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,ce.zber Ty 1933,

TO: Mr, Morrill
SUBJECT: Direct Loans to Individuals, etc.
FROM: Mr, Van Fossen

CONFIDENTIAL

Attached hereto is a statement showing the number of applications of individ-
uals, partnerships and corporations for loans not granted by the Federal Reserve
banks during the calendar year 1933 to October 31, including a tabulation of the
reasons for not grantinz the loans applied for,

It will be noted that of 171 applications refused, as shown in the state-
ment, 116 were becausc of unsatisfactory sccurity; 52 paper not cligiblo; and 3
other credit available,.

Direct loans to individuals, partaerships and corporations granted by the
Federal Reserve banks during the first 10 months of 1933 and the amount of such

loans outstanding on October 31, 1933, were as follows:

|  Advanced |Outstanding Oct. 31, 1933

gang L amouat securcd
o Bttty Sl Total by U. S, Govt,
[ 1933 | ovligations

Federal Reserve Bank of Boston
H.T, Cushman Mfg,,Co., ifo,Benaington,Vt, $25,000%*

Federal Reserve Bainlkk of Wew Yorl
Ira R. Crousc, Perth Amboy, ¥, J. - $10,000
Bumpire Trust Co,, New Yorlk, N. Y. 1,000,000 -
Foster & Stewart Co,, " L 15, 000% 35,000
Joseph H, Meyer Bros, " B 3,479
Miller Curminzs Co., " 116, 114* -
Scaramelli and Corpany " - 2,500
L,C, Smith & Corona Typewriters,Inc,,N.Y. 150,000* 297,500
Nettie Shuff, Philadelpaia, Pa, 8,960%# 4,748
Verna Whitfield, Broolklyn, IT. Y. L5 -

Total 1,320,119 353,267

#In replacement of loan to S, Shuff's Sons, Inc,, Brooklyn, ¥, Y,
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Mr, Morrill -~ #2,

Advanced
Jan, 1
to Oct, 31
1933

Qutstandin

y Oct, 31, 1933

Total

Amount secured
by U. S, Govt,

obligations

Federal Reserve Bank of Philadelphia
Banta Refrigerator Co,, Clearfield, Pa, $711*
Darling Valve Mfg,, Co,,Williamsport,Pa, 15,000
Kurtz Bros,, Clearfield, Pa, 75 ,000%
Adam Scheidt, MNorristown, Pa., 67,500
William 7, Tyler, Philadelphia, Pa, 12,000
Raymond E, Winter, Williamsvort, Pa, 400
L.,N, Renault & Sons,,Inc,,3gg Harbor,

City, N. J. 25, 000%

$400

25,000

Total 195,611

Federal Reserve Bank of Cleveland
American Savings Bank, Cleveland, Ohio 100,000
Bucyrus City Banl:, Bucyrus, Ohio 23,000
Thomas B, Carmichael, Akron, Ohio 1,800
Farmers & Merchants Bank,Smithfield, Ohio 4,900
Warren J, Heldman, Cincinaati, Ohio 14,000
Tuscarawas Sav, & Loan Co,, ¥Wew Fhila,,O, 9,550

25,400

5,000

1,600

9,550

Total 158,250

Federal Reserve Bank of Richmond
Alpine Orchard & Canning Co,,Hancoclz,Md, 2,000
Blue Ridge Coal Co,, Baltimore, Md, 2,380
K. C, Chinn, Lovettsville, Va, 200
P, F, Haigler, Orangeburg, S. C, 600
R, R. Mellette, Qmangeburg, S, C. 100
E. A, Talbott, Ellicott City, Md, 34,000

76,150

1,000
2,880
200
600

22,000

Total 40,780

Federal Reserve Bank of Atlanta

Alden Mills, New Orlcans, la, 8,692
Atkinson & Co,, " M " 600
Banlz of New Roads, New Roads, La, 1,500
Citizens Bldg., & Loan Assn,,Rome, Ga, 30,000
City Bank & Trust Co,, Macon, Ga, 30,000
Geo, M., Cox, New Orleans, La, 2,000
Empire Trust Co,, Atlanta, Ga, 11,000
Federal Land Bank, New Orlcans, La, 300,000
A, J. Evans, ] 1 " 950
" Granite City Bank, Elberton, Ga, 25,000
Dr, Adolph Jacobs, Wew Orleans, La, 500
Alfred lewis, Millen, Ga, ug5
Iane Cotton Mills, llew Orleans, La, 10,000
McFadden & West, " " " 600
New Orlcans Stevedoring Co, " it 2,000
Bessie Scarborough, Poplarville, La, 1,000
Jackson J, Sells, Ft, Myers, Fla, 3,500
Soutnern Pecan Co,, New Orleans, La, 600
George S. Weems, Shubuta, ifiss, . 4 017
A, B, Tright, Fayctteville, Tenn, 1,800

26,680

Total 4ho, 24k




Mr, ‘I-.ior:‘rill - #3, . .

Advanced Outstanding Oct, 31, 1933
Jaa, 1 Amount secured

to Oct. 31 Total by U, S, Govt,
1933 obligations

Federal Reserve Bank of Chicago

Indiana Condensed Millk Co,,Indianapolis,
Indjana, $67,500
International Harvester Co,,Chicago,Ill, 210,000
Total 277,500
Federal Reservc Banlz of St, Louis
William Bahrenburg, Belleville, I11, 4,750
Gabe Black, Little Rodz, Ark, 2,000
Elkhorn Bk,&Tr, Co,., Arkadelphia, Ark, 4,750
Farmers & Merchants 3k,, Des Arc, Ark, 14,060
Charles P, Hamill, Belleville, Ill, 9,850
Peoples Bank, Indianola, Miss, 10,000
Barney Plessner, St, Iouis, Mo, 2,250
W. T, Riley, New Madrid, Mo, 900
Sachar & Cantor, St, Louis, Mo, 18,500
T, C. Rosenberger, Little Roclk, Ark, 450

Total 67,510

Federal Rescrve Banz of Minneapolis
Bank of Elk River, Elk River, Minn, 5,000
John Benson, Bagle River, Wis, 35,000
Peninsula 0il & Gas Co,, Iron River, Mich, 1,000%
M, Rigtinen, Menahoga, Hinn, 50,000
Total 39,000

Fedecral Reserve Bank of Kansas City

New Mexico Lumber & Timber Co,,

Bernglillo, N, i, 38 ,000%
Townley Metal & Hardware Co,,Kansas City,Mo, 35,000%
Union Wire Rope Corp,, Tulsa, Okla, 37,000%

To tal 110,000
Federal Roserve Banz of San Francisco

Ag. Credit Finance Corp,, Phocnix, Ariz, 93,000
Am, Trust Co,, Cocur d'Alenc, Idaho 79,000
H, H, Benjamin, Anaheim, Calif, 18,000
Hibernia Savgs, & Loan Society,
San Francisco, Calif, 1,000,000 --
J. L, McCarthy, Orofino, Idaho 3,400 3,400
Santa Cruz County B, & L. Assn,,
Santa Cruz, Calif, 18,000 18,000

Total 1,211,400 28,000
Total, all districts 3,335,414 535,435

*Secured otherwise than by U, S. Government obligations,
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APPLICATIONS OF INDIVIDUALS, PARTNERSHIPS AND CORPORATIONS FOR TOANS
NOT GRANTED BY THE FEDERAL RESERVE BANKS IN 1933 TO OCTOBER Ste

Mumber of applications | Total number of [ Reasons for not granting loans applied for Amount of
eral not granted applications loans

eserve ! not granted, Paper Paper not Other declined
Basil- Oct, | Sept, Aog, Jamary 1 to not satisfactorily credit Jen, 1 to

1933 1933 1933 Oct, 31, 1933 eligidble secured available Oct, 31, 1933*

on 1 -— 1 $100,000
Yorl 83 6? M,OTH,ILOO
2delphia 6 L 55500
2land 3 15,000

mond 14,000
“hta g 680 ’ 900
ag0 468,950
Louis 15,000

zapolis 306, 000
s City 55,300

as 2¢,500
francisco 140, 000

Total 5,947,550

¥ipproximate; amounts sometimes not stated,

(B=gk0c)




. November i 1933. 5 o

The Calvin B, Taylor Banking Company
Brief Analysis of Agreement.

— o

Reduce par value of capital from $100 to $10 a share.
Increase the number of shares by 4500.

Offer such new shares of the par value of $10 a share - first,
to the present stockholders, and then to the depositors at $15 a share:

In order to provide a fund for the additional
protection of all the depositors in the said Institutions

Further agreement:

1. The depositors to transfer to the bank 25% of the
emount of their deposits:

"For the purpose of creating & Guarantee Fund for the
protection of the solvency"of the bank

and

"In order to at all times maintain such solvency."

The bank is authorized and empowered to use any part or all of
the said Guarantee Fund to replace any end all losses which it has in
the past suffered or which it may in the future suffer, whether on account
of losses in investments, depreciation in investments, uncollectibility of
any of its assets, or otherwise.

Hereby releasing or discharging said bank of and from all liability
for the repayment of said Guarantee Fund for any part thereof,

It is also provided that if at any time in the future the financial
condition of the bank shall warrant the repayment of the Guarantee Fund
in full or in part, then the Board of Directors of the bank, with the
consent of the Bank Commissioner of Maryland, shall repay to said depositors
ratably and in proportion to the amounts so'sed aside of their respective
deposits, all or any portion of said Guarantee Fund without interest.

A
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red for FRASER

Said Guarantee Fund shiall be considered as a Contingent Fund
for the prevention of any impaimment of the Capital Stock of said
bank within the meaningz of the laws of Maryland.

In the event of a consolidation, merger, reorganization, or
future liguidation of said institution, this fund shall be nreferred
over the capital stock in a distribution of the assets by sald
institution,

No dividend shall be paid on the capital stock until the Guarantee
Fund shall have been paid in full,

e ol 3l e ske e ol

In this case, if an account were set up in which the Guarantee
Fund is put down as a liability, the capital stock would be completely
wiped oute.

If this were a national bank under Revised Statute Section 5205,
if the bank did not make good this deficiency in capital stock W1th1n
three months by assessment won the stocicholders after receipt of
notice from the Comptroller, the Treasurer of the United States would
withhold in ferest upon all bonds held by him in trust for such
association upon notice from the Comptroller.

If any such association shall fail to pay up its capital stock,
and shall refuse to go into liquidstion as provided by law for
three months after receiving notice from the Comptroller, a receiver
may be appointed to close up the business of the association under the
provisions of Section 5234.

If this bank were a national bank, would it be possible for
the Comptroller to place a receiver in the bank and wind it uwp unier
such agreement as the above? Clearly not, for the Guarantee Fund,
at the most, is merely a contingent liability, and should not be set
up as a direct 1liability of the company.
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The isgue of Thomne smendnent notes to retire matwring obligmtions
does not increase cagh in the hands of the public. It merely sdds to
the excess ressrves in the danks jJust as would be the case were the
maturitios t0 be met in the oxdinary way by draft on Treasury balantes.

Under present conditions the issue of Thomas imendment notes
would have wfortwmate snd disedvantageous effocts bocuused

1. Ibds o mgte of mmmition. e power to dssue Thomas
Anendment notes is, from the point of view of public paychology, the
greatest inflitionary instrument in the President's hands. If used at
all, 1t should be reserveld for an emorgency in which nothing else would
suffice %0 reuch the objeative. Its use now in liou of milder devices
mum.'

2. 2% voudd e pdlic Siaanelnc ACSAGRSe e meturities
of interest bearing oblistions during the present fiscal yer ave
$221 millfons in September, 725 millions in Decamber, :nd $8500 millions
in laxch, & total of §l billions Newmoney must be rufsed in the wmowmnt
of spproximately $2 billions. The Troasury cen finance this progem
ot reasonably low rates of interust and also refund o considersdler
portion of the fourt 4 1/ds. 1f, however, mturities ave paid in
new monay could be raised only at considersbly increased interest chargos.

Z
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Thugs, there is apb t0 be no seving in interest to the Government and
the Govermient's credis, which has been cavefully bullit uwp by the
Administration, will be impaired. The wse of Thomas Amendment notes at
& time vhen clesrly the Treamuzy 48 in a position to comgete ite
financing progesn by nomal methods, probably will be intexpreted as the
initidation of & poliay Of extrems inflation,

3. ZLJAM.qReste 2 Jmye of speilation. The issus of Thomas
smendment notes will cause & speculative flight fwom the dollar into
forsign currencies and into commoditios and equities at home, thus
rigking a temporary spoculative and exaggerated rise in pricos, which,
in the 1ight of experience, would probably Do subject to a suiden and
darzing drope

25 50 stone If Thomas Amendument notes are issusd $o meet maturing
oblisations in September, thore will De inoreasing pressure t0 meet
subsoquent maturing oblizations in the sme way :nd then % issue Thomus
amoendment notes to meet the expenditures of the Goverrment. Such a polig
once started vould be politisally very difficult to stop.

8. Desixed resulia aar be chtained vAtiouh contzole Open maricet
operations to the extent engaged in will have the effect of pubting oud
cagh in Governments and incrousing excess reserves, thus tending o
suppors o more even rise in prices, without the 11l effects descrided
in Paragraph 3. ‘mmmwmuwoﬁu
control, if evemts move rapidly, by memns of selling Govermmentss
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6« Whatever advantage the United States now has by reason of
the deprecistion of the dollarin tems of sterling and gold might be
Jeopardized in the ovent that the issue of Thomas Auenduent notes and
the threat of further inflation here should praupt other countries to
adopt offsetiing steps whether trade embargoes or currengy depreciation.
This thought will be developed further in another memorsndume

7 L rotard the roviv
Pemanent noovur in large measure rests upon the availlability of
money for long time comuitments, particularly in the basic heavy
industries. The issue of Thomas imendment notes probably would be
construed to be & policy of extreme inflution which would further retard
long time investments in the capital industries.

8. Ipoil) invite o sharp division of opinion. Public opinion
today is wmited in an effort to cooperate fully with the President in
his program of recovery, The issue of Thomas Amendment notes, howsver,
with ite implication of an extreme inflationary poligy, would arouse
those who believe in a more comservative policy., Thus, opinion now
conselidated might be divided and the President and the whole recovery
program might be subjected to opposition and oriticism hitherto in
large measure absent,

LD:AB
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To Governor Black Auvgust 26, 1933,
From Mr. Gardner.

Brief Abstract.

Monetary policy has taken the form of persuading the public that
the currency can be depreciated, and that the instruments will be
employed, if necessary, to bring about recovery of prices.

The objects of raising prices were:

1. To bring them into line with the debt structure
inherited fram a period of higher values, and

2. To restore the profits of agricultural and
industrial enterprise, thereby leading to the re-
employment of labor.

Once these objectives were achieved, the aim would be to hold the
purchasing power of the dollar stable, but the immediate objective was
to raise prices.

The initial stages of this monetary policy have been effective.
The powers of currency issue and devaluation convinced the public that

cash holdings are no longer immune from loss. People who had: been
anticipating falling prices, and had turned to cash as the one safe
haven, suddenly began fto spend. Prices responded with vigor in the
organized markets,

In the economic system as a whole, however, there was slack in
the form of idle plant and wnemployed labor, and generzl prices were
slow %o move,

To spread the effects of the recovery, emphasis was shifted to the
N.R.A.

At the present time, there is uncertainty as to how far the N.R.A.
will affect the economic life of the country, particularly in agriculture
and prices in the organized markets which have shown some tendency to
subside,

This situation has led to a demand that the President should use
his monetary powers.

Hitherto the vague threat has been sufficient.

The only real action has come from the Federal reserve open market
Operations‘

VOLUME 248
PAGE 61
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As ageinst this renewed demand for inflation, J.P.W.'s memorandum
of August 20th, 1933, urges the desirability of reestablishing
confidence in the currency.

He would introduce the mild form of exchange "steadying' which was
rejected by the President last June, and he would assure the public
that there would be no experiments in the future with a commodity dollar.
The chief advantage of restored confidence in the currency would be a
greater willingness to enter into the long-termm contracts essential
to the conduct of modern business.

It might well be argued that the domestic recovery has reached a
point where all that is now required is loosening up of the capital
markets, and that assurance as to the future of the currency was the
requisite first step.

JePelWl., however, throws chief emphasis wpon the necessity of
establishing some orderly relationship to the British Bmpire and to
Europe generally.

He fears that without this America would be further isolated from

the world and would fail to get the support that might come from a common
advance,

It is hard for the writer to get excited about eliminating
speculation from the exchange market. Had we taken that course last June,
stating openly there was to be no interruption to our domestic program,
the step might have relaxed the tenseness in the gold standard countries
and have enabled the work of the London Conference to proceed,

It probably could not have proceeded far, however, and the Conference
is now out of the picture until basic conditions become more settled.

The gold standard count ries have found that they can shift for
themselves. Theyare not threatened as much as they thought by inflation

in America. England, too, appears to be content to play her usual
waiting game.

If any worthwhile program could be worked out with England, - or
more broadly, with, the sterling group - for an attack on the still
unsatisfactory economic situation, a policy of exchange steadying might
well be an element in the program. The present Tory Government of
England has set its face against the public works program, and the
Bank of England can do little more than to continue keeping the short-

vemm money market flooded with funds and gilt-edged securities high in
price.

The writer, therefore, can not get excited about a program of
exchange steadying at this juncture.

There could be no objection to the Federal Reserve Bank of New York




quietly trying its hand at moderating exchange movements when it is
given permission so to do. The effects should be beneficial, though
not of major importance.

The same must be said of open market operations taken by
themselves. They have no power to rectify the industrial situation.
When banks are already plentifully supplied with funds for which they
can not find satisfactory borrowers, increasing their funds still
further will not make them lend.

The present potency of our open-merket operations lies not so
much in their quantitative influence as in their indication as to the
drift of administration policy.

Large purchases are taken as a promise that the Government
intends to inflate; a dwindling of purchases as an indication that the
interest of the adminigtration has turned elsewhere.

If the administration forswears the use of its most forceful
inflationary weapons, namely, paper currency issues and devaluation,
the response of the public to open market operations may become slight
as in the gold standard years.

Desirable that preparations should be maie for the future
return to the gold standard. The program devel oped at the London
Conference and further elaborated by J.P.W. looks in the right direction.

The gold standard would be strengthened by confining gold to
the circle of central banks, and by freeing reserves now impounded by
law for use internationally.

A better direct control by central banks should be established
both over international and domestic capital markets - perhaps the
greatest potential upsetiing factors in the flow of income. These
powers, together with the more conventional weapons of a central bank,
can perhaps be used more consciously than ever before in the int erest
of preserving economic equilibrium.

Impossible to give any assurance, however, of stability through
central bank action, or through anymonstary means.

In pointing out the crudities of the commodity dollar and the
variable gold dollar, we must be careful not to imply that the ends
sought, through the devices can be obtained by the more refined and tested

, device of central bank action,

We must frankly point out that only through control of all the
processes of production and consumption of goods could any assurance of
general price stability be given. It is not possibdle of achievement by monegary
means alone,




This inability to achieve any definitely predictable result
through more tary action, and the fact that we have pretty much shot
our bolt already as far as easy money is concerned, leaves us without
any very significant new contribution to malke at the present time.

We must follow the general lines of administration policy in our
open market operations, but no great independent significance will
attach to them.

The work of cleaning up the benking structure is of supreme
importance, but is rather a matter of individual situations than general
credit p olicy,.

Once things are under way, our problem will be greater. If a
runawey currency inflation reelly begins to threaten, if the price
objectives of the administration are reached and passed, and the
movement is getting out of hand, then a series of moves will be
necessary, — a reversal of Federal reserve open-market policy and
ammouncement of dollar stabilization measures by the Presidente.

The first of these moves will be impossible if we are not free
to sell the short-temm Treasuries we have purchased, and that freedom
will depend upon whether or not the revenues of the Government are
by that time sufficient to cover the ordinary expenses. This in tum
will depend upon the success of measures taken now.

Federal reserve sale of securities may have to be extraordinarily
heavy because of the excess reserves now being accumulated by member
banks, the potentially available currency in hoards, and the present
unutilized power of national bank note issue. The problem will only
be complicated further if devaluation of the dollar meanwhile takes
place at a rate such as to attract gold from abroad, and swell excess
member bank reserves without adding correspondingly to the open-market
ammunition of the Federal reserve.

Devaluation of thischaracter really would bring about the collapse
of the gold standard countries, - something that mere speuclative
depreciation of the dollar can not do.

The instrument of full legal devaluation is ore that should not
be employed until we are ready to return to gold after a period of
de facto stabilization,

Until that time the mere suggestion from official sources that
develuation will occur and will be of such and such magnitude, should
be a sufficient use of this weapon.

JoPeW. and J.H.R. both suggest the use of alterations in the
price of gold as a pemanent method of long-run control over commodity
pricess The influence on commodity prices of such a device is remote




and uncertain, but if gzold should be confined to central bank reserves,
changes in the price of gold by international agreement might be
employed t0 maris central bank reserws wp or down and thus adapt them
better to a developing world situation.

