs.


  In summary, leaving out the three issues of 1931, one issue was brought out just before a rate advance; one just after a rate advance; two came just before rates were lowered; and in two cases there was no rate change at a date near that of the issue. This record certainly creates no presumption that the Treasury has controlled the rates in its own interest.


  The record of short-term note issues likewise gives no indication of a policy of lowering rates at the particular times when they are being floated. The record of issues is shown in the table on the following page.


  
    Issues of Treasury Notesa


    
      
        	Date

        	Amount (In millions of dollars)

        	Yield

        	Maturity
      


      
        	Feb. 1, 1922

        	602

        	4 3/4

        	3 yrs. 1 1/2 mo.
      


      
        	Mar. 15, 1922

        	618

        	4 3/4

        	4 yrs.
      


      
        	June 15, 1922

        	660

        	4 3/8

        	3 yrs. 6 mo.
      


      
        	Aug. 1, 1922

        	487

        	4 1/4

        	4 yrs. 1/2 mo.
      


      
        	Dec. 15, 1922

        	469

        	4 1/2

        	2 yrs. 6 mo.
      


      
        	Jan. 15, 1923

        	367

        	4 1/2

        	4 yrs. 11 mo.
      


      
        	May 15, 1923

        	1,336

        	4 3/4

        	3 yrs. 10 mo.
      


      
        	Mar. 15, 1927

        	1,360

        	3 1/2

        	3-5 yrs.
      


      
        	Sept. 15, 1927

        	619

        	3 1/2b

        	3-5 yrs.
      


      
        	Jan. 16, 1928

        	607

        	3 1/2

        	3-5 yrs.
      

    


    a Data are from Annual Reports of the Secretary of the Treasury on the State of the Finances.


    b Coupon yield; 369 million dollars of this issue was exchanged at 100 1/8 for maturing 41 per cent Liberty bonds on which interest was prepaid for two months.

  


  Occasionally there have been cases when the sequence of events was such as to support such interpretation; at other times precisely the opposite relationship appeared. In 1922 the rediscount rate at New York stood at 4 1/2 per cent from January till June 22; for the rest of the year and for the first six weeks of 1923 it was 4 per cent. During the 4 1/2 per cent period a billion and a half of three-to-four year notes were issued, and during the 4 per cent period, a little over a billion and a quarter. A 4 1/2 per cent rediscount rate was maintained at New York from February 23, 1923 to May 1, 1924, during which period about $668,000,000 was borrowed on short notes. During the period from May 1, 1924 to February 27, 1925, when rates were being progressively lowered, no notes were issued. In the remaining ten months of 1925, with New York rediscount rates at 3 1/2 per cent, about one billion dollars was borrowed in this way.


  In 1926 no borrowing of any sort took place during the four-month period (April 23 to August 13) when the New York rate was 3 1/2 per cent, but during the ensuing period when the rate was 4 per cent, 1,360 million dollars of notes were issued. In the period of 3 1/2 per cent money, from August 1927 to February 1928, note issues amounted to about 1,200 million dollars. In February, in May, and in July 1928, the rate was advanced one-half per cent, the dates of the changes bearing no obvious relationship to the Treasury borrowings.


  On the whole the record fails to substantiate the suggestion that during the past decade the Federal Reserve rediscount policy has been controlled with reference to Treasury needs. Let us examine next the record of open market operations.


  The timing of open market purchases in relation to Treasury borrowing also indicates that the Reserve system has not been an instrument of Treasury finance. Obviously, if the Treasury sales of new issues tend to coincide with Reserve Bank purchases, the effect of the coincidence is to lessen the influence of Reserve Bank operations on the money market, and to enable the Treasury to sell its bonds at high prices. On the contrary, if Treasury sales and Reserve Bank sales coincide, the effect of the Reserve Bank operations is reinforced, and the Treasury has to sell on less favorable terms. The evidence is not conclusive one way or the other, but on the whole suggests that the co-operation between the two organizations has been such as to make the Treasury operations reinforce those of the Reserve Banks, rather than the reverse. The facts are these:


  The long-term issue of October 1922 came at a time when the Reserve Banks were reducing their open market holdings. So did the issue of 1924-25. The 20-30 year loan of 1926 came at a time when the Reserve Banks were neither increasing nor decreasing their holdings to any considerable extent. The 1,360 million dollar sale of March 15, 1927 was carried through some months before the Reserve Banks began the extensive series of security purchases which was described above (pages 47-48). The issue of July 1928 came at a time when Reserve Bank holdings were at the lowest ebb in more than four years; the issues of 1931 came when they were extremely high.


  In short, in 1922, in 1924-25, and in 1928, large Treasury issues were made at times when the Reserve system was actively operating to tighten the market, and in 1927 a still larger issue was made several months before a great expansion of holdings started. There is nothing in this record, any more than in the history of rediscount rate changes, to suggest co-operation between the Reserve authorities and the Treasury to enable the Treasury to do its borrowing at low rates. Indeed, it might more plausibly be argued from these cases that the Treasury has become an instrument of Federal Reserve policy.


  Aside from the question whether in specific instances the market has been rigged to help the Treasury, there is the more elusive question whether, regardless of year-to-year changes, the whole level of money rates fostered by Federal Reserve policy from 1922 to 1928 was so low that it must be regarded as a concession to the Treasury’s interest in cheap money. This is a question on which opinions are likely to differ, partly in accordance with one’s views as to what constitutes a high or a low rate level, and especially in accordance with the weight one attaches to other factors which influenced, or might have influenced, Federal Reserve policy. Advocates of a policy of keeping rediscount rates so high as to make rediscounting only an emergency procedure can easily believe that the failure to follow this course was due to Treasury domination. On the other hand, those critics who condemn the Reserve authorities’ policy as one of deflation, of stabilizing gold imports so as to prevent them from raising prices and lowering interest rates, will scoff at this idea.7


  To me it seems very unlikely that Treasury policy has been a major factor in the decision to keep the general level of rates either as low or as high as it has been kept. It would be rash to say that this factor has been given no consideration, but at the times when low rate policies have prevailed there have been other powerful forces working in the same direction, and at times when they have not prevailed the Treasury’s interest in low rates has been as great as at other times. Certainly if there has been a dominant purpose to help the Treasury borrow cheaply, the policy has been carried out very ineffectively.


  The Reserve system has co-operated with the Treasury’s program of keeping afloat a large volume of short-dated debt. Before the war the debt of the United States, other than current bills, was all funded. During the war there was inaugurated a practice of issuing short bills to meet current expenses, later refunding these bills from the proceeds of successive issues of Liberty bonds. At the close of the period of war finance, the refunding process was left incomplete, and ever since that time there has been a definite policy of keeping from one-half to one billion dollars of the Treasury’s outstanding obligations in the form of short-term certificates, which are owned chiefly by banks. By leaving the proceeds of sale of these certificates on deposit with purchasing banks, the Treasury has made them more attractive investments for banks than for investors. Moreover, the fact that member banks can borrow from Reserve Banks, using the certificates as collateral, has made them an ideal secondary reserve.8 Finally, the Reserve system’s practice of buying and selling these certificates as a routine method of influencing the credit situation has made a market for them and thereby given them some added value.


  It is beyond the scope of this book to estimate the fiscal results of the Treasury’s policy of keeping the government debt in the commercial banks in the form of short-term certificates. Our interest is in the part played by the Reserve Banks in supporting this policy and in the resulting changes in the credit structure of the country. Is the sale and purchase of short-time government paper by Reserve Banks an effective method of carrying out a policy of easing or tightening the money market? Does the use of government paper for this purpose, or as collateral for member bank borrowings, interfere with the attainment of other objectives of Reserve policy?


  To the first question the answer must be in the affirmative. For the purpose of regulating the pressure on the Banks, through changing the form of Reserve credit from open market purchases to discounts and vice versa, the practice of buying and selling short-term government securities suits the convenience of the Reserve Banks admirably.9 Such securities are not essential for the purpose, however. If they were not available, acceptances would probably be available in greater volume, and if the supply of these were not sufficient, Liberty bond purchases and sales could be made to serve the same purpose.


  The policy of lending freely to member banks on the collateral of government securities has been criticized as making access to Reserve Bank funds too simple and too convenient, an objection which to me does not seem valid. If member banks are to be discouraged at any time from using Reserve credit, the proper method is to make it more expensive or, if necessary, to ration it—not to make it more cumbersome and awkward to utilize. Even now the use of the Reserve system by country banks is restricted by the fact that city correspondents sometimes make it convenient for them to borrow from the city banker rather than from the Reserve Bank. The fact that borrowings can be made on the security of government paper without the labor and red tape involved in using acceptances or rediscountable commercial paper is a gain.


  Objection has been raised in some quarters to the policy which has been followed jointly by the Treasury and the Reserve system because of its effects on the development of the acceptance market and on the practice of financing through commercial paper. The injection into the banks of a large volume of government paper, nominally short-time but really of investment character, is regarded as one more step in the process of tying up the funds of the banking system in assets which can be liquidated only through sale in the market. The decline in the volume of eligible paper held by member banks is in large part attributed to the fact that eligibility is of little importance from the bankers’ standpoint. If banks could not borrow on government paper, they would have an added interest in encouraging business men to obtain capital through short-term “commercial” paper and acceptances, rather than through the security markets.


  The policy with reference to short-term government securities conflicts with the policy of encouraging the use of acceptances. As was noted in Chapter XII the Reserve system has professed great interest in the development of the bank acceptance and has given it almost continuously a rate preference over rediscounted paper. The System has not, however, given the acceptance a preference over government paper in its purchases. As was pointed out on page 261, one prime cause of the reluctance of commercial banks to buy acceptances is the fact that under present conditions Treasury certificates are a better investment, because they are tax-exempt and readily salable, and carry with them a preference in the securing of government deposits.


  The issue as to the desirability of funding the short-term debt reduces itself, in so far as it is a banking and not a fiscal question, to the same one which was discussed in Chapters XII and XIII, that is, whether bank funds should be put out through the medium of self-liquidating instruments in the old sense, or whether banks obtain sufficient liquidity by buying and accepting as loan collateral securities which have an open market salability but cannot be liquidated outright.


  If we hold fast to the ancient tradition of sound banking, the policy pursued jointly by the Treasury and the Reserve Banks must be condemned; it has been a powerful factor undermining the commercial paper market and obstructing the growth of the bill market. As is indicated more fully in Chapter XVII, my judgment is that these results have not been harmful to the credit structure of the country. The marketability of the United States Treasury certificates has made the development of a market for commercial paper and acceptances difficult, but it has done it by providing what seems on the whole a very satisfactory substitute.10

  


  1 The influence actually exercised by finance ministries did not diminish as much as was anticipated, however, and under the strains which developed in 1931 the so-called independence of central banks almost entirely vanished.


  2 H. Parker Willis, The Federal Reserve System, pp. 1204-05.


  3 Compare W. P. G. Harding, Formative Period of the Federal Reserve System, p. 148; Report of the Joint Commission on Agricultural Credit, 1921, Part II, p. 44.


