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BOARD OF GOVERNORS

arF THE

FEDERAL RESERVE SYSTEM

“Mhce Correspondence Date March 50, 1953
To Board of Governors Subject:
From Ronald Ramsom o

I am handing you mimeographed copy of a memorandum
from Mr. Dreibelbis to me, under date of March 29th, on the
purposes and meaning of provisions of section 18 of the
Federal Reserve Act relating to payment of interest by
Federal Reserve Banks on Federal Reserve notes issued to it,
together with a copy of a letter from Mr. Hamlin to Mr,
Gifford, under date of May 2, 1933. It will be recalled
that this was the subject matter of discussion at a recent
Board ing in connection with the Patman Bill,
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March 29, 1938

To Governor Reansoem Subject: Purposes and meaning of provi=
sions of section 16 of Federal Reserve
From Mr. Dreibelbis, Assistant Act rclating to payment of interest by
General Counsel Federel Reseorve Banks on Federal Reserve

notes issued to it,

CONFIDENTIAL

From time to time during the course of the present hearings
upon the Patmsn Bill, as well as during the course of heerings on
other bills (notably S, 417 to oxtond the period during which direct
obligatiens of the United States might be used as collateral scourity
for Federal Reserve notes and H. J, Res. 377 authorizing the destruc-
tion of Federal Reserve notes of the serios of 1928 and their replace-
ment ot thc expense of the United States), the Board's failure te fix
o rate of interest to be paid by the several Federal Reserve banks upon
thc amount of the notes issued to them has been questioned.

Apparontly considcrable confusion exists in the minds of some
of thc members of tho Committce with respeet to the meaning and purpose
of this particuler provision and it is to be anticipated that in the
event of a further appearance by any momber of thc Board, the oxamina-
tion will again bo nddressed in part to this subjoect,

The langusge giving rise to the question appears in & son-
tenco in paragraph 4 of gection 16 reading as follows:

"Tho Board shall have the right, acting through
the Foderal Reserve agent, to grant in whole er in part,
or to rejoct entircly the applicatien of any Federal Re-
serve bank for Federal Reserve notos; but to the extent
that such applicstion may be granted the Board of Gover-
nors of the Federal Reservo System shall, through its
local Federal Rescorve agent, supply Federal Reserve notes
to the banks so applying, and such banks shall bo charged
with the emount of the notes issued to it and shall pay
such rate of interest as may bo established by the Board
of Governors cf the Federal Reservec System on only that
amount of such notcs which equals the total amcunt of its
outstanding Federal Roserve notss less the amount of geold
certificates held by the Federal Reserve agent as collat-
ercl socurity.”

For oonvenionce, the colloquios occurring between Congress-
mon Patman and Chairmen Ecclces on the occasion of the latter's appear-
ances beforc the Cemmittcc on February 16th and July 14th, 1937 have
been copied from the roports and are attached to this memorandum.
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CONCLUSION

It is the opinion of tho writer thet the provision in quos-
tion wos onacted as an implement of control to bo uscd primarily in
influencing the contraction of outstanding Federal Reserve notes, if
conditicns call for such action, and in urcoventing them from becoming
redundant, and that, as in the casc in issuing the notes to the in-
dividual banks in the first instancc, thc cuthority of the Board is
diserctionary and not mandatory.

DISCUSSION

The original Bill, as rcported to the House by the Committec,
containced substanticlly the some provision as now appsars in the Act,
cxcopt thet it provided thot the rate of interest to be paid by the
bunks should "not be less than onc-half of onc per centum per annum",
and provided for the payment of interest upon the portion of notes
covered by gold as well os the uncovered portion.

