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Hon. liarriner S. Eccles,
Chairmen, Board of Governors,
Federal Reserve System,
Viashington, De Ce

Dear Sir:
I an enclosing copy of letter addressed to Chairmen
Steagall relative to S. 417, recently reported out of Committoe,

and other date witich you left with the cormittee stenographers

Sincerely yours,

I

Clerko
Enclosuress



Clerk - Banking & Currency Committee.
The attached documents sre to be returned
personally to Mr. Eccles ver his request.

Committee Stenocranhers.

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



Digitized for FRASER
http://fraser.stlouisfed.org/

Aonoreble Honry B. Stoagall, Chairman,
Banking and Currency Committiee,

Aouse of Representatives,

¥ashington, D. C.

My dear ¥r. Cheirmang

In acocordence with the discussion held this morning,
I inclose herswith a proposed bill to extend until June 80,
1839 the authority to uso direct obligations of the United
States ns oollaterel security for Federsl Roserve notes., 1
rlso inoloss a statement explaining the necessity for this
smordment to the lew and this statoment is in such form that
it may be utilized az & basis for the preperstion of a Com-
nittee report on the bill if it ie ao desired.

Eincerely yours,

¥, 8, Ececles,
Chairran.

Inclosures

GBV:oba

1/7/57

Federal Reserve Bank of St. Louis
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A BILL

To extend the period during which direct cbligations of the United

States may be used as cuvlleteral security for Federal Lesssrve notess

Be it enacted by the Senate and House of Representatives of

the United States of America in Congress assembled, That the sesond
paragrsph of seotion 16 of the Federal Heserve ict, as amerded, is

axerded to read ns followss

JTu/nlg 1/7/37
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Apy Poderal Reserve bhank may make application to the
looal Federal Reserve agent for such amount of the Federal
Heserve notes hereinbefore provided for as it may require.
Such application shall be accompanied with a tender to
the local Federal Heserve azent of collsteral in smount
equal to the sum of the Federal Reserve notes thus spplied
for and issued pursuant to such applications The collat-
oeral security thus offored shall be notes, drafis, hills
of exchange, or acoeptarces aoquired under the provisions
of seotion 13 of this Act, or bills of exchange indorsed
by a member bank of any Federal Reserve district end pur=-
chased under the provigions of section 14 of this Act, or
bankers' acceptances purchased under the provisions of
said section 14, or gold certifiestess Provided, however,
That until June 30, 1839, the Soard of Governors of the
Fedaral Reserve Eystem may, should it deem it in the publio
interest, upon the affirmative vote of not lesgs than a mee-
Jority of its mex=bers, authorize the Federal Regerve barks
to offer, and the Fedesrsl Heserve ajents to accept, as such
collateral security, direot cbligaticns of the inited
Statess At the close of business on such date, or sconer
should the Board of Governors of the Federal Heserve System
so decide, such authorisation shall termipate and such
odligations of the United States be retired as seocurity for
Fedexal Hesorve notese In no event shall such eollateral
seourity be less than the amount of Federal Raserve notes
applied fors The Federal Heserve agent shall each day
notify the Board of Govertors of the Fedemal Heserve System
of all issues and withdrawals of Federal Leserve notes to
and bty the Federal Esserve bank to whioh he is aocredited.
The said Board of Governors of the Federal Reserve System
way at any time oall upon a Federal Reserve bark for addie-
tional security to protect the Federal Heserve notes issu:Z/;? it.
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Extension of Authority for the Ugse of
Direct Obli-atlona of the United States
as Collateral Security for Fedoral Hesorve

Hotes

/

the Aot of February 27, 1932, so s to provide thet until aroh 3,

Saction 16 of tle Federal Neserve jot was amended by

1933, the Federal Reserve Hoard (noyv the Board of Governors of the
Federal Reserve {ystem), if it deams it in the pudblic interest,
shall have authority, ly sn affirmative vote of not less than e
majority of ils members,to authorize the Federal Reservo tanks
to offer, and the Federal Heserve agents to accept, direot obliga~
tions of the United States as collateral security for Fedoral He-
sorve notes. The Act was again amended bty the Act of Februmry 3,
1938, so us to extend the period of thiz muthority until Hareh S,
19%4, and was further amended by the Act of Yarch 6, 1934, so as
to extend the authorisation to Mareh %, 1936, or until the expira-
tion of such additional perlod not exceeding two years as the
President may prescribe. The President hes extended the authority
wmtil Harch 3, 1937, when it will expire unless it is rencwsd by
the Congroas.

