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THE MCFAD3EN BILL TO REVISE THE FEEERAL RESERVE ACT 

General p u r p o s e s o f t h e amendments 

The amendments t o t h e F e d e r a l Reserve Act p r o p o s e d "by Congressman McFadden 

i m m e d i a t e l y p r i o r t o t h e adjournment o f t h e l a s t Congress a p p a r e n t l y have two 

p u r p o s e s : ( 1 ) To r e e s t a b l i s h a c l o s e r c o n n e c t i o n b e t w e e n t h e volume of F e d e r a l 

r e s e r v e n o t e s i n c i r c u l a t i o n and t h e c u r r e n c y r e q u i r e m e n t s o f b u s i n e s s . With 

t h i s i n v i e w the b i l l p r o h i b i t s t h e u s e by t e s e r v e banks o f g o l d and o f a c c e p -

t a n c e s p u r c h a s e d i n t h e open market a s c o l l a t e r a l f o r F e d e r a l r e s e r v e n o t e s , 

l e a v i n g d i s c o u n t e d p a p e r a s t h e s o l e a u t h o r i z e d c o l l a t e r a l . ( 2 ) To r e d u c e t h e 

l e n d i n g power o f t h e r e s e r v e banks , by p e r m i t t i n g member banks to wi thdraw from 

t h e r e s e r v e banks , and t o h o l d i n t h e i r own v a u l t s , a p a r t o f t h e i r r e q u i r e d 

r e s e r v e s . # 

Both o f t h e s e o b j e c t s appear t o be b a s e d l a r g e l y on m i s c o n c e p t i o n s a r i s -

i n g from i m p e r f e c t a p p r e c i a t i o n o f t h e e x p e r i e n c e o f t h e s y s t e m . The f i r s t o f 

them assumes t h a t t h e volume of F e d e r a l r e s e r v e n o t e s i n c i r c u l a t i o n c u r r e n t l y 

depends upon t h e c h a r a c t e r o f t h e p a p e r or o t h e r c o l l a t e r a l w h i c h may be u s e d 

a s c o v e r f o r t h e n o t e s , but e x p e r i e n c e h a s d e m o n s t r a t e d t h a t t h i s i s n o t t h e 

c a s e . N o t e s g e t i n t o g e n e r a l c i r c u l a t i o n o n l y when c u s t o m e r s o f member o r 

nonraeiaber banks wi thdraw c u r r e n c y t o meet t h e i r c u r r e n t n e e d s . Member banks 

r e t a i n i n t h e i r own v a u l t s o n l y such a n amount o f c u r r e n c y a s t h e y n e e d to 

meet d a i l y r e q u i r e m e n t s , b e c a u s e i t does n o t pay t h e n t o keep more, and i t i s 

o n l y when t h e s e d a i l y r e q u i r e m e n t s i n c r e a s e , by reason o f t h e demands o f t h e 

p u b l i c , t h a t member banks f i n d i t n e c e s s a r y t o o b t a i n more c u r r e n c y from the 

r e s e r v e bank, u s i n g any a c c e p t a b l e c o l l a t e r a l t h a t t h e y n a y h a v e . The 
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e l a s t i c i t y of the Federa l r e s e r v e no te doas not depend on t h e c h a r a c t e r of 

c o l l a t e r a l that- member banlcs u s e to o b t a i n c u r r e n c y . F e d e r a l r e s e r v e n o t e s 

i s s u e d a g a i n s t g o l d cone i n f o r re t l i rcnent a s promptly a s r o t e s s e c u r c d "by 

commercial p a p e r . I t i s through the Federa l r e s e r v e "barics - m e e t i n g the c u r -

rency demand when i t a r i s e s t h a t the amount of currency i n c i r c u l a t i o n i s con-

s t a n t l y a d j u s t e d to the requirements of b u s i n e s s . 

