Memoxandum by Mr. Wardurg 458. -
Submitted tc tic Board at P4
its meeting on Decewber 3

Washington, December 2, 1©15.

To the
FEDERAL RESERVE BOARD
Wachington.
Sirs:

I take the liberty of submitting the following statement
and mamoranda with the object in view of doing my sharé in
establishing a basis of harmonious understanding and cooperation
in the Board, without which the best results cannoct be achieved.

Like all of us, 1 regret very sincerely that the impression
has been createc by the press and otherwise as if there were
zarsonal differences in the Board. Personally, T cherish the
conviction that differences are not of a personal nature but
that we are dealing with honest differences of opinion and that
the best way of removing whatever may separate members of the
Board is to go to the roct of these differences and to make a
determined effort to agree on the essential poiﬁts on which there
is divergence of orinicn, or, if we cannot agree, to6 frankly
disagree upon the same ard state the matter, if necessary, in
thz form ¢f majority and minority reports so that it may be un-
derstood that, where ¢ifierences exist, they are not of a per-
sonel naturc but are based upon matters of principle. My own
hope is that we rmay be able to agree cn all of these things be-
cauée, after all, that is what will best rfurther the objects arc
ailms of tre Federal Reserve Board to which we all are devoting
wuatever ig best in us.

If I may be¢ permittcd to analyze the situation, I would
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sey that there are differences of opinion in the following iour

natters:

(1) The problem of the general functions and the polloy
to be pursuecd by Federal Reserve Banks.

I take the liberty of submitting herewith a memcrandun
which I have prerarec covering this problem. I have no cdoubt
that we can reach a common ground of understanding on this

guestion.

(2) The question of Government Deposits.

Frow the very beginning of the operation of the Feceral
Reserve Banks thsre have been two different schools of thougit
in this resyect. I take the liberty of submitting a memorancum
which, if acoptec, would, I believe, relieve the situvation. It
would, at the same time, protect both the Secretary‘of the
Treasury and the powers of supervision ancd ¢ontrol of the Fed-
e.31 Reserve Board.

(3) The examination and rerarts of member banks and
rulings of the Comrtroller.

This question, more than anything else, has produced irri—
tation from time to time with member banks, Federal Reserve
Banks and in the Board. I believe that we are very close to
a point now where the problem could be disposed of to mutual
satisfaction. Both in the case of Government deposits and thz
case of the Comptroller's reports the law creates a difficult
situation by preserving a dual control. The problem is, can
the difficulties that no doubt exist be remcved by administra-

tive methods, or shall it be necessary to cure the situaiion b,
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(3)
amendments of the law so that, with respect to reports and ex~ &
aminations, there will be created a unity of action? As above
stated, I strongly believe that it will be possible now to
definitely agree upon some satisfactory plan or to state public-
ly the limited and legitimate degree to which @e do not agree.
This will cure the constant attempt of the press to magnify and
to sensationalize the situation. |

(4) The question of redistricting, and, involved in

that, the question of individual powers of mem-
bers of the Board.

I believe that, in the very near future, the committee can
bring in a report concerning redistricting which probably will
dispose of any plan of dealing with this larger question but
will clearly establish the position of members of the Board as
to the desirability of a redistricting process at such time as
it should be practicable in case Congress should give the Board
the power to do &o.

It will be cof great acdvantage for the harmenious work of
the Board if, at the same time, a clear understanding could be
reached as to what are the individual powers of members of the
Board and how far are resclutions passed by the Board binding
upon all of tner.. 1 stropngly believe that if we patiently dis-
cuss these qguectione upon their merits and entirely disregar
the perconal element we shall finally reach a very satisfactory
and clear undcrstanding about all of these points.

I am somewhat taking the attitude of a surgeon who rather
gecs to the root of an evil than deal with the surface dicturb-

ance by means of palliatives and court plaster. The process ne
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be a little hit more bothersome while it lasts but I am sincerely
convinced that it will bring more lasting and more satisfactory
~results. It is, to my mind, inevitable that this operation
should be gone through because I can hardly see now we Can write
a satisfactory report or deal with the question of amencdments
unless and until we have reached a clear understanding about

these pending problems.

