MINUTES 07 MEETING
OF THE

Federal Advisory Council*

November 17, 1919

A statutory meeting of the Federal Advisory Council was
held in the Federal Reserve Board room, Metropolitan Bank Build*
ing, Washington, D C, Monday, November 17th, 1919, at 10j30 A*M*

Present:.. Messrs* James B* Forgan* President, L* L* Rue,
Hee-Presidsnt, 0. G Wing* A* B. Hepburn, J*G*Brown, C* A* Lyerly,

V* S* Rowe, C. T. Jaffray, F* 0* Watts, E* P. Wilmot, and Merritt
H- Grim, Secretary*

Absent: Messrs* E* F* Swinney, and A. L* Mills*

Hr, James B* Forgan, President, called the meeting to or/der*

(n motion the minutes of meetings of the Federal Advisory
Council held on September 15th and 16th, 1919, and of the Executive
Committee on September 15th, copies of which had been sent to members
of the Council, were approved*

Mr* Forgan announced that Governor Harding and other members
of the Board would come in about eleven o'‘clock for a preliminary con-
ference*

The matter (postponed FROM LAST MEETING) of sufgested changes
in the basis for computing the reserves of msmber banks was discussed*
In this connection the chair read a communication from Mr* S F Swinney,
giving his views on this subject* Mr* Hepburn read a report on this

question prepared by a special committee of the New York Clearing

House Association*
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MINUTES OF MEETING
- THE

FEDERAL ADVISORY COUNCIL*

November 17, 1919*
Continued*

Mr* Rue moved that Mr* Hepburn be requested to give the
Council a copy of the report etnd that it be transmitted to
the Federal Reserve Board along with its recommendation to the
effect thfct the Council agrees wi$h the Committees report that
the present tim« is not opportune for the inaugurating of a re-
vision of reserves in any manner that would add another item of
unrest to the present disturbed situation throughout the country
and that it would be much better to await a period when bankers,
bank clerks and the public are in a more tranquil state of mind*
Motion seconded by Mr* Lyerly and carried#

Note; The report of the Special Committee of the New York
Clearing House above referred to is included in the formal re«
commendations of the Council hereto attached#

The Chair laid before the meeting the following letter
from Governor H&rling of the Federal Reserve Jalated October 24thf

copies of which had been previous®™ysent to members® of the Council#
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Federal Reserve Board

Washington
1ff.c,eoF the governor
October 24, 19109.

CONFIDENTIAL

Dear Mr. Forgan:-

I acknowledge receipt of your letter advising that
the Federal Advisory Council will meet in Washington on
Monday morning, November 17th, and have advised all mem
bers of the Board.

You ask for a list of topics which the Board would

like to discuss with the Council. The question which over-
shadows all others in importance just now is the control
of the credit situation. The Board views with alarm the

speculative tendencies which are so strongly in evidence
in various parts of the country and is desirous of doing
all it can in the proper way not only to promote a saner
and more conservative spirit, but to call a halt on the
credit expansion which is taking place daily. It has no
desire, of course, to curb credits which are needed for
legitimate business and which may be necessary to add to
the productive capacity of the country, but it cannot
escape the conclusion that the popular impression that
the resources of the Federal reserve banks are unlimited
and that no check is to be imposed upon discount operations
is dangerous. At the same time the necessities of the
Treasury must be given consideration, and it is important
that nothing be done to add to the difficulties of the

Treasury financing.

The Board would like the opinion of the Council as
to whether excessive credits can be controlled by the
Federal reserve banks, supported by the larger member
banks of the country, without an advance of discount rates
generally. This, of course, would involve more or less
discussion. In view of the present conditions throughout
this country an throughout the the world, would it be
practicable to bring about the desired contraction by
advancing discount rates without an intensive study of the
credit situation at leading centers, or does the Council
feel that moral suasion plus a moderate advance in discount
rates would be more effective?
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It is requested that in communicating with the members
of the Council you urge the importance of keeping this
matter confidential, for any premature discussion in the
press would be harmful. The members of the Council may
have other matters which they would like to discuss with
the Board, but in view of the paramount importance of the
matters above referred to, the Board has no other suggest-
ions to make at this time.

Very truly yours,
W. P. G. Harding,

Mr. James B. Forgan, President, G-overnor.
Federal Advisory Council,
Chicago, 111.

Dictated but not read.
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FEDERAL ADVISORY COUNCIL

MINUTES OF UEETING*

November 17, 1919*

The following members of the Federal _IFgeserve Board then arrived:
Governor, W. P. G. Harding, Albert Strauss, J. S. Williams, C* S.

Hamlin, A« C* Miller, H. A. Moehlenpah and R. G« Emerson Assistant
Secretary*

Mr* Forgan asked Governor ~arding to address the meeting*

Governor Hording reviewed financial conditions in the Country
and raised the question as to whether the Discount rates of the Federal
Reserve Banks should be raised again to check expansion of credits*

He asked the Council to make recommendations on the general sub$ect
as to whether it would be advisable to increase discount rates at present
and especially if the present differential in favor of member banksl
15 day notes secured by US Government obligations should be taken off
to reduce the amount of government obligations being warried by the Federal
Reserve Banks. He asked the Council to make any criticisms of the
Board's actions in the past and to indicate the policy that should be
pursued in the near future*

After some general discussion the meabers of the Board withdrew

and the Council continued its consideration of the question of discount.Tates*

At one o*clock the meeting adjourned*

SECRETARY.
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MINUTES OF MEETING
OF THE
FEDERAL. ADVISORY COUNCIL

November 17, 1919.