The p r o v i s i o n a u t h o r i z i n g member banks to h o l d p a r t o f t h e i r r e s e r v e s i n 

t h e i r own v a u l t s , w h i c h i s a p p a r e n t l y i n t e n d e d to d i m i n i s h the l e n d i n g power 

of the r e s e r v e banks, through a r e d u c t i o n o f t h e i t r e s e r v e s , would have l i t t l e 

e f f e c t , when taken i n c o n j u n c t i o n w i t h t h e o t h e r proposed amendments, b e c a u s e 

member banks would have no inducement to e x e r c i s e t h e i r o p t i o n to any e x t e n t . 

That p o r t i o n of t h e i r r e s o u r c e s which the law or e x p e r i e n c e r e q u i r e s the member 

banks to h o l d a s r e s e r v e s would remain i n a c t i v e and u n p r o d u c t i v e of e a r n i n g s , 

under the proposed amendment a s i t i s under e x i s t i n g l a w s , and a mere t r a n s -

f e r of r e s e r v e s from r e s e r v e banks t© member banks would not i n c r e a s e t h e 

member banks 1 l e n d i n g power or e a r n i n g c a p a c i t y , but would mere ly reduce the 

l e n d i n g power o f the r e s e r v e banks# % 

Gold w i t h t h e r e s e r v e a g e n t s not to count a s r e s e r v e s 

The p r o v i s i o n i n the McFadden b i l l t h a t g o l d h e l d w i t h the Federa l r e -

s e r v e agent s h a l l no t count a s p a r t of the r e s e r v e s o f the r e s e r v e bank i s a 

r e p e a l of an amendment adopted i n 1917, p r i n c i p a l l y f o r the purpose of f a -

c i l i t a t i n g n o t e i s s u e s and p e r m i t t i n g the r e s e r v e banks t o count a l l t h e g o l d , 

whether h e l d by the a g e n t or by the r e s e r v e bank, as p a r t o f t h e i r r e s e r v e s # 

Notes were exchanged f o r g o l d p r i o r t o the amendment b u t t h i s was a c c o m p l i s h e d 

i n a roundabout way, and i t was thought b e s t to a u t h o r i z e t h e d i r e c t exchange# 
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The e f f e c t of t h i s p roposa l a t the p r e sen t time would "be.that of t h e 

$1,700,000,000 of Federa l r e se rve no tes i n c i r c u l a t i o n , only about $400,000,000 

could cont inue to "be a l i a b i l i t y of the r e se rve banks because t h i s i s t he 

t o t a l amount of d i scoun ted paper h e l d by the twelve r e se rve banks . Against 

the remainder of the no t e s , the Federa l r e se rve agen t s now ho ld go ld and in 

order to comply wi th the proposed amendment the r e s e r v e banks would have to 

fo l low one of two cour ses ; e i t h e r to pay t h i s gold but i n to c i r c u l a t i o n in ex-

change f o r an equ iva len t amount of Federa l r e se rve no t e s ; or to impound the 

gold wi th t he agent to be h e l d by him e x c l u s i v e l y f o r the redemption of no t e s . 

The r e se rve banks would probably adopt the procedure of l e t t i n g the 

$1,300,000,000 of gold h e l d by the agen ts as cover f o r no tes be a p p l i e d to the 

reduc t ion of the ba rks 1 l i a b i l i t y on r e se rve n o t e s . Thus t he gold a s an a s -

se t and an equ iva l en t amount of no tes as a l i a b i l i t y would be taken out of 

the r e se rve banks1 ba lance shee t and would appear only i n the account of the 

Federa l r e s e r v e a g e n t s . Under p r e s e n t cond i t i ons the r e s e r v e banks would 

a f t e r t h i s t r a n s a c t i o n s t i l l have a r e s e r v e of about 60 p e r cent a g a i n s t 

t h e i r combined note and depos i t l i a b i l i t y . In some of the r e s e r v e banks, 

however, t he r e s u l t would be a d e f i c i e n c y of r e serves even a t the p r e s e n t t ime. 