Respectfully,

(Signed) ..... Paul M. Warburg.
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The policy to be pursued by Federal Reserve Banks must be

Memorandum on Question Fo i

guided exclusively by the public interest

Federal Reserve Banks must neither fail to carry out trans-
actions anc exercise functions - which otherwise would recound to
the benefit of the country - for tne mere reascn that they entail
heavy expense or loss, nor must they, on the other hand, conclude
transactions and exercise functions on account of the earnings
to be derived, in case these transactions or functions would run
counter to the public interest, or would lessen the ultimate abil-
1ty of the Federal Reserve Banks to render the largest service
for the general benefit of the country.

In carrying out their policy they must neither con;ete for
the sake of corpetition nor not compete for the sake of avoiding
competition In carrying out functions with which they are
charged by the law they must compete or not compete as the public
interest requires

If we agree on this premise, we must then ask ourselves, 1o
whet way do Federal Recerve Banks serve the public interest?

The function of Federal Reserve Banks 1s to provide a safe
system of banking (free from our heretofore pericdical collapses)
and more stable and equal intereet rates than we have :ad in tae
past

Broadly speaking, the problem ¢f banking may be summed vup
in the following quotation

"If banks were to keep, in casb, all the moncy deposited

with them, business would come to a standstill and a cri-

£18 would ensue If banks were to lend indiscriminately

to those who aprly for loans all the money on deposit

v1th them, a general panic and collapse would follow =
short period of overstimulation Between these two ex-

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




(24)
tremes lies the miccle course, the fipding of which is the
problem, ancd its rractise the art of banking."

To find and preserve this middle course is the particular
function of the Federal Reserve Bank System.

The present maximum lending power of the entire Federal Re-
serve System iz about $600,000,000. The total loans and invest-
ments by national banks amount at present to about §8,000,000,000;
those of the Ctate banks to §7,500,000,000. It is abvious that
it caﬁnot possibly be the object of the Federal Reserve Systen,
by cempetition, toc substitute a lehding power of $600,000,00C Jor
that of all the bvanks of the country, amounting to §15,500C,000,-
000. The aim of the system must rather be to keep this gigantic
structure of loans and investments, which is‘largely carried oy
banik depcsits, from over expanding so that, as the natural anc
inevitable result, it may not be forced to over cdntract, and,
conversely, to avoid over contraction with all its hardships anc
the inevitably resulting over expansion.

Effectively to deal with the fluctuations of so gigahtic 2
structure is a vast undertaking for which the resources of the
Federal Reserve System are none too large at this time. If the
task is to be accomplished succesefully, it cannot be done by op-
erations which are continuous and of equal force at all tiﬁee,-buf
only by carrying out a very cefinite rolicy of not only emplovin:
funds vigorously at certain times but, with equal vigor, not to
employ funds at cthers. Th& cduring periodsocf actual employment
the Feceral Reserve Banks will make large earnings and that durins

rerioés where a restrictec activity of Fecdsral Reservs Banke i~
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(3)a.
reréered ne cessary by general conditicns, tieir -ear nings shoudl %cﬁg
szl er; are ‘incidents whick Lave 20 earing upon"the_ﬁeasq;e qfh
their usafulnessi Fede“al Reser&e Barnke, when accumulating funds,
are exerC1sing as us eful a funct1gn &s when they are emyloyzng the -
same. 1f safety and stabilizztiecn of rates form %re solmndest
foundaticn fox general rrcsperiuy,:evgrythlng that the F;dgral e~
serve Banks dp in avoiding excessive rates, bota tqé'ﬂighiand too
lew, recounds t6 fﬁe benefit of the naéicn; aﬁd thé-ﬁéfe fact of
the general cénfidencclin this stability and the khgﬁ}edge that
funds are ih'rgsgfve and available brings about the frees? use of
crecit faciiities at liberal rates all over the cbﬁntry If the
potential or actual emyloyment of ﬂBOC €00, 000 cah have thls ef~
fect upen loans and investrents of flh,SO0,0u0,000-(of_which

