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FOREWORD

BesetT by difficuit problems, badgered by dualistic supervision and
the lack of any potent instruments of control, the reserve system,
which has now been in operation for almost twenty years, has never-
theless functioned remarkably well. To criticize from the vantage
point of the present is easy, and criticism has been persistent and
intensive; but the thought that the Federal Reserve Board and the
reserve banks are manned by their present personnel rather than by
many of their eminent critics is comforting; and the nation need not
be ashamed of their achieverents in the past.

It is argued in this book that the Bank rate has not played an
important part in the determination of monetary conditions, that
the effectiveness of open market operations has been exaggerated,
that the use of moral suasion is fraught with danger and arouses
dissention within the System, and, finally, that the administration
of the eligibility provisions of the Federal Reserve Act has not pro-
vided reserve banks with a significant weapon of control. Bank rate
has been relegated to an unimportant place, because the enforce-
ment of a penalty rate is not practicable, because the use of the
Bank rate as a weapon of restraint has been unpopular with poli-
ticians, and because in this country the usefulness of the weapon
has been impaired by the peculiar relations of member and reserve
banks. Furthermore, the failure of the reserve banks to interest
themselves more in the size of reserve balances of member banks,
and their inability to control adequately the magnitude of these
balances, has impaired the usefulness of open market operations.
Moreover, in carrying through their open market policies, they have
been too optimistic concerning their capacity to determine the vol-
ume of indebtedness of member banks; and the relation of indebted-
ness and the investment policies of member banks has not always
been on approved lines: the fact is that member banks (and more
important all banks and non-banking lenders) have not always re-
duced their credit in the face of a large (and increasing) volume of
indebtedness, when large profits might be made by purchasing addi-
tional assets. The results of moral suasion, another weapon popular
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with reserve authorities and particularly with the politicians and
the Federal Reserve Board (the link between the System and Con-
gress), have disappointed most disinterested students of the System,
In the past the use of moral suasion has been dictated by the as-
sumed need of discouraging the speculative use of bank credit, and
has been popular over a large part of the country. But only where
money markets are not well organized and the possibility of earning
large additional profits is great (by borrowing freely from the reserve
banks and lending at higher rates), may the application of moral
suasion be justified.

It may seem to many observers that, peculiarly in the United
States, the orthodox weapons of control have lost their edge; but in
truth the trend has been general since 1914, although the sensitivity
to political influences of our system and the organization of our
money markets and the reserve system have tended to accentuate
this development here. On the other hand, the German Reichsbank,
attempting to control a market with a distinctly limited volume of
trade bills, and normally restricted in the investments purchasable,
has relied with much success on moral suasion: it has rationed credit
during crucial periods, determining rations partially by the use to
which the funds obtained from the Reichsbank were to be put. Open
market operations there have been of secondary importance, and
the Bank rate, especially because of the internationalization of large
volumes of short-term money, has been an ineffective instrument.
In England the Bank rate, as a result of the diminishing importance
of the trade bill and the increased capacity of foreign countries to
attract foreign funds through the use of the Bank rate, has declined
in importance. The issue of Treasury bills, much more important
now than trade bills, is discouraged by an increase in Bank rate not
nearly so much as is the issue of trade bills: the fact is that foreign
lenders may be induced to finance their needs elsewhere when the
Bank rate is increased, and when the financing of foreigners through
acceptance credits is, relatively speaking, of lesser importance, the
effectiveness of an increase in rates is impaired. Great Britain has
also been affected adversely by political pressure directed against a
courageous rate policy and by the difficulty of introducing economic
adjustments that are a necessary part of a successful rate policy.
On the other hand, the volume of short-term funds available for
movement from one center to another is larger than it was before
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the War. A central bank may strengthen its currency by attracting
these funds, which may sometimes be an advantage; but more often
it may be embarrassed by an influx of foreign money.

In omne respect, the absence of tradition and the pressure of public
opinion have been advantageous to the United States. Whereas
officials of the Bank of England have announced that they are un-
willing to assume the responsibility of creating cash beyond the
needs indicated by the condition of the money market, the reserve
authorities, under pressure by Congress and the threat of extreme
legislation, have undertaken open market operations in 1932 on a
scale never before attempted by any central banking authority —
operations which have been of signal value even if they no more than
proved the point that the mere creation of balances (reserves) by
central banks cannot of itself bring about business recovery.

