August 18, 1937

fonorable Kobert F. Wagner, Chairman,
Committee on Banking and Currency,
United States Senate,

Weshington, D. C.

My dear Fr. Chalimang

This refers to your letter of June 22, 1937, in which you ree
quest an oplnion as to the merits of the bill S. 2680 which would smend
section 19 of the Federal Heserve Act so as to permit member banks for
& perlod of five yesrs after August 23, 1937, to pay intersst on demand
depouits made by savings banks or on <demand deposits of sublic funds of
States or polinical subdivisions thersof or demand denosits of trust
funds, if the payment of interest with reapect to such deposits of pub-
lic funds or trust funds is required by State law,

It will be reculled thet srior to the enactient of the Banke
ing Act of 1933 the lew coantained no prounibition against ihe payment of
interest on demand dejogits by nenber bunks end contained no provigion
rel=zting to tne regulation of the rute of interest peysble on time or
savinge deposits. The Banking fct of 1933 suthorized the Bosrd of Gover-
pors to regulste the rste of interest payable on time and savings deposits
by member b:nks znd prohibitea member banks from paying interest on any
deusosit paysble on uemand, except that this nrohibitlon did not auply to
deposits made by mutusl savings banks or to deposits of public funds made
by or on ben:lf of any State, county, school district or othsr subdivision
or municipelity with respect to which the payment of interest wes required
under State law. The Banking ict of 1935, enacted August 23, 1935, re-
wrote the lanjuage of this esce.tion to the pronibition on the payment of
interest on demtna de.osits, snd ss thus snmended the law now provided in
effect that until sugust 23, 1937, but not thercaftier, 8 mombar bunk mey
pey interest on any cems=nd uesosit made by z savingg or mulusl savings benk,
on any demand de.osit of gsublie funds m:zde by or on behalf of any State,
county, school district or other subdivision or municipality, or on any

such deposits of .ublic funds or trust funds is re.uired by State law.

In enaeting the Banking ihct of 1935, it was the evident policy
of Conyress to eliminzte the seversl sxlsting exceptions to the pronibition
on tae payment of interest on demand deuusits by me-mber banks after &
tenporary period ending Ausust 23, 1937. BNo resson is appurent why the
pollcy of Congress, ss tius srescribed, should now be sltered, zs is pro-
posed in S. 2680. There has been no chenge in the conditions existing st
the time of the ensctment of the Banking ict of 1935 waich would seem to
meke cesirable & reconsiderition of the policy in this regzrd.
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The prouibition ugon the payment of intersst on demsng deposits
was enzcted by Congress in order to ellaminsnte detrimental competition for
ueposits among banks, snd thsre is sguslly =28 much opportunity for such
competition with respect to deposits of the kind now excepted from the
prohibition as with respgect to apy other class of demand geposits. 1n
fv‘t, deposits of public funos of Stutes, counties snd manicipslities are
of = kind with rsgard to which compatition among banks has been most active.
-oreovsr, such public deposits are not infrecuently withdrawn {row banks
in large anounts witiout notice and with possible disestrous consequences.
It is beileved thet no justification exdists for giving thess classes of
deociis privileges winich other degosits do not have. This is especially
true in view of the fact that peyment of intsrest by sember banks on demsnd
depozits of public funds of the United States and Territories, Districts
and possessions “hareof not only is not pernitted but is specifieslly pro-
hibited by the law as asended by the Banking fct of 1935,

In cousiaering this juestion, 1t shetvls be romenbored that a
two~yeer period hzs been provided by Fon5rea in which the necessary ude
justments to confornm to vhe Federal lew might be made., & nuab:ir of States
have amended thelr laws 8o 28 to meet the situsilon end the pasczge of
S. 2680 would, in elfsct, not only senclize those Siates which have alresdy
acted but would s£lso encourage Stztes to wdopt legislation estsblishing
interest recailrvanmmts on demand desosits of public funds.

The Faderzl statutes :nd the roguletions of the Board of Govere
nors yrovide for the slacing of funds in =member benks on & time deposit
interest-bearing besis; and it is belleved that it would be fessible for
s substintiel sroportion of tre Dunde which will bw affocted by the chenge
wailch satometicslly tultes lece on Adgust 23, 1937, to be pleced in member
benks s time deposits, in which event, of course, they may draw interest
at & ratzs nol exceeding thsl rascribed by ithe reguletiouns of the Board.

For the reusons stuted, the Board of Governorg does not favor
the ensctument of S. 2680.

Sinceraly ;

Q‘:

7OUTS,

M. S. Zccles,
Cheiruan.
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