  4 Senator Glass was Secretary of the Treasury in 1919.


  5 71 Cong. 3 sess., Operations of the National and Federal Reserve Banking Systems, Hearings on S. res. 71, Part 1, pp. 98-99.


  6 For instance: “. . . there has been steady tinkering on the part of the Treasury Department with the discount rate, in the effort to keep it low, and hence to facilitate the floating of new Treasury obligations, while there has been equally steady effort on the part of the Treasury to control and direct the actual policy of Reserve Banks.” H. P. Willis and B. H. Beckhart, Foreign Banking Systems, p. 15.


  7 Compare Chap. XVI.


  8 Compare p. 273.


  9 Governor Strong’s testimony on this point was as follows: “I think it would be a great misfortune if the temporary borrowings of the Treasury—the short borrowings—should be materially reduced beyond what they now are until we have a larger volume of bills in the New York market which might serve to perform the same function that these short Treasury certificates do.” (69 Cong. 1 sess., Stabilization, Hearings on H.R. 7895, Part 1, p. 449. See also ibid., pp. 450-51.)


  10 I should like to express dissent to the general view, with which the author appears to be in accord, that the Federal Reserve Board in formulating its policies should give no consideration to Treasury requirements. While it goes without saying that the Board should be free from political considerations of every kind and description and should not be under the domination of the Treasury, it by no means follows that an independent board should not place fiscal needs on a parity with other considerations. Public finance and private finance are closely related parts of a single financial organization, and Federal Reserve policy must envisage both if a healthy condition of business is to be maintained. There are times, indeed, when considerations of public finance are of absolutely vital importance to business welfare.—Harold G. Moulton.


  
CHAPTER XV


  REGIONAL UNIFORMITY OF RATES


  In this chapter we consider the policy of the Reserve system with regard to uniformity of rediscount rates between Federal Reserve Districts and the effects of Reserve policy on the regional structure of bank loan rates.


  Throughout our history, interest rates, both those paid on mortgage loans and those charged by banks over the counter, have generally been higher in the West of the United States than in the East, and higher in the South than in the North. This difference results in part from the fact that the older sections of the country are better supplied with capital. The West borrows from the East, and naturally rates are higher in the borrowing section. In part also the difference is probably due, so far as rates on bank loans are concerned, to the fact that in the agricultural regions banks find it more difficult to get adequate diversification of risk. They are, therefore, under more temptation to make doubtful loans and their loss ratios run higher. Moreover, banks in the West and South are smaller than in the Northeast and therefore have somewhat higher operating ratios.


  The sectional difference in interest rates, coupled with the fact that certain large regions have been borrowers from other regions, has been one of the major sources of sectionalism in American thinking, and has frequently given rise to bitter political controversy. The fight on the Second United States Bank, the Greenbacker movement, and the Free Silver controversy are among the conspicuous expressions of the conflict of interests between the capital-rich and the capital-poor sections. Naturally there was some expectation that a thoroughgoing reform of our banking system, carried out under Democratic auspices, would be of some aid in this direction. It would not have been surprising if the newer sections of the country had attempted to obtain in the Federal Reserve Act a provision for uniformity of rediscount rates, such as characterized the Federal Farm Loan and Federal Intermediate Credit Acts. No serious effort of this sort was made, however.


  The plan on which the Reserve system was organized created a presumption against uniformity of rates. The Aldrich plan had provided for uniform rediscount rates throughout the country. In contrast to this, the regional system of control set up in the Federal Reserve Act clearly implied that rates would vary from district to district. The power of the Federal Reserve Board to “review and determine” rates certainly did not contemplate the establishment of a single rate throughout the System.


  It may seem curious that the earlier plan, which in general represented the views of large banking interests, should have provided for uniform rates, while a bill drawn under the influence of the West and South left the door open for the charging of higher rates in the poorer sections. There are two explanations. In the first place the political elements which framed the Reserve Act were deeply interested in maintaining the independence of the individual Reserve Banks. Uniformity could obviously only be attained through centralization of the rate-making power; the avoidance of such centralization was the cardinal feature which distinguished the Glass bill from the Aldrich plan. Second, there seems to have been general acceptance of the idea that some divergence of rates between districts was desirable, perhaps necessary. Economists generally held that the difference in rates reflected such large differences in the supply of savings in the older and newer sections that it was impracticable to overcome them. It was agreed that a policy of uniform rediscount rates would infallibly lead to inflation in the newer sections, if rates were fixed at a low enough level to make the rediscount provision of any value in the East.1


  In the early years of the Reserve system there was apparently no attempt at uniformity of rates. The original schedule of discount rates, established on November 16, 1914, provided for 5 1/2 per cent on paper of less than 30 days’ maturity at New York and Philadelphia, and 6 per cent at the other Banks. Rates for longer maturities were fixed at 6 per cent at some Banks and 6 1/2 at others. During the next few months the rates were rapidly lowered, all Banks getting down, before May 1, 1915, to 4 per cent or less for paper maturing within 60 days. Rates in general remained as low as this till after the war.


  As a rule during these early years, two rates were in effect in the System for each of the more important types of paper, some of the Reserve Banks charging one-half per cent more than the rest. The lack of uniformity from district to district, however, appears to have reflected variations in the judgment of Reserve officials rather than actual geographic differences in money markets. For example, on January 1, 1916, the New York and San Francisco Reserve Banks had identical rates on paper maturing in less than 10 days and also in from 31 to 60 days, while New York was one-half per cent higher than San Francisco on 11-30 day paper and one-half per cent lower on 61-90 day paper. Such variations as these can hardly be explained on the basis of differences in the economic needs of the various districts.


  From the beginning, lack of uniformity in rediscount rates was apparently regarded by the Federal Reserve Board as an evil. In its report for 1915 the Board said: “It may not be practicable to maintain uniform rates through the twelve districts, but they should unquestionably bear a consistent relation one to another, while a very much greater adherence to uniformity than before the enactment of the Federal Reserve Act will undoubtedly be secured.”2


  War finance did much to unify the money markets of the country, and discount policy reflected this development. During the war the bulk of bank borrowing was done on the security of United States obligations, and uniform rates were generally maintained for such loans.3 The changes which were made from time to time reflected national conditions, chiefly changes in the rate paid on successive issues of Liberty Loans, rather than local conditions in the several districts.


  During recent years there has been a strong tendency toward uniformity of rediscount rates. The rate was uniformly 4 1/4 per cent at all Banks from March 6, 1923 to May 1, 1924. Then for a year and a half there was considerable diversity. During this interval, one Bank went to 3 per cent, and four others to 3 1/2 per cent, while seven did not go below 4. By January 8, 1926, however, all rates were once more uniform at 4 per cent, and from that time till 1931 there were no independent local movements at any Reserve Bank except New York.


  In 1926 New York rates were lowered in April and raised in August, independently of other Banks, and in 1929 they were raised in August and lowered in November. In 1930 New York rates kept dropping ahead of the other Banks and ended the year at 2 per cent, with two others at 3 per cent, and the rest at 3 1/2. In 1931 there was less uniformity of movement. The last of the series of reductions was made in May, at which time the range was as follows: per cent, one Bank; 2 per cent, one Bank; 2 1/2 per cent, four Banks; 3 per cent, five Banks; 3 1/2 per cent, one Bank. There were no further changes until October 9 when there began a series of advances which quickly wiped out most of the differences.4 From January 28 to June 24, 1932 all Banks except New York had the same rate, 3 1/2 per cent.


  In summary, aside from New York rediscount rates, there were no differences in the five years 1926-30, except those due to lags in the process of changing the System from one level to another. A shift of rates was never made simultaneously at all Banks, and frequently the successive changes were spread over several months. The order in which the Banks changed their rates displayed no uniformity and was generally not to be explained on discernible economic grounds.5


  The theory that regional rates reflect the independent judgment of local boards of directors is dead. This fact became dramatically clear in the Chicago case of 1927,6 but even without that incident would be obvious from the general uniformity of rates and the way in which the rate changes in one district follow those in another. Since the open market policy is even more obviously centralized,7 we cannot properly speak of the credit policy of an individual Reserve Bank—unless indeed that Bank is strong enough to impose its policy on the System.


  It is clear also that those who control the System’s policies attach but little importance to inter-district differences in money market conditions. There has never been any formal declaration of an intention to maintain a uniform rate structure; indeed there have been statements that such is not the purpose.8 But in practice it is obvious that changes are made in accordance with a unified plan and that any local conditions which might make differences in rates desirable are subordinated to the supposed needs of the country as a whole.


  Early opposition to uniformity of rate policy was in part due to exaggeration of the independence of the money markets of the country. In the discussions of the Reserve plan too much emphasis was placed on the rates at which banks lend, which do differ widely from region to region; and not enough attention was paid to the cost to the banks of securing funds otherwise than through rediscounting, which shows much less divergence. From the standpoint of rediscount policy the important question is not the rate at which a bank lends over the counter to customers who have no convenient alternative source of capital, but the cost at which it can meet its temporary needs elsewhere as an alternative to rediscounting. Before the Federal Reserve system came in, the usual method was to borrow from a correspondent bank in a financial center. Such borrowing was always common, though often more or less concealed.9 To a much greater extent than was anticipated, the system of interbank credit relationships survived the establishment of the Federal Reserve system, and became an obstacle to the maintenance of high rediscount rates in regions where customers’ rates were high. From the beginning, indeed, though city banks rediscounted at the Reserve Banks, country banks continued to do a considerable proportion of their borrowing through their correspondents.10 Since the rates on interbank loans are not controlled by the location of the borrowing bank, interbank lending makes it difficult to maintain differences in Reserve rediscount rates.


  Those lending rates which vary most from region to region are the least important in determining the proper level of rediscount rates. An exaggerated importance has always been attached to the relationship between the rediscount rate and the rate which the borrowing bank gets on its high-rate non-liquid loans. There are large regional differences in rates charged customers over the counter, but the rate earned in these transactions does not determine how much a bank will seek to borrow at a given rediscount rate. From the standpoint of a bank, the limiting factors in the granting of local high-rate loans are risk and liquidity, rather than cost of borrowed capital. If the banks believed they could safely make more high-yield loans they would do so, whether they could rediscount or not. For, even without borrowing or rediscounting, a solvent bank can almost always obtain some additional funds at a cost lower than the rates it charges to local borrowers. All that is necessary is to reduce the secondary reserves. There is practically always a margin of funds invested in open market commercial or cattle loan paper, loaned on call, or deposited at low rates with correspondents.11 This reserve of low-yield liquid loans and investments varies in size as the local supply of safe loans goes up and down, and as the bank’s lending policies are changed.


  What is important is that rediscount rates shall not offer to banks an opportunity to shave out a profit by borrowing to make or maintain open market loans. That would be inflationary in tendency, for such transactions are not kept down adequately by the factor of risk, and do not seriously impair liquidity. But it is a matter of relatively small consequence that rediscount rates are always lower than rates on the slow-moving customers’ loans, in the East as well as the West.


