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By way of introduction Mr. Daiger points out that
Mr. Delano's argument in favor of the legislation is that it will
satisfy a powerful lobby which wants a good deal more than the
proposed legislation would give.

The proponents of the legislation also clzaim a
parallel with the Farm Credit Administration's powers to issue bonds
which are eligible for purchase by the Federal Reserve banks in the
open market. Mr. Daiger's answers to these arguments are as follows:

(1) ™ebuilding and loan lobby is not as formidable as it is
made out to be.

(2) The analogy with the Farm Credit Administration is not well
taken since the purpose of that set-up is to make available to farmers
for long-time loans on their lands the long-term investment funds of
savings banks, 1ife insurance compsnies, commercial banks, trust com-
panies and other investors who buy long-term obligztions. There never
was any conception that the Farm Credit Administrztion was to supply
only those funds representing the savings or stock investments of the
member borrowers. Building and loan associations and mutual savings
banks on the other hand have traditionzlly and characteristically loaned
only the funds supplied by the savings of the members. To pyramid
lending power on these savings would violate the traditional function
of the building and loan set-up and would be much the same as though
muatual savings banks, life insurance companies, commercial banks and
trust companies borroved against their assets for the purpose of en-
larging their mortgage portfolios.

The above are the principal pointe made by Mr. Daiger
although his memorandum is replete with background and detailed argu-

ment in support of the above points.
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April 22, 1937

Board of Governors Amendments to section 14(b) of
Federal Reserve Act and 4(n) of Home
¥re. Drelbelbis, Assistant Owners Loan Aot proposed by Federal Home
General Counsel. Loan Bank Board.

At Mr, Clayton's request 1 have reviewed kr, Daiger's
memorendum of Aprill7th addressed to Chairmen Eccles upon the subject
"Open Market Operations proposed by the Federal Home Loesn Bank Board",
This review, however, has been confined solely to an analysis of the
existing applicable statutes and the legal effeat of suggested amende
ments to section 14(b) of the Federal Reserve Act and section 4(n)
of the Homes Ovmers Loan Act, which emendments, I understand have been
proposed by the Federal Home Loan Bank Board. For the convenlience of
the Board the verious Aots involved are separately analygzed under
descriptive headings, as follows:

FEDERAL FABK NORIGAGE ACT

The Federal Farm Mortgapge Corporation fAct creating the Fed=-
eral Farm Mortgege Corporation was epproved dJanuary 31, 1834,

This Aot suthorized the Corporation to iasue $2,000,000,000
of bonds fully guaranteed by the United States both as to interest and
principal, which bonds, among other things, mey be exchanged for con=
solidated Farm Loan bonds of equal face value issued under the Federal
Farm Loen Act.

The Aot emended seotion 13 of the Federal Reserve Aot by
making the bonds of the Corporation elipible for pledge as security
to a member bank's fifteen day colleteral note. A% the ssme time,
seotion 14(b) of the Federal Reserve Act was smended to make bonds
of the Corporation having maturities from date of purchase of not
oxoeeding six months eligible for purchase and sele in the open market.

HOME OWNERS LOAN ACT

The Home Owners Loan Act oreating the Home Owners Loan Core
poration wes approved Jume 13, 1933,

The Aot originally authorized the issuance of §2,000,000,000
of bonds guaranteed as to interest only by the Goverrment. By process
of amendment the Aot finally authorized the issuance of $4,760,000,000
of bonds guaranteed both as to interest and principal by the United
States. Approximately $1,500,000,000 of this.sum remains unissued,

i
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Section 4(n) of the Act authorizes the Corporation to (1)
purchase Federal Home Loan Bank bonds, debentures, or notes, or con=-
solidated Federal Home Loan Bank bonds or debentures; (2) to pur-
chagse full paid income shares of Federal Savings and Loan Associa-
tions after funds made avallabls to the Secretery of the Ireasury
for the purchase of such shares have been exhsusted, such purshases
to be on the same terms end conditions as apply to the purchase of
such shares by the Secretary of the Treasury. $300,000,000 of the
authorized bond issue is set aside for the purpose of this subsection.

* It is now proposed to mmend the subsection by allocating
the §300,000,000 to the purchase of shares of Federal Savings and
Loan Associations and providing that the total amount of unused bond
authorization of the Corporation ($1,500,000,000) shall be available
for the other purposes of the subsectlion; to wit, the purchase of
Federal Home Loan Bank bonds, debentures, or notes, or consclidated
Federal Home Loan Bank bonds or debentures.

In an emendment of the Act (April 27, 1934) providing for
the guarantee by the United States, both as to principal and interest,
of bonds issued by the Corporation, sections 13 and 14 of the Federal
Reserve Act were smended in the same manner as already amended with
respect to bonds of the Federal Farm Mortgage Corporation. Section 13
of the Federal Reserve Act was amesnded by meking the bonds of the
Corporation eligible for pledge as security to a member bank's 15 day
collateral note. Section 14(b) of the Federal Reserve Act was amended
to make bonds of the Corporation having maturities from date of pur-
chase of not exceeding 6 monmths eligible for purchase and sale in the
open warket.

