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To The Files Subject:

From Mr. Coe

After correspondence with Mrs. Hamlin (see letters of May
25 and June 4, 1941) the items attached hereto and listed below,
because of their possible confidential character, were taken from
Volume 226 of Mr. Hamlin's scrap book and placed in the Board's
files:
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Page 137
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PROPOSED AMENDMENT TO THE FEDERAL RESERVE
ACT WITH REGARD TO ADVANCES TO MEMEER
BAWKS ON THEIR PROMISSORY NOTES,

The original Federal Reserve Act authorized Federal reserve
banks to rediscount commercial and agricultural paper for their mem-
ber banks, but did not permit them to make direct loans to the mem-
ber banks on the promissory notes of the latter, Because of the in-
convenience of rediscounting many separate pieces of commercial or
agricultural paper, however, many member banks preferred to borrow
from their correspondent banks on their own promissory notes, as
they had been accustomed to do before the enactment of the Federal
Reserve Act, rather than to change their method of borrowing so as
to avail themselves of the rediscount facilities of the Federal Re -
gerve System,

The emendment of September 7, 1916, was accordingly adopted
authorizing Federal reserve banks to make direct loans to their mem-

ber banks on their promissory notes secured by paper eligible for

rediscount or for purchase by Federal reserve banks or secured by

bonds or notes of the United States, but the maturity of such notes
was limited to fifteen days, The effect of this amendment was to
provide another and simpler form of borrowing from Federasl reserve
banks, without in any respect departing from the fundamental purposés
of the Federsl Reserve Act or broadening the character or class

of paper or securities which might be legally acquired by Federal re-

gserve banks; and the amendment now proposed to increase the maxinum
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maturity of such direct advances to member banks to ninety days
would be merely an extension of the principle of the 1916 amend-
ment.,

There is no logical reason why Federal Reserve Banks
should not have the seme latitude in making advances to their meme
ber banks against the pledge of commercial, industrial and agricul-
tural paper which is eligible for rediscount as they have with re-
spect to rediscounting such paper; since the underlying transactions
giving rise to the credit are the same; the substance of the transac-
tion remains the same; and only the form is changed, On the other
hand, there are important reasons why this more convenient and
practical method of extending credit should not be limited to ad-
vances for fifteen days,

The privilege of borrowing on their own notes from Feder-
al reserve banks afforded by the 1916 amendment has been used exten-
sively by member banks which are located in the same cities with
Federal reserve banks or their branches or in nearby cities; but
country banks generally have found it impractical to avail them=
selves of the privilege to any great extent, because it is inconveni-
ent for them to renew their notes every fifteen days, Rediscounting,
therefore, is still the only practical method available to many
country banks of cbtaining credit from the Federal reserve banks,
and many country banks continue to borrow from their city correspond-

ents on their own promissory notes, instead of rediscounting with the
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Federal reserve banks, This probably is one of the reasons why
many country banks have not joined the Federal Reserve System,

The banks consider rediscounting unnecessarily trouble-
some and inconvenient, In order te obtain any substantial amount of
credit through rediscounting, a member bank usually finds it neces-
sary to offer a number of separate notes or bills of varying amounts
and of different maturities; and the amount of discount must be cal-
culated separately for each of these notes or bills, For example,
if a member bank wishes to rediscount with its Federal reserve bank
paper in the amount of $100,000, it may be necessary for it to offer
as many as twenty or thirty notes of its customers, of different
amounts, and maturing on different dates; and the discount nust be
separately computed as to each of these notes. If for any reason
other notes are later substituted for some of those first rediscount-
ed, the amount of discount on each of the substituted notes must also
be calculated, When & member bank borrows on its own promissory
note secured by collateral, however, it is only necessary to compute
the interest on one note for the full amount of the loan and, in cases
of substitution of collateral, no additional computation of interest
is required,