The fact that gold could be obtained from a central bank only
for export to other central banks, and that there would be no
speculative advantage in making such transfers in view of the international
uniformity of the agreement, would prevent speculative raids on central
banks while the change was under discussion. This would not be the case
if a single country should attempt such alterationse




occurred to

is out of
TEeCOVETY .
- =N

thodox and i 3te, but as I ob-

of unemployment

agree that unemployment must
here must be an encouragement of industrial production and
not currently consumed
of unemployment
engaged in the production ¢ hat is known as durable goods,

recovery depends on the restoration of activit n these indusiries.
atio far as it can be done by Government
to undertake public works on as large a scale as conditions

building activity where building is desirable, and to encoursge

of equipment by one means or another. All of these things

incurred at a mach

indebtedness is not only t heavy b » dischrged at the present




1arces
lial u{ -

aw materials

xes andeontrol

been brou




under =

oo

Yy 01l

anking measures

ng 8 are expected to contribute

hment of public confidence in banks; the return of

power to individuals and concerns

up of their deposits in closed

Unanimity on fundamentals

Differences of opi

relate for the most p=
desired
machinery.
summarized by em-

debtors; the reestablishment of better price rela-

tionships, and the restoration of confidence in banks, but also as to the

general means that can be employed to bring about the desired

results.
while to point out these fundamental ele-
gl unanimity, because newspapers

readers are

sagreements = fundamental har-

: WY : Rpglo o TRl Tl e e R
.Z:l-I’E':ViL.‘-.lF} anda Cl nta 3 the greacestu

R

1istration's efforts to about recovery

litical and economic system

¥ wZlll e

Ped for FRASER




S AR
i,

zed for FRASER

® @ See flu

(Copy)
Sept. 18, 1933,
The Federal Rescrve Board
Deferred Certificates issued

Mr. Wingfield, Assistant Counsel. to depositors in connection with re-

organization of State banks in Illinois.

On September 11 and 12, 1933, the Auditor of Public Accounts of the
State of Illinois and his assistants conferred with members of the Board
and the Board's staff with reference to whether certain deferred certificates
of deposit (the provisions of which are described in deiail hereafter) issued
to depositors in connection with the reorganization of State banks in the
State of Ijlincis represent liabilities of the bank, and requested a reconsid-
eration of rulings heretofore made by the Board in comparable circumstances.
The Auditor advised that numercus I}linois State banks had been

reorganized under a plan involving the issuanee of such deferred certifi-
cates to depositore and, in view of the ruling made by the Board in connec-
tion with an application of one of these banks for membership that the capital
of the bank was impaired by the liability to pay such certificates snd the
benk was accordingly ineligible for admission to menmbership, he desired a
recongideration of the question and suggestions as to what might be done in
order to eliminate the legal objection to the admiesion of such banks to
membership, It was su gested that it might be possible for such benks to
gein admission to the Pederal Deposit Insurance Gorporastion and obtain an
insurance of their deposits until July 1, 1936, even though such banks
at thie time are not eligible for admission to membership in the Federal
Reserve System, and that, prior to July 1, 1936, when nonmember banks are

no longer eligible for the benerits of insurance, means might be worked

out for eliminating the liability of each of such banks for the payment

228
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Memo to Board = 2

of the deferred certificates, It was agreed that the Auditor

would teke up with the Deposit Insurance Corporation the gquestion

of the admission of such banke to the benefites of that Cerporation.
The Auditor further pointed out that plans had been perfect-

ed for the reopening of certain State banks on the basis of the issu-

ance of deferred certificates, that some of these banks are members

of the Federal Reserve System, and that the Federal Reserve Agent at the

Federal Reserve Bank of St. Louis is unwilling to recommend that the

Secretary of the Treasury issue a license to such banks in view of the

impairment of their capital which would be caused by the liebility on

the proposed deferred certificates. It was requested that the Board

give careful consideration to the provisions of the certificeates which

it is proposed will be issued in these cases and advise whether, under

such provisions, there is any l#ability on the bank to repay the amount

represented by the certificates, The deferred certificates used in the

case of the State Bank of Collinsville, Collinsville, Illinois, one of

the member banks, has been furnished by the Auditor for the Board's con-

sideration.

Obligation of Bank to pay deferred certificates.

The papers which have been furnished in this case are (1) a
copy of the depositor's agreement with the bank end (2) a copy of the
certificate issued by the bank to the depositor executing the agree~

ment. The depositor's agreemsnt contains the following provisions:
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*The undersigned, s a depositor in the
State Bank of Collinsville, in consideration of the execution
of like agreements on the part of other depositors of said bank,
does hereby covenant and agree to keep on deposit with said bank,
and/or does hereby waive, surrender and release said bank from
payment of fifty per cent of the amount standing to (his, her,its)
credit on the books of said bank at the close of business, March
3, 1933, * ®* * hereby waiving all right to ask or demand said sum
of money, and agreeing to accept in lieu of nt in cash and
as evidence of said sum waived a deferred certificate and?or a
certificate of beneficial interest issued by said bank for like
amount, payable out of the future recoveries on segregated assets

and the net profits of the bank, and before any dividend or returns
of any kind, or character are paysble to the stockhelders."

This agreement is signed by the depositor and accepted by the bank
through an authorized officer.

The certificate issued by the bank to each depositor executing the
agreement referred to above contains the following provisions:

*"Thie certifies that hereinafter designat-
ed 'Certificate Holder' has, * * * transferred and assigned to
said Bank of the amount of money which the above
mentionod Certificate Holder had on deposit in said Bank at the
close of the business of said Bank on March 4th, 1933, and that in
consideration of said assignment seid Bank has agreed, and hereby
agrees, to pay the above mentioned smount to said Certificate Hold-
er, but without priority over other depositors who have executed
like assignments, in current funds solely out of the future net
profits of said Bank, if and when such future net profits are earned
(Net future profits are operating profits plus recoveries, less
charge-offs and proper provision for reserves), and in all events
before dividends to the stockholders of said benk are paid.

"It is agreed that in the event of voluntary or involuntary
liquidation of the assets of the 9 » Illinois, by
the appointment of a recelver or otherwise, or in the event that said
Bank shall discontinue carrying on the business of a Bank, or shall
merge or consolidate with or transfer all or a major portion of its
assets to another banking institution at any time prior to the payment
of the above mentioncd amount, the holder of this certificate shall
be entilled to share in the proceeds of such liquidation, sale, mer-
ger or consolidation only after all liabilities of said Bank to its de-
positors and creditors shall have been paid or provided for, but in any
event the holder hereof shall be entitl-d to priority over any of the
stockholders of said Bank."

This certificate is issued by the bank through its duly authorized offi-
cer.

zed for FRASER
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It will be noted thet the egreement and the certificate refer to

the peyment of such certificate out of future recoveries and net profite
of the benk end also further provide that, in the event of liquidation,
merger, consolidation, or transfer of assets, the certificate holders,
after payment of unweived deposits claims of end other creditors of the
bank, have priority of psyment over any of the stockholders of the bank,
In these circumstences, it is apperent thet the bank hes entered into &
binding agreement to pay such certificetes at some time and thet, if it
is pleced in liquidation or involved in & merger or comsolidetion prior
to the payment of such certificates, it must pay such certificates out
of eny essets on hend after payment of non-weiving depositors and credi-
tors. Such peyment must be mede in event of liquidation regerdless of
whether the essets are derived from esrnings or recoveries of the bank
efter the issuance of the certificates or are derived from assets in
the bank at the time of the issuance of the certificates over end ebove
the amount of claims of non-waiving depositors or creditors.

It also mey be observed thet these certificetes arise out
of egreements between the bank and its depositors, end thet it is cleer-
ly the intent of such agreements thet the depositors volunterily suthore
ize the bank to defer the immediate payment of their lawful cleims
ageinst the bank end, in consideration thereof, the benk egrees definite-
ly to pey such cleims at some future time out of eny sssets remaining

efter non-waiving depositors and creditors are paid. It seems clear,

therefore, thet the depositors executing such agreements end accept-

ing such deferred certificetes do not release the bank from
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its liebility to pey their cleims es depositors but merely defer the
time when such claims may be peid. Accordingly, there does not appear
to be eny legel difference as to the lisbility of the bank for the
payment of such deferred cleaims and the liebility of the bank to pay
eny deposit., The only difference between the two classes of cleims is
one of time of payment end of preference of payment in the event of
liquidation, end it scems epperent thet these differences do not jus=-
tify e conclusion thet there is no liebility on the bank for the pay-
ment of the deferred certificates above referred to.
The counsel for the Auditor of Public Accounts hes suggested
that the stockholders of the benk have suthorized the bamnk to act
merely es agent in distributing future recoveries and earnings, to which
the stockholders would normally be entitled, to deferred certificate hol=-
ders and thet, accordingly, the liability for the peyment of such
deferred certificates is on the stockholders of the bank rather then
the bank iteelf. It does not eppear how this cen be true, on the basis
of the facts involved in the cese presented, when the stockholders of
the bank are not parties to any of the agreements executed, but such
agreements are executed between the bank itself end the depositors

thersof, It may e2lso be noted that there does not eppear to be any

wey in which & stockholder can relieve the bank from ite liebility

to pey the cleims of depocitors but thet the benk cen only be relieved
of such liebility by the egreement of the depositor. £4s noted above,
the depositors here involved heve not relieved the bank of the lia-
bility to pay their deposits but have merely entered into agreements
with the benk, permitting the bank to defer the time of payment of

such claims,
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In view of these facts, end after a careful consideration of
this maetter, I em clearly of the opinion that the State Bank of
Collinsville or any other bank issuing certificates similer to those
described sbove, would itself have a liebility for the payment of such

certificates,

EFFECT ON APPLICATIONS FOR MEMBERSHIP AND MEMBER BANKS.
Under the provisions of Section 9 of the Federal Reserve Act,
a State bank mey not be admitted to membership in the Federal Reserve
System unless its capital stock is unimpeired. £Accordingly, a bank
which has a liebility for the payment of deferred certificates of the

kind described sbove sufficient to impair its capitel, would not be

eligible for membership in the Federal Reserve System, It is under~-
stood that the State Bank of Collinsville proposes to issue deferred
certificates to its depositors in the amount of approximately $200,000,

the liebility on which would be sufficient to impair end possibly

wipe out the bank's capital stock of $100,000.

In these circumstances, if the benk were applying for ad-
mission to membership in the Federal Reserve System, it would not be
eligible for admission. However, as noted sbove, the State Bank of
Collinsville is already = member and the question presented in this
particular cese is whether the Secretary of the Tressury, upon the
recommendation of the Federal Reserve Bank of St. Louis, should issue
e license to the bank to reopen es a member benk. In view of the

Boerd's rulinge with regard to the liability of banks for payment of




deferred certificates such as those described above, the Federal Reserve
Agent st St. Louis is unwilling to recommend that the Secretary of the
Treasury issue a license in this case. In this connection.it may be
noted that, if the bank were licensed to reopen with an impaired
capital , the Board might, if it deemed it advisable, institute appro-
priate proceedings to require the bank to repair ite cepital and, upon
failure to do so, expel it from nembership in the Federal Reserve
Svetem. In these circumstences, of course, it would not seem adviesable

for the bank to be licensed ss a member banke. There would seem to be

two possible weys thru which the bank might be reopened:

(1) = Such bark might voluntarily withdraw from member-

ghip in the Federal Reserve System, and with the approval of the
Auditor of Public Accounte of Illinois, reopen as a nonmember bank.
If this were done, the bank could aspply for readmission to membership
in the System after it had eliminated the 1iability on the deferred
certificates.

(2) = The bank could transfer to trustees, ®r the
benefit of the depositors holding deferred certificates, the c harged
off assets of the bank and, with theconsent of such depositors, ex-
change certificates iessued by such trustees upon which the bank would
have no liability for the deferred certificates now held by the de-
positors upon which the bank has a liability. If this were done, the

new certificates would give the depositors a pro rata interest in the

zed for FRASER
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recoveries made on the charged off assets held by the trustees. If
deemed advisable, agreements might also be obtained from the stock-
holders of the bank that they would turn over to the trustees any
dividends received from the bank on their stock for the benefit of
holders of certificates issued by the trustees until all of such cer-
tificates are peaid.

The advisability of a benk obteining agreements of the
kind just referred to from its stockholders would seem to be very
questionable, since it is apparent thet, in & case of this kind, eny
dividends on the stock of the bank will be for the benefit of deferred
certificate holders for a considereble period of time and that, for
such period, the bank's stock will have little, if any, value from
the stendpoint of earnings of the bank and, eccordingly, will not be
marketeble. On such a besis, it is doubtful whether the people of a
commmity will retain confidence in a bank so as to enable it to mein-
tein or increesse its deposits in competition with other benking insti-
tutions., It elso would seem that, in eny cese of & reorgenizetion of
e bank where the stockholders have done everything possible to dis-
cherge their obligation to the bank and to save the depositors from
lose, the depositors are not equitably entitled to eny future earnings
of the bank. However, there mey be circumstences, where the stock-
holders heve not fully discharged their obligetion end the depositors
have already egreed to & plen of reorgenizetion end accepted the obliga-

tion of the bank to conserve future net earnings for the benefit of

waiving depositors until their claims are seatisfied, which would justify




e
the execution of agreements by stockholders to turn over any dividends
on their stock to such waiving depoeitors, in lieu of the agreement of
the bank itself to conserve earnings for the benefit of the waiving
depositors.

There is sttached for the Board's consideration a dreft of
a letter to the Auditor of Public Accounts of Illinois advising him of
the Board's views with regard to the liability of the bank on the
deferred certificates issued by the bank and described above and con-
taining the suggestions outlined with regard to the action the bank
might teke to eliminate the difficulties involved. It is suggested that
a copy of such letter be forwarded to ell of the Federal Reserve Agents
for their information.

MISLEADING STATEMENTS.

It is understood that the Illinois banking authorities do not
contemplate that the liability of a bank f or the payment of deferred
certificates will be shown in the published statements of the bank, and,
accordingly, such a statement will not itself indicate any impairment
of the bank's capital. It seems clear that a statement of this kind
would not show the true liabilities of the bank and would be misleading.

It is proposed that each such statement shall be accompanied by a foot

note that "The bank has outstanding $ face amount of de-

ferred certificates, payable solely out of future net profite, if and when
such net profits are earned * # # representing contributions to the bank
and subordinated to all deposit and creditor liabilities but payable be-

fore any distribution to stockholders as such", It has also been sug-




gested that certificates of stock of any bank having d eferred certi=-
ficates outstanding be stamped with information showing that such
certificates have a priority over stockholdere in distribution of
assets of the bank., It is doubtful whether such a foot note to the

published statement of the bank or such a stamp on the stock cer-

tificates of the bank would eliminate the misapprehension which might

be caused by the bank's statement itself, and such explanstione would
not seem to justify the publication of a misleading statement by the
bank on which innocent parties might rely.

BOARD'S ACTION ON CASES INVOLVING COMPARABLE
CIRCUMSTANCES.

The Board has had occasion to consider in a number of in-
etances circumstances comparable with those involved in the proposed
issuance of deferred certificates referred to above, and in each such
case has ruled that the benk had a liability for the payment of the

claime similar to those of such deferred certificate holders.

POCOMOKE CITY CASE.

This question firest arose in connection with a proposed
reduction of capital of the Citizens National Bank of Poccmoke City,

Maryland, In connection with this reduction, it was proposed that
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waiving depoeitors should accept, in lieu of their deposit
claims, in an eggregate amount of $135,000, preferred stock
with a par value of $40,000, to be retired at $135,000,
Provision was made that such preferred stock would be re-
tired out of future earnings, and, in the event of the
liquidation, was peyable after claims of depositors and other
creditore had been satisfied but before any distribution to
common stockholders, in the aggregate amount of $135,000.

Since the waiver of deposits, except as to the amount of the

par value of the preferred stock, was to be used to c harge

off losses, it was proposed that the preferred stock would

be carried on the books and published stetements of the bank
at only ite aggregate par value of $40,000, After careful
consideration of thie case, the Board took the position that
the bank had a liability for the payment of the aggregate
retirement price of the preferred stock of $135,000, result=-
ing in an impairment and almost an entire elimination of its
capital. In the circumstences, the Board declined to approve
the proposed reduction in the ecapital stock of the Citizens
National Bank of Pocomocke City, which waes a part of a plan of
reorganization of that bank., The Comptroller of the Currency

was advised of the Board's action in this case on May 3, 1933.
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PATAPSCO NATIONAL BANK CASE.

Soon after disposing of this case, The Board considered an appli=
cation for the reduction of the capitael stock of the Patapsco Netional
Benk of Ellicott City, Maryland, in which circumstences substantially sime=
ilar to those involved in the Poocomoke City case were involved. In a letter
of May 18, 1933, the Board advised the Comptroller of the Currency that it
could not properly spprove the proposed reduction in the capital stock
of the Patapsco National Bank for substantially the same reasons as were in-
volved in its decision in the Pocomoke City case. The Comptroller then re-

quested the Board to reconsider the decision it had reached in the case of

the Petepsco Nationael Banke The Hoard gave & careful reconsideration to

the facts involved in the case, and on June 2, 1933, advised the Comptroller
that it did not feel that it could properly epprove the proposed reduction
under the plan submittede

on June 20, 1933, copies of the Board's rulings in the Pocomoke City
end Patepsco cases were forwarded to all of the Federal reserve agents for
their informetion. I also understand that as a result of these rulings the
Comptroller of the Currency no longer authorizes the issuance of preferred
stock by national banks which is retirable at a premium.

FARMERS STATE BANK OF CHADWICK CASE.

On June 28, 1933, the Board received an application for membership
in the Federsl Reserve System from the Farmers State Bank of Chadwick,

T1linoise It appeared that the bank had obtained agreements from its de=
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positors whereby 25 per cent of their deposits were assigned to the bank and
used to eliminate criticized assets. The bank delivered to each such
depositor a deferred certificete of deposit which wes to be retired out
of earnings of the bank, and, in the event of liquidation, was to be paid
after claims of depositors and other creditors had been satisfied but be-
fore eny distribution to stockholders. On August 14, 1933, the Board ruled
that, since the lisbility for the payment of such deferred certificetes was
sufficient to impair the capital stock of the Fermers State Bank of Chedwick,
such bank, under the law, was not eligible for admission to membership
in the Federal Reserve System.

On August 14, 1933, a copy of the Loard's ruling in this case was
forwarded to all of the Federal Reserve Agents for their informstion,

BANK OF EDWARDSVILLE CASE.

On June 30, 1933, the Board spproved the application of the Benk
of Edwerdsville, Illinois, for admission to membership in the Federal Re-
serve System on condition thet the stockholders would reise $150,000 to
eliminate losses. It later developed that the bank proposed to issue to
such stockholders deferred certificates in the smount of $150,000 which

would entitle contributing stockholders to the repayment of their contri-

butions out of earnings of the bank, and, in the event of liquidation,

after satisfaction of claims of depositors and other creditors, to payment

out of any remaining assets of the bank before any distribution to stock-
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holders. The Federal Reserve Agent at St. Louis raised an objection to this
proposed procedure and after further consideration the bank decided not to
issue such deferred certificates in the amount of $1560,000. However, the
bank desired to issue certificates of this kind in the amount of approximate-
ly #11,500, since it appeared impossible to obtain contributions from cer-
tain stockholders and it was necessayy for other stockholdérs to contribute
more than their share in this amount. It appeared that the issuance of de=-
ferred certificates in the amount of approximately ¥11,500 would not re-
sult in en impairment of the bank's capital, and on July 8, 1933, the Board
permitted the bank to issue deferred certificates in an amount not exceed=-
ing ¥11,500 on the condition that such amount be shown on the bank's books
and all published statements as a direct liability of the institution and
with the understanding that when this had been done the bank's cepital and
surplus would remain unimpaired.

LETTER TO GOVERNOR WHITE.

In a letter of August 21, 1933, addressed to the Governor of the
State of Ohio in comnection with ceses where banks had obteined agreements
from their depositors restricting to some extent their right of withdraw=-
al of their deposits, the Board advised the Governor of Chio that in some
cases it had been found thet although depositors waived their right to de-
mand immediate payment of their deposits the bank remained liable to repay

such deposits at some future time and, when such liability was teken into con=-

sideration the bank's capital wes impaired or wiped out. The Board further
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seid that "™in such cases, of course, the bank was not eligible for member=

ship in the Federsl Reserve System".

MARYLAND FPLAN.

On August 7, 1933, the Boerd received a request from the Assist-
ant Federal Reserve Agent at Richmond for advice regarding the eligibil=-
ity for membership of a bank reorgenized under a plan of reorganization
submitted by the Bank Commissioner of the State of Merylend. It appeared
thet depositors would waive part of their deposits and receive in re=
turn certificates of beneficial interest which would be preferred to all
cleims of stockholders and would be paysble from the recovery in charged
off assets and from such part of the earnings of the bank as the board of
directors, with the approval of the Bank Commissioner, might determine.
It eppeared that these certificates would be direct liabilities of the
benk but would be cerried on its books in the nominal amount of §1¢00.

On August 22, 1933, the Board referred the Federal Reserve Agent at Rich=
mond to the statement contained in its letter of August 14, 1933, with
regerd to the eligibility for membership of the Fermers State Benk of
Chadwick, Illinois,referred to above, as containing a clear description
of the Board's position with regard to ceses of this kind. In other
words, the Board advised that in cases where the liability for the pay-
ment of such deferred certificeates is sufficient in amount to impeir

the capital of the bank such bank is not eligible for admission to

membership under the provisions of the Federal Reserve Act.
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ILLINOIS PLAl.

