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Mr* Ransom 

J , M* Daiger 

Apr i l 2, 1957 

Regulation A 

I 

In talcing up the discussion of Regulation A from the point 

at which I l e f t i t i n sgr previous memorandum, I would refer br ie f ly , 

by way of transition, to what was undertaken i n that memorandum. 

F i r s t , the differences of opinion that had protracted the 

staff discussion of Regulation A over some 15 months were reviewed; 

second, the more important steps which f ina l l y resulted in the enact-

ment of Section 10(b) i n i t s present form were reviewed. This reversal 

of the chronological order of the two matters was adopted to show how 

preoccupation with arguments against any regulation by the Board of 

JLO(b) advances had tended (a) to obscure the underlying question of 

law and (b) to foster an interpretation of the la?/ which supported the 

axguments, but which was not supported by an objective review of the 

record* 

The review in eaph case—^•e., of the differences of staff 

opinion and of the steps resulting i n the enactment of Section 10(b)— 

was both factual and cr i t i ca l* The burden of the cr i t ic ism was * that 

the contention for non-regulation, or for nominal regulation by mere 

recapitulation of statutory provisions, was untenable as a matter of 

law and, even apart from a s t r i c t ly legal view, very def in ite ly 
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questionable as a matter of policy* 

The g is t of the conclusions was that Section 10(b) both i h 

i t s e l f and in conjunction with Section 4 plainly contemplated an active 

regulatory policy on the part of the Board with respect to reserve-hank 

advances, and that the essential question to be determined, therefore, 

was whether regulations susceptible of practical application could be 

devised* 

On this latter point, as I told you when you f i r s t discussed 

with me the conclusions stated in the preceding memorandum, 1 did not 

regard ay sel f as qual i f ied to suggest specif ic regulatory provisions* 

In that memorandum, however, I did offer to outline some considerations 

that I thought might serve as a new basis for discussion of regulatory 

policy* You subsequently asked that I present those considerations of 

policy i n a further memorandum and that I undertake also to indicate 

matters that might be made the subject of specif ic regulations, fflrat 

follows here i s in response to that request* 

I I 

I t would be less than candid for me not to recognise that, i n 

pursuing the argument for a positive policy by the Board i n the regula-

t ion of reserve-tank advances, I am s t i l l defending a minority position 

and pressing a matter toward #iich there i s a natural attitude of wearied 

impatience* Mine i s the voice of inexperiencej the evidence of experience 

i s that efforts to influence bank credit through e l i g i b i l i t y requirements 
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are unavailing* 

A f a i r summary of the case for non-regulation or nominal 

regulation, I bel ieve, would be somewhat as fol lows: TOien reserves 

are abundant and business on the upturn, as at present, e l i g i b i l i t y 

requirements are ignored} banks take "good11 loans or investments as 

they f ind them* When trouble i s encountered, e l i g i b i l i t y requirements 

interfere with the lending operations of the reserve banks; the rules 

and regulations have to be got around or suspended; The most that 

the Board can do, meanwhile, i s to influence the large movements of 

credit, leaving the character of loans i n the f i r s t instance to the 

individual judgment of the member banks, relying on the examiners to 

moderate excessive tendencies and curb dubious practices, and let t ing 

the reserve banks make the best of situations i n which advances are 

cal led for* 

But th is seems to me to be a short-sighted and over-simplified 

view of the matter, and to re f lec t an attitude of defeatism* I t takes 

into account one kind of experience while ignoring another and more 

forc ib le kind of experience* I t i s directed exclusively toward a 

banking aspect of the problem, whereas the p o l i t i c a l and public aspect 

i s at least of equal importance, i f not i n fact of much greater import-

ance* Persisted in , i t can only lead, as I see i t , to the continua-

t ion of a phase of American banking that, to put i t very mildly, 

ref lects no credit on the ingenuity or resourcefulness of the Federal 
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Reserve System in either the f i e l d of hank supervision or the f i e l d 

of bank relations* 

I I I 

There i s a histor ic contradiction i n the Federal Reserve 

System that has yet to be resolved, but that the present Board i s i n 

a better position to resolve than any of i t s predecessors has been* 

This i s the contradiction between emeigency banking functions and 

central banking functions—functions that are for the most part antag-

onist ic processes, and hence impossible of successful development 

within the same system* The contradiction was inherent in the Federal 

Reserve System from the outset, because of the attempt made i n the 

Federal Reserve Act to superimpose on a heterogeneous and insecure 

banking structure, never bound by convention or custom, the conven-
» 

t ional pattern of European central banking, or at any rate an adapta-

tion of that pattern i n the form of 12 regional reserve banks under 

the supervision of a central board* 

Now the f i r s t thing to be said about a convention i s that 

i t i £ a convention! not that i t shal l hereby be by law, or that i t 

w i l l be i n due time when general consent renders the law superfluous* 

A convention, in other words, i s an established way of uniform and more 

or less unanimous action, having the tac i t consent of the constituent 

members, who conform as a matter of long habit and tradit ion to the 
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constraining influence of the authority established by the convention. 

