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INTRODUCTION

THE PROBLEMS

Iy this volume, reserve policy in the years 1927-33 is studie(
intensively. Some of the problems have already been raised ir
Volume I, and the lines along which an appraisal is to be made are
indicated there as well as here. The emphasis is to be placed oi
the fluctuations in balances of members, the relations between
movements in the Bank rate and open market operations on the
one hand, with market rates, balances of members, and member-
bank credit on the other; and finally on the success in determining
the lending policies of members through the use of moral suasion.
A summary of the argument will be presented in the remainder of
this Introduction. i

Particular attention throughout this volume is paid to the move-
ments of deposits: -One thinks, in relation to this problem, of Mar-
shall’s remark when testifying before an Indian Currency Com-
mission to the effect that India is not a country but a continent.

" We know altogether too little about the movement of cash and de-

posits between different sections of the country; it is hoped that a
small beginning in the study of this vital subject is made here.

The movements of deposits throw light on the manner in which
open market operations carried on in New York affect first the New.
York money market and then other sections of the country. Move-
ments in reserves of reserve banks, deposits and rediscounts of banks
in the different sections of the country, as well as some information
revealed by movements through the Gold Settlement Fund (the
figures ‘are available in Washington), all considered together, are
very revealing on certain aspects of policy. Reserves are lost to
other sections of the country with which relations are more intimate
and important than with foreign countries, and it is absurd to con-
centrate our attention on gold movements between countries. Inter-
district movements are especially important in a period which wit-
nessed such unusual movements of cash between different parts of
the country as did the years 1927-33.

Not only is it necessary to study the movements of cash and
deposits between different sections of the country, but it is also
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necessary to study the movements of deposits as a whole, for the ex-
planation of their fluctuations plays a very important part in the
interpretation of reserve policy. If the loss of deposits is the most
important explanation of an increase in rediscounts and a gain the
explanation of a repayment to reserve banks, then it is necessary
to analyze these losses and gains, making certain that all fluctua-
tions upward or downward are to be treated in the same manner.

The importance of the distinction between demarnd and net de-
mand deposits is also emphasized; the failure to check speculation
‘is more readily understood if we understand the extent to which the
growth of demand deposits was not reflected in a growth of net de-
mand deposits. We shall be spared much confusion if the distinction
between these two classes of deposits and the discrepancies in their
movements are kept in mind.

Bank Rate Policy, 1927-29. Let us consider first the years 1927—
29, in which speculative activities were on the increase. Reserve
officials, looking back, are now willing to admit that their rate policy
in 1927-29 was weak and ineffective.! Most of the banks now ex-
press only a limited faith in Bank rate policy; and even the New
York Bank admits that most banks in its district lend at 6 per cent
- regardless of the Bank rate. Officials of the reserve banks put the
emphasis on the large influx of outside (non-banking funds, for the
most part) money and the failure to raise rates in a'decisive manner.
Tt is a reflection on the place occupied by the Bank rate in American
central banking that reserve banks give, more frequently than any
other reason, the rates current in neighboring districts as the ex-
planation of a change in rate: the Bank rate is thus considered a
means of obtaining a fair share of the System’s business (when rates
are declining), or a means of averting a loss of cash (when rates are
. rising) by raising rates. The delay in raising rates will always be an
obstacle to the fulfillment of an effective rate policy in the United
States: political pressure is too strong.

Early in 1928 a dear money policy was introduced. By July, 1928,
" every reserve bank had increased its rate two or more times. But
from August, 1928, to July, 1929, rates were not increased; and so