Farthermore, in the event of the failure of a member bank

which has rediscounted notes with a Federal reserve bank, it is
necessary for the Federal reserve bank to prove a separate claim

against the insolvent institution for each note under rediscount;
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whereas, in a case where a Federal reserve bank holds a member bank's
own note secured by any mumber of notes as collateral, it may, in

the event of the failure of the member bank, prove one claim for

the entire amcunt,

It is evident, therefore, that an amendment to the law
increasing the maximum maturity of advances to member banks on their
promissory notes secured by paper eligible for rediscount or for pur-
chase from fifteen to ninety days would be of material benefit both
to member banks and to Federal reserve banke, The reasons for such
an amendment, which have been discussed above, may be summarized
briefly as follows:

1., Under existing law, rediscounting is the only practical
method available to many country banks of obtaining credit from Fed-
eral reserve banks,

2. Rediscounting is necessarily troublesome and inconveniw-
ent to member banks because of the necessity for calculating separ-
ately the amount of discount on each note offered for the purpose,
and because in cases of substitution of notes interest must be cal-
culated separately on each substituted note,

3. Borrowing by member banks on their promissory notes
does not involve the difficulties which are present in rediscounting,

4, The proposed amendment would eliminate the necessity

and inconvenience of frequent renewals of member banks' promissory




notes and would thus render this method of obtaining credit from
Tederal reserve banks practical for use by country banks,

5. A cause of dissatisfaction among country member
banks and one of the reasons why many country banks have not joined
the Federal Reserve System would be removed.

6. In the event of insolvency of a member bank,each
note under rediscount for such bank must be proved by the Federal
reserve bank as a separate claim, but the entire amount of an in-
solvent member bank's promissory note secured by collateral may
be proved as one claim,

Te The amendment would not involve any departure from
the fundamental purposes of the Federal Reserve Act but would be
merely an extension of the principle of the amendment adopted in
1916,

The Federal Reserve Board feels that the increase in
maturity of advances on member banks' promissory notes should be
limited to notes which are secured by paper eligible for rediscount
or purchase by Federal reserve banks and that it should not be made
applicable to advances secured by bonds or notes of the United States,

It is believed that the proposed increase in maturity of notes se-

cured by paper eligible for rediscount or purchase is adequate to

meet the difficulties mentioned above,

Under the existing law, Federal reserve banks are au-
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thorized to purchase debentures and other such obligations of

J
Federal Intermediate Credit Banks which have a maturity at the

time of the purchase of not more than six months., Such obliga-

tions of Federal Intermediate Credit Banks are secured by agricul-
tural paper which, when of proper maturities, is eligible for redis-
count by Federal reserve banks, In these circumstances the Board
believes that it is desirable that the law should be amended so as

to permit debentures and other such obligations of Federal Intermedi-
ate Credit Banks, when complying with the requirements for purchase
by Federal reserve banks, to be used as security for advances by
Federal reserve banks to member banks on their promissory notes for

periods not exceeding fifteen days.







L

Hon, David I, Walsh

March 10, 1082

will

concise,but if there are other
Re A, Toung,
Governor,

wich to make I
Yours respectfully,

ab
m

e atbeapted to make

:&-m thet you may

inquiries
writing me

- |

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

———

Digitized for FRASER



o N 131 . . S flu

‘ Office Correspondence =~ == Date april 1, 1932

To Mr. Hamlin Subject:.

Mr. Goldenwelsen

In reply to your inquiry of March 24, I enclose a table which
gives the fundamental figures bearing on banking developments between
1922 2nd 1929. You can see from this table that monetary gold stock
increased during the period by $481,000,000, and in addition there was
an increzse of $23%,000,000 in reserve bank credit and an increase of
$181,000,000 in Treasury currency adjusted, which represented silver
purchases and issue of silver certificates by the Treasury. Of the
funds put into the market from these three sources, increase in money
in circulation absorbed $228,000,000, cg ital and surplus of the Fed-
eral reserve banks absorbed $90,000,000, and $577,000,000 went into (
member bank reserve balances. It ig a fair statement, therefore, to
say that all of the gold received during that period, and even more,
went into member bank reserve balances, where it constituted a basis
of credit expension. Member bank credit, as a matter of fact, in-
creased by $11,500,000,000 during this period, or at an approximate
rate of $20 of member bank credit for §1 of member bank reserves. The
facts are clear enough, but the question whether Federal reserve
policy could have prevented these developments is one we have often
discussed and one that is debatable.