FEDERAL HOME LOAN BANK ACY

The Federal Home Loan Bank Act, authorizing the establishment
of Federal Home Loan Banks, was approved July 22, 1832,

Any building and loan association, savings and loan associaw-
tion, cooperative bank, homestead association, insurance company, or
savings bank, is eligible to become a member or & nonmember borrower
of a Federal Home Loan Bank end a Federal Home Loan Bank under certaln
conditions and against certain security may make advances to its mem~
bers, as well as, to nommember borrowers.

Each Federal Home Loan Bank is authorized to iasue debentures,

bonds, or other obligations upon such terms and conditions as the Board
may approve. The Act also provides for the issuance of consolidated

S
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Federal Home Loan Bank debsntures representing the joint and several
obligations of all Federsl Home Loen Banks. These debentures cannot
be lissued if any of the assets of eny Federal Home Loan Bank are
pledged to secure any debts and are limited in smount to five times
the total paid-in capital of all of the Federal Home Loan Banks. If
no debentures are outstending, consolidated Federal Home Loan Bank
bonds constituting the joint and several obligations of all of the
Federal Home Loan Banks may be issued upon such terms and conditions
as the Board may prescribe.

The Act provides that all obligations of Federal Home Loan
Banks shall plainly state that such obligations are not obligations
of the United States and are not guarantesd by the United States.

It is now proposed to amend section 14(b) of the Federal
Reserve Act to make bonds, debentures or other obligations issued
under the provisions of the Federal Home Loan Bank Act, as amended,
eligible for purchase and sale in the open msrket.

ANALOGY BETWEEN FARM CREDIT ADMINISTRATIOH AND
FEDERAL HCOME LCAN BAHK SYSTEM WITH RESPECT
TO AVAILABILITY OF FEDERAL RESERVE FURDS

UNDER EXISTING LAW.

" Bonds of the Federal Farm liortgage Corporation pursuant to
the provisions of section 14(b) of the Federsl Reserve Act may be
bought and sold by Federal Reserve banks.

Correspondingly, bonds of the Home Owners Loan Corporation
pursuant to the provisions of section 14(b) of the Federal Reserve Act
mey be bought and sold by Federal Reserve banks.

Bonds of the Federal Farm Liortgage Corporation may be ex~
changed for consolidated Farm Loan bonds issued under the Federal
Farm Loan Aet.

Correspondingly, bonds of the Home (wmers Loan Corporation
may be used by the Home Cuners Loan Corporation to acquire Federal
Home Loen Bank bonds, debentures or notes of consolidated Federal Home
Loan Bank bonds or debentures, at present within the limit of the
$300,000,000 allocated for that end other purposes and, if the pro-
posed amendment to section 4(n) of the Home Owners Loan Act is enacted,
within the limit of the unused bond amuthorization of that Corporation
($1,500,000,000).

S
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Bonds of both the Federal Farm Mortgage Corperation and the
Home Owners Losn Corporation are fully guaranteed as to principal and
interest snd pursuant to the proviso added to section 14(b) of the
Federal Reserve Act by amendment at the time of the ensctment of the
Banking Act of 1935 these bonds may now be bought and sold without
rogard to maturities,

Section 943 of Title 12 U. S. Ce A. provides as follows:

"puy Federal Reserve bank may buy and sell farm losn
bonds issued under this chapter to the same extent and subject
to the same limitations placed upon the purchase and sale by
sald banks of State, cowumty, district and municipal bonds
under section 14(b) of the Federal Reserve Act of December 23,
1913 (maturities from date of purchese of not exceeding six
months)."

Paragraph 3 of section 13(a) of the Federal Reserve Act pro-
vides as follows:

"Any Federal reserve bank maey alsc buy and sell deben-
tures and other such obligations issued by a Federal Intermed=-
iate Credit Bank or by a National Agricultural Credit Corpora-
tion, but only to the same extent as end subject to the same
limiteations as those uponviwhich it may buy and sell bonds issued
under Title I of the Federal Farm Loan Act.”

Drawing an anslogy the Federal Home Loan Bank Board asserts
thet inasmuch as Farm Loarn bonds and Intermediste Credlt Bank obliga-
tions may be bought and sold, obligations of the Federal Home Losan
Banks should likewise be made eligible for purchase and sale by Federal
Beserve banks under section 14(b) of the Federal Reserve Act. The sug-
gested amendment to accomplish this purpose would make "bonds, deben-
tures or other obligations issued under the provisions of the Federal
Home Loan Act, as amended,” eligible for purchase without reference to
maturity.

It may be pointed out, however, that since the proposed smend~
ment would permit-the purchase of Federal Home Loan Bank cbligstions
without reference to the maturity thereof, whereas, the purchase of
Farm Loan bonds end Intermediate Credit Bank obligetions is limited to
obligations with maturities not exceeding six months fram the date of
purchase, the eligibility of Federal Home Loan Bank obligations for pur-
chase by Federal Reserve banks would be broader than thet of Farm loan
bonds and Intermediate Credit Bank obligations,.

Respectfully submitted,

e

Je« P Drelbelbis,
Assistant Genergl Counsel.

JfD/ebb
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Mr. Eccles - Attached memorandum
J‘ n, Dligﬂ'

Apropos of my memorandum to you of April 17 on the legisla-
tive proposals mede by the Federal Home Loan Bank Board, you mey wish
to have the attached summary showing loans and investments made by
the Federal Government to assist bullding and loan associstions.

