M. S. ECCLES STATFMENT BEFORE SeNATE BANKING & CURRENCY COMMITTEE
February 20, 1945
HEDUCTION IN RESERVE RATIO AND RENEWAL OF AUTHORITY

T0 PLEDGE UNITED STATES GOVERNMENT OBLIGATIONS
AS COLLATERaL FOR FEDERAL RESERVE HOTES

The bill under consideration (5.510) would eccomplish the fol-
lowing purposes: (1) Extend indefinitely the suthority of the Federal
Reserve Banks to pledge United States Govermment securities against Federal
Reserve notes issued by the Federal Reserve. Agents. Existing authority
expires June B0, 1945; and {2) Reduce the reguirements of reserves to be
held by Federal Reserve Banks from their present level of 40 per cent in
gold certificates against Federal Reserve notes in cireculation and 35 per
cent in gold certificates or lawful money egainst deposits, to a uniform
minimum of 25 per cent in gold certificates against combined .note and de-
posit liaebilities,

The need for reduecing the high reserve requirements of the Federsal
Reserve Banks was mentioned by the President in his Budget messege trans-
mitted to the Congress on January 3, 1945,

Pledging of United States Govepnment securities against Federal
Roserve notes. - in conditions prevailing today, with Federal Reserve notes
outstanding in en amount of 21.7 billion dollars and deposit liabilities
of the Federal Reserve Banks in an emount of 1€.4 billion, it is imperative
to extend the power to pledge United States Governments as collateral notes,
Without this authority the Federal Heserve Banks would be obligated to en-
gage in & series of operations for the sole purpose of obtalning other
assets that would be eligible as collateral for Federal Reserve notes in
place of United States Government securities which would not be eligible.
They would have to sell a large enough vodume of Government securities to
make it necessary for banks te borrow as much as 10 billion dollars from
the Federal Reserve Banks at this time and possibly as much as 18 billions
by the end of the year. The manner in which this would work is that the Reserve
banks would sell the securities in the open market; payment for them would
take out an egquivalent amount of funds from the market, and member banks
would have to borrow this amount from the Federal Rescrve Banks in order
to replenish their reserves. The promissory notes of membor banks at the
Reogerve Banks would be eligible undsr. the law as collatersal for Pederal
Reserve notes, No public interest would be served, but in thé process the
market for United States Govermment war obligations would be disrupted at
a time whcen the Treasury must still raise vast sums to finence the war,
It is olear that this must not occur and that, therefore, the power to
pledpe Govermment securitlies against Federal Reserve notes must be continued,

In proposing to permit.the Reserve Bankd to pledge United States
Government obligations as collateral for Federal Reserve notes, it is recom-
mended thot no time limit be placed on this autherization.,  In view of the
fact that the Federal Reserve Banks' assets, other than gold certificates,
consist at present almost entirely of Government securities, most of which
were scquired during the war, and the improbability that these Banks will
have any considerable velume of other carning assets im the foresceable
future, it would not be in the public interest 4o have the authority to use
United States securities as backing for notes terminate at a pre~determined
date.
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wish to hold their liquid assets in the form of cash rather than bank
deposits or Government securities, Mémber banks, to evoid insolvency,

must permit their customers to withdraw, thelr dep051ts in ourrency, Federal
Reserve Banks in turn must pbrm;t the mﬁmber banks to.obtain the currency
by drawing on their balances with the Reserve Banks. Congequently, the
Reserve Banks have no choioe in the matter because they have no conﬁrol
over the demend for currenoy. It serves no useful purpose to encumber
these unavoidable operatlons by legal restfictiqns ‘which inevitebly must
give way as soon as they would actually restrict.

In eny cese Federsl Reserve notes have a prior lien on all agsets
of the Federal Reserve Bunks and aré obligatlons of the Unlted States
Government, Segregation of speclal essets of the Federal Reserve Banks
as collateral for these notes udds rothing to their guality. It is merely
an obsolete piece of machinery conoceived at a time when conditions were
radicslly different from those that prevail today. By authorizing the
pledging of Govermment securities as collateral for Federal Reserve notes
the collateral requirement ig extended to nract1cally all the assats of
the Reserve Banks and ceases to be an interference with the performence
of their duties and the discharge of their responsibilitiess This exten=~
sion should, thercfore, be a poermanent part of the law,

Reduction of reserve ratio. - Conditions arising out eof. the war
have caused the reserve ratio of Federal Reserve Banks to decline froem 91
per.cent at the end of 1941, soon after our entry into the war, to 49 per
geént at the end of 1944, 1If developments continue atf the rate. of receat
months the ratio will fall ‘almost to the legal minimum by the -end ¢f the
present calendar year. If gold export or currency withdrawalg or both
should be greater than in 1944, the legal minimum will be reached sponer.
The following table shows the factors in the sltuatlon, together with hypo-
thetical projections through 1945 based on probable trends of .currency,
depcsit, and gold movements.

o ' . . Projections
Federal Reserve Bank Deo, 81, | Dec, 31, I"mma™30, | Deca 1,
1841 .}944 ’ 1945 ) 1945
(In billions of dollars)
Reserves 2C .8 18,7 18,2 17.7
Deposits 14,7 16 .4 17,4 18,4
F. R, notes outstending 8.2 21.7 23.7 26,7
Liabllities requiring reserves 22.9 38.1 1.1 45,1
{Per cent)
Reserve ratio 20.8 49,0 44.3 39.2
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RESERVE RATIO OF EACH FEDERAL RESERVE BAWK
on the 15th of the month from July 1944 to February 1946

(Per cent)

Federal July [.Octeber | Jamiary [February

Reserve Bank 1544 1544 1945 1945
Boston £3.8 43,8 45 .4 45,8
New York 50.8 46 4 52.8 507
Philadelphia 48 ,8 48 ,6 43.8 44 .4
Cleveland 52,9 43,3 45,3 43.6
Righmond 57,5 47,6 45 .6 48,6
Atlantea 57,0 Bl.7 52.0 52,1
Chicago 64,7 63,6 49,7 51.7
St. Louis 54,2 58,0 48,3 48,5
Minneapolis 49 .6 51.5 44,5 44,8
Kansas City 53,2 45.7 45,0 45,9
Dallas 51,1 46,6 45,5 44 .1
Ban Francisco 65,5 £3 .8 54,2 Bl,3
Total 56 .O «52'-0 45,3 4:808
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A reduction to 25 per cent is proposed because it would be suf-
ficient for all foreseeable contingencies. It would enable the Reserve
Banks to meet such additionsal demsnds for currency by the public and for
reserve balancecs by member banks as are likely to occur. The currency
supply and the bank deposit structure could nearly double before the lcgal
minimum would be reached.

The bill provides for elimination of the distinction made in the
present law between reserves required against notes and against deposits
both os to percentage end as to composition of the reserves, B8ince the two
liabilities are interconvertible at the option of the wmers, the same re-
quirements should apply to bothe The provision in the bill that legal re-
servcs should consist only of gold certificatcs would also eliminate con-
troversy as to what constitutes lewful money, and whether the Foderal Reserve
Banks could, if so mindod, use their own notes (Fedoral Reserve notes or
Federal Ressrve Bank notes) as rcserves against their own deposits.,

A clean~-cut uniform requirement of gold certificate reserves of
2b per cent aguinst both notes and depocits appears to be the best solution
of the problem,

In conformity with the proposed redustion of the ratic to 25 per
cent the bill decrcases proportionately the levels of the ratio at which
the imposition of the different penalty rates provided in the law when
reserves are suspendec¢ would be proseribed,

February 19, 1945
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