That was the European conception of central bankihg, developed over 

many generations i n small countries where the banking systems were 

closely kn i t . 

I t was not a conception, however, that could be readi ly 

grasped by a widely dispersed and d ivers i f ied banking system com-

posed of thousands of independent uni t banks, or by a business com-

munity that was far less sett led and cautious i n i t s trading habits 

and credit practices-—far more given to pronation, expansion, and 

speculation—than the business communities of the Old World. The 

Court of Directors of the Bank of England and the f inanc ia l device 

known as "bank rate", for example, were as much national states of mind 

as they were national inst i tut ions. They were conventions. Their 

power to move or restrain the Br i t i sh banking and business community, 

as by a common impulse or a single w i l l , had no counterpart i n the 

workings of banking and business i n the United States. I t was as impossible 

to conjure such a power into being by enactment of the Federal 

Reserve Act as i t was to put the seal of King Will iam the Third on the 

charters of the Federal Reserve banks. 

Part ly, then, because of a difference i n national t ra i t s and 

temperament, and part ly because of the war-time conditions under which 

the Federal Reserve Syetem was established and got under way, what was 

conceived by the currency reformers of 1915 as a central banking system 
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became i n fact an emergency banking system, and has i n the main 

functioned as such during the larger part of i t s br ie f history* Not 

u n t i l the post-war period of international monetary rehabi l i tat ion, 

and the ensuing period of industr ia l expansion and credit i n f l a t i on 

i n the United States, d id the Federal Reserve System, except for i t s 

operations as an auxi l iary of the Treasury, -undertake to exercise the 

functions of a central banking system—functions of banking leadership 

and credit management or control—-in addition to the functions of an 

emergency banking system. 

Meanwhile, the popular conception formed of the Federal Re-

serve System was a simpler one. I t was thought of as a model banking 

system and i t s protective strength was accordingly taken for granted* 

The name "Federal Reserve System" and the black and white device bear-

ing the words "Member Federal Reserve System11 came to be generally ac-

cepted as symbols of f inanc ia l security and of sound banking and credit 

practices* They stood for what the phrases "Insured by the Federal 

Deposit Insurance Corporation," "Insured by the Federal Savings and 

Loan Insurance Corporation," and "Insured by the Federal Housing Admin-

is t ra t ion," stand for at the present time, when the old synbols have 

been completely stripped of popular signif icance and wait to be invested 

with a new meaning for the banking and business community rather than 

for the general public* 
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As a matter of fact, i f the history of the Federal Reserve 

System from 1913 to 1933 i s viewed as a whole, objectively as the 

history of a continuous mechanism, i t must be evident that the 

System never did succeed i n performing successfully the functions 

of both a central banking system and an emergency banking system, 

but on the contrary fa i l ed to a large degree in each of these under-

takings* The protection against violent swings of in f la t ion and de-

f la t ion and against bank suspensions, which r ight ly or not was expected 

of the Sjystem, simply was not realized* Any notion that this protection 

"ought11 to have been realized or 11 could" have been realized seems to me 

to be essentially abstract and hypothetical* Certainly the extraordinary 

history of the times, internationally and nationally, does not admit 

of so easy an assumption as that the history of the Federal Reserve 

Sjystem would have been vastly different but for the hampering effects 

of r i g id e l i g i b i l i t y requirements* 

In any event, the two periods of major c r i s i s since the 

System was established saw auxil iary banking systems improvised by the 

Federal Government to deal with bank suspensions, reorganizations, and 

emergency credits* More recently, the Federal Deposit Insurance Cor-

poration was crested as a permanent auxil iary to deal with bank suspen-

sions and reoiganizations, while at the same time the authority of the 

Federal Reserve banks to make advances to member banks was permanently 
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enlarged. Thus there has come about by the force of large economic 