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



Bonds of Home Owners® Loan Corporation ss of June 12,
1958, given in exchange for mortgsges in distreas .
held by bullding and loan associations. § 875,500,000

Paid subscription from Federzl funds as of January 1957
for stock of the Federal Home Loan Banks ~ 95.7%
of whose member institutions are building and loan
associations. 119,972,500

Losned by the Recomstruction Finance Corporation as of
. November 30, 1838, to building and loan associa~
" tions {including rooeima or building and loan
associations) 116,659,180

Paid mbscription by the United States Treasury and
Home Owners' Loan Corporation as of January 135,
1887, for shares of the Federal Sn'd.nga and Loan
Associations. . T 177,084,200

Pnidnbscﬁptlmbythenmmi I.onncurpuration .
as of Jamuary 15, 1857, for shares ofsutohuld-
l.ng and loan associations. - 22,094,900

Paid au'bsu-iption by Home Ownu--' Loan Borpouuon as
of November 50, 1956, for shares of the Federal!i
Savings and Loan Insurance Corporation -~ only
tuilding and loan associations sre eligible for

this insurance protection. 160,000,008
Total R, $1,411,010,780

Amcunt repaid as of November 50, 1836, by building and
loan associations to Reconatruction Pinance Corpora~

tion, ‘ . ) . ;_lé.’ &.1?5

Net anount of funds loaned or invested hy the Federal
Government in building and loan asiociations and
in inatrumentalities of the United States serving
principally building and loan assoclatioms. $1,2987,165,608

~
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8ﬂ‘ice Correspondence Date April 19, 1957
. Eccles Subject: Open-Market Operations Proposed
From J. M. Daiger by Federal Home Loan Bank Board

These proposals seem to me to have very far-reaching implica-
tions that I think you will wish to consider and perhaps present to the
Board of Governors as well as the Secretary of the Treasury and the
Acting Director of the Budget. I have gone into the matter fully in
order that you may see the relationship of these proposals to the
credit-expansion program of the building and loan group.
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4 BOARD OF GOVERNORS

P ’) FEDERAL RED;:EHI;VE SYSTEM
Office Correspondence Date_April 17, 1057
To
o__.'[._l._naigex by Federal Home Loan Bank Board =

Subject:_Open-Market Bperations Proposed

Mr. Preston Delane, Governor of the Federal Home Loan Bank
System, wishes to obtain an expression of your views regarding two
provisions of a bill which the Federal Home Loan Bank Board has sub-
mitted to the Acting Director of the Budget ®*for consideration and for
presentation to the President and for advice as to the position of the
President in reference to the same.”

As both the provisions to which Mr. Delamo refers involve
matters of open-market operation, and as both seem to me to carry
implications that are questionable from the point of view of credit
and fiscal policy, I am giving to you herewith the substance of the
two provisions, a summary of the arguments made in support of them,
and my own comments and suggestions in regard to them.

The provisions take the form of an amendment to paragraph
(b) of section 14 of the Federal Reserve Act and an amendment to
subsection (n) of section 4 of the Home Owners! Loan Act. The present
and proposed forms of these measures are appended to this memorandum.
(Appendix A)

Propesed t to Federal Reserve Act

0 Paragraph (b) of section 14 of the Federal Reserve Act would

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



-2-

be amended to include bonds, debentures, and other obligations of the

Federal Home Loan banks among the securities which the Federal Reserve

banks are authorized to buy and sell. The authorization would be per-

missive enly and would apply only to open-market transactions, but

there would be no limitation as to maturities.

Proposed Amendment to Home Owners! Loan Act
Subsection (n) of section 4 of the Home Owners' Loan Act

would be amended to the following effect:

Digitized for FRASER
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1. The $300,000,000 previously made available to the
Home Owners® Loan Corporation for (a) the purchase of Federal
Home Loen Bank bonds, debentures, or notes, (b) the purchase
of shares, certificates of deposit, or investment certificates
of member or insured savings-and-loan institutions, and (c)
the making of deposits in such institutions, would henceforth
be avallable exclusively for the purchase of shares, certifi-
cates of deposit, or investment certificates.

2. The unused bond authorization of the Home Owners!
Loan Cerperation (approximately $1,500,000,000) would be
made available to the Corporation for the purchase of Federal
Home Loan Bank obligations. The sale of HOLC bonds for this
purpose would be subject to the approval of the Secretary of

the Treasury, but the funds subsequently realized by the HOLC

Federal Reserve Bank of St. Louis
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from the sale or payment of Federal Home Loan Bank obliga-
tions would be available for reinvestment in similar sup-

port of the Federal Home Loan Bank System.

