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Sub jec t : Method of Determining Required Reserves. 

Dear S i r : -

You are advised t h a t the Federal Reserve Board has 
ru led on advice of Counsel t ha t there i s no warrant in law 
f o r the Federal Reserve Banks in making any deductions from 
t h e i r gross depos i t s in determining the amount of the rese rves 
requi red t o be ca r r ied under the terms of Sect ion 16 of the 
Federal Reserve Act. 

The Board does no t , of course, construe the law as 
r equ i r ing that a reserve be c a r r i e d against t r a n s i t items or 
other defer red a v a i l a b i l i t y c r e d i t s which represen t depos i t s 
not immediately ava i l ab le . I t r u l e s the re fo re that the required 
reserves are to be based only upon those depos i t s which are 
immediately ava i lab le , A copy of Counsel 's opinion on t h i s 
sub jec t i s t ransmit ted herewith fof your information, and the 
Federal Reserve Banks are advised that they should apply the 
new method of determining the reserves oil and a f t e r January 2 , 19a). 

Very t r u l y yours. 

Enclosure. 

Governor, 

Le t t e r to Governors and Chairmen of a l l F-R. Banks. 
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Sub jec t : Deductions from Gross Deposits of Federa l Reserve 
Banks f o r the Purpose of Determining the Amount 
of r equ i red Reserve, 

"This o f f i c e has beeh asked f o r an op i h i On on the ques t ion whether 
a Federal Reserve Bank uay, f o r the purpose of determining the amount 
of i t s r equ i r ed reserve* deduct f f o n i t s grbss depos i t s the amounts 
'due from f o r e i g n governments ' and 'due from f o r e i g n banks '* The S ta -
t i s t i c a l D iv i s ion i s p repar ing a new form of balance shee t f o r Federa l 
Reserve Banks and a de te rmina t ion of t h i s ques t ion i s necessa ry before 
tha t form i s f i n a l l y sen t to the p r i n t e r . 

" I t appears tha t a t the p r e sen t time Federa l Reserve Banks are de -
duct ing from t h e i r gross depos i t s the fo l lowing i t ems: 

DEDUCTIONS FROM GROSS DEPOSITS: 
Branches or Head O f f i c e , 

Due from f o r e i g n governments, 
Due from f o r e i g n banks 

Uncollected items -
National bank no tes . . 
Bank notes of o the r F.R. banks 
F.R. notes of o ther F.R. banks 
Unassorted cur rency 
T rans i t i tems 
Checks and other cash i tems, 
Exchanges f o r Clear ing House 
Domestic t r a n s f e r s purchased. 

"The ques t ion p re sen t s i t s e l f not only as t o the r i g h t of a Federal 
Reserve Bank to deduct the ba lances due from f o r e i g n governments and from 
f o r e i g n banks, but a l so as t o i t s r i g h t t o deduct any of the items desc r ibed 
above. 

"Under the terms of Section lb of the Federal Reserve Act, i t i s 
provided that 

•Tvery Federa l Reserve Bank s h a l l main ta in 
r e se rves i n gold or l awful money of no t l e s s ^ ^ 
than t h i r t y f i v e per centum aga ins t i t s d e p o s i t s . 

There does not appear t o be i n the law, any prov is ion express 

and other member banks, i t i s provided i n Sec t ion 19 t h a t 
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" In es t imat ing the balances requi red by t h i s 
Act the n e t d i f f e r e n c e of amounts due to arid 
from other banks s h a l l be taken as the b a s i s 
f o r a sce r t a in ing the depos i t s agains t which 
requi red balances wi th Federal Reserve Banks 
s h a l l be determined.." 

The Federal Reserve Board i n cons t ru ing t h i s p a r t i c u l a r p rov i s ion of 
Section 19 has he re to fo re determined t h a t (a) exchanges fo r c l e a r i n g 
house; (b) checks on other banks in the same place ; and (c) items with 
Federal Reserve Banks i n process of c o l l e c t i o n are to be considered as 
balances due from other banks in es t imat ing the requi red reserve balance 
of member banks. These deduct ions, however, have been authorized by the 
Federal Reserve Board s o l e l y because pf t ha t paragraph of Sect ion ly 
quoted above# There i s no other prdvisiori i n the law j u s t i f y i n g them* 