  The maintenance of uniform rediscount rates has been made easier by the appearance of greater unity in the open money markets of the country. The accompanying chart shows the trend toward equalization of open market money rates in the larger financial centers. In part this tendency may be the result of Federal Reserve policy, but there have been other forces working in the same direction. The most important of these is probably the creation of a great mass of short-term government paper, mostly held by banks, which sells throughout the country at a uniform rate and is shifted about with the greatest ease in response to changes in the money market.


  A second, and less important, factor is the development of the acceptance market as an outlet for Reserve funds, the yield of the acceptances being the same no matter which Reserve Bank buys them. A third is the great increase in the public buying of stocks and bonds, which of course are sold at uniform prices throughout the country. Finally, the spread of large-scale business organizations, especially chain systems, has increased the proportion of the business of outlying centers which is financed in the central money markets, or is able to resort to them if satisfactory rates are not offered in the local community.


  
    Customers’ Rates in Leading Cities before and after the Establishment of the Federal Reserve Systema


    [image: ]


    a Data from W. R. Burgess, Reserve Banks and the Money Market, p. 288.

  


  It is uncertain whether the operation of the Federal Reserve system has tended to equalize rates charged over the counters of banks. It is generally believed that there has been some equalization of rates. However, the table on page 302, computed and condensed from a table of rates by months prepared by the Division of Research and Statistics of the Federal Reserve Board, shows no evidence of such a tendency so far as the period since 1918 is concerned. What it does show is that the rates charged in the cities in all sections of the country are much more uniform in periods of tight money than in periods of easy money. Banking conditions in the financial centers of the East are much more competitive than in the West and South. When money is abundant rates in New York especially tend to drop much faster than elsewhere; when money becomes tight they go up correspondingly faster. In July of 1924 the differential between New York and the reporting Banks in the South and West widened to 1.75 per cent.12


  
    Differentials in Customers’ Ratesa (Excess, in hundredths of 1 per cent)


    
      
        	Year

        	Eight Northern and Eastern Cities over New York

        	Twenty-Seven Southern and Western Cities over the Northern and Eastern Cities

        	Southern and Western Cities over New York
      


      
        	1919, January

        	25

        	32

        	57
      


      
        	1920, “

        	6

        	17

        	23
      


      
        	1921, “

        	28

        	11

        	39
      


      
        	1922, “

        	58

        	48

        	106
      


      
        	1923, “

        	52

        	56

        	108
      


      
        	1924, “

        	32

        	49

        	81
      


      
        	1925, “

        	64

        	77

        	141
      


      
        	1926, “

        	50

        	42

        	92
      


      
        	1927, “

        	33

        	73

        	106
      


      
        	1928, “

        	17

        	80

        	97
      


      
        	1929, “

        	13

        	7

        	20
      


      
        	1930, “

        	24

        	24

        	48
      


      
        	1930, December

        	52

        	74

        	126
      

    


    a Annual Report of the Federal Reserve Board, 1930, p. 83. The reports are all for city banks; country banks would undoubtedly show considerably higher differences throughout the period.

  


  If there has been any equalization of rates charged by country banks, the responsibility of the Reserve system is even more doubtful than in the case of rates in the larger cities. The Federal Farm Loan system and the Federal Intermediate Credit system have been working toward equalization of rates charged farmers in different sections of the country much more directly than has the Federal Reserve system. Certainly in 1920 the Reserve system made it easier for the South and West to shift part of the strain to the Northeast, but there is little in the record of Federal Reserve operations since 1922 to suggest further influence in this direction.


  The Federal Reserve system has not done away with the practice of interbank depositing and lending. It has centralized the legal reserves, but left untouched the practice of carrying deposits with banks of larger cities as secondary reserves. This has been a disappointment to many more people than are interested in the reform of over-the-counter lending practice.


  One of the prime purposes in the minds of the founders of the Federal Reserve system was the prevention of the flow of bank funds from the interior to New York, and this objective still bulks large in the thought of the American public. It is grounded in the regional conflict of interest which has always colored our financial thinking. It also reflects a failure on the part of the public to understand fully the reasons which lead country banks to carry balances with New York banks and to lend their funds in the New York money market. Since the West has always been capital poor and has been a heavy borrower from the East on long-time account, it appears anomalous that western banks should be lenders in New York on short-time account, especially since the return from balances carried with city correspondents is always considerably less than the rates charged borrowers in the bank’s own community.


  The fundamental reason for the practice, of course, is found in the country bank’s needs for more diversification in its investments than the local community furnishes and, more important, in the necessity of keeping a considerable proportion of its assets liquid.13 For the same reason that part of a bank’s resources must be carried as cash in the vault without any return, another much larger part must be kept in highly liquid form, even though the return is very small. From the standpoint of the banker an interest-bearing balance with another bank is a way to eat his cake and have it too—it is at the same time an earning asset and a reserve against calls from depositors.


  As a practical matter the only way in which country banks can put their reserves into a form to earn them something and at the same time have them immediately available is to lend them out in financial centers or deposit them there. Except for seasonal peaks, there are few opportunities for making very short-time loans to farmers or manufacturers or wholesale and retail distributors. Nowhere is there any considerable demand for loans repayable on demand except in connection with the purchase and sale of securities and of commodities which can be turned over on very short notice. In practice that means operations in speculative security and commodity markets, for immediate marketability and speculative trading go together.


  From the standpoint of a country bank, a New York balance or a call loan is practically as good a reserve as cash in the vault.14 The fundamental reason which leads to interbank depositing is the same as the reason the banking systems of the less commercialized nations carry reserves in the form of balances in the banks of foreign financial centers and in foreign bills of exchange—namely the desire to keep some funds in a form as nearly equivalent to cash as possible, and still to have them bring in some return. In both cases the reserves, if they are to be really available and at the same time are to earn a return, must be placed in important investment and speculative centers. The dependence of our country bankers on such balances in lieu of cash reserves is simply the use of the gold exchange standard in domestic finance.


  Deposits with city correspondents and over-the-counter loans are usually non-competing uses of funds. So long as the rate paid to country banks on balances in New York is below the rate which these banks charge their customers for loans over the counter, or earn by investing in local securities and paper of intermediate length, there is no real danger that local enterprises will be starved by the competition of the central money markets. The fact that a bank has funds which it can place elsewhere in a demand deposit or invest in securities which have an immediate market is no proof that it has funds that it can safely tie up in commercial or investment operations, any more than cash in the vaults is a proof of ability to make additional loans of equivalent amounts over the counter. The uses are non-competitive (except when call loan rates are running at exceptionally high levels). A bank has the same interest as its local customers in keeping as much of its money at work in financing their operations as is consistent with safety. When country banks send money to New York to earn 2 per cent at a time when their customers are willing to borrow at 8 per cent, it is a safe assumption that but little of the money could safely be made available for the local 8 per cent loans, even if the 2 per cent were not to be had.


  Low rediscount rates at an individual Reserve Bank do not make funds scarce in its district. The idea is widely held that high rediscount rates at interior Reserve Banks benefit the business interests of the interior by attracting capital to them. This doctrine, which found expression particularly often at the time of the controversy between the Chicago Bank and the Federal Reserve Board in 1927, is entirely fallacious. It is true of course that, other things being equal, the payment of high rates will attract money from outside, which is better for the business interests of the interior than it would be to do without the funds. If the payment of higher rates to outsiders were estopped, say by a usury law, the result might be a shortage of credit—for instance, for crop-moving.


  But if low rates prevail in a district simply because the Reserve Bank—or any one else—stands ready to supply the funds at less than the rate needed to attract funds from outsiders, the low rates cannot possibly cause a shortage of funds. The banks and business interests of the West are still free to bid as high for capital in New York as they wish; the action of an interior Reserve Bank in lowering its rates interferes with the movement of private capital into the district only to the extent that it makes it superfluous.


  Of course, a Reserve Bank may get itself over-ex-tended if it makes borrowing too easy. This happened in 1919-20. But so long as the Reserve Banks have ample reserves—and that has been the situation continuously for the last ten years—the only reason for objecting to low rates is their inflationary tendency; the idea that they keep capital out of the districts in which they prevail is absurd.


  In summary, my judgment is that the drift of policy in the direction of uniformity of rates is a good thing. Mistakes will be made from time to time no matter whether the decisions are centralized or are made locally by the Reserve authorities in the various districts. But on the whole we have a unified open money market, and a unified discount policy is only a reasonable recognition of the facts. The fear entertained 15 years ago that rates high enough to prevent inflation in the West would be deflationary in the East has proved itself to be groundless.

  


  1 See for example discussion in B. H. Beckhart, The Discount Policy of the Federal Reserve System, pp. 111-13, including quotations from Professors Willis and Sprague.


  2 Annual Report of the Federal Reserve Board, 1915, p. 5.


  3 Three banks maintained a 4 1/4 per cent rate on notes secured by war paper in the last half of 1918, while all the rest were on a 4 per cent basis.


  4 Every Bank except Minneapolis and Atlanta raised its rate in one week of October 1931.


  5 A decline from 4 per cent to 3 1/2 per cent started at Kansas City July 29, 1927 and was completed at Minneapolis on Sept. 13. The return to 4 per cent started at Chicago on Jan. 25, 1928 and was completed at Cleveland on Mar. 1. The next advance to 4 1/2 per cent started at Boston and Chicago on Apr. 20 and was finished at Kansas City on June 2. The movement to 5 per cent started at Chicago on June 7, 1928 and was completed for eight Banks by Aug. 1, but the other four did not advance till the spring of 1929, the changes occurring on Mar. 2 and May 6, 14, and 20. Thus these changes required respectively, six weeks, five weeks, two months, and in the last case two periods of three weeks and seven weeks respectively, some nine months apart. On the downswing, in 1929-30, leaving New York City out of account, the time-lags in the changes, between the first and last Bank, were as follows: 5 to 4 1/2 per cent, 12 weeks; 4 1/2 to 4 per cent, 9 weeks; 4 to 3 1/2 per cent, 4 months. In the change to 3 per cent there was little uniformity, but nine Banks made the change between Dec. 29, 1930 and May 21, 1931. Minneapolis never did go below 3 1/2, and five other Banks did not go below 3. Four Banks went to 2 1/2 in May 1931.


  6 See p. 48.


  7 See pp. 39-40.


  8 For example, Governor R. A. Young testified as follows at the hearings on Brokers Loans: “I am not a believer in the uniformity of rediscount rate at all times and under all conditions at all of the Federal Reserve Banks. The fact that the rate is now 4 per cent at all the Banks comes about as the result of the action of their directors.”


  “Senator Glass. Does not that come about because the directors have been taught to believe that the Federal Reserve Board here at Washington has established the policy of uniform rediscount rates throughout the United States?