A meeting of the Federal Advisory Council was held in the Federal
Resenve Board room, Washington, DC, at 3 PM, Monday November 17, 1919.

Present: Messrs* James B. Forgan, President, .L. L* ARue, Vice-
President, D G* Wing, W. S. Rowe, J. G. Brocwr?,((C* T. Jaffray, F.O.

Watts, E* P. Wilmot, and Merritt H. Srim, Secretary*

At the invitation of the Council Mr* R* C. Leffingwell, assistant
Secretary of the Treasury, Governor Harding and *r. Albert Strauss, were
present*

Mr. Forgan asked Mr. Leffingwell to tell the Council the require-
ments and plans of the Treasury Department for the immediate future*

Mr. ~effingwell informed the Council that there were $3,400,000,000
short time Certificates of Indebtedness outstanding, of which 2,400,000,000
nature on or before Feb 2, 1920, and the balance March 15th and Sept 15,

1920* Mr. Leffingwell emphasized the desire of the Treasury officials that
the outstanding Liberty Loan bonds shouldnot be allowed to further depreciate
ad stated that the Government owed it to the people to protect these bonds.
®BKfie also stated that the Government would have to renew f1,900,000,000 of
the $2,400,000,000 Certificates of Indebtedness maturing on or before Feb.2,
1920, for these reasons he thought discount rates should not be increased at
Prssent. He however stated that the Treasury would be out of the market by
January 15th at least to the extent that it would be indifferent to the rates

of discount unless Congress should pass measures making further appropriation
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MINUTES OF MEETINGS
CFIHE

FEDERAL ADVISORY COUNCIL.

November 17, 1913.
cont

for payments to returned soldiers or other purposes. The Council
thereafter resumed its work and a recommendation was drafted and approved
covering ths whole question of discount rates,

Ths Council then considered the Federal Heserve Board' s rulings
to the effect that"balances due" from foreign banks cannot be deducted
froatbalances due toH banks in computing the net amount on which member
banks* reserves are based. Legal opinions from four different bank at-
torneys at variance with the Federal ~eserve Board*s rulings were read to
the meeting by Mr, Forgan. A recommendation was prepared on this subject
including the legal opinions referred to.

n motion duly seconded and carried, the President was requested to
revise the three recommendations of the Council and to submit them to the

Federal Reserve Board tomorrow.
A printed copy of the Council's recommendations as approved is hereto

attached and made a part of these minutes.

At 5:15 the Council adjourned.

SECRETARY?™
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RECOMMENDATIONS OF THE FEDERAL ADVISORY
COUNCIL TO THE FEDERAL RESERVE BOARD

November 17, 1919.

TOPIC NO. 1. Policy in regard to Discount Rates of the Federal
Reserve Banks for the remainder of the year 1919.

Recommendation:

It is desirable that the expansion of credit through the discount facilities
of the Federal Reserve banks should be held in check. The Council there-
fore approves the recent advance in rates made by the Federal Reserve
Banks. The Federal Reserve Banks should be instructed by the Federal
Reserve Board to use all their influence and authority to prevent an excessive
use of credits by member banks.

Increases in the discount rates would, in the opinion of the Council,
tend to correct the present situation, but as such action might seriously affect
present government bond values and the successful refunding of the out-
standing certificates of indebtedness and as the Treasury officials are firmly
of the opinion that at an early date the needs of the Treasury will cease to
be an important factor in the money market the Council recommends that
no further change be made in discount rates at present.

TOPIC NO. 2. Suggested changes in the basis for computing the
reserves or member banks.

Recommendation:

The Council member for New York has furnished the Council with a
copy of a report on this subject made by a Special Committee of the New
York Clearing House Association, a copy of which is herewith submitted for
the information of the Federal Reserve Board.

The Council agrees with this Committee “that the present time is not
opportune for the inaugurating of a revision of reserves in any manner that
would add another item of unrest to the present disturbed situation through-
out the country and would recommend that it would be much better to await
a period when bankers, bank clerks and the public are in a more tranquil
state of mind.”

November 8tli, 1919.
Mr. James Stillman, Chairman,

New York Clearing House Committee,
National City Bank, New York City.

Dear Mr. Stillman:—

Acting under instructions of last year’s Clearing House Committee, the under-
signed have considered the advisability of changes in the present system of figuring
reserves of the Bank Members of the Federal Beserve System. The present method is
based upon the classification of the National Bank system as applied to Central Reserve
Cities, Reserve Cities and Country Banks—and, we agree that this method could well be
superseded by a neV classification based on two divisions—the first, to apply only to
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Member Banks in cities wherein there is located either a Federal Rserve Bank, or a
branch of a Federal Reserve Bank, and, the second to the rest of the country.

As to the further question of the percentage of reserves, should the classification
be changed, as above—we feel that it would be unwise to reduce the total amount of
reserves of all Banks with the Federal Reserve Banks, but in order to permit of an
intensive study of percentage changes— Mr. Hepburn has suggested that there be pre-
pared a tabulation which would show for all Cities of the United States, of 15,000
population, and over, the following figures:

(1) Capital, Surplus and Undivided Profits
(2) Deposits
(3) Average Daily Exchanges

the figures to be brought into two totals—first, applying to Banks wherein there is
located a Federal Reserve Bank, or a Branch of a Federal Reserve Bank, and, seconil,
totals for the rest of the country.