The r e s e r v e banks could i nc r ea se the volume of paper e l i g i b l e as note 

cover a t t h e i r d i s p o s a l ; i . e . , paper e l i g i b l e as cover under the amendments, 

by s e l l i n g accep tances and s e c u r i t i e s and thereby caus ing member banks to 

d iscount paper wi th the r e s e r v e banks. While t e c h n i c a l l y t h i s would be a 

method of i n c r e a s i n g the volume of paper e l i g i b l e f o r note cover, i t would 

involve a complete withdrawing of Federa l r e se rve banks f rom open-market 

o p e r a t i o n s . 

Under the McFadden p roposa l the n o t e - i s s u i n g power of the r e s e r v e banks, 
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which i s new l i m i t e d by rese rve requi rements , w i l l oe l i m i t e d in adJ. i t ion 

by the amount of e l i g i b l e paper availa.be as c o l l a t e r a l f o r no t e i s sue . As 

po in t ed out e a r l i e r , t h i s a d d i t i o n a l l i m i t a t i o n does not i n c r e a s e the e l -

a s t i c i t y of the r e s e r v e note but merely e r e c t s a cumbersome p i e c e of mach-

i n e r y tha t might under c e r t a i n cond i t ions p reven t the smooth performance 

of t h e i r f u n c t i o n s by the r e s e r v e banks. A s i t u a t i o n might even a r i s e , 

under the proposed amendment, where rese rve banks , by reason of low re -

se rves -nd shor t age of e l i g i b l e pape r , could n o t i s sue Federa l r e se rve 

n o t e s to memoir banks u n l e s s t h e s e banks borrowed $3.~0 from the r e se rve 

banks, and kept $2.00 of t h i s on depos i t with the r e se rve banks, in order 

to obtain $1.00 of Federa l r e s e r v e n o t e s . Under cond i t ions of unusual 

c r e d i t and cur rency demand, t h e r e f o r e , the McFadden amendment would cause 

unnecessary d i f f i c u l t i e s to our banking system, and s ince the t e s t of the 

soundness of a banking system i s the way i t would stand up under a s t r a i n — 

t h i s i s a s e r i o u s argument a g a i n s t the. p r o p o s a l . 

In c o n s i d e r i n g the p o s s i b l e e f f e c t of t he se amendments in decreas ing 

the gold r e s e r v e s of the r e s e r v e banks through f u r t h e r i n c r e a s e s of gold in 

c i r c u l a t i o n , t h e f a c t should no t be overlooked t h a t the gold now held by 

the rese rve banks f o r the most p a r t was no t withdrawn from domestic c i r c u l -

a t i o n but was imported from abroad* As the r e s u l t of paying out gold c e r t -

i f i c a t e s the volume of gold in c i r c u l a t i o n a t t he p r e s e n t t ime i s n e a r l y as 

l a r g e as b e f o r e the system was e s t a b l i s h e d , and the r e se rve banks in r e -

c e n t months have a l s o met out of t h e i r r e s e r v e s a cons ide rab l e demand f o r 

gold f o r expor t . 
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The c h i e f e f f e c t of the p r o p o s e d :• man demerit r e l a t i n g to &old cover 

appears to be t J lower the r e s e r v e r a t i o of t h e r e s e r v e banks by im-

pounding a p a r t c f t h e i r r e s e r v e s wi th the F e d e r a l r e s e r v e a g e n t s . At 

a t i m e when r e s e r v e s are ample, a s a t p r e s e n t , t h e impounding o f the 

g o l d would not b r i n g the r e s e r v e r a t i o near t h e l e e , a l minimum, b u t 

under c o n d i t i o n s of e x c e p t i o n a l l y l a r g e demand f o r c r e d i t and currency 

t h e amendment wou l j i n t e r f e r e w i t h the smooth o p e r a t i o n of the r e s e r v e 

banks and might make n e c e s s a r y a s u s p e n s i o n of r e s e r v e r e q u i r e m e n t s . 