The Committec rcport on page 55 contained the following:

" * % % But there remains the goencral question
whethor the public rcquirement of clasticity has becon mot
and provided for. slasticity must be counsidered from two
stondpoints - that of cxpansion and thet of contraction,
ALs to cxpansion, the rcgulatory mochanism is the Foderal
roscrve board, which is given the power to veto applico-
tions for notese The board, howovur, can not issuc notes
unlcss thoy arc applied for and accompanied by a tender
of proper commercial popere This at lcast scoms to assurc
that thoy will not be hastily or rashly ovecrissuods Tho
controction featurc is more difficult. In attompting to
guard against the donger thut the notes might remain in
circulation aftor the nced for them had passed, the bill
mekes thc follcwing provisions: (1) The notes can not be
uscd in bank rescrves; (2) the notcs are net to be legal
tender; (3) the nctes con not be paid out by any Fedoral
rcserve bank (when not at first issuod by it) under pen-
alty of a tex of 10 per coent on their foct value; (4)
cvery Federal reserve bank is dirccted, upon rocciving
the notc of cnother roscrve bank, to (u) oither send it
dircct to the bank that issucd it, (b) to send it to the
Trecsury, charging it off agsinst deposits, or (¢) to
prescnt it to the Treosury for rodemption in lawful money.
On the other hand the Treasury is dircctud whon it gots
such notes in ordinary reccipts to have them redcomed out
of a 5 por oont fund kept with the department for that
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purpose, snd then to send them home for ultimate redemp-
tion. The belief is freely expressed that these pro-
visions will meintain the notes at par everywhere and
will also prevent them from expanding or remaining out
after the need for them has gone by." * * *

While the provision relating to the payment of a rate of
interest to be fixed by the Board was not specifically discussed,
it is to be observed that the whole of section 16 was considered in
the light of its effectiveness to insure proper expansion or con-
traction of the circulation as the occasion might require. The
particular provision was one of the means made available to influ-
cnce contraction of the circulation and to prevent the notes from
remaining out after the need for them had gone by.

In the House Bill authority to issue notes to the Fedcral
Rescrve banks was made discretionary upon the part of the Board,
When the Bill reached the Scnate there was foeling upon the part of
samc of the mombers of the Committce thet the Board should have no
such discretionary power and in the roport of the minority it was
said:

"We think it would be undesirablc to permit the
Federal reserve bourd to have discretionary power in is-
suing currency to a Foderal rescrve bank which in all
respects complies with the provisions of this acts We
therefore recommend that the Federal resorve board shall
issue reserve notes to any roesorve bank which compliecs
with the requirements as to gold reserve, as to the de-
posit of security, and conforms to the othor provisions
of this actes This is a necossary change becouse if we
give the member banks the right to socure discounts of
the Federal rescrve bank it is necessary for the Foderal
resorve bank to count on getting currency to mcet the
noeds of business, provided, of course, the reserve bank
can comply with the requirements as to gold reserve and
sccurity. By placing a limit to the amount of discoumts
that can be made by o resorve bank to any member bank we
havo placed a limit on oxeess. It should bo noted also
that the Fodoral reserve board has the power to check ex-
cessive loens and discounts by requiring rescerve banks
to raise their discount rates at any time."  (Senate
Minority views, puge 4)

The substitutc proposcd by the minority would have made it
mendatory for the Board to grant the application of any Foderal Re-
serve bank for Fedoral Roserve nctes, providod the bank complicd with
the requirements of the act as to gold reserves and collateral se-
curity and otherwisc crafirmed tc its provisionss
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The majority of the Senote Committec, however, felt that
there should be disercticnary control upon the part of the Board,
This is cvidenced by the following passagoe taken from page 25 of the
Senete majority roport:

"The cmission of thesc notcs is controlled by
the Federal roscrve board, which is cuthorized to control
the volume of thosc notes and the torms upon which thoy
shall be cdvencced to tho Federsl rescrve bank and the
conditions of rctircment.

"The Federal reserve board is authorized to tax
tho issuoc c¢f the notes and also to fix the rote of in-
tercst on the discounts of the Federal rescrve banks,
and in this way kecp o double check on thec issuanco of
the Foderal rescrve notes."