$13,50C,G00,C0CC are loans and diecounts) the ucefulfiess of the

Feceral Rescrve S}snsm hze been piéven. That does not wean that
wlen cnce we :hall have passed éhrOugh-a reriod 6f active money
ws shall ever have te coﬁtempléte ¢énditions where the entire
' funds ¢f the Federal Recerve Banks will lie idle. 4 certain pro-
! rorvicn will always remain in active servicé5 and there will be
20 Zoubt abbtt taeir ability to earn théir funning exrenses or
’ $oa%, wion bhce tiey cecvry their prorer rield of operations - and
\ sverazing their operations over a reasonabls period - t;ey will
sarn their d;vldends but time must be given fhem for thie.
1i Federal Resarve Banks should find rermanent difficulsty
in gcarning thoir dividends, remedy must not be eoughf Oy improrer-
ly veing. treir funds but rather by carefully inve ztigating whe-

‘3.er ¢r nct organic d:fects exist which'might c2 overcome. We
mUet net rorget, on ile cne kand, that the capitazlization of tue
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bank and the rrescribed rates of dividends are arbitrarily fiaied
and that experience only can demonstrate whether or not these
are rroperly chosen Personally, I ar inclined to think that
they are about right, provided, however, that the Federal Reserve
Banks are given the game powers as enjbyed by the European cen-
tral banks witk respect to the note 1ssue The weakness of the
oystem, as at rresent devised, 1s trat, unlike the Eurorean cen-
sral banks, they cannot derive theair chief profit from the note
01rcu1atloﬂ In Europe, the Banque de France, the Bank of Eng-
land, the Reichsbank and the other central banks have substarti-
ally a monoroly on the note issue, and balances with these cen-
tral banks anc their notes are considered as cash by the banks of
the country (The Bank of the Netherlands has a capital of
30,000,000 florins and a note circulation of 300,000,000 to
400,000,000 florins )

Our difficulty 1s a threefold one first, we rave a note
lssuing power superimposed upon an inelastic currency issued to
the limit of what the country can absorb, skcond, éur notes are
not counted as reserves, the consequence of which is that, at
times, like the present, when additional currency for actual cir-
culation 1s not required, we do not pay for our investments by
.he 1ssue of Federal Reserve notee but by a loss of gold, and,
tu1rd, that our inability to 1issue notes agaipst gold, or gola
anc com ercial parer, prevents us from broadening and strengthen

ing our banking power At present we are tied <down to the maxi-

mum of the derosits of the member banks Gold derosited for re-

demrtion rurroses with Federal Reserve Agents i1s a most desirable
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; a1d powerful protection in case of gold vithdrawals It does not

| ald, however, any adclt;onal banking power It repleces but does
nvs add The vicious effect of these conditicns 13 that we can-

1 not deal boldly with the rroblem of Covernmert bonds and the cir-
culation securecd by them If we could increase our own free stock
of gold, that question could be solved and, waith that, the prob-
lem of our earnings

! I make free t6 submit a memorandum suggesting how 1t can be

\ done, and apologize for the rough form of all statesrents, which

have been dictated hurriedly without regard to forn
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It is proposed to amend Section 16, clause (2) to read
as follows :
"Any Fedcral Ressrve Bank may make application to the local
Federal Reserve Agent for such aﬁount of the Federal Reserve notes

hereinbef ore provided as it may rsquire. Such application should

- bs accompanied by a tender to the lecal Federal Reserve Agent of °

" collateral in amount equal tc the sum of the Federal Reserve notes

thus applied for and issugd pursuant to such application: The

us_offered shall be gold or gold certificatss

uraty thus offsred shall
8

t_under the provisions_cf

accepted for rediscol

inder_the_provisions of Ssction 14 of this

The force of this amendment would be that Federal Reserve nbtes
could be éxchanged for gold and that the gold so accumulated would
become the fr;e ésset 6f the deepal Reserw Banks. 28 thu law
standa.today the gold that accuimlates against issuo.of Federal Re=-
serve notes accumulates in the redeitption fund deposited with the |
Fedcral Ressrve Agent amd ceascs to be the property of the Federal
Réssrve Baﬁks. It can not scrve ag a baéie for:additional loans,
but it renders only a servace - though a most important one- in
being available in case of gold w1th&rawals. The consequenco is that
at present the Federal Roserve Banks arc limited in their grovrth to
the ancunt of obllgatory.balanccslof memker banks with Federal Re-
serve Banks, While the optional balance may be deposited, it is not