A phase of reserve policy requiring much more study than has yet
been given to it is that of the relation of policies and conditions in
one district to those in other districts. The condition of a reserve
bank is to 2 much greater extent determined by the relations of the
banks and the public in its district with other districts than it is
determined by the relation of the reserve banks, as a group, to
foreign countries. Inter-district transfers of cash, usually exceeding
10 billions monthly, are much larger than are international transfers.
Inter-district clearings, government transfers of funds, open market
operations, movements of funds between banks, currency move-
ments, and so forth, determine the cash position of reserve banks to
a considerably larger extent than do relations with foreign countries.
Stringency to be associated with losses of gold abroad is usually felt
in New York, for the most part; but not always. Moreover, open
market operations, largely consummated in New Vork, first affect
monetary conditions there; but these purchases flood the New York
market with cash, while other districts, forced to pay for their share
of the purchases, lose cash.

More information is needed on the questions of the inter-relation-
ships of districts; it is necessary to consider the reserve policies of
individual reserve banks as well as those of the System. In what
manner and to what extent does ease or stringency spread from New
York to other districts? To what extent are policies determined by
purely local conditions? To what extent does the Kansas City
Reserve Bank enforce its policy as against that of the reserve
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system? In what manner does the New York District defend itself
against bearing an excessive share of the burden of both interna-
tional and local movements? These and similar questions require
answers before we can understand reserve policy. An attempt is
made to study problems of this nature here. Attention is also di-
rected to the discussion of inter-regional movements of deposits,
which subject receives much space in the second volume.

Ii this book is written around any central philosophy, it is that
central banks, in attempting to impose their policies on the country,
encounter very serious obstacles. Their weapons are neither so
potent nor so sharp as is commonly assumed; and for any successes,
reserve banks owe much to the gullible public, which labors under
misapprehensions concerning the power of reserve banks.

A word about the arrangement of this book. In a survey of Fed-
eral reserve policy for the years 1914-33 that is presented in the
first volume, weapons of control used by the reserve banks are dis-
cussed from a theoretical and historical viewpoint. I have tried to
use all available sources of information, including the vast collection
of Government documents and Mimeographed Letters and State-
ments of the Federal Reserve Board, neither of which has ever been
examined systematically.

Volume II is devoted to an intensive study of the monetary pol-
icies of the crucial six year period, 1927-33. This volume, or at
least the first half of it, is more difficult reading than is the first
volume. I have made an attempt to study the mechanism of open
market operations, particularly in relation to inter-regional ques-
tions, and 1 bave devoted much attention to the movement of cash
or deposits between different parts of the country, as well as the
inter-regional balance of payments. The United States is in truth
a continent: there are twelve central banks and numerous money
markets. A student may neglect some very important aspects of
reserve policy if he proceeds on the assumption that the System
policy is all that is to be considered, and that relations with foreign
countries are the only aspect of the problem of the balance of pay-
ments that matters.

In the latter part of Volume II the legislation of 1933, actual and
proposed, as well as the extraordinary open market episodes of
1929-32, are studied in some detail and their significance for the
problems of central banking indicated. Volume II also includes a
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statistical appendix in which numerous problems are discussed. It
seemed desirable to collect the charts and to discuss them in an
appendix although references are made at appropriate places in the
text.

A bibliography, which the writer hopes is fairly complete, is pre-
sented at the end of the book. The reader may find this book easier
reading if he is acquainted with the well-balanced elementary studies
of Kemmerer and Day, the excellent studies of Burgess and Golden-
weiser {now somewhat out of date) on the reserve system, and the
very able studies of Reed and Hardy on the policies of the last ten
years. The latter has appeared just in time to allow me to take some
account of it. There are numerous special studies of some aspects
of the problems under discussion, of which the outstanding is
Riefler's remarkable study of money rates. I might also mention
Watkins’ able book on bankers’ balances. Lest I have frightened
the potential reader, I hasten to add that it is my hope and expecta-
tion that he will be able to profit from this study even though he is
not acquainted with the above-mentioned books.

In this study 1 take into account developments, in so far as the
relevant facts are available, up to the early part of 1933, and I have
attempted to consider all literature appearing before November,
1932. It has been necessary to rewrite large parts of this book as a
result of legislative changes and developments of 1932 and the early
part of 1933, and at the last moment to add a final chapter on the
crisis of February — March, 1933.
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