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TO: The Federal Reserve Board X-43214

From: Divisions of Bank QOverations and Research and Statistics.

THE MCFADDEN BILL TO REVISE THE FEDERAL RESERVE ACT

General purposes of the amendrents

The amendments tc the Federal Reserve Act proposed by Congressman MNcFadden
immediately prior to the adjournment of the last Congress apparently have two
purposes: (1) To reestadblish a closer connection between the volume of Féderal
reserve notes in circulation and the currency requircments of business. With
this in view the bill prohibits the use by resgerve banks of gold and of accep-
tances purchased in the open market as collateral for Federal rescrve notes,
leaving discounted paper as the sole authorized collateral. (2) To reduce the
lending power of the reserve banks, by permitting member banks to withdraw from
the reserve banks, and to hold in their own vaults, a part of their required
reserves. »

~ Both of these objects appear to be based largely on misconceptions aris-
ing from imperfect appreciation of the experience of the system, The first of
them assumes that the volume of Federal reserve notes in circulation currently
depends ﬁécn the character of the paper or other collateral which may be used
as cover for the notes, but experience has demonstrated that this is not the
case. Notes get into general circulation only when customers of member or
nonmember banks withdraw currency to meet their current needs. Member banks
retain in their own vaults only such an amount of currency as they need to
neet daily requirements, because it does not pay them to keep more, and it is
only when these daily requirements increasc, by rcason of the demands of the
public, that member banks find it necessary to obtain more currency from the

reserve bank, using any acceptable collatecral that they may have. The
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elasticity of the Federal rescrve note do2s not depend on the character of
collateral that merber banzs use te obtain currency. Federal reserve notes
issued against gold come in for retifement as prorptly as rotes securzd Yy
comrercial paper. It is through the Federal reserve baiks' meeting the cur-
rency demend when it arises that the arount of currency in circulation is con~
stantly adjustad to the requirements of business. |

The rrovision authorizing member banks to hold part of their reserves in
their own vaults, which is apparently intended to dinminish the lending power
of the reserve banks, thrcugh a reduction of their reserves, would have little
effect, when taken in conjunction with the other proposed amendments, because
merder bauks would have no inducement to exercise their option to any extent.
That portion of their resources which the law or experience requires the member
bans *to hold as reserves would remain inactive and unproductive of carnings,
urdor the proposed amendment as it is under existing laws, ahd a rere trans-
fer of reserves from reserve banks te member banks would not increase the
nember banks'! lending power or earning capacity, but wbuld nerely reduce the

lending power of the reserve banks, M

Gold with the reserve agents not to count as reserves

The provision in the McFadden bill that gold held with the Federal re-
serve agent shall not count as part of the reserves of the reserve bank is a
repeal of an ameadment adopted in 1917, principally for the purpose of fa-
cilitating note issues and permitting the reserve banks to count all the gold,
whether held by the agent or by the reserve bank, as part of their reserves,
Notes were exchanged for gold prior to the amendment butthis was accorplished

in a roundabout way, and it was thought best to authorizo the direct exchange.

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



- 959

-3~ X-4314
The effcet of this proprsal at the present time would b that of the
1,700,000,000 of Federal rescrve notes in circulatien, only abeut $40C,0C0,CO0

could continue to be a liability of the reserve banits because this is the
tetal amount of discounted paper held by the twelve reserve banizs. Against
the rermainder of the rotes, thc Federal reserve agents now hold geld and in
order to corply with the proposed amcndiient the reserve banks would have to
follow one of two courses; cither to pay this gold out into circulation in ex-
charge for an ecuivalont amount of Federal reserve notes; or to impound the
gold with thc agent to Pe held by him exclusively for the redemption of notes.
The reserve banks would nrobably adopt the procedure of letting the
$1, 200,000,000 of gold held by the agents as cover for notes be applied to the
reduction of the barks' liability on reserve notes. Thus the gold as an as-
set and an equivalent amount of notes as a liability would be talken out of
the reserve banks' balance sheect and would apnear only in the account ofthe
Federal rescrve agents. TUnder present conditions the reserve banks would
after this transaction still have a reserve of about 60 per cent against
their combined note and deposit liability. In some of the rescrve vanks,
howeﬁer, the result would be a deficiency of rescrvescver at the present time.

The reserve banks could increasc the volume of paper cligible as note
cover at their disposal; i.c., paper cligible as cover under the amcndments,
by selling acceptances and securities and thereby causing member banks to
discount naper with the reserve banks, While technically this would be a
nethod of increasing the volume of paper eligible for note cover, it would
involve a complete withdrawing of Federal reserve banks fror onen-narket
operations.