On August 30, 1933, the Board addressed a telegram to the Federal
Reserve Agent at St. Louis with regard to the plan used for the reorgan-
ization of State banks in Illinois whereby deferred certificates are issued
to depositors of the bank who waive the right to withdraw immediately a
part of their deposits, such certificates being payable out of earnings
of the bank and, in the event of liquidation, before any distribution of
assets to stockholders. It appeared that such certifiicates would be
carried in the bank's statements in the nominal esmount of $1.00, In this
connection, the Board called attention to its action in the case of the
Parmers State Bank of Chadwick, Illinois, and stated that the principles
involved in the Board's decision in that case were applicable to the faects
involved in the Illinois plan described above.

Tt will be seen therefore, that in each case which has been

presented to the Board involving circumstances compareble to those in-

volved in the plan of reorganization of the State Bank of Collinsville,
Collinsville, Illinois, the Board has consistently taken the position
that the deferred certificates or similar documents represented a liabil-
ity of the bank involved and, when the question of eligibility for ad-
mission to membership was involved, that where such liability was in

gufficient amount to impair the bank's capital stock such bank was not

eligible for admission to membership in the Federal Reserve System.
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October 53,1833,

Purchase by Federal Reserve
Banks of Obligations of Recomstruection
Nr, Wyatt, Gemeral Counsel. Finance Corporatione

Governor Black

You have requested an opinion on the question whether the Fode
mmwwm.MMI.MuoﬁnMom-
gations issued by the Reconstruction Finance Corporation pursuent to the
pmumdwaiwmmmmmcmomtnutq-
proved July 21, 1982.
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While the guﬁnlautuuulyfmmm.lqdm
Mumtmruuummmmu&mmumm
mmtmﬂmm-m Corporation and that they are spe-
cifically forbidden to do 80

J18CUSSION

M&n’d&WMhﬂﬂum.ﬂﬁw
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bentures, bonds or other sush obligations, specifically provides that:

“Such obl jons shall not be eligible for discount or
p-dnnu:wro‘m.lmhnh‘
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to purochese such obligations.

I kmow of no act of Congress repealing, amending or superseding the
muuwmﬁmhmuuuﬁnuuwm
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by the following provision of Eection 43 of the Act of May 12, 1935, come

monly known as the "Thomas Amendment™s

"Seos 45. Whenever the President finds, upon investige-
tion, that (1) the foreign commerce of the United States is ade
versely affected by remson of the depreciation in the value of
the currency of any other government or govermments in relation
to the present standard value of gold, or (2) action under this seo-
unumhmungn.ummmumpﬂw
of curremcy issues of the United States, or (3) an economio emere
gency requires an expansion of credit, or (4) sn expansion of
eredit is necessary to secure by internationsl agreement a
stabilization at proper levels of the curremecies of various
governments, the President is authorised, in his diseretiones

'(a)!oﬁmtmhcmorthrmmhmnm
agreements with the several Federal Reserve banks and with the
mmmmuurﬂmmm
it is hereby authorized to, notwl 0;:1:;-‘

t pe ] reserve
&Eumﬁaqﬁi.lﬂ%m. to
law, throughout specified periods, oyu-ﬂ%%
ﬂpﬁmdmﬂummmw-r ons in which

is the ority s

or an period or iods

nmmun-ummmumo:mmt::’mu
Government in uqm:o sun of §3,000,000,000 in addition to
those they may then unless prior to the tersinmation of such
period or periods the Secretary shall comsent to their sale, & & s*

:tuuummm-wmmnmmmmmw

Federal reserve banks, under certein conditions snd subject to certain limite
stions and restrictions, of obligations of “eorporations im which the United
States is the majority stoekholder", Inssmuch as the United States owns
mamm«mmunmmmuu.mmn
ariges: (s)mthnmhwmthmumm:muh
to purchase obligations of the kecomstrustion Finance Corporation when the
wnmmm-mmmn&mrwm
mmmummnnnwmrmummnummn
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authorises the Federal reserve banks to enter into agreements to conduct
open market operations only in obligations of the United States and in

such corporate obligstions as they were previously authorized to deal in
"sursusnt to existing lew" < « 8.g., obligations of the Federal land banks
and the Federal intermediate credit banks, of which the United States is &
majority stockholder and whose obligations the Federal reserve banks were
previously suthorized to purchase “pursuant to existing law”, when they had
maturities not exceeding six months.

PRESUMPTION AGAINST IMPLIED REPEALS
In order to construe Seotion 43 of the Aet of May 12, 1833, as authore

ising the purchase by the Federal reserve banks of obligations of the Recone
struction Finanee Corporation, it would be necessary to hold that the general
langusge quoted above repsals by implication the very specific language of
the Hecomstruction Finance Corporation Aet forbidding Federal reserve benks
to purchase such obligations; and such a construction would violate certain
woll settled rules of statutory comstruction,

The presunption is always ageinst an intention to repeal a statute
by implication; and a statute will not be construed as repealing an earlier
statute by implication unless it clearly appesrs that it was the intentiof
Congress to repeal the earlier statute or to emact a new law in place of the
old. DBookbinder ve United States (C.C.A.), 287 Fed. 790,792 See also

Summers ve Ateheson 1. & BeF, Railway, 2 Fed. (24) 717, 720; Stevens ve
m’ 208 Fed. 209, 215,
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This rule is especially epplicable to a situation such as that
we have here in which the guestion arises whether a later statute ex~
pressed in general terms was intended to repeal by implication an earlier
statute stated in specific terms. The fact that the earlier statute is spe-
cific ersates en additional presumption that it was not intended to be re-
pealed by the later statute in the absence of express words to that effect)
and the earlier specific statute should be construed as remaining in foree
a8 an exception to the genersl rule stated in the later statute, unless it
is manifestly impossible to reach the comoclusion that Congress intended

such & result. Hodgers ve. United Etates, 1656 U.S. 83. See also Eastern
Extension, 4. & Co Tolegraph Co. velnited States, 251 U.5. 326,

It might be contended that the wards “notwithstending any proe
visions of law or rules axd regulations to the contrary” evidence an
intention to repesl any provisions of law which might limit the exereise
of the broad powers conferred by Section 43) but the words "pursuant to
existing law", which appear in clause (1), indicate equally as clearly
an intent to preserve the provisions of existing law in so far as the
open market operations desoribed in olause (1) are concerned.

THE LEGISLATIVE HISTORY OF THIS QUESTION.

The legislative history of the Reconstrustion Finance Corpora-
tion Aet greatly strengthems the presumption sgainst an implied repeal,
The original bill which later beoame the Kecomstrustion Finance Corpore
ation Act contained a provision expressly making obligations of the Re-
o.lm“mtbmu eligible for discount and purchase by
Federal reserve banksj but, after considerable legislative maneuvering,
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"gection 18a of the Federal Keserve Aot is wended
by add'ng after the words: 'Provided, That notes, drafts,
and bills of exchange with maturities in excess of six months
shall not be eligible as & basis for the issuance of Federal-
reserve notes unless secured by warehouse receipts or other
such negotisble documents conveying and securing title to readi-
1y marketable staple sgricul tural products or by chattel
mortgage upon live stook whioh is being fatteved for market'
the words 'mor shall notes, drafts, and bills of e
gured or recons on 80 © 0

"gubsection (f) of Section 14 of the Federal Heserve
Act is smerded to read as followss

"17o purchase and sell in the open market, either
from or to domestic banks, firms, corporations, or
individuals, scceptances of Federsl intermediate credit
banke and of national sgricultural credit corporations,

and reconstruction bonds issued under the rovisions of the
1082, shaever the Yedsral Teaerve Toard Shall

M“ﬂw“hﬂluﬁoﬂmdmlm.thomm
mwm“-mo\mﬂoﬂntmwum
of Semator Bulkley and the third parsgreph by an amendment of Semator
Walootbs (Congressions) Hecord, 72nd Congress, lst Sessiem, Vele 75,
part 2, page 1489 and page 1480, respectively).

By snother amendment of Semator Bulkley the following sentence
was inserted at the end of Section 93

"Such obligations shall not be eligible for dise
count or purchase by any Federal Reserve Bank."

(Congressionsl Record, 72nd Congress, lst Session, vole 76, page 1489)
This is the wording which appeared in the Eecomstrustion Finance
Corporation ict as finally enacted.



ol -

Purthernore, although a limited search has Pailed to reveal axy
printed bill or committes report disclosing the fact, the files of this
m-ommt,mnmmlmdmmmumuu
provide for direct loans by Federal reserve banks to State banks and trust
companies in certain cases" which later became the Aot of Marech 24, 1933,
m’nau.thoumuutidurlmﬂrmu'lmumun-
cently as March 14, lm.am-mmﬂuhnmu
the Emergency Banking Ast of Mareh 9, 1983, a section containing exastly
mmhlmpuhtnnutmhtmmmmwhmm
uumnunummrunnmmummmxn-
ligations of the Reconstruotion Fimance Corporation; but 2his proposed amend.
ment was rejosted by Semstor Glass.

As recently as January 8, 1932, mu.mmam
special consideration to the question whether obligations of the Recene
mmmrmcupmmuammruum-rm
bmrdu-nrmmhnhu‘dmtucnminhmmun.
m.m&mmmnmmm. It
mmuuus.ummm.muammu
reverse this poliey, uuuahwdmumuﬂnuymmmb
h;mmmmmcmhﬁ-n-.m.m
m.uumx;mmmmw%mnmmu
Wmmumhmw&ﬁnlm.md
preventing any such result.
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The words "pursusnt to existing law” appeared in the Thomes Amende
ment whem it was first introduced in Congress; but that amendment may have
been drafted after consultation with the members of the Senking and Currene
oy Committees and those words may have been inserted in the awendment in
order to sllay sny fear that the smendment would repeal the specific prohie
bition contained in the leconstruction Finence Corporation Aot and make the
obligations of the ieconstruction Finance ‘orporation eligible for pure
chase or discount by Federal reserve barks.

The only doubt sbout the above conclusion arises from the appars
ent conflict between the two phrases underlined in the above quotation
from Seotion 43: (1) ™notwithstending ary provisions of law or rules
and regulations to the comtrary®, and (2) “pursuant to existing law",

Thouhophruuqmlymmu contradictory; but
it is necessary to reconcile them and to give effect to each of them if
it 1s possible to do so; since it is well settled that, in construing a
statute, muh;mthnmhomm. phrase and part of the
statute, if 1t is possible to do so. United States v, Einetyenine

Mamands, (CoCeds), 139 Fede 9615 Piddanuy Flour ¥ills Cos ve Great
Mﬂ" Bys Coe (Colehs), 25 Fed, (2d) e6.

A careful aralysis of the grammatical structure of the statute and
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& consideration of the purposes of the statute, discloses that it is
possible to give a definite weaning and effect to emch of these phrases
and to construe the statute in its entirety so as to earry out the pur-
poses for which it was enacted,

4n anelysis of the above quoted portion of Section 43 discloses
that it consists of four distinet parts:

(1) The first paragraph, which states the eoircumstances under
which the Fresident may exeroise the powers conferred in the suce
coeding paragraphs.

(11) The firet part of subsection (a), which authorises the
Secretary of the Ireasury, when directed by the President, %o enter
Anto sgreements with the several Federal reserve banks and the Fed-
oral Heserve Doard whereby the Federal Heserve Board is authorized,
"notwi ions of law or rules and regzulstions
the contrary”, to permit such banks to agree that they will do cere
tain things. The words "motwithstanding ary provisions of law or
rules and regulations to the comtrary” ocour within this portion
of the statute and obviously modify the words, "Federal Reserve
Board will, and it is hereby authorized to, » + ¢ permit such banks
to agree that they will®,

(111) The subsidiary clause numbered (1), which reads as
follows: "(1) eonduct, pursuant to existing law, throughout speci-
fied periods, open market operations in obligations of the United
mmm«umnmhmmmmmm is
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the majority stookholder.® The words "pursuant to existing lew",
which cocur within this clause; modify the words “conduct # » »
open market operations in obligations of the United States Governe
ment or corporations in which the United States is the ugoriv

stoskholder”; and are not affected grammatically Ly the worde
"notwithstanding eny provisions of law or rules or regulations
to the contrary”, which ocour outside of this elause.

(iv) The subsidiary clause numbered (2), which muthore
izes Federal reserve banks to (2)_purshase directly and hold in
e Treasury bills
or other obligations of the United States Government in an sggre-

gate sum of a.oap.ooo.wo in addition to those thoy nay then hold,
unless prior to the termizetion of such period or periods the Sece
retary shall consent to their ssle.,” This language is of importe
mhMuﬂﬁthoquuuummmeu. only
because it helps to explain the significance of the phrase "notwithstends
ing eny provisions of law or rules snd reguletions to the contrary”,
as shown below.
mmmwwmuymnmwunrm.mm
hﬁmum-wmwummmugmamrm
feserve Zoard and the Federal reserve banks to snter into agreements
ﬂﬂthhnhqﬂﬁ.!muqmm&gﬁnmaﬂlmm
in the subdivisions numbered (1) and (2)s This is partiocularly importe
mmammammmmmwuumrm
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Federal reserve banks hed any right to enter into agreements with the
Secretary of the Treasury concerning their open market operationsj

to sgree to purchase sy given smounts of obligations of the United States
Jovernment) to agree to hold the obligations 8o wroh.u‘rormm
period or periods of times or to purchase pbligations of the Government
directly from the Government under any circumstances. As to all of
these questions the words "notwithstanding any provisions of law or
rules and regulations to the contrary” eliminate all doubty and, there-
fore, they have & very important prectical effect, regardless of whether
or not they emlarge the class of obligations whieh Federal reserve banks
are suthorized to purchase.

The words Spursuant to existing law" oceur within subdivision
(1)muntmpwwrmammuomutmtm
tions deseribed in that subdivision. These transsctions inmvolve con=
ducting open market operations, (a) in obligations of the United States
Government, or (b) in obligations of corporations in which the United
States Government is a majority stockholder. Such transsctions may be
conducted under subdivision (1) only "pursuant to existing law"e

In other words, the first part of subsection (a), in which the
words "notwithstanding sxy provisions of law or rules snd regulations
ummm.uﬁdmur*dmmmm
mwmuwmwu&mma
mmuumwwammu.mmm (1)
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and (2)e It does not authorize them to do anything except what is
specified in these two clauses; end the things specified in clause (1)
are specifically limited to those things which may be done "pursuant to
existing law”,

WHAT WERE THE PROVISIONS OF “EXISTING LAW™?

This leads us to & consideration of the question what provisions
of law were in existence prior to the Act of May 12, 1933, concerning
the purchase on the open market by Federal reserve banks of obligations
of the United States and of corporations in wiich the United States is a
ma jority stockholdere

Prior to lNay 12, 1933, there were only four provisions of
law on this subjeot:
(1) Section 14(b) of the Federal Heserve Aet, which authore
ised the Federal reserve banks:
"(b) !o?uﬂsdll -thmwa%. bonds
and notes the tes, 8, notes,
revenue bonds, and warrents with & maturity frem
hhdwrthuormwn‘sumﬁs.
issued in sntioipation of the collection of
taxes or in antiecipation of the receipt of mseured

revenues by any State, county, district ti-
eal subdivision, or ;lni.cipuity in tho'ozun-

(2) Seetion 13(a) ctth-l'u-nlmm.umw
the Act of March 4, 1923 (42 stat. 1470), whieh provides that:
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"iny Federal reserve bank may also buy and
goll debentures snd other such obligations issued by
a Federal Intermediate Credit Bank or by a Fational
Agricultural Credit Corporation, but only to the
sane extert as and subject to the same limitations as
those upon which it msy buy end sell bonds issued under
Title I of the Federal Farm Loan Act."

(3) Section 27 of the Federal Farm Loan Aeot, approved July 17, 1916,
(39 Stat. 380), which provided that:
"Any Federsl reserve bank may buy and sell
farm loan bonds issued under this Aet to the same
extent and subject to the same limitations placed
upon the purchase and sale by said banks of State,
county, distriet, and municipal bonds under subsec-
tion (b) of section fourteen of the Federsl Leserve

Aot spproved Degember twenty-third, nineteen hundred
and thirteen."

(4) The provision of Section § of the Hecomstruetion Finance Core
poration Act which provides that obligations of the Reconstruetion
Fipance Corporation "shall mot be eligible for discount or purchase by
any Federal Heserve Bank."

The Government owned a majority of the stoek in the Federal
Intermediate Credit Banks snd the Federal Land Banks; and, therefore,
it 1s entirely logical to assume that they were the corporations whose
obligations the Federal reserve banks were expested to purchase "pursuant
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to existing law",

Not only were the Federsl reserve banks not authorized
to purchase obligations of the Heconstruction Finance Corporatien
"pursuant to existing law", but the existing law specifically
forbade them to do so.

1t has been suggested that the words "pursuant to existing
lu'-yhmmuthnchimyorprudﬁmmuu-
isting law"regarding open market operations; but there was no provie
sion of existing law relating to the procedure or nashinery governe
ing open market operationss The procedure or machinery whioh had

um.mm:-mmmut»rmmmwﬁo

M#Jmu,ull.mthntnuﬁm&omw

had been enacted,
m-lywm-lmdnlmulummhg“nnmup-

mﬁmwm?uenmhnhhﬁunum of the Govermment
WMtduhqunmthMrmm
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It would seem, therefore, that the words "pursuant to existe
ing law" would have no meaning wnless they are construed as limiting
the classes of oblijations which the Federcl reserve banks may purchase
under clause (1) of subsecticn (a) of the Thomas Amendment to those
classes of obligetions whioch they were authorized to purchase uader m'
pre-existing provisions of law quoted above. These provisions imclude s
specifie prohibition against the purchase of obligations of the Recon-
struetion Finance Corporation; and the purchase of such obligations clear-
ly oannot be sald to be "pursusnt to existing law".

In this comnection, it is important to note that Section 124 of
the Federal Reserve Act, whish provides for the organisstion and procedure
of the Federal Open Market Committee, speoifically provides that no Federal
reserve bank shall engage in open market operations under Section 14 of the
Aot except in scoordance with regulations adopted .by the Federal Reserve
PFoard and that,

"(e¢) The time, character, and velume of all
purchases and sales of paper desoribed in section
uaruumununuruch-

astions shall be 5“
ommm :

This is & lster emmotwent then the Thowss Amendment and olearly
negatives any intent to permit the Federsl reserve banks to engage in open
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market operations for the purpose of finameing any particular project,
such as the activities of the Reconstruotion Finance Corporation.

THE TRUE SIGRIFICANCE OF THE WORDS "NOTWITHSTANDING ANY
‘PROVISIONS OF LAW OR RULES AND RSCULATIONS TO THE CONTRARY"

It might be contended that to zive the words "pursuant to exist-
ing law" the effect suggested atove would deprive subdivision (1) of Seoc-
tlon 48(a) of any practicsl significance; but this would not appear to be
the csse. This subdivision, when read in comneotion with the remainder of
gsubsection (a), would still authorize scmething which was never before con-
sidered appropriate procedure for the Federal reserve banks and the legality
of which was at least doubtful == i.,e., agreements between Federal reserve
banks and the Seeretary of the Treasury governing open market operations of
the Federal reserve banks in obligations of the Government and of eorpora=-
tions in whieh the Government is the majority stockholder.

As indicated above, it would appear that the purpose of the words
"notwithstanding any provisions of law or rules and regulations to the con-
trary” is to remove any statutory or regulatory inhibitions whioh might
ptevent the Federal Reserve Board or the Federal reserve banks from enter-
g.unggm.ushmwormmmumsum
transaotions deseribed subsequently in the clauses numbered (1) and (2).

Humerous discussions had previocusly taken place on the question
whether the Federal Reserve Board had the right to require Federal reserve
banks to engage in open market operations; whether the provisions of the
Foderal Reserve Aot muthorizing the Federal reserve banks to engage in open
market operations authorized them te purchase obligations of the United States
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directly from the Treasury, thereby, in effect, making direct loans to

the Treasury; whether the Federal reserve banks had any legal authority
tomnmn;thmolnlerdthth-rm Reserve Hoard or the Secre=-
tary of the Treasury to hold for & specified lemgth of time any bends

which they might purchese on the open market, regardless of any change

that might take place in the finanelal end economie conditions of the

gountry in the meantise; and pumerous other major questions of a funda-
mental character, In view of the faect, therefore, thui:_ Section 43 contemplated
mtmrdnﬂmwNMdgthnldwtomhnM|
with the Seeretary of the Treasury to purohase directly from the Treasury and
hold in their portfolic for an agreed period of time obligations of the United
States in sn aggregate sum of §3,000,000,000 in additlion to those whiech they
already held, it 1s probable that the words "notwithstanding any provisions

of law or rules and regulations to the contrary” were inserted in the statute
for the purpose of brushing aside all ef these mjor questions as to the
fundamentel purposes of the open market provisions of the Federal Reserve Act
and were not wauunwmmmmmnuuww
important question of what specific types of obligations might be purchased
by Federal reserve banks,

It will be remembered that the whole of Title III of the Agricul-
tural Rellef Act of 19353, which is known as the Thomas Amendment, dealt with
the subjeet of general Mtorwwluinunmofnmnlu
business recovery, rather than with the subjeet of ginaneing any particular
project.

This laﬂhwnﬁhmlwwﬁ-mwwp&dm
tzuu.mwmmmmnmmmcmn,
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the Thomas Amendment only when, upon investigation, he finds that:

1. The foreign commerce of the United States is adversely
affected by remson of the depreciation in the value of the currenecy of
any other government or ggvernments in relation to the present standard
value of gold;

2. That action under shis section iz necessary in order te
regulate and maintain the parity of eurrency lssues of the United States;

8., That sn economic emergency requires an expansion of eredlit; or

4., That an expansion of credit is necessary to secure by inbter-
nationsl sgreoment a stabilisation at proper levels of the currenmcies of
various governments,

A1l of these circumstences pertain to general eredit and finan-
¢ial conditions rather than to the problem of financing any particular
projoet; ud all of them could be effected equally as well by making oredit
available through the purchase of cme kind of obl}ptimm the open market
as through the purchase of any other kind of obligation.