Relevant Provisions of the Reilly Bill
In connection with the foregoing proposals of the Federal

Home Loan Bank Board, relevant provisions of the Reilly Bill (H.R. 5420)
should also be noted. This bill was introduced by Congressman Reilly
of Wisconsin at the request of the United States Building and Loan
League. Mr. Morton Bodfish, executive vice-president of the League,
informed me that he drafted the bill after consultation with officials
of the HOLC and indicated that they regarded its provisions favorably.
The provisions of the Reilly Bill relating to Federal Reserve matters
are, briefly, as follows:
1. Section 135 of the Federal Reserve Act would be

amended to authorize the Federal Reserve banks (a) to buy

debentures or bonds issued by the Federal Home Loan banks;

(b) to make loans to Federal Home Loan banks "upon the secu-

rity of notes or notes secured by mortgage or other real-

estate lien;"” and (¢) to autﬁorize the Federal Reserve banks

te "redisecount such notes and notes secured by mortgage or

other lien on real estate with the endorsement of such

Federal home loan banks." The Board of Governers would be
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authoriged to prescribe rules and regulations "mot incon-
sistent herewith."

2. Section 14 of the Federal Reserve Act would be
amended to authorize the Federal Reserve banks to buy and
sell bonds, debentures, or other obligations of the Federal
Home Loan banks. No limitation is made as to maturities and,
unlike the draft prepared by the Federal Home lLoan Bank Board,
transactions are not limited to the open market.

The full text of the feregoing provisions, which appear as
sections 11 and 12 of the Reilly Bill, are appended to this memorandum
(Appendix B). Apropos of them, Mr. Bodfish has written to me as follows:
"I doubt if there will be any particular objection to any of the sections
except 11 and 12, and I really believe it would be both fair and wise to
give the same privileges to the twelve Federal Home Loan Banks as are

now enjoyed by the Federal Intermediate Credit Banks.®

General Argument for Home Loan Bank Board Proposals
Mr. Delano is of the opinion that a concerted effort will be

made during the present session of Congress to obtain further legisla-
tion to strengthen the Federal Home Loan Bank System. This effort, he
says, wild have behind it "a pretty damned powerful lobby." On the one
bhand, there is the proposal of the United States Building and Loan

League to give to the Federal Home Lean banks, and thus indirectly to
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their 5,800 member institutions, borrowing and rediscount privileges
at the Federal Reserve banks that the law denies to Federal Reserve
member banks. As you know, some of the high officials of the Federal
Home Loan Bank System have themselves been disposed to urge that the
Federal Home Loan banks be given pewer of nete issue comparable to
that of the Federal Reserve banks, or else that the Federal Home Loan
banks be admitted to membership in the Federal Reserve System in order
that their member imstitutions might thereby have indirect access to
the Federal Reserve banks., These officials have contended, as have
the building-and-loan people, that "some way" must be found to assure
the Federal Home Loan banks of currency when they need it to meet the
demands on their member instituticns.

The provisioms of the Reilly Bill that would open the re-
serve banks to the building and loan associations reflect, then, some-
thing mere than the views of Mr. Bodfish and the objectives of the
lobby that Mr. Delano speaks of. They reflect what was untll compara-
tively recent months at least, even if it is so no longer, a substantial
body of opinion within the organization of the Federal Home Loan Bank
Board.

Mr. Delano apparently regards these various lideas as extreme

. and impracticable, but also apparently thinks that they will have a

good deal of support in Congress. On the other hand, available as an

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



Digitized for FRASER

-6—

alternative, ar‘e the provisions of the bill prepared for the Federal
Home Loan Bank Board by its general counsel, Mr. Horace Russell. Mr.
Deleno holds that the two open-market provisions, as I have called
them, in Mr. Russellt!s draft, are far more moderate than the Federal
Reserve provisions in Mr. Bodfish's draft; that they avoid the contro-
versial aspects of the latter; and that their sponsorship by the
Administration, with the assent of the Secretary of the Treasury and
the Board of Governors of the Federal Reserve System, would effectually
preclude the adoption of measures which the Treasury and the Reserve
System would find objectionable, but which, in the absence of an
Administration bill, Congress would be under great pressure to enact

in the interest of the Federal Home Loan Bank System.

Arguments in Behalf of "Psychological Amendments"
Speaking quite frankly, Mr. Delano says his Board feels that

the Federal Home Loan Bank System Yneeds dressing up with a few psyeho-
logical amendments." The aﬁthority for the Federal Reserve banks to
buy Federal Home Loan bank obligations in the open‘ market is sought

as & sort of "window dressing® to help the sale of those obligations.
The authorization being purely permissive, it might never be availed
of by the Open Market Committee of the Federal Reserve System; never-
theless its inclusion in the Federal Reserve Act would be "a good

talking point" in respect of Federal Home Loan Bank bonds and debentures.
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So with the proposed authority for the HOLC to sell up to
$1,500,000,000 more of bonds. The avallability of such a revolving
fund for use in supporting the market for Federal Home Loan Bank
securities would of course be a very strong talking poini. The author-
ization, however, would be perﬁissive only, and the sale of HOLC bonds
would in any case be subject to the approval of the Secretary of the
Treasury.

Mr. Delano says that his Board wishes to make a speclal ef-
fort to round out the Federal Home Loan Bank System by making it repre-
sentative of the life insurance companies and mutual savings banks as
well as of the building and loan associations. In this effert, the
Board believes, it needs some such strong inducement to membership as
the potential reserve of $1,500,000,000 would represent. The develop-
ment of "a real home-mortgege system" is seen, therefore, as a very
compelling reason why the unused bond authorization of the HOLC should
be made available in the manner which the Board has proposed.