n In cons ider ing the quest ion of the amount §f rese rve which must be 
maintained by a Federal Reserve Bank aga ins t i t s d e p o s i t s , i t i s evident 
tha t Section 16 conta ins no such provis ion as tha t paragraph of Section 
19, which de l a t e s s o l e l y to the reserves of membeir banks and which the 
Board now considers contrtolling in determining what are the permissible 
deductions by member banks. I f , as the Board has ru l ed , a n a t i o n a l bank 
cannot be permit ted to deduct cash on hand or balances due from fo re ign 
banks or from f o r e i g n governments, Federal Reserve Banks c e r t a i n l y should 
not be permi t ted to do so . With re fe rence t o the other deductions which 
Federal Reserve Banks now make from their, gross depos i t s , inc luding 
n a t i o n a l bank no tes , bank notes of other Federal Reserve Banks, Federal 
reserve notes of other Federal Reserve Banks, unassorted currency, t r a n s i t 
i tems, checks and other cash items, exchanges f o r c l ea r ing house and 
domestic t r a n s f e r s purchased, i t i s be l ieved that there i s no more au thor i ty 
i n law than in the case of cash on hand or of balances due from f o r e i g n 
banks and balances due from f o r e i g n governments. Even though I t may be 
contended with some fo rce tha t as a matter of p r i n c i p l e deductions of the 
uncol lected items spec i f i ed should be permit ted nevertheless that i s a 
mooted quest ion and whether r i g h t or wrong cannot of i t s e l f be determinal 
t ive of the proper cons t ruc t ion of an e x i s t i n g s t a t u t e . I t might be 
proper to place such an argument before Congress wi th the purpose of 
procuring an amendment t o the law but there i s not in the Federal Reserve 
Act as i t reads a t the present time any express or implied au thor i ty t o 
make such deductions and in the opinion of t h i s o f f i c e none should be 
permi t ted . 

"On the b a s i s of the ecneol idated statement of a l l Federal Reserve 
Banks f o r November 28, 1919, i t appears tha t t h e i r t o t a l gross 

80# of the t o t a l deduct ions . These t r a n s i t items represen t on equivalent 
amount of depos i t s bu t depos i t s which are_not immediately a v a i l a b l e . I f , 
therefore, i n s t e a d of bas ing the requ i red r e se rve upon the amount of the 
t o t a l gross d e p o s i t s , ( inc luding both immediate and d e f e r r e d a v a i l a b i l i t y 
c r e d i t s V the r equ i r ed rese rve were to be based upon only those depos i t s 
whSh M e d i a t e l y a v a i l a b l e , as I t h ink i t should be , the t o t a l gross 
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depos i t s sub jec t to rese rve would be reduced by the amount of the t r a n s i t 
items which as p rev ious ly s t a t e d , form approximately 50$ of the present t o t a l 
deduct ions . If t h i s were done the r e se rve percentage would vary but 
l i t t l e from the percentage obtained under the p resen t r u l e and the method 
of c a l c u l a t i o n would be s t r i c t l y i n accordance with both the s p i r i t and 
the l e t t e r of the law* I t i s evident not only that i t was not intended 
by Congress t h a t deductions from gross depos i t s should be made by Federal 
Reserve Banks in determining the amount of requi red rese rve but a l so t h a t 
i t was not contemplated tha t items received f o r c o l l e c t i o n and de fe r r ed 
a v a i l a b i l i t y c r e d i t would be i n c l u d e d i n t h e d e p o s i t s a g a i n s t whxch r e s e r v e 
must be ca r r i ed* I t i s be l i eved tha t ob jec t ions on both of these po in t s 
would be overcome if r e se rves are ca l cu la t ed i n the manner suggested above* 

*'Qn the b a s i s of the f i g u r e s as of November 28th , the r e se rve p e r -
centage of the Federa l Reserve Banks was 45*5* This percentage was based 
upon the t o t a l gross depos i t s ( including both immediate and de fe r red avails-
a b i l i t y c r e d i t s ) l ess a deduction of a l l those items de f ined i n the be-
ginning of t h i s memorandum* Haa the reserve percentage on November 28th 
been es t imated upon the b a s i s of only those depos i t s which are immediately 
a v a i l a b l e , al lowing no deduction whatsoever, the percentage would have been 
4 4 * 1 , a d i f f e r e n c e of only l i$* 

** I t may be contended tha t t h i s d i f f e r e n c e i s a g rea t d i f f e r e n c e when 
rese rves of the Federal Reserve Banks are as near the minimum as they 
are a t the p resen t time and f o r tha t reason i t may be f e l t t h a t t h i s iB an 
inopportune moment a t which to i n s t i t u t e a change in the method of ca lcu-
l a t i n g r e q u i r e d r e se rves , but i t is the b e l i e f of t h i s o f f i c e t h a t such a 
change should be made and as soon as i t i s poss ib le t o do so without causing 
any cons iderable d is turbance through even a s l i g h t lowering of the reserve 
percentage of the Federa l Reserve Banks. In any event i t i s oelxeved t h a t 
the proper method of c a l c u l a t i n g the rese rves i n accordance wi th the terms 
of the law as i t now reads i s t h a t out l ined abovef tha t i s , to es t imate 
the requ i red reserve on the b a s i s of those depos i t s which are immediately^ 
ava i lab le and to permit no deductions whatsoever* 

R e s p e c t f u l l y , 

(Signed) GEORGE L, HARRISON. 
General Counsel. * 
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