‘At the tire the hct was first amendied in this respect,

February 27, 1982, it was deemsd necessary in the putlic interest

Federal Reserve Bank of St. Louis



for the Federal Reserve System to maintain an easy money policy
and thus to encourayge the extension of credit by member bhanks for
all legitimate oomroiul. industrial, and sgricultural purposes.
The maintenance of an easy money policy required the purchase by
the Federal Heserve tanks of large amounts of United States Govern~
ment securities in order to put wember banks of ths Federal He-
serve System in funds with which to pay off existing indedtedness
to the Federal Nesorve banks and to build up excess reserves. It
was the expeotation that member tanks in posseasion of excess
resorvaes {idle funds) would booome more active in seeking out op-
portunities for employing these funds in oxder to inorsase their
earnings, and that these endeavors of the banks would tend to
stimulate businoss eand to reduce unemployment. Another result
would be the lowering of money rates, both in the open market and
on loans to customers, which would encourage enterprise anéd reduce
the burden of debt service. The Soard has continued to maintain
an easy money policy since that time, and it is bLellevad thet
this polioy has bsen an irportant fector in bringing about the
broad recovery in business which 18 now under wvay.

In order to enable the Federal Reserve banks to pur-
chase ‘nited States Government oblipations, in mcoordance with

the System's easy zmoney polioy, the Board, on ay 65, 19352, authorised
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the Federal Reserve banks to pledge direct obligations of the

United States as aollateral for Federal Reserve notss within

certain limitations. 8ince that date such obligetions have been
pledged continuously ms collateral for Federal Reserve notes,

the maxinum emount pledged at eny omme time being $1,098,000,000

on ¥arch 20, 1633. On Decenber 2, 1938, Federal Reserve notes

wors outstanding in the amount of $4,497,999,000, and there ws
pledged as colleteral against them £4,696,000 of eligidble paper,
$88,000,000 of United States Covornment securities, and $4,464,838,000
of gold certificates.

/ As 8 oonsequonce of lurge gold lmports in recent yoars
there ere now enough gold certificates held by the twelve Federal
Reserve banks combined to enable them to provide a 100 por cent
cover for all outstanding lederal Resorve notes. While this is
true In the aggrepate for the twelve banks, however, it is not true
in the case of some of the individual Reserve tanks. !fore important
is tho fact that in omse gold should leave the oountry in large
smounts, os it has on previous ocoaslons, notably in 193) and 1832,
the Fedoral Reserve Hystem, in the absence of authority to pledge
United States Covernment obligations for Fedoral Reserve notes,
might £ind itself compelled to sdopt & restriotlve credit polley

at & time when such a policy might start a dismstrous deflationery

Federal Reserve Bank of St. Louis
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development, or aggravate one that wes under way. In 1931 the
Bystem had the experience of tein; umable, owing to lack of
authorlity to pledge Government obligations egsinst Federal Re-

serve notes, to adopt an active policy of conmbatting e deflation.

A large outward movemont of pold might reduce the gold oertificate
holdings of the Pederal Reserve banks below the amount neosssery to
provide cover for outstarding Federal Reserve notes and, without
authority to pledge Government securities for this purpose, the
Federal Reserve bmks, in order to get the necessary collateral to
take the place of gold certifiontes held ageinat outstanding Federal
Heserve notes, would have to sell Covernmont cblipations to the point
where menber tanks would te forcad to borrow {rom the Federal Reserve
banks. Euoh borrowings, in turn, night cause membur banks to tighten
their lending polloles and to contract oredit, with & consequent rise
in money rates and serious restraint on business sotivity. It is
olearly not in the public interest to run the risk of such a develop-
mont by permitting the suthority to pledge Government seouritles
againet Fedoral Reserve nctes to lupse.