1 See the interesting replies to the Senate questionnaire submitted by the reserve
banks. Hearings: Operation of Banking Systems (71: 3), 1931, pp. 724725, 752-776;
W. R. Burgess, “Guides to Bank of Issue Policy,” Proceedings of the Academy of Political
Science, 1930 (13), p- 512; H. L. Reed, Federal Reserve Policy, 1g21-30, p. 185.
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far as I know, no application for an increase was made until Febru-
ary, 1929, in spite of the continued and dangerous rise in speculative
loans during this period. What is the explanation? Political pres-
‘'sure for lower rates was undoubtedly a factor:! the presidential
election was on the horizon. Also, reserve authorities were per-
plexed by the fact that higher rates seemed to attract more money;
that had always been aconsideration so far as foreign money was
concerned, but now even larger amounts were being drawn from
non-banking domestic sources.? As Governor Young expressed it,
800 millions of additional funds were attracted in a few months by
an 8 per cent call rate® Another explanation of the failure to use
the Bank rate in this period of six months was disappointment with
.the results of the pohcy for the first half of 1928: reserve credit out-
standing continued to i increase, and the effects on balances and even
on member-bank credit had been dxsappomtmg
The object of reducmg rates in 1927 was largely to help Europe
retain its gold; an increase in rates that would jeopardize Europe’s
condition was therefore to be avoided if possible. Strangely enough
the English money market did not obtain the relief from a reduction
in rates that had been anticipated as a result of the measures taken
in the United States: the improvement in the English situation was
held to be fortuitous rather than the result of a fundamental change
in underlying conditions.5 In spite of the higher rates in the United
States, however; European money markets did not seem to be dis-
turbed in the early months of 1928, and they continued to draw gold
from the United States.® The explanatlon is undoubtedly the cumu-
lative effects of the large amount of financing in the United States
in 1927; foreigners continued to draw on their balances. But by the
middle of 1928 Europe was perplexed and concerned.” A failure to
increase rates in the United States in the latter part of 1928 may be
explained in part.by a fear of the consequences to. Europe; ¢ while

1 C.F.Chr., 1928 (127), Pp. T191~1192, 1868; L. T. McFadden, “Call Loans and
Federal Reserve Policies,” Americen Bankers’ Assncmtwn Joumal October; 1928,
PP: 201-203, 373.

* C.F.Chr., 1928 (227), p. 1868; ibid., 1929 (128), p. 1832.

L Heanngs Branch Banking (7: z), 1030, pp. 716, 724."

¢ Hearings: Operation of Banking Systems (71 3), 1931, p. 65; C.F.Chr., 1929 (128),
p. 1833. 5 L.E:, January 7, 1928, p. 5.

§ Ibid., June 9, 19’87 p. 1169; ibid., July 7, 1928: P- 5.

? Ibid., January 5, 1929, p. 5; B. Ohlm “Central Bank Policy and Stock Excbange
Prices,” Indcz (Stockholm), No. 31, July, 1928.

8 Consider the defense of the Board of its firm money policy. F. R B., 1929, P. 243-
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the easing policy of the latter part of 1928 undoubtedly prevented
large exports of gold from there.

The situation in Europe was unfortunate: the London, Berlin,
and Paris money markets attempted to shift the burden of gold
losses elsewhere. Paris exchange was generally the strongest and
sterling the weakest, except that early in 1929, when confidence was
at a low ebb in Germany, the mark sank low. Unsatisfactory con-
ditions at home forced the English authorities to keep market rates
at a reasonably low level, although the rate on short-term paper
was artificially raised by applying pressure on British institutions
to refrain from purchasing short-term investments, thus encourag-
ing the retention of foreign funds so invested. High rates in Ger-
many were effective in attracting floating supplies of foreign money
away from England, in part because the short-term rates were not
raised adequately there.

For one and a half years British authorities stabilized monetary
conditions to a degree remarkable in view of the disturbed condi-
tions and very large losses of gold; ! but finally large and continuous
losses required the corrective of increases in the Bank rate, in Febru-
ary, 1929, and once more in August, 1929. The second increase
contributed to the crash of the stock market. It is a reflection of
reserve policy that the reserve banks purchased sterling bills just
before the increase in rates, with a view to strengthening sterling,
although their responsibility for a crash was to be reduced by any
ceoperation on the part of foreign authorities by an increase in rates
abroad.

The New York rate was increased to 6 per cent in August, 1929.
Numerous proposals for increases in rates had been made from
February to July of that year. We need not discuss at this point
the controversy between the New York Bank and the Board. Itis
necessary to point out, however, that an increase in rates at this
juncture was an invitation to banks, now thoroughly frightened, to
use the resources of the reserve banks; moral suasion had been too
effective and an increase in rates was now a measure of relief, not of
restraint. .

