Eligitility for Discount.

Not all of the infinite variety of naper which circulates
in the financial world is eligible forredisoount at centrel
banks, To be eligible, the peaper must satisfy certain ocondi-
tions. The functions of eligibility rules vary. Cne function
is to prevent the bank from taking in paper upon which it may
ineur losses, Another is to restrict the “comp;xion" of central
banks with other financial institutions. Unquesticnabdbly the
most important funetion is that which is besed on the sunpo-
s@{iion that i provperly drawn;ﬁ;ligibility rules will solve
the whole problem of eredit control. Shorn of details the nost
cormon theory of eligibility is that if central banks confine
rediscounting to paper which "represents®™ goods already in
existence and moving toward a market, they will esutoriatically
extend prescisely the proper amount of credit.l'

The automatic elasticity theorists wrote their ideas into
the original Federal Reserve Aoct. Srotion 13 of that Act pro-
vided positively "...any Federal reserve bank may discount notes,
_drarts; and bills of exchange arising out of astual aormercidl
transsctions; that is, notes, drafts, and bills of exchange
islﬁod or drawn for agricultural, industrial), and commercial
purposes, or the proceeds of whieh have been used, or are to
be used, for sugh purposes, the Federal Reserve Board to have
$he right to dototmino or define the charscter of the paper
Shus eligible, within the meaning of this Aot." The same para-
'rlph prﬁvitid negatively ",.. sueh definition shall not include
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notes, drafts, or bii:ls covering rnerely investments or issued
or drawn for the nurnnse of cerrying or tresding in stceks,
bonds, or other investment securities,..”

Genera;ly speaking, it was thought that these nrovisi .ns
would rake the reserve banks largely passive. Any inerease
in the volume of "actual cammercial transaections”™ would pre-
sumably result in a corresronding increase in notes, drafts,
and biils of exohaﬁge, in short, in elfgible naper. The eligi-
ble paper pr-sumably would find its way to the reserve banks
via the member banks. Since this raper (together with gold)
formed the legal backing for notes, the process of discounting
the the reserve banks would autormatically oreate the added
currency and deposits which were needed to transact the in-
creagsed volume of "actual cormercial treansactions."™ One
significant exception was made st the outset, namely, "bonds =nd
notes of the @bvernment of the United States” were eligible:
but this was clearly viewed as an exception.

The auntomaticity of the system was clearly eonditioned by
the definition of eligible paper. In granting the right of definition
to the Board, the House Cormittee on Banking and Curreney stated:
"In view of the great difficulty of defining ‘cormercial paper'
the actual definition of the same has been left to the Federal
reserve board in order that it may adjust the definition to
the piuatiaol prevailing in differefit parts of the country
in regard to the transaotion of business and the making of
paper.” ) Yot, even this Committee believed the matter of defini-
tion to de garsly“seshnical and again asserted: '?or obvious
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reasons it is forbidden that any suc! paper shall be adiitted
to rediscount if made for the purpose of carrying stoocks or
bonds.”B'In reality, this meant that the "automatic" systemn
required nanagement i1 the rform of definiticn of eligiblility.

The Board scon discovered an established American inter-
bank loan prastice which favored the loan over the disoount.k.
It acocordingly recormended that the Aot be modified "...to en-
able member t.anks to obtain prompt and econoriical asccormodations
for periods not to exceed fifteen days...“s.Cn September 7,
1516, the Act was amended to rrovide, among other things, that
"Any Federal reserve bank nay meake advances to its riember banks
on their promissory notes for a period not exceeding fifteen
days..provided such promissory notes are secured by such notes,
drafts, bills of exchange, or bankers' acceptances as are
eligible for rediscount or for purchase by Federal reserve
banks under the provisions of this Aot, or by the deposit or
pledge of bonds or notes of the United Staﬁoa." Quantita-
tively this new avenue, the advance secured by government securi-
ties, became by wmll odds the most inportant access to reserve
bank oredit.