  “Mr. Young. Well, I would be very sorry, Senator, if they did have that feeling. I can see why they possibly might have felt that way, but I think that at the present time the directors of the Federal Reserve Banks do not have that feeling.” 70 Cong. 1 sess., Brokers’ Loans, Hearings on S. res. 113 before Committee on Banking and Currency, pp. 71-72.


  9 Compare O. P. Lockhart, “The Development of Interbank Borrowing in the National System, 1869-1914,” Journal of Political Economy, 1914, Vol. 29, pp. 138-60, 222-40.


  10 At the end of 1923 country national banks obtained 18.6 per cent of their borrowings elsewhere than from their Reserve Banks, and at the end of 1926, the figure was 23.1. See L. L. Watkins, Bankers’ Balances, 1929, Chap. VII, especially p. 183.


  11 Compare pp. 328-30.


  12 Compare W. W. Riefler, Money Rates and Money Markets in the United States, p. 95.


  13 In part also the balances are a compensation for services rendered by the city correspondent.


  14 It must be remembered that the legal reserve deposited with the Reserve Bank is a frozen asset. It can be reduced only on the basis of a tenfold, or greater, reduction of the deposits. Hence it is nearly useless as a source of funds to pay off the depositors.


  
PART IV


  THE RESULTS OF CREDIT CONTROL


  
CHAPTER XVI


  THE QUANTITY OF CREDIT: EXCESS OR DEFICIENCY


  We have now examined separately the dealings of the Reserve system with a number of specific issues—international comity, stabilization of business activity, the control of speculation, and the encouragement of credit operations of certain types at the expense of other types. It remains to undertake a more difficult task; to appraise the combined result of the varying degrees of attention given to these more or less conflicting considerations.


  The question of the soundness of our bank credit policy has a quantitative and a qualitative aspect. In the years when the Reserve system was in the process of formation, there was much interest in qualitative issues such as the maintenance of bank liquidity, the discouragement of the use of bank credit in speculation, and the regional allocation of credit. In the post-war era a large share of the emphasis has shifted to the quantitative question. The primary concern of central banks is believed to be in the creation and maintenance of the right total amount of credit currency.


  That I am in substantial agreement with this viewpoint is perhaps sufficiently indicated by the relegation of discussion of most questions of qualitative control to Part III as minor issues. And in Chapter XVII it will be argued that the most important of the qualitative issues, namely, the shift of banks from a policy of commercial lending to one of security purchases and security loans, derives its greatest importance from its bearing on the total quantity of bank credit. Other qualitative issues, including the use of credit for speculation, have been treated as of secondary importance.


  Our principal interest is in the question whether too much, too little, or just enough bank credit has been created. Viewed from this standpoint the period covered by this study breaks into two quite distinct parts. In 1930 and 1931 Reserve system policy, like all other central banking policy, was dominated by an urge to stem the tide of liquidation, tempered in the last few months of 1931 by fears for the stability of the System itself. In the earlier period, 1922-29, on the other hand, the System operated under no such pressure and was free to shape its policies in the light of whatever standards it deemed most appropriate to an economic situation which was constantly changing but was never so critical as to compel concentration of effort on the immediate emergency.


  We shall consider in this chapter chiefly the policies pursued between the end of 1921 and the end of 1929. The basic facts have all been stated in previous chapters. In summary, the policies pursued during these years were such as to cause, or not to prevent, the following developments:


  1. For the period as a whole practically no change in the volume of Reserve credit outstanding.


  2. A strong inflow of gold into this country (seriously interrupted only twice), the net increase over the whole period amounting to 624 million dollars—this in addition to a net inflow of 734 million dollars in 1921.


  3. An increase of 616 million dollars, or 35 per cent, in member bank reserves.


  4. An increase of 12,450 million dollars, or 54 per cent, in member bank loans and investments; and of 12,130 million dollars, or 58 per cent, in member bank deposits (net demand plus time deposits).


  5. For the whole period a relatively slight net change in commodity prices, but considerable fluctuation from year to year.


  6. A very great increase in the absolute and the relative amount of bank credit which was used to finance investment, either through the purchase of securities by banks or by the extension of collateral loans.


  7. A great boom in security prices, followed by a crash.


  8. A period of great industrial prosperity interrupted by two very brief depressions, and ending with a decline of extraordinary severity.


  In the light of these facts, was our credit policy during these years to be classed as unduly liberal, harshly restrictive, or wisely neutral? How far is the Reserve system to be given credit for such prosperity and stability as we have enjoyed; and how far can it be blamed for our failure to achieve an economic millennium and stabilize our activities at that level?


  As we have found in previous cases, there is no common judgment among critics, and no absolute demonstration that one student’s analysis is right and another’s is wrong. One influential group of critics, mostly Englishmen, hold that almost without exception the policies pursued were radically restrictive. In proof they point to the slow decline of prices from the end of 1924 through 1927 and the collapse of 1929-31, a decline which occurred in the face of an enormous increase in our share of the world’s monetary gold. Another group concludes that our policy on the whole was inflationary and points to an increase of 6 per cent per annum in bank credit, and to the rise in prices of stocks and of real estate.


  The difficulty in securing agreement on this point is due in part to the somewhat anomalous character of the gold movement. Ordinarily an inflationist policy is expected to lead to a gold outflow, but here we have a steady increase in credit, outrunning the growth of production, yet frequently coinciding with a great inflow of gold. The credit figures suggest domestic inflation; the gold movement suggests domestic deflation; and the price changes do not clear up the difficulty.


  The controversy does not relate to the question as to what actually was done, but to what ought to have been done; the issues are not those of history, but of policy. Any policy is called inflationary if it is less restrictive than the critic thinks it should have been, and deflationary if it fails to provide for the increase of funds which the critic believes to have been desirable. It is more important, therefore, in this final analysis to clarify the theory of sound credit policy than to elucidate further the basic facts.


  It is necessary, however, first to clear up one issue of a purely technical character. This is the question whether in comparing the growth of credit with the growth of the country’s needs, the critical item is Reserve Bank credit, member bank reserves, currency, or the volume of bank deposits. For, as was noted above, the rates of growth of these items are widely divergent.


  I. RESERVE CREDIT AND BANK CREDIT


  It was pointed out above that over the years 1922-29 Reserve Bank credit hardly increased at all, member bank reserves increased 22 per cent, and member bank deposits increased 39 per cent. The differences are due partly to gold movements, partly to changes in the extent to which currency is used either for business or for hoarding purposes, and partly to technical changes in the relationship between member bank deposits and required reserves, such as changes in the proportion of deposits carried in banks under different reserve requirements and in the proportion of time deposits to demand deposits.


  The question presented by the gold movements has been considered in Chapter IX, where the conclusion was reached that during the first part of the period under review it was sound policy to offset the outflow and inflow of gold by credit operations but that after 1924 or 1925 it would probably have been better to allow them to exert their full influence on the volume of credit outstanding.


  As to the technical changes which have made possible a vast increase of credit in the United States without an increase of Federal Reserve credit, the principle is quite clear. Changes in the ratio of time to demand deposits, and changes in the proportion of deposits that are carried in banks which have different requirements, are equivalent to changes in the size of the credit base. They have no predictable relationship either to the volume of savings or to any conceivable rational policy of supplementing the volume of savings with a larger or smaller quantity of artificial purchasing power.


  Such changes have been taking place on a tremendous scale, as is shown by the chart on page 316, and have made possible a very large expansion of member bank credit without a corresponding expansion either in Federal Reserve credit or in the gold supply. Because of these shifts, nominal stability of the credit base from 1925 through 1929 would have been equivalent to a secular growth of at least 2 per cent under more normal conditions.1 Obviously if we are to have a policy of credit control we must expect the controlling agency to neutralize all such unplanned changes in the technical requirements for credit, unless they happen to fall in with the drift of Reserve policy.


  
    Member Bank Deposits, 1922-31


    [image: ]

  


  The same thing can be said, so far as the United States is concerned, of changes in the circulation of hand-to-hand currency. This would not be true of most countries, but bank deposits play so large a part in our economic life that there is no danger that an expansion of cash will result in disturbance of the equilibrium of production and consumption, unless there is also an undue expansion of bank deposits. Control of the volume of the note circulation is not an objective of credit policy; on the contrary the amount of notes used constitutes one of the conditions which determine the amount of Reserve credit that is needed. Thus the decline of hand-to-hand currency circulation which took place between the end of 1923 and the end of 1929 called for a corresponding contraction of Reserve credit, if the System was to hold itself neutral toward the money market. For this decline in currency in no way tended to create a shortage of funds; it was simply a change in the amount of currency which the business of the country required.


  If these conclusions are accepted, it follows that the Reserve system can fairly be held responsible, within the limits of its powers, for the amount of change in member bank deposits which occurred during the period of our study.2 Changes in monetary circulation and changes in the proportion of deposits of different classes and in the proportion of deposits held in banks with different reserve requirements were not factors which should have been allowed to determine the volume of bank reserves; they were only factors determining the amount of change in Federal Reserve credit which was necessary in order to support a given volume of bank credit. The business of the Reserve system policy was to decide the total of member bank credit that was needed, and then adjust its own credit to the situation created by changes in these other items.


  II. THE AMOUNT OF CREDIT WHICH A COUNTRY NEEDS


  Any decision as to whether the credit supply is growing at the proper rate involves determination of the fundamental principles which should determine a central bank’s credit policy. Aside from the views of the few remaining advocates of laissez faire3 and those of the moderate expansionists,4 theories of the proper test of central bank credit policy fall into four main groups. These are: (a) the widespread advocacy of commodity price stabilization; (b) the suggestion of the stabilization of the value of the factors of production;5 (c) the doctrine of money market stabilization;6 and (d) the theory of neutral money.7


  The last three types of theory are closely interrelated; indeed as I interpret them they come to practically the same thing. The doctrine of “neutral” money is simply that the allocation of the resources of society to the satisfaction of different wants should not be influenced by either the injection of new money into the processes of production and distribution or the elimination of money from them; that the market rate of interest should represent the free competitive price for the current volume of savings; and that disequilibrium results from any alteration of the money stream either by the creation of new money or by the abstraction of old.


  It was pointed out in Chapter X that stabilization of the value of the factors of production is in effect stabilization of prices against all changes which result from monetary causes. This is really an attempt to keep the money “neutral” by watching certain prices which are free from the effects of changes in production technique in order to detect the effects of excessive or deficient money. A policy of stabilizing the money market against abrupt changes is also approximately a neutral money policy, since the causes of disturbance in the short-term money markets are either sudden changes in the money supply or else are substantially identical with the conditions which cause a neutral money supply to diverge suddenly from a stationary money supply.