It has commonly been held that the speculative fervor in the
United States, with its accompanying high money rates, attracted

! L.E., February g, 1929, p. 275; Committee on Finance and Industry, Evidence, 1,
341348, 422~424, 801-806.
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very large sums of short-term money from Europe. Thus Keynes
estimates an increase of short-term indebtedness of the United
States of 2.5 billion dollars in a period of two to three years. There
is no foundation for this or similar estimates. I refer the reader to
the annual statements of the Department of Commerce, which in-
dicate a reduction of short-term indebtedness of the United States
in 1928-29. The increased investments in acceptances by foreigners
was not above the increased financing by dollar-acceptance credits
in the years September, 1927, to September, 1929; and the maximum
volume of foreign funds on the stock market was 500 millions. The
increase in the first nine months of 1929 was but 200250 millions,
and against this is to be set a reduction of 100-150 millions of ac-
ceptances held by foreigners (and an increase in dollar-acceptance
credits advanced) and a reduction of deposits in American banks.}

Loans on Account of Others. Defenders of reserve policy put much
emphasis on the unfortunate growth of loans on account of others,
for which, they say, the reserve authorities could not be held re-
sponsible; but a central bank is to be held responsible for the amount:
of credit used in banking, whether contributed through banking or
non-banking sources. Moreover, the increase in loans on account
of others is to be associated with the increase in open market rates
for which reserve banks were in part responsible, and strangely
enough (in the light of the practice since 1920), they were now dis-
posed to admit their responsibility for higher rates.? They expresséd
disappointment, however, in June and December, 1928, that an
increase in member-bank indebtedness had been accompanied by
increases in member-bank credit, and that such large losses of gold
and open market operations had not checked the increased use of
funds for speculation.? The banks were responsible also in that the
funds obtained by corporations, later to be advanced as loans on
account of others, were largely contributed by them through pur-
chases of investments and additional security loans.! The damage
was done in the years 1921—27, when large influxes of gold enabled
banks to pay off their debts and increase their reserves and earning
assets.® Loans of member banks increased by 4 billions, or 20 per

1 Discussed more fully in Chapter XXV. % F.R.B., 1928, pp. 737-738-
3 C.F.Chr., 1928 (126), p. 3391; F.R.B., 1928, pp. 737-738.

¢ U. S. Senate Report No. 534 (72: 1), 1932, p. 4.

§ Hearings: Operation of Banking Systems (71: 3), 1931, P. 762.
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cent, investments by 4 billions, or 70 per cent. Destructive rates
were now necessary to stop the progress of speculation; and they
were not politically expedient.

Member-bank Indebtedness and the Investment Policies of Banks.
* Member banks revealed no disinclination to be in debt in the years
1928-29, if we are to judge from their investment policies. Not only
were they content to increase their indebtedness to maintain their
balances (reserves) but their balances increased at inopportune
times. The increases of balances were large in the latter part of
1927 and 1928; but a reduction of balances in February and June-
August of the latter year and in the early months of 192¢ gave indi-
‘cations of the possibility of a successful consummation of reserve
policy. The net movements of balances for these months, or for the
period as a whole, were most disappointing, however, if the un-
precedented increase in rediscounts and the large losses of gold are
considered on the one hand, and the large increase of banking, and
especially non-banking, credit-and economies of reserves are con-
sidered on the other. Moreover, the movements of balances (re-
serves) of non-member banks were even more discouraging: a
central bank is responsible not only for the policies of a selected
group of commercial banks. Pressure on member banks was re-
flected in the offer of greater temptations to non-members. Thus,
while balances of member banks increased by 13 and declined by
3 of 1 per cent in the years ending June 30, 1928, and 1929, balances
of non-members (with other banks) increased by 22 and 13 per cent
in these two years. A reduction of the amount of cash held in vaults
by all banks reporting to the Comptroller of the Currency from
1,008 millions on June 30, 1927, to 820 millions on June 30, 1929, is
also significant for the problem of control.
The theory is currently accepted that in periods when banks are
‘subjected to pressure as a result of an increase in indebtedness, they
are disposed to reduce their open market investments, thus inducing
higher market rates! Let us see what happened in the first six
months of 1928, when reserve banks forced members to increase