These figures, if desired by the Clearing House Committee, we belieVe, could perhaps
be best secured by the Clearing House Examiner, and could supplement certain figures
prepared for the Advisory Committee to the Federal Reserve Board, copy attached here-
with, which shows amounts of reserves which National Banks are required to carry with
Federal Reserve Banks under the present method, and reserves which they would be
required to carry under certain proposed amendments.

We feel very strongly, however, that the present time is not opportune for the
inaugurating of a revision of reserves in any manner that would add another item of
unrest to the present disturbed situation throughout the country, and, would recommend
that it would be much better to await a period when Bankers, Bank Clerks, and the
Public are in a more tranquil state of mind.

Since the inauguration of the Federal Reserve System, we have gone along very
well under the present method— which it seems could well continue for a while longer
without change.

The more immediate situation, it seems to us, however, is the desirability for the
accumulation of a higher percentage of reserves for the Federal Keserve Banks.

Yours sincerely,
LEWIS" E. PIERSON,
CHARLES H. SABIN,
WALTER E. FREW.

TOPIC NO. 3. Federal Reserve Board’s rulings, as they appear in
the Federal Reserve Bulletin of October 1, 1919, in regard to the computa-
tion of reserves with reference to—

1.  In figuring reciprocal balances should the dollar balances due to
foreign banks be offset by foreign currency balances due from same banks?

2. For the purpose of figuring reserve requirements, should foreign
currency balances due from foreign banks be used as a deduction from “due
to” bank balances the same as due from banks in this country?”

Recommendation:

The banks principally affected by these rulings are those located in
the central reserve cities and the reserve cities, especially the former. Banks
in these cities are now required to carry reserves of 13% and 10% respec-
tively against their demand deposits, while banks in other localities are only
required to carry 7% against such deposits. The effect of the rulings is
therefore to still further penalize the banks located in central reserve cities
and reserve cities in regard to the amount of reserves they are required to
carry. Funds on deposit with a foreign correspondent may be converted into
reserve funds through sales of checks or of cable transfers just as quickly
as the funds on deposit with a domestic bank may be realized upon through
drafts or telegraphic transfers. Foreign banks should be encouraged to keep

— 23—
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balances with their correspondent banks in this country and if banks doing
a foreign exchange business are not allowed to deduct balances due them
by foreign banks from the amount of their balances “due to banks,” the

volume of their foreign exchange business might have to be undesirably and
unnecessarily curtailed.

W e hand you herewith legal opinions of the following bank attorneys:

Messrs. Shearman & Sterling, and

Messrs. W hite and Case, of New York, and
Messrs. Mayer, Meyer, Austrian & Platt, and
Mr. Edward Eagle Brown, of Chicago.

These opinions being at variance with your rulings we would respectfully
recommend that you give the subject your further consideration.

The following members of the Federal Advisory Council were present
at this meeting: Messrs. James B. Forgan, President; L. L. Rue, Vice-
President; D. G. Wing, A. B. Hepburn, W. S. Rowe, J. G. Brown,
Charles A. Lyerly, F. O. Watts, C. T. Jaffray, E. P. Wilmot, and Merritt
H. Grim, Secretary.

-24 -
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SHEARMAN & STERLING
ATTORNEYS AND COUNSELORS AT LAW
NATIONAL CITY BANK BUILDING
55 WALL STREET

NEW YORK, November 15,1919

the National City Bank of New York,
55 »Vall Street,
New York City.

pear Sirs:-
We have read the ruling of the Federal Reserve Board
to the effect that, for the purpose of figuring reserve requirements,
foreign currency balances due from foreign banks are not to be used
& a deduction from "due to" bank balances, the same as in the case of

domestic banks. The conclusion of the Board is based on an analysis
of the statute, in order to determine the meaning of the following

provision:

"In estimating the balances required by this act
the net difference of amounts due to and from other
banks shall be taken as the basis for ascertaining
the deposits against which required balances with
Federal Reserve banks shall be determined.”

In our opinion, the analysis of the statute made by

the ruling of the Federal Reserve Board is not in all respects accur-
ate. The ruling quotes from Section 1 of the Act as follows:

"Wherever the word "bank" is used in this Act the
word shall be held to include State bank, Banking Association
and trust company, except where national banks or Federal
Reserve banks are specifically referred to."

The ruling then attempts to shew, from the Act itself
that this definition was intended to exclude foreign banks, and that,
therefore, foreign banks are not embraced in the words "other banks",
in the provision of the Act wnich we first quoted above. In support
of this argument, the Federal Reserve Board says:

"Wherever the Act relates to transactions with
persons, firms or corporations in foreign countries,
it uses the word 1foreignl to qualify such persons,
firms or corporations.”

‘Ms statement is obviously inaccurate. For example, Section 10 (4)
reecs as follows :
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"No member of the Federal Reserve Board
shall be an officer or director of any bank,

banking institution, trust company, or Federal
Reserve Bank, nor hold stock in any bank, bank-
ing institution, or trust company*”

If the statement were accurate, it would not be un-
lawful, under this provision of the statute, for members of the
Federal Reserve Board to be officers, directors and stockholders of
foreign banks, a result entirely contrary to the spirit of the Act.

