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X-1914
Subject: Distridution of Earnings of Federal
Reserve wanks -- Sugrested Amendment
to Federal Reserve Act.
Dear Sir:-

Ly direction of the Federal Reserve Soard,

there is transmitted to you herewith, for the information
of your board of diréctors, a letter which has heen
addressed by the Governor of the 3o0ard to the Chairman
of the board of directors of a Federal Reserve Rank
whose directors were considering the adovtion of reso-
lutions favoring an amendment of the Federal Reserve

Act to vrovide for the distribution of a large wart

of the earnings of the Federal Reserve ‘lanits among
member banks.

Enclesure.
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Very truly yours,

Secretary.

Ta Chairmen of all F.R. ZBarks.
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Avril 22,1920
Dear Sir:-

Te desire of the member banks for a larger participation in the
profits of the reserve institutions 1s quite general and perhaps not alto-
gether uwnnatural. A careful study, however, of the Federal Raserve Act and
due consideration of all the #juities in the case will, I thinl-, convince

those who are willine to consider the matter dispassionately of the soundness

0f the Board's point of view.

The primary purpose of the Federal Reserve Act as stated 1n 1ts
short title is to "*** furnish an elastic currency, to afford means of re-
discounting commercial vpaper, to establish a more effective supervision of
hanking in the United States *¥*". The framers of the Act did not contemplate
that the Federal Réserve’Banks should be essentially money?mat:ing institutions,
and but for the entry of the United States iiito the world war early in 1917
‘and the necessity of raising vast sums through bond issues in order to meet
the costs of military and mwaval establishments, caising a credit expansion ¢n
a scale hitherto unkunown, there is no reason to believe ‘that the earnings cof
tne Federal Reserve Rarks would have besn out of line with those of private
institutions. You will remember that in the eérly days of the system some of
the Federal Reserve Fanks found difficulty in earninz amounts sufficient to
Pay operating expenses and that up to 1916 only one of them (the Federal Reserve
“ank of Richmond) was sble to »ay the sit per cent. dividend which under the
law the stochholding member banks are entitled to receive.. In 1916 several
of the banks paid dividends, but they were mainly on account of arrearages for
1915. Althouzh the earnings of the Faderal Reserve Rarks increésed sudbstan~-
tially during the vear 1917 on account of the heavy rediscounting with them

by member hanks of paper secured by war obligations, it was not until June 30,
1918, that all of the Federal Beserve Zanks had paid their dividends in full.
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Tou will doubtless remember that during the year 1915 there was a zood
deal of agitation in favor of the reduction of the paid in capital of the
Federal EReserve Ranks, the arzument being made that in ordinary circumstances
ths bants could naver hoﬁe to ﬁay their six per cent. dividends fully paid up
notwithstandinz the very liberal provisions of the Act with respect to the
‘taxation of Federal Résetve Tarl-g. | |
.The law expressly exempts Federal Resefve Janks from Federal, state and
local taxatio except taxes unon'real estate, thus they are relieved of paying
gorporation, income and excess profits taxes. Section 7, however, in its orizinal
form provided that after dividend claims had bean fully met "all the net earnings
shall be paid %0 the United States as a franchise tax, except that one-half of
éuch net earnincs shall be paid into a surplus fund until it shall amount to
forty per centum of the paid in capital stock of such bank." It further provides
that "should a Federal Roserve “ank be dissolved or o into liquidation any
surplus remaining after the nayment of all debts, dividend requirements as
hercinbefore provided, and the par value of the stbck, shall bhe paid to and
become the vroperty of the' United States”. The Act approvad Mar.ch 3, 1919,
amended Section 7 by providing that "after the aforesaid dividengl claimg.‘ have
been fully met the net earnings shall be paid to the United States as a franchise
tax, except that the whole of such net earnings, including those for the year
ending Decerber 31, 1918, shall be paid into a swrvlus fund until it chall amount
to one hundred ver centum of the subscribed capital stod: of such “ank, and that
thereafter ten per centum of such net zarnings shall he paid into the surplus.”
The effect of this amendment is to defer the paymerit of large franchise
taxes by the Federal Reserve “anks to the Government; it will permit the accu-
malation by each Federal Rassrve ianlr of a surplus fund, belongin: in the last
analysis to the Government, x&hich will yive unusual strength and security to the

position of the capital stock. Any lesses occm-ring in the Federal Reserve System
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will be pmﬁd&.d for out of mm esarninga or out ¢f the accumlated ém‘pluS;
and the vossession by a'bank of a surplus fund squal to twice the amount of

its paid in capital prattically assures the nrompt and regular pawrent of

the six per eent. cumglative dividends on the stock.

The Federal Reserve Banls are affording impottant fagilities tc the

 member banks, and threugh them to the pudblic, which ﬁere abgolutely unobtainable
a few years ago; they are performing certain services which are not actually
required by the Federal Reserve Act but which are a very zreat convenience and
which involve large expense. This expense is in.reélity Sorne by the Government
for it reduces the amount available for the franchise tax. OSpecific instances
of the imnortant,égrvices rendered by the Federal Reserve Banks are the.operation
of branches in_;varim‘as cities for ghe greater convenience of the local and nearby
banké, and the vayment by the Federal Reserve Banks of all transnortation
¢harges on currency delivered to and reéeived from member barnks; ielegraphic
transfers are made available to all member bankrs without charge and by weans

of the Fedsral Reserve par clearing system checks den0sited,with member banks

by their customers are being collected more expediticusly than formerly and with~

sut expense to the sending banks. In extendinz these facilities the Federal
Reserve Banrs have necessarily experienced a very heavy increase in their

- overating costs. For the year 1919 the cperating exner;ses of the Federal Reserve
?am%s exceeded by nearly five million dollars their aross earnings for the
year 1917 and were only ébout two million dollars less than their net earnings
for the year 1918.