1 Open market investments: securities (investments), Street loans (advances to
brokers and dealers on the New York Stock Exchange, open market paper (acceptances
and other commercial paper). These items are considered in this order here and com~
pared with total loans and investments. Also, all security loans are compared with
Street loans (security loans to brokers and dealers).
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their debts by 500 millions, the only important increase of indebted-
ness over the entire period. Member banks actually increased their
investments by 400 millions. On the other hand there was a net
reduction of 430 millions in Street (New York Stock Exchange)
loans by New York banks on their own account and on account of
their correspondents. (The reduction was largely concentrated in
the New York banks, although the reduction of loans by out-of-
town banks may have been larger than it seems to have been, for
non-banking loans, which are included in advances through out-of-
town banks, may have increased.) Investments in open market
paper by member banks during this period were very small; but the
tendency was downwards. Thus we may conclude that there was
little change in all open market investments; but on the other hand,
loans and investments of member banks increased by 8oo millions
in these six months, and since security loans of reporting banks
remained relatively stable we may conclude that the reduction of
Street loans was offset by an increase of security loans to customers.
directly for speculative purposes.

In some respects the results were closer to expected lines in the
next fifteen months (to October, 1929). More satisfactory data are
available for this period. In the first nine months of 1929, open
market investments of member banks were reduced by goo millions
(3,158 to 2,275 millions) and investments in securities by 8co mil-
lions besides. But it is to be noted that open market loans had
increased by 60o millions in the last three months of 1928; also that
the reduction in investments was but 8 per cent (it was not profit-
able to sell at a loss) as compared to a reduction of one third in open
market paper and Street loans. Moreover, the reduction in open
market investments was more than offset by an increase in other
-earning assets, for all loans and investments increased by 230 mil-
lions. What is more, whatever liquidation occurred may more
properly be associated with the use of moral suasion; and the re-
sults were disappointing, for the scrutiny by reserve banks of open
market investments of members led them to advance more freely
by other methods, often for the same purpose. Non-member banks
in particular seemed to be tempted to reduce their mvestments and
lend more freely for speculative purposes.

It ought to be mentioned here that the very large issues of capital
during this period were also a method of liquidating investments,
but the difference was that banks created investments for the pur-
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pose. An increase of banking capital of 1,200-1,300 millions in thi:
period was an important source of rehef for banks; deposu:s were¢
reduced in a corresponding manner.

Credit and the Needs of Trade. Much of the controversy surround-
ing these crucial two years centers in the question of the adequacy of
credit and the extent to which speculation deprives other consumers
of their rightful share. Production indices are not conclusive on this
point, although the index for industrial production was strikingly
upward in the year ending June 30, 1929; other indices are not so
clearly upward. In 1928-29 (June to June) there is at least some
doubt whether the expansion of credit was adequate in view of the
increase of production; in 1927-28 there is little doubt of the ade-
quacy.! But such measures are of limited significance, especially in
view of the shifting of demands from the money to the capital
markets and our ignorance concerning the proportion of working
capital to be contributed by banks.?

The following figures are of some significance:

LoANS AND INVESTMENTS

All Banks plus  Other loans Loans on
Al loans on account  of reporting New York
Banks  of others through  member Stock

Change in per cent from New York banks
preceding year @« (2) ® (A
June 30, 1927-June 30, 1928 .. 46} +8+ +3+ +37
June 30, 1928-June 30, 1929 .. <2 +4 +3— +44
Members — All — Security
Security loans Security loans by
to customers loans members
Billions of dollars ) ©) ()
Dec. 31,1928 .........." i reatnsraiaanes 7.35 14.1 10.17
Oct. 4,1929 «.ovvvinrvnieinenarnrnnnnnns 8.11 17.0 10.31

A comparison of.(x) and (4) reveals that speculative consumers
of credit were obtaining a disproportionate part of additional sup-
~ plies of credit in the years 1927-29. The figures in (3) are the best

index available of non-speculative loans, although it is known that
part of the funds included in ‘““other loans” are used to some extent

1 F.R.B., 1928, pp. 618-619; H. L. Reed, Federal Reserve Policy 192130, pp. 173~

175, 189—190, N.Y.R.B.Ann., 1928, pp. 8-9.

