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Foreword

This book represents a revision and updating of an unpublished
version that was mimeographed in April 1961. The earlier version
was prompted by a 1955 revision of the Board’s Regulation A;
the present version was prompted by the 1973 revision of that
regulation.

I make no apology for the length and technical nature of the
book nor for the seemingly disproportionate space given to long-
forgotten matters, such as the many Board interpretations during
the 1920’s and the chapter dealing with the obsolete authority of
the Federal Reserve Banks to make working capital loans to
business. This is necessary to achieve the objective of presenting
a comprehensive history of the lending functions of the Federal
Reserve Banks.

Following tradition, I must include here a statement that, unless
otherwise indicated, any opinions expressed in this book are my
own and are not to be attributed to the Board of Governors or to
any member of the Board or its staff.
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Introduction

STATEMENT OF OBJECTIVE

Many scholarly treatises have been written
about the Federal Reserve System. In general,
they have dealt with the System’s vital functions
in the field of monetary and credit policy or
with its important responsibilities in the field of
bank regulation and supervision. Writers on
the subject have, of course, referred to the
provisions of Federal law under which the
System operates, but usually—and naturally—
any such references have been only incidental,
or at least secondary, to economic ‘or banking
considerations. This study is based on the re-
verse approach. It is not primarily concerned
with economic and banking considerations (the
writer is neither an economist nor a banker);
it is concerned primarily with legal considera-
tions, and any references that must be made to
economic and banking matters are purely inci-
dental and secondary.

In brief, the strictly limited objective of this
study is to trace the legal history of the lending
functions of the Federal Reserve Banks: the
nature of the original statutory authority of the
Federal Reserve Banks to make loans; the
reasons for which that authority was given to
the Reserve Banks by Congress; how and why
the authority has been changed, expanded, or

For NOTES AND REFERENCES, see p. 249.

modified by subsequent statutes; the nature of
regulations on this subject that have been issued
by the Board of Governors of the Federal Re-
serve System (generally referred to as the Fed-
eral Reserve Board, or the Board); how the
Board has interpreted the law; and how the law
has been construed and applied by the courts.

Warned by this prospectus, the non-lawyer
may, forgivably, wish to read no further. Much
of what follows may be regarded as technical
and therefore dull. Perhaps only a few will
share the writer’s feeling that the legal develop-
ment of the lending authority of the Federal
Reserve Banks is in many respects an intensely
interesting subject. In any event, it is con-
ceivable that some useful purpose may be
served by this historical discussion of the
statutes, regulations, interpretations, and court
decisions that lie behind and are directly related
to the important part that the lending functions
of the Reserve Banks have played in the econ-
omy of the Nation for some 60 years.

DISTINCTION BETWEEN
RESERVE BANK LOANS AND
COMMERCIAL BANK LOANS

It is essential to preface this study with a
brief indication of the differences between loans
that are made by the Federal Reserve Banks
and those made by ordinary commercial banks.
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2 HISTORY OF LENDING FUNCTIONS

In the first place, there are differences in the
manner in which Federal Reserve Banks and
commercial banks are organized and in the
purposes for which they are operated. A com-
mercial bank may be organized by a few indi-
viduals either as a State bank or as a national
bank, depending upon whether the organizers
choose to comply with the requirements of the
applicable State banking laws or with those of
the National Bank Act, a Federal statute origi-
nally ehacted in 1863. Consequently, the num-
ber of commercial banks is limited only by the
inclination of individuals to organize them and
by the willingness of the State banking authori-
ties—in the case of State banks—and of the
Comptroller of the Currency—in the case of
national banks—to approve their organization.
Like other private ventures, the number of such
banks is influenced by public demand for their
services and by the forces of competition. As of
December 31, 1972, there were 13,928 com-
mercial banks in the United States.

In contrast, the Federal Reserve Banks were
established by a 1913 Act of Congress known
as the Federal Reserve Act, and under that Act
their number was limited to 12, each Reserve
Bank serving a geographical district of the
country. All national banks in the United
States are required to be stockholders; banks
organized under State laws may voluntarily
become stockholders, subject to approval by
the Board of their applications for membership
in the Federal Reserve System. As of December
31, 1972, there were 5,705 commercial banks
that were members of the System; of these,
4,613 were national banks and 1,092 were
State member banks.

Any individual or corporation may be a
stockholder of a commercial bank; the stock of
such banks normally is acquired for purposes
of investment or control. The return on an
investment of this kind depends in large part
upon the earnings received by the bank on its
loans and investments. Stock of a Federal
Reserve Bank, on the other hand, is not ac-
quired as an investment or for control. The
ownership of such stock is merely a prerequisite
to membership in the Federal Reserve System.

The stock pays only a fixed statutory dividend,
regardless of the carnings of the Reserve Bank.
It does not entitte member banks to all the
rights that usually appertain to ownership of
stock in private corporations. If a Reserve Bank
should be liquidated, all of its asscts—after
payment of debts, accrued dividends, and the
amounts paid in by member banks on their
stock subscriptions—would become the prop-
erty of the United States. Moreover, although
member banks are authorized by the law to
participate in the clection of six of the nine
directors of a Federal Rescrve Bank, the affairs
of the Reserve Bank are administered by its
directors under the supervision of the Board of
Governors of the Federal Rescrve System, an
independent Government agency.

From these differences between commercial
banks and Federal Reserve Banks stems onc
of the fundamental distinctions between com-
mercial bank loans and Reserve Bank loans.
Commercial banks make loans for profit—to all
comers and for all conceivable purposes. Al-
though loans made by the Federal Reserve
Banks bear interest, they are made not for
profit but for a public purpose; in general they
arc made only to banks that arc members of
the Federal Reserve System. It is for this reason
that the Reserve Banks have often been called
bankers’ banks.

Quite apart from diffcrences in organization
and purpose, an important distinction between
loans made by Reserve Banks and those made
by commercial banks is that the lending opera-
tions of the Reserve Banks, often referred to
as the Federal Reserve discount window, con-
stitute a channel through which Federal Reserve
credit policies can be implemented. When a
Reserve Bank makes a loan to a member bank,
the result is an increase in the rescrves that
the member bank carries with its Reserve
Bank. Consequently, thc membcr bank has
more funds with which to extend credit to its
own customers. Without attempting an explana-
tion here, a Reserve Bank loan to a member
bank makes possible a multiple expansion of
credit the degree of which depends upon the
percentage of required reserves against de-
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posits prescribed by the Federal Reserve Board
at the time. It is for this reason that credit
created by Federal Reserve action, whether ex-
tended through the discount window or through
purchases of securities in the open market, is
sometimes referred to as “high-powered”
dollars.

As just indicated, Federal Reserve credit can
be provided to the banking system through
purchases by the Reserve Banks of Govern-
ment obligations and other securities in the
open market. Open market operations of the
Reserve Banks, however, are conducted at
the initiative of the Reserve Banks under the di-
rection of the Federal Open Market Committee.
They do not come within the scope of this study
since we are concerned here only with the credit
extended by the Reserve Banks to member
banks—and other borrowers—because of the
borrower’s need for credit and at the borrower’s
initiative.

The Reserve Banks also in effect extend
credit to their member banks when they give
credit to member banks for checks—in ac-
cordance with the Federal Reserve Banks’ time
schedule—before the amount of the checks
is actually received by the collecting Reserve
Bank. This form of Federal Reserve credit is
known as “float.” Again, however, it is not
within the scope of this study.

SIGNIFICANCE OF RESERVE
BANK LOANS

A discussion of the nature and purposes of
the Federal Reserve System is beyond the scope
of this study. In general, as indicated in the
preamble to the Federal Reserve Act, it may be
said that the System was the outgrowth of a
feeling that the country’s financial system re-
quired a more elastic currency, a better mobi-
lization of bank reserves, and more effective
supervision of commercial banks. It is quite
clear, however, that the so-called discount pro-
visions of the Federal Reserve Act have been
regarded as among its most important provi-
sions and that access to the credit facilities of
the Reserve Banks continues to be the chief

INTRODUCTION 3

reason for membership in the Federal Reserve
System.

The Federal Reserve Act was based in large
part upon an intensive study of the banking
system made by a National Monetary Commis-
sion appointed by Congress. In its final report
of January 9, 1912, that Commission listed
17 defects in the then-existing banking system.
Six of them related to the need for a wider
market for commercial paper. The Commission
deplored the lack of adequate means available
to commercial banks for replenishing their re-
serves or increasing their lending powers, the
“congestion of loanable funds in great centers,”
the inability of farmers and others to secure the
credit they required, and the “marked lack of
equality in credit facilities between different
sections of the country.”

Congress concurred in the Commission’s
opinion that the lending authority of the pro-
posed Federal Reserve Banks was of paramount
importance. The House Banking and Currency
Committee referred to the creation of a market
for commercial paper as one of the “essential
features of reform” * and stated that the dis-
count function was the “fundamental business
purpose” of the legislation.® The House com-
mittee felt that the new legislation would “en-
tirely transform the conditions under which
paper is bought and sold, loans contracted
between banks, and funds transferred from one
part of the country to another.” * The Senate
Banking and Currency Committee was unani-
mous in its opinion that one of the fundamentals
of the legislation was “the promotion of an open
discount market.” * During the debates on the
bill, one Congressman referred to the discount
section as “the most important section of the
bill.” ¢ This feeling was reflected by the fact
that the preamble of the Act, as finally passed,
stated that one of its purposes was “to afford
means of rediscounting commercial paper.”

The importance of the lending or discount
functions of the Federal Reserve Banks has
varied from time to time since 1913, depending
upon prevailing economic conditions. In the
early years of the System, these functions had

. all of the significance envisaged by the framers
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4 HISTORY OF LENDING FUNCTIONS

of the Federal Reserve Act. During the 1920’
they were particularly important as a means of
meeting the credit needs of agriculture; and
during the economic depression of the early
1930’s, they were instrumental in meeting the
requirements of business enterprises. There-
after, for a long period, the lending authority
of the Federal Reserve Banks dwindled in
importance. Between 1951 and 1959 there was
some increase in the use of the discount win-
dow. Since 1959 member banks have made
little use of their privilege of borrowing from
the Reserve Banks except during periods of
unusual stringency, as in the early weeks of
1973 when daily-average borrowings by mem-
ber banks reached the highest level since the
1920’s. Nevertheless, despite such marginal and
periodic use of the discount window, it consti-
tutes an ever-available source of short-term
credit to member banks that cannot always be
provided from other sources and it can still be
used as an important, even though secondary,
instrument for the effectuation of Federal Re-
serve credit policies.

SCOPE OF THIS STUDY

The provisions of the original Federal Re-
serve Act regarding loans by the Federal Re-
serve Banks were relatively brief. In a few
paragraphs, section 13 of the Act mercly au-
thorized the Reserve Banks to discount for
their member banks commercial paper with
maturities of not more than 90 days, agricul-
tural paper with maturities of not more than
6 months, and bankers’ acceptances arising
from import or export transactions with ma-
turities of not more than 3 months. Over the
years these original provisions have been ex-
panded and supplemented by numerous amend-
ments to the law. In 1916, acceptances growing
out of domestic shipments and the storage of
staple goods, as well as dollar-exchange accept-
ances, were made eligible for discount, and the
same act authorized the Reserve Banks to make
15-day advances to member banks on their own
notes secured by eligible paper or Government
bonds. The Agricultural Credits Act of 1923

substantially expanded the authority of the Re-
serve Banks to discount agricultural paper. In
1932, Congress conferred upon the Reserve
Banks new authority to make emergency dis-
counts for individuals, partnerships, and cor-
porations, and to make advances to member
banks on any satisfactory security, although at
a penalty rate of interest. In 1933, direct ad-
vances to individuals, partnerships, and cor-
porations on the security of Government obliga-
tions werc authorized, and the maturity of
advances to member banks on cligible paper
was increased to 90 days. The reasons for
these and many other amendments to the dis-
count provisions of the statute, as reflected in
committee reports and congressional hcarings
and debates, arc onc of the major subjects of
this study.

The statutory history of the provisions of the
Federal Reserve Act relating to Reserve Bank
loans is embodicd in Appendix A to this study.
By reference to that appendix, onc may deter-
mine how a particular provision rcad in the
original Federal Reserve Act or when it was
added to that Act by subsequent statute, exactly
how the language of the provision has bcen
changed, if at all, by later enactments of Con-
gress, and how the provision reads today.

Along with the development of the statutory
authority of the Reserve Banks in the lending
ficld, thc Federal Reserve Board, acting under
authority conferred by the law, has been called
upon to issue, modify, and revise rcgulations
governing the exercise of that authority. The
Board’s first regulation related to this subject
and, although it has been changed many times,
it is still identified as Regulation A. With each
major change in the law, the regulation has
had to be modified in one or more respects.
Sometimes the regulation has been changed to
eliminate or relax certain regulatory require-
ments. On a few occasions, changes have been
made to reflect shifts in Federal Reserve policy
as to the appropriate use of the discount win-
dow. An account of these regulatory changes
forms another part of the present study. The
text of the Board’s present Regulation A, as
substantially revised in 1973, is set forth in
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Appendix B; the related provisions of Regula-
tion C, regarding bankers’ acceptances, consti-
tute Appendix C.

In addition to regulations, the Board from
time to time has issued interpretations of the
provisions of the law with regard to the dis-
counting authority of the Federal Reserve
Banks. Most of them have been published in
monthly issues of the Federal Reserve Bulletin.
Board rulings on this subject were especially
numerous during the 1920’s when extensive use
was made by member banks of the discount
facilities of the Reserve Banks. Such rulings
constitute an important aspect of a legal history
of the lending functions of the Reserve Banks.

In a few instances the discount provisions of
the Federal Reserve Act have been the subject
of judicial interpretation, and to that extent
court decisions are also embraced within the
scope of this history. During the early years of
the System, the Reserve Banks were involved in
litigation growing out of questions as to the
legal rights and liabilities of parties to paper
discounted with the Reserve Banks, and while
these cases related chiefly to the general law of
negotiable paper and not to the construction of
provisions of the Federal Reserve Act, they are
briefly summarized in Appendix D.

It is with all of these phases of the legal
development of the lending authority of the
Federal Reserve Banks that the present study is
concerned. Obviously, they impinge upon the
economic aspects of the subject. It would be
most unrealistic to ignore the fact that the
purposes of the Federal Reserve Act were
essentially of an economic nature and that
changes in the law have been occasioned by
changes in economic conditions or economic
thinking. For example, it was a drop in farm
prices following World War I and an acute
demand for agricultural credit that led to
amendments to the statute in 1923 to liberalize
the authority of the Reserve Banks to discount
agricultural paper. It was a movement to pro-
mote foreign trade that led to a broadening
of the authority to discount bankers’ accept-
ances; and it was the depression of the early
1930’s that prompted drastic amendments to

INTRODUCTION 5

the law to provide Federal Reserve credit to
nonmember banks and business enterprises.
Moreover, the fixing of discount rates has long
been recognized as one of the three major
instruments through which the Federal Reserve
System effectuates national credit and monetary
policies.

Nevertheless, as has already been indicated,
it is the aim of this study to tell the story of the
development of the lending functions of the
Federal Reserve Banks from the lawyer’s rather
than the economist’s point of view, with em-
phasis upon statutory provisions and their
legislative history, regulations, rulings of the
Board, and court decisions. If anything here
written suggests an opinion as to economic or
credit policy, it is wholly unintentional and, in
any event, incidental.

It should be borne in mind that this study is
intended to be a history of the System’s lending
activities, As such, it is not limited to present
law and regulations; it covers all enactments
of Congress since 1913 and all regulations and
published rulings issued by the Board since
that time, even though many of them were
later repealed, revoked, or superseded. For
example, all of Chapter 11 relates to working
capital loans to business under a section of the
law that was added in 1934 and repealed in
1959.

ARRANGEMENT

A strictly chronological account of the de-
velopment of the lending functions of the Fed-
eral Reserve Banks would be disconnected,
complicated, and confusing. At the same time,
it seems desirable to show how these functions
have gradually expanded over the years. Ac-
cordingly, whether rightly or wrongly, the
writer has compromised between a chronologi-
cal and a topical treatment of the subject. Each
major aspect of the lending authority of the
Reserve Banks is dealt with in a separate
chapter according to the type of loan involved,
although the chapter may cover the entire
period of the System’s existence, but the topics
of the various chapters are arranged roughly in
the order in which they assumed importance
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6 HISTORY OF LENDING FUNCTIONS

chronologically. Thus, while advances on Gov-
ernment bonds were authorized in 1916, it
was not until 1932 that advances to member
banks—as distinguished from discounts of
eligible paper—-attained real significance; con-
sequently, the chapter dealing with such ad-
vances follows those dealing with agricultural
credits and bankers’ acceptances.

In the two chapters immediately following
this introductory chapter consideration will be
given to the general nature and purposes of the
discount provisions of the original Federal

Reserve Act and to certain general limitations
imposed on the lending authority of the Federal
Reserve Banks. The 10 succeeding chapters
deal with the different categories of loans made
by the Reserve Banks, some of them no longer
of great significance and some no longer even
authorized by present law, The study concludes
with chapters covering discount rates and the
relation of the discount mechanism to national
credit policy and, finally, with a summary of
general principles governing the extension of
Federal Reserve credit.

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



The Original Discount Provisions

LEGISLATIVE HISTORY

DEVELOPMENT OF
THE FEDERAL RESERVE ACT

With its final report of January 9, 1912, the
National Monetary Commission submitted a
draft of proposed legislation that became known
as the “Aldrich bill,” after the name of the
Commission’s Chairman, Nelson Aldrich. That
bill would have provided for a National Reserve
Association with authority to rediscount paper
for commercial banks. Although the Commis-
sion’s plan for a central authority was later
discarded in favor of a regional system of Fed-
eral Reserve Banks, the essential feature of its
plan—the discounting of paper issued or drawn
for “agricultural, industrial, or commercial pur-
poses”—was carried over into the Federal Re-
serve Act.

The bill that was eventually enacted, though
with many changes, was H.R. 7837. It was
introduced by Chairman Carter Glass of the
House Banking and Currency Committee on
August 29, 1913, Often referred to as the

For NOTES AND REFERENCES, see p, 249,

“Glass bill,” it was reported by the House
Banking and Currency Committee on Septem-
ber 9, 1913, and it was passed by the House
on September 18.

The Senate Banking and Currency Commit-
tee split into two sections. On November 22,
1913, it reported two bills without recommen-
dation. The Democratic section, headed by
Chairman Owen, reported a bill that generally
followed the Glass bill, although with some
important differences. The Republican section,
led by Senator Hitchcock, submitted a separate
draft that became known as the “Hitchcock
bill.” On December 1, a substitute bill was
offered on the floor of the Senate by Senator
Owen. It was generally similar to the original
Owen bill, but it included some features of the
Glass bill. It was passed by the Senate on
December 19.

With some changes, the Owen substitute bill
was adopted by the conference committee, The
conference report was agreed to by the House
on December 22 and by the Senate on Decem-
ber 23. On the latter date the bill became law
with President Wilson’s signature.
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8 HISTORY OF LENDING FUNCTIONS

DIFFERENCES AMONG THE
DISCOUNT PROVISIONS OF
VARIOUS BILLS

Insofar as the discount provisions were con-
cerned, the general objectives of all of the
competing bills were the same. All of them
authorized the proposed Federal Reserve
Banks to discount for member banks paper
arising out of commercial transactions, and all
provided for the discounting of acceptances
drawn to finance the importation or exportation
of goods.

In certain respects, however, the QGlass,
Owen, Hitchcock, and Owen substitute bills
reflected differences, some of a minor nature
and some that gave rise to sharp debate and
controversy.

The principal differences related to (1) the
general maturity of paper eligible for discount,
(2) the kinds and maturities of bankers’ ac-
ceptances that might be discounted, (3)
whether member banks should have a right to
obtain discounts, and (4) whether advances
might be made on any satisfactory securities.

With regard to maturity, the Glass bill fixed
a maximum of 90 days, but with permission
for the discounting of paper with maturities of
from 90 to 120 days in certain circumstances.
The Owen bill prescribed a maturity of not
more than 90 days, without any exceptions.
The Hitchcock bill would have allowed maturi-
ties of up to 120 days, provided that not more
than half the paper discounted for any member
bank had a maturity of more than 90 days
and provided also that no member bank had
more than $200,000 of rediscounts with ma-
turities longer than 90 days.

