ELIGIBILITY REQUIREMENTS ALl

In seetion 206 of the Banking Bill of 1985, as originally introduced,
it was proposed to substitute for the rigid eligidility requirements that
are now in the Federal Reserve Aet a provision that any Federal kKeserve
bank, under rules and regulations preseribed by the Federal keserve Foard,
may dissount any commercial, sgricultural, or industrial paper and may
make advances to a member bamk om any sound asset,

The principal purposes of the proposal are as follows:

(1) To emecurage recovery by making banks more willing to meet the
community's requirements for long as well as short-term credit, in the

. assurance that, in case of need, advances could be obtained from the
Federal Heserve banks on any sound asset.

(2) To elininate from the lew rigid limitations on the kind of
paper eligible as a basis for borrowing at the Federal iieserve banks.
These limitations not only failed to proteet the banks from disaster,
but contributed to the deflation that swept the country in 1930-32. The
faet that banks with sound assets were unmable to obtein accommodation at
the keserve banks bocsuse their psper was not im elizible form caused
many beanks to call loans and to sell investments in order to put them-
selves into a liguid position. This liguideation by the banks ceused
hardship to borrowers, accelerated the widespread decline in values,
and was an important fastor in bringing sbout the gemeral cocllapse of

the banking strueture.
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(3) To recognise in the law the fact that the banks eaunnct perform
their cconomic funetions, or make expenses, if they confine their opera-
tions to loans on self-liguidating eligible paper. There is omly sbout
$2,000,000,000 of this kind of paper available at the present time, or 8
percent of the banks' assets; snd there was omly $4,000,000,000, or 12
pereent of assets, before the collapse im 1926, G5So lemg as banks hold '
$10,000,000,000 of the pecple's savings, they must be prepered to make
long-time loans.

The proposal would not emcourage unsound bamking but, on the con~
trary, would lay dowm the primeiple that scundness can be achieved only
by insisting on the underlying quality of loans rather than on their
form.

The proposal in the Semate bill would fall short of accomplishing
these purposes because it would preserve the diserimination in the ex-
isting law sagainst paper that is mot strictly self-liquidating and of
short maturity, by providing (1) that such paper could not be used ez a
basis of accommodation at the Federal feserve bank until the bank's
eligible paper has been exhausted, and (2) that advances wede on ineli-
gible peaper shall carry a penalty rate of at least 1 percent above the
diseount rate.

The requirement that eligible paper must be exhausted before accom-
modation on other paper can be cbtained would make a dank hesitate to
apply for such aeccommodation, because this would be giving notice that it
has no liquid peper left. This information, furthermore, would be given
to the directors of the Eeserve bank, who would include three local bankers,

possible competitors of the applying bank. The requirement for & higher rate
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advances on other than eligzible paper would also be an unnecessary dis-
cri ination against lenger-time peper, thou'h this restrietion would be
less objeetionable in prsctice than the firste

Sinece the adoption of the Semate b1l with these restrictions would
do little te encoursze banks to adopt more liberal lendin; polieies or teo
be more willingz to meet the community's need for long=-time credit, it is
provosed that the bill be modificd by elimimating these two requirecents.

On another point the “enate bill containe a propossel that has muech
to commend ite Tt follcws the emergency Gless-fteazall Aot of 1932 in
providing that scoommodatio.. on paper, as defined in the Federal Reserve
Aot, must Le obtained on notes of the member banks secured by satisfactory
collateral, and that rediscounts with Heserve banks by member banks of
customers' paper shall contimue to be subjeet to existing restrictions.
The Reserve banks' portfolios would consequently cosist of rediscounted
paper, that would ecomnform to eligidbility requirements, and of member bank
collateral notes secured to the satisfasction of the keserve banks, whieh,
Af experience is a guide, may be depemded upen to require adequate
security. The maturity of these cellateral notes would be in accordanee
with regulations prescribed by the Federal ieserve Beard. If it is
thouzht advisable by Congress, there would be no objestion to limiting
the maturity to a maxinum of ® menths, which is the maximum maturity
permitted under existing law for any class of rediscounted paper.

It is believed that, if the Semate bill, with the suggested modie-
fieations, were enscted, it would go a long way toward asoomplishing the
desired objectives.
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July 1%, 1935

ELIGIBILITY

(Amendment to Section 208 of H.K. T617)

Page 149, strike out all of lines 1 to 13, inclusive, and sub-
stitute the following:

"Seec. 10(b) HNotwithstanding any other provision of law, any
Federal keserve bank, under rules and regulations preseribed by the

Board of Uovernors of the Federal Reserve 'ystem, may make advances

tco any member bank on its promissory notes payable on demand or mot
more tham nine months after date, exclusive of days of grace, snd secured

. to the satisfastion of such Federal Keserve bank."
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