The other argument of the Board is that, from a prac-
tical standpoint, balances due from other banks in the United States
are more available than those due from banks in foreign countries.

In general, this might be sof It would not be so in all cases; but
in any event, it aids but little in construing the statute.

By applying the same rules of statutory construction
used by the Federal Reserve Board, the opposite result can be reached.

Section 19 of the Federal Reserve Act originally
contained the following:

"Except as thus provided, no member bank shall
keep on deposit with any non-member bank, a sum in
excess of ten per centum of its own paid-up capital
and surplus.”

By the Act of June 21, 1917, this Section was
arended and the passage above quoted now reads as follows:

"No member bank shall keep on deposit with any
State bank or trust company which is not a member
bank, a sum in excess of ten percentum of its own

paid up capital and surplus.”

The obvious effect df the amendment was to permit
deposits in excess of 10% to be made in non-member banks other than
state banks or trust companies. This would necessarily include
foreign banks.

The term "non-member bank' used In Section 19
aowve quoted was evidently intended to include foreign banks, and iIn
order to exclude foreign banks from the prohibition, the amendment
wes made. The term "non-member bank™ might have been construed
 apply only to eligible banks, but i1t was not so construed, and
& It iIs a narrower term than the term "other banks™ used in the
Portion of Section 19 first above quoted, 1t would seem to follow
that the term "other banks'™ should not be limited to domestic banks.
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As stated in the ruling of the Federal Reserve Board
under discussion, it was the practice long before the passage of
the Federal Reserve Act to permit the deduction of balances due from
other banJdcs, without making any distinction between foreign and
domestic banks. In construing a provision of the Federal Reserve
Act relating to a long established business usage, involving large
sunms of money, unless a contrary intention by Congress is clearly
indicated, it should be considered as incorporating, and not as
abolishing, that usage*

While the question is by no means free from doubt, we are
inclined to the opinion that the courts would not sustain the ruling
of the Federal Reserve Board*

Yours very truly,

(Signed) Shearman & Sterling
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_Copy
*HITK A CAitf

** ffall at.

Hew York, Hovomb”r 14, 1)19*

jrdaral Jtosenre Bovrd ruling
fo* Crggnd™t,UFl.~J Rjig»TT, Al

f Stwird froosor, Bsq.,
JitrussiUmt, Btakers Trust Cajupwy9
16 Wall litroot, New York City/

jies). Sir**
Reforriag to Mr. H"bum’s letter of tfoveaber 7, 1919, to you in regard

to the ruling of th* Federal R«»«m Board mdo in October of this ye&rt inhibiting
the deduction of bailees duo from fer”i“a bmks \a bunk balances in coeluting lawful
r serves, the lability of tho ruling depend# upon tho construction of tho word *bink"
is Stationl%f tho Federal Reaerve Act* The quo tion ie another thg /\>vord”"b Jik as
uxd in such action includes a regularly incorporated foreign btnfc or ia linitod to
bok* er.ywiiioi unuor tho laws of the United ijtatee or of any 3tota thereof«

The argument that it includes -aregularly incorporated foroiji buik is ably
Mt forth in a latter, dated Woveaber Sf 1919, te Mr* Joaos a. Forgm, of Chicago,
friRa hiu attorney, «sr* Baw&rd ia”le Srown, a copy of phioh letter wo enoloo# horowith*
H* Brom points out in hie letter that prior to 1917 Section 19 of tho Federal
BS?» Aft prohibited member tanks from Maintaining deposits* in excels of 10* of
tneir capital md surplus with non-monber b*nko. By vmnd&ant in 1917 th<s language
** ohanged to provide that deposits in oxceea of auch amounte shall not be carried
Ky o«sbor banks in “any state bank or trust co My which ie *ot a «e»ber bank"* Tho
fift“r ~urjort of the amondoent Is to peradt tho carrying of more then 1<$ of th#
eaout of coital nmd surrluo in a foreifri b~k md is, wo think, a cls&r indication

ttet Congress intended the word "bank" aa used in Section 19 to insltnls foreign b”nks*

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



t. N **e*
if a i« tno faat, w M™ £ro>m states, that prior to th* anictucmt of tho
A ra Rooorvo A«t, tho Gosrtreller of tho Currency treated balances with foreiijn

R tho aataa b aia 00 balances with bunks in this countryf this should be given
jit yoigtit in interpreting tho language of Section 19, as th*? Voderal ivaservo Board
iyita in ita ruling that the provision of faction 19 under discussion *ae intended as
, ratification by statute of the prevailing practice of the Cocptroller*

Ui« jrcuijd uon which tho Federal hs»oervo Board docidee that the word "btmk*
iaduded only banks of thia country is that wherever tha &et relates to forei”
iroisictions the word "foreign* is specifically used in the Act* This Argument is
itliibtr conclusive nor convincing, but, on tho etsfeer hand, tho Act in a number
if i1i69 refers to Hate banks and trust oooipunios where it is not necessary to do
11 if the pord had tne liiuited m ning ascribed to it by the federal Kaaerve Board*
jaranoea in addition to those referred to by . Brown in hiS letter are the following*

la Section 2* the Act provides that "every national banking association is
imty required and every alijsible bank in tae United = e —
fonty authorised to signify in writing— ~ — — its acceptance of tho terns and
froriiiona hereof «* Under the Federal heoerva Board' s conatruction, the words "in
s Itaited States” are surplusage#