With respect to bankers’ acceptances, the
Glass bill permitted only the discounting of
acceptances growing out of the importation or
exportation of goods, whereas the Owen and
Hitchcock bills would have also covered ac-
ceptances drawn to finance domestic shipments
of goods. On the other hand, the Glass bill
would have permitted 6-month maturities for
acceptances, whereas the Owen bill would have
limited such maturities to 3 months and the
Hitchcock bill would have fixed a 6-month
maximum for acceptances arising from the

importation or exportation of goods and a
4-month maximum for those arising from do-
mestic shipments.

The Hitchcock bill would have given a mem-
ber bank an absolute right to obtain discounts
up to the amount of its capital stock. Under the
other bills, the discounting of paper was left
to the discretion of the Reserve Banks, although
the Owen bill contained a provision that re-
quired the Reserve Banks to extend credit with
due regard “for the claims and demands of
other member banks.”

The Owen and Hitchcock bills would have
authorized advances on the direct obligations
of member banks secured by satisfactory securi-
ties, and this authority was in the bill as it
passed the Senate. No such authority was con-
tained in the Glass bill.

RESOLUTION OF DIFFERENCES

In one way or another, these differences
were eventually resolved. As to maturity, the
conference committee adopted the flat 90-day
maximum of the Owen bill, but with an excep-
tion of 6 months for agricultural paper. Au-
thority to discount bankers' acceptances was
limited, as in the Glass bill, to thosc arising
from foreign shipments. The compulsory dis-
count proposal and the suggestion for direct
advances on satisfactory securities were both
rejected, but only after considerable debate.
As will be seen later in this study, some of
these matters were reconsidercd by Congress
in the years that followed. For example, the
proposal to authorize bankers’ acceptances cov-
ering domestic shipments was adopted in 1916,
and many years later, in 1932, Congress finally
authorized direct advances to member banks
secured “to the satisfaction” of a Federal Re-
scrve Bank, but only with a penalty ratc of
interest.

THE FINAL PROVISIONS

In its final form, the original Federal Reserve
Act gave the Federal Reserve Banks authority:
(1) to discount for their member banks paper
arising out of actual commercial transactions,
that is, paper issued or drawn for agricultural,
industrial, or commercial purposes, with the
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definition of such paper left to the determination
of the Federal Reserve Board; (2) to discount
bankers’ acceptances based on the importation
or exportation of goods; and (3) to rediscount
the discounted paper of other Federal Reserve
Banks if permitted or required by the Federal
Reserve Board.

Limitations on this authority were imposed
as follows: (1) Discounted paper was required
to be endorsed by the discounting member
bank, with a waiver of demand, notice, and
protest; (2) paper discounted was required to
have a maturity at the time of discount of not
more than 90 days, except that a maturity of
not more than 6 months was allowed for agri-
cultural paper and of not more than 3 months
for bankers’ acceptances; and (3) the aggregate
amount of paper of any one borrower dis-
counted for a member bank was limited to
10 per cent of the member bank’s capital and
surplus.

All discounts were made subject to such
regulations, limitations, and restrictions as
might be prescribed by the Federal Reserve
Board. Discount rates were required to be
established from time to time by each Federal
Reserve Bank, subject to review and determina-
tion by the Board.

Incidental provisions of the Act authorized
member banks to accept paper growing out of
the importation or exportation of goods and

ORIGINAL DISCOUNT PROVISIONS 9

amended the National Bank Act to except from
the limitations imposed on the aggregate in-
debtedness of national banks any liabilities
“incurred under the provisions of the Federal
Reserve Act,” that is, liabilities incurred on
paper discounted with the Federal Reserve
Banks.

Finally, in section 4 of the original Federal
Reserve Act, the board of directors of each
Federal Reserve Bank was required to adminis-
ter the affairs of such Bank “fairly and im-
partially and without discrimination in favor
of or against any member bank” and to extend
to each member bank such discounts, advance-
ments, and accommodations as might be
“safely and reasonably made with due regard
for the claims and demands of other member
banks.”

These were the discount provisions of the
original Federal Reserve Act. Essentially, they
constitute the basis for the lending powers of
the Reserve Banks today, except for the im-
portant additions in later years of authority to
make advances to member banks on the security
of Government obligations or on any paper
eligible for discount or for purchase by the
Reserve Banks, authority to make advances to
member banks at a penalty interest rate on any
satisfactory security, and authority to extend
credit in exceptional circumstances to indi-
viduals, partnerships, and corporations.

BASIC PURPOSES

CREATION OF A MARKET FOR
COMMERCIAL PAPER

One of the basic purposes of the original
Federal Reserve Act, as stated in its preamble,
was “to afford means of discounting commercial
paper.” The National Monetary Commission
had emphasized the need for a wider market
for commercial paper. The House Banking and
Currency Committee, in its report on the Fed-
eral Reserve bill, stated that the first funda-
mental feature of reform was: *

Creation of a joint mechanism for the ex-
tension of credit to banks which possess sound
assets and which desire to liquidate them for
the purpose of meeting legitimate commercial,
agricultural, and industrial demands on the
part of their clientele.

Similarly, the Senate Banking and Currency
Committee asserted that one of the chief pur-
poses of the legislation was to “make available
effective commercial credit for individuals en-
gaged in manufacturing, in commerce, in
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10 HISTORY OF LENDING FUNCTIONS

finance, and in business to the extent of their
just deserts™; the committee also referred to the
fundamental necessity of “establishing an open
market for liquid commercial bills, by providing
through the reserve banks a constant and un-
failing market for such bills at a steady rate of
interest.” 2

PREVENTION OF PANICS

With the financial panic of 1907 still fresh
in their minds, various Congressmen repeatedly
expressed the view that the discounting author-
ity of the Federal Reserve Banks would serve to
prevent the recurrence of similar panics. Thus,
in the House, it was alleged that the Federal
Reserve bill would provide banks with “sources
of strength” in times of stress. In the Senate,
likewise, Senator Swanson regarded the bill as
one that made “impossible another panic in
this country.” *

EXPANSION OF BUSINESS

The market for commercial paper provided
by the bill was considered to be not only a
prophylactic against panics but also a means
of enabling banks in normal times to expand
their business. Congressman Phelan stated: °

* * * In times of stress, when a bank
needs cash, it can obtain it by a simple process
of rediscounting its paper with the Federal
reserve banks. Many a bank will thus be
enabled to get relief in time of serious need.
Moreover, if a bank desires to expand its
business, it may do so far beyond its present
capacity by this rediscounting process. Sup-
pose, for instance, a bank has $1,000,000 in
deposits and $120,000 in reserves. Under such
conditions the bank can not further extend
its loans because of the legal-reserve require-
ments. Under such circumstances, by taking
$12,000 of its paper to the Federal reserve
banks and rediscounting it, it can increase its
reserves by $12,000. An increase in its re-
serves of $12,000 increases its loaning power
by $100,000. By this very simple process the
bank is enabled to increase its loans and ex-
tend its accommodations to its patrons.

It is significant to note from this statement that
the expansionary effect of Federal Reserve

credit was recognized. In fact, some Congress-
men feared that the discount provisions of the
bill would be inflationary. Chairman Carter
Glass of the House Banking and Currency
Committee agreed, but contended that it would
be a “wise expansion.” ®

BENEFIT TO COUNTRY BANKS

It was felt that the creation of a market for
commercial paper through the rediscounting
authority of the Reserve Banks would particu-
larly benefit the country banks. There were
some, it is true, who doubted this and believed
that country banks had very little paper that
they could discount and that, therefore, the
rediscount provisions would be “valueless” to
them.” The majority, however, were convinced
that these provisions would result in the crea-
tion of a *“competitive money market for the
country banks”; such a market would eliminate
the necessity for country banks to go to New
York for funds and thereby tend to reduce
interest rates.® It was contended that the redis-
count section of the bill would ‘“come to the
relief of every small bank in the United States,”
that it would “break down the tyranny of the
money power in the great centers,” * and that
the small banker, having the same discount
facilities as the big bank, would “be freed from
his dependency upon the big banks and be
able to serve his customers according to his
own judgment, subject only to reasonable
supervision by the Government board,” *°

It was recognized that the traditional reluc-
tance of banks to borrow would nced to be
overcome. The House committee noted that
such a prejudice had “more or less artificially
sprung up.” ** Mr. Phelan conceded that banks
were “very much averse” to discounting their
paper with other banks and that such redis-
counting had been regarded as ““a sign of weak-
ness”; but he believed that with the enactment
of the Federal Reserve Act, rediscounting
would be regarded, “as it should be, as an
ordinary and proper part of a bank’s busi-
ness.”” '* Similarly, Senator Norris felt that the
prejudice of bankers against rediscounting
paper would pass away, and Senator Smoot
expressed the view that while the change would
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be gradual, the feeling about rediscounting
would be “changed materially” if the bill should
become law.?*

LESSENING OF SPECULATION

There was a general feeling at the time of the
original Federal Reserve Act that the creation
of a market for commercial paper through the
rediscounting authority of the Federal Reserve
Banks would have the incidental advantage of
tending to lessen speculation. Thus, the Na-
tional Monetary Commission had described one
of the defects of the banking system as fol-
lows: 1

The narrow character of our discount mar-
ket, with its limited range of safe and profit-
able investments for banks, results in sending
the surplus money of all sections, in excess of
reserves and local demands, to New York,
where it is usually loaned out on call on Stock
Exchange securities, tending to promote dan-
gerous speculation and inevitably leading to
injurious disturbances in reserves. * * *

Senator Owen explained how the absence of
a ready discount market had led to the use of
bank funds for stock speculation: **

Mr. President, one of the most far-reaching
results which will follow will be the abate-
ment of the nuisance of the national menace
of the stock-gambling operations in this coun-
try, because this measure proposes to gradu-
ally withdraw these reserves, which have
heretofore been pyramided in the three great
central reserve cities. I call the attention of
the Senate to the peculiar situation in which
a banker in a Federal reserve city finds him-
self. * * * He has no great public utility
bank in this country to which he can go for
credit. He has no open discount market in
this country. He can not convert quickly into
cash his liquid commercial bills. The only
place that he can get his resources quickly
in cash is upon the stock market. Therefore
these men have been forced by the conditions
surrounding them to lend money by hundreds
of millions upon the stock exchange. * * *

It was expected that the ability of banks to
obtain credit from the Reserve Banks would
help to halt the use of bank funds for specula-
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tion in stocks. In addition, however, it was
deemed desirable that the new law include an
express prohibition against the rediscount by
the Reserve Banks of paper drawn for the
purpose of trading in stocks. All of the prin-
cipal bills involved in the evolution of the
Federal Reserve Act contained a provision to
the effect that paper eligible for discount should
not include notes or bills “issued or drawn for
the purpose of carrying or trading in stocks,
bonds, or other investment securities.” In the
Senate, an exception was made, for obvious
reasons, with respect to bonds and notes of the
United States. With this sole exception, the
injunction against discounting paper drawn for
stock investment purposes became, and has
ever since remained, a qualification on the dis-
count authority of the Federal Reserve Banks.

It was emphasized in the debates on the
original Act that this provision had the effect
of “withdrawing the privilege of the act from
stock-exchange transactions.” ¢ The provision
was referred to as “one of the splendid provi-
sions of the bill.” ** It was regarded as pro-
hibiting “the resources of these reserve banks
being used for the purposes of stock specula-
tion.”

ELASTIC CURRENCY

In addition to its deterrent effect on specula-
tion, the creation of a market for commercial
paper was regarded as having a direct relation
to another stated purpose of the Federal Re-
serve Act, namely, “to furnish an elastic cur-
rency.” It was expected that member banks
would obtain currency from the Federal Re-
serve Banks by discounting short-term commer-
cial paper. As such paper was paid off, the
currency would automatically return to the
Federal Reserve Banks, thus causing the
amount of currency in circulation to fluctuate
with the varying needs of business, agriculture,
and commerce.

Mr. Phelan explained the relation between
the proposed discounting of commercial paper
and the elasticity of Federal Reserve notes as
follows: '*

Based upon commercial paper as security,
these notes increase and decrease with the
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12 HISTORY OF LENDING FUNCTIONS

demands of commerce. As more currency is
needed the want is supplied by the deposit of
more commercial paper as security and the
issuance of more notes. As all this paper is
of short maturity, other commercial paper
must in a short time be deposited as security
in the place of the paper which matures. As
business slackens the amount of commercial
paper diminishes and Federal reserve banks
will return Federal reserve notes to be de-
stroyed instead of putting up new commercial
paper as security.

At another point during the House debates,
Mr. Beakes explained how the elastic quality
of a Federal Reserve note was expected to
operate: *°

¢ * 2 Jts elasticity is secured in this way:
It is issued to a bank needing it when they
present as much of their current paper to be
rediscounted as they call for in currency. All
of the paper so discounted matures within
90 days, and so within 90 days as much
money will be back in the reserve banks as
was issued in currency. * * * Thus is elas-
ticity secured in the currency of each local
community and the volume of currency out-
standing expands and contracts as the busi-
ness needs of each community require.

A similar concept was cxpressed in the
Senate by Senator Hollis: 2

* * ¢ They [the Federal Reserve Banks]
may rediscount for member banks promissory
notes, based on genuine commercial paper,
which are payable in 90 days. * * *

Loans and rediscounts for member banks
will ordinarily be made from the funds de-
posited as reserves and by the Government,
but if funds are getting low any reserve bank
may apply to the reserve agent for the dis-
trict for reserve notes. * * *

The Federal reserve board will pass upon
the application for reserve notes and, if it
approves the application, the reserve agent
will deliver to the reserve bank United States

reserve notes to the face of the commercial
paper put up with him as collateral.

The transaction will then stand as follows:

A member bank has obtained currency
from its reserve bank by rediscounting com-
mercial paper. * * *

The reserve bank has replenished its funds
by putting up with the reserve agent, say,
$100,000 in amount of commercial paper,
and has reccived $100,000 in United States
reserve notes. These reserve notes are loaned
to it by the Government, and it may hold
them, loan them, or invest them. In this way
the currency is expanded, but no faster than
the needs of business require, as shown by the
amount of commercial paper offered for re-
discount.

The commercial paper put up with the re-
serve agent as collateral for the reserve notes
will become due from time to time, and the
payers will transmit the funds through the
member banks and the reserve banks in gold,
reserve notes, or lawful money to the rescrve
agent, He will take the cash, surrender the
particular piece of collateral, and lock the
proceeds up for future transactions.

SECONDARY OBJECTIVES

While it is proper to say that the primary
objective of the original discount provisions
was to provide a wider market for commercial
paper that would meet the credit nceds of busi-
ness and at the same time tend to lessen specu-
lation and contribute to an elastic currency, it
should also be borne in mind that the discount
provisions of the original Federal Reserve Act
had two secondary but important objectives.
One was to afford special credit assistance to
farmers; the other was to encourage foreign
trade by establishing a market for bankers’ ac-
ceptances. Both of these objectives were clearly
cvidenced in the committee reports and con-
gressional debates on the original Act. They
will be discussed in detail in subsequent chap-
ters of this study.
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General Limitations

MATURITY

INTRODUCTION

The various types of loans made by the
Federal Reserve Banks will be considered sepa-
rately in subsequent chapters, along with the
special limitations and restrictions placed by
the law upon each type of loan. There are three
general limitations, however, that might be dis-
cussed before dealing with specific limitations
applicable to particular kinds of loans. In the
first place, there are maturity limitations both
with respect to the discounting of paper and to
direct advances; second, there are limitations
as to the amount of the paper of any one person
that may be used as a basis for a Federal
Reserve loan; and, third, the law requires that
all discounted paper be endorsed by the dis-
counting member bank. As a fourth general
limitation, all discounted paper was required
until 1970 to be negotiable. Unfortunately, con-
sideration of these general limitations will
plunge us immediately into some of the most
complicated and technical aspects of the lending
authority of the Reserve Banks.

For NOTES AND REFERENCES, see pp. 249-51.

13

The first of the general limitations has to do
with the maturity of paper eligible for discount
by the Reserve Banks. With but one exception,
the original Federal Reserve Act required all
discounted paper to have a maturity of not more
than 90 days at the time of discount. The single
exception was agricultural paper, which was
permitted to have a maturity of not more than
6 months, As will be noted in a later chapter,
this exception was made even more liberal in
1923. Another exception was provided in 1932
when the law was amended to authorize ad-
vances to member banks for periods of up to
4 months, but only at a penalty rate of interest.
In 1934 another amendment provided for work-
ing capital loans to business enterprises with
maturities as long as 5 years, but that authority
expired in 1959.

By and large, the 90-day maturity prescribed
by the original Federal Reserve Act has con-
sistently been adhered to as the legal limitation
on the maturity of all Federal Reserve loans—
except discounts of agricultural paper—not only
with respect to rediscounts of eligible paper but
also with respect to advances to member banks
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14 HISTORY OF LENDING FUNCTIONS

on their secured notes. In actual practice, ma-
turities have been even shorter. Following the
general principle that member bank borrowings
should normally be only for the purpose of
temporary adjustments in their reserve posi-
tions, extensions of Federal Reserve credit are
usually made only for a period of a few days.

In subsequent chapters, more detailed atten-
tion will be given to the maturity limitations
imposed on special types of paper. At this point
it is worthwhile to consider briefly why and
how the basic 90-day limitation was adopted
by the framers of the original Federal Reserve
Act, subject to the one exception for agricul-
tural paper.

REASONS FOR 90-DAY
LIMITATION

That the paper to be discounted by the
Federal Reserve Banks should be short-term
paper was a corollary of the premise that such
paper should arise out of actual commetcial
transactions. In its report on the original Fed-
eral Reserve Act, the Owen section of the
Senate Banking and Currency Committee—
after observing that, according to European
banking practices, paper based on commercial
transactions of short maturities was regarded
as “self-liquidating” and “almost the exact
equivalent of cash”—proposed that the Reserve
Banks be permitted to discount ‘“‘commercial
bills and acceptances of the qualified liquid
class.” ?

The House committee report on the original
Act stated: *

* * * The limitation of business which is
proposed in the sections governing redis-
counts, and the maintenance of all operations
upon a footing of relatively short time will
keep the assets of the proposed institutions in
a strictly fluid and available condition, and
will insure the presence of the means of ac-
commodation when banks apply for loans to
enable them to extend to their clients larger
degrees of assistance in business.

In addition to enabling the Reserve Banks to
meet demands for credit, a short maturity was
considered desirable because the discounted

paper was expected to be the basis for an elastic
currency. It was conceded that long-term paper
might be fully as sound as short-term paper,
but it was argued that long-term papecr was not
so suitable as a basis for an assct currency. On
the floor of the Housc, Mr. Borland stated: *

* * ¢ The asset currency provided for in the
Glass bill is secured upon current commer-
cial transactions which liquidate themselves
within a comparatively short time without
undue pressure on the borrower. The differ-
ence between short-time paper and long-time
paper is not the difference in its intrinsic
soundness, but a difference in what the bank-
ers call its liquid character.

The critical question was just how short
maturities should be in order to make the paper
liquid. Based on the practice of Europcan
banks, the conclusion was rcached that a ma-
turity of 90 days was the most reasonable.
Senator Shafroth explained: !

* #+ & When we look around in the history
of the world we find that there are banks of
this kind; that is, discount banks; and when
we find that in England the paper must run
only 28 days, when we find that in France it
runs but 26 days, when we find that in Ger-
many it does not exceed 90 days, and that
there is no bank in the world which discounts
paper in excess of 90 days, does it not be-
come us, in the interest of caution, to say that
until it is demonstrated the other way we had
better adhere to 90-day paper?

AGRICULTURAL PAPER

It was recognized, however, that a 90-day
maturity requirement might not be adequate in
all cases, especially with respect to agricultural
paper. Hence, in addition to 90-day maturities,
the House Banking and Currency Committee
allowed a Federal Reserve Bank to discount
paper with a maturity of up to 120 days pro-
vided (1) that its own cash reserve exceeded
one-third of its outstanding liabilities, other
than Federal Reserve notes, by an amount fixed
by the Federal Reserve Board, and (2) that
not more than half the paper discounted for
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any particular member bank had a maturity
of more than 90 days. The committee felt that
this provision would “fulfilt the requirements
of portions of the country with an extremely
long term of credit.” *

In explaining the bill on the floor of the
House, Chairman Glass sought to refute the
contention that the 90-day maturity require-
ment would render the discount provisions of
no use to the farmer, He stated, first, that there
had been some misapprehension as to the
meaning of the 90-day provision and explained
that it did not mean the paper had to have an
original maturity of not more than 90 days
but only that it could not be discounted until
it was within 90 days of maturity; ¢ and, sec-
ond, that even if a country bank at certain sea-
sons should find its funds tied up in longer-term
paper, it could take advantage of the 120-day
provision of the House bill and be in a posi-
tion “to take six months’ paper as soon as it
was two months old to a Federal Reserve bank
and rediscount it.”