sefv to count on that.
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If the law should bs amended as here suggested, every note_
holder in the country would becoms an additional depositor of the
Federal Reserve Banks and he woyld become a permanent depositor,
because it is safe to sav that the amount of gold certificates
carried in the pockets of the people at this time would be per=
manently carried in Federzl Reserve notss. It is safe ‘to expect
that the Federal Reserve Banks would be strengthened by several
hundred million dollars of gold in this manner. If three hundred
millions were addad this would mean an additionai loaning pcwer
of 450 million dollars.

The farereaching effeci of this process would be that the

Federal Reserve Banks thus strengthsned eould afford to deal on
a broad tasis with the question of government bonds and Federal
Reserve notes. At prcsent Federazl Reserve Banks ars disinclined-
and correctly so- to adopt a policy of purchasing hun&reas of wile
Jions of government bonds and issues against them Federal R;serve
bankenotes as long as. the gold supply which they command is not
larger ‘than it is now. Wﬁile it is true that they need only to
mdintaih a reserve of 5% against these Federal Resorve bank-notes,
it is equally true that these notes may be presented at any time
for payment in gold and that, from a point of view of the Federal
Reserve Banks, a 5% gold reserve woulq be insufficient. If notes
could bs exchanged free}y for gold the additional loaning power
which would accrue to the Federal Ressrve Banks by ths accumula-
tion of additicnal gold, cou1§ te used to provide the necessarf
gold reserve against a large amount of Federal Reserve Bankenotes.

A very interesting suggestion has been made to the Board

{ by Mr. Perrin¥ to the effect that any National Bank the charter

3

G
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of whick wculd expire, should reéeive a rupneval charter only upcn
the conditicn thut its power tc issue nctes againét governuent
bonds shculd cease; but that ihe Fecdural Reserve Banks should pur-
chase the gcvernnent bonds of thesc banks at par at the expiration
of the banks charter. In this wanner all the governuent bonds of
weddd fall inhe the hands cf “the Federa}.Resarvc Danks within
twenty years. A portion of these bonds wculd dcubtless be disposed
of in the market as government 3% bends and the Federal Reserve
Becard and the Federal Reserve Banks would have te decide what por-
ticn they wishked to¢ carry as gne-year notss and what pertion as 21
government bends against which nctes ;buld be issued.

If this plan werz carried cut the'unelastic govefnment
secured currency would be 1:ads elastic by thc Federal Rescrve Banks
because it would be in their voewer to issue these notes at tices
when there would be legitiiate requirement for increased circula-
-tion and to withdrawn thew fro.. circulaticn at other tires. Further-
icre, the question of e arning: of Federal Reserve Banks would be
sclved, because the larger‘the ncte issue of the banks, the larger
would become their rovenue, This revenue would bs derived from
the governient bonds and the ricre govertient bends would be dish.
posed of to the putlic, the wncre -impcrtant w;uld becor.e the com=-
mereial business of the Federal Rescrve Banks, because if we take
it that a certain avount cf currenc& is requiraiand a large por-
tion of this currency can only be issued agaihst the collateral
of coemuercial paper, this comnercialipuper must go in the Federal
Reserve Banks. Of course, if Foderzl Reserve ncies should be ma&e