3 T refer the reader to the discussions of this problem by Keynes, Robertson, and
Hayek. I am not unaware, and I should like to emphasize this point, of the limited sig-
nificance of a comparison of the movements of trade and bank credit. They are not

entirely without significance, however.
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for speculative purposes. The situation in 1929 is of interest par-
ticularly because of the use of moral suasion to check the use of
funds for speculative purposes and to increase funds available for
other purposes. Nevertheless, in the first nine months of 1929 se-
curity loans to customers of member banks increased by 10 per cent
while all loans and investments increased by but the same rate.
Also, all security loans increased by 31 per cent. (The total in (6)
above is not inclusive of all security loans, although it has been
used for that purpose. Numerous categories are omitted, including
loans on account of others advanced through non-members in New
York, and all “others” advanced on other exchanges.) If we ex-
clude loans on account of others, however, the increase of Street
loans by banks was but 13 per cent;! but the increase of customer
security loans (advanced directly to customers for speculative pur-
poses) is to be considered. Again, from October to October the
increase in open market loans by member banks was 5 per cent.

Reserve authorities were sometimes too disposed to explain the
high rates by increased demands from speculative sources without
attempting to prove that speculative demands brought higher rates,
or without paying attention to the effects of their own policy.2 At
first they were inclined to minimize the increase in market rates,
perhaps with a view to denying responsibility for them; ® but when
the increase was clearly evident to all, reserve authorities used it as
an excuse for introducing the policy of moral suasion.* The official
position in 1929 does not seem always to have been that speculation
-brought higher rates or deprived industry of funds, but rather that
the continued firmness of monetary conditions was to be associated
with continued demands from speculation: other borrowers suffered
only because they had to pay higher rates® There is not much to
choose between both positions.

Open Market Policy, August-December, 1927. Open market
operations were introduced to stimulate business and reverse the
movement of gold. In view of the results of much more extensive

1 Unfortunately this is not exactly accurate, for part of the loans made for out-of-
town banks are made on account of others.

* N.Y.R.B.Ann., 1928, p. 8; F.R.B., 1929, p. 360; Mim.L.S., 1930 (32), X-6544,
p- 368. 3 F.R.B., 1928, pp. 373, 679, 738.

¢ Mim.L.S., 1929 (31), pp. 121-123; ibid., 1930 (32), pp. 367-368; C.F.Chr., 1929
(128), p. 2395.

¢ F.R.B., 1928, p. 437; ibid., 1929, PP- 93-95, 243, 360.
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operations in 1924 with a similar object in mind, the failure of the
operations in 1927 can easily be condoned. Purchases were twice
as large in 1924 and, moreover, the purchases from October to
December, 1924, were more than offset by losses of gold for the
penod so that an active policy directed toward stimulating business
was in operatlon for but two months.

In 1924 (January to November) the market obtained 874 millions
of additional cash (482 from purchases of securities, 392 from an
inflow of gold and notes) and lost 599 millions as a result of a reduc-
tion of rediscounts and acceptances. Balances rose 282 millions.

In 1927 (August-December) the money market gained 488 mil-
lions as a result of purchases .of securities (225) and acceptances
(188) and an increase of rediscounts (75); but lost 356 millions as a
result of a loss of gold (159) and withdrawals of notes (19%). The
increase in balances was but 110 millions. Thus the additional re-
sources obtained were but two fifths as large as in 1924 and were
provided in large part by an increase in rediscounts. The open
market policy had been an unmistakable failure if the movements
in rediscounts, the immediate goal especially in 1924, was the goal
in 1927.