Nevertheless, there were Congressmen from
the farm belt who thought that the maturities
allowed by the Glass bill were not sufficiently
long to accommodate agricultural loans.” Mr.
Norton of North Dakota introduced an amend-
ment to increase the normal maturity limit
from 90 to 120 days and the exceptional
maturity (when the Reserve Bank would have
reserves in excess of one-third of its liabilities)
from 120 days to 6 months. His proposal,
however, was rejected.®

In the Senate, agitation for a longer maturity
for agricultural paper met with more success.
The Owen bill was severe, requiring a 90-day
maturity at the time of discount in all cases
and with no exception. The Hitchcock bill,
however, was more liberal. It provided that dis-
counted paper should have a maturity of not
more than 180 days, with two qualifications:
not more than half of the paper discounted for
any member bank could have a maturity of
more than 90 days, and in no case could a
member bank have more than $200,000 of
rediscounts with a maturity longer than 90
days. By way of justification, Senator Hitch-
cock said: ?
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The six months’ paper is just as legitimately
a commercial paper as is the 90-day paper of
the East, where the processes of manufactur-
ing and mercantile business are perfected in
90 days, and the man who gives his note for
90 days is able to pay it out of the proceeds
which come from the sale of his property, his
stock. In the West the man who buys cattle to
feed during the winter months and borrows
money for the purpose of buying them is not
able to meet his paper in 90 days, but at the
end of six months his paper is liquidated just
as naturally, just as fully, and just as freely
as is the mercantile and manufacturing papet
of the East. * * *

Proponents of the Owen bill defended the
90-day provision of that bill. They argued that
even the country banks would always have a
substantial amount of paper maturing within
90 days; *° that a maturity of 90 days had been
found adequate in Europe; ** and that under a
special provision of the Owen bill, a bank
under certain circumstances could discount its
own 90-day obligations secured by longer-term
paper of farmers.!?

These arguments failed to satisfy the farm-
belt Senators. They protested that the 90-day
requirement was discriminatory against the
country banks and pointed to the fact that the
bill allowed a maturity of 6 months in the case
of foreign acceptances.*®

An amendment to the Owen bill proposed
by Senator Hitchcock to increase the required
maturity from 90 to 180 days was defeated.**
In the end, however, Senator Owen himself
offered an amendment to his substitute bill.
The amendment, while retaining the basic 90-
day limitation, permitted the discounting of
paper drawn for agricultural purposes or based
on livestock if the paper had a maturity of not
more than 6 months; the amount of such dis-
counts was limited to a certain percentage of the
capital of the Federal Reserve Bank, which
percentage was to be fixed by the Federal
Reserve Board. This amendment was agreed to
by the Senate.'® Subsequently, it was accepted
by the conference committee and became a part
of the original Act.
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16 HISTORY OF LENDING FUNCTIONS

Thus, the net effect was adoption of the 90-
day limitation as a general rule, with a more
liberal maturity requirement for agricultural
paper.

To avoid confusion, it is important to bear
in mind—as Carter Glass pointed out in the
debates—that the 90-day limitation applies to
the maturity of paper at the time of discount,
not to the original maturity of the paper. For
example, member banks are authorized to ac-
cept drafts and bills with maturities of up to
6 months, but bankers’ acceptances not drawn
for agricultural purposes are eligible for dis-
count by the Reserve Banks only if they have
a maturity of not more than 90 days at the time
of discount.

DAYS OF GRACE

Only one slight change has been made in
the 90-day maturity requirement since it was
originally enacted. In 1916 the requirement
was modified to exclude days of grace from
the computation of the 90-day period as well as
from the longer-maturity requirement applica-
ble to agricultural paper.®* The amendment was
made on the recommendation of the Federal
Reserve Board, which had pointed out that
some States provided for days of grace in the
payment of obligations.??

REGULATIONS

The Board’s discount regulations have never
done more than paraphrase the 90-day require-
ment of the law itself. In 1915 the Board’s
Regulation B stated simply that, to be eligible
for discount, commercial paper “must have a

maturity at the time of discount of not more

than 90 days.” ** This provision was retained
in a 1916 revision of Regulation A, but with
an exclusion of days of grace in accordance with
the amendment to the law enacted in that year.
A similar provision was contained in Regulation
A, as revised in 1955,% but a footnotc stated
that advances to member banks are normally
made for periods of not more than 15 days.
That footnote was eliminated in 1968.2* The
1973 revision of the regulation provided that
paper cligible for discount must have *“‘a period
remaining to maturity of not more than 90
days.” It also eliminated the reference to exclu-
sion of days of grace, but this was presumably
in the interest of simplicity and without intend-
ing to modify the statutory exclusion of days
of grace.

DEMAND PAPER

In 1917 the Board ruled that demand paper
was not cligible for discount because, at the
option of the holder, it might be held and not
presented for payment until after 90 days.*
This ruling led to an amendment to the law in
1923 making demand or sight drafts eligible
for discount if drawn to finance shipments of
agricultural staples.

In 1966 the Board reconsidered and reversed
its 1917 ruling. The Board pointed out that, as
a matter of law, demand paper is due and pay-
able on the day of issue. Therefore, it con-
cluded that such paper satisfies the maturity
requirements of the statutc and that, if it mecets
other eligibility requirements, demand paper is
cligible for discount and as security for ad-
vances by the Reserve Banks,??

AMOUNT

AGGREGATE AMOUNT

Apart from special provisions with respect to
agricultural paper and bankers’ acceptances,
the Federal Reserve Act has never placed any
limit upon the total amount of credit that may

be extended by the Reserve Banks either to any
one member bank or to all member banks.
The National Monetary Commission had
suggested in 1912 that, in order to provide a
safeguard against possible abuses, the aggregate
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amount of paper rediscounted for any bank
should be limited to the amount of its capital
stock.** The framers of the Federal Reserve
Act, however, apparently believed that dis-
counts should be limited only by the amount
of short-term commercial paper available for
discount. Mr, Glass emphatically stated that
no limitation on the aggregate amount that
could be discounted for member banks was
intended.®® As a matter of fact, there were
some who felt that the volume of eligible paper
available for rediscount might not be sufficient
to support the contemplated issuance of Fed-
eral Reserve notes.*

Senator Hitchcock, however, was disturbed
by the lack of any limit on the amount of paper
that the Federal Reserve Banks might discount.
He felt that there was a need for “some auto-
matic check” on the amount of discounting and
that, without restraints, excessive discounting
might lead to inflation. He proposed, therefore,
that discounts for a member bank in excess of
its capital stock should bear a higher rate of
discount and that in no event should a Federal
Reserve Bank be permitted to discount paper
for a member bank in an amount greater than
twice the amount of the member bank’s capital
stock.?™ His proposed amendment for this pur-
pose was tabled by a close vote of 37 to 31.*

After the Glass bill had been reported in the
House, it was discovered that although no limi-
tation on the amount of discounts had been
contemplated by the committee, the amount of
paper that a national bank could rediscount
with a Federal Reserve Bank would neverthe-
less be limited to the amount of its capital stock
by virtue of the existing provisions of section
5202 of the Revised Statutes. That section pro-
vided that the aggregate indebtedness of a na-
tional bank should not exceed its capital stock,
except for certain specified kinds of liabilities
such as circulating notes and liabilities to stock-
holders for dividends. These provisions of the
National Bank Act would therefore have eftec-
tively limited the amount of paper that national
banks could rediscount with the Federal Re-
serve Banks, whereas, as pointed out by Mr.
Glass, State banks that became members of the
System would not be similarly limited. It was
noted that, actually, national banks would not
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be able to discount paper up to even 100 per
cent of their capital because their liability for
the unpaid part of their subscriptions to Federal
Reserve Bank stock and also their liability on
any acceptances they might make under the new
law would be liabilities within the meaning of
section 5202 of the Revised Statutes.?

In order to remove this limitation on the
ability of national banks to rediscount paper
with the Reserve Banks, an amendment was
introduced on the floor of the House by Mr.
Bulkley *® to except from the provisions of
section 5202 of the Revised Statutes “liabilities
incurred under the provisions of sections 2, 5,
and 14 of the Federal Reserve Act”; and after
some debate the amendment was adopted.*
This provision was not contained in either the
Owen bill or the Hitchcock bill as reported in
the Senate; but it was incorporated in Senator
Owen’s substitute bill and, with the language
modified to refer simply to “liabilities incurred
under the provisions of the Federal Reserve
Act,” it was approved by the conference com-
mittee. It is still to be found in existing law.

PAPER OF ONE BORROWER

While the law does not limit the fotal amount
of discounts that may be made by the Federal
Reserve Banks, it has always included provi-
sions restricting the amount of paper of one
obligor that may be rediscounted for any mem-
ber bank. It is important to note that this
restriction relates not to the amount borrowed
from the Reserve Bank by the member bank
itself, but to the amount borrowed from the
member bank by a customer of the member
bank.

Section 13 of the original Act provided that
the aggregate amount of notes and bills bearing
the signature or endorsement of any one person,
company, firm, or corporation rediscounted for
any one bank should at no time exceed 10 per
cent of the unimpaired capital and surplus of
the member bank, but the restriction was made
inapplicable to bills of exchange “drawn in good
faith against actually existing values.”

This general limitation on discounts by the
Reserve Banks of paper of one person was
considered to be in harmony with the then
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18 HISTORY OF LENDING FUNCTIONS

existing provisions of section 5200 of the Re-
vised Statutes prohibiting a national bank from
lending to any one borrower more than 10 per
cent of the national bank’s capital and surplus.
However, the exception in the Federal Reserve
Act provision for bills drawn against actually
existing values was not contained in the national
bank provision. Describing it as a new feature
that had long been called for in the interest of
legitimate business transactions, the report of
the House Banking and Currency Committce
stated: 32

*= # = Obviously when a bili of exchange is
secured by bills of lading and other docu-
ments accompanying it, it is primarily de-
pendent for liquidation upon this unques-
tionably marketable wealth, There is there-
fore no reason for limiting the amount of the
discount to be granted by any reference to
the resources of the person applying for the
accommodation or by the capit. 1 and surplus
of the bank granting the discount, that being
merely a question of banking judgment, while
the bill itself is salable and will presumably
be protected at the point where it is pre-
sented.

It was soon found, however, that even the
general 10 per cent limitation was not in all
respects the same as the limitation imposed by
section 5200 of the Revised Statutes on loans
made by a national bank to one borrower. Sec-
tion 5200 limited the amount of a customer’s
liability “for money borrowed,” whereas under
the Federal Reserve Act a bill otherwise eligible
for discount was rendered ineligible by the extra
or additional endorsement of some third person
who had already borrowed from the member
bank up to the statutory limit, even though the
obligor on the bill had not himself borrowed
up to the limit. At the Board’s suggestion,®
section 13 was amended in 1916 to make the
limitation applicable to the aggregate amount
of paper bearing the signature or endorsement
of “any one borrower,” rather than “any one
person, company,” and so forth, thus bringing
it in line with the national bank limitation.3'

Another discrepancy arose from the fact
that under an exception contained in section
5200 of the Revised Statutes, a national bank

could acquire *“‘actually owned™ commercial or
business paper from the same person in excess
of the 10 per cent limitation, while a Federal
Reserve Bank under section 13 of the Federal
Reserve Act could not rediscount such paper
unless it consisted of bills of exchange drawn
““against actually existing values.” ** The Board
in 1916 suggested to Congress that this provi-
sion of section 13 be amended to except actually
owned commercial and business paper, as well
as bills of exchange drawn against actually
existing values.™ This suggestion was not acted
upon at that time. In 1917, however, when
certain provisions of section 9 of the Act were
being revised to make membership of State
banks more attractive, a new provision was
inserted in that section that conformed to the
Board’s recommendation. According to this
provision, State banks joining the System would
retain their full charter and statutory rights
under State law, provided in general that no
Federal Reserve Bank could discount for a
State member bank any paper of any person
who had borrowed from such bank an amount
greater than 10 per cent of the bank’s capital
and surplus. However, there were two excep-
tions: Bills drawn against actually existing
values or against actually owned commercial or
business paper were not to be considered as
borrowed money.*’

While this amendment met the Board’s point
as to the exception of actually owned business
or commercial paper, it ncvertheless gave rise
to a conflict between the new provision in
section 9—applicable only to State member
banks—and the old provision of section 13—
applicable ostensibly to all member banks but
actually only to national banks—with national
banks gaining an unintended advantage over
State member banks. This advantage arose for
the following reasons,

Under section 5200 of the Revised Statutcs,
a national bank could make loans to a single
borrower in excess of the general 10 per cent
limit by discounting certain excepted types of
paper described in that section, such as notes
secured by shipping documents, warehouse re-
ceipts, and other documents covering readily
marketable staples and notes secured by bonds
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of the United States. Consequently, a national
bank could have outstanding loans to a single
customer represented by notes of the kinds just
described in excess of the 10 per cent limitation,
and a Federal Reserve Bank, under the provi-
sion of section 13, could rediscount the paper
of that customer for the nationa] bank up to
10 per cent of the national bank’s capital and
surplus. On the other hand, because of the
language of the provision of section 9 of the
Act that had been added in 1917, if a State
member bank with the same amount of capital
and surplus had made loans to one of its cus-
tomers in the same amount and represented by
the same kinds of paper, the Reserve Bank
would be prohibited from rediscounting for the
State member bank any of that customer’s
paper.*®

To remove this inconsistency, Congress in
1922 again amended the limitation in section 9
to provide simply that a Reserve Bank should
not discount for a State member bank the paper
of any one borrower who was liable for bor-
rowed money to that bank “in an amount
greater than that which could be borrowed law-
fully from such State bank or trust company
were it a national banking association.” * This
meant that thereafter a State member bank that
had made loans to one borrower in excess of
its capital and surplus but on the security of, for
example, warehouse receipts covering readily
marketable staples or notes secured by Govern-
ment bonds would not be precluded from offer-
ing paper of that borrower as a basis for redis-
count.

Nevertheless, there were still significant dis-
crepancies between the provisions of sections
9 and 13. In the first place, the amount limita-
tion in section 13 was subject to only one excep-
tion—bills of exchange against actually existing
values, However, the limitation in section 9 was
clearly subject to all of the exceptions provided
in section 5200 with respect to loans by na-
tional banks to one borrower.* This meant,
strangely enough, that paper representing loans
to asingle borrower that was permitted for a na-
tional bank under section 5200 was eligible for
discount if offered by a State member bank but
was not eligible if offered by a national bank.**
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In the second place, both the Comptroller of
the Currency in interpreting section 5200 and
the Federal Reserve Board in construing section
13 had held that the limitations on loans to one
borrower applied only to direct liabilities such
as those of a maker or acceptor, and not to
indirect liabilities such as those of a drawer,
endorser, or guarantor.** The McFadden Act
in 1927 amended section 5200 to make its
limitations expressly applicable to the indirect
liability of a drawer, endorser, or guarantor;
but section 13 was not similarly changed.

Both of these inconsistencies were corrected
by the Act of April 12, 1930,** which amended
the provision of section 13 so that, like the pro-
vision of section 9, it referred specifically to the
limitations on loans to one borrower contained
in section 5200 of the Revised Statutes. As thus
amended, section 13 stated: #

The aggregate of notes, drafts, and bills
upon which any person, copartnership, asso-
ciation, or corporation is liable as maker,
acceptor, indorser, drawer, or guarantor, re-
discounted for any member bank, shall at no
time exceed the amount for which such per-
son, copartnership, association, or corpora-
tion may lawfully become liable to a national
banking association under the terms of sec-
tion 5200 of the Revised Statutes, as amended;
Provided, however, That nothing in this para-
graph shall be construed to change the char-
acter or class of paper now eligible for
rediscount by Federal reserve banks.

This provision has not been changed since
1930. Literally, it permits a member bank to
rediscount with a Federal Reserve Bank as
much paper of a single borrower as a national
bank is permitted to acquire from a single
borrower under section 5200 of the Revised
Statutes. The latter section has been amended
on a number of occasions to provide additional
exceptions to the 10 per cent limitation (there
are now 13 of them); but a discussion of the
provisions of that section is beyond the scope
of this study.

As being of historical interest, it may be
noted that in March 1919 Congress amended
section 11(m) of the Federal Reserve Act to
authorize the Federal Reserve Board, upon the
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20 HISTORY OF LENDING FUNCTIONS

affirmative vote of five members, to permit the
Federal Reserve Banks to discount for any
member bank paper of one borrower in excess
of 10 per cent of its capital and surplus, but not
to exceed 20 per cent, if the amount exceeding
10 per cent were secured by bonds or notes or
certificates of indebtedness of the United
States.** Presumably, this was a postwar meas-
ure to encourage bank holdings of Government
bonds. By its own terms, the provision became
inoperative after December 31, 1920.

The Board’s discount regulations in general
have paraphrased the provisions of the law
limiting the amount of paper of any one bor-
rower that may be discounted for a member
bank, with successive revisions of Regulation A
reflecting changes in the statutory provisions.
As revised in 1955, the regulation set forth the
substance of the provisions of both section 13
and section 9 of the Federal Rescrve Act: limit-
ing the aggregate amount of paper of any one
person discounted for any member bank to the
amount for which such person could lawfully
become liable to a national bank, and for-
bidding a Federal Reserve Bank to discount
for any State member bank paper of any one
borrower who is liable to such bank for bor-
rowed money in an amount greater than could
be borrowed lawfully from such bank if it
were a national bank.t¢

A literal reading of the law and of these
provisions of Regulation A meant that a Re-
serve Bank could discount for a national bank
paper of one borrower in an amount up to the
amount that the national bank was permitted to
lend to a single borrower under section 5200
of the Revised Statutes, but that a Reserve
Bank could not discount for a State member
bank any of the paper of one borrower if the
amount exceeded the amount that a national
bank could lend to a single borrower, The ab-
surdity of this distinction was recognized by
the Board in an unpublished letter to a Federal
Reserve Bank in 1966 when, notwithstanding
the statutory provisions, the Board held that a
Reserve Bank could not “discount for any
member bank, national or State, any obligation
of a borrower who is liable to such member
bank in an amount greater than that which

could be borrowed lawfully from a national
bank in the circumstances of the particular
case.” This position was in effect incorporated
in Regulation A by an amendment in 1970 that
provided that any member bank requesting
Reserve Bank credit shall be dcemed to repre-
sent and guarantee that, except as to credit
granted under section 10(b) of the Federal
Reserve Act, “as long as the credit is outstand-
ing no obligor on paper tendered as collateral
or for discount will be indebted to it in an
amount excecding the limitations in section
5200 of the Revised Statutes, which for this
purpose shall be deemed to apply to State mem-
ber as well as national banks.” **

Even with this amendment, the regulation
continued to provide, inconsistently, that the
aggregate amount of paper of one borrower
discounted for any member bank should at no
time exceed the amount that such person could
borrow from a national bank under section
5200 of the Revised Statutes. The general revi-
sion of Regulation A adopted by the Board in
1973 eliminated this inconsistent provision of
the regulation. It did, however, continue in
effect the language of the provision added in
1970 under which any member bank applying
for credit is deemed to guarantee that no obligor
on paper offered as collateral or for discount
will be indebted to it in an amount exceeding
the limitations prescribed by section 5200 of
the Revised Statutes.

On a number of occasions the Board has
published interpretations of the statutory limita-
tions on the amount of paper of one borrower
that may be discounted, but only a few of the
more important need be mentioned here.

Before the limitations in section 13 of the
Federal Reserve Act were amended in 1930 to
conform to those of section 5200 of the Revised
Statutes, the only exception, as has been seen,
was that with respect to bills drawn against
actually existing values. However, when section
5200 was changed in 1919 to except paper
secured by shipping documents and bankers’
acceptances of the kinds described in section 13
of the Federal Reserve Act, the Board ex-
pressed the opinion that both of these kinds of
paper might be regarded as bills drawn against
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actually existing values and therefore as ex-
cepted from the discount limitations of sec-
tion 13,18

Since the 1930 amendment to section 13
conforming its limitations to those prescribed
by section 5200 of the Revised Statutes, the
Board in applying section 13 has followed in-
terpretations made by the Comptroller of the
Currency under section 5200. Thus, notes of
farmers for the purchase of agricultural imple-
ments, which had been interpreted by the
Comptroller to constitute actually owned com-
mercial or business paper within the meaning of
section 5200, were similarly held by the Board
to be exempt from the amount limitation set
forth in section 13.1°

Although the limitation with respect to the
discounting of paper of a single borrower
literally applies only to rediscounts for member
banks, the Board in 1938 took the position
that, in order to comply with the spirit of the
law, a Federal Reserve Bank, in making ad-
vances to a member bank secured by eligible
paper as well as in discounting paper, should
not acquire paper upon which one person is
liable in an aggregate amount in excess of the
10 per cent limitation.®® At the same time, how-
ever, the Board expressed the opinion that
advances under section 10(b) of the Federal
Reserve Act on the security of any satisfactory
collateral should not, in view of the purposes
of that section, be subject to any limitation of
this kind. These interpretations—the applica-
bility of the limitation to advances as well as to
rediscounts and the inapplicability of the limita-
tion to advances under section 10(b)—were
subsequently incorporated in Regulation A. The
first interpretation was clearly justified, but
today one might question why advances under
section 10(b) to a national bank should be per-
mitted to be secured by any paper of a single
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borrower in an amount greater than that which
could be borrowed from the national bank
under section 5200 of the Revised Statutes.