availatle fir reserve Lomdy cf .enter banks ( not of Federal Reserve

Banks, a3 sc uany people aprear tc¢ chink when the questicn wasg
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discussled ir.x rast years ! ) , this process wculd take place with sc f 89
much more effect. There is no doubt but that Federal Resérve éanks
will not find their ﬁltimate and proper place until Federal Reserve
notes receive reserve qualities. At present we have the anomalous
condition that the gold that comes into this country, which should
accumulate in Federal Reserve Danks, éccumulates in member banks;
while the gold hcldings of the Federal Reserve Danks hardly have
grown except where the amoun: of the additicnal r eserve payments
ﬁad to te made under the law. Ve furthermorec have tle aﬁcﬁalous
conditicn that at this time when there is no dempnd for Additicnal
circulation, any investment the Federal Reserve Banks make s Yeing
| paigjfggt by Federal Reserve notes; but by a loés of gold.
‘While it is most gratifying to see that the bankers who
| so violently'opposed as unsound ahy thought of counting Federal
Reserve notes as reserve, are now of their own acéord coming
around to the opposite view; it still may be that Gongress would
not yet ée prépared for such a step: It mighé in that case be
more advisatle to proceed slowiy ard to ask at this tine only
for the amendrent as above cutlined.
My.owh suggestion would be to increase the gold covered from
40% to 60% and begin to tax at 60%, though beginning only with a
very low tax and increasiné only very giadually,increasiﬁg nere
rapidly when the gcld cover falls below 40%. The effect, however,
would be that Congress and the country would see that it is ex-
pectad normally to have a gold cover in excess cf 60% rather than
in excess of 40% and vwhile we woulde xpect to issue more Federal'

1 Reserve notes in this case, we would, on the other hand, expect

to issue thenm normaliy cn a higher basis of gold protection. This
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effort may ultimately be helpful in persuading Congress to permit
these notes to be counted as reserves. As it is now there is nb
room for an elastic note igsue for our elasticity has been tied to
a frayed rubbter band which is already stretched to the limit;*the
Federal Reserve DBanks have nc power of contracting under the pres;
ent structure. As above stated, nothing will help Federal Reservé
Banks more in finding their proper position and in securing suf-
ficient earnings without being forced to use their reserve money .
in a way which at time§ would be unsafe and improper, than an.effec-

tivo. and sound ncte issuing power. ’

MW,
11-2-15
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. MENORANDUM ON QUESTION NO. 2.

i

It is suggestod that the Tremsury develop gradually its:
accounts with the scvoral Federal Resofvc Banks. Aftor a
rcasonaflé period of actual operstion the naturc and the volunwe
of Treasury businoss at vach point can”thqn bo asccrtainod as can
also the oxponse of the Foderal Roseérve Banks: involved in the
op:ration of accounts. fIt ﬁéy then bé.fﬁséible for the
“:crctary of thc Trecasury to detcrﬁihc,tho'amounts which ho
proposes.to carry as fixed freec sglaﬁécs with tho several banks
in order to sustain thcse accounts. }

As a rattcr of'convcnicnde he nn& arrange to hav; a weekly
o£ bi—waékly scttloucnt with the Fedcr;i Bescrve Banks, bf
whiﬁh any auounts in cxcess of the aggc;d balance be paid into
the gold clcaring fund for tﬁe crodit cf the Treasury and con-
Gcrsely, doficioncies  below thc agrecé talance would be ﬁade
gsbd'through the gold clecaring fund. o . -

There would then ;remain the frec funds in thc Treasury,

which will vary from timc to time according to thc roceipts

" and- disbursoments of the Unitod Sf;tes Governricnt .

Broadly spcaking, the wrétér doubts thc wisdom of per-
nitting those additional funds to be derosited with the

Fcideral Reserve Banks without tho’ﬁonttol an&;supervision of"

" tuc Federal Reservo Board.

While thc own resourccs of Fedoral Reserve Banks and the

bulk of their deposits ray be considered‘aé "fixtures", uron

. which it might bo safc to basc a aofinite policy in granting
loans or issuing currcncy, thc funds of the Govefnment; ac-
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-eording to tho wishos of Congress, may be of gigantic size

and may be roduced to zero.