Authority was given the President to adopt memsures to bring about
a general eredit or ourrency inflation through such transactions as open
market operations by the Federal reserve banks; the lssuance of $3,000,000,000
of United UStates notes;the devaluation of the dollar; ete.; but the real ob-
Mhﬂnmulwmwumammrmut
available for all purposes rather than to finance any individual project.

Therefore, it is reasonable to assume that there wns no intention
of inereasing the olasses of obligations which the Federal reserve banks
might purchase; since they were slready authoriszed to purchagse obligations
of the United States (Pederal Reserve Aot, Sec. 14b), obligations of States,
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sounties and municipalities issued in snticipation of the collection of
taxes or the receipt of assured revenues and having maturities not ex-
ceeding six months (F.R, Aot, Sec, 14b); farm loan bonds having maturities
not exoeeding six months (Farm Loan Aet of July 17, 1916, Seo. 27), and
dehentures of Federal intermediate credit banks and national agricultural
oredit corporations having raturities not exceeding six months (F.R. Act,
Se0. 132)j; and the purchase of any of these obligations would have the
econtemplated inflationary effect by pubting eoredit into the general money
market.

Since the Federal reserve banks wers already authorised to pur-
ohase obligations of the United States and obligations of oertaln cerpore
ations in which the ‘MM States ls a majority stockholder (e.g., Peder-
2l land banks and Federal intermediste ecredit banks), it is epparent that
it was contemplated that Federal reserve banks would agree to utilize
the powers whish they already possessed and that there was no intention
of inereasing the classes of obligations which they might purchase.

CONCLUSION

By this comstruction, the entire set is glven a reasonable mean-
ingy the apparently confliecting clauses are harmonized and both are given
effeot; and an implied repeal of the specific prohibition contained in Seoc-
tien 9 of the Heconstruotion Finanse Aet is avolded.

A constnuction lesding to the opposite comolusion on the main
question considered in this opimion would deprive the words "pursuant te
existing law” of nll meaning whatsoever and would result in an implied
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repoal of the specifio provigions of Bhetion § of the Reconstruction
Finance Aet by the very broad and general provisions of Seotion 43 of the
Aet of Mey 12, 1933, and thus would violate the following well established
rules pertaining to the interpretation of statutes:
1. That coustruction of a statute is Lo be favored and must

be sdmitted if reasomably possible, which will glve meaning to every work,
slause and sentence of the statute and operation and effect to every part
and provision of it. United States v. Ninety-nine Diamonds, (CuCuhs), 189

Feds 931] Pi.lllbw}_ Flour kills Coe. v, Oreat Northern n’. Co. (O.G.A.). 28

Fed, (24) 68,

2. Repeal by impleation is not favored and will not be indulged
in if there 1s any other reascnable sonstruction. The presumption is
always against the intention to repeal ilm-o‘oxwou terms are not used,
and the impldication, in order to be operative, must be necessary, It
must cluriy appear froum the statute under construetion that it was the
intention of the Congress to enmet & new law in plece of the old law,
Bookbinder ve Unlted Gtates (C.C.A.), 267 Fed., 790, 792. See alsc Summers
ve Abohison, T« & 8¢ i Rys, 2 Feds (24) 717, 720; Stevens v. Biddle (C.C.A),
298 Fed, 209, 213.

S+ "1t is a canon of statutory construction, that a later statute,
gonera! in its terms and not expressly repealing a prior speecisl statute, .
will ordinarily not affect the special provisions of such earllier statute.
In other words, where thers are two statutes, the earlier apecial and the
later general - the terms of the general broad enough to include the matter
provided for in the speoial ~ the fact that one in WN&GNMH
Mmummmwzaubomm“w
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‘maining an exeeption to the gemeral, unless s repesl is expressly nsmed,

or unless the provisions of the gemeral are manifestly inconsistent with

those of the speeial”. Rodgers v. United Stabes, 185 U.S5. 83, 22 Sup. Ct.

532, 588, See also lastern Extension, A. & C, Telegraph Co. v. United

States, 231 U.S. 826, 34 Sup. Ct. 57, 59,

While the question is not entirely free from doubt, I am of the
opinion, therefore:

(1) Thet Section 43 of the Act of ¥ay 12, 1933, was not intended
to 2dd to or inoresse the classes of obligations which Federal reserve backs
are authoriged to purchases

(2) That it does not authorisze Federal reserve danks to pur-
chase obligations of the Reconstruction Finance Corporations

(8) Thet it does not repeal by implicatlon the provision of
Section § of the Reconstruction Finance Corporation Aet which specifically
renders such obligations ineligible for discount or purchase by any Federal
reserve back; and

(4) That, therafore, Federal reserve banks may not lawfully pure
chase oinpt.im of the Reoonstruction I'inance Corporation.

Respectfully,

Wnalber Wyatt,
Ueneral Counsel.

Wiissadymw
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Office Correspongence S

To Mr. Hamlin, 5”bﬁf1; Juestion whethe rapital notes
debentures may be considered "capital"
From Mr. Wyatt - of bank in determining its eligibility for
membership in the IFederal Neserve System,

o]

r
Fal
1

Vear Mr, Hamlin :

During the meeting of the Board on lionday, November

o

6, 1933, I told the Board that on Friday night, November 3,
I had reconsidered the above subject and had written an opine-
ion on it which covered numerous points not covered in the
earlier opinions rendered by this office; and some members
of the Board indicated a desire to see that opinion. I am,
therefore, taking the liberty of handing you a copy of the
opinion, which contains substantially what I told the Board
during the meeting on November &, plus certain other arguments
which had passed out of my mind at the moment.

1L worked wvery hard on this opinion; and I would
deem it a personal favor if you would do me the courtesy
to read it end let me have your comments upon it.

Respectfully,

Walter Wyatt
teneral Counsel
Opinion attached

Fed for FRASER




(Dictated on November 3, 1933)

Governor Black Question whether capital notes or
debentures may be considered "capital” of
Mr. Wyatt, General Counselo bank in determining its eligibility for

membership in the Federal Reserve Systamo'

You have asked me to comsider agein the guestion ruled upon by the
Bosrd in its letter of August 25, 1933, (X~756la) to the Beconstruction
Finance Corporation, the substance of which was published as a ruling of the
Board in the Federal Reserve Bulletin for September, 1833, at page 566,and which
was recently reconsidered and reviewed by Mr.George B.Vest, of this office,
in his opinion of October 30, 1933, w~ie@s, whether so-called "capital notes
or debentures" of & State bank or trust company which the Reconstruction Fin-
ance Corporation is authorized to purchase under certein eircumstances by the
provisions of Section 304 of the Act of March 9, 1933, as aemended, may be
considered in determining whether a State bank or trust company has sufficient
capital to render it eligible for membership in the Federal Reserve System
under the provisions of Section 9 of the Federal Reserve Acte.

OPINION

After a thorough and, I believe, unprejudiced reconsideration of this
question I am unable honestly to reach any conclusion different from that
heretofors reached by the Board and by Mre Vest, -- namely, that the amount
of such capitel notes and debentures mey not be considered "capital" within
the meaning of Section 9 of the Federal Baservu’Ant and, therefore, may not
be taken into consideration in determining whether a State bank or trust
company has sufficient capital to be eligible for membership in the Federal

Reserve System under the provisioms of Section 9 of the Federal Reserve Acto
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DISCUSSION.
The following considerations meke it impossible for me to escape
the above conclusion,
Section 9 of the Federal Reserve Act contains the following paragraph,
which was amended and re-enacted on June 16, 1933, by the Banking Act of 1933:
"No applying bank shall be admitted to membership in

a Federal reserve bank unless it possesses a paid-up unime
paired capital sufficient to entitle it to becoms & national

banking association in the place where it is situated under

the provisions of the National Benk Act, as amended: Provided,
That this paragraph shall not apply to State banks and trust
companies organized prior to the date this paragraph as amended
takes effect and situated in a place the population of which
does not exceed three thousand inhebitants and having a capital
of not less than 25,000, nor to any State bank or trust company
which is so situated end which, while it is entitled to the

benefits of insurance under section 12 B of this Aet, increases
its capital to not less than $25,000."

From the words underlined, it is clear that, in order to be eligible
for membership in the Federal Reserve System, & State bank must have the same

capital as would be required ™under the provisions of the National Bank Act™

for the organization of a national banking association in the place where
such bank is situated. In so far as capital is concerned, therefore, the
eligibility of a State bank for membership in the Federal Reserve System must
be determined by a reference to the applicable provisions of the National Bank
Act, which are incorporated by reference in the provisions of Section 9 of
the Federal Reserve Act,

Prior to the enactment of the emergency banking act of March 9, 1933,
netional banks had only one kind of capital, which was represented by common
stock, and the minimum amount required for the organization of a national

bank was fixed by the provisions of Section 5138 of the Revised Statutes.
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Under the well-established administrative interpretation it had
become settled that the "capital™ referred to in Section 5138 was capital
stock and that surplus funds, undivided profits and other similer funds
representing the financiel interest of the bank's stockholders over and above
the capital stock, which, together with the capital stock, are sometimes
loosely referred to as "capital funds", could not be teken into comsideration
in determining whether emough capital hed been provided for the orgenizatiom
of & national bank. In other words, it was clearly understood that the word
"oapital®™ in Section 5138 clearly referred to cepital stock and nothing else,

When the Emergency Banking Act of March §, 1933, was being drafted
there was included therein a provision authorizing national banks to issue
preferred stock for the first time in the history of the National Banking
System; and the question arose whether the amount of such preferred stock
could be taken into consideration in determining whether a bank had sufficient
capitel to comply with the provisions of Section 5138 of the Revised Statutes
and the provisions of Section 11(k) of the Federal Reserve Act regarding the
capital required in order for a national bank to obtain trust powees; whether
the smount of such preferred stock should be taken into consideration in
determining the emount which e bank might lend to one borrower under the pro=
visions of Section 5200 of the Revised Statutes; and whether the amount of
such preferred stock should Dbe considered "capital™ within the meaning of
various other provisions of law relating to national bankse

In order to settle sll of these questions and any similer questions

which might arise later, the following provision was inserted in Section 303
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of the Emergency Banking Act of March 9, 1933

"Sece 303. The term 'common stock' as used in
this title means stock of national banking associations
other than preferred stock issued under the provisions
of this titlee. The term 'cepitel' as used in provisions
of law relating to the capital of national banking asso-
ciations shall mean the amount of unimpaired common stock
plus the amount of preferred stock outstanding end unim=
pgired; and the term 'capital stock', as used in section
17 of the Act of March 14, 1900, shall mean only the
amount of common stock outstanding."

This clearly defines the term "capital™ as used in connection with

national benking associations as including only the smount of unimpaired

common stock plus the amount of preferred stock outstanding end unimpaired.

Expressio unius est exclusio alteriuse

When we read Section 5138 of the Revised Statutes, therefore, in
order to determine what "capital™ is required for the organization of a
national banking association in a certein place "under the provisions of the
Netional Benk Act, as amended," and, therefore, what capital is required in
order for a State bank located in the seme place to be eligible for member-
ship in the Federal Reserve System, it is necessary to bear in mind the

definition conteined in Section 303 of the Emergency Banking Act of March

9, 1933, and to consider only the amount of unimpaired common stock, plus

the amount of preferred stock outstending and unimpaireds

No one has had the temerity to suggest that capital notes and deben-
tures which the Reconstruction Finance Corporation may purchase pursuant to
provisions of Section 304 of the Emergency Banking Act of March 9, 1933, -
may be considered either preferred stock or common stock within the meaning

of that Act, for the very obvious reeson that Section 304 itself makes a
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clear distinction between stock end "capital notes or debentures™. The
Reconstruction Finance Corporation is specifically forbidden to purchase

prefersed stock in any State bank and trust company, if the holders of

such stock are not exempt from double lisbility under the laws of the
State in which such State bank or trust compeny is located; and the Re-
construction Finance Corporation is not permitted to purchase "capital

notes or debentures™ of a State bank or trust company if the laws of the

State in which it is located permit the issuance of preferred stock exempt

from the double liebility without the unanimous comsent of the stockholderss
I do not believe it is necessary, therefore, to enter into any extended
discussion of the well=-recognized distinction between capital stock, on

the one hand and notes or debentures representing borrowed money on the
other hand,

In view of the considerations stated ebove, I do not see how it is
possible to escepe the conclusion that the amount of capitel notes and de-
bentures which a bank has outstending cannot be taken into comsideration
in determining whether a State bank has sufficient "capital™ to entitle it
to membership in the Federal Reserve System under the provisions of Section
8 of the Federal Reserve Act. It would not be necessery to go any further
in this opinion, therefore, were it not for the fact that it has been argued
very earnestly thet the opposite conclusion should be reacheds

OPPOSING ARGUMENTS ANSWERED.

Most of the arguments made in opposition to the above conclusion
either ignore or attempt to explain away the provisions of Section 9 of the

Federal Reserve Act and of Section 303 of the Act of March 9, 1833. I shall
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endeavor to summarize end answer each of those arguments; but I respect-
fully submit that, in considering this question, the provisions of Section
9 of the Federal Reserve Act and Section 303 of the Emergency Banking Act
of 1933 cemmot be ignored, but must be reckoned with and borne constently
in minde
Since most of the arguments opposing the conclusion stated above
are based upon the provisions of Section 304 of the Act of March 8, 1933,
as smended, it would seem Qppropriate to quote that section in full at
this point. As smended, the section reads es follows, the words in capitals
having been inserted, and the cancelled words having been stricken out, ﬁ&

the Act of March 24, 1933, which was entitled, "An sot to provide for direct

loens by Federal Reserve banks to State banks end trust companies in certain

cases, and for other purposes":

"Sec. 304. If in the opinion of the Secretary of the Treasury
any national banking essociation or any State bank or trust company
is in need of funds for cepital purposes either in comnection with

the organization or reorganization of such associstion, State bank

or trust company or otherwise, he may, with the approval of the
President, request the Reconstruction Finance Corporation to subscribe
for preferred stock in such association, State bank or trust company,
or to meke loans secured by such stock &s collstersl, and the Recon-
struction Finance Corporation may comply with such request. NOTHING
IN THIS SECTION SHALL BE CONSTRUED TO AUTHORIZE THE RECONSTRUCTION
FINANCE CORPORATION TO SUBSCRIBE FOR PREFERRED STOCK IN ANY STATE
BANK OR TRUST COMPANY IF UNDER THE LAWS OF THE STATE IN WHICH SAID

STATE BANK OR TRUST COMPANY IS LOCATED THE HOLDERS OF SUCH PREFERRED
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STOCK ARE NOT EXEMPT FROM DOUBLE LIABILITY. IN ANY CASE IN WHICH
UNDER THE LAWS OF THE STATE IN WHICH IT IS LOéATED A STATE BANK OR
TRUST COMPANY IS NOT PERMITTED TO ISSUE PREFERRED STOCK EXEMPT FROM
DOUBLE LIABILITY, OR IF SUCH LAWS PERMIT SUCH ISSUE OF PREFERRED
) STOCK ONLY BY UNANIMOUS CONSENT OF STOCKHOLDERS, THE RECONSTRUCTION
FINANCE CORPORATION IS AUTHORIZED, FOR TEE PURPOSES OF THIS SECTION,
TO PURCHASE THE LEGALLY ISSUED CAPITAL NOTES OR DEBENTURES OF SUCH
STATE BANK OR TRUST COMPANY. The Reconstruction Finance Corporation
may, with the approval of the Secretary of the Treasury, and under
such rulee end regulations as he may prescribe, sell in the open
market er etherwise- the whole or any part of the preferred stock,
CAPITAL NOTES, OR DEBENTURES of any national banking association,
State bank or trust company acquired by the Corporation pursusnt to
this section. The amount of notes, bonds, debentures, and other such
obligations which the Reconstruction Finance Corporstion is authorized
end empowered to issue end to have outstanding at any one time under
existing law is hereby increased by an emount sufficient to carry out
the provisions of this section. AS USED IN THIS SECTION, THE TERM
'STATE BANK OR TRUST COMPANY' SHALL INCLUDE OTHER BANKING CORPORATIONS
ENGAGED IN THE BUSINESS OF INDUSTRIAL BANKING AND UNDER THE SUPERVISION
OF STATE BANKING DEPARTMENTS OR OF THE COMPTROLLER OF THE CURRENCY "
The most persussive arguments in support of the opposite view are
based upon the theory that the purpose of Section 304 of the Act of March 9,

1933, as emended, is to enable the Recomstruction Finance Corporation to
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essist in the re-capitalization of State banks as well as national banks

by whatever means may seem most appropriate in view of the applicable laws
concerning the reaising of capital funds by the respective institutions in
question and that this purpose would be defeated pro tanto if State banks
located in States whose laws do not permit the issuance of preferred stock
exempt from double liability are not permitted to count capital notes and
ddbentures sold to the Recomstruction Finance Corporation as "capital™ for
the purpose of obtaining admission to the Federal Reserve System. Such an
argument necessarily assumes that one of the Burposea of Section 304 was to
enable State banks to acquire membership in the Federal Heserve System; but
there is no evidence whatsoever that this was the case.

The Act of March 9, 1933, was entitled, "An act to providd relief
in the existing national emergency in banking, and for other purposes"; and
it contains nothing whatsoever regarding the admission of State banks to
membership in the Federal Reserve Systeme. On the contrary, that Act was
rushed through Congress in the midst of an emergency when the President had
closed every bank in the country and the principal problem dealt with was
how to facilitate the reorganizetion end re-opening of banks which were in
a weakened or insolvent condition.

The major portion of the Act, ineluding all of Titles II and III,
dealt with this problem. Title II dealt solely with the appointment, powers
and duties of conservetors of national banks and with means of expediting
the reorganization of such banks. Title III dealt solely with the issuance
of preferred stock by national banks and the purchase by the Reconstruction

Finance Corporation of preferred stock in national banks and in State banks

and trust companies.
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The Reconstruction Finance Corporation had previously been author=
jzed to meke loans to State benks and trust companies, irrespective of the
guestion whether or not they were:members of the Federal Reserve System;
and there was little else that Congress could do to fecilitate the reor=
genization and re-opening of State banks except to grant authority to the
Reconstruction Finance Corporation to provide sdditional funds .ESE_E:EEEEE-"”
purposes" where it was needed. This had no reference whatsoever to member-
ship in the Federal Reserve System and referred solely to the problem of
reopening closed benks, irrespective of their membership in the Federal
Reserve Systeme

In Section 304, as originally enacted, national banks and State
banks were treated exactly alike and the Reconstruction Finance Corporstion
was authorized only to purchase or meke loans on their preferred stocke
There was no provision that such stock must be exempt from doubde liability.
Nor wes there, nor is there now, any provision in Section 304 that requires
State banks who sell preferred stock to the Reconstruction Finance Corporation
in order to become members of the Federal Reserve System.

Considerable emphasis hes been laid upon the fact that the Recon=-
struction Finance “Yorporation was suthorized to purchase preferred stock in
petional benks or State banks only when, in the opinion of the Secretary of

the Treasury, they were "in need of funds for cepital purposes" and it has

been argued with great esrnestness that the words quoted indicete that all
funds provided under Section %04 should be considered as "capitel™ for all
purposes. Those making this argument, however, either overlook or ignore

the fact that these words were in Section 304 when it was originally enacted
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and when it dealt only with preferred stocke. They also either overlook
or ignore the fact that the real purpose of the section is indicated by
the words "either in connection with the organization or reorganizetion
of such association, State bank, or trust company, or otherwise" which
immediately follows the words "funds for capital purposes" in Section 304,
as will be seen from the following quotations
"If, in the opinion of the Secretary of the
Treasury, eny national banking association or any

State bank. or trust company is in need of funds for
capital purposes either in connection with the organ=

ization or reorganization of such assooiation! tate
bank or trust company, or otherwises * * *

The words underlined indiceate that the specific purposes which

Congress had in mind were the organization or reorganization of banks and
not their admission to membership in the Federal Reserve Systems It is true
that there was tacked on at the end the general catch-all phrase 'F: other- (
wise", but it is obvious that this was merely intended to give some flexi=
bility to the section and to avoid restricting the activities of the Recon-
struction Finence Corporation too much. The mere inclusion of these gemeral
words gertainly furnishes no reason for ignoring the clear and specific
language of Section 9 of the Federal Reserve Act and Section 303 of the Act
of March 9, 1933.