In 1934 Congress amended section 9 of the
Federal Reserve Act to provide that, for pur-
poses of membership of any State bank in the
System, the terms “capital” and “capital stock”
should include capital notes and debentures
issued by such bank and purchased by the
Reconstruction Finance Corporation (RFC).5!
On the theory that the RFC was authorized to
purchase such capital notes and debentures in
order to provide capital funds to banks, the
Board held that, for purposes of various provi-
sions of the Act, capital notes and debentures
of a bank bought and held by the RFC should
be treated as capital stock; and that among
these provisions were those of sections 9 and 13
of the Federal Reserve Act limiting the dis-
counted paper of one borrower to 10 per cent
of the discounting member bank’s capital stock
and surplus.®

In concluding this section, it is appropriate
to observe that, quite apart from the statutory
limitations on discounting paper of one bor-
rower, a Federal Reserve Bank, in determining
whether to discount paper for a particular mem-
ber bank, may properly take into consideration
the total amount of paper of the same borrower
that has been discounted for other member
banks. In the early days of the System the
Board publicly stated that it was “both lawful
and proper” for a Reserve Bank to place an
aggregate limit on the amount of the paper of
any one borrower that it would discount for all
of its member banks, and that a policy of
declining to receive more than a certain propor-
tion of the paper of a particular borrower was
not itself a discrimination but a general and
conservative policy applicable to all member
banks alike.5?
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ENDORSEMENT

PURPOSE

In addition to general limitations on maturity
and amount, the Federal Reserve Act imposed a
third limitation that was designed to afford the
Reserve Banks some protection against possible
loss on paper discounted by them—a require-
ment that the paper be endorsed by the dis-
counting member banks.

During the debates on the original Federal
Reserve Act there was evidence of some con-
fusion between eligibility for discount and the
soundness of the paper discounted. In general,
however, it was agreed that, even though par-
ticular paper was eligible for discount, a Re-
serve Bank would still have a right to determine
whether the paper was “good” and to inquire
into the solvency of the maker.** The require-
ment for endorsement by the borrowing mem-
ber bank was the one statutory requirement
aimed at assuring the soundness of the loan.
The report of the House Banking and Currency
Committee stated: °*

The fundamental requirement throughout
all of the discount section of the proposed bill
is that antecedent to the performance of a
service by a Federal reserve bank for a mem-
ber bank which applies therefor the member
bank shall indorse or guarantee the obliga-
tions which it offers for rediscount.

During the House debates Mr. Phelan as-
serted that discounted paper would be *gilt-edge
paper, entirely safe” because, after passing the
scrutiny of the member bank that had made the
original loan, it must then pass the scrutiny of
the Federal Reserve Bank and, in addition, have
the endorsement of the member bank.>®

WAIVER OF PROTEST

To further protect the Reserve Banks and to
avoid trouble and expense, Congress adopted a
requirement, originally contained only in the
Hitchcock bill, that a member bank’s endorse-
ment must be accompanied by a waiver of
demand, notice, and protest. During the de-

bates Senator Nelson explained that if the
Reserve Banks “were in every instance required
1o protest those notes it would cause them great
expense, and they would have to present them
for payment and protest them at the local bank
where they were payable.” 37

REGULATORY PROVISIONS

The Board’s first discount regulation, in list-
ing the requirements to be met by all paper
offered for discount, stated: 3°

First. It must be indorsed by a National
or State bank or trust company which is a
member of the Federal reserve bank to which
it is offered for rediscount.

Second. Such bank must, with its indorse-
ment, waive demand, notice and protest.

A 1915 revision of the rcgulation provided
simply that discounted paper “must be indorsed
by a member bank, accompanied by a waiver
of demand, notice, and protest.” %°

Among certain technical amendments made
to section 13 of the Federal Reserve Act by the
Act of September 7, 1916,%° the requirement
for endorsement was changed to provide that
paper might be discounted by a Federal Reserve
Bank *“upon the indorsement of any of its mem-
ber banks, which shall be deemed a waiver of
demand, notice and protest by such bank as to
its own indorsement exclusively.” This meant
that the act of endorsement by a member bank
constituted, without more, a waiver of demand,
notice, and protest as to its own endorsement.
Consequently, all subsequent revisions of Regu-
lation A have provided only that paper offered
for discount must be endorsed by a mecmber
bank, with no specific reference to waiver of
demand, notice, and protest.

FORM AND EFFECT OF
ENDORSEMENT
With respect to the form of the required

endorsement, the Board ruled that it was suffi-
cient if the discounted paper bore the simple
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written endorsement of the discounting member
bank; ¢ and that it was even permissible for
the endorsement to be on a separate but at-
tached piece of paper, a so-alled allonge.**

As previously indicated, the purpose of the
endorsement requirement is to provide a Fed-
eral Reserve Bank with a certain measure of
protection against loss. According to the law,
the member bank’s mere endorsement carries
with it a waiver by that bank of the right it
would otherwise have to deny liability in the
absence of notice, demand, and protest. The
effect is to make the member bank primarily
liable on the paper so that the Reserve Bank
does not have to proceed first against the maker
or prior endorsers. The Reserve Bank is given
the advantage of “a right to proceed against
the bank that indorses the paper.” ¢

It is important to observe again that endorse-
ment by a member bank is not an essential
prerequisite to the eligibility of paper for dis-
count; it is simply a condition precedent to the
discount of eligible paper. Thus, under the
authority to make advances to member banks
on their own notes secured by paper eligible for
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discount or purchase by the Federal Reserve
Banks, a Reserve Bank may make such ad-
vances on notes secured by paper that is not
endorsed by the member bank.®* In such a case,
the Reserve Bank relies on the member bank’s
own note; the additional endorsement of the
paper securing the note would provide no
further protection. For many years, loans by
the Reserve Banks to member banks have been
made not through the rediscounting of eligible
paper, but through advances on the notes of
member banks secured by eligible paper or by
Government securities or other securities eli-
gible for purchase by the Reserve Banks. As a
result, the endorsement requirement of the law
no longer has any great significance.

A distinction should also be made between
endorsement as a requirement for discount and
endorsement in connection with purchases of
paper by the Reserve Banks under section 14
of the Federal Reserve Act. Under the latter
section, bills of exchange and bankers’ accept-
ances are expressly made eligible for purchase
by the Reserve Banks with or without the en-
dorsement of a member bank.

NEGOTIABILITY

'REGULATORY REQUIREMENT
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The law itself has never required that paper
discounted by the Federal Reserve Banks be
negotiable paper. However, one of the earliest
versions of the Board’s discount regulations %
defined the terms “promissory note” and “draft
or bill of exchange” in language that, under the
Uniform Negotiable Instruments Law, had the
effect of prescribing negotiability as a require-
ment for discount; and from 1923 until 1970
Regulation A specifically provided that any
paper offered for discount “must be a negotiable
note, draft, or bill of exchange.” ¢ This meant
not only that discounted paper had to be ne-
gotiable but also that any eligible paper offered
ag security for direct advances to member banks
likewise had to meet the test of negotiability.
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EXCEPTIONS

Only two exceptions were made to the regula-
tory requirement for negotiability before that
requirement was eliminated. In 1942, Regula-
tion A was amended to except from this re-
quirement paper evidencing war production
loans guaranteed by the War and Navy Depart-
ments and the Maritime Commission pursuant
to the V-loan program of World War II; ¢
this exception was broadened in 1944 to cover
loans similarly guaranteed pursuant to the Con-
tract Settlement Act.*® After the war, the excep-
tion was eliminated,” but in 1951 it was re-
stored to make negotiability unnecessary for
paper representing defense production loans
guaranteed by Government agencies under the
Defense Production Act of 1950.%
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The other exception from the negotiability
requirement related to notes evidencing loans
made pursuant to commodity loan programs of
the Commodity Credit Corporation and subject
to a commitment to purchase by that Corpora-
tion. An amendment to Regulation A providing
for such an exception was adopted by the
Board in 194971

It should be noted that, under section 10(b)
of the Federal Reserve Act, the Reserve Banks
may make advances to member banks on any
satisfactory security—but at a penalty interest
rate—whether paper offered as security is ne-
gotiable or nonnegotiable.

MEANING OF NEGOTIABILITY

In general, an instrument is negotiable if it
evidences an unconditional promise or order to
pay,-on demand or at a fixed or determinable
future time, a certain sum of money to order
or bearer. In the final analysis, the question
whether a particular note or draft is negotiable
is a matter for determination by the courts in
the light of applicable provisions of State law.
Negotiability is governed by Article III of the
Uniform Commercial Code, which has been
adopted in all States except Louisiana.

This is not the place for a discussion of the
various elements of negotiability. It may be
noted, however, that, in administering the dis-
count provisions of the Federal Reserve Act,
the Board undertook during the early years of
the System to express opinions as to whether
particular instruments were negotiable and
therefore eligible for discount. In general, these
opinions related to whether the paper involved
was “unconditional,” or was payable at a “fixed
or determinable” future time, or provided for
payment of a “certain” sum of money.

For example, the Board expressed the opin-
ion that bills were not unconditional—and
thereforc were nonnegotiable—if they were pay-
able out of the proceeds of an import or export
transaction; * but that negotiability was not
affected cither by a provision authorizing the
consignec of goods to inspect the goods before
accepting a draft covered by a bill of lading **
or by an endorsement exempting the endorser
from responsibility for the genuineness of an

accompanying bill of lading.”® With respect to
certainty of time of payment, thc Board ruled
that drafts payable before a specified maturity
date after 5 days’ notice were negotiable; **
that a draft “payable on arrival of car” was not
negotiable; ** and that a note providing for
extensions of time should not be approved
because of conflicting authorities as to the
negotiability of such a note.”™ As to certainty
of amount, the Board ruled that a bill payable
with collection - charges is not negotiable **
unless it is so drawn as to show that no collec-
tion charges are to be included unless the bill
is dishonored at maturity; *®° but that nego-
tiability is not affected by a provision for in-
terest at a specified rate after maturity if pay-
ment is delayed."® However, because of
conflicting court decisions, the Board in 1918
disapproved of trade acceptances that provided
for a fixed discount if paid at a certain time
before maturity.®

ELIMINATION OF THE
REQUIREMENT

When Regulation A was amended in 1942 to
remove the negotiability requirement with re-
spect to notes evidencing guaranteed V loans,
the Board noted that the requirement of nego-
tiability “was not a requirement of the Federal
Reserve Act but had been placed in Regulation
A as a means of protecting the Fcderal Reserve
Banks against certain legal disadvantages of
nonnegotiable paper.” ** In April 1970, the
Board broke with tradition and eliminated the
negotiability requirement from the regulation.™

This action was taken because of the belief
that, while ncgotiability of paper afforded the
Reserve Banks certain protection against loss in
the event of default, most loans were being
made in the form of advances on the notes of
member banks themselves and the Reserve
Bank could therefore proceed directly against
the member bank in the event of default; thus,
the importance of ncgotiability was diminished.
In any event, it was felt that negotiability does
not improve the underlying quality of the paper
offered as security and that the Reserve Banks
should not be precluded from accepting per-
fectly sound and otherwise eligible paper as
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security for advances at the regular discount
rate merely because it did not meet all of the
technical requirements for negotiability. It was
understood, however, that elimination of the
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regulatory requirement would not preclude a
Reserve Bank in individual cases from declining
to accept nonnegotiable paper for discount or
as collateral for advances.
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Discount of Commercial Paper

MEANING OF “COMMERCIAL PAPER”

INTENT OF THE ORIGINAL ACT

The principal objective of the discount pro-
visions of the original Federal Reserve Act—
to establish a market for commercial paper—
was clearly reflected in the provision of section
13 of the Act that authorized the Reserve
Banks to “discount” for their member banks
“notes, drafts, and bills of exchange issued or
drawn for agricultural, industrial, or commer-
cial purposes, or the proceeds of which have
been used, or are to be used, for such pur-
poses.” This chapter relates to discounting of
what has generally been referred to as “com-
mercial paper.” Since agricultural paper has
been accorded special treatment by the law, it
will be considered separately.

Despite frequent statements of their purpose
to create a market for commercial paper, the
framers of the original Act were obviously not
clear, except in a very general way, as to what
was meant by commercial paper. They were
agreed that it meant paper arising out of “actual
commercial transactions”; that it meant paper

For NOTES AND REFERENCES, see pp. 251-53.
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drawn, or the proceeds of which were to be
used, for “agricultural, industrial, or commer-
cial purposes”; that it included paper secured by
“staple agricultural products”; and that it did
not include paper drawn for the purpose of
trading in stocks and bonds. They were also
agreed that it meant “liquid” paper and paper
with short maturities. All of these points of
agreement were written into the law. The
framers, however, made no further effort to
define commercial paper; instead, they left to
the Federal Reserve Board the authority and
responsibility for making a more specific deter-
mination of the character of paper eligible for
discount.

The report of the House Banking and Cur-
rency Committee stated: !

* * ¢ In view of the great difficulty of
defining “commercial paper,” the actual defi-
nition of the same has been left to the Federal
reserve board in order that it may adjust the
definition to the practices prevailing in differ-
ent parts of the country in regard to the
transaction of business and the making of
paper. * * *
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During the debates, Senator Weeks de-
clared: ?

We asked a dozen or fifteen banking men
to give us a definition which could limit the
kind of paper which we wanted to cover by
this definition of commercial paper, and no
one of them did it. I do not know just exactly
how the reserve board will finally conclude to
define it, but I assume they will in some form,
so that there will be no question about what
eligible paper is.

Perhaps the best effort to explain the meaning
of commercial paper was made by Mr. Phelan
in the House. After noting that it must be short-
time paper, he stated: ®

* « = Just what constitutes commercial
paper it is impossibie to define closely or
strictly. The whole spirit of the bill and this
section is, however, that the funds of the re-
serve banks shall be applied to the activities
of business; first, because the funds of the
reserve banks consist in large part of public
money and of reserves; and, second, because
the funds of commercial banks, both from a
scientific banking and a practical standpoint,
should be applied to commercial purposes.
The whole spirit of the bill is that the funds
of the reserve banks should be applied to the
activities of business, commerce, and agricul-
ture, It is impossible to define in a specific
way just what notes and bills shall be eligible
for rediscount. It is clearly defined in the bill,
however, that the funds of reserve banks shall
not be diverted from the channels of produc-
tion and distribution. In order that there
might be a broad and adaptable construction
put upon the terms contained in section 14
[section 13 in the Act as passed), discretion as
to their interpretation, in accordance with the
spirit of the bill, is given the Federal reserve
board. It is reasonable to believe that this
board will exercise its discretion with wisdom
and prudence.

There were a few members of Congress, such

as Mr. Wingo,* who questioned the desirability -

of allowing the Federal Reserve Board to de-
termine what classes of paper should be eligible
for discount. The majority, however, appeared
to agree with Senator Wecks who stated that
Congress, having required that paper arise
from a commercial transaction, should “lecave

it to the reserve board to make rules and regu-
lations which will define the kind of paper
which shall be accepted.” *

REGULATORY DEFINITION

The Federal Reserve Banks first opened their
doors for business on November 16, 1914, Pre-
viously, the Board had decided that since it was
not possible to formulate in advance a complete
sct of regulations to govern the operations of
the Reserve Banks, it would “confine itself in
the beginning to thosc matters which were
deemed absolutely esscntial to setting the banks
in motion upon a basis of rcasonable ef-
ficiency.” * The matter of discounting com-
mercial paper came first. In its first Annual
Report to Congress, the Board stated that it had
felt “that the regulations relating to discount
operations and commercial paper in gencral
were fundamental and that they should be pre-
pared and issued at once.” * Accordingly, in
a letter sent to the Rescrve Banks on November
10, 1914,% the Board outlined its views as to
initial discount policy and transmitted five sep-
arate though brief regulations rclating to the
rediscounting of notes and bills and bankers’
acceptances.

In its circular letter to the Reserve Banks,
the Board referred to the uncertain cffects of the
war in Europe (in which the United States was
not yet involved) and stated that the function
of the Federal Reserve:Banks was of a twofold
character: (1) They should extend credit fa-
cilities, particularly where the prevailing ab-
normal conditions had created emcrgencics de-
manding prompt accommodation; and (2) they
should protect the gold holdings of the country
in order that such holdings might remain ade-
quate to meet demands made upon them.
“While credit facilities should be liberally ex-
tended in some parts of the country,” said the
Board, “it would appear advisable to proceed
with caution in districts not in nced of imme-
diate relief and to await the effect of the release
of reserves and of the changes which the credit
mechanism of the country is about to experience
before establishing a definite discount policy.”

The Board expressed the belicf that it would
be inadvisable to place a narfow or restrictive
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interpretation upon the character of paper
eligible for discount. It did, however, prescribe
three basic principles for the guidance of Fed-
eral Reserve Banks and member banks: (1)
No bill should be discounted if its proceeds were
to be applied to permanent investment; (2)
maturities should be well distributed; and (3)
bills should be “essentially self-liquidating.” In
explanation of the self-liquidating principle, the
Board stated that discounted paper “should
represent in every case some distinct step or
stage in the productive or distributive process—
the progression of goods from producer to con-
sumer. The more nearly these steps approach
the final consumer the smaller will be the
amount involved in each transaction as rep-
resented by the bill, and the more automatically
self-liquidating will be its character.”

The Board, in this first pronouncement on
the subject of discounting, also called attention
to the fact that single-name paper does not, like
double-name paper, show on its face the char-
acter of the transactions out of which it arose.
For this reason, the Board felt that it was in-
cumbent upon each Reserve Bank “to insist
that the character of the business and the gen-
eral status of the concern supplying such paper
should be carefully examined in order that the
discounting bank may be certain that no such
single-name paper has been issued for purposes
excluded by the act, such as investments of a
permanent or speculative nature.”

As to procedure, the Board’s circular letter
stated that while it was not deemed essential
that a statement of condition be attached to
each bill, it was thought advisable that, after
January 15, 1915, no paper should be dis-
counted unless it bore on its face evidence that
it was eligible for discount; and a rubber stamp
for this purpose was suggested.

Appended to the Board’s circular of Novem-
ber 10, 1914, was the Board's Regulation
No. 2,* which set forth in general the require-
ments to which all paper offered for discount
must conform. Among other things, it was re-
quired that the paper offered “shall be in the
form of notes, drafts, or bills of exchange arising
out of commercial transactions; that is, notes,
drafts, and bills of exchange issued or drawn
for agricultural, industrial, or commercial pur-
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poses, or the proceeds of which have been used
or are to be used for such purposes.” Without
attempting to elaborate further on the statutory
language, the Board’s regulation stated only
that, under the law, paper drawn for the pur-
pose of trading in stocks and bonds—other than
Government bonds—or drawn merely for in-
vestment purposes was excluded from eligibility.

An effort to define more specifically the char-
acter of paper eligible for discount was made
by the Board when, on January 25, 1915, it
issued a new regulation, designated as Regula-
tion B, relating to commercial paper.® This
regulation stated that, in order to be eligible,
a bill must be one “the proceeds of which
have been used or are to be used in producing,
purchasing, carrying, or marketing goods in
one or more of the steps of the process of pro-
duction, manufacture, and distribution.”

A vear and a half later, in 1916, the Board
issued a new series of its regulations. Regula-
tion B was changed to cover open market pur-
chases. Discount operations were covered by
a revised Regulation A.!* It embraced not only
discounts of commercial paper but also all other
kinds of discounts under section 13 of the
Federal Reserve Act, including discounts of
agricultural paper, commodity paper, and bank-
ers’ acceptances that had previously been dealt
with in separate regulations. The new regula-
tion, however, made no substantial change in
the general definition of commercial paper. It
followed the language of the 1915 Regulation
B already quoted except that, in referring to the
production, purchasing, carrying, or marketing
of goods, it defined the word “goods™ in a foot-
note as including “goods, wares, merchandise,
or agricultural products, including live stock.”