  I am in complete accord with the neutral money principle. I am inclined, however, to interpret the grounds for positive action on the part of the central banking system under this principle more broadly than the doctrine may seem at first thought to justify. Neutral money must not be identified with unchanging money. For it is clear that a money supply which for a given population is just adequate to effect the customary volume of exchanges and provide the customary volume of pocket and till money may become either redundant or inadequate, and hence in effect an unstabilizing factor, because of changes in the size of the population, in the amount of currency hoarded, in the relative popularity of checks and cash, or in public opinion concerning the outlook for a financial catastrophe or a financial millennium. Central bank activity which is designed to facilitate the readjustment of the supply of currency and credit to such changes must be regarded as wholly consistent with the maintenance of neutrality. And, as was indicated in Chapter X, changes in money which are designed to stabilize the prices of the factors of production are efforts to maintain the neutral character of money by permitting those changes in price levels which result from changes in the technique of industry, while preventing those changes which arise from the failure of the money supply to maintain its neutral character.


  The clearest case is that of the seasonal fluctuation. Here the Federal Reserve system has adopted a consistently passive policy,8 and the results have been wholly satisfactory. It seems to me quite clear that in any country where there is a pronounced seasonal swing in the volume of credit or currency used in production and trade, the currency system can be made more truly neutral, and less susceptible to shock and strain, by a deliberate adaptation of the supply of credit to this seasonal change in demand.9 Likewise, a sudden increase in the demand for cash, such as occurred in the United States and in many other countries in the fall of 1931, if there is no adaptation of the supply of money, will make the actual supply less adequate and will operate just as would a direct withdrawal of cash under more normal conditions.


  The proper treatment of cyclical fluctuations in the demand for funds presents a knottier problem, and one on which it may be wiser to suspend judgment until we understand better the nature of the business cycle, for a critic who has no panacea need not hasten to speak in a time like the present. The Federal Reserve system, in common with most other central banking systems, is definitely committed to the view that its duty is to try to stabilize business by making it artificially easy in periods of depression, and until a more promising remedy is brought forward it is certain that there will be extensive experimentation with the possibility of reviving business by cheapening money.


  Although, as was indicated in Chapter V, I am extremely pessimistic as to the practical value of such expedients, I believe that they are theoretically consistent with the principles of neutrality of the money supply toward the rest of the economic order. A depression is characterized, among other things, by an accumulation of private unspent balances in the form of notes and of slow-moving bank deposits. These “hoards” are created by withdrawals from active circulation of cash and of deposits which would otherwise be offered for goods.10 Prices fall and production is curtailed because this demand for new savings in the form of cash and bank deposits involves a corresponding curtailment of money demand for goods in the flow of trade. If this is true, then it is a neutral rather than an inflationary policy for central banks to expand credit enough to offset the withdrawal from active circulation of funds which are tied up in the expanded “savings” deposits. The difficulty is, as was indicated in Chapter V, that the new supply does not necessarily replace what has been withdrawn from active use; it may simply augment the inactive hoards of cash and bank balances.


  Likewise in times of unusual optimism it is a neutral, not a deflationary, policy for central banks to contract their credit operations so as to offset the effects of the boom spirit in bringing cash out of hiding and in shifting deposit accounts from the category of idle reserves into that of funds actively pressing on the market for goods. The difficulty here is to identify the situation which calls for restraint.11


  An equally difficult question relates to the secular trend of the total volume of member bank deposits. Was the increase in bank credit between 1922 and 1930 too great to be absorbed by the normal increase in the volume of reserves needed to meet the demand for pocket money, service balances, pay rolls, and so on?


  Professor Edie believes that a trend line of 4 per cent per annum is a norm for the growth of need for credit.12 By applying this criterion to demand deposits alone he shows that for the years 1922-27 the trend of credit growth was approximately that of credit needs, while after the beginning of 1928 deposits fell far below the norm.13 However, if this test is applied to bank loans and investments14 or to net demand plus time deposits (which are the principal offsetting items to loans and investments), it appears that the growth of member bank credit was far more rapid than the growth of the need for credit until the policy of repressing the stock market became effective in 1928 and 1929.


  B. M. Anderson argues that the growth of credit was excessive, using detailed comparisons of the growth of credit with the composite indexes of trade and transportation.15 The argument of the price stabilizationists that prices did not rise is answered by pointing to the advance in technology which would have produced a much sharper decline of prices if there had been no credit inflation; and also to the rise of security prices and of real estate.


  The issue cannot be disposed of with finality. The argument from falling prices is wholly inconclusive, for it seems certain that the price level would have fallen in relation to an ideally neutral money. The suggestion that credit should grow with the trend of business is probably inflationary, and in any case cannot be applied merely by a comparison of the growth of trade and the growth of deposits. Bank deposits and bank currency are not identical, though they are statistically indistinguishable. Bank deposits are only partly the money of the country; they are also a medium of investment, and until we know in what proportion bank deposits are held as medium-term investments, rather than as media of exchange, we have no clue to the proper relationship between the growth of deposits and the growth of trade.16 The line between time deposits and demand deposits clearly does not serve; many demand deposits are probably held as quasi-permanent investments. And even if we knew the relationship, we should have no assurance of stability, for bank deposits and money may change quickly from one category to the other.


  In summary: the ideal solution of the credit manager’s problem is neutral money—that is, stabilization of the relationship between the supply of currency (including bank deposits) and the demand for currency, meaning by demand for currency not the turnover but the quantity of money and of bank deposits which the country is willing to carry idle in pocket and till money balances, operating funds, and “investment” deposits. Any injection into the currency of funds in excess of this amount means that the public is put in possession of purchasing power in excess of the funds which have been disbursed to the public as costs of production of goods which are coming on the market, thereby creating a temporary condition of ease in the short-term money markets, a fictitious appearance of abundance of capital for long-term investment, and to a less extent an artificial surplus of funds for consumptive expenditure. Vice versa, contraction of the volume of outstanding currency and bank credit, unless it coincides with a shrinkage in the real demand for cash and deposit balances, will have the opposite effects.


  If the amount of purchasing power which the public will keep immobilized in the forms of till and pocket money, working funds, and deposits held as investments were itself stable, the maintenance of neutrality between the money supply on the one hand, and the absorptive capacity of the population on the other hand, would be very simple. In fact, however, the amount of purchasing power which the public is willing to keep immobilized is constantly changing; the task of credit control is to detect these changes and to vary the volume of outstanding Reserve credit so as to offset their effect. There is, however, no simple and dependable technique either for determining the volume of currency which would best meet the needs of the country, or for keeping the outstanding volume at that level.


  The quantity of bank credit which a country “needs” is the resultant of a complex of forces. One is the simple growth of population. A second is the growth of per capita wealth and income which carries with it an increased demand for the luxury of an unspent balance. Third, there is a set of business changes which impinge upon the volume of bank balances needed to finance industry. Integration reduces the demand for bank money; specialization increases it. A fourth factor is the spread among banks of the practice of requiring service balances. Fifth, there are changes in the extent to which bank balances are used as a form of investment.


  It seems evident that during the years 1922-29 there was a great change in the factor last mentioned, which reflected itself on the one hand in the enormous growth of time deposits, and on the other hand in an expansion of the investments of the banks. Whenever a bank buys a security and the former security holder takes time deposits in its place, the volume of bank credit is increased statistically, but there is no expansion in the sense which is significant for monetary policy in the ordinary sense of the term. Until we can segregate the investment from the currency element in the bank credit structure, statistics will throw little light on the question whether the flow of funds through the channels of trade has been unduly augmented.


  In short, the volume of bank currency which was made available to the American public during the decade of our study cannot be shown to have been either excessive or deficient as measured by the long-run needs of trade, though it was clearly excessive in 1927 and deficient in 1929. The margin of uncertainty is wide and the actual results fall within that margin. There is no evidence that over most of the period the flow of goods from producer to consumer met a return flow of funds which was either unduly contracted or unduly expanded by the creation and liquidation of credit.


  However, we can reach a more positive judgment by approaching the question from another angle. Inflation of the currency is not the only risk which inheres in the elasticity of bank credit. There is also the risk that the safety of the banks themselves will be impaired by too rapid a growth of their liabilities. The whole system of pyramiding a vast array of obligations which, technically or practically, are payable on demand, on a slender base of cash and an even slenderer base in the form of stockholders’ equity, placing dependence for solvency on assets which can only be liquidated by transfer or by wholesale destruction of monetary values—this whole system is inherently unstable, and its instability was evidenced in the decade of our study by an unparalleled record of bank insolvencies. This phase of the question is considered in Chapter XVII.

  


  1 From January 1926 to January 1930 gold stock plus Federal Reserve credit increased less than 1 per cent, while net demand plus time deposits increased by 16 per cent. Compare Professor Edie’s criticism of the failure of the Federal Reserve Board to provide the usual increase in the member bank reserves in 1925 and 1926, American Economic Review, Supplement, March 1928, Vol. 18, pp. 59-605 discussed by the author of this volume, ibid., pp. 71-72.


  2 Except as this principle is qualified above with regard to gold movements.


  3 Among whom Professor Mises stands pre-eminent.


  4 A case for a policy of continuous moderate expansion of bank funds is presented by H. G. Moulton in his articles on “Commercial Banking and Capital Formation,” Part IV, Journal of Political Economy, 1918, Vol. 26, pp. 868-78. Keynes also sometimes supports this position; for instance when he defends the choice of a wholesale rather than a retail index as a guide for stabilization on the ground that the moderate degree of credit inflation involved in stabilizing such an index against the effects of technological change will conduce to a desirable redistribution of wealth. (Treatise on Money, Vol. II, pp. 393-94).


  5 Compare p. 218.


  6 One form of the theory of the defenders of money market stabilization is that which was held by a considerable number of bankers in the formative stage of the Federal Reserve system; namely, that the Reserve Banks should in general confine their activity to emergency situations, or emergency and seasonal operations. Other forms of the doctrine are found in the writings of B. M. Anderson and H. Parker Willis.


  7 Recently elaborated by Professors F. A. Hayek and Gustav Haberler.


  8 Compare pp. 66-68.


  9 Professor Hayek is certainly wrong, so far as the United States is concerned, in his judgment that the seasonal fluctuation in the demand for credit is merely a change in the form of money. (Prices and Production, 1931, p. 95). There is a tendency for both currency and bank credit to expand in the fourth quarter of the year without any stimulus in the form of cheaper market rates for money. Though the Federal Reserve system has intervened to make its credit more abundant at that season money rates still average a trifle higher than in the summer.


  10 The expansion of “savings” deposits will not show in statistics the quantity of bank credit outstanding because it is simultaneous with a tendency toward repayment of bank loans, which leads to cancellation of deposits. Repayment of debts is a way of adjusting one’s position to an anticipated fall of prices. The statistical evidence of the operation of the tendency to hoard is in the turnover, but even there it is masked by the much greater fluctuation in bank debits which results from variations in speculative activity.


  11 Compare pp. 92-94.


  12 L. D. Edie, The Banks and Prosperity, 1931, p. 117.


  13 Conclusion drawn from chart, ibid., p. 125.


  14 Ibid., chart, p. 124.


  15 “The Goldsborough Bill and the Government Security Purchases of the Federal Reserve Banks,” Chase Economic Bulletin, 1932, Vol. 12, No. 2. See also “Commodity Price Stabilization A False Goal of Central Bank Policy,” ibid., 1929, Vol. 9, No. 3.