What requires more attention in the study of open market opera-
tions is the movement of cash within the country, for the effects of
open market operations are determined in large part by the manner
in which additional cash is distributed. Thus large purchases of in-
vestments by reserve banks in August were accompanied by an
increase of rediscounts of 15 millions for New York reporting banks,
and a reduction of 45 millions elsewhere. In view of the fact that
these investments are purchased in New York and hence provide
New York banks with additional deposits, it is clear that the New
York banks were losing cash (deposits) to banks in the other sec-
tions of the country.! Otherwise they would not have had to increase
their rediscounts. Similar conclusions hold for September; but in
October and November the movement was reversed. Seasonal in-
fluences are a relevant consideration. In October the New York
banks were able to put upon others the burden of additional redis-
counts, and in November they increased their balances by the very
large amount of 40 millions. New York banks always lose cash in
December, and there was no exception this year. A study of the

1 Ultimately,l true enough, the cash may be redistributed if sales are made by out-
of-town people.
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deposits of New York City banks, New. York District member
banks, and all member banks in conjunction with movements of
loans and investments, corroborates the fact that the first named
were losmg deposits in July-September, and werein a much stronger
position in the last three months of the year. Allowances are made
for open market operations, movements of gold and curtency, and
bankers’ balances, all of which affect deposits. The assumption is
that the deposits of any group of banks ought to fluctuate with
their earning assets, allowing for these other variables; otherwise
they are gaining or losing deposits (cash) to other groups of banks.
Apparently the open market operations of the early months of thé
campaign at first stimulated activities elsewhere and, later, specu-
lation in New York.

Open Market Polzcy, January-August, 1928. The open market
policy was reversed in January, 1928; but sales of 200 millions in
this month were not large enough to prevent a reduction of redis-
counts and an increase of balances. In February, however, a Te-
duction of balances of 58 millions is evidence of effective sales; but
the hesitation in March, as well as the failure to allow adequately
for i mcommg notes in January, accounts for the break-down of the
policy in these crucial three months. In April balances increased
by 31 millions. But the cumulative effects of these very large opera-
tions and losses of gold began to be felt once more in June-August,
when balances declined by 114 millions. For the penod as a whole
rediscounts increased almost 6oo millions, and the increase was
especially large from April to June. The failure to reduce holdings
of acceptances was also in part responsible for the collapse of these
operations: the decline was but 29 millions in the first five months
of the year, as compared with an average of 120 millions for a corre-
sponding period in the previous five years.

The unusually rapid rate at which rediscounts increased seemed
to bring a measure of success reflected in some pressure for liquida-
tion; but a reduction in net demand deposits of one billiondollars
for reporting member banks is rather misleading: sales of assets by
reserve banks and losses of gold account for a decline of deposits of
goo millions; and loans and investments increased.

Too much attention has been given to net demand deposits, which
determine reserve requirements. Authorities would not have been
misled by any decline in net demand deposits if they properly in-
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terpreted such a decline or if they paid more attention to demand
deposits. Thus consider the following table:

JANUARY 1 TO OCTOBER 4, 1928

. (Millions of dollars)
Loans and Demand Due to Net demand
investments deposits banks deposits
All reporting member banks 543 .- —376 —823
All member banks ........ +682 . =462 —569 —1110

Net demand deposits equal demand deposits plus the difference
between ‘“balances due to banks” and ‘“balances due from banks.”
It is at once apparent that the movements of demand deposits give
a somewhat different picture of the situation than do net demand
deposits, and the explanation is only in part the reduction of balances
due to banks (and a moderate reduction in United States deposits).
In so far as the discrepancies are not explained by the dedline in
bankers’ balances, they may be cleared by the following considera-
tion: in periods of business activity and especially speculative activ-
ity, checks outstanding increase very rapidly, and since depositors
are given immediate credit, demand deposits increase correspond-
ingly; but net demand deposits do not increase so much, because
checks outstanding are equivalent to a credit with other banks
(included in “due from banks”), therefore ‘“balances due to banks”
minus “‘due from banks” are reduced, and thus part of the increase
in demand deposits is not réeflected in any change in net demand
deposits, In view of the fact that depositors of checks are given
immediate credit, with consequent rise of demand deposits, it seems
that any increase in the latter ought to be reflected in an increase in
reserve requirements. .