The regulatory statement as to the general
character of paper eligible for discount re-
mained unchanged until 1920 when two
changes were made in Regulation A. It was
then provided that the proceeds of the paper
must be used “in the first instance” for the
purposes described, and it was expressly stated
that eligible paper included paper the proceeds
of which were used “for the purpose of carry-
ing or trading in bonds or notes of the United
States.”

Two further changes were made in 1923.1%
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For the first time in the regulation itself, it was
required that the paper be negotiable. In addi-
tion, it was provided that the name of a party
to the underlying transaction should appear
upon the paper “as maker, drawer, acceptor,
or indorser.” This requirement was eliminated
when Regulation A was revised in 1937.'* The
1937 revision also eliminated a provision ex-
cluding paper the proceeds of which were used
to finance third parties and expanded the defini-
tion of eligible paper to include paper the
proceeds of which were used “in meeting cur-
rent operating expenses of a commercial, agri-
cultural or industrial business.” As has been
noted earlier, the negotiability requirement was
removed in 1970.

Further changes of a liberalizing nature were
made by the 1973 revision of Regulation A.
In the first place, paper the proceeds of which
are used for the “purchase of services” as well
as for the purchase of goods was made eligible
for discount. Of greater significance, this revi-
sion eliminated the long-standing prohibition
against the discounting of paper the procceds
of which were used for permanent or fixed in-
vestments and provided only that the procecds
must not be used “merely for the purpose of
investment, speculation, or dealing in stocks,
bonds, or other such securities, except direct
obligations of the United States.” This im-
portant change will be discussed in more detail
later in this chapter.

COMMERCIAL PURPOSE

The Board’s regulatory definition of com-
mercial paper, as indicated carlier, has been
phrased in broad and general language. The
meaning of the term can be better understood
by considering particular instances in which
the Board by interpretation has determined
whether the paper offered for discount was
actually drawn for a commercial purpose.

At an early date, the Board in a published
statement ** pointed out the distinction between
(1) paper issued or drawn for a commercial
or agricultural purpose and (2) paper thc
proceeds of which have been or are to be
used for such purposes. As to the first, a note
given by the buyer of goods to the seller is a

note issued or drawn for a commercial purpose,
since “the purchase and sale of goods of any
character is a commercial transaction from the
standpoint of the seller,” * and the note is
eligible for discount as commercial paper, even
though the goods may be in the nature of
permanent or fixed investments. However, if the
note is not given in a purchase-and-sale trans-
action, then the test of cligibility is the purpose
for which the proceeds of the note are to be
uscd.

In any case, it is the purpose of the original
negotiation of the note that determines its
eligibility. For example, a note given to a
farmer in payment for grain purchased for
resale is commercial paper cven though the
farmer subscquently discounts the note at his
bank and uses the proceeds for an agricultural
purpose, since the purpose of the original nego-
tiation of the note was to finance the purchase
and sale of goods, a commercial transaction.'”

The above principles may be illustrated by
additional particular cascs. For cxample, notes
given by dcalers in payment for mules and cattle
are commercial rather than agricultural paper.”®
Similarly, the note of an irrigation company the
proceeds of which arc used for payroll and
other current purposes in connection with the
distribution of water to farmers constitutes com-
mercial paper.’® When a railroad company, in
order to purchase supplics, accepted the draft
of the seller, the Board ruled that if the draft
werce discounted by the seller or a third party
with a member bank, it would be cligible for re-
discount with a Federal Reserve Bank; but if
the railroad itself discounted the draft with its
own bank, there would be a direct loan to the
railroad and the draft would be eligible for
rediscount only if the proceceds were uscd for
a.commercial purpose.®®

It scems probable that the drafters of the
original Federal Reserve Act contemplated that
commercial paper would include only paper
growing out of business transactions and would
not embrace ordinary day-to-day purchases of
goods and scrvices by individuals for their own
use. In 1937, however, the Board took the
position that the purchase of goods, such as an
automobile or a radio, for the use of the puf-
chaser himself constitutes a commercial trans-

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



action. The eligibility of such consumer paper
will be specifically considered in a later section
of this chapter.

SELF-LIQUIDATING NATURE

A basic concept underlying the discount pro-
visions of the Federal Resefve Act was that
commercial paper admitted to discount should
be self-liquidating paper. In a published state-
ment, the Board recognized this concept. It
stated that paper eligible for discount was
limited to “liquid” paper, “that is, paper which
is issued or drawn under such circumstances
that in the normal course of business there will
automatically come into existence a fund avail-
able to liquidate each piece of paper, that fund
being the final proceeds of the transaction out
of which the paper arose.” 2

As an illustration, if the notes of a public
service corporation will not be liquidated within
a short time out of current assets accruing
through ordinary earnings and the borrowing
is really for capital purposes, such notes are
ineligible; but, if the notes are given for sup-
plies necessary to enable the corporation to sell
services to the public for which the public
will pay within 30 or 60 days, the notes are
eligible for discount.??

In order to assure liquidity, the Board took
the position that at least one of the parties
to the commercial transaction out of which the
paper arises should be obligated as maker,
drawer, acceptor, or endorser.* Unless the
proceeds will ultimately come into the hands
of a person who is liable as a party to the
paper, there is no assurance that the proceeds
of the commercial transaction will be used to
liquidate the paper. By the same token, the
Board ruled that an equitable participation in
a note could not be discounted because it did
not represent a legal claim against the maker of
the note.2¢

EFFECT OF COLLATERAL
SECURITY

In 1915, in its first comprehensive regula-
tion regarding discounts of commercial paper,
the Board stated that “the pledge of goods as
security for a bill is not prohibited.” ** A more
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positive statement was made in the next revi-
sion of the regulation in 1916, in which it was
provided that paper otherwise eligible “may be
secured by the pledge of goods or collateral.” ¢
In 1920 the regulation made it clear that dis-
counted paper could be secured by “collateral
of any nature, including paper, which is in-
eligible for rediscount.”

The Board emphasized in a number of in-
terpretations that eligibility of paper for dis-
count does not depend upon whether it is se-
cured or upon the character of any collateral
security, but depends upon the purpose for
which the paper is drawn or its proceeds used.?*
Thus, a note drawn for commercial purposes
and otherwise eligible for discount is not
rendered ineligible because it is secured by a
mortgage on real estate.?®

At the same time, it was recognized that
the character of the collateral could have
a material bearing upon the acceptability of the
paper and its desirability as an investment.®
The Board at an early date upheld the right
of a Reserve Bank to refuse to discount paper
not adequately secured.®* The courts have ju-
dicially confirmed the authority of a Federal
Reserve Bank to require additional collateral,
including collateral that would not itself be
eligible for discount.*?

Perhaps because the question had been raised
in the course of litigation, the Board in its 1937
revision of Regulation A expressly authorized
the Reserve Banks to require such additional
or marginal collateral as they might deem ad-
visable or necessary for their protection.?* How-
ever, the regulation stated that a Federal Re-
serve Bank would be expected to consider the
general effects that its action in requiring addi-
tional collateral might have on the position of
the member bank involved, on its depositors,
and on the community, and that in general a
Reserve Bank should limit the amount of col-
lateral it required “to the minimum consistent
with safety.” Moreover, if the additional col-
lateral exceeded 25 per cent of the amount of an
advance, the Reserve Bank was required to
explain the circumstances to the Board. This
latter requirement, however, was eliminated
when the regulation was again revised in 1955.
The regulation as revised in 1973 provides
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merely that, in making loans, a Federal Reserve
Bank shall require only such amount of collat-
eral as it deems necessary or advisable.

EVIDENCE OF ELIGIBILITY

In order to provide evidence of the eligibility
of paper offered for discount, the Board in its
first regulation on the subject provided that,
until January 15, 1915, a Federal Reserve Bank
might accept a statement from an officer of the
applying bank, but that after that date every
bill offered for discount should state on its face
that it was eligible for discount and should re-
fer to the number of the credit file in the pos-
session of the member bank, which in turn
would contain evidence of eligibility and also
full information as to the financial responsi-
bility of the borrower.* Later, however, it was
felt that member banks needed more time to
familiarize themselves with the requirements of
the law, and the Board, therefore, permitted
the Reserve Banks to rely on a statement from
an officer of the applying member bank until
July 15, 1915,

After that date, member banks were re-
quired to certify in their applications for dis-
count that the paper offered by them was issued
for one of the purposes mentioned in the stat-
ute. Also it was recommended that a member
bank maintain a credit file containing state-
ments of the financial condition of borrowers.
If such statements were not on file, the Federal
Reserve Bank was required to satisfy itself as
to the eligibility of the paper offered for dis-
count, and member banks were expected to use
such statement forms or identifying stamps as
the Reserve Banks might prescribe.?

When the regulation was next revised in
1916,% it included separate provisions regard-
ing evidence of eligibility for promissory notes,
drafts and bills, and bankers’ acceptances. For
notes, the regulation provided that the Reserve
Bank must be satisfied as to eligibility by refer-
ence to the note or otherwise; that compliance
with the prohibition against discounting paper
for fixed-investment purposes might be evi-
denced by a statement showing a reasonable
excess of quick assets over current liabilities;
that the member bank should certify whether
the note had been discounted for a depositor or

another member bank or purchased from a
nondepositor; that the bank should also certify
whether a financial statement of the borrower
was on file; that such statements must be on
file with respect to notes purchased from
sources other than a depositor or a member
bank; but that the Reserve Board could waive
such statements if the note was sccured by a
warchouse, terminal, or similar rcceipt, or if
the aggregate of obligations of the borrower
rediscounted at the Reserve Bank were less than
10 per cent of the member bank’s capital and
not in excess of $5,000. With regard to drafts
and bills, the 1916 regulation required only
that the Reserve Bank should take nccessary
steps to satisfy itself as to eligibility, unless the
draft or bill presented prima facic evidence
thereof or bore a stamp or certificatc showing
that it was a trade acceptance.

These detailed requirements were repeated
in substance in the 1920 revision of Regulation
A,* except that the Reserve Banks were ex-
pressly authorized to require financial state-
ments in all cases; bills, drafts, and trade ac-
ceptances were required to be drawn so as to
evidence “the character of the underlying trans-
action” or, if they were not so drawn, cligibility
might be evidenced by a stamp or certificate.
In 1928 the provisions were expanded to re-
quire financial statements from any corpora-
tions with which the borrower was “closely
affiliated.” »

In the general revision of the regulation in
1937, the provisions relating to evidence of
eligibility were considerably simplified. As
changed at that time and as carried forward
in the 1955 revision, Regulation A provided
that a Federal Reserve Bank should satisfy
itself concerning the cligibility of any paper
offered for discount; that compliance with the
fixed-investment restriction might be evidenced
by a statement showing the borrower’s financial
worth and a reasonable excess of quick assets
over current liabilities; and that a Reserve Bank
might require financial statements of the partics
to the paper discounted and of any corporations
affiliated with such parties and any other in-
formation which the Reserve Bank decmed
necessary.*” In the general revision of Regula-
tion A adopted in 1973, all of these provisions
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were eliminated and replaced by a statement
that a Reserve Bank shall require such informa-
tion as it deems necessary to insure that paper
tendered as collateral or for discount is accept-
able and meets any pertinent eligibility require-
ments.

CHANGE IN CONCEPT AS
TO ELIGIBILITY

Much that has been said in this section re-
garding the eligibility of paper for discount is
now ancient history. The original Federal Re-
serve Act was based on the concept that
Reserve Bank loans should be made only on
a short-term basis and on paper that was self-
liquidating in character. This concept has
sometimes been referred to as the “real-bills
doctrine.” Related to that concept was the as-
sumption that the pledging of such paper by the
Reserve Banks as security for the issuance of
Federal Reserve notes would serve as a basis
for an elastic currency; it was expected that
the volume of such currency would expand and
contract directly in response to the varying
credit needs of the economy, as reflected by the
volume of short-term borrowings by com-
mercial and agricultural enterprises. These
concepts, however, have long been proved obso-
lete. Congress itself has recognized the fact
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by authorizing the Reserve Banks to make ad-
vances to member banks not only on the
security of eligible paper but also on the security
of obligations of the United States; moreover,
Congress has provided for the issuance of
Federal Reserve notes on the security both of
eligible paper and of Government obligations
and, in 1968, on the security of Special Draw-
ing Rights certificates.

In view of these changes, the Board of Gov-
ernors in 1963 recommended to Congress that
all of the technical eligibility requirements of
the law be repealed and that the Reserve Banks
be authorized to make advances to member
banks on any satisfactory security at the regular
discount rate.* This proposal has been re-
peated by the Board in subsequent years but has
not been enacted. Nevertheless, it is clear that
the Board by interpretations of the law and
by amendments to its Regulation A has de-
liberately departed from the original concept
regarding the eligibility of paper as a basis for
extension of Federal Reserve loans. As an ex-
ample, the elimination of the prohibition on
the discounting of permanent- or fixed-invest-
ment paper, reflected in the 1973 general revi-
sion of Regulation A, is a distinct departure
from the principle that eligible paper must be
self-liquidating.

TRADE ACCEPTANCES

SEPARATE CLASSIFICATION
FOR RATE PURPOSES

Two classes of commercial paper were
singled out by the Board in the carly years of
the System as descrving preferential treatment
from the point of view of discount rates. One
was trade acceptances; the other was com-
modity paper. In order to distinguish them for
rate purposes, the Board at first issued separate
regulations relating to these classes of paper.

The Federal Reserve Act itself made no
mention of trade acceptances.** A bill does not
cease to be a bill, however, merely because it is

accepted; and, if otherwise eligible, such an
accepted bill growing out of a commercial
transaction is eligible for discount.*

On July 15, 1915, the Board issued a circu-
lar #* stating that it was ready to approve a
discount rate for trade acceptances “somewhat
lower than that applicable to other commercial
paper.” The Board felt that this action might
“assist in developing a class of ‘double-name’
paper, which has shown itself in so many coun-
tries a desirable form of investment and an
important factor in modern commercial banking
systems.” The circular was accompanied by a
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regulation *° defining the term “trade accept-
ance,” and requiring that any such acceptance
be endorsed by a member bank, have a ma-
turity of not more than 90 days at the time
of discount, and be accepted by the purchaser
of goods sold to him by the drawer of the bill.

In 1916 a provision specifically relating to the
discounting of trade acceptances was incorpo-
rated in the Board’s general regulation relating
to discounts, and the term “trade acceptance”
was there defined simply as “a draft or bill of
exchange drawn by the seller on the purchaser
of goods sold and accepted by such pur-
chaser.” #¢ This definition was carried into
subsequent revisions of Regulation A until 1937
when specific reference to trade acceptances was
dropped.

While for a few years the discount rate set
for trade acceptances was lower than the rate
on other commercial paper, it became generally
the same as that for commercial paper by 1920,
and in May 1927 the practice of fixing a
separate rate for trade acceptances was dis-
continued.

NATURE OF TRANSACTION

As previously indicated, the Board’s 1916
regulations defined a trade acceptance as a draft
or bill drawn by the seller on the purchaser of
goods and accepted by the purchaser. This
meant that the underlying transaction must
involve a sale of goods.

To constitute a sale, it is necessary that
there be a transfer of title. Thus, there is no
trade acceptance when a draft is drawn by a
supplier of building materials and accepted
by the purchaser—a building contractor—if the
contractor, under his building contract, does
not acquire title to the materials furnished or
to the building as it is being erected.*” Similarly,
goods sold under a conditional sales contract
could not be made the basis for a trade ac-
ceptance.”® However, if a lumber company
had sold lumber to a sales corporation con-
trolled by the lumber company, the Board held
that the transaction was a sale upon which a
trade acceptance might be based, provided the
sales corporation was not merely an agent of
the lumber company formed to evade the law.**

As to what constituted goods for this pur-

pose, the Board followed a liberal position. It
held that a draft drawn by a publisher on the
purchaser of advertising spacc and accepted
by the latter was a trade acceptance on the
ground that the advertising space was goods.*®
Likewise, it held that an accepted draft for the
price of electrical goods including their installa-
tion ** and a draft given in payment for gas
sold by a gas-producing company ** were eligi-
ble trade acceptances. The Board refused, how-
ever, to consider a draft drawn in payment for
an insurance premium ** or drawn in payment
for labor alone #* as covering sales of goods.
As long as there is an actual sale of goods,
it does not matter whether the purchaser in-
tends to resell the goods or to use them for
his own purposes. The Board held, therefore,
that a bill drawn by a dealer on his customer to
finance the sale of goods to the customer was
a proper trade acceptance, even though the
bill was drawn after the purchaser had failed to
remit promptly on an open account. But, the
Board felt that the use of a trade acceptance as
a means of liquidating an otherwise slow ac-
count was contrary to the primary purpose of
the trade-acceptance movement and that such
acceptances should not be encouraged.**

FORM

In 1918 the Board had suggested the use
of certain standard forms of trade acceptances.*
In March 1927 the Supreme Court of the State
of Texas held that a trade acceptance was ren-
dered nonncgotiable by a statement therein that
“the obligation of the acceptor hereof arises
out of the purchase of goods from the drawer,
maturity being in conformity with the original
terms of purchase.” ** This clause, the court
ruled, imported into the terms of the instru-
ment an obligation arising from a collateral
transaction and thus destroyed the instrument’s
negotiability. As a result of this decision, the
Board suggested in a published statcment that
the clause be changed in the prevailing standard
form to provide only that the transaction giving
rise to the instrument was “the purchase of
goods by the acceptor from the drawer.” s
Since that time no further statements have
been issued by the Board with regard to the
form of trade acceptances.
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COMMODITY PAPER

As in the case of trade acceptances and for
similar reasons, the Board in 1915 concluded
that so-called commodity paper should be en-
couraged by preferential discount rates for such
paper. The Board expected that “this new class
of paper with its special rates will prove of
particular efficacy in meeting the seasonal de-
mands for credit facilities in the crop-producing
districts.” *

To distinguish such paper for rate purposes,
the Board issued a separate regulation relating
to commodity paper.®® It defined the term
“commodity paper” as “‘a note, draft, or bill of
exchange secured by warehouse terminal re-
ceipts, or shipping documents covering ap-
proved and readily marketable, nonperishable
staples properly insured.” It provided that such
paper, in order to be eligible for discount at
the special rate, not only should comply with

all the requirements of the Board’s general
regulation relating to discounts but also should
be paper on which the rate of interest or dis-
count, including commission charged the maker,
did not exceed 6 per cent. In addition, it had
to comply with any requirements prescribed by
the Federal Reserve Bank as to warehouse re-
ceipts, shipping documents, and insurance.

Substantially similar provisions regarding
commodity paper were incorporated in the
Board’s comprehensive revision of Regulation
A in 1916 * and were repeated in a revision
of the regulation in 1917.%2 By that time, how-
ever, the discount rate on such paper had be-
come the same as the regular rate on other
commercial paper; consequently, when the
regulation was next revised in 1920 no special
provisions with respect to commodity paper
were included.

PERMANENT- OR FIXED-INVESTMENT PAPER

EXCLUSION FROM DISCOUNT

The original Federal Reserve Act expressly
provided that paper eligible for discount should
not include paper “covering merely investments
or issued or drawn for the purpose of carrying
or trading in stocks, bonds, or other investment
securities, except bonds and notes of the Gov-
ernment of the United States.” This provision
of the law has never been changed.