In section the act provides that "any bank incorporated by spoeialJlL law ef

1IN state or of the Itaited States or organised under the genwral laws of any state or

*tre United atatea---« my be converted into a national banking association** |If

I »ord "bank" as used in th© Act does net include a foreign b*nk, the oiode of «x-
in Section 3 eeoas needlessly lengthy*
la Section 9, the Act provides that "any bank incorporated by asocial law of
** *tita or orbited under the general laws of any state" desiring to becora# a c”aber
fli# ~daral ‘vjs rve ciyotum mty mke application to such effect* Xf the word "bank"
»t include a foreign bank, it would inve been neceosary only to say "any bank*
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Usder the irovisions of Section 16 Fodonl Reserve notes my be Issued
Lfift binkJ>ral aeoejtanoea, foreign or decmetio* This is an indication that foreign
o] to to* on tho oasae basin as de&aeatic banks.
Tho Federal Hocorvo ruling would furth raoro seem neooasaeily to treat banks
fi too insular pesaoaeiona or dependencies of the United States in the m.m oatagory
0 fe®r#i#» banka, because foilowing the line of reasoning adopted by the Federal
jitrve lieard, w&orevar the Act relates to transactions with banks in aucb possessions
A difsnisnoios, it qualified tho word H;ank* by "insular possessions or dependend s™**
Tho probability i» that this is a jsattsr which Congress did not have
i“Mifioaily in *ainji and while the wet is susceptible of conutruction for or against
W KBarwe B#ard.*s ruling, we think thit, as a strict qu”~tien ef construction, the
nx'‘ML IOARD'a ruling is incorrect. It asanas probable, however, that the
flail decision will turn upon the practical consiiterations involved* Tho reasonable
ceduction froa the f HcHBL K. - V: au\RC*0 sj'guaunt is that th# ruling ia profited
ly uo nbnormi exchange conditions now listing. It my bs that there are aound
wrkiag reasons why the balances of foreign banks ( as a ~hcle or the banks ©f certain
nutrias) should not at on© tiae or another have the cams standing aa balances ot
imatiQ bnks9 wd we think it is upon these banking questions that the aain es”“hasis
<4mid be placed* The Federal Heserve Bsard gives more weight to them in its argument
it does to the strictly legal point involved. The principal arguaient mde was
mt bilances- m&-wjvi due from other banks in the United States xre available ™ f
I»i»et *ny unusual or abnorml withdrawal, but that foreign balances ire not avaiiabls
this purpose becauss they would have to be sold aa tinr® a rket like any other
** otasijt*
If there are sound reasons why at tliasa foreign bilanass should not be
~Usd to bo deducted, while it other tisws in the interest of goo* business and
a#(Btrade they should be perniitted to bO deducted, would not m oawndaent to

*ree 10 grmting the Federal A«*crvs Board discretion as to allowing or disallowing

tud .
N ation cover the situation satisfactorily 1
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f* iMtura h*r**ik%b Hr. itojrtNfcr*** U ti *r *r ticv<ich*r 7g U >0* *<e t*t
*»ol#aur, sklém wocl* * & a#py *f v Jrtf'tf*, « prc.jo*«4 r*cari™aa ione to th*

tcdiurti «d*»ry «hikn *« «Mki2ji*d ?r*« Mr* Mftgtamu

Yfur* very truly.

At«Un*r*«*
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yef?. MEYER. AUSTRIAN 8 PLATT

,oNTINENTAL and commercia | bank building

Novz 131919
CHICAGO

[
I HxGeorge M Reynolds,

pravident Continental and Commercial

fetional Bank of Chicago,

3B S.LaSalle St.,

Chicago, HI .

Dear Sir:-

Your favor callirt a recent ruling of the
federal Reserve Board conoe imputation of reserves of
cnber banks as the same app October issue of Federal
Resene Bulletin, on page 963, sting our opinion thereon,
hes coma duly to hand.

In the ruling in question Reserve Board reached
tre conclusion, -

1: "That a member bank s permitted to deduct a
balance due from a foreign banking corpd om the balances
de to 8uoh corporation in computing its rvet and

3: A fortiori it should not be permit d to deduct toalan™
s de from foreign correspondents or banks nees due to
other banks. M

Section 19 of the Federal Reserve fat, to which reference is
wde by the Federal Reserve Board in its ruling,confers no authority
yon the Federal Reserve Board to in any manner vary or change the
lavwith reference to reserves. It follows, therefore, that the ml-
tog of the Federal Reserve Board cannot have the effect of law,but
» merely to be looked upon as the Board*s interpretation of the

etatute itself.
It is provided in said section of the Federal Reserve Act

*Hh reference to reserves as foliows:-
eln estimating the balances required by this Act the
net difference of amounts due to and from other banks shall
be takgn as the basis for ascertaining the deposits against
which required balances with Federal Reserve Banks shall be
determined."”
As pointed out by the Federal Reserve Board, in enacting the
°regolng provisions Congress but crystaliaed iInto statutory law a
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practice that had theretofore prevailed In the Comptroller's office,
flint office had for many years aa & rale of praot.ee so treated

ta V balances iIn determining reserve retirements; and that prac-
tice caist have been well known to Congress at the time cF the enact-
ment of the above statute. The practice of the Comptroller's office
referred to *ent to tne extent of treating foreign bank balances
exactly as domestic balances and It seems to us that in adopting

tba rul 1 of the Co”ptrojJ~"F t* office Cengroes must be heo.d to have
adopted it in 1ts entiretye

If such had Wot been ghe intention that fact could easily
hive been indicated rA the statute itself by appropriate woraa.