&

Under the lcFadden pronosal the note-issuing power of the reserve banks,
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which is now linitsd by reserve reguirenents, will ce limited in adliticn
by the amount of sligible paper availabe as collateral fer note izsuc. As
peinted out earlier, this ajlitional limitation dces not incrsase the el-
asticity of the reserve nots but mersiy erscts & cumberscme piece of mach-
inery that might under certain conditions prevent ths smootu performsnce
of their functions by the reserve banks. A situaticn might even arise,
under the propcsed amendment, where reserve banks, by resson of low re-
;erves *nd shortrge of eligible psper, could not issue Federal reserve
notes to memver banks unless these bsnks borrowed $3..0 from the reserve
banks, ani kept $2.00 of this on deposit with the ressrve benks, in order
to obtain $1.00 of Federal reserve notes. Under conditions of unusual
credit end currency demsnd, therefore, the McFadden smendment would cause
unnecessary difficulties tc our banking system, amd since the test of the
soundness of a banking system is the way it would stand up under s strain -
this is & serious argument agsinst the prcpossl.

In considering the possible effect ¢f these smendments in decreasing
the gold reserves of the reserve banks through further incressss of gold in
circulation, the fact should not be overlcoked that the gold now held by
the reserve banks for the most psrt wes not withdrawn from domsstic circul-
atiorn but was imported from sbrcad. As the result of paying out gold cert-
ificates the volume of gold in circulation at the present time is nearly as
large as before the system was established, snd the reserve banks in re-
cent months have also met out of their reserves a consijerable demsnd for

gold for export.
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The cuiesf effect of the proposed smomdment relsting to ﬁoli‘cover
appears t¢ be to lower the reserve ratio ¢f the reserve banks by im-
poundin; a part c¢f their resserves with the Federél reserve ageitts. At
a time when reserves sre ample, as at present, the irpounding of the
g0ld would not bring the reserve ratio nesr the legal minirmmm, but
under conditions of exceptionally large demsnd for credit and currency
the amendment woull intsrfere with tne smocoth operation of the reserve
banks and might mske necessary a suspension of reserve requiremsnts.

Acceptances ineligible as collateral against notes

In prohibiting the use of acceptances as cover for Federal reserve
notes, the amendment plaﬁes acceptances in regard to ineligibility s
cover for notes on the game focting with United States securities, the
other class of open-msrket purchases of the reserve banks. Acceptances,
however, are as directly connectedAwith the financing of current busi-
ness as are promissory notes, snd reflect the underlying commercial
transactions in contrast to paper secured by quted States ovligations
which is now eligible and would continue tc be eligible under the
amendment, to serve as cover for Federal reserve notes. It is probabdle
that the object of this smendment is nct sc much to increase the elastic-
ity of the Federal reserve note ;s to limit the reserve ovanks' open-

market operations.
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~utlicrity to hold part cf reoserves in mombers! vaults

The preposal tc sutherize mamber banks tc hold vart ¢f their rzquired
reserves in their oun vaults would in its present form pernmit member benks
tc count as part of their reserves the vault cask which they now carry as
till money. If the smendment were ad -jted witheut increasing the reserve
reguirements of member banits, it weould meke availavle to the menmber banks
about $50C,000,C00 which they could use either as & basis for ajditicnsl
lending or to rsduce indebtedness at the reserve banks. Vaea in 1917 re-
serve requirements changed sc as to mpke only balances at the réserve
banks count as legal reserves for member banks, at the seme time required
reserve percentages were reduced in recognition of tne fact that the cash
which member banks would continue to cerry in their veults would ro lenger
count as reserves. The present prcposal to permit the vault cash of member
banks to be counted =s reserves without correspondingly increasing the
legal reserve requirsments would result in reduced borrowing at the re=.
serve banks =nd in member benks sseking incressed ihvestment for their
released funds.

If the proponents of the bill would upon consideraticon decide to in-
clude in the smendment an increase in reserve regquirements equal tc the
amount of cash in veult, the proposal would have relatively little effect

on the credit situation.
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Ex'sting provisions notemergency measuras

The McFadden propesal has been generally understcod tc have the object
cf restcrin. the Federal Reserve Act to its original fern through repeal
of war time amendments. Experience indicates that the 1yl7 emendments,
though their passage may have been expedited by the wsr emergency, are not
in the nature of emsrgency provisicns, but are a logical rounding cut of
the reserve system. In offect the McFadden propcsal would have the system
return to the idess and theories of the framers cf the Federal Reserve Act
prior to the system's estaivlishment, snd would tlms sacrifice the lesscns

of practical experience acquired during the decade of its operation.
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