In its first circular on the subject of discounts
in November 1914, the Board stated as the first
guiding principle that no bill should be admitted
to rediscount if the proceeds had been or were
to be applied to permanent investment. The
Board explained in the accompanying regula-
tion that the Act excluded paper covering
merely investments and that, since any funds
employed in agriculture, commerce, or industry

are quasi-investments, the emphasis was to be
laid on the word “merely.” From this point of
view, the regulation stated, there should be
excluded all paper whose proceeds were used in
permanent or fixed investments of any kind, in-
cluding investments in land, plant, machinery,
permanent improvements, or transactions of a
similar nature.®®

This characterization of permanent invest-
ments was spelled out in the Board’s 1915 regu-
lation regarding discounts of commercial
paper.®* The regulation provided that no bill
would be eligible if its proceeds were used:

For permanent or fixed investments of any
kind, such as land, buildings, machinery (in-
cluding therein additions, alterations, or other
permanent improvements, except such as are
properly to be regarded as costs of opera-
tion), * * *
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In 1920 the provision was expanded to exclude
paper whose proceeds were used not only for
fixed investments, such as land, buildings, or
machinery, but “for any other capital pur-
pose.” % In 1937 this language was maodified to
refer to any other “fixed” capital purpose.®
In this amended form the provision was con-
tinued in the 1955 revision of Regulation A.*

EVIDENCE OF COMPLIANCE

The regulatory exclusion of permanent- or
fixed-investment paper was accompanied by a
provision to the effect that compliance of dis-
counted paper in this respect might be indi-
cated by a statement of the borrower that
evidences “‘a reasonable excess of quick assets
over current liabilities.” The absence of such a
statement, however, did not necessarily render
the paper ineligible for discount; the test, of
course, was whether the proceeds were actually
used for permanent- or fixed-investment pur-
poses.®®

In this connection the Board ruled that a
note given by the buyer to the seller of goods
in payment therefor would be eligible in the
hands of the seller for discount as commercial
paper, even though the goods sold were in the
nature of a permanent investment.” However,
if the proceeds of a note were to be used by the
maker to purchase articles constituting perma-
nent investments, the note would be regarded
as ineligible.?®

MEANING OF PERMANENT
INVESTMENTS

As to what constituted permanent or fixed
investments, it was clear that land and buildings
fell in the prohibited category, but the status
of machinery and equipment was not always
clear. On the one hand, the Board held that
tractors used in agricultural operations ** and
agricultural implements that wear out rapidly *2
were not to be considered permanent or fixed
investments. On the other hand, the prohibition
was held applicable to notes given by farmers
for the purchase of silos; ** notes executed by
a company furnishing motor transportation to
provide funds for the purchase of motor

trucks; ' notes of a parent corporation the
proceeds of which were used to purchase auto-
mobiles for subsidiary “drive-it-yourself” com-
panies; ** and a note the proceeds of which
were used by the owner of property for de-
veloping or building.?®

With respect to machinery, the Board in
1938 held that machinery that was purchased
by a manufacturing company and that was ex-
pected to last over a period of years or indefi-
nitely would constitute a permancnt or fixed
investment, but that there might be machinery
of a kind that, like agricultural tractors, would
wear out rapidly and would neecd to be replaced
within a comparatively short time.’* In other
words, the question depended upon the type of
machinery involved, as well as on other facts
and circumstances of the particular case.

REMOVAL OF EXCLUSION OF
PERMANENT-INVESTMENT PAPER

Despite the fact that Regulation A since the
early years of the System had prohibited the
discounting of paper drawn for permanent or
fixed investments, the Board in 1973 adopted a
general revision of the regulation that omitted
this prohibition.**

The original exclusion of permancnt-invest-
ment paper from eligibility for discount clearly
reflected the then-prevailing theory that all
discounted paper should be seclf-liquidating,
that is, the real-bills theory. Actually, however,
the statute itsclf does not expressly and specifi-
cally prohibit the discounting of paper repre-
senting borrowings for fixed- or permanent-
investment purposes. It provides that the
Reserve Banks may discount paper arising out
of actual commercial transactions and that the
Board shall have the right to define the charac-
ter of paper eligible for discount. The only
statutory limitation is that no such definition
by the Board shall include paper covering
merely investments or issued or drawn for the
purpose of carrying or trading in stocks, bonds,
or other investment securities, except bonds and
notes of the Government of the United States.
As noted earlier, the Board has held that any
purchase-and-sale transaction, regardless of the
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nature of the goods involved, is a commercial
transaction. In this sense, the purchase of ma-
chinery or of a building for a home is a com-
mercial transaction. Literally, the statute seems
designed only to exclude paper covering merely
investments, that is, paper representing borrow-
ings primarily for the purpose of making a
profit, such as realizing appreciation of capital
or return in the form of interest or dividends.

Repeal of the permanent-investment pro-
hibition in Regulation A does not make all
mortgage notes or notes given for the purchase
of machinery eligible for discount. Such notes
will still have to comply with the maturity
requirements of the law and therefore are not
eligible for discount (or as collateral for ad-
vances) until they are within 90 days of ma-
turity. Moreover, the paper is not eligible if the
property is purchased merely for investment—
for example, for later sale at a profit.

This change in the regulation, however, has
had an important liberalizing effect because
notes drawn to pay for permanent or fixed
investments may now be regarded as represent-
ing borrowings for an eligible purpose. As noted
elsewhere in this study, the Board has taken
the position that finance paper is eligible for
discount if the proceeds are to be re-lent to
others for eligible purposes irrespective of the
maturity of such loans. Thus, in 1965 the Board
took the position that the note of a finance
company is eligible for discount if the proceeds
are to be used by the finance company to finance
the purchase of consumer goods or “for other
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purposes which are eligible within the meaning
of the Federal Reserve Act” and that, if there
is any question as to whether the proceeds are
to be used for such an eligible purpose, a
financial statement of the finance company “re-
flecting an excess of notes receivable which
appear eligible for rediscount (without regard
to maturity)” over total current liabilities of
the company may be taken as an indication of
eligibility.™

Following the principle of that Board ruling,
the note of a finance company or of a savings
and loan association that might be acquired by
a member bank would be eligible for discount
or as collateral for a Reserve Bank advance if
that note itself had a maturity of not more than
90 days and if the proceeds were to be used to
make loans for permanent or fixed investments,
such as the construction of a home or the pur-
chase of machinery. In addition, repeal of the
regulatory prohibition makes it possible, in
emergency circumstances, for a Federal Reserve
Bank to extend direct credit to a home mortgage
lender subject to certain limitations prescribed
in the law. That possibility will be referred to
again in connection with the discussion of ex-
tension of Federal Reserve loans to nonmember
banks and nonbanking enterprises.

One of the desirable side effects of the repeal
of the regulatory prohibition on the discounting
of permanent-investment paper is removal of
the need for technical interpretations as to what
constitutes a permanent investment, such as
those described earlier.

PAPER DRAWN FOR SPECULATIVE PURPOSES

The statutory prohibition against the discount
of paper covering “merely” investments obvi-
ously excludes paper drawn only for speculative
Purposes. In its 1915 discount regulation, the
Board provided that no bill should be eligible
for discount if its proceeds were used “for
investments of a merely speculative character,

whether made in goods or otherwise.” s° In
1916 the language was slightly changed to pro-
hibit the discount of any paper “the proceeds
of which have been used or are to be used for
investments of a purely speculative charac-
ter”; ! and the same language (with “trans-
actions” substituted for “investments”) was
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included in the 1955 revision of Regulation
A.$% The present regulation requires that the
proceeds must not be used “merely for the
purpose of investment, speculation, or dealing
in stocks, bonds, or other such securities, except
direct obligations of the United States.”

For example, it is customary for agricultural
products to be carried for a time in order to
accomplish orderly marketing, but the situation
is different if there is a “mere speculative with-
holding from the market, at a time when there

is a normal demand, in the hope ultimately of
obtaining a higher price”; and drafts drawn to
finance the growers of crops for such a purpose
cannot be considered as drawn for an agri-
cultural purpose.® On the other hand, when a
manufacturer of pig iron gave his note, secured
by pig iron already manufactured but held
pending delivery under contract for sale, the
note was held cligible for discount because
the sale had been made and the carrying of the
material was not for speculative purposes.™!

PAPER DRAWN FOR TRADING IN STOCKS AND BONDS

The law specifically excludes from discount
any paper issued or drawn for the purpose of
carrying or trading in stocks, bonds, or other
investment securities, with an exception, how-
ever, in favor of bonds and notes of the Govern-
ment of the United States, In its earliest dis-
count regulation,® the Board observed that this
provision required no comment.

A provision excluding paper drawn for carry-
ing or trading in stocks and bonds has appeared
in all revisions of Regulation A. Since 1930,
however, the regulation has made it clear that
the exception for Government bonds and notes
applies only to direct obligations of the United
States, that is, bonds, notes, Treasury bills, and
certificates of indebtedness.®¢

In 1918 the War Finance Corporation Act *
authorized the Reserve Banks to discount paper
secured by obligations of the War Finance
Corporation. The Board ruled that paper drawn

for trading in bonds and notes of that Corpora-
tion was eligible for discount,** and in the 1924
revision of Regulation A *° specific provisions
were included with respect to this matter. These
provisions were eliminated in 1928 when they
were no longer necessary.

Obviously, the reason why the Reserve Banks
were prohibited from extending credit on stocks
and bonds was that the Banks were intended
to assist commercial banking and not invest-
ment banking. Paper eligible for discount was
confined to self-liquidating paper arising out of
commercial rather than investment transac-
tions.®°

The exception for Government obligations
has been liberally construed.”* For a time, in-
deed, the Board permitted the discount of notes
of nonmember banks drawn for carrying or
trading in such obligations, provided the notes
were endorsed by a member bank.s2
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FINANCE PAPER

ORIGINAL EXCLUSION FROM
DISCOUNT

Generally speaking, “finance paper” is paper
the proceeds of which are loaned by the obligor
to some other borrower. For many years the
Board took the position that such paper was
not commercial paper and was therefore not
eligible for discount by the Federal Reserve
Banks, even though the loan made by the
borrower to a third party was itself for a
commercial purpose.®

Following this position, the Board ruled that
the notes of cotton factors or cold storage
companies were ineligible for discount when
the proceeds were to be used by such factors
or companies for the purpose of making loans
to their customers.®* The same principle was
applied to paper of finance or credit com-
panies ** and to notes of Federal land banks
and joint-stock land banks the proceeds of
which were loaned to third persons for agri-
cultural purposes.®

In 1920 the principle was incorporated in
Regulation A. It was expressly provided that
the Reserve Banks could not discount paper
the proceeds of which were used *for the pur-
pose of lending to some other borrower.” *

MODIFICATION BY STATUTE

In two respects the Board’s position regard-
ing finance paper was modified by statute in
1923. The Agricultural Credits Act of that year
specifically amended section 13 of the Federal
Reserve Act to provide that the paper of factors
“issued as such making advances exclusively to
producers of staple agricultural products in
their raw state shall be eligible for such dis-
count.” * The same statute added to the Fed-
eral Reserve Act a new section 13a that, among
other things, made eligible for discount paper
of cooperative marketing associations the pro-
ceeds of which were used for advances by such
associations to their members for agricultural
purposes. In the light of these changes in the

law, Regulation A was amended in 1923 to
except agricultural factors’ paper and paper of
cooperative marketing associations from the
prohibition against the discount of finance
paper.®®

As to other kinds of finance paper, the Board
continued after 1923 to exclude such paper
from discount. Thus, it held that notes of a
warehouse company engaged in a finance busi-
ness used to finance its current operating ex-
penses ' and notes of an insurance agency to
finance the carrying of accounts covering pre-
miums due on insurance sold by it ** were not
eligible for discount.

REVERSAL OF BOARD’S POSITION

In 1937, however, the Board reversed its
position with regard to the eligibility of finance
paper. As part of a comprehensive revision of
Regulation A, the provision excluding finance
paper was eliminated. The Board explained that
elimination of the provision would render eli-
gible for discount “a large amount of paper of
commission merchants and finance companies,
including paper drawn to finance installment
sales of a commercial character.”

Following this changed policy, the Board
made it clear that if the proceeds of paper
were advanced to some other borrower, the
paper would be eligible for discount provided
the proceeds were ultimately used by such other
borrower for a commercial, agricultural, or
industrial purpose.’®® Thus, a note given to a
bank or a finance company the proceeds of
which are to be used by the maker to purchase
goods for his own use is eligible paper; in
holding to that effect, the Board pointed out
that, from a legal standpoint, there is no differ-
ence between the discounting of a note in the
hands of the seller and a direct lending by a
bank or finance company to the purchaser,
since in either case the purpose is to finance
“the final step in the distribution of goods, the
sale to the consumer.” **
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In a 1965 ruling the Board reaffirmed its
position that notes of finance companies were
eligible for discount if they conformed to the
maturity requirement of the law and if the
proceeds were used to finance the purchase of
consumer goods or for other purposes eligible
under the Federal Reserve Act. Recognizing
that it is sometimes difficult to determine the
purposes for which individuals borrow from
finance companies, the Board prescribed a
formula that could be used in case of question:
If a financial statement of the finance company
reflects an excess of notes receivable that ap-
pear eligible for discount, without regard to
maturity, over the total current liabilities of the
finance company, this could be taken as an
indication that the note of the finance company
is eligible for discount.1%s

This interpretation was clarified and liberal-
ized in certain respects in 1972. The 1965
formula for determining the eligibility of finance
company notes had referred to a financial
statement of the company reflecting an excess
of notes receivable that appear eligible for
rediscount “over total current liabilities (i.e.,
liabilities maturing within one year).” This
definition of “current liabilities” was changed to

refer to “notes due within one ycar” in order
to exclude a company’s liabilities for such
things as salaries and taxes.

In some instances, finance companics make
what are known as direct consumer loans to
individuals when the purpose for which the
proceeds are to be used cannot easily be de-
termined. In its 1972 interpretation the Board
stated that when information is lacking as to
whether such loans will be used for eligible
purposes, it could be assumed that 50 per cent
of such loans would be *“notes receivable which
appear eligible for rediscount.”

The Board also stated that the language just
quoted should be regarded as including notes
given for the purchase of mobile homes that are
acquired by a finance company from a dcaler-
seller of such homes. Prcviously, questions had
been raised as to whether such notes fell within
the prohibition against the discounting of notes
drawn for permanent investments. Finally, it
was made clear that the principles of the
Board’s position with respect to finance com-
pany paper were applicable to the notes of a
finance company engaged in making loans for
business and agricultural purposes as well as for
consumer loans.!*®

CONSUMER PAPER

Soon after the 1937 revision of Regulation A,
when it first took the position that finance paper
was eligible for discount, the Board issued an
interpretation in which it made clear that a
borrowing for the purpose of making a purchase
of goods is a borrowing for a commercial pur-
pose whether the borrower intends to use the
goods himself or to resell them, since in such
a case the proceeds are used to finance a sale—
a commercial transaction.’® Whatever may
have been the intent of the framers of the
original Act with regard to limiting commercial
loans to ordinary business loans, this ruling of
the Board definitely reflected the view that
consumer paper is to be regarded as eligible

for discount. For example, the Board’s ruling
referred to the eligibility of a note given to a
member bank by a houscholder who is to use
the proceeds to purchasc houschold equipment,
such as radios or furniture.

If the purchase of a radio by an individual
constitutes eligible consumer paper, it is diffi-
cult to see why a note the procceds of which
are used for the purchase of services, such as
medical services or travel advice, should not
also be considered a note given for a commer-.
cial purpose. In the general revision of Regula-
tion A adopted by the Board in 1973, a new
provision specifically makes such paper eligible
for discount.
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CONSTRUCTION PAPER

The National Housing Act of 1934 con-
tained, along with provisions for the insurance
of certain housing mortgages, an amendment
to section 24 of the Federal Reserve Act that
provided that loans made to finance the con-
struction of residential or farm buildings and
with maturities not exceeding 6 months should
not be considered as real estate loans subject to
the restrictions of that section on real estate
loans made by national banks, but should be
classified as “ordinary commercial loans.” '™
In addition, the amendment provided that notes
representing such loans should be eligible for
discount as commercial paper if they were
accompanied by a valid and binding agreement
—ecntered into by an individual, partnership,
association, or corporation acceptable to the
discounting bank-—to advance the full amount
of the loan upon completion of the building.

Although not entirely clear, it may be as-
sumed that the condition requiring an agree-
ment by a third party to advance the full
amount of the loan at maturity was intended
not only to afford protection to the lending
bank but also to make the paper self-liquidating,
in keeping with the general concept that all
discounted commercial paper should be self-
liquidating in nature.

In 1955, section 24 was amended to extend
the permissible maturity of residential and farm
construction loans from 6 months to 9
months.'%® The reason given for this liberalizing
change was that the prescribed 6-month period
had proved to be unrealistically short in some
cases, and it was expected that the increase to
9 months might “serve to increase the avail-
ability of funds for the financing of short-term
residential and farm construction work.” **°

In 1959 these provisions were further liberal-
ized to provide that loans made to finance the
construction of industrial or commercial build-
Ings and with maturities of not more than 18
months should not be considered real estate
loans subject to the limitations of section 24, if

accompanied by an agreement by a financially
responsible lender to advance the full amount
of the bank’s loan upon completion of the
building.!** By successive amendments to sec-
tion 24, the maximum maturity of construction
loans that are exempted from the limitations
on real estate loans by national banks has been
increased from time to time. At present any
such loans, if they have maturities of not more
than 60 months—whether for the construction
of industrial or commercial buildings or for the
construction of residential or farm buildings—
are not regarded as real estate loans within the
meaning of that section but as ordinary com-
mercial loans.

In view of this liberalization of the provisions
of section 24, it might be assumed that all such
construction loans, being commercial in nature,
should be regarded as cligible for discount
under section 13 of the Federal Reserve Act.
This assumption is negatived, however, by the
fact that section 24 provides specifically that
loans for the construction of residential or farm
buildings with maturities of not more than 9
months shall be eligible for discount as com-
mercial .paper within the terms of the second
paragraph of section 13 but makes no similar
provision with respect to loans for the con-
struction of industrial or commercial buildings.

The eligibility of residential and farm con-
struction paper for discount by the Reserve
Banks was specifically recognized in the Board’s
1937 revision of Regulation A.'*? The regula-
tion required that such paper (1) represent a
loan to finance the construction of a residential
or farm building, whether or not secured by
real estate; (2) be endorsed by the member
bank; (3) be accompanied by an agreement by
a person acceptable to the Reserve Bank to
advance the full amount of the loan upon com-
pletion of construction; and (4) mature not
more than 6 months from the date the loan
was made and not more than 90 days from the
date of discount. These provisions were re-
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peated without change in the January 1955
revision of the regulation.’*® The regulation was
not changed to reflect the 1955 statutory in-
crease in the permissible maturity of residential
and farm construction paper from 6 months to
9 months until 1973, at which time the correc-
tion was made in the general revision of the
regulation.

As indicated, the Board’s regulation requires
that a residential or farm construction loan not
only must comply with the maturity requirement
specified in section 24 but also must have a
maturity of not more than 90 days at the time
of discount. It is by no means clear that this
latter requirement is made necessary by the law.,
When the original provisions for construction
loans were added to section 24 in 1934, the

report of the House Banking and Currency
Committee stated that the Federal Reserve Act
was being amended to permit national banks to
make such temporary loans with maturities of
not more than 6 months and to make “such
temporary paper . . . eligible for discount as
commercial paper at the Federal Reserve
Banks.” '** In view of this statement, it may be
argued that—since the intent of Congress was
to make such paper eligible for discount if it
had a maturity at the time of discount not
in excess of that prescribed in scction 24—to
superimpose a further requirement that the
paper have a maturity of not more than 90 days
at the time of discount would render unneces-
sary and meaningless the limitation on original
maturity.
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Agricultural Credits

THE ORIGINAL ACT

Granted that the primary objective of the
discount provisions of the original Federal Re-
serve Act was the establishment of a market for
commercial paper, an important secondary ob-
jective was to provide a new source of credit for
agricultural purposes. In a separate section the
Act authorized national banks for the first time
to make loans on farm lands. In the discount
provisions of section 13, agricultural paper was
given special prominence in a phrase that de-
scribed commercial paper as paper issued for
agricultural, industrial, or commercial purposes
(a confusing description since distinctions have
been made between commercial and agricul-
tural paper). Moreover, the Act actually gave
preferential treatment to agricultural paper, at
least with respect to maturity limitations.

Clearly the framers felt that the Act
would provide substantial benefits to the agri-
cultural interests of the country. In his opening
statement on the floor of the House, Mr. Glass

———

For NOTES AND REFERENCES, see pp. 253-54.
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called particular attention to those provisions
of the bill that would bear upon “the farmer
and his welfare.” ! Other Congressmen strongly
endorsed the discount provisions as promising
great aid to agriculture.* They felt that the
paper of farmers was fully as good as so-called
commercial paper,” even though agricuitural
paper might have longer maturities.*

It was recognized that agricultural loans
normally were made for a period corresponding
to the crop season and that, consequently, the
90-day maturity limitation generally prescribed
for paper eligible for discount would not be
appropriate for such loans. The reasons for
which agricultural paper was allowed a maxi-
mum maturity of 6 months have been discussed
in detail in Chapter 3 of this study; and the
maturity requirements for such paper will be
considered further in a later section of the
present chapter.