  16 Equally inconclusive, of course, is the statistical test of the adequacy of cash. The fact that the country had a billion dollars more of cash on Mar. 1, 1932 than on the corresponding date in 1931, is no evidence at all of a relative plethora of cash on the latter date; the excess was of investment rather than currency character.


  
CHAPTER XVII


  THE QUALITY OF CREDIT: LIQUIDITY AND SAFETY


  In Chapters XII and XIII it was shown that the Federal Reserve system has much less influence than was expected in the direction of a greater use of self-liquidating commercial paper as a method of credit extension by member banks. It was there noted that aside from the fostering of an acceptance market, the record of the Reserve system indicates no consistent interest in this issue. At times it has been given some attention, but at most periods the interest of Reserve authorities has centered in control of the quantity of credit rather than in influencing its quality. It remains to consider whether these facts constitute a serious criticism of Reserve administration. Was there ever any real reason for demanding a revision of the standards maintained by American banks in the matter of liquidity? Was the great increase of security loans and investments a wholesome change?


  I. THE BANKER’S VIEWPOINT: LIQUIDITY


  From the standpoints of safety for bank depositors and profits for bank stockholders, the increase of security loans and investments has so far been advantageous. During the post-war period, bond investments and security collateral loans have been safer than loans to commercial and agricultural customers, and have greatly facilitated the scattering of risk. One of the greatest risks to any bank, and especially to a small bank, is the danger that the principal industry of its community will suffer sudden disaster or gradual decay. Against this risk a bank can protect itself only by keeping a considerable share of its resources invested outside its local community—which means either in deposits with outside banks, in securities and security loans, or in acceptances and open market commercial paper. Either policy means investment in the obligations of the large well-known concerns whose credit is so well established that the banker can safely invest without personal contact with or intimate knowledge of the affairs of the firm.


  The policy which is most profitable in the experience of a limited term of years, however, is not necessarily the soundest policy for the long run. Profits may be secured by taking undue risks, and favorable conditions may conceal the risk and seem to justify the policy. Moreover, social policy may not necessarily coincide with the interest of stockholders or even with that of the depositors in the banks. Let us examine the question further, first from the standpoint of its effect on the banking structure itself, and finally from the standpoint of the effect of different investment policies on the relative position of different industries and of different sections of the borrowing public.


  The whole theory of the necessity of self-liquidating quality in bank loans is unsound. The ancient and orthodox theory of British and American banking holds that bank credit should not be used to finance the long-run capital needs of industry but should be reserved for the temporary or seasonal needs of business.1 The basis of this tradition is obvious. A bank’s funds are the property of its depositors, repayable on demand; hence the bank should make its loans on the security of transactions which are self-liquidating and of short maturity so that it can get possession of its funds quickly if pressed by calls from its depositors. If its funds are locked up in land, plant and equipment, or even in slow-moving inventories, the bank exists only on the sufferance of its depositors. It is potentially insolvent, even though its loans are sure to be paid in the long run.


  This doctrine is plausible, but it rests on two assumptions of fact, of which one was probably never justified and the other has now broken down. The first assumption is that fixed capital loans cannot be liquidated in time of need; the second is that the bulk of working capital loans are truly self-liquidating.


  Marketability gives liquidity to security investments. In an age when business was typically organized on the basis of individual ownership, partnership, or close corporation, a bank did have to guard against the use of its funds for the purchase of fixed capital investments, in order to avoid a permanent locking up of those funds. The situation, however, has been fundamentally altered by the rise of two widespread practices. The first change referred to is the spread of corporate organization with its incidents of limited liability and flexibility of ownership; the second is the growth of stock and bond markets. Salability gives liquidity to instruments which are inherently lacking in self-liquidating character. Call loans to stock traders, deposits in banks in financial centers, and bond investments give a bank a secondary reserve which, so long as the markets function, can be liquidated easily, and without a loss of customers’ goodwill. Such assets are the first resource in time of pressure.2 A fixed capital instrument which is readily salable, or a loan based on it, is just as liquid, from the standpoint of the individual bank, as any type of loan which it can make. The creation of such liquidity in capital ownership is the great economic service of the security markets.


  With the spread of incorporation and the improvement of facilities for stock and bond trading, both bankers and the authorities who are supervising them have come to recognize this fact. In practice, bond purchases and stock and bond secured loans have long been accepted as good banking practice, though lip service is still paid to the commercial loan and the acceptance as the ideal banking investments.


  Marketability of assets, however, does not assure the liquidity of the banks as a group. For it is obvious that no bank can quickly liquidate its call and time collateral loans and its bond holdings unless other banks are ready to take over the load. Securities can be transferred to savers only as savings accumulate, and this process cannot be speeded up. This is the objection generally offered to the acceptance of salability as a sufficient substitute for self-liquidation. As long as banks stand ready to invest in securities and to make security loans, securities will be issued in such quantities as to fill the bank market as well as the savers’ market, and if the banks as a whole want to get out from under the load they must wait until individual savings grow to the level established. In practice, no liquidation movement ever takes many securities out of the banks; it only transfers them from one bank to another. The so-called liquidity is really only shiftability.


  Commercial loans also are liquid, if at all, only from the standpoint of the individual bank, not from that of the system. This fact is generally overlooked by opponents of security financing on the part of the banks. From the standpoint of the individual bank, over-the-counter loans, which make up the bulk of commercial paper, are much harder to liquidate than are open market investments. In a very large proportion of cases they cannot be called when due, even though the borrowers are perfectly sound. The borrowers are the banks’ principal customers and to a large extent are the source, directly or indirectly, of its deposits. Even though they may “clean up” periodically at one bank, they are likely to do so by borrowing at some other bank. In any case they cannot be required to liquidate their loans unless the seasonal character of the business makes it convenient. For a bank to cut off the line of credit of any considerable number of its solvent customers would be suicidal.


  On the other hand, open market commercial paper, like bonds and call loans, is an impersonal asset. No bank is required to accept renewal of it to avoid loss of customers’ good-will. Yet from the standpoint of the whole credit system, open market commercial paper is no more liquid than is any other type of loan. Packer loans, for instance, one of the most liquid types of paper, can be paid off from the proceeds of the sale of packing-house products, which turn over very rapidly; but new loans must be secured to replace them if the packer is to go on buying cattle. Exporters can pay off cotton loans as their shipments come into port, but unless they can secure credits elsewhere they must stop buying cotton.


  In short, no major fraction of the underlying transactions which are represented by short-time credit operations of all types could be liquidated except at the cost of a breakdown of the whole industrial order. The vast streams of raw materials, goods in process, and finished goods in various stages of marketing are only nominally owned by those who have legal title to them. Their real owners are to a large extent the depositors in the banks. There is no way in which to liquidate the debtor-creditor relationship between the business public who are the nominal owners of these goods on the one hand, and the owners of bank balances on the other hand—except by the slow process of selling investments to bank depositors, or the still slower process of selling stocks and bonds to investors to refund the bank loans.3


  In the field of “commercial” lending, just as in the capital market, a general liquidation is impossible. If pressure on the banks to pay off their depositors is at all general, the system breaks down, or relief must come from outside the group—that is, under the old banking system, from abroad; under the present system, either from abroad or from the Federal Reserve Banks. Aid from abroad means gold imports; aid from within means expansion of Federal Reserve assets, either through investments made on the initiative of the Reserve Banks, or through loans made on the initiative of the member banks. Such an expansion creates new reserves on the basis of which member banks as a group can expand their deposit liabilities in about a ten-to-one ratio, or can pay out cash in a one-to-one ratio.


  The only really self-liquidating body of credit is that fraction of the commercial paper which represents the seasonal and occasional excess of working capital needs at the peak above those of the slack season. Therefore, a rigid interpretation of the doctrine of liquidity would require all business men to finance themselves through the security market or through private investment up to the point where their borrowings would all be cleaned up during part of the year—not by shifting loans but by actual liquidation. It would also forbid banks to carry any large volume of the securities either as collateral for loans or as investments. Such a system could be operated, and would have the advantage that it would be much less susceptible to shock than is the present system of carrying demand liabilities against what are really long-time assets. Even this drastic measure, however, would not make it possible for any large proportion of the remaining depositors to get their funds out of the banks simultaneously. For, as one business liquidates its seasonal excess, another is coming into its peak and must be taken care of; the combined mass of seasonal advances is almost as rigid as is the mass of bank credit taken as a whole. There is no way to liquidate any large proportion of the outstanding credit without liquidating the whole modern organization of business.


  We conclude that the balance of advantages and disadvantages from the drift of the commercial banks toward investment banking does not depend on the relative liquidity of securities and of commercial paper. Either type of lending gives individual liquidity to the individual bank, if its credit analysis is good. Neither type gives liquidity in the face of calls which involve the banks as a whole. And as between individual banks, bonds and call loans are more shiftable than customers’ paper.


  The real danger from the increase in banks’ holdings of securities is in its effect, not on the character of the assets, but on the volume of the liabilities. For banks instead of investors to absorb securities means that investors must hold bank deposits instead of securities. If securities pass from the hands of private investors into the hands of banks, and the proceeds are not used to liquidate some other type of bank loan, the result is that private individuals must carry a larger proportion of their investments in the form of time and demand deposits in the banks. The notable expansion of time deposits during the decade which ended in 1929 was the counterpart of the expansion of bank investments in securities—except in so far as the latter were issued in order to obtain working capital formerly obtained through bank loans. When the banking system expands its assets and its liabilities by taking in securities and giving out deposit credits the pyramid which must be supported by a limited quantity of gold is expanded, and, more important, the economic area which is exposed to the risk of a sudden pressure for liquidation is enlarged.


  A general liquidation of securities and a corresponding cancellation of deposits, such as occurred in the last half of 1931,4 does not necessarily involve a corresponding withdrawal of purchasing power from the commodity markets, with its accompaniment of falling prices and unemployment. In large part it is merely a transfer of investments to those who formerly held bank deposits. But this process also aggravates depression because it creates doubt as to the safety of the banks. For such a liquidation is certain to involve a lowering of the quality of bank investments, the items which are sold being safer and more liquid on the average than those which remain in the bank portfolios. If it were not for this impairment of the quality of the banks’ assets, the simplification of the banking structure by the elimination of these deposits would be a gain. The smaller the volume of demand indebtedness that hangs over the markets the better. The unfortunate thing about the growth of the bank security investments is the increase of this body of obligations, which is sure to be called for payment whenever there is a loss of confidence either in the national currency or in the solvency of individual banks.