and po l i t i c a l events a histor ic parting of the ways between emergency 

banking and central banking, the effect of which on Federal Reserve 

policy and operations has yet to be determined* 

XV 

Ncfcr I may seem to have reached backward a long way for f i r s t 

principles, or for f irm ground on which to base an argument* I f I am 

correct, however, in ray impression that the aversion to regulation of 

reserve-bank advances derives from a habit of expediency, which i n the 

circumstances of the past 20-odd years has unfortunately acquired some-

thing of the force of tradition, then the rest of ay argument need not 

be long* The point that I wish to establish here i s that there has been 

not only an important change i n the law with respect to paper e l ig ib le 

for reserve-bank advances, but—what seems to me of no less pract ical 

importance, and of even more fundamental importance—there has also been 

a far-reaching change i n the circumstances under which the law and regu-

lations governing reserve-bank advances are to be applied* 

In shaping i t s pol ic ies at the present time, the Board of 

Governors does not have to consider the exigencies of a world war, nor 

the exigencies of an overextended credit position on the part of industry 

and agriculture and banking, nor the exigencies of unbridled speculation 

i n real estate and securities, nor the exigencies of an expansion of 
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capital investment and production far beyond the current l imi ts of 

consumption* On the contrary, the Board i s i n a position to chart 

a new course in which, among other things, a patient but resolute 

effort might be made by the Federal Reserve System to raise the 

standards of credit practice, to establish some conventional patterns 

of prbdent lending, and to bring some elements of uniformity and d is-

cipl ine and balance into a considerable portion of the myriad trans-

actions that make up the volume of credit which the Board seeks to 

influence or control* 

The Federal Reserve banks, likewise, are not now under the . 

necessity, as they previously were for a number of years, of carrying 

on a series of impromptu rescue expeditions i n one community after 

another to avoid the suspension of weak banks and the injurious ef-

fects of such suspensions on other banks i n the same community or i n 

adjacent communities* I f the prospect were that much of the energies 

of the reserve banks must again be spent i n these impromptu rescue 

efforts, there might wel l be excuse for the feeling of dejection and 

f u t i l i t y with which the proposal to regulate reserve-bank advances i s 

apparently regarded* But that i s not the prospect* 

Heretofore the reserve banks were confronted with the pract ical 

necessity of either closing member banks whose position was badly im-

paired or working along with them in a more or less desperate ef fort 

to avert the inevitable repercussions of their suspension. Expediency 
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thus dictated the course of action* Advances had to be made "by one 

means or another," but i n any event made* I t was largerly an examiner1 s 

problem, involving the determination of whether "by one means or another" 

enough col lateral could be assembled to secure the required advance, 

and the determination also of whether the d i f f i cu l t i e s i n T&ich a given 

bank found i t se l f arose from bad practices or bad luck* Now, however, 

other means are provided for dealing with the rehabil itation and reorgani-

zation of banks that are i n serious trouble* The reserve banks should 

no longer f ind themselves forced, therefore, to strain and temporize-

no longer be compelled to exercise the d i f f i c u l t choice between making 

quick but questionable advances to keep banks open or precipitating 

widespread hardship by shutting banks down* 

There i s thus t̂ ie more reason, i t seems to me, why rules of 

e l i g i b i l i t y for advances can be made with the expectation that they 

shal l be enforced and hence be a guide to action i n strengthening the 

banking structure, rather than, that they w i l l be regarded as an obstacle 

by the reserve banks and treated as a dead letter by the member banks* 

There i s also, as I see i t , the more reason why the reserve banks can 

join with the Board i n whatever steps the latter may take, through 

regulation of advances or otherwise, to bring about an improvement i n 

lending practices and a f a i r l y wide acceptance of the Boards efforts 

to influence the quality as wel l as the quantity of bank loans and in-

vestments* 
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V 

The contention has frequently been made—end there i s the 

forc6 of much truth i n i t—that i n recent years many benks were forced 

to close their doors because their assets, though "sound11 enough and 

made in conformity with the bonking laws, were not e l ip ib le for borrow-

ing at the reserve banks. Similarly, the contention i s made—and the 

fact i s quite obvious—that the soundness or unsoundness of bank assets 

i s not dependent on their form. But these ere contentions that can 

easily be pressed too far, and in fact ere pressed too far when they 

are urged in support of the argument that no pract ical purpose i s to 

be served by any attempt on the part of the Boerd to regulate reserve-

bank advances under a law which says in effect that any sound asset may 

be made e l ig ib le . 

I f one f inancia l fact stands out more plainly than another 

i n the experience of the booming 19201s and the ensuing depression, i t 

i s that the* credit practices of banks uere to an extraordinary degree 

defective. While i t i s true that the deflation period found many banks 

with sound assets that were not in e l ig ib le form, i t i s equally true 

that the sudden termination of the boom revealed in many other banks 

an insufficiency of good assets regardless of their form. These 

latter banks—and I think i t w i l l be admitted that their number was 

large—had not been guided by any discernible standards, but by miles 
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of thumb or by the excesses of individual judgment and the sanguine 

optimism of the times* I t was the inherent quality of many of their 

assets that was found wanting when the practical test of their worth 

came. 