Thus, again it appears to have been the intent furthor to
insurc an olastic currency through the exercise of discrctionary
authority by the Board and it is clcar that the Senate Committoce
viewcd the provision in quecstion as boing o means to the accomplish-
moent of o desircd cnd to be usced by the Board when it deemed the cir-
cumstunccs to requirce

It is also significant that the Senate struck out the pro-
viso appocring in the House Bill roquiring thet the "roate shall net
bc less thon one-half of one per contum per annum"., Inclusion of
this provisc would have limlted excercisce of the Board's discretion.

The Bill emerged from conforcnee in substontially its
prescnt form with the power te issuc notes to the banks being dis-
eretionary upon the pcrt of the Bornrd end with the provision with
rcspeet to payment of intosrest by the banks being substontially as
it noew is cxeept thot subsoguently, by amendment, it was changed to

prly only to the portion of notes uncovercd by gold or gold certi-
flc atese Thus the underlying thecory of scction 16 is that cxpansion
of the eirculation is possible only when the Boord in its discretiom
grants the application of o bank for nctes and that thercby is os-
tablished effcctive control ageinst unduc expansion of the circula-
tions On the other hand, Congress sought to prevent rcdundancy end
to promote retircment in duc ccurse by o numbor of measurcse

The instant provision is onc of thom and it is to be
noted that it does not say thet the Board shall establish o rato of
intorest; it says only that the Board may Tix such a rate and that
if it does fix such a roto the banks shall pay it.

Furthermere, it makes no provision for the disposition of
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the procecds of such intcrest payments if established by the Boord,
which would seom to be in order if the measure was intended as a
revenue one and finally, it has always been interpreted as being

o discrotionary power to be uxercised when desirable to cncourage
the retirement of Federal Reserve notes.

Cn October 15, 1915, Mr. George L. Harrison, then Counsel
for the Bocrd, wrote an opinion which, while not on the precise
point here invelved, clearly indicates that he regarded the provi-
sion os involving discretion and as being o measurc of control, A
copy of thc opinion is attachcd.

The Boord cxprossed a similar viow in a letter subsequently
published in the 1916 Bulletin at page 273. A copy of the l.tter is
attached,

Furthermore, in 1920 the Board considered using the power
for such purpose, &s is indicated by its letter to the Governors of
the banks under dote of Jure 11, 1920, o copy of which is attached.

In conclusion, it is interesting to notec the following
quotation from Profussor Kemmeror's book "The A B C of the Fedoral
Reserve Systom", appecring ot page 65 thorcof:

"Another device calculated to cncourage the re-
tircment from circulation of bank notos whenevor they be-
comec redundant is the provision of the law authorizing
the Board of Governors to charge such a rate of intercst
as it may doum desirable on federal reserve notes uncov-
cred by gold cortificoatos and issucd to federal roserve
bankse Up to thoe prescont timo such an intorost chorge has
never been imgposodl”

For the rcasons cbave set out, the writer's conclusion is
as stated on pege 2 of this memorandum,

Respectfully submittod,

J. P. Dreibolbis,
Assistant Gencral Counscl.

Attachments
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COPY

May 2, 1933,

Honorable Charles L. Gifford,
House of Representatives,
Washington, De Co.

My dear Mr, Gifford:

I regret that it has not been possible for me to meke an
earlier reply to your letter of March 14, 1933, in which you request
comment on certain marked passages of a speech by Congressman Patman.

Mr. Patman criticizes the Federal Reserve Board for not hav-
ing required the Federal reserve banks to pay an interest charge on
Federal reserve notes issued to them and not covercd by gold as col-~
lateral security. Tho following is the provision of Scotion 16 of
the Federal Resorve Act on this subjoct: '

" # x % to the oxtent that such application may be

granted the Federal Reserve Board shall, through its

local Foderal reserve agoent, supply Fedoral reserve

notos to the bank so applying, and such bank shall be
charged with tho amount of notes issued to it and shall
pay such rate of interost as may bo established by the
Foderal Roescerve Board on only that amount of such notes
which cquals the total amount of its outstanding Federal
reserve notos less tho amount of gold or gold certificates
hold by tho Fedoral resorve agent as collateral sccurity."