In Section 304 the term "funds for capitel purposes™ was obviously
used for the deliberate purpose of meking the section somewhat flexible and
not limiting the purchase of preferred stock to those cases where it was
absolutely required in order to meet the legal requirements regarding

"capital™ or "capitel stock". The term "oapital funds" is a broad term and
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obviously would include the amount which-might be needed to provide a
reasonable margin of safety for depositors, or, stated differently, to
give the bank an adequate ratio of "capital funds" to deposit liabilities.
Although there is nothing in the Federal statutes on the subject,
it is genmerally recognized that a benk should not have deposit liabilities
exceeding ten times its aggregate "capital funds™; but the term "capital
funds™ as used in this sense is usually regarded as including surplus and
undivided profits, which, of course, cannot be taken into consideration in
determining whether a State bank has sufficient capital to make it eligible
for membership in the Federal Reserve System. The Board has recognized
that the amount represented by capital notes and debentures may be taken
into comsideration in determining whether a State bank has an adequete ratio
of "capitel funds" in relation to its deposits; but this is no reason for
considering such amounts as "capital" for the purpose of determining whether
& State bank has sufficient "capital"™ to meet the requirements of Section 9
of the Federal Reserve Act. The term "runds for capital purposes” was used

for the deliberate purpose of conveying a different and broader meaning than

is conveyed by the words "capital" or "capital stock™ in the provisions of
the Mational Bank Act and the Federal Reserve Act; and, therefore, the word
"capitel® should not be given the same meaning and should not be construed
as including everything included in the broad term "funds for capital pur-

poses",
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The second and third sentences of Section 304, which (1) forbid
the Reconstruction Finance Corporation to purchase preferred stock which
is not exempt from double liability end (2) authorize the purchase of
"capital notes and debentures" from State banks which cannot issue pre-
ferred stock exempt from double liability, were inserted in Section 304
by an amendment contained in the Act of March 24, 1933, entitled "An Act
to provide for direet loans by Federal reserve banks to State banks and
trust companies in certein cases, and for other purposes”. The chief
purpose of that act was to authorize Federal reserve banks to make loans

to State banks and trust companies which are not members of the Federal

Reserve Systemj and the provision regarding the purchase of capital notes
and debentures by the Recomstruction Finance Corporation was a mere after-
thought tacked on to the bill by amendment.

In the light of these facts, it is impossible to say that, when
Congress authorized the purchase of capital notes and debentures from State
banks and trust companies, it intended also by implication to authorize the
Federal Reserve Board to admit such State banks and trust companies to member-
ship in the Federal Reserve System on the basis of such capital notes and
debentures in lieu of capital stock. Such an idea is utterly inconsistent
with the theory of the principal section of the bill, which authorized Federal
reserve banks to make loans to such benks during the emergency, even though
they were not members of the Federal Reserve System. With the credit facile
ities of the Federal reserve banks thus made available to nonemember banks
and trust companies, it was utterly unnecessary for them to become members

Federal Reserve Bank of St. Louis
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of the System; and the effect of the Act was to discourage, instead of
encourage, State banks and trust companies to seek membership in the Federal
Reserve éystun.

In these circumstances it is obvious that it is a mistake to say
that the purposes of Section 304 would be defeated if capital notes and
debentures of State banks and trust companies cannot be considered capital
for the purpose of enabling such banks to become members of the Federal Re-
serve System.

Moreover, if Congress had intended that capital notes and debentures
should be considered as "capital™, it seems that it would at the same time
have amended Section 303 of the Act, which clearly prevents this result.

Furthermore, Congress dealt specifically with the question how much
capital should be required of State banks in order that they might be eli-
gible for membership in the Federal Reserve System on June 16, 1933, when
it amended Section 9 of the Federal Reserve Act by the Banking Act of 1933;
and it said nothing about capital notes and debentures. It is reasonable
to assume that, in the light of the Act of March 24, 1933, which was still
fresh in the minds of members of Congress, they would hnro provided that
capital notes and debentures should be considered as "capital™ in determin-
ing the eligibility of State banks and trust companies, if they had so in-
tended; but they did not do so. Om the contrary, they raised the capital
requirements for State banks by striking out the provision permitting State
banks to be admitted to the Federal Reserve System with a capital equal to
60% of thet required of national banks and re-enacted the original provisions
of Section 9 of the Federal Reserve Act requiring State benks applying for
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membership in the Federal Reserve System to have "a paid-up and unimpaired
capital sufficient to entitle it to become = natiomal banking association

in the place where it is situated, under the provisions of the National Bank

Act, as smended.™

The National Benk Act does not authorize national banks to issue
capital notes and debentures and Section 304 of the Act of March 9, 1933,
does not authorize the Reconstruction Finance Corporation to purchase such
capital notes and debentures from national banks. Any implications which
might otherwise be drewn from the amendment of March 24, 1933, authorizing
the Reconstruetion Finance “orporation to purchase capital notes and d;ben-
tures from State banks or trust companies, therefore, are clearly overcome
by the amendment of Jume 16, 1933, requiring State banks epplying for member-
ship in the Federal Reserve System to have the "capital™ required of nationsl
banks under the provisions of the Natiomal Bank Act.

Those differing with the position taken by the Board on this subject
lay much emphasis on the last paragraph of subsection (y) of Section 12B of
the Federal Reserve Act, which reads as followsst

"It is not the purpose of this section to dis-
criminate, in any manner, against State nonmember, and
in favor of, national or member banks; but the purpose
is to provide all banks with the same opportunity to
obtain and enjoy the benefits of this sectione. No bank
shall be discriminated against because its capital stock

is less than the amount required for eligibility for ad-
mission into the Federal Reserve System."

It is contended with some earnestness that to deny admission to the
Federal Heserve System to a State bank which has insufficient capital to ren=-

der it eligible for membership under the specifiec language of Section 9 of
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the Federal Reserve Act, as amended by the Banking Act of 1933, would
constitute a discrimination against such State bank in violation of the
above provision; but this argument is obviously erroneouss.

In the first place, the above paragraph deals only with the purposes
and benefits “of this section™ -= i.e., Section 12B of the Federsl Reserve Act,
which provides for the insursnce of deposits of normember banks as well as
member banks of the Federal Reserve System; and it has no reference to the
provisions of Section 9 of the Federal Reserve Act, which prescribe the terms
on which State banks or trust companies may be admitted to membership in the
Federal Reserve System.

It has even been argued that the last sentence quoted above, which
obviously refers only to the provision regarding deposit insurance, forbids
the Federal Reserve Board to disapprove the application of a State bank for
membership in the Federal Reserve System solely becauss it has insufficient
capital. No one would make this argument who was familisr with the fact
that the Banking Aot of 1933, which inserted the above quoted provision in
Section 12B of the Federal Reserve Act, also amended and re-enacted the
paragraph of Section 9 of the Federal Reserve Act prescribing the amount of
capitael which a State bank must have in order to be eligible for membership
in the Federal Reserve System and increasing the minimum amount of such
capital,

It has been earnestly contended that, unless the amount of capital
notes or debentures issued by a State bank be included in determining whether

the benk has sufficient capital to emtitle it to membership in the Federal
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Reserve System, such State bank would be disceriminated against in violation
of the above gquoted provision of subsection (y); because no bank would wish
to be admitted to the benefits of the insurance fund if it knew that, on
Jenuary 1, 1936, it would not be eligible for admission to the Federal Re-
serve System and would no lomger be entitled to the bemefits of insurances
This is & clever argument, and I have no doubt that it was made in good
faith; but it completely ignores the theory upon which Congress admitted non=
member banks to the benefits of insurance by the Federal Deposit Insurance

Corporation until July 1, 1936, although one of the principal purposes of

Section 12B was to compel all banks to become members of the Federal Reserve
System and to raise the standard of banking in this country to that set for
member banks of the Federal Reserve System.

The real theory of Section 12B obviously is that nonmember State
banks should be given the benefits of insurance for a temporary period, res
gardless of their lack of membership in the Federal Reserve System end
regardless of the amount of their capital; but theat, on or before July 1,
1936, they must become members of the Federal Reserve System if they desire
to retain the benefits of insurence of deposits and must meet the same re-
quirements as any other bank when they are admitted to the Federal Reserve
System.

The members of Congress fully realized that meny banks admitted
temporarily to the benefits of the insurance of deposits would not be eligi-
ble for membership in the Federal Reserve System at the time they obtained
such insurance and that a reasonable amount of time must necessarily be

allowed for them to make themselves eligzible for membership in the Federal
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Reserve System. The question how much time should be allowed for this
purpose was given most serious and earnest consideration and the provisions
of the bill on this subject were amended repeatedly. The utmost importanece
wes attached to this question; and it was only after a very bitter fight
and after very mature deliberation that the date by which State banks must
become members of the Federal Depoait Insurance Corporation was fixed as of
July 1, 1936.

All of this would have been absolutely unnecessary if every bank
which is admitted to the Federal Deposit Insurance Corporation should auto-
maticel 1y become eligible for membership in the Federal Reserve System
without any further improvement in its condition or without any further
steps to meet the requirements for eligibility.

It is perfectly obvious, therefore, that the provisions respecting
temporary insurance of deposits of nonmember State banks and trust companies
have no bearing whatever upon the question what the capital a bank must have
in order to be admitted to membership in the Federal Reserve System. It
obviously has no bearing whatever upon the question whether capital notes or
debentures should be considered "capital™ within the meaning of Section 9 of
the Federal Reserve Act. Nor is the fact that a particular nonmembér State
bank is unwilling to apply for and sccept the benefits of temporary insur-
ance of its deposits unless it is assured that it can become a member of the
Federal Reserve “ystem on or before July 1, 1936, any reason why the provi-
sions of the Fedoral_Roaerve Act regarding the admiision of Stete banks and
trust companies to membership in the Federal Reserve System should be con=

strued so as to accommodate thems One might as 'well say that the mere faot
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that a particular man would like to have a million dollars is sufficient

reason for construing the act of Congress authorizing the expenditure of

funds for emergency relief purposes as granting authority for the Govern-
ment to make him a present of a million dollars.

It is argued that the purpose of Section 304 is to authorize the
Reconstruction Finance Corporation to contribute capital funds to banks
found to be in need of them; that optional forms are provided only to meet
the legal difficulties incident to varying State laws concerning stock=
holders' liability and the power to issue stock and that every question
concerning the status of the bank whose capital structure has been repealed
should be considered from the standpoint of its "new capital position"
rather than from the standpoint of the forms with which we have previously
been familisr. Without admitting the correctness of this srgument, it may
be pointed out that it is an argument of policy which could appropriately
be submitted to Congress in support of an amendment to the provisions of
the Federsl Reserve Act regarding the amount of capitel required of State
banks; but it furnishes nc reason why the existing law should be construed
to mean something which it does not say.

Reference has also been made to the provisions of Section 9 of the
Federal Reserve Act, as smended by the Banking Act of 1933, which makes
mutual savings banks having no capitel stock eligible for membership in:the
Federal Reserve System; but this is an exceptional provision made for a
peculiar class of benks which by their very nature have no capital stock;
and it has no bearing whatever on the proper construction of the provisions

of law regarding the capitel required of banks which have capital stock.
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The guotations from certain text books and court opinions as to the
general meening of the term "capital™ have no bearing upon the meaning of
the word "capitel™ as used in Section 9 of the Federal Reserve Act; because
that Section incorporates by reference the provisions of the National Bank
Act, and Section 303 of the Act of Mereh 9, 1933, defines the term "capital"
as used in the National Bank Act. It is obvious that, where Congress has
defined = term as used in certain legislation, such definition fixes the
scope and meaning of that term as used in such legislation; and the defin-
itions given in text books or court deoisiona dealing with the general use
of such terms or with their use in other statutes are totally inapplicable.

Respectfully,

Walter Wyatt,
General Counsel.

VWiT: sad s mw
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Analysis of Mr., Wyatt's Opinion, November 3, 1933,

Capital notes or debentures under Sections 303 and 304 of the
Act of March 9, 1933, can not be considered " capital” under Section 9
of the Federal Reserve Act when a bank applies for admission.

Quotes Section 9 of the Federal Reserve Act to the effect that an
applying bank must have a paid-up and unimpaired capital sufficient to
entitle it to become a national bank in the place where it is situated
under the provisions of the National Bank Act as amended,

The applying bank, therefore, must have the same capital as would
be required "under the provisions of the National Bank Act, etc."

Prior to Act of March 9, 1933, m tional banks had only one kind
of capitals.

The word "capital" in Section 5138 of the Revised Statutes, was
capital stock apart from surplus and undivided profits.

Act of March 9, 1933, provided for preferred stock of national
banks without double liability.

Question arose whether such preferred stock could be taken into
consideration on question of sufficient capital to comply with Section
o138 of the Revised Statutes and the provisions of Section 11 (k) of
the Federal Reserve Act as to trust powersjin determining the amount
& bank might loan to a borrower under Section 5200 of the Reviged
Statutes; and whether such preferred stock should be considered "capital
within meaning of various other provisions of law relating to national
banks.

In order to settle this, Section 303 of the Act of March 9, 1933,
provided that the word "capital" in provisions of law relating to
national banks shall mean the amount of unimpaired common stock plus
the amount of preferred stock outstanding and unimpaired; and that the
temm "capital stock" in Section 12 of the Act of March 14, 1900, shall
mean only the amount of common stock outstandinge

The above clearly defines the temm "capital" as used in connection
with national banking associations.

In considering what capital is required for a state bank to be
eligible for membership, we must bear in mind the definition in Section 303
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of the Act of March 9, 1933, and consider only the amount of unimpaired
common stock, plus the amount of preferred stock outstanding and unimpaired.

Clearly, capital notes and debentures under Section 304 of the Act
of March 9, 1933, are not either preferred stock or cmmon stock, for the
Section draws a clear distinction between stock and capital notes or
debentures.

The ReFuCe is forbidden to purchase preferred stock in any state bank
or trust company unless the holders are exempt from double liability under
the state law.

The R.F.C. is not pemitted to purchase capital notes or debentures
of a state bank or trust company even if exempt from double liability,
provided the unanimous consent of the stockholders is obtained. iprapat

Not necessary to discuss the well-recognized distinction tiween
capital stock and notes or debentures representing borrowed money.

Can not escape the conclusion that the amount of capital notes and
debentures can not be considered in determining whether a state bank
has sufficient capital to entitle it to membership under Section 9 of the
Federal Reserve Act.

Considers the opposing arguments.
Quotes Section 304 of Act of March 9, 1933.

The most persuasive argument is that the purpose of Section 304 of the
Act of March 9, 1933, as amended, is to emable the R.F.C. to assist in
recapitalizing the state banks as well as nationsl banks by whatever means
may seem appropriate in view of the applicable laws concerning the raising
of capital funds by the respective institutions in question.

The argmment is that this purpose would be defeated if state banks
whose laws do not permit preferred stock exempt from double liability
are not pemitted to count capital notes and debentures sold to the R,F.C.
as capital for the purpose of obtaining admission to the Federal Reserve
Systeme.

Such an argument assumes that one of the purposes of Section 304
wes to enable state banks to acquire membership in the System.

There is no evidence whatsoever that this was the cases

There is nothing in the Act of March 9, 1833, regarding the admission
of state banks to membership in the System,




On the contrary, the Act was rushed through Congress to facilitate
the reorganization and reopening of banks which were in a weakened or
insolvent condition.

Title III dealt solely with the issuance of preferred stock by
national banks and the purchase by the REC. of preferred stock in natimal
and state banks,

The R.F4Ce had previously been authorized to meke loans to state
banks and trust companies, irrespective of the question whether or not
they were members of the Federal Reserve System; and there was little else
that Congress could do to facilitate the reorganization and reopening of
state banks except to grant authority to the R.F.Ce to provide additional
funds "for capital purposes" where it was neededs

This had no reference to membership in the Federal Rescrve System
and referred solely to reopening closed banks, irrespective of their
membership in the System,

In Section 304, as originally enacted, national banks and state
banks were treated exactly alike and the R.F.C. wes permitted to purchase
or make loans only on their preferred stock.

There was no provision that such stock must be exempt from double
liability.

There was no provision, nor is there now, in Section 304,
requiring state banks to sell preferred stock to the R.F.Ce in order to
become members of the Federal Reserve System.

Emphasis has been placed on the argument that the R.F.C. was
authorized to purchase preferred stock in national or state banks only
when, in the opinion of the Secretary of the Treasury, they were "in neel
of funds for capital purposes",

It is argued that these words indicete that all funds provided
wder Section 304 should be considered as Lapital for all purposes.

Those malcing this argument ignore the fact that these words were

in Section 304 when it was originally enacted and when it dealt only with
preferred stock,

They also ignore the fact that the real purpose of the Section
is indicated by the words "either in connection with the organization or
reorgenization of such association, state bank, or trust company, or
otherwise",
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These words show that the specific purposes Congress had in mind
were the organization or reorganization of banks and not their admission
to membership in the Federal Reserve Systeme

The words "or otherwise" obviously were merely intended to give
some flexibility to the section and to avoid restricting the activities
of the R.F.C. too muche

The inclusion of these general words furnishes no reason for
ignoring the clear and specific language of Section 9 of the Federal
Reserve Act and Section 303 of the Act of March 9, 1933,

In Section 304 the words "funds for capital purposes" were obviously
used t0 meke the section somewhat flexible and not limiting the purchase
of preferred stock to cases where it was absolutely required in order to
meet the legal requirements regarding "capital® or "capital stock.

The temn "capital funds" is a broad temm and obviously would
include the amount which might be needed to provide a reasonable margin
of safety for depositors, or, stated differently, to give the bank an
adequate ratio of "capital funds" to deposit liabilities.

Although there is nothing in the statutes regarding the subject,
it is recognized that a bank should not have deposit liabilities
exceeding ten times its aggregate "capital funds"; but the tem "capital
funds" as used in this sense is usually regarded as including surplus
and undivided profits, which cammot be taken into consideration in
determining whether a state bank has sufficient capital to make it
eligible for membership in the System.

The Board has recognized that the amount represented by capital
notes and debentures may be taken into consideration in determining
whether a state bank has an adequate ratio of "capital funds" in relation
to its depositse

The above, however, is no reason for considering such amounts as
"cepital for the purpose of determining whether a state bank has
sufficient "capital" to meet the requirements of Section 9 for admission
to the System.

The tem "funds for capital purposes" was used for the deliberate
purpose of conveying a different and broader meaning than is conveyed by
the words "capitel" or "capital stock® in the provisions of the National
Bank Act and the Federal Reserve Acte

The word "capital" therefore should not be given the same meaning
and should not be construed as included in the broad term "funds for
capital purposes",




The part of Section 304 forbidding the ReF.Ce purchasing preferred
stock which is not exempt from double liability, and authorizing the
purchase of capital notes and debentures from state banks which cannot
issue preferred stock exempt fram double liability, were inserted in
Section 304 by an amendment contained in the Act of March 24, 1933,
providing for direct loans by Federal reserve banks to state banks and
trust companies in certain cases.

The chief object of that Act was to authorize Federal reserve banks
t0 make loans to state banks and trust companies which are not members
of the Federal Reserve System, and the provision regarding the purchase
of capital notes and debentures by the R.F.C. was a mere afterthought
tacked on to the bill by amendment.

In view of the above, it is impossible to say that when Congress
authorized the purchase of capital notes and debentures from state banks
and trust companies, it intended also by implication to authorize the
Federal Reserve Bard to admit such state banks and trust companies to
membership in the System, on the basis of such capital notes and debentures
in lieu of capital stock.

Such an idea is inconsistent with the theory of the principal section
of the bill, which authorized Federal reserve banks to make loans to such

banks during the emergency, even though they were not members of the
Systems

With the credit facilities of the Federal reserve banks made
available to non-member banks and trust companies, it was utterly
unnecessary for them to become members of the System, and the effect of
the Act was to discourage, instead of emcourage, state banks and trust
companies to seek such membership,

It is obviously a mistake to say that the purposes of Section 304
would be defeated if capital notes and debentures of state banks and
trust campanies can not be considered capital for the purpose of enabling
banks to become members of the Federal Reserve Sys tem.

Moreover, if Congress had intended thet such notes and debentures
should be considered as "capital" it would, at the same time, have amended
Section 303 of the Act, which clearly prevents this result.

Furthermore, Congress dealt specifically with the question how much
capital should be required of state banks in order to be eligible for
membership in the System on June 16, 1933, when it amended Section 9 of
the Federal Reserve Act by the Banking Act of 1933: and it said nothing
about capital notes and debentures.
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It is reasonable to assume that, in the light of the Act of
March 24, 1933, they would have provided that capital notes and debentures
should be considered as "capital" in detemmining the eligibility of state
banks and trust companies for membership, if they had so intended; they
did not do so.

On the contrary, they raised the capital requirements of state banks
by striking out the provision permitting state banks to be admitted to
the System with a capital equal to 60% of that required of national banks
and re-enacted the original provisions of Section 9 of the Federal Reserve
Act requiring state banks applying for membership to have a paid-up and
wimpaired capital sufficient to entitle it to become a national banking
association in the place where it is situated, under the provisions of

the National Bank Act, as amended.

The National Bank Act does not authorize national banks to issue
capital notes and debentures.

Section 304 of the Act of March 9, 1933, does not authorize the
ReF.Ce to purchase such capital notes and debentures from national bankse

Any implications which might otherwise be érawn from the amendment
of March 24, 1933, authorizing the ReF.C. t0 purchase capitel notes and
debentures from state banks and trust companies, therefore, are clearly
overcome by the amendment of June 16, 1933, requiring state banks applying
for membership in the System to have the capital required of national
banks under the provisions of the National Bank Acte

Much emphasis has been made on the last paragraph of Subsection (y)
of Section 12 B of the Federal Reserve Act, which reads:

"It is not the purpose of this section to
discriminate, in any mamner, against state non-member,
and in favor of, national or member banks; but the
purpose 1s to provide all banks with the same opportunity
to obtain and enjoy the benefits of this section. No
bank shall be discriminated against because its capital
stock is less than the amount required for eligibility
for admission into the Federal Rescrve System."