The further point is made that, if the present unused bond
authorization of the HOLC were thus "frozen®™ for the purpose of sup-
porting the Federal Home Loan Bank System, there would be an end to
various efforts to have the $1,500,000,000 made available for other
purposes, chief among them being a resumption of direct lending to

distressed home owners.
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Arguments Relating to Farm Credit Administration

Mr. Delano and Mr. Russell in discussing the proposals of
the Federal Home Loan Bank Board, and Mr. Bodfish in discussing the
proposals of the United States Building and Loan League, have each
drawn certain analogies between privileges already enjoyed by the Farm
Credit Administration, or by agencies under its supervision, and the
privileges now sought in behalf of the Federal Home Loan Bank System.
Thus Mr. Delano points out that the Federal Reserve banks have authority
to purchase obligations of the Federal Farm Mortgage Corporation, the
Federal Land banks, and the Federal Intermediate Credit banks. Noting
that this authorization is limited teo obligations having maturities of
not more than six months from date of purchase, he suggests that at
least a similar authorization with respect to Federal Home Loan Bank
securities would be unob(jectionable, even if the Beard of Governors
should not look favorably on the proposal to authorize the purchase of ‘
these securlties by the reserve banks twithout regard to maturities.®

Of the proposed amendment to make the present unused berrowing
power of the HOLé avallable for investment in Federal Home Loan Bank

obligations, Mr. Russell states in the covering memorandum to the Acting

Director of the Budget: "At present, the Federal Farm Mortgage Corpora- -

tion can supply funds to the farm credit corporations, such as the

Federal Land Banks, by purchase of their bonds, and this amendment is
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designed te enable the Federal Home Loan Bank Board to employ the re-
maining resources of the Home Owners' Loan Corporatien in the support
of the Federal Home Loan Bank System, if necessary.”

In this same connection Mr. Delano observes that the Federal
Farm Mortgage Corporation has a bond authorization of $2,000,000,000
available to support the market for Federal Land Bank bonds, and that
under this authorization the Corporation has purchasedsome $700,000,000
of such bonds. He cites this as evidence that the proposal to meke
$1,500,000,000 available to the Home Owners' Loan Corporation for a
similar purpose has ample precedent and should meet with no valid ob-
jection. ) .

Objections to the General Argument ‘
The first thing te be said of all these arguments is that the

reasoning behind them is very much oversimplified and that they proceed
for the most part upon mistaken assumptions.

To begin with, the general argument for the two open-market
proposals of the Federal Home Loan Bank Board is an argument for pelitical
expediency on the part of the Administration im combatting what is pur-
ported to be a formidable building-and-loan lobby. The assumption is
that a pressure group exists to which important concessions must be
made; in other words, that the Administration is under the practical

necessity of choosing between a radical change in the composition of
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the Federal Reserve System on the spne hand and, on the other, the
creation of a huge potential reserve fund, based upon Federal credit, i
for the Federal Home Loan Bank System.

Since you and I have had virtually a parallel experience over
the past four years in dealing with the so-called building-and-loan
lobby, I think you will agree that the lobby in question consists in
the main of one very resourceful young man, who is not, however, as our
experience has shown, altogether invincible. The crux of the matter in
dealing with the lobby, therefore, is a matter of will and intention on
the part of the Administration and not a political necessity of surrender
or compromise. .

The great difficulty, new as in the past, is to differentiate
between pressure from without and pressiure from within; to differentiate,
that is, between what the building-and-leanm lebby is after and what the
governmental agencies directly concerned are after; to differentiate be-
tween private meneuvering for advantage or expansion and official maneu-
vering fer advantage or expansion. As you have put it more tham ence:
"The trouble is you never know where you stand with these fellows; you
just have to watch them all the time," What can be said with certainty
is that, regardless of the origin ard authorship of a given proposal or
set of propesals, the bullding-and-lean group and the HOLC group are

alike habitually building-aend-lean minded rather tham finameial minded.
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They can usually be found aiming at pretty much the same objectives,
urging pretty much the same arguments, and in any event seeking special
favors for building and loan associations. This was the case in 1953,
1934, 1935, and 19356. It is again plainly the case in 1937.

The present proposals of the United States Building and Lean
League and of the Federal Home Loan Bank Board have a common origin in
the natural resentment of the bullding-and-loan people toward the en-
larged real-estate-loan and eligibility provisions of the Banking Act
of 19355. When that measure was pending in Congress, the building-and-
loan people were lobbying against it. Their contention was that real-
estate loans had no place at all in demand-deposit institutions, and
that - the proposals which you had put forward would simply made a bad
situation worse. They argued that to authorize national banks to use a
larger proportion of their assets for real-estate loans, and to make
long-term amortized loans on real estate, was to encroach on the build-
ing-and-loan field and to improve the competitive position of national
banks in relation to building and loan associations. They argued
further, with forcible logic, that the enlarged eligibility provisions
gave to real-estate paper held by Federal Reserve member banks an ex-
ceptional status whieh no other real-estate paper possessed, and that
this preference given by the Government to the member banks placed the

building and loan associations at am extreme competitive disadvantage.
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The building-and-lean opposition was not pressed in the
open, however, because the personal and political factors were in
your favor right where Mr. Bodfish ordinarily found them in his favor.
He was well advised, as I informed you at the time, not to embarrass
friends of his who were committed to your support (or at any rate not in
a position to oppose you) and not to embarrass himself by a defeat from
which they could not then save him. Partly because of these considera-
tions, and partly because he was unable to get the mutual savings banks
and the life insurance companies to join the building and loan associa-
tions in an attack before the Congressional committees, Mr. Bedfish
withdrew his request for a hearing of himself and ether building-and-loan
witnesses against your proposals. But the Banking Act of 1935 has been
gall and wormwood in the Federal Home Loan Bank System ever since.