Thesc Gévcrﬁment deposits riust therefore be:treated from

‘a differcnt point of view from that of the deposits of menber

banks. At tiues, when the Governuont is apt to withdraw these

* funds, the Foderal Reserve Banks should not omploy thom at all

and kocp the funds practically intact (that is the samo &8
carrying a 100% ruscrve agzinst thom), at times, p&rficuiarly
whon the general banks arc crowdad-asid~tac Treasury baiaéces
arc large, or when for other raasons it may appoat advieaﬁle,

it may be proper rolicy for Fcderal Roserve Banks to use |

freely the Govermmoent debbsit-and maintain a resorve

against thuso doposits of only 35% as agdinst thoir other

‘doposits. With the staggering si#c of our deposit strudturo

{of lS_biilion&l and the limited powel of cxpansion of'Fo&cral

" Resorvo’ Banks (at present 600 milliohs figured on a 40% basis

#nd on the laiﬁ statcment of tho Foderal Roserve Banks) it will
ﬁc visc To koop an anchor to windward Expetience has shown
that tho ond has always been reached or is quickly rcached
whon a catﬁstrophe occurs, and fha@ it is of the very grcatest

valus to have some large gold funds in actual reserve. For

. there is nover cnough gold in such circuustances and the value - °

of the froc treasuro in the Julius Tower has bcen fully vindi--

ratod. It would groatly add to thc strongth of our systeﬁ

if wo could kcop the freo trcasury funds as a secondary re-

agrve to bo drawn upon after the rcdiécodntiné power, between
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districts has bcon brought into full play to thc highes:

dcgrec compatible wi£h safcty and cOnscrvaﬁism and at tho sane
tinc with the best intirest of the country.

But therc st bde a ccrtain-l#titude in arplying this
rule and this, olasticity would bo assuted if it wor: loft to
the discretion of the Federal Reserve Board froﬁ ticc to tinc"
to fix tho resorves to be kcpt by the Foderul Reserve Banks
against Govuernuent dcpoéits-;thcr than the fixced ba;anccs a~
greed upon. Tho Trcasury chld ;hqn, through tho gold él&:ra
ing fund, automatically derosit in theo Fuueral Roscrve Systeﬁ_

its frcc funds, which would bc allottcd to thc several banks

. upon a certain key (basud uron capitalization or capital and

dcposité)auﬁ'bc subjoct to special rescrve requiréﬁuntﬁl_ In
this wenncr the Federal Rescrve Board cuuld undertako ihc roe
spohsibility‘ofsupervisigg}he cuployiicnt of fhusc funds se
that the Scc?gtary of tnc freasury nay be -certain of his abil-
ity of ﬁithdrawing these funds when reduired without crcaiing
a disturbuncc; The power cnd duty of the Board qf dirccting )
rediscount operationsiis invélved in this matter: Theso
transactioné ray bs nocessary in ordor to-withdraw_govcfnmenf :
funds frgm somc districts and for thc safcty and cfficiency o¥
thc systcn it id nccessary that the Bourd excrcisc a control
‘over thuéc funds in thc Fcderal Resorve Bunks.

Legally thero can not bs uzy objection to ; stipulati&n by
the Scerctary when ix:king Governmncnt &opésits to the cffoct

that tho dorosits shall b subjoct to such ruserves as the

board frou timc to time shall dctermino. The Doard, when
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studying this qucstion somc i.onths ago, vas adviscd by counsel

that ovun :1thout such stipulation by thc Sccrctary it could,
by 1ts povwor to tux th' note assus, sccurc compllaﬂco with
any suggoestions thut tho Board naght sc. fat to 1ake to tho
| fedcral Ruservo Bunks in this respoct.
Frori - very roint of view, howcver, 1t would arpeur Lore
dcsirable that the stipulation, as ubove sugg:sted, bo made

by the Sccretary of the Treasury.

Mei.orandw: by Counsel 1s «ttacncd.

P. M. 1.
12/2/15
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FEDERAL RESERVE BOARD
WASHINGTON

October 15, 1915,

SUBJECT: Interest Charges on
Federal Reserve MNotes.