Con®erning the older device, the discount, however, the
Federal Reserve Board nersisted in the theory of the original
Act. In June, 1320, it reported: "The Board, ever since the
establishment of the Federal Reserve System, has consistently

adhered to the prineipie that the question whether or not the
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proceeds of a pdarticular obligetion are used for one of the purpozes

defined in the law must be deterriined by the use to which those

nrogeeds afe put by the maker of the note. In accordance with

this principle the Board has frequently ruled that tl.e note of
a bank, & factor, a credit company, or any bther such institu-
tion is not eligible for mediscount if the proceeds are used
to lend to some third party. The fsct that the proceeds may
ultimately be used by that third party for a co: mercial,
industrial, or agricultural ourpose can not affect the charaoter
of the original obligation so far as the provisions of the
Federal Reserve Act are concerned.” )

Although the "principle" was supposedly clear, the Board encoun-
tered administrative difficulties in ascertaining eligible
uses of proceeds of discounted paper., For example, in Regula-
tion A, issued on September 15, 1916, it was ruled that "4
Federal Reserve Bank must be satisfied by reference to the note
or otherwise that it is eligible for redissount. Compliance

of a note...may be evidenced by a statement of the borrower

ahowing7a reasonable excess of quick assets over current liabil-
ities.” Other financial ratio; of the borrower have also been
used to deternmine eligibility.

Eligible uses of proceeds d4id not include fixed or perman-

9. ~
ent oapital or working capital. Nevertheless, some hairs were

11,
split in favor of agriculture.
A significant departure from "the principle consistently
adhered to ever since the establishment of the Federal Reserve

Systen” was made in the regulation announced by the Eoard on
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December 19, 1922. Governor Harding wrote; "In a conversaticn
with Senator McKellar, of Tenn., whose home 1s in Memphis, I
sucgested that, In order to meet the wishes of the Memplis
cotton factors that their notes be declared eligible for redis-
count, it would be necessary to amend the law; and at his
reguest I drafted for him a bill which provides that 'notes,
drafts, and bills of exchanze of factors issued as such makinz
advences exclusively to producers of staple agricultural products
in their raw state shail be eligibdble for such diacount.%s. The
bill became law, The regulation of December 15, was "issued
for the purpose of pernmitting Federal reserve banks to purchase
in the open market...bankers' aoooptahoes...drqwn by growers,
or by cooperative marketing associations comnosed exclusively
of growers, of nonperishable, readily marketadble, staple
agriocultural products, to fi n:ance the orderly marketing al
such products grown by suc: growers and secured at the time

by warehouse, terninal, or other similar redeipts issued by
parties independent of the borrowers end conveying security
title to such produots."lj.Tho Azricultural Credits Act of
March &, 1923, further extended the princirle of indirect
finaneing by granting cooperative associatinns the power to borrow
in order to make advances to their menmbers.

These efforts of the Board apparently were designed to
adapt the automatic self-liquidating eligibility system to
Ameriecan oonditions, ineiuding political conditions. Meanwhile,
the possibility of such an adaptation to Ameriean Commercicl

prastices received a body blow in the extremely large advances
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of reserve tank credit through thne instrumentality of government
securities floated t. finance the war.

Gradually the rese:'ve officials begen to lose faith in the
self-liquidating theory of control over the volume of credit even
for regular discounts,

By August, 1921, reserve officials admitted that some
reserve banks required additional collateral as a conditicn for
rediscounting papor.lb.This was & recognition that in practice
‘tho reserve officials could not predioct with certainty whether
"gelf-liquidating®™ paper would in fact be liquidated.

Governor Strong indicated at the same time that his bank did
not progeed upon any theory of automatic eligitility rules.

He testified: "....it would be a mistake to apply severe and
teohnical ruies in determining what paper was eligible upon

the basis of goodness...the rules which we would apply and the
tests which we would apply in détermining the goodness of
commercial paper which were justifiud in a period of high prices
would no longer be justified in a period of low prices.” )
Instead of a ﬁochanioal application of eligibility rules, the
New York bank investigated the general policy of the applicant
member bank, especially recent changes in loans to the stock exchange and
clearing house balanccs.lé.BAlically, in other words, tests
were applied to the member dank not to the maker of the note.

Two significaht admissions of inadequacy of eligivility
requirements bdased on the &#rigin of papir were made by the

Board in 1924. It stated: "The Board is fully awere of the faot
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that the pnrobler of oredit extension involves the question of
ariount or volume as well as the question of kind or character;
otherwise stated, invoives a guantitative as well as a

17.
qualitative determination.” At the same tinme it admitted:

"There are no autoriatic devices or detectors for deternining,
when orsdit is granted by a FPederal reserve bank in response
to a rediscount demand, whether the occasion of the rediscount
was an extension of oredit by the member bgnk fcr non-
productive use."le.Tho arguments of the Board and of Governor
Strong were repeated on later occasions.lg.