This was the case also i n the depression of 1920-21. We 

f ind Governor Harding saying at that time, in defending the Federal 

Reserve System against po l i t i c a l attacks; "The trouble i s that the 

loans made by the member and non-member tanks throughout the country 

are not wel l distributed and in a number of cases have not been 

judiciously made.11 The quality, that i s to say, was deficient in the 

f i r s t instance when i t was time for standards to be applied) and only 

fortuitous circumstance or fool9s luck could ever have made the assets 

good. 

. The question I would raise here, with great respect, i s 

whether the imprudence and gu l l i b i l i t y , the straining and subterfuge, 

the lack of lending s k i l l and standards, that characterize American 

banking practices i n the upswing of the business cycle, do not impose 

on the Board, as the supervisory authority of the Federal Reserve 

System, the responsibil ity of dealing with this problem at i t s source. 

I t seems to me to be the evidence of Reserve System experience that 

fa i lure to deal with i t at the present time, to such an extent as the 

Board may practicably do so, would be a regrettable mistake of central 
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pol icy, Surely i t must be clear from the System1 s experience that 

the kinds and quality of loans which banks make have an important 

bearing on the economic and social result of bank operations* l e t 

th is i s not a matter, however great i t s influence on the volume and 

character of credit may be, that the ordinary mechanisms of monetary 

control are designed for* Not even the most dextrous management of 

the volume of credit can reach, either directly or indirect ly, one of 

the patent and ruinous defects in our multifarious banking structure— 

namely, the want of rules of conduct and of the convention that brings 

conformity to such rules* 

VI 

You once remarked that you thought i t possible that Congress, 

in providing for the regulation of 10(b) advances, may have given the 

Board an instrument which might be used to great pract ical advantage* 

My suggestion i s that the regulatory power does provide the means of 

establishing a long-neglected but much-needed program of bank relations 

through which the Board, the reserve banks, the member banks, and non-

member banks as well, could f ind common ground for the improvement of 

credit methods and lending practices* I t Is not only that a fresh start 

could be made toward the establishment of standards of e l i g i b i l i t y which 

are feasible—most c r i t i c s of the old law appear to have forgotten that 

i t s purpose was sound enough—but that because the new standards of 
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e l i g i b i l i t y were feasible a largo number of individual banks might 

be persuaded to follow them for the most part in mkiag loans and 

investments that have a common character. 

When we talk of influencing the tota l volume of bank credit, 

of monetary management and credit control, we are not talking the 

familiar language of banks i n their day-to-day activit ies* The men 

who direct and operate our 15,000-odd banks are generally, as you 

know, of l imited education, experience, and interests. The complex 

considerations of central policy are utterly foreign to their habits 

of thought, and expositions of the larger workings of the credit system 

and the money market are so much Greek to them. The actions of the 

Federal Reserve Board, moreover, and the record of the Federal System, 

have not i n the past inspired them with awe, whereas the f ierce dissen-

sions and irreconcilable differences among various techools of monetary 

and banking thought in recent years have f i l l e d them with confusion. The 

major moves and pronouncements of the nev Board of Governors, though 

c lar i f i ed by a policy of public relations that lacking in the past, 

are nevertheless remote from the ordinary problems of the individual bank. 

There i s a wide gap here—there has always been a wide gap— 

that leaves the Board in a position of Olympian aloofness, of austere 

off ic ia l ism, which doubtless had i t s origin in a theory of detached 

and objective administration, but which peters out into the mere 
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stiffness and vagueness of "Reference i s made" and "It i s believed" 

by the time i t reaches the ordinary run of bank men* However ideal 

this theory of the impersonal, as distinguished, say, from the human 

and comprehending, i t does not make for a common understanding and a 

common purpose; i t does not make for unity. Nor does ' i t create a sense 

of mutual interest i n familiar pract ical problems and thus prepare the 

way for a wide responsive acceptance of central leadership and direction. 

For these further reasons, i n addition to those I have already 

given, I would urge, then, the need for an evident and active concern 

on the part of the Board for the standards of bank lending, and for 

the use of the regulatory power under Section 10(b) to establish 

standards that would be readily recognized as reasonable and that a 

large number of banks might reasonably be persuaded to follow. I would 

point out in this connection that the Federal Reserve Act i s , among 

other things, "an act . . . to establish a more effective supervision* 

of banking in the United States." Since the ful f i l lment of that pur-

pose s t i U l i e s mainly i n the future, a fresh attempt at what was im-

possible of accomplishment under the old e l i g i b i l i t y provisions would 

seem to me to be amply just i f ied by the objectives I have indicated. 