It is contended that to deny admission to the Federal Reserve System
to a state bank which has insufficient capital for membership under the
specific language of Section 9 of the Federal Reserve Act, as amended by
the Banking Act of 1933, will constitute a discrimination against such
state bank in violation of the above provisions

Tnis argument is obviously erroneouss (1) The above paragraph
deals only with the purposes and benefits "of this section" - that is,
Section 12 B of the Federal Reserve Act, which provides for the insursnce




of deposits of non-member banks as well as member banks of the System; 1t
has no reference to the provisions of Section 9 of the Federal Reserve Act,
which prescribes the terms on which state banks and trust companies may be
admitted to membership in the Systeme.

It has even been argued that the last sentence quoted above, which
obviously refers only to the provision regarding deposit :Lnsuranca forbids
the Federal Reserve Board to disapprove the application of a state bank for
membership solely because it has insufficient capital.

No one would make this argument who is familiar with the fact that
the Banking Act of 1933, which inserted the above quoted provision in
Section 12 B of the Federal Reservd Act, also amended and re-enacted the
paragraph of Section 9 of the Federal Reserve Act prescribing the amount of
capital which a state bank must have in order to be eligible for membership
in the System, and increasing the minimum amount of such capital.

It is contended that unless the amount of capital notes or debentures
issued by a state bank be included in determining whether the bank has
sufficient capital to entitle it to membership in the System, such state
bank would be discriminated against in violation of the above quoted provision
of Sub-section (y); because no bank would wish to be admitted to the benefits
of the insurance fund if it kmew that, on January 1, 1936, it would not be
eligible for admission to the System, and would no longer be entitled to the
benefits of insurance.

This is a clever argument, and I have o doubt that it was made in
good faith, but it completely ignores the theory upon which Congress
admitted non-member banks to the benefits of insurance by the Federal
Deposit Insurance Corporation until July 1, 1936, although one of the
principal purposes of Section 12 B was to canpel all banks to became members
of the System, and to raise the standard of banking in this cowntry to that
gset for member banks of the System.

The real theory of Section 12 B obviously is that non-member state
banks should be given the bemefits of insurance for a temporary period,
regardless of their lack of membership in the System, and regardless of
the amount of their capital; but that, on or before July 1, 1936, they must
become members of the Federal Reserve System if they desire to retain the
benefits of insurance of deposits and must meet the same requirements of
any other bank when they are admitted to the System.

Congress fully realized that many banks admitted temporarily to the
benefits of the insurance of deposits would not be eligible for membership
in the System at the time they obtained such insurance, and that a reasonable
amount of time must be allowed for them to make themselves eligible for
membership in the System.

The question how much time should be allowed for this purpose was given
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earnest consideration, and the provisions of the bill on this subject were
amended repeatedly.

It was only after a very bitter fight and after mature deliberation
that the date by which state banks must become members of the Deposit
Insurance Corporation was fixed as of July 1, 1936.

All of this would have been absolutely unnecessary if every bank
which is admitted into the Deposit Insurance Corporation should automatically
become eligible for membership in the Federal Reserve System, w ithout any
further improvement in its condition, or without any further steps to meet
the requirements of eligibilitye.

It is perfectly obvious, therefore, that the provisions respecting
temporary insurance of deposits of non-member banks and trust companies
have no bearing whatever upon the question what the cepitel of a bank must
be in order to be admitted to membership in the System.

It obviously has no bearing whatever upon the question whether capital
notes or debentures should be considered "cgpital within the meaning of
Section 9 of the Federal Reserve Act.

Nor is the fact that a particular non-member state bank is wnwilling
to apply for and accept the vensfits of temporary insurance of its
deposits unless it is assured that it can become a member of the System on
or before July 1, 1936, any reason why the provisions of the Federal Reserve
Act regarding the admission of state banks and trust companies to membership
in the System should be construed so as to accommodate them.

It is argued that the purpose of Section 304 is to authorize the
ReF.Cs to contritate capital funds to banks found to be in need of them;
that optional formms are provided only to meet the legal difficulties incident
to varying state laws concerning stockholders' liability and the power to
issue stock, and that every question concerning the status of the bank
whose capital structure has been repealed should be considered from the
standpoint of its "new capital position" rather than from the standpoint
of the forms with which we have previously been familiar.

Without admitting the correctness of this argument, it may be pointed
out that it is an argument of policy which could appropriately be submitted
to Congress in support of an amendment to the provisions of the Federal
Reserve Act regarding the amount of capital required of state banks; but it
furnishes no reason why the existing law should be construed to mean
something which it does not saye

Reference has also been made to the provisions of Section 9 of the
Federal Reserve Act 2s amended by the Banking Act of 1933, which makes
mutual savings banks having no capital stock eligible for membership in the
System; but this is an exceptional provision made for a peculiar class of
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banks which by their very mature have no capital stock, and it has m
bee ring whatever on the proper construction of the provisions of the law
regarding the capital required of banks which have capital stock.

The quotations from certain text books and court opinions as to the
general meaning of the temm "capital" have no bearing upon the meaning of
the word "capital" as used in Section 9 of the Federal Reserve Act; because
that Section incorporates by reference the provisions of the National Banl
Act and Section 303 of the Act of March 9, 1933, defines the term "capitall
as used in the National Bank Act.

It is obvious that, where Congress has defined a term as used in
certain legislation, such definition fixes the scope and meaning of that
term as used in such legislation; and the definitions given in text books
or court decisions dealing with the general use of such tems or with their
use in other statutes are totally inapplicable.




Dear Mr, Jones:

In regard to our conversation yesterday with respect to the issue
by national benks of what are termed "eapital notes", please be advised
thet I have given careful consideration to the letter of White and Case,
end in order that you may fully understand my position, I have gone into
some detail in regard thereto.

The position taken by the New York attormeys is in substance
that 2 mationa)l bank having the power to borrow money may in borrowing such
money make a eontract with the lender whersby the lender may subrogate
his debt to that of the gemeral creditors of the bank., The Comptroller's
offiee has never taken the position that this could not be dome, subject,
of course, to the limitations as to the amount which may have been borrowed
as set forth in Section 5202 of the Revised Statutes as emended. The
office has, however, taken the position that such borrowings must be shown
as borrowed money end are not pert of the capital of the bank. To hold
otherwise would mean: .

1. that a national bank could be organized with its ecapitel
composed of such notes;

2. that the limit-tions on the amount which might be loaned by
a mational bank would be affected by such notes;

5. thet directors could qualify by owming such obligations;

4.&!&#&&1&“#0““&”“‘“&.“‘&“_
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5. that the capital of a bank could be inereased by an issue
of such obligations;

6. that the amount of national bank notes which could be issued
would be covered by such notes,

All of the above would be directly contrary to the express pro-
visions of the National Bank Aet. As illustrations:

1. section 5134 Revised Statutes provides that in organizing
a national bank the organization certifieate shall show "the amount of
capital stoek and the number of shares into which the same is to be
divided; |

2, that an inerease of capital of a national bank must be made
by a vote of shareholders "owning two-thirds of the stogck of such associa-
tion" and there must be filed a certificate with the Comptroller "speci~-
fying the amount of such inerease in gapital stock";

3. section 5144 of the Revised Statutes as amended by the Banking
Aet of 1933 provides for the election of directors by vote of "sharcholders";

4. seetion 31 of the Banking Aet of 19335 provides for the number
of shares of stoek which mist be owned by each director of a matiomal bank
before he can qualify as a director;

5. section 5200 which limits the total obligation of any
national banking association, states that the total obligation "shall at
no time exceed ten per centum of the amount of the gapital stock of such
assoeciation";

The Emergency Banking Act defines the term "ecapital" as
follows:

Federal Reserve Bank of St. Louis



"The term 'eapital' as used in provisions of law
relating to the capital of national banking assoeiations
shell mean the amount of unimpaired common stoek plus
the amount of preferred stock outstanding and unimpaired;
and the term 'eapital stoek', as used in section 12 of
the Aet of March 14, 1900, shall mean only the amount of
common stock outstanding®.

This would seem conclusive,

Under the circumstances I feel that it is obvious that I
have taken the correct position but if you so desire, I shall be
glad to submit the question to the Attorney General.

Sineerely yours,

(Signed)

J. P, T. O'CONNOR,
Comptroller.
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November 13 B3

Ur. Wyatt's Opinion - Capital Notes.

Ak

The question was raised whether a lmnlc applying for membership
in the Federal Reserve Bank of Riclmond, must subscribe 6% of its capital
notes and debentures outstanding, but the Board has held in effect that
these notes are included in the tem "ecapital" under Seetion 9 of the
Federal Reserve Act.

To hold that the bank must subscribe for such notes, it is necessary
to go further than the Board intended to g0 in its ruling, and to hold
that they are included in the term "paid up capital stock and surplus."”

This office is of opinion that the temms "eap ital" and "capital stock!
used in the Federal Reserve Act are synonymous.

The Board's ruling apparently took the position that there is a
distinction between capital stock and capital, and that the latter temm.
is Dbroafler than the former.

I am of opinion that capital notes and debentures can not properly
be considered capital stock for the purpose of determining the amount of
Federal reserve bank stock an applying bank must subscribe for.

A ruling to this effect, however, would appear inconsistent with
the Board's ruling that capital notes and debentures may be included
in detemining whether a state bank or trust company has the amount of
capital necessary to render it eligible for membershipe

Ruling to this effect:
l. Would appear inconsistent,
2. Would lead to anamalous results.
e«g. - A national bank in a city of over 50,000 inhabitants must

have a minimur ‘eapital stock of over $200,000, and must subscribe for not
less than $12,000 stock in the Federal Reserve Bank.

A state bank, however, in the same place with a capital of $100,00
and with capital notes and debentures amounting to $100,000 sold to the
R.F.Co would be required to subscribe for only $6,000 of stock in the
Federal Reserve Bank.

OLUME 248
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Disregarding technical legal questions, three possible courses
are open for the Board:

1. To hold that all capital notes and debentures must be
considered capital stock to determine amount of state bank subscription.

This may lead to surprising results:

(a) Many banks reorganized since the bank holiday
have enough capital stock to make them eligible
for membership, and in addition thereto, have capital
noves and debentures issued to their depositors in
substitution of waived or frozen deposits.

They would be required to subscribe for large
additional amounts of Federal reserve bank stock if
such capital notes and debentures are to be considered
capital stock for the purpose of detemining the
amount that such banks must subscribe to the capital
stock of the Federal reserve bank.

It might work a real hardship on such banks to
require them to subscribe to this additional stocik.

2¢ To hold that capital and capital stock include only

debentures which were issued for cash, and do not include those for
pre-existing debts,.

- Some banks have sufficient capital stock to make them
eligible, and in addition, have capital notes and debentures
outstanding issued to persons who advanced additional cash to
the bank to protect depositors, and who subordinated their
claims to those of the depositors, and they might be unwilling
to increase their subscriptions to Federal reserve bank stock
by an amount equal to 6% of these capital notes and debentures.

3. It might be possible to hold that in determining the amount
which a state bank must subscribe, the capital notes and debentures sold
to the R.F.C.under Section 304 of the Act of March 9, 1933, as amended,
should be considered capital stock, but that other capital notes and
debentures should not be considered capital stock.

This would be consistent with the theory of the Board's ruling,
if that ruling is based on the provisions of Section 304.
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It would not be entirely free from other difficulties,
e.ge 1if capital notes and debentures which are subordinate
to the claims of depositors and other creditors have been
issued to private parties who have contributed cash to aid
reorganization, it would be difficult to justify a ruling
that such capital notes and debentures may not be considered
capital in detemining whether such a bank is eligible for
membership in the Federal Reserve System, or capital stock
in determining the amount which it must subscribe to of
stock in the Federal Reserve Bank, if admitted merely because
such notes were not issued to the R.F.C.

Attention is invited to the fact that if the Board holds that
capital notes and debentures must be included in computing amount of
stock in the Federal reserve bank to which the spplying state bank must
subscribe, the gquestion will arise whether these banks which have already
been admitted to memle rship must increase the amount of their subscriptions
to the stock of the Federal reserve bank by 6% of the amount of capital
notes and debentures which they now have outstanding, or may hereafter
issue. Such banks might be unwilling to subscribe to such additional
stock, and might challenge the legality of the Board's position,

As indicated above, I am at a loss as to how to answer Mr. Hoxton's
inguiry, and the question is respectfully submitted to the Beard for
determination,




Novem‘o' 4, 1933. SRA (L

Mr. Wyatt's Memorandum - Capital Notese

The gquestion arises whether, in subscribing for stock in the
Federal reserve bank, the applying state bank or trust company must
subs cribe to an amount equal to 6% of the capital notes or debentures
issued to and bought by the R.F.C.

If the applying bank has notes or debentures issued and held by
the public, these notes or debentures are not capital in any sense of
the word, but are pure liabilities. The applying bank, therefore,
would not have to consider these in determmining the amount of its
subscription to the Federal reserve bank. Under Section 304, however,

a different question is presented. The Government, through the R.F.C.,
is authorized to subscribe to preferred stock of these applying banks.
In the case of a national bank, its preferred stock would clearly be
counted as part of its capital, and it would have to subscribe 6% of

that amount in the way of subscription to the Federal reserve bank stock,
and meke a first payment of 3%.

Section 304, in my opinion, intends to make capital notes and
debentures bought from the bank by the R.F.C. capitel stock, to all intents
and purposes, and when the bank applies for admission, it clearly must
subgscribe to 6% of the amount of these capital not es and debentures sold
to the R.F.C.

It may be said that this will impose a hardship on banks applying

for admission, to require them to take this additional subscription of
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stock in the Federal reserve banks, and that the same would apply to

banks already in the System, but which have given capital notes requiring,

on this theory, a further subscription to the Federal reserve bank stock.
To my mind, this will impose very little hardship on state

banks, etce. now in the System, and those which may apply later for member-

ship, as they will have to make an initial payment of only 3% of the

amount of these capital notes or debentures.

In addition to this, it ;hould be remembered that these banks
will be entitled to a cumulative 6% dividend on the 3% of such capital
notes and gebentures actually paid in in exchange for Federal reserve

bank stock, 80 far from being a hardship, therefore, it will be a

profitable investments




To Governor Black November 28, 1933.

From Mr. Goldenweiser

I am sending you a ribbon copy and a carbon of an account of the
conference on gold policy on November 26, which I have prepared, and which
has the approval of Mr. Smead and Mr. Gardner,

I am having the material on business and prices, which we gave you
last week, brought up to date and will send it to you early in the

afternoon.

Fed for FRASER




CONFIRENCE ON GOLD POLICY ON NOVEMBER 26, 1932.

Level of devaluation.

On the question of devaluation, the first point raised was, if
devaluation were decided wpon, at what level shall the dollar be established.
It was agreed that its proper level in relation to foreign currencies and
to the relative position of prices here and abroad would place the dollar
at about 15 per cent below its former parity. It was clear that it would
not be practicable to revalue at once at s0 high a level. The dollar is
now nearly 40 per cent below parity, and if its parity were established 25
points higher, it would unquestionably result in a serious decline in prices
of international commodities.

It was also felt that devaluation to 50 per cent was not desirable as
an immediate move, because it would carry the existing under-valuation of
the dollar still further and would cause additional camplications abroad,

It would probably cause similar devaluations in other countries. The general
feeling was that, if an immediate devaluation were undertaken, it should be
somewhere near the present level of the dollar in the foreign exchanges,

that is, at somewhere between 80 and 65 cents.

Effects of devaluatim on cepital Bovenents

One effect of devaluation that was generally agreed upon was that it
would reestablish certainty and would encourage long-time commitments by

business enterprises. It might bring back a considerable ;. rt of the capital

that has fled owing to uncertainty and might result in better conditions in

the bond market. Incidentally it was brought out that since we have little
excess of exports over imports and no exports of gold, it is clear that there

has been no net export of capital from this country. Whatever export therehas been
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has been compensated by purchases in the American market by foreigners,
These purchases have in part taken the form of foreigners buying at bargain
prices their own bonds floated in this market., This has been notably true
of the Germans. A reversal in this movement would mean that Americans would bring
back their money, and foreigners would probably dispose of their American
holdings to Americans at higher prices. The flight of capital, therefore,
has not constituted an outflow of tangible funds, but has been reflected
chiefly in an exagzerated demand for foreign currencies by Americans and a
consequent drop in the exchange walue of the dollar. It has been distinctly
& buyers' market in dollars. A large number of people have offered dollars
and have been willing to take losses in order to assure themselves the possession
of funds abroad. A reversal of this process would mean a sellers' merket in
dollars. Americans having foreign currencies, beinz anxious to return their
funds to this country, would bid wp the dollar, provided it was not firmly
fixed on gold. If it were so fixed, there would probably be a drain on the
foreign gold reserves that would result in eanbargoes or other means of self-
protection by the foreign countries.
Effect on prices

Would devaluation increase commodity prices? Devaluation at the
present level would probably not have mud immediate effect on camnodity prides,
because international commodities are already adjusted to the present exchange

value of the dollar, while other commodities would only follow slowly over a

long period of time and to varying degrees. If an immediate price advance

resulted from devaluation, it would come from an increase in business caused




by the return of confidence. BSuch a price advance might mot be confined
to this country and would be a healthy and desirable development. An
increase in business activity would be likely to result from devaluation
both because of firmer price conditions and becsuse of an increase in
confidence. There would probably be no immedizte or proximate increase in
wages, because wage increases always lag behind price increases, and also
because of the existence of a large amy of unemployed who would be prepared
to teke jobs at no advance in wages over the existing rates. BEmployed wage
earners would, therefore, suffer, because their earnings would not buy as
many commodities, and would not benefit in any way from devaluation, unless
the better tone of business would make them more certain of retaining their
emoloymente

Effect on bond holders

There was also discussion of the effect of devaluation on savings
banks, insurance companies, and trust funds. These institutions would
not be directly affected by devaluation or by an upward movement of prices,
because their liabilities are expressed in terms of the same dollars as
their assets. They might, however, be affected seriously, if devaluation
were followed by a boom in stocks which would lead the public to withdraw
their savings and to borrow from their insurance companiesfor the purpose
of buying equities. That might result in a serious decline in bond prices
which would be a severe blow to savings banks, insurance companies, and
trust funds. It was pointed out, however, that all of these institutions
have considerable holdings of mortgages and that improved business and
rising prices would improve the quality of mortgages. Furthermore, bonds

that are now gelling at low levels because of low earnings of the corporations




might advance, if the busiress situation improved and corporations would
be better able to meet their coupon payments and their principal payments
at maturity. The bonds that would be most unfavorably affected in case a

move towards equities should develop, would be gilt edged bonis, including

United States Government bonds.

On the whole, it seemed to be the general feeling that the net

effect of devaluation on holders of long-temm securities, including the
special classes mentioned above, would probably not be serious. There is,
however, no complete certainty that undesirable situations in some
institutions might not develops

Possibility of return to pare.

The question was raised whether there is ay possibility of going
back to the old parity of the dollare The general understanding was that
a return to the old parity either immediately or in the near future was
not practicables The reason that is so is that our prices and costs have
gone up in relation to prices and costs abroad, so that a return to the
old standard would put us at a campetitive disadvantage with foreign
comiries and would cause pressure on our prices. In other words, a return
to a 100-cent dollar in anything like the near future would mean a severs
deflation in this country., The point was made that, if prices cannot be
raised by monetary means alone, can a price decline be caused by such means.
It was thought that a pressure on prices could ard would develop fran a retum
to gold on too high a level. It may be difficult to raise prices by monetary

means, but it is impossible on the gld standard to maintain prices at a

level seriously out of line with the world level.




The question was raised of the relation of this statement to the
fact that the dollar is inherently strong. The fact is that since we
went off the gold standard conditions have changed; prices of all our
cammodities in this country have gone wp on the average by about 20 per
cent and prices of international commodities have gome up as much as the
dollar has depreciated. This changes the situation and mmkes the international
value of the dollar, on what is known as purchasing-power parity, somewhere
between 80 and 90 cents. A rise above that would certainly cause a severe
pressure on our prices; and even a rise to as high as 80 or 90 per cent would
subject such leading mmmodities as wheat and cotton to serious price declinese

1% was mentioned that when England in 1925 returned to gold at pre-war

parity, her prices were still 10 or 15 per cent above gold prices in other

countries, and that this caused England to suffer severely in international
trade. Cost of production in England, both because of an antiquated plant
and because of heavy charges for social legislation, made it impossible for
her to compete on equal terms with France and Belgium which had devalued
their currencies to a low level. This, together with a run on the pound

that developed in 1931, caused England to depart from the gold standard again
after six years, this departure being followed by an immediate depreciation
of the pound by 30 per cente Such a rapid depreciation wHen the link with
gold was severed indicates that the pound was kept at an artificially high
level by the gold standard. Our situation is not strictly camparable because
we have a highly developed and efficint plant, but our costs are high and
have been made higher by the activities of the N.R.A. Our prices are

probably 15 per cent out of line with world prices, and comsequently a return
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%o gold at the old parity in the near future might result in the loss
of any progress we have made in business recovery and probably in a period
of severe deflation and further readjustment,

This does not necessarily mean that, if stabilization were under-
taken and the dollar were allowed to find its own level by graduval stages
over a period of years, the strong international position of fhe dollar
might not ultimately bring it back to par. That is not clear, but it is
possible in view of the creditor position of the country, its ability to
compete in foreign markets in the sale of many products, axi the general
strength of the dollar based on its large gold reserve and the fundamentally
strong fiscal position of the Government. It seemed, hawever, that a long-
tdze policy of stabilization with a view to possible return to the old
parity offered little hope for continued and fairly rapid business recoverye.