The gist of tlie prececing discussion is that the view-
point of the reserve officials ohanged gradually with the
passage of time. At the outset they attempted to administer
the Aot in acoordance with the philosophy behind it. Occasion-
ally an adninistrative ruling was issued with primary attention
directed toward the partigular ciroumstances (including the
political factor) rather than toward the philosophy of the Act.
Gradually the Board lost confidence in the philosophy itself,
espscially in view of the important position of government
securities. As confidence waned, the eligibilty rules were
made more lenient. Meanwhile, writers demonstrated the
unsoundness of the genersl theory that proper eligibility
rules would solve the problerm of oredit eontrol. .To be con-
sistent, this theory would assume that each good would have
outstanding and drawn ageinst it at ell times during its life

a bill (or bills| equal to the value of the good. This
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assumption was cuntrary to fact, in that some gfoods had no bills
whereas othﬁrs had several bills against them at the same tine,
In other words, the actual systen of marketing and of finanecing
purchases did not satisfy the assuriptions mhde of it by the
eligibility theorists. Nor was it true, as these theorists
assumed, that all or ct“i:;at a constant proportion of all bills
were held by the central bank,

The depression gave a dramatic goup de grace to eligibility
as a control device. On October 7, 1931, President Hoover
pronosed the establishment of a national institution "....the
purpose...to be the rediscount of banking assets not now eligi-
ble for rediscount at the Federal reserve banks in order to
assure our banks, being soumd, that they may attain liquidity
in case of nacoality.'ZIFurthormoro, point 4L of his program
was; "I shall propose to the Congress thst the eligibility
provisions of the Federal reserve ast should be broadened in
order to give greater liquidity to the aileta of the banks, and
thus & greater assurance to the bankers in the granting of
eredits by enabling thon to obtain legitimate accormodation on
sound security in times of ltros-."zz. '

On Fedbruary 27.’1932, thikdlnas-Stcngallont was passed.

The firet two sections of this Act empowered the reserve banks

in unusual, exigens, or exceptional 61rounntanoos to extend

oredit ncoounodatibna'to mqnbor'bankslwhich 414 not have ade-
quate eligidble and aoeoptablb paper to sescure accormodation in

the usual ways. = [y S o

Senator Glass attempted to reestablish the old prinoiples
Digitized for FRASER

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



and introduced a bill &ontaining & s«ction t. that effect in
Maroch, The Roard owposed this section of the Glass Bill aund
inforried Senatcr Norbeok, "hxperience shows that the narticular
instrurent on which Federsl Reserve credit is obtained is not
an adequate test of the use to be made by the member bank of
the proceeds of the credit...."23.

Eligibility orovisions were further relaxed by the Acts
of February 3, larch 9, Mareh 24, end lay 12, 1v33.

The Bankines Aot of 1933 empowered the reserve benks to
refuse to srent credit to a menber hank even thougl it offered
good eligible peper by changing the mandatory "shail extend"
oredit to tanks to the permissive "may extend" credit,

Bqually significent wes the added requirement that the
reserve banks and Eoard, in extending oredit to menber bdanks,
have due regard to "the maintenance of soum oredit conditions,
eeee” Additional anendments further extended the list of eligible
paper and securities esvecially in the direotions of extensions
of oredit to institutions and individuals which were not member
banks and in the direction of inecluding public and publioly
guaranteed securities,

Construsticn loans were made eligidble by the amendrient of
June 27, 1934. The amendment of June 19, 1934, specifically emrow-
ered the reserve banks under exceptional circumstances to make
loans to provide business with working capitel,

A significant feature of trese amendments is tlat they were
nodifications of the original theory of the Act adopted in each
cass to meet particular conditions. The Banking Act of 1935,
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on the other hand, contained a provision whioch abondoned the old
theory in prinelple. It provided: "Any PFederal Reserve bank...
may make advances to any member bank on its time or demand notes
which are secured to the satisfaction of suoh Federal Reserve
bank.” The provision applied only to advances yet the change is
fundamental. The Board, in keeping with the changes which had
been made in the Act, issued & new chulatioéfon Diseounts for
and Advances to member banks by Béderal reserve banks. These
rules in effect rade "all sound assets of member banks a poten-
tial basis of advances by the Pederal Reserve bankl.'ZhCOn the
other hand, the Board stated that "under the law a dbank is not
entitled to eredit from a Federal Reserve bank memely beeause
1t bas eligible and aceeptable paper.” The Bosrd seid of irs
new prineiplss shat—ehey "mark a definite recoganition of the
fact that the lending funeticn of the Federal Reserve bdanks is
aot automatie dbut is an instrumentality of the System's

general oredit poliey.”
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