It haé been only a guestion of time, therefore, when the
United States Building and Lean League and the Federal Home Lean Bank
Board would come forward with a plan to “e‘ompensate" the bullding and
lean associations for the liquidity presumably givem by the Banking' Act
of 1935 to real-estate paper held by member banks. You and I have been
hearing Mr. Fahey, Mr. Delano, Mr. Russell, and Mr. Bedfish talk abeut
this in one form or another for the past eighteen mon*.bﬁs. At first it
appeared thet the building-and-loan group and the HOLC group would make

a concerhed effert to obtain berrowing and dfseount privileges at the
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Federal Reserve banks for the Federal Home Loan banks. The cirecum-
stances under which the Reilly Bill subsequently originated tended teo
confirm that earlier impressien. More recently, however, the HOLC
open-market er eentral-reserve plan has been proposed as an altermative.
The important point to be noted here is that the essence of
the two sets of proposals is the same-——namely, that an additional source
of borrowing and discount must be provided for the Federal Home Loan
banks, so that they in turn may be assured of funds to meet the demands

on their institutions. The essential question to be determined, then,

*

is not whether the building-and-loan lebby can be conciliated in a manner
unobjectionable to the Treasury and the Federal Reserve System, but whether
the home-mortgage institutional situation calls for the additional borrow-
ing and discount facilities that the bill drafted by Mr. Bedfish would
obtain through the Federal Reserve banks and that the bill drafted by
Mr. Russell would obtain through the sale of Government-guaranteed bonds
in the open market.

In short, I think that Mr. Delano is unduly alarmed over the
building-and-loan lobby and guite unnecessarily concerned about the
threat of the Reilly Bill to the Federal Reserve System. The Reilly
bill was threatening only insofar as it may have. embodied the aims of
both the building-and-loan people and the HOLC people, whose combined
political strength is obviously very great. Once the alternative plan
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of the Federal Heme Loan Bank Beard were devised, however, the Fecieral
Reserve provisions of the Rellly Bill were effectually disposed of.
For Mr. Bodfish is sensible enough to have no pride of authership. He
would be the first te concede that the availability in the HOLC of a
$1,500,000,000 open-market or central-reserve fund is a far better
proposition for the bullding and lean associations than anything he
had proposed in the Reilly Bill.

Hence, if there is to be during the present session of Congress,
as Mr. Delano suggests, a concerted effort to "strengthen the Home Loan
Bank System,® it will be because a govermmental agency is pressing feor
a larger measure of new assistance to building and loan associations

than their own trade body has asked fer.

Objections to the "Window-Dressing® Arguments
From the point of view of Federal Reserve policy, there could

scarcely be any objection to a proposal to make Federal Home Loan Bank
obligations of short maturity available for open-market eperations of
the Federal Reserve banks. Such a proposal woeuld be wholly in accord
with a variety of provisions in existing law. But this is not the pro-
posal submitted by the Federal Home Lean Bank Board to the Acting Director
of the Budget.

The proposal as submitted is "without regard to maturities.®

The prinelpal objection te it, therefore, is that it singles out one
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class of non-governmental paper from all others and puts it into a
special category now reserved to direct and guaranteed obligations of
the Government. Manifestly, a departure of this kind could not, as
a matter of legislative or financial policy, be confined to the bonds
of -the Federal Home Loan banks; for these bonds possess no peculiar
elements that set them above all other corporate issues which, like
these, carry no governmental guarantee.

The proposal is not objectionable from the broad peint of
view of -central-banking operation. Theoretically, it might well be
argued, the monetary authorities ought to be free to engage in whatever
open-market operations would in their judgment give effect to the credit
policies for which their operations were projected. It might even be
argued that they ought to be free to ease the credit position of the
Federal Home Loan banks if such an operation appeared to be in the
public interest and compatible with the general ¢redit conditions ex-
isting at the time. Such an argument, however, would be susceptible
of indefinite extension to a great variety of special situations in the
capital markets for which the Federal Reserve Act makes ne provisiom.

The suggestion that the proposed amendmént to the Federal
Reserve Act would confer merely a permissive power, and hence need not
be exercised by the Federal Reserve authorities if they were disposed

to disregard it, is not one that could be countenanced with propriety
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simply to help the sale of Federal Home Loan Bank securities. That
would be making a show window of the Federal Reserve Act, besides
being altogether at variance with the ethical standards contemplated
in the Securities Exchange Act. Furthermore, no exaggerated imagina-
tion is required to see that, if the Beard of Governors now fermally
or tacitly assents to the enactment of the amendment as proposed, the
Open Market Committee would in all probability at some time in the
future be under pressure to act im accordance with it, and would be
subjected to guestioning and critieism if it failed to do so.