  The preceding pages were written before the development, late in 1931, of the acute strain in the bond market which resulted from a widespread effort on the part of the banks to get their assets into extremely liquid form. This experience emphasizes what is said in the text as to the impossibility of a general liquidation, and reveals in a striking way the risks inherent in our custom of giving to individuals rights to immediate cash payment out of a body of assets which can in no way be converted into cash. It suggests even more strongly than did previous experience that the increasing volume of bank security holdings is to be deplored simply because it involves an expansion of the volume of bank deposits (whether of time or demand deposits makes little difference in the risk), and consequently a greater exposure to the hazard of the panics which always ensue from attempts to liquidate. The root difficulty is that the whole banking system of the world is organized on a basis of offsetting what are nominally demand or short-time obligations against what are nominally short-time claims on industry, or salable long-time claims. Because the assets are not and cannot be truly liquid the banks cannot in fact meet their obligations to pay off any considerable proportion of their depositors on demand, or for that matter on three months’ notice.


  The collapse of the credit of the central banks and of the governments of numerous European countries, as they have successively come to the rescue of their banking systems and of one another, emphasizes the hazards inherent in the task of maintaining the redeemability of the present volume of demand obligations. When the tide is setting toward an expansion of bank credit, as it was in the years before 1929, the risks of the situation are concealed, but the pyramid can never be contracted without disaster.


  II. THE BORROWER’S VIEWPOINT: VESTED INTERESTS


  The drift of investment securities into the banks stimulates the organization of business in large units. Looking at the question of bank lending policy from the borrowers’ standpoint, we must distinguish between the standpoint of a big business which has a choice between security issuance and short-time borrowing, and that of a small business which either cannot issue securities at all or must issue them in a local market to buyers who can carry them without aid from the banks.


  Large borrowers who can issue securities which will have standing in the open market gain an advantage by having the banks support that market. The fact that a bond is good bank collateral is a strong selling point with the average investor, even though he may be buying outright. For underwriting operations it is essential. Stock issues also are much more marketable if banks will lend on them.


  From the standpoint of the small borrower, the trend of bank practice toward collateral loans and bond investments is correspondingly disadvantageous. It enables large concerns to compete with him for the capital of his local bank, while he is not enabled to compete with them for the capital of the distant bank. His only access to the open capital market is by an indirect and expensive route, through the medium of trade credit extended to him by wholesalers and manufacturers. This advantage of the big concern in raising capital is one important reason for the steadily increasing centralization of industry and distribution, and a primary source of the popular opposition to the concentration of our banking resources in New York. It is probably the most important issue in the whole controversy.


  Two points must be noted in regard to it. In the first place, the little man’s disadvantage is just as great if banks stick closely to self-liquidating paper, but buy bank acceptances and open market commercial paper, as it is if they buy bonds, make call loans, or deposit their funds with New York correspondents. The small man is at a disadvantage in the open market because his credit is not well enough known to be acceptable. It makes no difference whether the open market deals in investment instruments or in commercial paper; the fact that banks put funds into it gives the large well-known firm a definite advantage.


  Second, it may well be questioned whether any type of business has a vested interest in the maintenance of the existing traditions of sound banking. The rule that banks should invest in self-liquidating paper originated in the interest of the banks’ depositors in having their funds so invested that the bank could get them out quickly. When safety ceased to demand investment in so-called self-liquidating paper, the old tradition was maintained in large part in the interest of borrowers who found it advantageous to borrow in the old way. There is widespread insistence that “commercial” borrowers have some sort of prescriptive right to have the funds of the banks safeguarded for their use as against other bidders.


  To me this idea seems quite baseless. The vested interests which have grown up around an old system5 always constitute an obstacle in the way of any far-reaching change, and judgments will always differ as to the amount of consideration to be given to them. The case for maintenance of the old system of lending on short-term commercial paper to the exclusion of open market investment is at bottom the same as the case for protection of the small town merchant against chain stores and mail-order houses, of hand-workers against machines, and of the country bank against branch banking.


  My predilections are strongly against the protection of the established way of doing things in the face of the competition of newer ways, but I have no disposition to argue the case at this point with those who think differently. The important thing is that the issue shall be recognized as one of protection of small-scale business against big business and threshed out on that basis as a matter of social policy, not camouflaged as an issue of “sound” against “unsound” banking.


  III. THE DEPOSITOR’S VIEWPOINT: BANK FAILURES


  The number of bank failures in the United States was unusually large throughout the period covered by this study. In the decade 1922-31 the total number of bank insolvencies was 8,784, or 29 per cent of the number of banks in operation at the beginning of the period. The capital of the banks which failed between June 30, 1921 and June 30, 1931 amounted to 13 per cent of the total at the beginning of the period, or 10 per cent of the total at the end.


  The fact that the percentage of banks failing was much higher than the proportion of total bank capital involved in the failures makes it obvious that the failures were chiefly those of small banks. Toward the end of the period, however, under the influence of the severe depression, the larger banks became involved. For the five-year period 1922-26, the average capital of the banks which failed was about $36,000. In 1929 the average was $50,0003 in 1930, $83,0005 in 1931, $94,000.6


  The major part of the failures were among non-mem-ber banks, as is shown by the table on page 341. The ratio of the deposits of the member banks which failed to those of all failed banks, ranged from 25 per cent in 1929 to 54 per cent in 1930, and averaged 39 per cent for the whole period.7 In view of the fact that the member banks had around 70 per cent of the total capital and 60 per cent of the deposits it is clear that the member banks on the whole came through much better than the non-member. This is due partly to the fact that the member bank list comprises a much greater proportion of the large city banks than of the total, since it is among the large banks that the mortality has been lowest. But even for groups of banks of comparable size, the ratio of losses among member banks has been much lower than among non-members.


  
    Banks Suspended, 1922-31a


    
      
        	Year

        	Number

        	Deposits (In thousands of dollars)
      


      
        	Member

        	Non-member

        	Member

        	Non-member
      


      
        	1922

        	57

        	297

        	24,243

        	86,478
      


      
        	1923

        	124

        	524

        	51,228

        	137,473
      


      
        	1924

        	159

        	617

        	74,469

        	138,869
      


      
        	1925

        	146

        	466

        	67,264

        	105,636
      


      
        	1926

        	160

        	796

        	68,812

        	203,676
      


      
        	1927

        	124

        	538

        	66,336

        	127,555
      


      
        	1928

        	73

        	418

        	42,240

        	96,402
      


      
        	1929

        	81

        	561

        	57,135

        	177,397
      


      
        	1930

        	187

        	1,158

        	380,440

        	484,275
      


      
        	1931

        	517

        	1,781

        	733,528

        	957,982
      

    


    a Federal Reserve Bulletin, 1932, Vol. 18, p. 360.

  


  “Causes” of bank failures may advantageously be grouped into three general categories: First, there is the immediately preceding event which precipitates a suspension of payments, such as the failure of a correspondent bank, a gradual withdrawal of deposits, a run, a defalcation, losses on securities, bankruptcy of clients, and so on. Second, there are certain general factors, chief-ly economic, which have been undermining the position of many banks, especially the small country banks. Among these factors are the advent of the automobile, which has greatly widened the natural trade area of the larger country towns and thereby taken away the natural clientele of banks in smaller communities; the relatively unprosperous state of agriculture during the whole decade, which has been disastrous for many banks which had specialized in financing farmers either directly or indirectly; the par collection policy of the Federal Reserve Board which cut heavily into the incomes of the small country banks; and during 1930 and 1931, the collapse of security and commodity values and the widespread unemployment.


  We shall not discuss in detail the causes which fall in these two categories. The risk of such losses is inherent in a capitalistic economic system, and their occurrence does not necessarily indicate bad banking organization or administration, except to the extent that wiser policies might have been successful in maintaining a greater degree of business stability—a question which has been discussed in preceding parts of this volume, especially in Chapters V, X, and XI.


  We are more interested here in a third group of factors, which can be called causes only in a negative sense: that is, the lack of protective features adequate to enable the banking system to meet these severe shocks without widespread insolvency. Proposed general safeguards of this kind include (a) machinery for enforcement of more rigid standards of bank lending and investment policy, (b) greater size of banks and better diversification of investment, (c) provision for more ample support for weak banks, either from other banks or from the government, and (d) requirement of a higher proportion of stockholders’ equity to the deposit and other liabilities of the banks.


  On the first point, the requirement of better banking, little need be said. Neither the Reserve system nor the Comptroller of the Currency can reasonably be expected to exercise such a degree of supervision over the banks’ lending policies as to avert many of those failures which are due to unwise extension of credit to over-the-counter borrowers. Nor can the judgment of supervisory officials with regard to safety of investments be substituted, except in extreme cases, for that of responsible officials. Bad banking has been responsible for a great many failures, but it does not account for the great increase of failures over pre-war years, nor does it seem practicable to eliminate it by closer supervision on the part of Reserve authorities.


  The second point raises the issue of branch banking. Undoubtedly a nation-wide system of branch banking would make possible a better diversification of that large fraction of the banks’ assets which consists of loans over the counter to customers. This would automatically reduce the necessity for so great emphasis on investments with the attendant risk of loss from changes in the prices of securities. Better diversification of risk is the strongest argument for branch banking.


  The third suggestion, however, points in the opposite direction. The fact that banks, until recently, have been left to sink or swim, is one of the outstanding differences between the banking organization of the United States and that of most other countries. This is not the only important country in which banks become insolvent; it is the only one in which they are allowed to fail. Elsewhere banks which cannot maintain their solvency are either amalgamated with stronger banks or else supported by the government. They must be supported because the maintenance of their solvency is essential to the maintenance of economic stability. The individual banks are so big that if they collapse they carry the whole national economic structure down with them. Hence over half the world banking is actually organized on the basis of private ownership of profits and socialization of losses. In America, because of the smaller size of our individual banks in comparison with the total financial structure, we can have a bank failure without a general crisis. That we do not have to underwrite bank deposits is the most cogent argument against nation-wide branch banking. It is not a wholesome situation that the public must assume responsibility for the results of policies which it does not control.


  However, we are already losing our advantage. As the weaknesses which have caused the innumerable failures of small banks crop out among the larger banks, it ceases to be feasible to allow bankruptcy to renovate the situation. The Reconstruction Finance Corporation is a recognition of the fact that in America, as elsewhere, the private business of banking, if organized on a large scale, is indissolubly tied up with public interest in maintaining a uniform means of payment which will command the confidence of the community.


  Our fourth suggested remedy, the requirement of more ample capital and surplus in proportion to deposits, has received much less attention than the others,8 though action along this line offers great promise of usefulness. The rate of failures is only in part a resultant of the rates of shrinkage of assets and the adequacy of the organization for distributing the risk. It is also a function of the size of the margin provided for absorbing losses before they impair solvency; in other words, of the extent to which the bank does business with its own funds compared with the size of its liability to depositors. No important division of business works on so thin an equity as is customary in financial institutions—including banks, insurance companies, building and loan associations, and investment houses. And in none of these others is the thinness of the equity as serious as in commercial banking—both because a bank’s obligations are more exclusively in the form of demand obligations, and because the consequences of its failure are more serious than is the case with most financial institutions.