My dear Mr. Warburg:

The question whether the Federal Reserve Board may impose diffcrent
rates of interest on the Federal reserve notes issued by the various Fed-
eral reserve banks invélves a construction of that portion of Section 16
of the Federal Reserve Act which r:ads as follows:

"The Board shall have the right, acting through the Federal
reserve agent, to grant in whole or in part or to reject entirely
the application of any Federal rescrve bank for Federal reserve
notes; but to the extsnt that such application may be granted
the Federal Reserve Board shall, through its local Federal Re-
serve agent, supply Federal reserve notes to the bank so applying,
and such bank shall be charged with the amount of such notes and
shall pay such rate of intercst on said amount as may be estab-
lished by the Federal Reserve Bbatrd, and the amount of such Fed-
éral reserve notes s¢ issued to any such bank shall; upon delivery,
together with such notes of such Federal reserve bank as may be
issued under section ecighteen of this Act upon security of United
States two perccentum Government bonds, become a first amd para-
mount lien on all the assets of such bank."

It will be observed that this paragraph provides in effect that
any individual Federal reserve bank which has been granted an épplica-
tion for notes whether in whole or in part, "shall pay such ratec of in-
terest on said amount as may be established by the Federal Reserve Board".

This provision clearly indicates that the Board may charge such
rate of interest as it deems advisable on any particular or individual
issue of notes, and there is no intention on the part of Congrcss,cither
express or implied, which demands that thc Board fix a universal flat
raws of interest on all Federal reserve notes, In other words, cach

senarate issugg of notes, whether to the same or a differcnt Federal

re .»rve bank, may be subject to a different rate of intcrest.
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A contrary result would defeat the obvicus intont of Congress to
enable the Federal Reservec Board to control, as far as pocsiblc, the
conditions governing the demand for cfedit 4nd to enable the Board to
adapt not only rediscount rates but also the volumé of Federal reserve
notes. to the varying needs of different sections of the country. There
would not seem to be a more effective way of checking an undesirable in-
flation of credits than to enkble the Boafd to impose different rates of
interest.én the various issues of Fedsral reserve notes. The paragrarh
quoted above clearly authorizes the Board to control not only the issue
ofnotes to a particular ﬁank but also to fix or determine the pressure
to be put upon any particular bank to retiré‘such notes when issued.

The fact that the authority to fix such rate of interest is in
precisély the same sentence és that empowering the Board to regulate the
amount of notes issued to any individual bank, indicates that Congress
had in view a msthod of controling the circulation of Federal reserve
notes in each individual district.

The wording of this Section_is broad enough not only to permit of
diiférent interest rates in the different districts but élso ¢learly au-
thorizes the Board to charge each Federal reserve bank such rate of in-
teresf'as it desires on eéch separate issue of notes made to that bank.
The Act says that the Board may grant the application of any Federal
reserve bank for Federal reserve notes, either in whole or in part, but
tb the extent that such application is granted, "such bank shall be charged
with the amount of such notes ‘and shall pay such rate of interest on gaid

amount as may be established by the Federal Reserve Board", In other
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words, Congress specifies, in discussing the application of any Federal
reserve bank for notes, that the Soard may grant so much of that par-
ticular application as it sees fit and shall charge such bank with the
amount ¢f notes issued and may establish such rate of interest as it
sces fit "on said amount”.

It seems clear, therefore, that the Board may, at the time of granting
a~yapplication for Federal reserve notes, fix such rate of interest as it
sees fit to be paid on the notes issued in compliance with that particular
application, and this rate is in no way dependent upon any previous rate
charé;d to that Federal reserve bank or to any other Federal reserve bank.
. It is not to be supposed, however, that, should the Board at the
time of granting an application fail to fix any interest rate whatever,
it is precluded from imposing any interest charge in the future, because
the Act provides merely that the bank "shall pay such rate of interest x
X X x ¥ x as may beg established by the Federal Reserve Board," and it
may be established either at the iime of issue of at any time subsequent
thereto that the Board desires.

There may be considerable practical difficulty if the Board fixes
different rates of interest on different issues of notes made to the
sams Federal reserve bank, because of the questicn of determining whexn
notes of the different issues are redeemed, but such a difficulty can
in no way limit or restrict the legal rights of the Board in this con-
nection. Anl it may be very sasy to devise a method whereby, under
mtual agreement, any notes retired by a Federal reserve bank will be
assumed to be those on which the highest rate of interest is charged.»

| Respectfully,
(Sgd) G. L. Harrison,
Hon. Paul M. Warburg,

Federal Reserve Board.
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