Tor these reascns it 4s propoged in the bill under con-
sideration that the authority to issue Federal ilescrve notes against
nited States Government oblipations be extended until June 30, 1839,
with the same safeguarde against undue use of thoe authority as were

ingorporated in the original legislation,
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There is set forth below the second paragraph of
soction 16 of the Federal Heserve Act, as amended, with the part
thereof to be stricken out in brackets and the propossd new matter
underscored, as follows:

Any Federal Reserve bank may make applieation to
the looal Federal Reserve agent for such anmount of
the Federal Reserve notes hereinbefore provided for
as it mey require. Sush application shall be ascam-
panied with a tender ¢to the looal "ederal Roserve
ayent of collateral in amount squal to the sum of the
Federal Roserve nctes thus applied for and issued
pursuant to such application. The collateral secur~
ity thus offered shall be notes, drafts, bvills of
exchange, or acoepiances acquired under the provisions
of section 18 of this hot, or bills of exchange in-
dorsed by o member bank of any Federal Reserve dls-
trict and purchased under the provieions of section 14
of this Aoct, or btankers' acceptances purchased under
the proviesions of said seotlon 14, or gold certificates:
Provided, howsver, That until [Harch 5, 1936, or until
the expiration of such additional period not exseeding
two years ns the President may presoribe,} June 30,
1538, the Board of Governors of the Federal Raserve
Fy'?%':n may, should it deem it in the publioc interest,
upon the affirmative vote of not less than s majority
of its members, authorize the Federal Reserve banks
to offer, nrd the Federal Reseorve agente to mccept,
a8 such collateral sscurity, direot oblijations of
the United States. [On such date or upon the expira-
tion of such period so presoribed by the Presidant,)
At the close of business on such date, or socner
ehould the Soard of Governors of tho Federal Reserve
fystem so decide, such authorization ehall terminate
and such obligations of the United States be retired
as geourity for Federal Reserve notes. In no event
shall such collateral security be leas than the amount
of Federsl Roserve notes applied for. The Federal Re-
gerve agent shall oach day notify the Foard of Governors
of the Federal Reserve System of all issues end withdrawals
of Federal Resarve notes to and by the Federal Reserve
tank to which he is socoredited. The said Board of
Covernors of the Federal Reserve System nay at any time
oall upon a Federal Reserve bank for additional security
to proteot the Federal Reserve notes issued to it.

CHEVIXL
1/7/37
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75tH CONGRESS
222 H, R. 2302

IN THE HOUSE OF REPRESENTATIVES

JAaNuary 8,1937

Mr. Sreacarn introduced the following bill; which was referred to the Com-
mittee on Banking and Currency and ordered to be printed

A BILL

To extend the period during which direct obligations of the United

States may be used as collateral security for Federal Reserve
notes.

Be it enacted by the Senate and House of Representa-
twes of the United States of America in Congress assembled,

That the second paragraph of section 16 of the Federal

Ha w [ =

Reserve Act, as amended, is amended to read as follows:

(W1

“Any Federal Reserve bank may make application to

[z}

the local Federal Reserve agent for such amount of the
Federal Reserve notes hereinbefore provided for as it may

require. Such application shall be accompanied with a ten-

©w o =2
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2 .
equal to the sum of the Federal Rescrve notes thus applied
for and issued pursuant to such application. The collateral
security thus offered shall be notes, drafts, biﬂs'of exchange,
or acceptances acquired under the provisions of section 13
of this Act, or bills of exchange endorsed by a member bank
of any Federal Reserve district and purchased under the
provisions of section 14 of this Act, or bankers’ acceptances
purchased under the provisions,of said section 14, or gold

certificates: Provided, however, That until June 30, 1939,

-the Board of Governors of the Federal Reserve System may,

should it deem it in the public interest, upon the affirmative
vote of not less than a majority of its members, authorize the
Federal Reserve banks to offer, and the Federal Reserve
agents to accept, as such collateral security, direet obligations of
the United States. At the close of business on such date,
or sooner should the Board of Governors of the Federal
Reserve System so decide, such authorization shall terminate
and such obligations of the United States be retired as secur-
ity for Iederal Reserve notes. In no event shall such col-
lateral security be less than the amount of Fedc‘ml Reserve
notes applicd for. The Federal Reserve agent shall each
day notify the Board of Governors of the Federal Reserve
System of all issues and withdrawals of Federal Reserve notes

to and by the Federal Reserve bank to which he is accred-
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1 1ited. The said Board of Governors of the Federal Reserve
System may at any time call upon a Federal Reserve bank

for additional security to protect the Federal Reserve notes

B> W N

issued to 1t.”
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TorE CONGRESS) H.(1<. 2302
A BILL

To extend the period during which direct obli-
gations of the United States may be used
as collateral security for Federal Reserve
notes.