It was pointed out that except from the legal point of view, which
has been largely discarded, and from the point of view of sentiment, there
was no sanctity in the old parity. It represented a more or less accidental
development to which we had become adjusted. Now that we have lost this
adjustment, an effort to reestablish it would hardly be worth the cost either
fram the social or the ecomomic point of view. The only importent factor
in favor of the return to the old parity is the strong belief in it prevailing
among many people. To what extent these people are representative of the
masses is a question. It would seem that the public at large is concerned
with the size of its earnings and the prices of the goods it has to buy
rather than with its theoretical ability to redeem its currency for any

stated amount of gold.




Stabilizatim

It was further discussed whether an immediate stabilization could
be advantageously undertaken by agreement with England and France. : It was
polnted out that such a stabilizatim if it became Imown would do away
with a considerable part of the prevailing wertainty, particularly if it
was definitely understood that the dollar would not be allowed to depreciate
furthers Such a stabilization accomplished by international agreement would
have a stimulating effect on world tradee. It might result in same decline
in the prices of international commodities in so far as these prices have
been boosted by the expectation of inflation. Few commodities, however,
have increased in price more than the dollar has fallen and it is not probable
that there would be serious price disturbances. Stabilization would probably
have a favorable effect on internal prices because it would stimulate

activity. Also the dollar being now undervalued on the exchanges, in

relation to the prices of internal commodities, the tendency would be for

these commodities gradually to rise to a level approximating that to which
world cammodities have risen.

There was discussion of the details of stabilization and of possible
losses involved. It was agreed that if stabilization were conducted in
such a way as to convert promptly into gold all foreign currencies acquired
for the purpose, the losses could not become considerasble and would te in
the nature of deductions from the profit that will be made when the existing
stock of zold is revalued,

The point was made that stabilization with a gradual adjustment of the

dollar to the level where it belongs economically was the most scientific




courge 0 pursue and one which experience has proved to be effective in the
case of France. The only question misedvwe's whether i viewd the many shocks

to confidence that the country has experienced, anything short of a definite
action would be sufficient to reestablish confidencee

Position of France.

Following are Mre Gardner's comments on the French situation:

France rums little immediate.risk from depreciation of the dollar
through our gold purchasing policye It is true that the depressed dollar
gives an advantage in world markets to American e:ﬁporters and over the
courgse of months or years the French balance bf trade may be adversely
affected by the situation. But this willbea slow development, partly because
it takes time to alter the established channels of international trade,
partly because the French employ a stringent quota gystem and can, at least
in some degree, cut imports to match a falling export business. Not only
will the growth of an adverse balance of trade be slow in Frﬁnce, but the
immediate effects of our gold policy on capital movements is favorable in
that capital tends to flee the United Statese Certainly such a movement
can put no strain upon the france,

The only reason the franc has been under pressure in recent weeks
is that the internal situation in France has been bad. Controversy has
revolved sbout the budget deficit and two governments have fallen without
making any headway on the problem. Hence while thé Netherlands, Switzerland
and Bngland have all been gaining gold, France has lost $100,000,000 of reserves
in the four weeks ending November 17. Probably much of this has represented

withdrawal of foreign balances from Paris. But if the movement continues at

this pace, it is only a matter Of time before the French public generally




takes alamm and maintenance of the gold standard becomes impossible.
Such an outcome, however, camnot be attributable to the American gold
policye.

Although our gold policy does not constitute a serious threat to
the gold standard countries, there is no question that it does put
their traders at a continuing disadvantage in world markets, and it is widely
interpreted abroad as a hostile move. Foreign resentment at our action
is real; but only because foreigners fear the unfavorable effect of a cheap
dollar on their expart trade, and not because they are experiencing ay
immediate strain on their gold reserves as a result of the policye

———
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DEVALUATION.

The attached memorandum raises a mumber of legal cquestions and
a number of economic questions which will become important if the
welght of the gold dollar is reduced by the President pursuant to the
provisions of Section 43 of the Act of May 12, 1933 (Public No. 10, 73d
Congress), commonly known as the "Thomas Amendment". Such action would
result in a paper profit to all holders of gold in this country;and
the principal question is whether the profit on the large smount of gold
now held by the Federal reserve banks would belong to them and, if so,
whether the Govermment could teke it from them.

This memorandum cGontains concise answers to the legal questions
propounded in the attached memorandume For convenience of reference,
each legal question will be given the same number as in the attached

memorandum and will be stated in the same form. The economic guestions

will be omitted, because they will be dealt with in & separate memorandume

(1) "Can Government take this profit fram reserve banks

There is no legislation entitling the Govermment to any profit
realized by the Federal reserve banks on any gold owned by them a2t the
time the dollar is devalued, and there appears to be no legal principle
upon which the Government would be entitled to that profit.

If the doller were devalued under present law, therefore, the profit
on the gold owned by the Federal reserve banks would belong to themj and
Congress would have no more right to enact legislation taking it away

from them than it would have to take any other property of the Federal

reserve banks without compensetions Such legislation would violate the
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Fifth Amendment to the Constitution, which forbids the taking of private
property without due process of law, which re cessarily requires just
campensations

(2) "1s not title to this gold in reserve banks and
how can Government divest them of this title?

Of course, the Federal reserve banks have no beneficial ownership
in gold which they hold unmier eamark or in trust for others and such gold
will be omitted from this discussion.

The situation respecting the gold treated as assets of the Federal
reserve banks may be summarized briefly as followss

@Gold amounting to $250,503,000 is actually held by the Federal
reserve banks themselves for their own account, and it is clear that they
have both the legal title and the beneficial ownership of such gold.

Gold amownting to $1,521,091,000 is held by the Federal reserve
agents in their own custody as collateral security for Federal reserve
notes; but it is clear that the Federal reserve agents hold such gold only-
as pledgeesand that the beneficial ownership is in the Federal reserve
banks.

Gold amownting to $1,191,935,000 has been pledged by the Federal
reserve banks with the Federal reserve agents as security for Federal
reserve notes but has been deposited by the Federal reserve agents with
the Treasurer of the United States for credit to their account with the
Federal Reserve Board. As to this gold, the legal situation is not entirely
clear; but it is believed that the beneficial ownership remains in the
Federal reserve banks.

Gold amownting to $592,547,000 has been deposited by the Federal




reserve banks with the Treasurer of the United States for credit to the
account of the Federal reserve banks with the Federal Reserve Board in a
fund kmown as the Gold Settlement Fund. The legal status of this gold

is not clear, but it is believed that both the legal title and the
beneficial interest therein have passed to the United States and that the
Federal reserve banks are merely general creditors of the United States for
this amount.

Gold amounting to $35,723,000 has been deposited by the Federal
reserve banks with the United States Treasury in the Gold Redemption Fund
for the purpose of redeeming Federal reserve notes. Theoretically it
would appear that this constitutes a specific deposit, that it constitutes
a trust fund, and that the beneficial ownership remains in the Federal
reserve banks. Many years ago, however, this gold was covered into the
general fund of the Treasury and a mere book credit was set up in favor
of the Federal reserve banks. In view of this practice, acquiesced in by
the Federal reserve banks for many years, it probably would be held that
both the legal title and the beneficial interest in this gold has passed
to the United Statese

A more complete discussion of the above points is contained in a
separate memorandum, :

Although they were created to serve as instrumentalities of the
Govermment to aid the Govermment in the performance of its functions by
serving &s depositaries and fiscal agents, the Federal recerve banke are
private Gorporations %o the same extent as national banks and they are owned

entirely by their own stockholders, consisting exclusively of member banks

of the Federal Reserve System. Like all banks, they are affected with a




public interest and, more than any other banking institutions, they
perform functions of greatpublic importance; but this does not change
the character of their ownership or their legzl status as private
corporations, except that they are subject to regulation by the Govern-
ment to a much greater extent than oxdinary private corporations.

Since they are privately owned, any confiscation of this property
without just compensation would violate the Fifth Amendment to the
Constituion, which forbids the taking of private property without due
process of law.

Presumably, Congress could enact legislation requiring the Federal
reserve banks to transfer their gold to the Government, if it were needed
by the Govermment to enable it to coin money or perfom any other govern-
mental functionj but the Government would have to compensate the Federal
reserve banks for it, as it has to pay just compensation when it takes
any other private property.

It would appear, therefore, that the Government cam divest the
Federal reserve banks of the title to the gold which they now hold only

by due process of law, which includes the psyment of just compensation

therefor.

(8) "“Authority of Congress to pass legislation taking this
profit from Reserve banks., Probable fom of law that

will be passed. Constitutionality of such law and of
action following such law. Pgsition of reserve banks

in the matter relative to their responsibility to

their stockholders in such transactione Rights of stock-
holders."

Most of these questions have been discussed above under questions

nwber (1) and (2),
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It is impossille to foretell what form of legislation might be
devised to take this profit from the Federal reserve banks; but it
probably would take the formm of a law providing that, in order to enable
the Govermment to coin money as authorized by the Constitution, all gold
held in the United Stafes shall be delivered to the Treasury; bdbut, in
order to be constitutional, it is believed that such legislation would
have to provide for the payment of just compensation to the holders of
such golds Furthemmore, if such legislation were passed in contemplation
oflthe devaluation of the dollar, it is doubtful whether the payment of an
equivalent amount of dollars at the reduced valuation would be considered
Just compensation. :

It might be claimed that the im.:ereat of the member banks as stock=
holders in the Federal reserve banks is limited to their right to the
repayment of the amount they have invested in such capital stock plus
6 per cent interest from the date of the last dividend paid thereon and
that a statute takingaway part or all of the surplus of the Federsl
reserve banks does not affect their interests. This proposition, however,
will not bear analysis. The Federal reserve banks own their surplus f unds
and they are in turn owned by their member banks and no one else has any
proprietary interest in the Federal reserve banks. Therefore, the taking
of the surplus of the Federal reserve banks or any other property in the
Federal reserve banks is a taking of private propertye

That this is not merely theoretical or legalistic, but is actually
of practical importance to the stociholders of the Federal reserve banks

becomes obvious when we inquire what would happen to the stockholders if

the Federal reserve banks should incur losses amounting to $500,000,000,




/
which could easily happen if there should be a substantial depreciation
in the market value of the enomous amount of Government bonds now owned
by the Federal r;aserve banks.

A loss of $500,000,000 would be more than enough to wipe out the
entire capital and surplus of all the Federal reserve banks, so that, instead
of being an excellent investment as it is today, the stock of the Federal
reserve banks would become wo rthless and each member bank would have sustained
a loss equivalent to its investment in the Federal reserve bank - i.e. 3 per
cent of ite own capital stock and surplus,

Moreover, any serious impairment of the capital of the Federal rescrve
banks would make it necessary for the Federal Reserve Board to call upon the
member banks for the remainder of their subscriptions to the stock of the
Federal reserve banks and this would campel them to invest an additional 3
per cent of their own capital and surplus in such stocke

It 1s obvious, therefore, that the member banks have areal interest
in the Federal reserve banks as stockholders and that the Fedeml reserve banks
owe to their stockholders a very definite duty to keep their ca@ital and

surplus intacte

(6) "Can Secretary of Tressury under present lawg order all
£0ld in reserve banks into the Treasuryt"

There appears to0 be no authority under present law for the Secretary
of the Treasury to require the Federal reserve banks to deliver all aof their
gold into the Treasury, He can require them to transmit to the Treasury
such amount of gold as may be required for the exclusive purpose of redeeming
Federal reserve notes, but it is doubtful whether the beneficial title to

such gold would pass the Treasurye




As explained more fully in a separate memorandum, the holding of
gold by Federal reserve banks is not "hoarding" within the meening of
Section 5 (b) of the Trading with the Znemy Act pursuant to which the
President required other holders of gold to deliver it to the Federal

reserve banks in order to stop the hoarding thereof; and the President

could not utilize his powers under that Act to take all the gold from

the Federal reserve banks.

The Secretary of the Treasury could not take this gold from the
Federal reserve banks under the provisions of Section 11 (n) of the
Federal Reserve Act, as amended by Section 3 of the Act of March 9, 19333
because such action would not protect the currency system of the United
States but would destroy the present currency system of the United States
‘and would, therefore, defeat the purpose of that section. (See separate
memorandum) .

(7) "How would Secrstary of Treasury pay reserve banks for

this gold ™
If the Federal reserve banks should voluntarily agree to transfer

their gold to the Treasury or if Congress should enact legisla tion
requiring them to do so, it would seem that the only practical means by
which the Treasury could pay for such gold would be by a credit on the books
or with currency, bonds, certificates of indebtedness or other obligations
of the Govermmente

(8) "gould Secretary sive reserve banks some kind of receipt

for return of gold dollars on devalued basis in same
amount as zold dollars taken??

See answer to next questione




(9) "How could reserve banks handle such a receipt among
their assets™

Under the provisions of Section 16 of the Federal Reserve Act
(1933 Edition, pe 75) the unpledged gold held by the Federal reserve
banks in their own right (as distinguished from the gold which the
Federal reserve banks have pledged with the Federal Reserve Agents) could
be deposited with the Treasurer of the United States for credit io
the account of the Federal reserve banks with the Federal Reserve Board
in the Gold Settlement Fund and receipts therefor could be issued to the
Federzl reserve banks. Such gold (or the credit therefor) would be treated
as assets of the Federal reserve banks and would continue to count as
reserves against Federal reserve notes and deposit liabilities. It is
probable that both the legal title and the beneficial interest in such
gold would ress to the Treasury and that the Treasury could repay the
deposit with devalued dollars; but this is not entirely clear.

The gold which has been pledged with the Federal Reserve Agents

as security for Federal reserve notes could not be deposited: in the Gold
Settlement Fund, because it is subject to & lien. The Federal Reserve
Agents, however, could deposit it with the Treasurer of the Unit ed States
for credit to their accounts with the Federal Reserve Board and such gold
would continue to serve both as security for Federal reserve notes and
as reserve against Federal reserve notesand also would continue to be
treated as assets of the Federal reserve banks. It is believed that the
equity or beneficial ownership in such gold, however, would remain with
the Federal reserve banks and that neither the Treasarer nor the Federal

Reserve Agents could repay the Federal reserve banks in dollars oR a devalued
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(10) "Could Secretary of Tressury pay with certificates
(Treasury) and could these certificates be carried in assets
in lieu of zold surrendered?

The Secretary of the Treusury could pay for such gold with certificates
of indebtedness; and the transaction would legally amount to a purchase
of the Govermment's obligzations by the Federal reserve banks with gold.
Unless the e:ﬁisting reserve requirements were cmnpietely suspended, however,
the Federal reserve banks could not use all of their gold for this purpose
and the suspension of the reserve requirements for the purpose of enabling
the Federal reserve banks to use all of their gold for the purpose of

purchasing obligations of the Govermment would be of doubtful legalitye.

(11) "What are present £0ld requirements for reserve banks

as_to reserve against deposits and note liabilities?"

Section 16 of the Federal Reserve Act (1933 Bdition, p. 70) provides

thats

"Bvery Federal reserve bank shall maintain reserves
in gold or lawful money of not less than thirty-five
per centun against its deposits and reserves in gold
of not less than forty per centum agpinst its Federal
reserve notes in actual circulations”

(12) "Could these reserve reguirements be done gng- with and,
if so, by what action?®

Section 11 (c) of the Federal Reserve Act (1933 Edition, pe 30)
authorizes the Federal Reserve Board t0 suspendi any reserve requirements
of the Federal Reserve Act for a period not exceeding thirty days and to
renew such suspension from time to time for periods not exceeding fifteen

days; but this provision was intended to make it possible for the Federal

reserve banks to utilize their reserves in order to meet demands upon them
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when it is impossible for them to maintain their legal reserves without
failing to meet those demands., It is doubtful vhether it would be in
accordance with the intent of the law for the Federal Reserve Board to
suspend the reserve requirements entirely for the deliberate purpose of
enabling the Federal reserve banks to divest themselves voluntarily of
all the zold which they hold as their legal reserves, in order to accomplish
some object beyond the purposes of the Federal Reserve Acte

Section 43 of the Act of May 12, 1933, comuonly known as the Thomas
amendment (Appendix, 1933 Edition, F.R. Act, ps 157), however, authorizes

the Federal Reserve Board to authorize the Federal reserve banks to agree

that they will purchase obligations of the United States Govermment in an

aggregate sum of $3,000,000,000 in addition to those they already have,

"notwithstanding any provisions of law or rules and rezulations to the

contrary.," This section also provides that no suspension of the reserve
requirements of the Federal reserve banks under the terms of Section 11 (¢)
of the Federal Reserve Act, necessitated by reason of operations under the
Thomas Amendment shall require (a) the imposition of the graduated tax upon
any deficiencies in reserves or (b) the automatic increase in the rates
of interest or discount charged by the Federal reserve banks, as specified
in Section 11 (c) of the Federal Reserve Acte

These provisions probably would justify a total suspension of the
reserve requirements of the Federal rescrve banks, if such action became
necessary as the result of the purchase by the Federal reserve banks of an
additional $2,000,000,000 of Government bonds pursuant to the Thomas

Amendment,




While it is not entirely clear, however, it is believed that the
phrase "necessitated by reason of operations unier this section" refers

to operations of the Federal reserve banks and not to any action which the

President might take with respect to the devaluation of the dollar. Unless,

therefore, such action should tecome necessary as a result of operations

by the Federal reserve banks wunder the Thomas Amendment, i.e., the purchase
of Government obligations, it is doubtful whether this section would justify
a total suspension of the reserve requirementse

(13) "1f these reserve requirements eould not lezally be done
away with, how could Secretary of Treasury take gold
from reserve banks in face of the law requiring certain
percentages of gold reserves against deposits and note
liability?"

As shown above, the Secretary of the Treasury has no authority to tahe‘
all the gold from the reserve banks. Even if he had such authority, it
would be a violation of law for him to take all of the gold or to take
enough of it to reduce the reserw s of the Federal reserve banks below the
amounts required by lawe It would be equally as unlawful for him to force
the reserve banks to violate the law as it would be for them to do so on
their own motion,

As indicated above, the reserve requirements could be suspended by
the Federd Reserve Board under certain circumstances; but it is doubtful

whether the Board would be justified in suspending them comple tely for
this purposee.

(14) "What other legal obstacles or requirements relative to
20ld of reserve banks that would have to be met or
faced or followed by the Government in an effort to order
gold of reserve banks turped over to Government?"

Numerous obstacles to any action by the Govermment to force the
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Federal reserve banks to turn their gold over to the Government have been
stated in answer to the above questions. Because of this fact and also
because of the limitations of time, no exhaustive search has been made
for additional legal obstacles and it is impossible to state that no
additional ones exist.

However, it may be pointed out that any attempt by the Govermment to
force the Federal reserve banks to deliver their gold to the Treasury
might result in suits for injunction challenging the authority for such
action and the constitutionality of any legislation upon which such action
is Dbased.

Such litigation probably would also give rise to @ecisions as to the

constitutionality of Section 5 (b) of the Trading with the Enemy Act, the

Executive Orders of the President issued thereunder, the constitutionality
of the Thomas Amendment, and the constitutionality of the Joint Resolution
of Congress abolishing the gold clause in private contracts heretofore
entered into.

4 reasonably prompt decision by the Supreme Court of the United States
probably could be obtained; because such suits could be instituted in the
United States District Courts, appeals could be taken directly to the
Supreme Court of the United States, and the Supreme Court probably would
advance the cases on the docket in view of their vast public importancee.
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FEDERAL RESERVE

Office Correspongence ;’t December &, 1933

To.

From

Mr. Hamlin Subject: Relation of central banks in
<Q§i' ! England, France, and Germany to
Mr. Gardnen and Mr. Longstreet[ . the Government

Bank of England

The Bank of Englend is a privately owned corporation managed by
its stockholders. Its relations with the Government are fundamentally
those of banker and client. Before the Macmillan Committee in December
1929, Sir Ernest Harvey, deputy Governor of the Bank of England, testi-
fied: "We never venture to interfere on any question that can be con-
sidered a politicael question unless we are asked to express an opinion
as to what the financial effect of a certain political operation may be.
The Treasury, on the other hand, do not seek to dictate an alternative
line of finencial policy if we consider a particular line of policy essen-
tisl for the protection of the country's main reserves. The color of the
Government at the moment has absolutely no influence whatever on the nature
of these relations.”

The law does impose certain reserve requirements on the bank that it
can vary only with the consent of the Treasury. And the Treasury takes the
profits of the issue department, an arrangement, incidentally, that will in-
sure its receiving the full mark-up on the bank's reserves when legal deval-
uation of the pound occurs.