Acceptances i n e l i g i b l e as c o l l a t e r a l a g a i n s t n o t e s 

In p r o h i b i t i n g the u s e o f a c c e p t a n c e s a s c o v e r f o r Federa l r e s e r v e 

n o t e s , the amendment p l a c e s a c c e p t a n c e s in regard t o i n e l i g i b i l i t y s-s 

c o v e r f o r n o t e s on the same f o o t i n g wi th U n i t e d S t a t e s s e c u r i t i e s , the 

o t h e r c l a s s of open-market p u r c h a s e s Of the r e s e r v e banks. A c c e p t a n c e s , 

however , are a s d i r e c t l y c o n n e c t e d w i t h the f i n a n c i n g of c u r r e n t b u s i -

n e s s a s are p r o m i s s o r y n o t e s , and r e f l e c t the u n d e r l y i n g commercial 

t r a n s a c t i o n s i n c o n t r a s t t o paper secured by U n i t e d S t a t e s o b l i g a t i o n s 

w h i c h i s now e l i g i b l e and would c o n t i n u e to be e l i g i b l e under t h e 

amendment, to s e r v e a s cover f o r Federa l r e s e r v e n o t e s . I t i s probable 

t h a t the o b j e c t of t h i s amendment i s not so much t o i n c r e a s e t h e e l a s t i c -

i t y of t h e F e d e r a l r e s e r v e n o t e as to l i m i t the r e s e r v e oanks ' open-

market o p e r a t i o n s . 
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Autuc r i t y to hoi J p a r t of r e se rves in numbers1 v a u l t s 

The p roposa l to au thor ize member banks to ho ld p a r t of t h e i r requi red 

r e s e r v e s in t h e i r own v a u l t s would in i t s p r e s e n t form pern.i t member banks 

to count as p a r t of t - ieir r e s e r v e s the vau l t cash which they now ca r ry as 

t i l l money• If the amendment were adopted wi thout i n c r e a s i n g the r e se rve 

requi rements of member banks, i t would make a v a i l a b l e to t h e member banks 

about $5vC,vCv,CGv which they could use e i t h e r as a b a s i s f o r a d d i t i o n a l 

l end ing or to reduce indebtedness a t the r e s e r v e banks* When in 1917 r e -

se rve requi rements changed so as to make only ba lances a t the r e se rve 

banks count as l e g a l rese rves f o r member banks, a t the same t ime requ i red 

r e s e r v e p e r c e n t a g e s were reduced in recogni t ion of the f a c t t h a t the cash 

which member banks would con t inue to ca r ry in t h e i r v a u l t s would x?0 longer 

count as r e s e r v e s . The p resen t p roposa l to pe rmi t t he vaul t , ca sh of member 

banks to be counted as r e se rves without cor respondingly i n c r e a s i n g the 

l e g a l r e se rve requi rements would r e s u l t in reduced borrowing a t the r e - . 

s e rve banks and in member banks seeking i nc rea sed investment f o r t h e i r 

r e l e a s e d f u n d s . 

If the p roponents of the b i l l would upon cons ide ra t ion decide to i n -

c lude in the amendment an i n c r e a s e in rese rve requi rements equal to the 

amount of cash in v a u l t , the p roposa l would have r e l a t i v e l y l i t t l e e f f e c t 

on the c r e d i t s i t u a t i o n . 
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Ex' l s t ing p r o v i s i o n s not emergency measures 

The Mc Fad den p r o p o s a l has been g e n e r a l l y u n d e r s t o o d to have the o b j e c t 

of r e s t o r i n g the Federa l Reserve Act t o i t s o r i g i n a l form through r e p e a l 

of war time amendments. E x p e r i e n c e i n d i c a t e s t h a t the 1^1? amendments, 

though t h e i r p a s s a g e may have been e x p e d i t e d by the war emergency, are n o t 

i n the n a t u r e o f emergency p r o v i s i o n s , but are a l o g i c a l rounding cut of 

t h e r e s e r v e s y s t e m . In e f f e c t the McFadden p r o p o s a l would have t h e sys tem 

r e t u r n to t h e i d e a s and t h e o r i e s of the framers o f the F e d e r a l Reserve Act 

p r i o r to the s y s t e m ' s e s t a b l i s h m e n t , and would t h u s s a c r i f i c e the l e s s e n s 

of p r a c t i c a l e x p e r i e n c e acquired during the decade of i t s o p e r a t i o n , 
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