By Mr. Srteacarn

JANUARY 8, 1037

Referred to the Committee on Banking and Currency
and ordered to be printed



February 10, 1937

EXTENSION OF AUTHORITY FOR USE OF GOVERNMENT
SECURITIES AS COLLATERAL FOR FEDERAL
RESERVE NOTES

Reasons why the authority given to the Federal Reserve banks by the
Glass-Steagall Act of 1932 to use United States Government obligations as
collateral for Federal Reserve notes should be extended were presented in
a statement sent by the Board to the Chairmen of the Senate and House
Banking and Currency Committees. Some further congiderations in this
matter are discussed in this memorandum.

;fﬁhder the Federsl Reserve Act Federal Reserve notes theoretically are
issued not by the Federal Reserve banks, but by the Board of Governors
through the Federal Reserve Agents. These agents must obtain from the
Federal Reserve banks collateral consisting of eligible paper or gold
certificates to cover the entire issue of Federal Reserve notes, 100 per-
cent. Under the authority of the Glass-Steagall Aet, as extended from
time to time, United Stutes Government obligations can also be used as
collateral. These collaterasl requirements are entirely independent of
the 40 percent gold certificate reserve requirements for Federal Reserve
notes, which have always remained in effect.

In practical operation Federal Reserve notes are paid out by the
Federal Reserve banks in response to the public demand for currency.
They are not and cannot be forced out or kept out by the Reserve benks,
since the public will not keep more currency than it requires for its
needs, and all redundant currency comes back to the Reserve banks.

The requirement that collatersl for Federal Reserve notes should

consist only of eligible paper or gold certificates is based on a mis-
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conception of the way the Federal Reserve banks function. It is based on
the idea that there is something inherently sound and safe in a currency
that is covered by commercial paper and gold certificates, end that currency
covered by Government obligations is somehow inherently inflationery. As a
matter of fact, the Federal Reserve banks have two importent liabilities to
the public, Federal Reserve notes and deposits. A1l the assets of the Fed-
eral Reserve banks, including gold certificates, eligible paper, and United
States Government obligations, are in effect security for hoth types of
liability. There is no advantage in segregating one type of asset against
one type of liability, and the other assets ageinst the other type of lia-
bility. The soundness of each is equally importent to the publiec. 6%7%7 % c‘“‘}
Since it was deemed necessary for the Federal Reserve banks to acquire
a large portfolio of United States Government obligations for the purpose
of carrying out a policy of monetary ease in the interests of economic re-—
covery, it would not be good policy now to decree that the Reserve banks
may no longer use these United States obligations as collateral for their
notes.
To be sure, it happens that at the present time the twelve Federal
Reserve banks combined hold enough gold certificates to cover their Fed-
eral Reserve notes, but this situation may not continue. If large exports
of gold should occur and the Federal Reserve banks should lose a consider-
able part of their gold certificates, they might find themselves confronted
with the same situation that existed in the autumn of 1931 and in the winter
of 1932. At thet time a terrible deflation was sweeping the country with

devastating effects on our economic life. Banks were heavily in debt to the
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Reserve banks and were losing gold to foreign countries and currency to the
-Americen public which was withdrawing its deposits from the banks for safe
keeping. In these circumstances the Federal Reserve banks were helpless to
come to the assistance of the member banks, even though the Reserve banks
had $1,400,000,000 of gold in excess of legal reserve requirements. They
were helpless because nearly all this gold had to be held as collateral for
Federal Reserve notes and could not be used as a basis of open-market pur-
chases which would have helped to stop the deflation and might have prevented
the worst phases of the depression.

Itwas to meet that situation that Congress passed the Glass-Steagall Act
on February 27, 1932. After that the Reserve banks were enabled to engage in
open-market operations - which greatly, though belatedly, relieved the situa-
tion, contributed to monetary ease, and were an important factor in assisting
the recovery movement. It would not be wise now to deprive the Reserve banks
of the authority to pledge United States Government obligations as collsteral
against Federal Reserve notes and run the risk of a repetition of the situa-

tion which existed in 1932.