The suggestion that the authority to create a huge revolving
fund for support of the Home Lean Bank System would likewlise be permis-
sive only, and hence would not necessarily be avalled of, is what
William James, who was the leading American psychologist of his day,
would have called "monstrously simplified.® It ignores the plain
evidence of experience with the pressure groups that have in recent years
obtained such a large measure of governmental assistance for the buillding
and loan associations. There may be arguments which can be advanced to
demonstrate that an additional $1,500,000,000 of Federal credit should
be made available in support of the Federal Home Loan Bank System, but
the idea that the present proposal is moderate, or tentative, or more
psychelegical than real, is far too simple to be considered seriously.

In these circumstances, it is hardly necessary to argue the
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point that the main bedy of mmtual savings banks and life insurance
companies would not respond to mere psychological treatment. The great
majority of these institutions have thus far resisted all efforts to
bring them inte the Home Loan Bank System, and the reasons for this
are well known. The System was designed from the outset with building
and loan associations primarily in view; it has from the outset been
dominated by the building-and-loan group. This is ne doubt attributable
in large part to the original apathy of the mutual savings banks and
life insurance companies—to their superior feeling of self-sufficiency—
which left the building-and-lean group unopposed in shaping the pattern
of the System and the terms of membership in it to their own advantage
as against the other groups.

The fact nevertheless remains indisputable that these two
large groups are for the most part now hostile to the System, first
because they regard it as a vested imterest of the building and loan
associations, and second because they regard many of its activities as
competitive rather than ceoperative with their own interests. Moreover—
and this is probably the principal reason for their abstention frem
membership——the mutual savings banks and 1life insurance companies are
not primarily home-mortgage institutions, so that membership could only

afford them in any event a relatively small advantage. It may therefore
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reasonably be asked whether the plan proposed by the Federal Home Loan
Bank Board is not too high a price fer the Federal Gevernmemt to offer
as an inducement to these groups to do what not even the experience of
the recent depression could induce them to ’de.

The availability of the proposed revolving fund would ungues-
tionably make it pessible for the Home Owners'! Loan Corporation to sup-
port the market for Federal Home Loan Bank bonds in a period (general
eredit stringency. It would thus be able to supply funds to the member
institutions of the Federal Home Loan Bank System. In such a period,
however, the fiscal and monetary authorities of the Government would
necessarily have as a principal concern the market for Treasury securl-
tles, and the injection into the market at that time of additional
guaranteed obligations of the Government to relleve pressure on the ob-
ligationa of the Home Loan banks would be a complicating rather than an
ameliorating factor. The practical problem, then, would be one of
emergency lending and not one of open-merket operation.

At other times no such huge fund as that proposed would be
required for the purpose of supperting the Home Loan bond msrket. The
problem would be only a temporary one, such as the maintenance of the
merket against offerings that might interfere with the sale of a new
issue. The current Federal Home Loan Bank Review shows the outatanding

advances of the Home Loan banks as $141,205,000 and the total borrowing
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Mr. Daiger's office called re JMD's
memo to MSE of April 17, 1937 entitled
Open ¥arket Operations Proposed by
Federal Home Loan Bank Board, He
wants you to detach pages 19 to 23
inclusive and bring them to Mr. Eccles!

attention
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APPENDIX A

Present Form of Paragraph (b), Section 14, Federal Reserve Act

Every Federal reserve bank shall have power:

(b) To buy and sell, at home or abroad, bends and notes of
the United States, bonds of the Federal Farm Mortgage Corporation
having maturities from date of purehase of not exceeding six menths,
bonds issued under the provisions of subseetion (c) of section 4 of
the -Home Owners! Loan Act of 1933, as amended, and having maturities
from date of purchase of not exceeding six months, and bills, neotes,
revenue bonds, and warrents with a maturity from date of purchase of
not exceeding six months, issued im antieipation of the collection
of taxes or in anticipation of the reeceipt of assured revenues by
any State, county, district, pelitieal subdivision, or municipality
in the continental United States, ineluding irrigation, drainage and
reclamation districts, such purchases te be made in accordance with
rules and regulations prescribed by the Beoard of Governoers of the
Federal Reserve System: Provided, That amy bonds, notes, or other
obligations which are direct obligatiems of the United States or
which are fully guaranteed by the Umited States as to principal and
interest may be bought and sold without regard to maturities but
only in the open market;

Proposed Form of Paragra) b), Seetion 14, Federal Reserve Act

Section 22, Parasgraph (b) of Section 14 of the Federal Re-
serve Act, as amended, is further amended te read as follows:

u(b) To buy and sell, at home or abroad, bonds and notes of
the United States, bonds of the Federal Farm Mortgage Corporation having
maturities from date of purchase of net exceeding six months, bonds, de-

ntures or other obligations issuwed under the provisions of the Federal
Home Loan Bank Act, as amended, bends issued under the provisions of
subsection (c) of sectiom 4 of Home Owmers' Loan Act of 1953, as amended,
having maturities from date- of purchase of not exceeding six months, and
bills, notes, revenue bonds, and warrants with a maturity from date of
purchase of not exceeding six moenths, issued in anticipation of the
ecollection of taxes or in anticipatiom of the receipt of assured reve-
nues by any State, county, distriet, pelitical subdivision, or mumnici-
pality in the continental United States, including irrigatiomn, drainage
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and reclamation distriects, such purchases to be made in accordance
with rules and regulations prescribed by the Federal Reserve Board.
Provided, that any bonds, notes, or ether obligations which are direct
obligatiens of the United States or whieh are fully guaranteed by the
United States as to principal and interest, and obligations issued
pursuant te the provisions ef the Federal Heme Loan Bank Aet, as
amended, may be bought and sold without regard to maturities bwt enly
in the open market."