If then these™aj”aita arc to be treated aa *bank deposits,1
it would see™ to Tfollow tllat j~Hcti~glu hion reached b r the Federal
Reserve Board is erroneous* /That theNr are deposits is in effect
conceded In the ruling in quwstion. me Board.however, seems to take
J.c position that fro- a purify techno/c&l standpoint these deposits
should be treated as iIndivi thich tne same rulsS
dec.* list i]iy,*nd aever was applied b*rthesNComptroller. The Board
reaches this conclusion Yy referrin”~& thi agfinition of tie vord
ebark* contained in Section 1 of tne "aieral Reserve Act,-here in is
said: m"Wherever the word *baak 1 is uaed\”"n_~wif|] Act the word

LI be held to inolude state banks, banrTtfg associations and trust
ctwpenitis, exoept where national banks or FederaiiJ heserve Banks are
epeoificil jy referred to,* -——=V

In our opinion the quoted larfruége Section 1 of tne Federal
foserve Act should not be limited to the narrow construction placed
thsreon by tne Board. Tdhil- the word ebank* is thus conclusively
ol*l to include ''state banks, banking associations and trus g co™ipan-
ie»,” It iIs nowhere iIn xhe Act provide! that the word cannot likewise
include a foreign banking association, and while it is true that the
Act does make a differenc&oet#eJn foreign and domestic transactions
in the r of acceptances and the like, it is nowhere provided
that there is *ny distinction between deposits by foreign banking
correlations and deposits by doneatio banking corporation*.

Hofi h practical stand* oint T can see no valid reason for
tts conclusion reached by t*e Board to the effect that balancea due
 f.rgion banka should not be oCf-aat for reserve purposes by oalanc s
ms *roa foreign hanks. Certainly the suggestion of the Board that
tadh balanoea oannot readily bj realised upon could not be held to

*n effective reason requiring reserves to be carried againut
~PBb t™M1anoea due to foreign banks <s 1t 1? just ss difficult from
* Itgal standpoint for the foreign bank to realize on balances due
in tha Thited Statea as i1t is lor banka In the United Statue to
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realise on their balances In foreign countries.

In thie same connection it is Interesting to note the prac-
tice established by the Federal Reserve Board,which seems to be
entirely inconsistent with tharir ruling that the difficulty of
realising on these foreign bank credits should place them in a dif-
ferent category from banV credits iIn the United States.

We refer to the Federal Reserve Bulletin of September 1918,
pege 889, from which 1t appears thut the Federal Reserve Board is
permitting Federal Reserve Banks to count as part of their gold
reserve which they are required to maintain under the Federal

Reserve Act,gold held Ign agencies. If this is legitimate,
than It IS not appare ances of faeoa banks in fore%n bank-
ing corporations may en Into account just as other bank
balances In determine s of member banks. It seems to us
that the ruling of th Reserve Board now under consideration
iIs inconsistent with the~fuli Board in so permitting gold
held abroad for Federal Rese to be treated ae part of their
re& ne.

IT difficulty in re foreign bank credits iIs to be
taken as a reason why those c t be treated like
intermal bank credits, the same reas certainly apply to the
deposit of gold in a foreign bank mean to criticise the
position of the Board in thus tr oh 1s held byaforeign
bank for the credit of the Federal Reser but ‘e are merely
calling it to your attention as an illustra®io of the Inconsistency
of the position now taken by the Board in the under ccnei-
deration.

In conclusion we beg to say that for reasons above aeé&-

tioned we are of the opinion that the ruling®of the Federal Reserve
Board"is erroneous and should be abrogated.

Yours truly,
&K
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(Copy)
14* Departrrent
Sdwrd Eagle Brown, FIRST NATIONAL BANK
Att omey.
Jdn Nash Ott, Chicago, November 5, 1919

Aset. Attorney.

Janes B. Forgan, Esq.,
Chaiman of the Board,
First National Bank,

Chicago, 111

Dear Sir;-

The Federal Reserve Board has recently issued a ruling construing
the following paragraph of Section 19 of the Federal Reserve Act:

Hn estimating the balances required by this Act, the net difference of
aaounts due to and from other banks shall be taken as the basis for ascertaining
the deposits against which required balances with Federal Reserve Banks shall
ke determined. "

By their ruling the Federal Reserve Board has stated that the word
"banks', as used in the paragraph quoted above, excludes foreign banking corpor-
ations and that consequently balances due from foreign banks cannot be deducted
fran balances due to banks in determining the amount of the reserve required to

e carried.