You will notice that, taking this particular period, there was a
decrease of $247,000,000 in Government security holdings of the reserve ( -
banks and an increase of $3£0,000,000 in discounts, so that the Federal [
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Mr. Hemlin, =~ 42

reserve system did to some extent offset the inflow of gold and member
banks increzsed their borrowings. As I think I have had occasion to
say before, I believe that teking the period as a whole there is 1little
that one can criticize in the conduct of the Federal reserve system.
If, however, particular briefer periods are congidered, it would seem
that in 1924 the Federal reserve bought too many securities and forced
too much credit on the market and in 1927 it did the same thing to a
minor extent. I think that in the light of what we have learned more
recently it is clear that the country would have been better off if
Federal reserve policy throughout the period had been somewhat more
conservative. To be sure, we would probably have not had some of the
years of extrgordinary prosperity, but it is possible that we would
not now be in so deep a depression.

In view of all the disturbing factors that were operating during
the period, and the newness of the problems, I do not believe that the
Bystem can be criticized legitimately for its course of action. I do
think, however, that it is important that the lessons of the period be
clearly worked out and indicated so that they will be helpful in shap-

ing future policy.




CHANGE IN RESERVE BANK CREDIT, GOLD STOCK,

COMPARED WITH CHANGE IN MEMBER BANK LOANS

AND INVESTMENTS,

(In millions of

1922-1928

dollars)

ETC.

Averages of daily

f'igures

1922

1928

BIEYR. . A3800untEA, o 0's sis'esvesbes
Bills boughtisessccsoconsocsee
Uznited States securities......
Other reserve bank credit.....

Total reserve benk credit.....
Monetary g0ld stocKeeessessses]
Treasury currency adjusted....

Money in circuletion.c.ccscses
Member bank reserve balences..
Nonmember deposits, etC.seesss
Unexpended capitel funds......

Member benk loans end invest-
MOMEE s s bin v oin o0 4 080 nis o e S

o71
15¢
455

41

1,226
3,802
1,604
4,535
1,781
30
286

&éé,lSO

8§51
241
208

+11,587

1/ Figures for all member banks; averages of call dates.




Memorandum Sent to Senator Norbeck April 6, 1932, in reponse to an
Inquiry from Senator Glass as to whether the Proposed Amendment
Suggested by the Board to Section 14 of the Act would "abrogate the
Right of a Federal Reserve Bank to Initiate the Discount Rate and
Transfer it to the Federal Reserve Board."

(There is another question answered in the letter which is not
material to this matter)

The guestion has been raised whether the proposed amendment
to Section 14 of the Federal Reserve Act suggested on page 21 of the
comments and recommendations of the Federal Reserve Board regarding
Senate Bill 4115 would "abrogate the right of a Federal reserve bank
to initiate the discount rate and transfer it to the Federal Reserve
Board."

The answer is that the proposed amendment was not intended in
any respect to increase or add to the powers of the Federal Reserve
Board over discount rates of Federal reserve banks,and that it does
not do soe

On this subject, Section 14 of the Federal Reserve Act now
provides as follows:
"Every Federal reserve bank shall have powers:

" ok ok %k ok ok ok ok ok ok ok

"(d) To establish from time to time, subject to
review and determination of the Federal Reserve Board,
rates of discount to be charged by the Federal reserve
bank for each class of paper, which shall be fixed with
a view of accommodating commerce and business."