Although, as has been noted, the original Act
specifically included paper issued for agricul-
tural purposes in the description of paper eli-
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gible for discount, it contained an additional
provision expressly stating that nothing in the
Act should be construed as prohibiting paper
secured by staple agricultural products from
being eligible for discount. This seemingly un-~
necessary provision apparently resulted from a
feeling in some quarters that, without this pro-
vision, paper drawn to finance the carrying of

agricultural products pending a higher price
might be regarded as paper drawn for specula-
tive purposes and thercfore incligible for dis-
count.” Despite this provision, it appears that
the Board in 1922, as indicated in the previous
chapter, concluded that such paper would be of
a speculative nature and not eligible for dis-
count as agricultural paper.

AGRICULTURAL CREDITS ACT OF 1923

BACKGROUND

Proposals for a long-range system of farm
credits reached legislative fruition in the enact-
ment of the Federal Farm Loan Act in 1916.¢
Following the pattern of the Federal Reserve
System, the Federal Farm Loan Act set up
12 regional Federal land banks and provided
for the voluntary formation of joint-stock land
banks and national farm loan associations. The
land banks were authorized to make farm mort-
gage loans with maturities of not less than 5
and not more than 40 years, The whole system
was placed under the supervision of a Federal
Farm Loan Board. No change was made in the
discounting authority of the Federal Reserve
Banks, but both the Reserve Banks and member
banks of the Federal Reserve System were
specifically authorized to buy and sell farm loan
bonds issued by the land banks.?

During World War 1, farmers had little or
no financial problems. In 1920, however, when
deflation set in, farm prices dropped; and the
need for additional agricultural credit became
acute.®

In 1921 the War Finance Corporation was
revived, with authority, among other things, to
provide loans for agricultural purposes.® That
Corporation made a large volume of loans to
farmers, livestock companies, and cooperative
marketing associations. However, it was only an
emergency agency, and there was a growing
sentiment in favor of a more permanent system
of farm credits to meet the intermediate credit

needs of the farmer—Iloans with maturitics
shorter than the 5-year minimum maturity per-
mitted by the Farm Loan Act and yet longer
than the 6-month maximum maturity prescribed
for the discount of agricultural paper by the
Federal Reserve Banks. The growth of this
sentiment led to the cnactment of the Agricul-
tural Credits Act of 19231

The chief advocates of the ncw farm credit
legislation in Congress were Senators Lenroot
and Capper, and Chairman McFadden of the
House Banking and Currency Committee.
Aside from Congress, the principal impetus
probably came from Eugene Meyer, at that time
Managing Director of the War Finance Cor-
poration and later Governor of the Federal
Reserve Board. Actually, Meyer felt strongly
that the best way to help the agricultural in-
terests was to induce more country banks to
become members of the Federal Reserve Sys-
tem." However, he urged the enactment of the
farm credit bill as a means of meeting the prob-
lems and difficultics that had come to the atten-
tion of the War Finance Corporation in connec-
tion with agricultural credits.?

GENERAL PROVISIONS

The Agricultural Credits Act set up 12 Fed-
cral intermediate credit banks with authority to
make agricultural and livestock loans with ma-
turities of from 6 months to 3 years. It provided
also for the voluntary organization of national
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agricultural credit corporations that, under
regulations of the Comptroller of the Currency,
were authorized to make loans on agricultural
paper with a maturity of not more than 6
months and on livestock paper with a maturity
of up to 3 years; a further provision authorized
member banks of the Federal Reserve System
to purchase stock in these corporations. Such
was the new machinery provided by the statute.
In addition, certain amendments were made to
the existing farm credit provisions of the Fed-
eral Farm Loan Act and to the discount pro-
visions of the Federal Reserve Act; the latter
are of particular interest here.

AMENDMENTS TO FEDERAL
RESERVE ACT

The general objective of the 1923 amend-
ments to the Federal Reserve Act was to make
eligible for discount certain types of agricul-
tural paper that previously had not been eligi-
ble, either because of the maturity limitations
or because of other limitations of the law as
they had been interpreted by the Board. The
maturity requirements were liberalized both
for agricultural paper in general and for bank-
ers’ acceptances based on agricultural transac-
tions, Sight or demand drafts drawn to finance
domestic shipments of agricultural products
were made eligible for discount, as were drafts
of factors drawn to finance producers of staple
agricultural products. A new section—13a—
was added to the Federal Reserve Act dealing
specifically with the discounting of agricultural
Paper for Federal intermediate credit banks
and cooperative marketing associations. As
stated by Senator Capper, who sponsored the
b.ill in the Senate, the purpose of these provi-
Sions was “to make such changes in the rules
of eligibility governing agricultural paper as
Seem necessary to fit the actual requirements
of the farmer.” 13

In the opinion of Eugene Meyer, the amend-
ments to the discount provisions of the Federal
Reserve Act were the most important in the
bill.* His statement before the House Banking
and Currency Committee regarding adjustment
of the Federal Reserve System to meet changing
conditions is worthy of quotation here because
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of its applicability not only to the agricultural
credit functions of the System but also to the
System’s functions in general: 1%

=

* * * The adjustments contemplated are
in line with the experience of the last few
years, and their purpose is merely to adapt the
Federal reserve system, so far as agriculture
is concerned, to changed conditions. Those
who object to adjusting the eligibility rules of
the system to the time required for the
orderly marketing of agricultural products
under present conditions seem to fear that
the soundness of the system may be jeopar-
dized. But the system suffers from friends as
well as from foes. Those who defend its every
act and policy and who stand for the immuta-
bility of its present law and regulations may
be as harmful as those who are extreme in
their denunciation of the part played by it
in the collapse of commodity markets and
prices. The true friends of the Federal reserve
system are those who are willing to see its
machinery adjusted along sound lines to meet
changing conditions, both in this country and
abroad.

Shortly after the enactment of the Agricul-
tural Credits Act of 1923, the Board in a pub-
lished statement reviewed and explained the
increased farm credit facilities provided by that
act. In general, the Board said that it had “so
construed and administered the law as to im-
prove, in the highest possible degree, the credit
standing and economic position of the agricul-
tural interests, placing at their disposal, through
its discounts for member banks and its open-
market operations, the vast resources of the
Federal reserve system to the fullest extent
permitted by the law and by the principles of
sound banking.” ¢

Since 1923 Congress has enacted numerous
statutes to provide further credit assistance to
agriculture, including, among others, the Farm
Credit Acts of 1933 and 1937, the Federal
Farm Mortgage Corporation Act of 1934, and
the Farm Credit Act of 1971. However, no
substantial changes in the authority of the Fed-
eral Reserve Banks to discount agricultural
paper have been made since the liberalizing
amendments made by the Agricultural Credits
Act of 1923. Amendments to the law authoriz-
ing advances by the Reserve Banks to member
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banks on the security of obligations of Federal
intermediate credit banks and other Federally
established organizations to provide agricul-
tural credit will be discussed later.

As discussed in Chapter 3, discounts of agri-
cultural paper are subject to the general limita-
tions relating to endorsement and to the amount

of paper of one borrower that may be dis-
counted for any member bank. Before discuss-
ing the one important difference between agri-
cultural and commercial paper—-the more
liberal maturity requirements applicable to
agricultural paper—it is necessary to consider
the nature of agricultural paper.

NATURE OF AGRICULTURAL PAPER

REGULATORY DESCRIPTION

The Federal Reserve Act itself did not under-
take to define agricultural paper or agricultural
purposes, although it was clear that paper based
on livestock was intended to be covered by
these terms. More specific description was left
to the discretion of the Federal Reserve Board.

In 1915, in a separate regulation pertaining
to agricultural paper,*” the Board stated merely
that paper issued or drawn for agricultural
purposes or based on livestock meant paper
the proceeds of which had been used or were
to be used for agricultural purposes, “including
the breeding, raising, fattening, or marketing of
live stock.” After the passage of the Agricul-
tural Credits Act of 1923, the Board in a
revised regulation '* more particularly referred
to paper drawn for, or the proceeds of which
were to be used for, “the production of agri-
cultural products, the marketing of agricultural
products by the growers thereof, or the carrying
of agricultural products by the growers thereof
pending orderly marketing, and the breeding,
raising, fattening, or marketing of live stock.”
The same language was used in the 1955 revi-
sion of Regulation A.® Paper of cooperative
marketing associations was specifically declared
to constitute agricultural paper if it met certain
requirements, Otherwise, the Board has never
attempted by regulation to describe agricultural
paper in any detail, and the revision adopted in
1973 omits even the general description of such

paper indicated above.

DISTINGUISHED FROM
COMMERCIAL PAPER

In the early days of the System, the Board
found it necessary to issue a number of inter-
pretations distinguishing agricultural paper
from commercial paper, in view of the more
liberal maturity requirements applicable to the
former type of paper. In general, these inter-
pretations are still in effect.

The basic test is whether the commodity for
the purchase of which a note is given will
actually be used for agricultural purposes. Even
though the commodity itself is of an agricultural
nature, the note is not considered agricultural
paper if the purchaser does not intend to use it
for an agricultural purpose.?® Hence, purchase
of such a commodity merely for resale is not
sufficient; *! in such a case the paper must be
treated as commercial rather than agricultural
paper.** However, as long as the commodity is
actually to be used for an agricultural purpose
by the purchaser, the note given by him may
be considered agricultural paper, whether dis-
counted by the maker or by the seller-en-
dorser.?® Thus, the Board ruled that notes given
for commercial fertilizer,?* tractors used in agri-
cultural operations,* agricultural implements,**
and the draining and tilling of farm land %
may be considered agricultural paper.

Livestock paper—that is, paper to finance
the breeding, raising, fattening, and marketing
of livestock—has always been regarded as agri-
cultural paper.?® One of the principal purposes
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of the Agricultural Credits Act of 1923 was to
provide needed credit to brecders of livestock.
For this purpose, the Board held that cows,
horses, and mules are livestock.”® However,
notes given by dealers in cattle and mules are
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commercial rather than agricultural paper,™
and the notes of a packing company given for
the purchase of livestock to be slaughtered are
not notes “based on live stock™ within the
meaning of the law.™

MATURITY

The original Federal Reserve Act allowed a
maximum maturity of 6 months for agricultural
paper, as contrasted with the 90-day maturity
requirement applicable to all other types of
paper. This allowance was made with no intent
to single out agricultural paper for special favor
but simply in recognition of the fact that the
marketing of farm crops and livestock normally
requires a longer period of financing than ordi-
nary commercial transactions., The considera-
tions that led the framers of the original Act
to prescribe a more liberal maturity requirement
for agricultural paper than for commercial
paper have been noted in Chapter 3.

Even a 6-month maturity limitation soon
proved to be inadequate, and the Agricultural
Credits Act of 1923 increased the maturity
permitted for agricultural paper to 9 months.

Apparently this further liberalization was
prompted largely by the contention of represen-
tatives of livestock associations that the then-
existing 6-month limitation was not adequate to
provide assistance to breeders, as distinguished
from raisers, of livestock.** The Senate Banking
and Currency Committee felt that the longer
period of maturity “would be helpful and was in
some cases necessary,” and that such a length-
ening of the maturity of agricultural paper
would in no way impair the liquid character

essential to Federal Reserve Bank discounts.®
Congress agreed with those “in control of the
Federal reserve system” that paper having a
maturity of more than 9 months should not be
eligible for discount because the paper redis-
counted by the Reserve Banks “must be self-
liquidating.™ * As a safeguard, the Senate
Banking and Currency Committee inserted a
new provision prohibiting the use of paper with
maturities greater than 6 months as security
for Federal Reserve notes, unless the paper was
secured by warehouse receipts or security docu-
ments or chattel mortgages on livestock.*

In addition to increasing the maximum ma-
turity prescribed for the discount of agricultural
paper, the Agricultural Credits Act of 1923
increased the maturity prescribed by section 13
of the Federal Reserve Act for the discount of
bankers’ acceptances from 90 days to 6 months
when the acceptances were for agricultural pur-
poses and were secured by title documents cov-
ering readily marketable staples. The ‘Federal
Reserve Board had previously ruled that agri-
cultural acceptances with maturities of up to
6 months could be purchased by the Federal
Reserve Banks in the open market, and Con-
gress felt that there was no reason “why such
acceptances should not be given the full benefit
of the rediscount privilege.”
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AMOUNT LIMITATIONS

The longer maturity permitted for agricul-
tural paper was a departure from the orthodox
doctrine that only short-term paper should be
eligible for discount, and Congress agreed to
this departure only with a qualification. To
prevent the discounting of long-term agricul-
tural paper in excessive amounts, the original
Federal Reserve Act provided that discounts of
such paper should be limited to a percentage
of the capital of the discounting Federal Re-
serve Bank, “to be ascertained and fixed by the
Federal Reserve Board.”

Pursuant to this provision, the Board by
regulation limited the aggregate amount of
agricultural paper with a maturity of more than
3 months and less than 6 months that each
Federal Reserve Bank might discount to 25
per cent of the Reserve Bank’s paid-in capital.**
At the same time the Board indicated that, in
those districts in which 6-month paper was
particularly required to carry through agricul-
tural operations, the 25 per cent limit would be
increased upon request of the Reserve Banks.*

In 1916 Congress sought to make the statu-
tory limitation more liberal by requiring it to
be based on a percentage of the assets, rather

than of the capital, of the discounting Federal
Reserve Bank.*® Still later, the Agricultural
Credits Act of 1923 authorized the Board by
regulation to limit the amount of paper with a
maturity ranging from 3 to 6 months and from
6 to 9 months that might be rediscounted by a
Reserve Bank. Pursuant to these changes
in the law, the Board in its 1923 revision of
Regulation A provided that there should be no
amount limitation on the discount of paper
with a maturity of more than 3 months and less
than 6 months, but that the aggregate amount
of discounted agricultural paper with a ma-
turity of between 6 and 9 months should not
exceed 10 per cent of the total assets of a
Federal Reserve Bank.*® Although the authority
for such limitations is still in the law, the limit
fixed by the Board in 1923 was omitted from
Regulation A in 1937, and no amount limita-
tion is now in force.

One should bear in mind, however, that
agricultural paper continues to be subject to
the same limitations on the amount of paper
of any one borrower that may be discounted for
a member bank as those that are applicable to
the discounting of other types of paper.

SIGHT

DRAFTS

Drafts payable at sight or on demand do not,
of course, have any fixed maturity, and it is
possible that they may not actually be presented
for payment within 90 days, or even within 6
or 9 months. For this reason, the Board in
1917 ruled that demand paper was not eligible
for discount.*! It was the custom, however, for
many member banks during crop-moving pe-
riods to discount large volumes of sight drafts
secured by bills of lading covering the shipment
of wheat, cotton, or other agricultural products;

these drafts, although having no fixed maturity,
were usually paid with promptness and were
considered a liquid and desirable form of paper.
Accordingly, the Board recommended to Con-
gress that the law be amended to make such
drafts eligible for rediscount by the Reserve
Banks under certain conditions.*? .

Such an amendment was made by the Agrl-
cultural Credits Act of 1923.13 It extended the
discount privilege to bills of exchange payable
at sight or on demand if drawn to finance the
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domestic shipment of “nonperishable, readily
marketable staple agricultural products” and if
secured by bills of lading or other shipping
documents conveying or securing title to such
staples. The act contained the provision, how-
ever, that all such bills should be forwarded
promptly for collection and that demand for
payment should be made, with reasonable
promptness after the arrival of the staples at
their destination; and no such bill could be held
by or for the account of a Federal Reserve Bank
for more than 90 days. In discounting such
sight bills, the Reserve Banks were authorized
to compute the interest to be deducted on the
basis of the estimated life of the bill and to ad-
just the discount after payment of the bill to con-
form to its actual life. In 1928, the provision
was expanded to permit the discounting of sight
bills covering nonagricultural as well as agricul-
tural staples and covering the exportation as
well as the domestic shipment of such staples.*

In its 1923 revision of Regulation A, the
Board followed in general the language of the
law with respect to discounts of sight or demand
bills,** and the regulatory provisions on this
subject remained substantially the same until
1973.4¢ These provisions, however, became un-
necessary in 1966 when the Board ruled that
all demand notes met the maturity requirements
of the law and therefore were eligible for dis-
count if they met other eligibility requirements.**
In the light of this fact, the general revision
of Regulation A adopted by the Board in 1973
omitted the special regulatory provision regard-
ing demand drafts.
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In 1923, when the special authority for the
discount of sight or demand paper still had
significance, the Board stated that it did not
deem it advisable to formulate a comprehensive
definition of the term “readily marketable non-
perishable staple” and that the Reserve Banks
should exercise their discretion in the matter.**
In specific instances, however, the Board held
that cottonseed should be,*® and cottonseed oil
should not be,* considered readily marketable
staples for this purpose. As has been noted, the
statutory provisions were changed in 1928 to
cover nonagricultural as well as agricultural
staples. When Regulation A was revised in
1937, it carried a footnote stating that, within
the meaning of the regulation, a readily market-
able staple meant “an article of commerce,
agriculture, or industry of such uses as to make
it the subject of constant dealings in ready
markets with such frequent quotations of price
as to make (a) the price easily and definitely
ascertainable and (b) the staple itself easy to
realize upon by sale at any time.” ** This
definition followed a similar definition that had
previously been adopted by the Board for the
purpose of determining the eligibility of bank-
ers’ acceptances growing out of the storage of
readily marketable staples. The scope of the
term will be considered further in the following
chapter relating to the discounting of bankers’
acceptances, The definition was omitted in the
revision of Regulation A adopted in 1973 since,
as previously indicated, that revision did not
include any provision relating specifically to the
eligibility of sight or demand drafts.

FACTORS’ PAPER

At the time of the hearings on the Agricul-
tural Credits Act of 1923, Governor Eugene
Meyer pointed out that, in addition to sight
bills, there was another class of agricultural pa-
per that had theretofore been ineligible for dis-
Count because of rulings of the Federal Reserve
Board. The Board had held that finance paper
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the proceeds of which were to be loaned to third
persons was not eligible for discount. Based on
this theory, the paper of cotton factors, who
carried the cotton for their customers until it
was sold, could not be offered for discount.*
Governor Meyer felt that this was a “hairsplit-
ting” distinction.**
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Congress apparently agreed with Governor
Meyer. The Agricultural Credits Act of 1923
amended section 13 of the Federal Reserve Act
to provide expressly that nothing in the latter
should be construed to prevent “the notes,
drafts, and bills of exchange of factors issued as
such making advances exclusively to producers
of staple agricultural products in their raw
state” from being eligible for discount. A para-
phrase of this provision was incorporated in the
Board’s 1923 revision of Regulation A,** and
a similar provision appeared in the 1955 regu-
lation.?* It was omitted, however, from the
revision of the regulation adopted in 1973.

This provision related only to factors’ paper
drawn to finance producers of agricultural prod-
ucts in their raw state. Thus, the Board held
that if the proceeds of a cold-storage company’s
notes were to be used for making advances to

producers of eggs and poultry, the notes would
be eligible for discount, but that butter is not an
agricultural product in its raw state and that
consequently notes covering advances to those
engaged in the commercial production of butter
from cream purchased from others would not
be eligible for discount.®®

Some years later, as has been noted in Chap-
ter 4, the Board reversed its previous position
regarding the eligibility of finance paper for
discount. Since 1937, not only agricultural fac-
tors’ paper but any paper the proceeds of which
are to be loaned to third persons has been
eligible for discount if thc proceeds are ulti-
mately to be used for commercial, agricultural,
or industrial purposes. Consequently, the gen-
eral revision of the regulation adopted by the
Board in 1973 does not include any provision
relating specifically to factors™ paper.

PAPER OF COOPERATIVE MARKETING ASSOCIATIONS

By 1923 cooperative marketing associations
had assumed considerable importance as agen-
cies for enabling farmers to market their crops
to better advantage.®® Normally such associa-
tions were nonstock organizations whose mem-
bership consisted of the producers of the par-
ticular crop that the organization was designed
to market and to which the members delivered
their crops for sale. The commodities were
pooled according to grade, and after all of a
particular pool had been sold by the association
the proceeds were distributed pro rata to the
producers who had contributed to that pool.®

In a number of rulings prior to 1923 =
the Board had held that in some circumstances
notes of cooperative marketing associations
were cligible for discount as agricultural paper,
but that in other circumstances such notes were
not eligible for discount or were eligible only
as commercial paper and therefore must have
a maturity of not more than 90 days. For
example, the Board had held that notes of an
association engaged in packing and marketing

products that it had not grown, the proceeds of
which were used to pay current expenses and to
purchase supplies, were eligible for discount
only as commercial paper.®®
The Agricultural Credits Act of 1923 recog-
nized the essentially agricultural nature of co-
operative marketing associations and, as stated
by Eugene Meyer, “swept away” technical dis-
tinctions based on the legal form in which their
paper was issued.®® A new scction—I13a—
added to the Federal Reserve Act provided that
notes, drafts, and bills of exchange issued or
drawn by such associations should be “decmed”
to have been issued or drawn for an agricultural
purpose if their proceeds were (1) advanced to
their members for an agricultural purpose, (2)
used to make payments to members for agfi-
“cultural products delivered to the associations,
or (3) used to meet expenditures incurred it
connection with grading, packing, preparing
for market, or marketing of any agricultural
products handled by the associations for their
members.