From June to August reserve policy seemed to be verging on suc-
cess. Loans and investments of reporting member banks declined
by 450 millions; but if we consider the figures for all member banks
from March to June, and July to September, it is at once evident
that additional credit was extended by non-reporting member banks.
Signs of success were also evident in the reduction of call rates in
July and August, following very large increases in earlier months,
and a reduction of funds advanced by New York banks on the stock
market in June and July. Apparently the combination of much
higher rates and withdrawals of funds was proving to be too much
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for the speculative interests; but unfortunately the reserve system
for some inexplicable reason, perhaps political in nature or perhaps
related to their solicitude for legitimate business, now suddenly re-
versed their pohcy

The manner in which the New York banks were able to put the
burden of additional rediscounts on other banks in part explains the
failure of reserve policy: the additional rediscounts, and the conse-
quent pressure, were spread thin. In spite of the fact that reserve
banks disposed of 374 millions of securities and the System lost
297 millions of gold from January to June, the increase in redis-
counts was but 144 millions for New York banks and 264 for those
out-of-town. In the first three months the situation was even more
favorable from th&viewpoint of the New York banks: they reduced
their debts by 52 millions while outside banks increased theirs by
26. New York banks, it may be noted, are doubly affected by open
market operations: when the System sells securities they are the
first to lose deposits, primarily because the transactions are con-
summated in New York, and, secondly, because the New York
Reserve Bank loses cash as other reserve banks are reimbursed for
their share in the sales. Losses of gold also affect first the New York
banks. What, then, is the explanation of the fact that they were
able to transfer the burden of rediscounts elsewhere to such a large
extent?

In part the explanation is the relative rate of expansion. In par-
ticular reporting banks outside of New York expanded much more
rapidly than did New York reporting banks, as is especially notice-
able in the months of February, March, and June. In these months
the gain of deposits by New York banks is also evident in the relative
movements of deposits and loans and investments. Higher rates in
New York and open market operations brought restraint and higher
market rates there first. Many borrowers shifted their demands to
other centers, and the trend of funds was toward New York. From
March to June, loans on the stock market by New York member
banks for others and outside banks increased by oo millions, while
New York banks reduced their advances. This movement was the
reflection of high rates in New York and contributed to the favorable
balance there. In the first two months the reduction of deposits for
New York banks, compared to the decline of their loans and invest-
ments, was moderate as compared to that of outside banks, and in
the next four months the difference was also striking.
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Open Market Policy, September—December, 1928 — A Disastrous
Reversal. The reserve banks increased their holdings of securities by
28 millions, of acceptances by 293 millions, in these months. Im-
pending disaster is evident in an increase in balances of member
banks of 48 millions, in loans and investments of 291 millions, of
which, 266 were loans on securities. Brokers’ loans reported by the
New York Stock Exchange increased by 1,150 millions.

An easing of monetary conditions through liberal purchases of
acceptances did not help industry as had been anticipated by reserve
officials. They had apparently been encouraged to introduce such
relief measures by the recent tendency for market rates for specu-
‘lative consumers of credit to rise. Customer rates rose, but call
rates declined. Perhaps reserve authorities were now pleased with
this development, for large increases in the call rate are fraught with
danger: the call market attracts funds from other markets. On the
other hand, speculative consumers of credit obtained the additional
funds now made available, in spite of the relative decline of rates on
speculative markets. By June New York banks were clearly co-
operating by withdrawing funds from the stock market, and other
banks later began to give evidence of good faith; but their efforts
were largely wasted as a result of the attraction of other funds; and
now, under the stimulus of reserve policy and the allurement of
profits, member banks once more began to respond to demands from
speculative markets.

The situation is evident in the following figures:

ALL BaNgS — JuLy-DECEMBER

Loans and . All
. investments Loans depoasits
Millionsof dollars................... + 1002 41299 +3368
Percent.....covovviiniiiniiinininnenas +1.8 +3.3 +6.3

Rediscounts declined 261 millions from August 11 to Novem-

" ber 24; and the percentage decline of New York banks was four
times as large as that of other banks. In part the explanation is the
stricter restraint exercised by New York banks in the early part of
‘'this period and the months preceding. In the third quarter of 1928
the New York reporting banks seemed to be in a stronger position
than were other reporting banks, the latter better off than the non-
reporting, that is, the smaller banks. In other words, the movement
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of loans and investments as compared t&'deposits was most favorable
to New York banks and least favorable to non-reporting banks.
The more rapid reduction of rediscounts of New York banks is also
to be considered.