While officially the Bank of England is entirely independent of the
Government, it is always in close touch with it, and the balance of power
depends largely on the personalities of the Governor of the Bank and the
Chancellor of the Exchequer. The Bank and the Treasury cooperate closely

in administering the Exchange Equalization Fund.
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Mr. Hamlin

Bank of France

The Bank of France is also a private institution in the sense that its
capital is supplied by the public. But unlike the Bank of England, powers of
the shareholders are strictly limited and the Government has a major part in
the management, The shareholders elect members of the Gemeral Council, which
administers the bank, but the Governor and two deputy Governors, who are ex-
officio members of the Council, are appointed by the President of France on
the proposal of the Finance Minister. Since the Governor's position is of
dominating importance it would seem that the influence of the French Govern-
ment with the bank is assured. But the Governor is not appointed for any

definite term and the law does not provide for his removal. It is therefore

possible for the Governor to persist in a policy unacceptable to the Goveran- [

ment and still remain in office. There is no example, at least in recent years,
of a real clash of this sort,

Some indication of the influence the Governor can exert was given in the
summer of 1928, At that time Governor Moreau felt that the bank's foreign-ex-
change holdings, already large and rapidly growing, were becoming unwieldy and
that their further zrowth could be checked by a legal stabilization of the franc,
which had been stabilized de facto for over a year and a half. It was on the
Governor's insistence at this juncture that the Poincaré Government finally
stabilized the franc de jure. At the same time the Government indebtedness to
the bank was fixed at fr.3,200,000,000, at which figure it has since remained.
This limitation of Government borrowing at the bank was a reaction against the

large advances the bank was compelled to make to the Treasury during the period

of post-war inflation,

zed for FRASER




Mr, Hamlin

Page 3 December 8, 1933

Reichsbank

The Reichsbank is also a privately owned institution with the powers of the )

shareholders strictly limited. Under the old provisions of the law, before they
were amended on October 28, 1933, the General Council, a body elescted by share-
holders, chose the President of the bank with the confirmation of the President
of the Reich, Under the new amendments the General Council is abolished and the
President of the Reich is given the power to select and also to remove the Presi- l
dent of the bank and members of the Managing Board, which directs the bank's poli-
cies. This gives the Government full control. 1In a confidential letter to the I
Bank for International Settlements submitting the proposed changes in the law,
the German Finance Minister stated, "As regards the election of the President of
the Reichsbank, the General Council can henceforth be dispensed with, as there
cannot possibly be a President of the Reichsbank who is not persona grata with
the President of the Reich, This being the case the appointment as well as the
dismissal of the President of the Reichsbank had better be left to the head of
the State. The same holds good for the members of the Managing Board."

Another feature of the 0ld law designed to establish the independence of
the bank was a provision that the bank could not lend to the Government on
open account more than Rm, 100,000,000, such loans to be for not more than three
months and to be paid off completely at the end of each fiscal year, Furthermore
the bank was not permitted to hold Treasury bills, either as a result of direct
purchase or as collateral for loans, in excess of Rm. 400,000,000 at any one time,

These provisions, together with the fact that the bank could deal in securities

only on behalf of customers, effectively kept the Government from endeavoring to
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Mr, Hamlin

Paze 4 December 8, 1933

mille the bank for its own purposes. Under the new law the limitations on
lending to the Government and on Treasury bills remain; but the Reichsbank

has now been given the power to deal without limit in interest-bearing Govern-
ment securities maturing within one year. Whether the Government will endeavor
to force the bank under this new power to finance its program of public worlks

remains to be seen.

A great deal depends on the personal force of the bank head. President
Schacht of the Reichsbank is the actual leader of monetary policy in Germany
today. But no doubt his official position will last only so long as he can
persuade the Hitler Government that his policy is the correct one, which he

seems capable of doing for some time to come,
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Office Correspondence **° Date December 9, 1933

To Mr, Hamlin Subject:

From Mr. Goldenweiger

€
A

In response to your requeest made by telephone
yesterday afternoon, I am attaching a tsble showing
changes in the Federal reserve banks' holdings of
United States Government cecurities, and changes in
monetary gold stock of the United States between No-
vember 2, 1927 and March 1, 1928, during March, and
between March 28, 1928 and the year end. Changes
in the discount rate at the Federal Reserve Bank of
New York between November 1, 1627 and December 31,

1628 are also shown.
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United States Government Securities Held by Federal
Reserve Banks, and Monetary Gold Stock of the
United States

(In millions of dollars)

I Chenge from--

Nov. 2, 1927 |Feb. 29, 1928 |Mar, 28, 1928
to to to

Feb, 29, 1928 |Mar, 28, 1628|Jan, 2, 1929

U. S. Government
securities - 118 =42

Monetary gold stock - 170 ) - 181

Discount Rate Changes at the
Federal Reserve Bank of New York

February 3, 1928 from 31/2 to U4 per cent
May 18, 1928 from y to U4 1/2 per cent

July 13, 1928 from U 1/2 to 5§ per cent
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Decomber 29, 1933

¥y ddar Mr. President:

I heve the honor to ackmowledge your esteemed
mmdwmnmmm1a'nﬂdmmm
transfer of the gold of the Federal Reserve Bamks to the Treasury.

In reply %o your letter I beg $o advise that for
the psst week I have endesvored inm conference with the Attorney
General, the Aicting Seoretary of the Treasury and his counssl, Mr.
Oliphant, eud our counsel, Mr. ¥yatt end lr. Baker, to work out
some plan which could by ogreement solve our problem. While the
Attomey Gemeral and Mr, Oliphent were of spinion that a legal plam
u-uum:mumum“u-
by reason first of the law invelved and second beceuse of the ne-
eessity of mich plmn moeting the views of one hunired und eighty di-
rectors loested in twelve differemt oitiss end all actusted by the
highest asnse of their cbligations end responsidbilities es trustees.

These difficulties have this sorning been fully pre-
santed to you in our comversstion end it is unnccessary to repeat
them hers.

' There sre $wo other courses which present themselves: 7
first, an executive order, md second, comgressionsl aetion. The /
firet I have wlso dfscussod With you md have prosested its legal | |\
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and policy diffieulties, and the simllar difriculties resented
mmmamnﬁemmuuaummw«rwnm

nmehmm:admn-thsh,un-
mwlmzw-mzm-mwzuma. Itm;
every diffieulty before us.

Pirst: It relieves what is to me & serious dfffi-
mwmmummmmmuau-wtu
roquisition gold of the Resexrve System under the statute authorizing
mum#ﬂummﬂﬁhmmudhmﬂq.

Jecond: it presents the opportunity to Congress of
granting by congressional action protection to the Reserve System in
event of future revaluation upward of the doller.

Third: It gives to Conmgress the right to allosate
the profit upon gold in event of devaluation.

Fourth: It leaves to Congress the full question of
mmuumuunwmmmtumq;m
ereations of Congress.

Fifth: I% will obviate all chemces of critieism upon
mmmuunmmuﬁunmmnmm-
mmmummumuummm
their oredit and currency functions.

Nay I earnestly urge that this Congressional ocourse
is the straight, simple, legsl course to all the ends desired.
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In coneclusion, Mr. President, may I assure you
that this sugrestion is not written in the selfish interest of the
Reserve Banks, but in the interest of your Administration amnd of
the ecountry, as en evidence of which I desire to repeat that the
question of profit on ocur gold is not involved, as I have heard no
other sugsestion from any member of our Board or any Reserve Bamk
then that any profit arising from a monetary policy of the Covarn-
ment should go to the Covermment.

¥With great respect, I am

Very sincerely yours,

Honorable Franklin D, Roosevel$,
President,
The %hite House.
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MIORANDUM

At a conference on Thursday, December l4th, the follow-
ing were present:

The President

The Attorney General

The Aeting Secretary of the Treasury

The Gemersl Counsel to the Treasury Depariment

The Governor of the Federal Reserve Board.

1t was stated by Ir. Morgenthau that the meeting was to
discuss a plan by which the Govemment would obtain the profit upon
the zold omed by the Federal Reserve Banks in event of devaluation.

¥r. Cumings then rad a memorandum embracing a plen for
mw.

¥y reaction to the plan was asked amd after stating several
objections to it I asked time for its full consideration. This con~
sideration hes now been given and this memorandum contains the con-
clusions reached.

Before discussing the plan may I present four facts:

First: Several wesks sgo the President appointed a com-
mittee consisting of the Secretary of the Treasury, the Attarney
General and me, to consider the very question presented at the con-
ference and %o report to him. Immedistely after the eprointment of
this comittee the questions involved were studied and I reparted to
the Seeretary of the Treasury and to the Attorney Gemeral thet I was
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prepared to discuss them. This committee is still in existence,
has had no meeting and hes mede no report. This statement is made
soclely for the purpose of meking it clear that the plan proposed
by the Attorney General is not the product of this committee.

Second: During the mresent administration the Federal
Reserve System has opsrated in complete harmony with the Recovery
Program of the Administration, as illustrated in part by its pur-
ehase during this period of $600,000,000 of governments in an effort
to supply funds for every credit need in aid of the Recovely Program.

Third: M-mmhmmnhumuﬁomxm
Reserve Bank of emy opposition to the proper disposition under full
legal authority of the profit upon the Reserve System's gold hold-
ings, regard being had for the comstitutional provision that just
compensation be made for the property taken.

Fourth; The gold id question is either in the Treasury or
in the twelve Pederal Reserve Banks. The gold of the System hes been
in the saw places for approximately twenty years. There has been
diseussion for meny months of devalmation and profit upon gold in
event of devaluation. This discussion has not affected the location
of one dollar of this gold. No effort hes been made or considered to
chenge the possession of this gold. None will be made. The gold will
remain right where it is in event of devaluation until all question
of the profit upon this gold is legelly settled. The Reserve Banks
can be trusted to this extent, but if desired em agreement to this

effect can be made.
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In the light of these four statements of fact the plan
 suggested by the Attorney Genmeral must be discussed. This plan
involves:

(1) Aetion by the Treasury comeandeering the gold hold-
ings of the System. This action to be without publiecity, to de
based upon authority of the law relating to the proteetion of the
currency system of the United States, to be applied after usual -
banking hours without mcr notice to the officers of the Reserve
Banks.

(2) The demand at this hour and under these conditions
of all gold in the vaults of the Reserve Banks, all gold held by the
Federal Reserve Agents in trust for the holders of Federal Reserve
notes, and all denominated "equity” in the gold of the System Jeld
by the Treasury.

(3) If the demands of the Gun;rmt agents are not com-
plied with then these agents are to post on the vaults of the banks
a notice that all gold held therein is the property of the United
States.

(4) Compensation for the gold so commandeered is to be
made by these government esgents through the medium of & writing
stating that the benk is "entitled® $o gold certificates for the
gold talem. A

Under this plan it is proposed to give the Covernment both
possession of and title to all gold in the vaults of the Reserve
Banks, all gold held in a trust capacity by the Federal Reserve igents,
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and all geld held in the trust relations by the Treasury covered
in the Cold Redemption Fund, the Federal Reserve Agemts’ Gold Fund

and the Federal Reserve System's Cold Settlement Fund.

roﬁhnoloplnlatuwmymmmim
objection. My objeetions are:

(1) That the whole plan is of doubtful legality, and in
woyinonmlduwaxhdnm.

(2) Thet under the plan the result desired cammot be ob-
tumdwthath,utlohﬁopumlﬁmmmmdnﬂn
the Covernment. -

(3) The plan is unworkasble.

(4) The plen is unuecessarye.

(5) nmwmmp&nnw-umumnn
ﬂ-uuoudyhthrdudmmnndhmnunbm

end eredit situstion, snd would be inimieal to the Administration.
May I discuss these ob jections?

Pirst: MMhﬂnudmmdltytﬂnﬂ
mnmmdummnm.

This conclusion rests upon three bases:

(1) mpamuhmm-mwcmw
emendment .

This problen emists. There is & seriocus question whether
mmwumwunudumw
tive power to the President. m-mnummuwdm
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Thomas imendment is a vital one, becemse unless the President's

action is velid the Reserve Banks will in fact obtain no profit on

“their zold stoeks. If the statute is unconstitutional any sction

by the President would be & nmullity and the existing parity be-
tween the dollar and gold would not be affected by a proclamation
reducing the velue of the dollar. Againm, if the gold comtent of the
dollar was reduced fifty per cent resulting in a book profit to the
Reserve Benks upon its gold, such profit would be lost if the present
parity between the dollar and gold were subsequently reinstated.

If the entire profit of the Reserve Banks on their gold were taken
by the Government upon a fifty per ecent develuetion of the dollar,
the subsequent restoration of the 20,67 ratio would result in wiping '
out the capital and surplus of the Reserve Ranks. Agein, #my action
which is teken with respect to the gold profit must be considered in
m'ofthmmﬂmirﬂﬂmmmmﬂnmotgom

(2) There is no authority in faw for calling in the Re-
serve Benks' gold under the anti-hoarding provision, first, because
u«ummmmmmmrxguwwmmagom;
second, because the law requires them to hold gold as reserves;
third, bﬂ-nnmartmrgmﬂmuwuuﬁumm-
amntm@mmm&omm-nnmm
umwwwmmum-mm fourth, because
the mmdawnmuwmnmmutb
base for the nation's credit could herdly be termed "hoarders.”
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(3) There is no suthority im law for calling in the
reserve gold under the provision that gold may be called in by the
Secretary of the Treasury when "such sctiom is necessary to protect
the currency system of the United States.” Thers could be no logie
in asserting that the currency system would be protected by depriv-
ing sixty par cent of the currency of the country of its gold base.

It would sppear superfluous to argue this guestion.

(4) The Thomas Amendment does not in terms confer any
authority upon the Fresidemnt to deprive the Federal Reserve Banks
of eny gold profit resulting from devaluation. The Thomes imendment
vests no one, even by implication, withaauthority to deal with the
subject. The debates in the Senate upon the bill show that the ques-
tion whether gold profits should be taken was discussed; that the
Chairman of the cQﬁﬂMﬂhﬁ;aMWWﬁsﬁu
that the bill was not intended to cover that subject, and that it
could be dealt with later. Senmator Fletcher was asked whether the
emondment provided any method by which any profit made by those hold-
ing gold, at the date of devaluation, could be taxed. He replied
there was not, and further thet he did not favor incorporating such
a mrovisiog in the pending bill, although he was in sympathy with the
proposal end believed that it should be considered later., The deter-
mination as to profits must be made by Congress.

Seeond: Under the plam the result desired eamnot be ob-

— ILE COPY
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It may be possible under the plan to obtain actual or
constructive possession. As a matter of faet the gold of the reserve
banks now in the Treasury is as follows:

$4088%°°" 4n the Gold Redemption Fund.

$ /105 M% °*7 in Federal Reserve Agents® Cold Fund.

§ £7%403 **“in the cold Settlement Fund.

mg: i‘g 41“3”1;1"!0("%{!:1,‘;?1&& mﬁ ‘;}‘ﬁ ﬁ:;i.tl placed
with the Trezusury 1§ trust for certain authorized statutory trust
purposes, the possession is with the Treasury. Title to these funis
could not be given to or vested in the Treasury by emy action of the
Governor or the Federel Reserve Agent or emny other officer of a Re-
serve Bank, The "eontrol" of a reserve beank is vested by law in its
"Boerd of Directors,” end any dispeosition of its gold with any legal
authority could only be had by the Board of Directors. 4ind, under
the plam suggested, wmammmwmmmﬂuut&

" such demand by m officer of a Reserve Bank would be Lineffectual %o
vest title to the gold in the Covernment. For the same reason-- that
is, lack of suthority in the bank officers to pass title-- no title
could be vested in the Covernment in the gold coin or gold bulliom,
by ection of the officers in complisnce with the plen.

A directors' meeting would have to be held and, laying aside
for the present the suthority of direectors evem in deal ing with the

;m;.mnotnummmhommermahm!amm

Mmmmmaﬁpmmmmuuw
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bility of passing of title under the plan is especialyy applicabdle
to the gold held by the Federal Reserve Agent, whether it is in
his possession or is deposited in trust with the Treesury, since
under the law this gold is held by him only as trustee for holders
of Federal Reserve notes, snd as such trustee he would have no
right to transfer the title to such trust gold to the Covernment
or any other party.

Again, title to the gold could not be obtained under the
proposed plan by giving to the Reserve Bank & writing declaring that
the Reserve Bank is "entitled" to gold certificates for zﬁ gold.
That is not payment, and if payment, the giving of such amn obligation
is prohibited under joint resolution of Congress sbrogating the gold
clause, in which resolution the Govermment is prohibited from making
any obligation containing lamguage speeifying that the "obligation
shall be paid in gold or a particular kind of coin or currency."

The Reserve Banks hawe only § {10 §)7.0ccc of gold coin
and bullion thet is mot in the hands of the Treasury. Under the plen
possession of this gold might be obtained, if it were not for the
lack of authority of the bamk's officer to daliver possession, but in
no way under the plan could title be obtained.

I% would be futile to adopt a plan that could not accomplish
its purpose and which would not vest title in the Covernment.

Third: The plan is umworksble.
This is true, first, becsuse of the legal difficulties
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discussed, especially the lack of authority in the bank's officers
to deliver title and, second, bocasuse no bank officer, in the ab-
sence of such snthority, should dare to part with the bank's gold
and in my opinion would not take this responsibility, dbut would
immediately refer it %o the directors upon vhom the responsibility
rests. This would invelve the calling of a directors' meeting, the
$ime invelved in that procedure, the publication of devaluation to
the bank's officers and to one hundred and eight directors, end,
however proper that might be since the survival of the bank is in-
volved, the plan would fall in this procedure eand devaluation would
become publiec property.

gonsideration, t0o, should be given to the question as to
whether these bank offieials should be required to choose between a
course which would subject them to the eriticiam of their directors,
if they arrogeted to themselves the power vested by law in their di-
rectors, or a course which might subject them to the penalty of the
law ageinst hoarders. I am of opinion that these officers have not
merited the necessity of such a choice, snd I am also of opinion that
the record of these banks in support of the Mﬁm'smu.
program should preclude the possibility of the impositiom of such a

plan upon them.

FOURPH: The plan is unnecessary.

It is not necessary to resort to this or any other plan
when the law can provide very speedily a full plen. This full plen
can be provided by Congressionsl legislation whieh could be had
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immedistely after devaluation. This Congressiomal setion could
ratify the devaluation and remove the constitutional questions
surroaunding the Thomas Amendment. It could provide for compensat-
ing adventages to the Reserve Banks for taking their gold and remove
the constiitutional doubt as to such taking without compensation.
IteMddwﬁmmﬁetluhﬁMMiﬂMd
a later revaluastion. ¥No private plan of devaluation could provide
such necessery protection, aand the proposed plan is devoid of such
protection. :

It would remove the uncertein legal problems involved in
applying the anti-hoarding law or laws for improving the currency
system in taking possession of this gold. It cduld meke effective
the title to the gold end could provide, through giving certain com-
mmmtommm,m&oappuutimdm
profits made.

A1l of this is so simple, so straight, and so effective
that it should be followed. It would remove a large element of eriti-
cism whieh would follow devaluatidn under any other plem. Congress-
Imﬂunmummhmmmuw‘cﬁnnﬂ!
develnation. It can be of no practical effect without determination
of meny monmetary problems involved in its applieationm. Congressional
action could well embrace this problem of profits.

Fifth: An attempt to put the plam into operation would
mmn-mmmw«nhwcﬁm
bm\hmtmumumummﬂ-

tration.
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This is equally true whether the plan succeeds or feils.
It would be foolish to subject the System, the bankijg situation,
and the Administration to the harsh eriticism that will follow the
attempt. It would be more foolish to accept the eritiein and
then fail in the plan, and this outcome would seem certain.

We must reslize what is being suggested. It is to take
the gold reserves from the System and to replace them with gold certi-
ﬁutumtwnothom:mdumn;hm“ﬂmmw
vhat the law says it must have; to leave sixty per cent of the cur-
rency off the gold base that the law regquires; to do this without
notice even to the Central Bamks themselves; to raise large questions
of the goodness of reserve currency; to jeopardize in certein con-
ﬂwuunmnlqumemmwummn-
action of this =i tuation upan the banking structure of the country,
probebly to camse lerge withdrawals from the Reserve Banks them-
selves: all followed by a distrust of the whole banking structure.

The method of approach of this plan will bring its own
eriticiamm. 4ll this without necessity when the straight path is the
simple path %o the end desired. The Administration should not be
subjected to this eriticism.

I respectfully suggest thet the success of the proposed
plen resulting in putting title in the Treasury to the gold should
be the lest thing the Administration should want. In the Treasury
the gold could (1) remsin in the treasary and not be used, or (2)
could be so0ld by the Treasury, and this it would not went to do,
or (3) could serve as the base for an isswe of gold certificates,
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and then under the law could be used for mo other purpose.
Neither the Administration mor the Treasury would want such an
issue of gold cartificates ndxr such a limitation upon the gold.
At present gold certificates are not allowed to circulate. If
circulated by the Treasury thegy must be redeemed in gold by the
Treasury, or the Treasury would be in the smomelous position of
issuing gold certificates not redeemsble in gold. If redeemable
in gold, then three or more billions of geld would be paysble %o
the public on these gold certificates and could be hoarded or ex-
mahythe.puhue. mmuwmwmmm
of the Administration in »espect to gold.

As ageinst this defenseless situation, in view of our
present poliey with respect to gold, exaetly the reverse would oceur
if the gold was left in the Federal Reserve Banks. There all the
gold would be for reserve purposes, and as the base for aa issue of
currency redeemable in gold or lawful money. Federal reserve notes
would be issued smd the wresent poliey in regard to gold would be
preserved. The profit on the gold as allocated by Congress to the
Covernment would be credited by the Reserve Bamnks to the Govermment
and would be evailsble in lewful curremey or in deposit credit for
meeting Covermment obligations. The gold would remain in the Re-
serve Banks for other purposes in accord with Coverhmemtal poliey.

I trust it msy not be necessary but in comclusion I mmst
ut.itwﬁsnﬁﬂmmd%ﬂuﬁm.m
the confidence reposed in me in this matter be broadened to erbrace
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the Governmor and Chairman of each reserve bank so that they may
be fully informed and be guided by their own view of their re-

sponsibility in the matter.

I regret the length of this memorandum. To have said
less would have been $o fail the Administration and $o fail the

Reserve System. This I would not do.

Respeetfully submitted,

Governor, Federal Reserve Board.
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