Soon after the establishment of the Federal Reserve System,
the Federal Reserve Boord, upon consultation with its counsel, reached
the conclusion that this languoge merely authorizes and does not re-
quire the Federal Reserve Board to fix a rate of interest to be paid
by the Federal reserve banks; and the Board has followed that inter-
pretation of the law since that time, In this connection it should be
noted that, in the case of Farmors & Merchants Bank of Monroe v.
Fedoral Reserve Bank of Richmond, 262 U. S., 649, 662, 663, the
Suprome Court of the United States construed the word may", as used
in another soction of tho Foderal Reserve Act, to be a word "of au-
thorization meroly", and said that, "This statute appears to have been
drawn with groat caree Throughout the Act tho distinction is clearly
made between what tho Board ond the reserve banks 'shall'! do and what
thoy 'moy' do."

The question whother any interost charge should be made is
one which has been the subject of carcful consideration from time to
time by the Federal Roserve Board and by tho Foderal Advisory Council;
but it has not boon decmod advisable, up to this time, to placc any
such charge upon Foderal reserve notes pursuant to the authority of
the ebove quoted provision.
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One of the primary purposes of the Federal Reserve Act was
to furnish an elastic ourrency and accordingly the Board has felt
that it is lmportant that the volume of currency should fluctuate
freely in response to the demands of the public and the requirements
of commerce and business. The imposition of an interest charge of
the kind in question would tend to restrain artificially the amount
of Federal reserve notes in ocirculation and there has appeared to be
no necessity to undertake to regulate the amount of currency outstand-
ing in this manner. Of course, when member banks obtain Federal re-
serve notes from the Federal reserve banks, oither by discounting
oligible paper or by borrowing on their own notes, they pay interest
on the amount of their indebtedness regardless of whether such notes
are sccured by gold or other eligible assets.

Furthermere, it is to be noted that all of the earnings of
the Federal reserve banks in excess of necessary expenses, dividends
of 6 per cent per annum on thelr stock and transfers to surplus as
provided by the lew, are paid to the United States as a franchise tax;
and the payment of an interest charge to the United States upon their
Federal reserve notes outstonding would, of course, have caused a re-
duction in the amount which they have poid to the United States as a
franchise tax.

It may be also mentioned in this comnection that the col-
latoral security for Federal reserve notes, which may consist of gold
or of other eligible collateral, must at all times be not less than
the amount of Federal reserve notes outstanding; and there must be
maintained by the Federal reserve bank a reserve in gold of not less
than 40 per cent against its Federal reserve notes in actual circula-
tiones All of the cxpenses of printing, issue and retirement of Federal
reserve notes are paid by the Federal reseorve banks.

The othor point in Mr, Patman'®s speech to which you rofer
has to do with the issuance of national bank notes. As you know, upon
the deposit with tho Troasurer of tho United Statecs of bonds of tho
United States having tho eirculation privilege a national bank may ro-
ceivo national bank notes, cqual in amount to the par valuc of the
bonds so deposited, subjoct to certain prescribed conditions and limie-
tationse A tax of one-fourth of one per contum scmiannually must be
paid by tho bank upon the average amount of its nationel bank notes
in circulations The eirculation privilege, which during recent ycars
had beon confined to a limited numbor of 2 per cent bonds, was ox-
tonded by Section 29 of the Fedoral Home Loan Bank Act of July 22, 1932,
for a period of three years, to all outstanding bonds of the United
States bearing interest at a rate not exceeding 3 3/8 per cent per
annume The Attorney General has ruled that national bank notes secured
by bonds made eligible as a basis of circulation by the Act of July 22,
1932, must be rectired at the end of the three year period. This matter
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wes discussed in the Federal Reserve Bulletin for August, 1932, a
copy of which is inclosed.

There is also inclosed for your information in connection
with the matters above discussed a statement prepared by the Treasury
Department entitled "The Monetary System of the United States."

Very truly yours,

Ce Se Hamlin

Inclosure
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