This definition by the Federal Reserve Board of the word "banks™, as
Ueed in the foregoing paragraph, | think is incorrect. Section 1. of the
Federal Reserve Act is in part as follows:

"Be it enacted by the Senate and House of Representatives of the United
States of America in Congress assembled, That the short title of this Act shall
ke the "Federal Reserve Act. "

"Whenever the word "bank” is used in this Act, the word shall be held to
nclude State bank, banking association and trust company, except where national
banks or Federal Reserve banks are specifically referred to. "

Although it is expressly stated by this section that the word "bank*
shall be held "to include state bank, banking association and trust company,”
that definition is not intended to be all embracing. To give the word "include”
that meaning would be to hold that the word "bank" was not intended to include
notional banking associations. Obviously and admittedly the word "bank**, as
~ed in the Federal Reserve Act, is intended to include national banking associa-
tions, and if Congress had intended that it should not nean foreign incorporated
tanks, it would have been easy to have so stated. In the absence of a specific
statement to the contrary it seems to ne evident that it was Congress' intention
to have the viord "bank include a regularly incorporated foreign bank. The obvious
purpose of the phrase, "shall be held to include state bank, banking association

Digitized firtistsEcompany,” was to bring trust companies incorporated under State laws
hitp:/flthintthdecdefinition of the word "bank."
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Section 9 of the Federal Reserve Act begins as follows:
-Any bank incorporated by special law of any state, or organized under the
geberal laws of any state or of the United States, desiring to become a member
of the Federal Reserve system, may make application to the Federal Reserve

Board. "

Obviously, in this section Congress construed the word "bank" as having a
broader meaning that "State bank, banking association or trust company, "
otherwise it would not have been necessary to put in the limiting words "in-
corporated by special law of any state, or organized under the general laws of
state or of the United States,"

A strong argument against the construction that the word "banks" in
thatf#rt of section 19 under discussion was not intended to cover regularly
incorporated foreigi banking corporations, is found in the history of that para-
graph of section 19, which reads as follows:

"No member bank shall keep on deposit with any state bank or trust
conpary which is not a member bank a sum in excess of ten per centum of its
om paid-up capital and surplus. No member shall act as the medium or agent of
a nonmember bank in applying f or receiving discounts froma Federal Reserve
bark under provisions of this act, except by permission of the Federal Reserve
Board,"

As this paragraph stood up to the amendment approved June 21, 1917, it read:
"Except as thus provided, no member bank shall keep on deposit with any nonmember
bak a sum in excess of ten per centum,” etc*

If the construction given by the Federal Reserve Board to the word "banks"
is correct, the amendment of June 21, 1917, would be entirely meaningless.

It had been found desirable to allow member banks to carry more than ten per
cent of their capital and surplus on dspesit in a foreign bank. The purpose of
the amendment was to make it legal for a member banks to carry a deposit in a
foreign bank in excess of this ten per cent lizgitation. Since all national banks
are necessarily member banks, Hhonmember banks# would, under the construction
rown given by the Federal Reserve Board,necessarily have meint only state banks
ot trust companies which were not members of the Federal Reserve system and the
limitation would not have applied to foreign banks, and there would have been no
necessity for amending the law. Yet it was thought necessary to amend the
paragraph by changir.g its language from "nonmember banks™ to "State ban!: or
trust company which is not a member bank,"” in order to except foreign banks.

As stated by the Federal Reserve Board in the ruling under discussion, it
wes for many years prior to the passage of the Federal Reserve Act the practice
of the Comptrollerle office, without any express authority of law, to allow
balances due from banks to be deducted from balances due to banks in computing
reserves and the insertion of the paragraph in section 19 of the Federal Re-

aenve Act that,

"In estimating the balances required by this Act, the net difference
of ampounts due to and from other banks shall be taken as the basis for ascertain-
ing the deposits against which required balances with Federal Reserve banks shall

e determined, M

intended as a legalization and adoption by Congress of the practice that
obtained in the Comptroller's office. Therefore, in construing this section

Et'gf/'/ra;o{)s%%é@fg}oré?f the Comptroller's office should be given great weight. The
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Cooptroller had never made any distinction between foreign banks and domestic
barks and had always considered balances due from foreign banks on the same
basis as balances due, from banks within the United States. This fact does not
seem to have been considered or taken into account by the Federal Reserve

Board in reaching the decision which they have announced.

The Federal Reserve Board justifies its decision in part on the
goud that balances due from foreigi banks are not as quickly available
as balances due from banks in the United States. You are better able to judge
o this question than | am, but the experience of this bank in 1893 and on
other occasions when it was able to realize on its balances in London but not
do its balancesin New York, would seem to show that when conditions are at
all normal there is not much force in this argument of the Federal Reserve

Board.

Yours very truly,

(Signed) Edward Eagle Brown,
Attorney.
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RECOMMENDATIONS OF THE FEDERAL ADVISORY
COUNCIL TO THE FEDERAL RESERVE BOARD

November 17, 1919.

TOPIC NO. 1. Policy in regard to Discount Rates of the Federal
Reserve Banks for the remainder of the year 1919.

Recommendation:

It is desirable that the expansion of credit through the discount facilities
of the Federal Reserve banks should be heldlin check. The Council there-
fore approves the recent advance in rates made by the Federal Reserve
Banks. The Federal Reserve Banks should be instructed by the Federal
Reserve Board to use all their influence and authority to prevent an excessive
use of credits by member banks.