Of course, i f the Board, after publishing a carefully con-

sidered set of regulations, were then simply to wait developments, 

the developments would almost certainly be negligible, and i n any 

event disappointing. But i f , on the other hand, having determined 
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that certain discriminations were to be made as to the kinds of 

assets .to be taken into the reserve banks as security for advances, 

the Board were then to proceed quietly to develop a division of bank 

relations whose chief concern, for the time being at least would be 

the credit problems and practices of banks i n the period of expansion 

we are now entering, I think that the Board might f ind ways to in f lu-

ence the quality of lending that would avert many of the errors and ex-

cesses of the past. 

This i s not, as I see i t , a task for the examiners. The 

problem i s not one of appraisal and audit and enforcement, which come 

after the event, but of information and interpretation, of informal 

contact and discussion, to develop as far as may be possible uniform 

and harmonious methods of procedure in approaching credit problems, 
* 

to reconcile discordant elements, and to famil iarize the reserve banks 

and the member banks with the aims of the Board as they relate te the 

extensions of bank credit i n the f i r s t instance. 

I am assuming, naturally, that a division of bank relations 

within the Board1s organization would work closely with similar d iv i -

sions i n the reserve banks and with the various national associations 

that have to do with the extension of business credit and bank credit. 

The whole f i e l d of.credit extension seems to me to be an important 

part of the larger f i e l d of monetary policy and management with which 
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the Board has primarily to deal. So also does the development of 

credit information with regard to the trends of particular industries 

as distinguished from the act iv i t ies of particular enterprises; and 

likewise the development of means to disseminate and interpret this 

information i n the interest of the business and banking community, 

and thus i n the interest of economic stabi l i ty generally. 

I t w i l l be evident, I believe, from the tenor of this 

memorandum, that I do not have in mind any "sudden and rough summons 

to unanimity." I am fu l l y aware that whatever regulations might be 

prescribed ?/ould have to be drafted with moderation and restraint. The 

essential point for which I am arguing i s that standards should be 

earnestly and resolutely sought and, when found, adopted by the Board 

as a rule of action for a l l the reserve banks and promoted as a guide 

to action by the member banks, the non-member banks, and the industries 

whose products and services form the basis of bank credit. 

For the suggestions appended to this memorandum for considera-

t ion i n the drafting of regulations to govern 10(b) advances, I do not 

claim any or ig inal i ty on my part. The practical operating problems 

that they involve are for the most part beyond the range of my experi-

ence or study. I therefore put the suggestions forward without recom-

mendation, simply as a basis for discussion i f the conclusions of my 

previous memorandum should be accepted by the Board and lead i t to 
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adopt an affirmative regulatory policy. 

Appended to this memorandum also, as of pertinent interest, 

i s a l i s t of the items i n the questionnaire addressed to the Federal 

Reserve banks by the Glass Committee i n 1951. The replies of the 

Federal Reserve banks are published in the record of the hearings on 

S. 71 (Seventy-first Congress) beginning at page 707. The volume i s 

l i s ted as HG2565.U21 i n the Board1s l ibrary. 

I would also refer to the volume on "Qualitative Credit 

Control,11 by William E. Dunkman, i n the series of Columbia University 

studies in history, economics, and public law. This i s l i s ted as 

HG5701.D9 i n the Board1s l ibrary. 
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APPENDIX A 

Suggestions for consideration In regulating 

reserve-bank advances 

Some of the suggestions enumerated below relate to matters 

of general policy i n the making of reserve-bank advances and others 

to matters of specif ic regulation* In the case of the former, pur-

poses or principles are indicated as meriting discussion preparatory 

to the drafting of Regulation A, but not necessarily with the idea 

that they would be incorporated i n the text of the regulation or in 

a prefatory or supplementary explanation* 

1* Purpose of Regulations 

The essential purpose of regulations governing discounts 

and advances by the Federal Reserve banks i s twofold? f i r s t , v to pre-

scribe the conditions under which discounts or advances may be made; 

second, to rest r i c t the character of assets that may be taken into the 

portfol ios of the reserve banks* There i s thus a presumption (a) that 

under certain conditions reserve-bank credit would be denied even i f 

the security offered conformed to the established requirements, and 

(b) that certain types of assets which might come into the possession 

of the member banks* would be unsuitable for holding by the banks of 
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issue, even though the assets have a tangible and ascertainable value. 