#hile this country at present has a large and growing supply of gold,
foreign countries have large claims against this gold, which may at any time
result in & great outflow of gold from this country. At the end-of September
banks and brokers in the United States held asbout $1,500,000,000 of short-
term balances due to foreigners, and foreigners held sboat §6,500,000,000 of
stocks and bonds of American corporations. A substantial withdrawal of these

funds could rapidly change the situation and meke it imperative once more
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to permit the Reserve banks to pledge United States obligations against
Federal Reserve notes. In these circumstances the only wise and safe
course is to continue this authority, which is used but little now, but
may become important in the future.

It is at a time when gold is leaving the country, and when a liqui-
dation is under way that collaterel requirements hamstring the Reserve
banks‘and prevent them from following the course required by the public
interest. At times when credit is expanding and restraint may be
necessary, collateral requirements do not exercise any restraint, because
at such times the banks borrow from the Reserve banks and their borrowings
produce the eligible paper required as collatersl for Federal Reserve notes.
Collateral requirements, therefore, are a perverse instrument of control:
they restrain when expansion is urgently needed to arrest deflation and they
cease to function as a restraint when a restraining influence would be in
the public interest.

It should be mentioned also that, while the twelve Federal Ryserve
banks combined have at present enough gold certificates without pledging
any United States Government obligation, the gold certificates are not
evenly distributed among the Federal Reserve banks, and there are two
Federal Reserve banks, those of Atlanta and Minneaspolis, that would have
to liquidate a part of their portfolio, if they were not permitted to use
Government securities as collateral. The total amount of such securities
pledged as collateral at the present time is $87,000,000, of which

$60,000,000 is at these two banks.
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A table showing the amount of Federal Reserve notes outstanding in
each Federal Reserve district and the collaterel against those notes as
of February 3, 1937 is attached. (ﬁ[?/m, ,,\M )

Another teble showing the position in regard to collateral require-
ments and to reserves on February 24, 1932 is also attached. @wu w.‘u-«/}/ )

Certain questions are sometimes asked about this proposal. 4}/ Is
it inflationary? The answer is that it enables the Federal Reserve banks
to counteract & dangerous deflation by making it possible to engege in
open merket operations at a time when gold is leaving the country and a
liquidation is in process. At other times it may increase the limits to
which open market operations of the Federasl Reserve banks may be carried,
but since these operations must be conducted in accordance with decisions
of the Open Market Committee and on principles definitely laid down by
Congress, it can become inflationary only if the Board and the Open Market
Committee flagrantly disregard their duties and responsibilities.

)Zf\Sometimes it is asserted that this proposel reintroduces bond
secured currency, which was one of the great evils prior to the establish~
ment of the Federal Reserve System, and does away with the elastic charac-
ter of our currency.

The answer to that is that the elasticity of our currency at the
present time does not depend upon the nature of the collateral back of
the currency, but upon the mechanism by which currency not needed for
circulation purposes finds its way back to the Federal Reserve banks, and
& currency demand can always be met through these banks. The situation
differs from the one that prevailed prior to the Federal Reserve System

in that at that time there was no effective method of absorbing redundant
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currency nor of expanding currency when a demand arose. The fact is that
the establishment of the Federal Reserve System has made our entire supply
of currency responsive to changes in the public's needs, and consequently
elastic. There ismothing in the proposal that would in any way interfere
~ with this elasticity.

><)I\Sometimes it is asserted that this proposal is a device by which
the Federal Reserve banks cen finance Treasury deficits. This assertion
has nothing to sustain it. The Federal Reserve banks do not issue currency
except in response to a demand, and if they did the currency would not re-
main in eireulation but would come back. The power of the Federal Reserve
banks to help the Govemme_nt finance deficlits rests not on the collateral
requirements of Federal Reserve notes, but on the aunthority to buy Govern—
ment securities, even though these purchases must be made in the open market.
The power exists but is under control of the Open Market Committee, which
has clearly defined duties and responsibilities and principles to guide it

in its operations.
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