Increases in the discount rates would, in the opinion of the Council,
tend to correct, the present situation, but as such action might seriously affect
present government bond values and the successful refunding of the out-
standing certificates of indebtedness and as the Treasury officials are firmly
of the opinion that at an early date the needs of the Treasury will cease to
be an important factor in the money market the Council recommends that
no further change be made in discount rates at present.

TOPIC NO. 2. Suggested changes in the basis for computing the
reserves of member banks.

Recommendation:

The Council member for New York has furnished the Council with a
copy of a report on this subject made by a Special Committee of the New
York Clearing House Association, a copy of which is herewith submitted for
the information of the Federal Reserve Board.

The Council agrees with this Committee “that the present time is not
opportune for the inaugurating of a revision of reserves in any manner that
would add another item of unrest to the present disturbed situation through-
out the country and would recommend that it would be much better to await
a period when bankers, bank clerks and the public are in a more trana,uil
state of mind.”

November 8th, 1919.
Mr. James Stillman, Chairman,
New York Clearing House Committee,
National City Bank, New York City.
Dear Mr. Stillman:—

Acting under instructions of last year’s Clearing House Committee, the under-
signed have considered the advisability of changes in the present system of figuring
reserves of the Bank Members of the Federal Reserve System. The present method is
based upon the classification of the National Bank system as applied to Central Eeserve
Cities, Reserve Cities and Country Banks—and, we agree that this method could well be
superseded by a new classification based on two divisions—the first, to apply only to
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Member Banks in cities wherein there is located either a Federal Rserve Bank, or a
branch of a Federal Reserve Bank, and, the second to the rest of the country.

As to the further question of the percentage of reserves, should the classification
be changed, as above—we feel that it would be unwise to reduce the total amount of
reserves of all Banks with the Federal Reserve Banks, but in order to permit of an
intensive study of percentage changes—Mr. ITepburn has suggested that there be pre-
pared a tabulation which would show for all Cities of the United States, of 15,000
population, and over, the following figures:

(1) Capital, Surplus and Undivided Profits

(2) Deposits

(3) Average Daily Exchanges
the figures to be brought into two totals—first, applying to Banks wherein there is
located a Federal Reserve Bank, or a Branch of a Federal Reserve Bank, and, second,
totals for the rest of the country.

These figure's, if desired by the Clearing House Committee, we believe, could perhaps
be best secured by the Clearing House Examiner, and could supplement certain figures
prepared for the Advisory Committee to the Federal Reserve Board, copy attached here-
with, which shows amounts of reserves which National Banks are required to carry with
Federal Reserve Banks under the present method,, and reserves which they would be
required to carry under certain proposed amendments.

We feel very strongly, however, that the present time is not opportune for the
inaugurating of a revision of reserves in any manner that would add another item of
unrest to the present disturbed situation throughout the country, and, would recommend
that it would be much better to await a period when Bankers, Bank Clerks, and the
Public are in a more tranquil state of mind.

Since the inauguration of the Federal Reserve System, we have gone along very
well under the present method— which it seems could well continue for a while longer
without change.

The more immediate situation, it seems to us, however, is the desirability for the
accumulation of a higher percentage of reserves for the Federal Reserve Banks.

Yours sincerely,
LEWIS E. PIERSON,
CHARLES H. SABIN,
WALTER E. FREW.

TOPIC NO. 3. Federal Reserve Board’s rulings, as they appear in
the Federal Reserve Bulletin of October 1, 1919, in regard to the computa-
tion of reserves with reference to—

1. In figuring reciprocal balances should the dollar balances due to
foreign banks be offset by foreign currency balances due from same banks?

2. For the purpose of figuring reserve requirements, should foreign
currency balances due from foreign banks be used as a deduction from “due
to” bank balances the same as due from banks in this country?”

Recommendation:

The banks principally affected by these rulings are those located in
the central reserve cities and the reserve cities, especially the former. Banks
in these cities are now required to carry reserves of 13% and 10% respec-
tively against their demand deposits, while banks in other localities are only
required to carry 7% against such deposits. The effect of the rulings is
therefore to still further penalize the banks located in central reserve cities
and reserve cities in regard to the amount of reserves they are required to
carry. Funds on deposit with a foreign correspondent may be converted into
reserve funds through sales of checks or of cable transfers just as quickly
as the funds on deposit with a domestic bank may be realized upon through
drafts or telegraphic transfers. Foreign banks should be encouraged to keep
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balances with their correspondent banks in this country and if banks doing
a foreign exchange business are not allowed to deduct balances due them
by foreign banks from the amount of their balances “due to banks,” the
volume of their foreign exchange business might have to be undesirably and
unnecessarily curtailed.

W e hand you herewith legal opinions of the following bank attorneys:

Messrs. Shearman & Sterling, and

Messrs. W hite and Case, of New York, and
Messrs. Mayer, Meyer, Austrian & Platt, and
Mr. Edward Eagle Brown, of Chicago.

These opinions being at variance with your rulings we would respectfully
recommend that you give the subject your further consideration.

The following members of the Federal Advisory Council were present
at this meeting: Messrs. James B. Forgan, President; L. L. Rue, Vice-
President; D. G. Wing, A. B. Hepburn, W. S. Rowe, J. G. Brown,
Charles A. Lyerly, F. O. Watts, C. T. Jaffray, E. P. Wilmot, and Merritt
H. Grim, Secretary.
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