2. Purpose of Discounts and Advances 

The essential purpose of discounts and advances bgr the 

reserve banks i s i n general to maintain the regular flow of bank 

credit and in particular to meet the temporary requirements of member 

banks for additional funds. The regulations would therefore be de-

signed to meet ordinary strains on the banking system or on individual 

banks rather than to meet exceptional and exigent circumstances, such, 

for example, as a widespread business depression or a severe loca l 

misfortune or disaster. The regulations would not contemplate the 

making of advances that could not be repaid i n the ordinary course 

of business. 

5. Provision for Exceptions 

In order to avoid undue r ig id i ty i n special circumstances, 

the nature of which could not as a pract ical matter be anticipated i n 

the regulations, the f i r s t clause of that part of Regulation A which 

i s to deal with advances under Section 10(b) might be made to read 

somewhat as follows: "Except upon the expl ic i t authorization of the 

Board of Governors of the Federal Reserve Sjystem, advances by the 

Federal Reserve banks under the provisions of Section 10(b) of the 
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Federal Reserve Act shal l be subject to the following conditions and 

l imitations •11 

4, Condition of Member Bank 

The regulation would provide that, i n passing upon appli-

cations for 10(b) advances, the Federal Reserve banks should be 

guided primarily ty the condition of the member bank applying for 

the advance and be further guided by the circumstances giving r ise 

to the application. As the advance would be on a demand or short-

term note against security for the most part of a long-term character, 

the reserve banks might be expected to lend freely on satisfactory 

security where the general condition of the member bank1s portfol io 

would not be impaired by the taking of col lateral ty the reserve bank. 

On the other hand, the regulations should bo designed to discourage 

or preclude advances i n doubtful eases whero the result would be 

simply to prolong the effect of loca l misfortunes or mistakes of 

management. Advances should not bo made by tho reserve banks, nor 

r isks taken by them, except i n the public interest, 

5. Impairment of Capital 

The regulations would provide that advices should be made 

only to membur banka whoso capital £x>uition was unimpaired. This i s 

a rule that would appear to work to tho disadvantage of banks whose 
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surplus account was small i n relation to capital account, as com-

pared with banks ishose capital account was small i n relation to 

surplus account, since losses in the latter case might go as far as 

i n the former without impairing the capital position. Nevertheless, 

tho existence of em impaired capital position i s prima facie evidence 

that tho public interest ce l ls for rehabil itation or reorganization 

rather than the ordinary assistance of the Federal Reservo banks. I f 

advances are to bo made in auch cases, therefore, tho Board of Governors 

should be informed of tho circumstances and expl ic i t authorization given 

as contemplated in the provision for exceptions (paragraph 5 above). 

6. Marginal.Collateral 

The regulations would provide that advances should not ex-

ceed tho sound value of the col lateral offered, such value i n any case 

to be determined by the Federal Reserve bank, but that marginal col lat-

eral i n addition to the sound value determined by the reserve bank 

should not be required. Here£ too, the provision for exceptions would 

be applicable where special circumstances might ca l l for i t , but the 

proposed exclusion of marginal col lateral would m m reasonable for the 

purposes of a general rule. The taking of marginal col lateral has 

heretofore been dictated in the main (a) by the practical necessity of 

making advances en paper that was e l ig ib le in.form but of doubtful value 
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and (b) by the conditions arising from emergency situations* These 

considerations should not govern advances, however, i f the reserve 

banks ore to be guided primarily by the condition of the member bank 

applying for the advance, and i f advances are not to be made at the 

r isk of impairing the gkieral condition of the member bank13 portfol io. 

The taking of marginal col lateral i n the past no doubt resulted i n 

keeping some banks open that might otherwise have been forced to close; 