By administrative interpretation, acquiesced in by all
Federal reserve banks since the earliest days of the Federal Reserve

System, 1t is definitely settled that any discount rate established by

Y
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any Federal reserve bank cannot become effective umtil it has been
reviewed and determined --i.e., put into effect, by the Federsl Reserve
Board.
The propoded amendment, which was intended to clarify the
Board's power over purchases and sales by the Federal reserve banks in the
open market, w uld insert in Section 14 of the Federal Reserve Act
before the words, "Every Federal reserve bank shall have power", the
words, "Subject to such regulations, limitations, restrictions and
procedure as the Federal Reserve Board may prescribe.®
If applied to the power of the Federal reserve banks to
establish discount rates "subject to review and detemination of the
Federal Reserve Board, "the power to prescribe regulations, limitations,
restrictions and procedure governing the establishment of such rates
would not enable the Board to do anything which it cannot already do
in the exercise of its powers in connection with the review and deter-
mination of such ratess
In this connection, attention is invited to the fact that
Section 11 of the Federal Reserve Act now authorizes the Federal Reserve
Board to "exercise general supervision over said Federal reserve banks"
and to "make all rules and regulations necessary to enable said board
effectively to perfom" its duties and functions under the Act; and
Section 13 provide s thats
"The discount and rediscount and the purchase and sale
by any Federasl reserve bank of any bills receivable and of
domestic and foreign bills of exchange, and of acceptances
authorized by this Act, shall be subject to such restrictionms,

limitations, and regulations as may be imposed by the Federal
Reserve Board."
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NEELS Sty o - FEDE!
Office Correspond

@Ilce Date April 11. 1932
Mr, Hamlin Subject: _Commercial paper held by

memb er banks

In accordance with your telephone request of last week, we have pre-
pared and are handing you herewith a statement giving certaln figures of
paper eligible for rediscount with Federal reserve banks, United States
Government aecuritie%. etc., in comparison with total loans and investments
of national banks and of 211 member banks,at the end of December 1931 as
compared with June 1915, June 1918 and June 1926,

June 1915 is the first time that separate figures of loans on securi-
ties and of "all other! loans became available; June 1918 is the first date
for which eligible paper figures are available, though for national banks
only; and June 1926 ie the first date for which figures of eligible paper
are availeble for both national and state member banks,

Since June 1920 there has been a decline in the amount of eligible
paper as well as in the amount of eligible paper plus Government securi-
ties reported by both national banks and all menber banks, also in the
ratios of such paper and securities to total loans and investments. On
the other hand, there has been a steady rise in the ratio of loane on se-

curities plus securities owned, to totsl loans and investments,
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CLASSIFICATION OF LOANS AND INVESTMENTS OF NA,”ECAL BANKS
AND OF MEMBER BANKS, 1915, 1918, 1926 AND 1931

(In millions of dollars)

~dJune June June December
1915 G 5 - £ My 1926 1931

NATIONAL BANKS
Loans &nd investments 8,688 13,914 19,159 19,004
Loans - total 6,663 10,078 13,322 113905

On securities 1, 750 2,571 4,034 4,116
All other 4,013 71,500 9,288 7,789

Investments~ total 2,025 3,835h . 837 1,129

U,S.Government securities 749 2,025 2,466 L8 Gral
Other secarities 1,276 1,810 3,371 4,018

Eligible paper * 3,218 3,291 1,827
Eligible paper plus U.S,

securities 5, 243 5,963 4,998
ALl MEMBER BANKS

Loans and investments 18, 507 31,184 30,575
Loans - total 13,233 22,060 19,261
On securities * 71,321 7.320

All other * 14, 739 11,940
Investments - totel i 5, 274 9,123 11,314

U.S.Government securities 2,465 3,745 5,319
Other securities 2,809 B33 (8 5,996

Eligible paper . 4,925 2,573
Eligible paper plus U, S.
gecurities 8,670

RATIO TO TOTAL LOANS AND INVESTMENTS

National banks:
Of eligible paper
Of "All other" loans
Of eligible paper plus
U. S. securities
Of loans on securities plus
investments

Member banks:
Of eligible paper
Of "All other" loans
Of eligibdle paper plus U, S.
securities
Of loans on securities plus

investments .

*Not available.
FEDERAL RESERVE BOARD
DIVISION OF BANK OFERATIONS
APRIL 11, 1932