  The ratio of stock and surplus to total assets of the banks was decreasing before the war and this tendency was accelerated by the great expansion of bank operations and the high level of bank profits during the war. The accompanying table shows, for the period covered by our study and for certain pre-war years, the ratio of stockholders’ equity to the total volume of resources at the disposal of the banks. This includes not only national banks but state banks, savings banks, and loan and trust companies. The showing of the national banks alone is similar, the ratio for 1873 being 35.8 per cent; for 1898, 24.0 per cent; for 1913, 18.5 per cent; for 1923, 13.7 per cent; and for 1929, 13.1 per cent.


  
    
      	Year

      	Percentage

      	Year

      	Percentage
    


    
      	1873

      	23.7

      	1923

      	12.6
    


    
      	1883

      	23.1

      	1924

      	12.3
    


    
      	1893

      	24.7

      	1925

      	11.9
    


    
      	1898

      	20.0

      	1926

      	12.0
    


    
      	1903

      	18.1

      	1927

      	12.1
    


    
      	1908

      	18.0

      	1928

      	12.4
    


    
      	1913

      	16.9

      	1929

      	11.6
    


    
      	1918

      	12.0

      	1930

      	13.5
    


    
      	1921

      	12.8

      	1931

      	13.5
    


    
      	1922

      	13.0

      	

      	
    

  


  This development is in no way peculiar to American banking. The ratio of stockholders’ investment to total resources of the banks was materially reduced during the war period. After the war, as the table on page 347 shows, pre-war margins of safety were nowhere restored; indeed in many cases the situation grew worse.


  As was indicated in Chapter XVI, the current depression may or may not have started as a necessary reaction from a distortion of the productive pattern of society engendered by an over-liberal dose of new purchasing power. The current trend of cycle theorizing points to that explanation, and statistical information is not adequate to test it. But whether this or some other explanation is to be preferred, it is clear that the extraordinary severity and duration of the depression is the reflection of a debtor-creditor position, and especially a banking position, which was top-heavy.


  While the immediate difficulty appeared to be the lack of cash reserves or of assets that could be converted quickly into cash, the main difficulty was not in the reserves. Cash reserves the world over have for a century been too small to make possible a general liquidation; to double them the world over would not help much. Reserves are always adequate so long as depositors have confidence in their banks, and never adequate when confidence is lost. The basic difficulty in the banking structure of the world is that the custody of unspent balances of purchasing power, which of all forms of business ought to be conducted on lines affording the greatest assurance of ultimate safety (since immediate liquidity is impossible), has been organized to exploit to the fullest the profits of “trading on the equity.” A banker who as a matter of routine demands a two-to-one ratio of current assets to current debt, himself presents a balance sheet showing 85 or 90 per cent of his current assets covered by his demand and other short-term obligations. Consequently a very small shrinkage of security values or freezing up of loans wipes out the stockholders’ equity and impairs the deposits. And of course the knowledge that this is true makes depositors rightly uneasy and forces them in self-defense to give the bank no benefit of doubt.


  
    Aggregate Capital, Surplus, and Undivided Profits of Principal Commercial Banks as Percentage of Total Assets, by Countriesa


    
      
        	Country

        	1913

        	1919

        	1929
      


      
        	Argentina

        	26.7

        	13.9b

        	11.9
      


      
        	Austria

        	21.0

        	9.0

        	13.7
      


      
        	Belgium

        	20.9

        	14.3c

        	22.2
      


      
        	Brazil

        	19.9

        	9.8c

        	10.8
      


      
        	Canada

        	15.7

        	8.8

        	9.1
      


      
        	Denmark.

        	23.5

        	13.9

        	15.7
      


      
        	England and Wales

        	9.0

        	5.2

        	6.6
      


      
        	Finland

        	19.2

        	18.5

        	17.7
      


      
        	France

        	16.2

        	7.9

        	8.0
      


      
        	Germany

        	25.0

        	6.7

        	8.1
      


      
        	Greece

        	31.4d

        	11.6

        	13.8
      


      
        	Hungary

        	16.8

        	. . .

        	15.3
      


      
        	Ireland

        	12.8

        	6.4

        	9.3
      


      
        	Italy

        	22.7

        	8.4

        	12.0
      


      
        	Netherlands

        	31.3

        	22.2

        	21.5
      


      
        	Peru

        	18.5

        	9.6c

        	20.0e
      


      
        	Scotland

        	11.6

        	5.8

        	9.5
      


      
        	Sweden

        	23.0

        	14.7

        	15.3
      


      
        	Switzerland

        	15.9

        	13.1

        	12.8
      


      
        	Union of South Africa

        	12.9

        	6.8

        	9.9
      

    


    a Computed from figures given in League of Nations Pub. 1931, II. A. 26, Memorandum on Commercial Banks 1913-29.


    b For 1921, 1919 not available.


    c For 1920, 1919 not available.


    d For 1914, 1913 not available.


    e For 1928, last year available.

  


  The inadequacy of stockholders’ equities to provide a buffer against the slightest shrinkage of the assets is not directly an outgrowth of the administrative policies which the Federal Reserve system has followed, for the law confers on the Reserve system and the Reserve Banks no authority to require stockholders to provide greater equities than have actually been required. Federal Reserve policy, therefore, can be held responsible for the weakness of the banking structure only in so far as we can fairly require Federal Reserve authorities to look ahead and recommend remedial legislation before the need of it becomes apparent to all. The responsibility of the Reserve system in this matter must be shared with legislators, and with all serious students of public affairs; for we all failed to detect in time of prosperity the inadequacy of our precautions against a time of adversity.

  


  1 German banking tradition, on the other hand, endorses permanent investment by banks in the businesses which they finance.


  2 So far as the call loan is concerned, an exception must be made in the case of city banks whose regular customers include stock exchange houses. Loans to brokers over the counter may have to be taken care of like other customers’ loans. The bulk of the call loans, however, are made through the market in an impersonal way, without obligation to renew.


  3 Another possibility, but one which so far has been of little aid, is an expansion of private lending—the so-called “bootleg” loans. Transfer of short-time loans from banks to their depositors results in a cancellation of deposits just as does the sale of investments by the banks. Compare pp. 156-57.


  4 For reporting member banks total loans and investments shrunk from 22,942 million dollars in April 1931 to 20,748 million in December, most of the shrinkage occurring after September.


  5 Including the vested interests of theorists in the ideas which they hold.


  6 Year ended June 30.


  7 For 1922-29, 30 per cent.


  8 See, however, F. Somary, Bankpolitik, 1930, pp. 11-14.
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  STATISTICAL DATA


  I. Reserve Bank Credit and Factors in Changes, Jan. 1, 1922 to June 1, 1932a (Monthly averages, in millions of dollars)
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  a Compiled from Annual Report of the Federal Reserve Board, 1930, pp. 32-34, and Federal Reserve Bulletins for 1932.


  II. Gold Imports into and Exports from The United States, by Countries, 1922-31a (In millions of dollars)
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  a Compiled from Annual Reports of the Federal Reserve Board. “All Other” may in some cases include data for countries which are shown separately for other years.


  b Known items of $4,500,000 or more included in “All Other” are as follows (in millions of dollars): Imports: 1922: Denmark, 18; Greece, 5; Norway, 8. 1930: Uruguay, 8. 1931: Uruguay, 6. Exports: 1925: Straits Settlements, 7. 1927: Poland and Danzig, 5. 1928: Italy, 26; Poland and Danzig, 6; Uruguay, 9. 1929: Poland and Danzig, 5; Switzerland, 10. 1931: Belgium, 16; Italy, 5; Portugal, 2; Switzerland, 20.


  III. Discount Rates of Federal Reserve Banks on All Classes and Maturities of Discounted Bills, January 1, 1922 to June 30, 1932a (Per cent)
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  a Compiled from Annual Report of the Federal Reserve Board, 1930, pp. 75-76 and Federal Reserve Bulletins.


  b Rate in effect.


  c 5 per cent on 6-9 month agricultural and livestock paper from Apr. 7, 1923, to June 25, 1924 inclusive.


  d 5 per cent on 6-9 month agricultural and livestock paper from Apr. 19, 1923, to June 25,1924 inclusive; 4 1/2 per cent on 91-day to 6-month agricultural and livestock paper from June 19 to June 25, 1924.


  Note.—Discount rates became applicable to 6-9 month agricultural and livestock paper, which was made eligible by the Mar. 4, 1923 amendment to the Federal Reserve Act, on the following dates in 1923: Boston, Apr. 7; New York, Aug. 6; Philadelphia, Apr. 19; Cleveland, Apr. 9; Richmond, Apr. 7; Atlanta, Mar. 22; Chicago, Aug. 16; St. Louis, Apr. 5; Minneapolis, Apr. 11; Kansas City, Apr. 14; Dallas, Apr. 12; San Francisco, Mar. 21.


  IV. Reserve Percentage of the Federal Reserve Banks, by Months, 1922-32a


  [image: ]


  a Compiled from Annual Report of the Federal Reserve Board 1927, pp. 57-58; ibid., 1930, p. 40; and Federal Reserve Bulletins for 1932.


  V. Principal Resources and Liabilities of All Member Banks, on Call Dates, 1922-31a (In millions of dollars)
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  a Compiled from Annual Report of the Federal Reserve Board, 1930, p. 95, and Federal Reserve Bulletins for 1932.


  b Includes rediscounts and overdrafts; excludes acceptances of other banks and bills of exchange sold with endorsement.


  c Includes reserves for dividends, contingencies, etc., but excludes, beginning Sept. 28, 1925, reserves for interest, taxes, and other expenses accrued and unpaid.


  d Includes postal savings deposits, except that such deposits of state bank members prior to June 20, 1917 are included with demand deposits.
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  REFERENCES FOR FURTHER READING


  The principal sources of information concerning Federal Reserve policy are the Federal Reserve Bulletin, the annual reports of the Federal Reserve Board and the various Federal Reserve Banks, and the following congressional hearings:


  69 Cong. 1 sess., Stabilization, Hearings on H.R. 7895 before Committee on Banking and Currency, 1927.


  70 Cong. 1 sess., Brokers’ Loans, Hearings on S. res. 113 before Committee on Banking and Currency, 1928.


  70 Cong. 1 sess., Stabilization, Hearings on H.R. 11806 before Committee on Banking and Currency, 1928.


  71 Cong. 3 sess., Operations of the National and Federal Reserve Banking Systems, Hearings on S. res. 71 before Committee on Banking and Currency, 1931.


  72 Cong. I sess., Stabilization of Commodity Prices, Hearings on H.R. 10517 before Committee on Banking and Currency, 1932.


  The following additional references are suggested for use in connection with certain chapters:


  CHAPTERS I-II


  Anderson, B. M., “Bank Money and the Capital Supply,” Chase Economic Bulletin, Nov. 8, 1926, Vol. 6, No. 3.


  Beckhart, B. H., The Discount Policy of the Reserve System, Henry Holt, 1924, especially Chaps. I, 2, 4, 9.


  Burgess, W. R., “The Mechanism of Federal Reserve Policy,” Journal of the American Bankers’ Association, 1926, Vol. 18, pp. 596-97.
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