but i n a large number of eases tho effect was to social ize losses i n a 

manner that was inequitable and contrary to tho public interest, Tho 

fact that marginal col lateral appears to be necessary i n a given case 

to warrant on advance would indicate that the member bank i s regarded 

by the reserve bank as a doubtful r isk. I f the member bank i s a doubtful 

r isk, tho Board of Governors rather than tho reserve bank should deter-

mine whether i t i s to tho public interest that the advance shall be 

made or denied* 

7. General Limitations on Collateral< 

The regulations would provide that col lateral to be taken by 

the Federal Reserve banks as security for 10(b) advances should be 

l imited to regular banking a&sets—i.e., loans, discounts, and invest-

ments. The regulations would exclude such non-banking assets as bank-

ing house and other real estate owned, and :JLso loans whose principal 

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



- 24 -

security wxs of non-bonking character—e.g., unimproved real estate, 

or second or subsequent Hens on real estate. Unless some such provi-

sion as the latter i s adopted, Section 10(b) would stand as an aid 

rather than a deterrent to land speculation and shoe-string building 

when, as at present, a real estate and building boom i s plainly indi-

cated tey a l l tho accredited cr i ter ia. In tho Florida l&nd boom and the 

subsequent nution-wide real-estate act iv ity of the 19&01s, there was a 

marked tendency for bonk credit to increase i n directions for which the 

Federal Reserve System did not consider i tose l f responsible. Only part 

of this real-estate act iv ity was reflected i n the real-estate-loan item 

on bank statements, but very much more than was thus indicated was i n 

fact financed hy banks under headings other than real-estate loans. 

The statement has been made by a competent observer that i n tho 19*0 f s 

the principal l i f e insurance companies, through their loca l loan cor-

respondents, ware always able to rely on the Federal Reserve member 

banks to carry the socond l ions where tho insurance companies took tho 

f i r s t l ions. The records of tho Federal Reserve Board for that period 

do not ref lect the extent af bank participation i n real-estate financing, 

nor do they rof lect the extent to which member-bank credit aid reserve-

bank credit actually rested on rê JL estate. 

8. Credit Date, on Loans and Discounts 

The regulation would require that applications for advances 
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against the security of loans or discounts must be accompanied ty 

suff ic ient data to permit an accurate appraisal by the reserve bank 

of the personal or corporate r isk involved, such data to include i n 

aqy case a f inancial statement of the borrower contemporaneous with 

the original transaction and a statement lay the borrower, also con-

temporaneous with the original transaction, of the purpose for which 

the proceeds of the loan or discount were to be used. 

9. General Limitation on Securities 

The regulations would provide (a) that corporation notes or 

debentures to be e l ig ib le as security for advances must have a maturity 

of not more than f ive years from date of issue and (b) that corporation 

bonds to be e l ig ib le as security for advances must contain amortization 

or sinking fund provisions adequate i n the judgement of the reserve bank 

to ret i re the entire issue at maturity. 

10. Credit Data on Local Securities 

The regulations would provide that, where the col lateral of-

fered for an advance consists of securities for which no wide and active 

market exists on a regularly established exchange, and for which frequent 

quotations are not available, the application must bo accompanied by 

suff ic ient current data to enable tho reserve bank to determine the 
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sound value of such securities. 

11. Installment Paper 

The regulations would provide that loans insured under 

T i t l e I of the National Housing -act would be e l ig ib le as col lateral 

for advances. With respect to other forms of installment paper, the 

regulations would require (1) that applications for advances against 

the security of installment paper purchased from or discounted for a 

dealer must be accompanied by suff ic ient current data, including a 

recent statement of condition, to enable the reserve bank to determine 

tho sound value of such dealer1ft endorsement, (fc) that applications for 

advances against the security of installment loans made directly to the 

makers of installment contracts* must be accompanied by suff ic ient data 

on tho personal history and f inancial position of the borrowers, ob-

tained by the member bank at the time of making such installment loans, 

to enable tile reserve bank to test tho credit of such borrowers) (3) 

that installment paper to be e l ig ib le as col lateral for advances (a) 

must be secured by a f i r s t l i en upon or retention of t i t l e to tho goods 

covered by the installment obligation and on which a down-paynent of 

not less than £0 per cent has been made, (b) must provide for approxi-

mately equal payments at monthly or leaser intervals, and (c) must be 

for such a term, not in any event to exceed 56 months from the date of 

the. installment contract, as to assure f u l l recovery of the unpaid 

balance upon the repossession and resale of the goods i n tho event 

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



- 27 -

of default of the obligation. Further prevision would be made that 

installment paper covering the sale of so-called soft goods—e.g., 

wearing apparel, piece gowds, notions, to i l e t art ic les, etc.—and 

installment paper covering cruises, tours, vacation tr ips, etc., 

should net be e l ig ib le as col lateral for advances. 