In the last three months New York banks seemed to have re-
mained in a strong position; but the changes for October and No-
vember are to be distinguished from those of December. Moreover,
the New York banks were not so impregnable as they appeared from
a consideration of the movements of: deposits and loans and invest-
- ments, and the very large reduction of rediscounts in October and
November. In the first place, extensive open market operations
provide New York banks with deposits (cash) in the first instance,
" and thus, if allowance is not made for an increase in deposits to be
associated with open market operations; the strong position of the
New- York banks is exaggerated; and secondly, the increase in
strength of New York banks is overemphasized if attention is paid
exclusively to demand deposits. For example, in the last quarter
demand deposits of all members increased by 2,541 millions, as
compared to 949 of net demand deposits; corresponding figures
for New York banks were 2,113 and 872 millions. Moreover, an in-
crease in bankers’ balances ought to be reflected in an increase
in net demand, relative to demand, deposits. The explanation of
the less marked increase in net demand depbsits is, probably, largely
the increased activity of deposﬂ:s,' reflected in a big increase in de-
~ mand deposits (peculiarly in New York, the center of speculative
activities) not equalled by a correspondmg increase in net demand
deposits; for increased balances due from banks could then be de-
ducted from bankers’ balances. In this manner reserve requirements
are kept down in a period of great activity, thus making policies of
control more difficult. This exaggerated increase in demandde-
posits as compared to loans and investments cannot be held to indi-
cate, unamended, a gain of deposits for New York banks. Reserve
requirements based on demand deposits, it is to be repeated, would .
have offered an additional check to expansion.

Perhaps the continued high rates in New York, relative to rates-
elsewhere in July and August, drove business elsewhere and at-
tracted funds to New York, thus accounting in part for New York’s
strong position; and the tendency of rates to rise elsewhere, in the
latter part of the year, contributes to an explanation of New York’
more vulnerable position later.
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January-September, 1929 — The Failure of Moral Suasion. Un-
healthy developments in January, following upon the speculative
trend of earlier months, led reserve authorities to introduce (in
February) a policy of moral suasion. But, in addition, open market
policy played a part: the investments of reserve banks declined
524 millions (acceptances for the most part) as compared to a re-
duction of but 497 millions in the period of active policy of restraint
in 1928. This fact is not generally recognized. Whereas, in 1928,
losses of gold bad facilitated policy, and sales of acceptances to re-
serve banks had hampered them, in 1929 acceptance policy was an
effective tool and a reversal of the gold flow embarrassed them; and,
furthermore, economies of notes gave the member banks an addi-
tional weapon. The net result was that the indebtedness of member
banks was no larger in June, 1929, than it had been in December,
1928. But perhaps this is not the entire story: reductions in bal-
ances are even more effective in achieving restraint, and undoubtedly
the policy of moral suasion was in part responsible for a failure to
maintain balances at as high a level as they might have been held
under less restraining conditions.

From February to May, reserve authorities made much progress
with their program of checking expansion: security loans declined,
but all other loans, the proceeds of which were probably in part used
for speculative purposes, tended to increase. Rediscounts increased
by 97 millions.

New York banks were able to reduce their rediscounts by 45 mil-
lions from February to May, while other reporting banks increased
their rediscounts by 43, non-reporting banks by g9, millions. The
spirit of cooperation (or perhaps the submission to restraint) was
also evident in a reduction of balances, of 56 millions for New York
banks as compared with 55 for other reporting banks (the per-
centage decline was appreciably smaller than for New York banks),
and an increase of 20 millions for non-reporting banks. In these
three months each group of banks under consideration lost deposits
(relative to movements of loans and investments), but the position
of the New York banks was least vulnerable in view of the open
market operations which first affect their deposits adversely. Thus
they were able to put the burden of rediscounting upon outside
banks, just as in the next three months (April-June) the latter were
able to shift the burden to non-reporting banks. Banks that exercise
restraint thus tend to attract funds (gain deposits) and shift the
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burden of borrowing elsewhere. From April to June outside report-
ing banks especially liquidated, and New York banks on the whole
neither gained nor lost deposits if consideration is paid to the effects
on deposits of open market operations.

By June the policy of moral suasion seemed to 