Present Form of Subsection (g), Seetion 4, Home Owners' Lean Act

(n) The Corporation is authorized to purchase Federal Home
Loan Bank bonds, debentures, or netes, or consolidated Federal Home
Loan Bank bonds or debentures. The Corporation is also authorized to
purchase full-paid-income shares to Federal Savings and Loan Associa-
tions after the funds made available to the Secretary of the Treasury
for the purchase of such shares have been exhausted. Such purchases
of shares shall be on the same terms and conditions as have been here-
tofore authorized by law for the purchase of such shares by the Secretary
of the Treasury: Provided, That the tetal amount of such shares in any
one assoclation held by the Secretary of the Treasury and the Cerpora-
tion shall not exceed the total ameunt of such shares heretefore author-
ized to be held by the Secretary of the ITreasury in any one asseciation.
The Corporation is also autherized te purchase shares in any institution
which is (1) a member of a Federal Home lLoan Bank, or (2) whose accounts
are insured under title IV of the National Housing Act, if the institu-
tion is eligible for insurance under such title; and to make depesits
and purchase certificates of deposit and investment certifiecates in any
such institution. Of the total authorized bond issue of the Cerporation
$300,000,000 shall be available for the purposes of this subsectien,
without discrimination in favor of Federally chartered associations,
and bonds of the Corporation not exceeding such amount may be sold for
the purposes of this subsectlen.

Proposed Amendment to Subsection jn), Section 4, Home Owners' Loan Act

Section 17. The last sentence of subsection (n) of Section 4
of Home Owners! Loan Act of 1933, as amended, is amended to read as follows:

"0f the total authorized -bond issue of the Cerporation,
$300,000,000 shall be available for the purchase of shares, certifi-

cates of deposit or investment certificates of any member or insured
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ingtitution as hereinbefore autherized, without discrimination in

favor ef Federally chartered associations, and bonds of the Corpora-
tion not exceeding such ameunt may be sold for sueh purpeses; and the
total ameunt ef unused bond autherigzation of the Corperation shall be

available fer the ether purposes ef this subsection and bonds of the
C ratien net exceed gsuch smounts be sold, subject te the

appreval ef the Secretary of the Treasury, fer such purpeses; and amy

unds realized e G atien u or from the sale of, invest—
ments made under the previsions of this subsection in Federal Heme Loan
Bank bends, debentures, or netes, or eonsolidated Federal Heme Lean
Bank bends er debentures may be reinvested by the Corporatiem at anmy
time in i said bends, notes and debentures.”
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APPENDIX B

Relevant Provisions of the Re Bill

SEC. 11. Section 15 of the Federal Reserve Act, a8 amended,
is further amended by adding the following two new sectionss

"SEC. 13b. Any Federal Reserve bank may, under rules and
regulations not ineonsistent herewith prescribed by the Beard of
Governors of the Federal Reserve System, buy debentures or bonds
issued pursuant to the provisions of seetion 11 of the Federal Home
Loan Bank Act, as amended.

“SEC. 13¢. Any Federal Reserve benk may, subjeet to regu-
lations not ineonsistent herewith preseribed by the Beard of Governors
of the Federal Reserve System, make loans to Federal home loan banks
upon the security of notes or notes secured by martgage or other real-
estate lien taken by such Federal home loan banks pursuant to the
Federal Home Loan Bank Act, as amended, and any Federal Reserve bank
is authorized to rediscount such notes and notes seecured by mortgage
or other lien on real estate with the endorsement of such Federal home
loan banks.®

SEC. 12. Paragraph (b) of section 14 of the Federal Reserve
Act, as amended, is hereby further amended so as to read as follows:

#(b) Every Federal Reserve bank shall have power to buy and
sell, at home or abroad, bonds and notes of the United States, bonds of
the Federal Farm Mortgage Corporation having maturities from date of
purchase of not exceeding six months, bonds, debentures, or other obli-
gations issued under the provisions of section 11 of the Federal Home
Loan Bank Act, as amended, bonds issued under the provisicns of subsec-
tion (c) of section 1463 of this title and having maturities from date
of purchase of not exceeding six months, and bills, notes, revenue
bonds, and warrants with a maturity from date of purchase of not exceed-
ing six months, 1ssued in antiecipation of the collection of taxes or in
anticipation of the receipt of assured revenues by any State, county,
district, political subdivision, or municipality in the continental
United States, including irrigatien, drainage, and reclamation districts,
such purchases to be made in accordance with rules and regulations pre-
scribed by the Federal Reserve Beard: Provided, That any bonds, notes,
or other obligations which are direet obligations of the United States
or which are fully gusranteed by the United States as to principal and
interest may be bought and sold without regard to maturities but only
in the open market.®
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