12. Real Estate Loans 

The regulations would provide that loans insured under 

T i t l e I I of the National Housing Act would be e l ig ib le as col lateral 

for advances. In tho caae of other Iwans on real estate, the regula-

tions would require (1) that such loan* to be e l ig ib le as col lateral 

for advances (a) must be evidenced by a f i r s t l i en on improved property 

and (b) must bo upon such terms ae to maturity and payment as the member 

bank applying tor the advance i s authorised by law to make i n tho f i r s t 

instance en real-estate loans for i t s own account} (2) that a l l applica-

tions for advances must be accompanied by (a) evidence of t i t l e to the 

properties securing tho loans wfferod as Collateral, (b) recorded mort-

gages or other instruments evidencing tho l ions held lay the member bank, 

(c) current appraisals by one or more independent and qual i f ied appraisers, 

and (d) f u l l information a*> to taxes, special assessments, and insurance; 

(3) that where the col lateral effored consists of loans or residential 

properties the applications must be accompanied by data substantially 

comparable i n content to that provided fur i n the "Mortgagors1 Statement" 
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and "Mortgagors1 Property Description* currently used ty the Federal 

Housing Administration; (4) that *rhere the co l latera l offered consists 

of loans on real-estate other than res ident ia l properties the applica-

tions must be accompanied by (a) an accurate and detailed description 

of each property, (b) information regarding date of purchase and price 

paid by mortgagor, (c) f u j l information regarding any and a l l outstand-

ing l i ens or other indebtedness on each property, and (d) suf f i c ient 

credit data, including personal or corporate f inanc ia l statements, to 

enable the reserve bank to determine the ab i l i t y of the mortgagors to 

comply with the terms of thoir mortgage indebtedness i n addition to 

meeting their other personal or corporate obligations. Further pro-

vis ion would bo made for th* exclusion of advances against tho security 

of real-estate loans on industr ia l properties and other so-called 

single-use properties and specialt ies—o.g., churches, theatres, hotels, 

garages, f i l l i n g stations, otc. Industr ial properties for tho most 

part are not mortgaged except i n oxtruiao circumstances> other single-

use properties and specialt ies ara generally rocognizod as more hazardous 

than resident ia l ana farm properties, or than business properties that 

are adaptable to a variety of uses. Tho provision for exceptions would 

be available i f special cireu&i3toncus warranted recourse to i t . 
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APPENDIX B 

Questionnaire addressed tar the Glass Committee 

to the Federal Reserve banks—1951 

1. State the changes, i f any, that you would suggest be made 
(1) i n the provisions of the Federal reserve act relative 
to the type of paper e l ig ib le for rediscount; ( 2 ) i n the 
rulings and regulations of the Federal Reserve Board re la-
tive to the interpretation of these provisions* 

2. What credit tests are employed by your inst i tut ion to 
determine the acceptability of paper offered for redis-
count by member banks? 

5* Are acceptabil ity requirements raised i n periods when 
your inst i tut ion i s following restr ict ive credit policies? 

4. In your opinion, do the provisions of the Federal reserve 
act, the rulings and regulations of the Federal Reserve 
Board, and the acceptability requirements of your inst i tu-
tion set suf f ic ient ly high standards for paper that may be 
rediscounted hy member banks? 

5* State whether your inst i tut ion ever required or now re-
quires excess col lateral from borrowing member banks* 

6* I f you regard the e l i g i b i l i t y and acceptability require-
ments relat ive to paper presented by member banks for re-
discount as suff ic ient ly high, what are the reasons 
impelling your inst i tut ion to require excess col lateral 
from member banks? 

7*. Would i t assist i n preventing Federal reserve credit firo® 
being used for speculative and investment purposes to re-
peal the provision i n the Federal reserve act permitting 
member banks to borrow on their 15-day promissory notes 
secured by Government obligations? 
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8. Should u m b e r banks, which are borrowing from Federal 
reserve banks on their 15-day promissory notes secured 
tfr Government obligations, be prohibited from increasing 
their own security loans? Should this prohibition be 
extended to member banks securing funds from the reserve 
bank either through borrowing or rediscounting? 

9. Does your inst i tut ion habitually inquire into the use of 
the proceeds of t&e funds extended to member banks? Do 
your lending pol ic ies toward rnembor banks vary according 
to the Composition of the portfol io of tho particular 
member bank? Is your bank examination department of as-
sistance i n the formulation of your lending policies? 

10. fthat has been the experience of your inst i tut ion with the 
use of "moral suasion" i n preventing the fUnds of borrowing 
or nonborrowing member banks from being used for speculative 
or investment purposes as compared with the use of the dis-
count rate or other methods of credit control? 

11. To what extent have dealings i n Federal funds relieved 
member banks from the necessity of rediscounting? To 
what extent have they been resorted to by member banks 
lacking e l ig ib le paper? 

12. Append data for the p^st fwur years, of the amount of paper 
offered by member banks for rediscount which has been re-
jected by your inst i tut ion, grouped according to the reasons 
prompting the rejection, similar to such tables appearing i n 
the recent annual reports of the Federal Reserve Bank of 
Dallas. 
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