One fact which is génerally'overlooked by those merber banks which are
complaining that they do not receive an equitable share of the earnings of the
iFederal Reserve Tanks is that during the period of the war and un to the present

. time by far the larger part of the earnings of the Federal Reserve Barlrs has be=n
derived from the discount of notes secured by war ohligations of the Gevermment
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and by Treasury certificates. In grder to maintain the reserves
required by law while carrying this large volume of discbnnts
it has besn necessary to issue Federal Reserve notes in large
amounts, and the total amount outstanding .at the present time is
about ithree billion dbllars. |

Memﬁer banks should recognize the fact that the earnings
‘of the Federal Reserve Bariis therefore are derived very lar'ge'ly
frorm the circulation of these notes. The Federal Reserve Board
‘has the power under Section 16 of thé Federal Reserve Act to
imnose an interest charge ét such rate as it may deem'expediént
unon the Feder-l Reserve banks for that portion of their notes
in ciiculation not covered by gol& or gold certificates. It
is rather a close question as to whether the “oard has any
option in the matter of immosing an interest charge uvon Federal

Fegserve notes in circulation, but the Board
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60me ye:rrs a0 ieciaed to .ive the Feieral Reserve Banks the
benefit of the doubt, as it prefers not to have the Giscount
policy of the Feueral Reserve System complicated with the necesaisy
fer a large earning power. This view was justified by the further
cunsiaerztion thut the surplus of the Feueral Reserve Banks'wculu
revert to the Government upon their liquiuation and that eXCcess
earnings, after the amount of surplus permittedi by the statute hau
been accumulate., woule be paid to the Govermment as 2 franchise tax.
It was felt that it woul. be detter policy to permit each Feueral
Reserve Bank to accumulate a large surplus rather than to reuwuce
their net earnings by the imposition of hcavy taxes.
In rounu figures the capital stock of the twelve Feueral
Reserve Banks combinea is now about ninety-ene million iollars
while the accumulatea surplus, which is the property of the Govern~
ment, amounts to one hundred ana twenty million dollars. The
member benks get six per cent. wiviuends am their capital stock
while the Government gets i;.rm return en the surplus which it has
alloweu the Bamks to retain. But as the atnormally large earnings
now being maue by the Feaeral Reserve Besnks appear to be inviting
criticism ana are creating &« spirit of uissstisfaction emong the
megber benks, it seems that the Boaru shoulu now take into considera-
tiop some megas of reaucin, these large current earmings. It woula
be unwise to'attempt. to bfing ebout this result by lewering uiscount

rates for there is practically unamimity of opinion that eyeuit
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expansion has gepe far enough and that steps should be taken.
leading toc the restoration of a more normal balance btweeﬁ the
volume of .credit and the volume of goods. Nor does it seem
desirable to permit the Federal Reserve Banks to pay interest
to member banks on reserve deposits, Reserve funds in the strictest .
sense h;we no earning power und .any attempt to give such eamihg
power to reserves by artificial means which they cio not possess
inherently would obvicusly be unsound. It is tz:'ue that vefore
the Federal Reserve Act was vmdacted a part of the lawful reserves
of naticnal banks located in c;ties other than central reserve
cities had an earning power beczuse of the privilege given banks
in reserve cities of pyramiding one-half of their reserves with

" banks in central reserve cities snd to countfy bonks of pyramiding
three~fifths of‘ their requiregd reserves with binks in reserve and
central reserve cities. Bat even under the 0ld law there was ho
carming power possikle for the reserves which bsnks were required
to carry in their wn vaults (in central reserve cities 25% of
thwir net deposits ‘in lawful ‘mcney)‘ There is enclosed a memo-
randum outlining mere fully the views of the Board regarding the
payment of interest on reserve balances by Pederal Reserve Banks.

It is evident therefore that the only wmeans worthyof considefa—
tiom of reducing fhe current ecarnings of Federal Reserve xanks‘ is |
the imposition of en interest charge against Federal Reserve notes,
as provided for in Section 16 of the Act. These nutes are obliga-

tions of the United States and are issued to the Federal Reserve
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btanks under conditions preseribed in Section 16. In so far as they
are not covered by =n actual gcld reserve they are equivalent t2
2 loan to the Federal Reserve Banks by the Government, and an interest
charge would be logical and equitarle. These notes are receivable
for all taxes, customs and other public daes by all national &nd .
member banks and Federal Reserve Banks and circulate freely in the
hands of the public. 1In the opinion of many economists and students
of finance the large volume of these notes in circulation is an
essential factor in the present high cost of living. In any event,
the profits earmed by the Federal Reserve Bonks through the circula—
tion of the notes are paid hy the public and the payment of an
interest charge to the Treasury ou the notes by the Federal Reserve
Banks through which they are issued would be mei'ely a reimbursement

tc the public. ,
' S

.

Whe ther er not the Federal Reserve Bourd will deem the present .
: }
/

a8 being an opportune time for the impositien of an interest charge /
on Federal Reserve netes I am not prepared (o say, but I feel sure that
if seriéus attempts are mude L0 change the present method of distribu~ g
tion of the carnings of the Federal Reserve Banks by diverting a
larger portion of the earnings from the pecple 's Treasury to the
coffers of member benks the Board would feel obliged to protect the
interests of the Treasury by insuring to it in advance of any general

distribution of eamings the revenue which would accrue from the

imposition of a tax on Federal Reserve notes.

AN

Very truly ¥ours -
(Sizned) V. P. G. HARDING
Govewqor,
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