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



After the enactment of the Agricultural
Credits Act of 1923, the Board published a
revised statement of general principles regard-
ing the discount of paper of cooperative market-
ing associations.®> Among other things, this
statement made it clear that the following types
of paper would be eligible for discount as agri-
cultural paper: growers’ drafts accepted by the
associations and covering deliveries of crops, if
the proceeds were used by the growers for
agricultural purposes; growers’ paper used to
finance the carrying of their products for a
reasonable period incident to orderly market-
ing; and paper of the associations to finance
the packing and marketing of the products of
their members, to pay for products purchased
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from their members, or to make advances to
their members for agricultural purposes.

In a revision of its Regulation A, the Board
followed the language of the amended law as
to the eligibility of paper of cooperative mar-
keting associations for discount; however, the
regulation provided that such paper would not
be eligible if the proceeds were used to defray
expenses of organizing the association, or to
acquire warehouses, or to purchase or improve
real estate or other fixed or permanent invest-
ments.®* The 1973 revision of Regulation A
omits the paragraph dealing specifically with
paper of cooperative marketing associations,
but such paper is referred to as constituting
agricultural paper for purposes of discount.

DISCOUNTS FOR FEDERAL INTERMEDIATE CREDIT BANKS

As noted at the beginning of this chapter,
the Agricultural Credits Act of 1923 set up a
system of Federal intermediate credit banks to
make loans to farmers with maturities inter-
mediate between the short-term credit available
through the Federal Reserve Banks and the
long-term credit obtainable from the Federal
land banks, The intermediate credit banks were
authorized to discount agricultural and livestock
paper for State and national banks, agricultural
credit corporations, livestock loan companies,
and cooperative marketing associations, and to
make direct loans to cooperative marketing
associations. The maturity of all such discounts
and advances was limited to a minimum of 6
months and to a maximum of 3 years.

In turn, the Federal intermediate credit banks
were permitted to rediscount their paper with
the Reserve Banks on the same basis on which
agricultural paper in general could be offered
for discount to the Reserve Banks. Thus, to be
eligible for discount, such paper had to be
endorsed by the intermediate credit bank and
had to have a maturity at the time of discount
of not more than 9 months, exclusive of days
of grace. In addition, the Federal Reserve

Board had the right to limit the amount of
paper with maturities of 3 to 6 months and of
6 to 9 months that might be rediscounted by a
Federal Reserve Bank. Furthermore, the new
law specifically provided that no Reserve Bank
should rediscount for a Federal intermediate
credit bank any note bearing the endorsement
of 2 nonmember State bank that was eligible
for membership in the Federal Reserve System.
This was the first instance in which the discount
facilities of the Federal Reserve Banks were
made available to any but member banks of the
Federal Reserve System.

In addition to authority to discount paper
for the intermediate credit banks, the Agricul-
tural Credits Act of 1923 gave the Reserve
Banks authority to buy and sell debentures and
other such obligations issued by the Federal
intermediate credit banks or by the national
agricultural credit corporations provided for in
the same Act, but only subject to the same
limitations as those applicable to the purchase
and sale of farm loan bonds. Farm loan bonds,
under the Farm Loan Act of 1916, could be
bought and sold by the Reserve Banks to the
same extent as State, county, and municipal
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bonds could be purchased pursuant to section
14(b) of the Federal Reserve Act, and that
section prescribed a maturity limitation of 6
months at the date of purchase. Finally, it may
be -noted that the Agricultural Credits Act
added to section 14 of the Federal Reserve Act
a new provision authorizing the Reserve Banks
to purchase and sell in the open market ac-
ceptances of the intermediate credit banks and
the national agricultural corporations whenever
the Federal Reserve Board should declare “that
the public interest so requires.” All of these
provisions relate to purchases by the Reserve
Banks rather than to the discounting and lend-
ing functions of the Banks; they are mentioned
here to indicate the extent to which Congress in
1923 provided for the use of the Federal Re-
serve System in facilitating the operations of
Federal intermediate credit banks and in fur-
thering extensions of agricultural credit.

Discounts for the intermediate credit banks
were made subject to regulations and limitations
to be prescribed by the Federal Reserve Board.
In its 1923 revision of Regulation A,% the
Board required each Federal Reserve Bank, in
discounting paper for any intermediate credit
bank, to “give preference to the demands of its
own member banks” and to have “due regard to
the probable future needs of its own member
banks.” In addition, a Federal Reserve Bank
was prohibited from discounting such paper
whenever its own reserves were less than 50
per cent of its aggregate liabilities for deposits
and Federal Reserve notes in circulation,®® and
the total amount discounted by all Federal
Reserve Banks at any one time for any one
intermediate credit bank was limited to the
amount of the capital and surplus of such
intermediate credit bank.

In 1928 both of these amount limitations
were made less rigid by an amendment to the
regulation allowing them to be exceeded “with
the permission of the Board.” ¢¢ In the 1937
general revision of Regulation A, the limita-
tion on the aggregate amount of discounts by
all Reserve Banks for any one intermediate
credit bank was omitted altogether. In 1955
the other limitation was also omitted, primarily
because the reserves of all Federal Reserve
Banks had for some time been less than 50

per cent of their deposit and note liabilities and
the Board’s permission would therefore be
necessary in all cases. It was specifically pro-
vided that all discounts for intermediatc credit
banks should be made only with the permission
of the Board.®* The 1973 revision of Regulation
A drastically condensed the section regarding
discounts for intermediate credit banks but
without any change in substance.

In the meantime Congress amended the
law to provide the Federal intermediate credit
banks with additional facilities for “acquiring
funds through the Federal reserve system.”
The Act of May 19, 1932,7° authorized the use
of intermediate credit bank dcbentures as col-
lateral for advances by the Reserve Banks to
member banks. In addition, it amended sec-
tion 13a of the Federal Reserve Act to permit
the Reserve Banks to discount for the inter-
mediate credit banks notes payable to such
banks and endorsed by them if the notes had
maturities of not more than 9 months and were
secured by paper cligible for discount by the
Reserve Banks. The purpose of the added au-
thority to discount notes payable to the inter-
mediate credit banks was simply to permit the
discounting of paper representing direct ad-
vances made by such banks to agricultural
associations and other financial institutions.
As explained by Chairman Steagall of the
House Banking and Currcncy Committee, it
was “a piece of lost machinery in the inter-
mediate credit banks” that the committee was
attempting to supply.

In practice, the Reserve Banks do not now
discount paper of Federal intermediate credit
banks. However, under present law the Reserve
Banks are authorized, with the permission of
the Board, to discount for any Federal inter-
mediate credit bank (1) paper meeting the
regulatory definition of agricultural paper and
(2) notes payable to such intermediate credit
bank that represent loans made by it and that
are secured by any paper eligible for discount
by the Reserve Banks. In either case, the papef
must be endorsed by the intermediate credit
bank, must have a maturity of not more than
9 months at the time of discount, and must not
bear the endorsement of a nonmember State
bank. No amount limitation is prescribed.
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Bankers’ Acceptances

GENERAL CONSIDERATIONS

PURPOSES

In authorizing extensions of Federal Reserve
credit on commercial and agricultural paper,
the original Federal Reserve Act sought to
?rovide a broader market for well-known exist-
Ing types of paper. In contrast, the provisions
of the Act with respect to bankers’ acceptances
had as their objective the development of a
market for what was then considered a new
type of commercial paper in the United States,
and it is clear that their underlying purpose was
to stimulate U.S. foreign trade.

The unimportant role of U.S. banks in the
financing of foreign trade had been deplored by
the National Monetary Commission in its 1912
Teport.! When the House Banking and Currency
Committee reported the Glass bill on the Fed-
El‘azl Reserve in 19132 it stated that in the
opinion of expert bankers the “acceptance form
of loan,” which was very common in Europe,
could “be applied in the United States to ex-
cellent advantage.” To remedy the situation, it
————

For NOTES AND REFERENCES, see pp. 254-57.

was proposed to give national banks express
authority to accept drafts and bills of exchange
and, in addition, to authorize the Federal
Reserve Banks to discount such acceptances,
subject in both cases to limitations on maturity
and amount.

The major purpose of these provisions was
to permit the financing of foreign business
through U.S. markets rather than through for-
eign markets, particularly the London market.
Mr. Phelan said: *

Taken in connection with the permission to
establish foreign branches it means that our
importers and our exporters shall no longer be
dependent upon London, and that they shall
be freed from the annual tribute which they
have been required to pay London bankers.

This purpose was more fully explained by
Senator Swanson: *

* * * This country, having no system of
acceptances in vogue by banks, has been com-
pelled to resort to the foreign system in order
to conduct our foreign business. All of our
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transactions in exportation and importation of
goods is thus conducted in foreign money
centers. The bankers and their customers in
this country have to pay immense sums
annually for this accommodation. The re-
serve banks, by being permitted to rediscount
the acceptances of member banks, will soon
do this class of business to the great benefit of
the banks and their customers, and result in
the saving of many millions of dollars annu-
ally, * * =

The greater marketability of paper accepted
by well-known banks was emphasized by Sena-
tor Weeks in referring to the acceptance pro-
visions of the bill: °

* % * If the merchant made a promissory
note, he might find it necessary to pay 5 per
cent for that money; but if he draws on a
well-known bank or a well-known banker, he
may be able to sell his paper on a 4 per cent
basis. * * *

For that reason, we undoubtedly will see
a lower interest rate to every man who has a
broad credit as a result of this system. That
is the kind of paper that will not only go in
our own reserve banks and be available as a
basis for circulation, but it is the kind of
paper that will give our business men a
world-wide credit.

With the financing of foreign trade in mind,
the Glass bill authorized national banks to
accept, and the Federal Reserve Banks to dis-
count, only acceptances based upon the impor-
tation or exportation of goods. Mr. Glass
remarked during the debates in the House that
this limitation had “been complained of by
many of those who believe that its extension to
domestic operations would be highly advan-
tageous to industry.” ¢ Indeed, the Senate was
opposed to the limitation; both the Owen bill
and the Hitchcock bill would have covered
acceptances growing out of domestic as well as
foreign transactions. In the conference on the
bill, however, the House conferees prevailed
and the reference to domestic shipments was
omitted.

On the very day on which the Act was finally
approved, Senator Bristow asked why the ref-
erence had been cut out and why the dealer

in foreign merchandise should be “given an
advantage over the dealer in domestic mer-
chandise on exactly the same kind of paper.”
Senator Owen replied that he had yielded with
“very great reluctance” on this point, but that
the House conferees had demanded its omission
on the ground “that small banks were apt to
abuse the right of selling their credit in the
way of acceptances by accepting domestic bills
in default of any accommodation they could
extend at the time because of their then re-
sources.”” It was not until 1916 that the
acceptance provisions were broadened to cover
domestic transactions. How this came about will
be discussed later.

EARLY ENCOURAGEMENT
BY THE BOARD

Recognizing the novelty of acceptances, the
Federal Reserve Board proceeded cautiously
after the enactment of the original Federal Re-
serve Act. In issuing its first comprehensive
regulation on the subject, the Board in April
1915 observed: *©

* * * The acceptance is still in its infancy
in the field of American banking. How rapid
its development will be can not be foretold;
but the development itself is certain. Oppor-
tunity is given by the Federal reserve act to
assist the movement in this new direction; the
present regulations are to be regarded as 2
first step and will be extended as circum-
stances and a reasonable regard for the other
uses and needs of the credit facilities of the
Federal reserve system may warrant.

At the same time, the Board called attention
to the highly desirable character of bankers’
acceptances and stated that they would be dis-
counted at a preferential rate, as follows: *

The acceptance is the standard form of
paper in the world discount market and both
on this account and because of its acknowl-
edged liquidity universally commands 3
preferential rate. By reason of its being
readily marketable it is widely regarded as 2
most desirable paper in the secondary r¢-
serves of banks and will help to provide an
effective substitute for the “call loan.”
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In the fall of 1915, when the Board amended
its regulations to relax provisions prohibiting
the renewal of acceptances, the Board de-
clared:

It has been the aim of the Board to do
everything in its power to create for the
American acceptance, that is, doliar exchange
[not to be confused with dollar exchange
acceptances authorized the following year],
a dominating position in the world market.
* * * In widening somewhat the facilities
of Federal reserve banks in dealing with
American bankers’ acceptances, the Board is
attempting to give the member banks a
larger opportunity for developing their sphere
of usefulness in this respect.

By the latter part of 1916, the System’s policy
of encouraging bankers’ acceptances began to
show results. The Board was able to say: *

There can be but little doubt that the law
permitting national banks to accept drafts
based upon foreign-trade transactions has
been a most helpful factor in the recent move-
ment of our foreign trade. Dollar acceptances
[still not to be confused with dollar exchange
acceptances] are now becoming known in
almost all parts of the world, and are bound
to prove a most powerful instrument in pro-
moting and facilitating the commercial rela-
tions between this country and our foreign
markets, where commercial credit has to be
extended by our exporters desirous to enter

these markets in competition with European
houses, * * *

The movement to encourage an acceptance
market continued despite the intervention of
World War I. In its Annual Report to Congress
for 1919, the Board, after noting that there was
not in this country any broad acceptance market
Such as existed in London, went on to say: **

* * * The development of such a market
is necessarily a slow process and the burden
of its support has fallen during the year 1919,
as in previous years, upon the Federal Re-
setve Banks. ‘This condition will doubtless
continue until banks generally begin to invest
funds temporarily idle in acceptances and
until this method of employing funds appeals
to the private investor. * * *
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In the following year, the Board reported to
Congress that “appreciable progress” had been
made in the development of a market for
bankers’ acceptances and that the Federal
Reserve Banks continued to be “the greatest
influences” in that market.’

These statements by the Board are significant
as indicating the attitude of the System toward
bankers’ acceptances during the earlier years.
The System’s policy of encouragement was
reflected in preferential discount rates. At the
same time, the novelty of acceptances in U.S.
banking was evidenced by the numerous rulings
and interpretations issued by the Board during
those years. In fact, a major part of the inter-
pretations of the Board published in the Federal
Reserve Bulletin before 1924 related to bank-
ers’ acceptances.

After 1923, however, the emphasis placed on
bankers’ acceptances gradually diminished.
Since then, there has been no change in the
law on this subject. No change has been made
in the Board’s Regulation C relating to the
making of acceptances by member banks (see
Appendix C) since 1946, and provisions of
Regulation A regarding the discounting of ac-
ceptances by the Reserve Banks were drastically
condensed in the 1973 revision of that regula-
tion. Only in recent years has interest in bank-
ers’ acceptances revived, with some evidence
of resurgence in the acceptance market.*

DEFINITION

An excellent nontechnical definition of a
banker’s acceptance is set forth in the following
excerpt from an article that appeared in a 1955
issue of the Federal Reserve Bulletin, to which,
incidentally, the reader is referred for a good
summary of the development of bankers’ ac-
ceptances in the United States: **

A banker’s acceptance is a time bill of
exchange (frequently called a time draft)
drawn on and accepted by a banking institu-
tion. By accepting the draft the bank signifies
its commitment to pay the face amount at
maturity to anyone who presents it for pay-
ment at that time. In this way the bank
provides its name and credit and enables its
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customer, who pays a commission to the ac-
cepting bank for this accommodation, to
secure financing readily and at a reasonable
interest cost. For investors, bankers’ accept-
ances represent short-term private paper with
a maximum degree of safety and liquidity,
comparable to that enjoyed by Treasury bills.

Bankers' acceptances have been utilized in
the United States and abroad in part to
finance domestic transactions but primarily in
transactions related to international trade.
Buyers and sellers engaged in foreign trans-
actions are apt to be less well known to each
other and the shipping time is longer than is

usually the case in domestic transactions.
L I

Somewhat more legal in nature was the
definition stated by the Board in its 1915
regulations. There the term “acceptance” was
defined as: ¢

* * = g draft or bill of exchange drawn to
order, having a definite maturity, and payable
in dollars, in the United States, the obligation
to pay which has been accepted by an
acknowledgement written or stamped and
signed across the face of the instrument by
the party on whom it is drawn; such agree-
ment to be to the effect that the acceptor will
pay at maturity according to the tenor of such
draft or bill without qualifying conditions.

In a separate place, the regulation provided that
an acceptance, in order to be eligible for dis-
count, must have been made by “a member
bank, nonmember bank, trust company, or by
some private banking firm, person, company,
or corporation engaged in the business of ac-
cepting or discounting.” If it met these require-
ments, the acceptance was to be considered a
“banker’s” acceptance.!?

The definition was simplified in the Board’s
1916 revision of Regulation A. There the term
“banker’s acceptance” was defined simply as
“a draft or bill of exchange of which the ac-
ceptor is a bank or trust company, or a firm,
person, company, or corporation engaged in the
business of granting bankers’ acceptance
credits.” #

Four years later the definition was changed
to make it clear that an eligible acceptance
could be payable either in the United States or

abroad and either in dollars or in some other
money.” This was a reversal of the position
taken by the Board in 1915 that the instrument
must be one payable in dollars in the United
States.

The Board’s present Regulation A, as dras-
tically revised in 1973, omits any definition of
a banker’s acceptance.

In construing its earlier regulatory definition,
the Board made it clear that an acceptance must
be made by the party upon which it is drawn.
For example, a draft drawn upon a land com-
pany but accepted by a bank cannot properly
be considered a banker’s acceptance.*®

It should be noted, however, that the defini-
tion did not require that the acceptor be a bank.
If the acceptor was in the habit of carrying on
some acceptance business, its acceptances quali-
fied as bankers’ acceptances.?! In pursuance of
the policy of developing a U.S. acceptance busi-
ness, the Board in 1918 announced that ac-
ceptances of *‘acceptance corporations” should
be considered on the same basis as those of
prime private bankers and should not be dis-
criminated against.??

ACCEPTANCE AUTHORITY OF
MEMBER BANKS

It seems reasonably clear that the framers of
the original Federal Reserve Act assumed that
national banks lacked authority to accept time
drafts, The House committee report stated that
the acceptance business was “a new form of
business heretofore forbidden to national
banks.” ** Mr. Phelan observed in the House
that “under our national banking laws national
banks are not permitted to accept drafts or bills
of exchange.” 2* In the Senate, Senator Swanson
declared that the bill would “open up a new
field of business for our national banks.”*

Following enactment of the original Act, the
Federal Reserve Board on several occasions
expressed the view that national banks had no
acceptance powers prior to 1913,2¢ and it ap-
pears that the Comptroller of the Currency took
the same position for many years. In 1963,
however, the Comptroller sharply reversed that
position and ruled that national banks were not
limited by the Federal Reserve Act as to the
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kinds of acceptances they might make in financ-
ing credit transactions; this ruling was based
largely on the ground that the making of ac-
ceptances constituted an essential part of the
general banking powers authorized in the Na-
tional Bank Act.*

Although the provisions of the original Fed-
eral Reserve Act were in terms of authorizing
any member bank to make acceptances of the
kinds therein described, they were obviously
not intended to confer any new authority upon
State member banks since State banks derive
their powers from State law, Nevertheless, the
provisions could reasonably have been inter-
preted as limiting State member banks, as well
as national banks, to the types of acceptances
described in the Act. Although the Act ex-
pressly provided that State banks joining the
System should retain their charter and statutory
rights as State banks, this reservation was made
subject to the provisions of the Federal Reserve
Act, In the form in which the bills passed both
Houses of Congress, the acceptance provisions
referred only to national banks; but the con-
ference committee changed the words “national
bank” to “member bank.” Although no ex-
planation was given for this change, it seems
likely that it was intended to limit State member
banks, as well as national banks, to the making
of acceptances of the kinds specified.

Despite these considerations, the Board’s
General Counsel in 1923 stated that the Board
had “always taken the position that a State
bank becoming a member of the Federal reserve
System is not limited as to the character of
acceptances which it may make by the permis-
Sive provisions of section 13.” ** At the same
t}m-t‘,, that opinion stated that the quantitative
limitations of the Act with respect to bankers’
acceptances—limitations on the amount of ac-
ceptances for any one customer and on the
ageregate amount of acceptances—were appli-
cable to State member banks as well as to
national bapks,

Qn the assumption that the provisions of
sectxgn 13 of the Federal Reserve Act limiting
the kinds and amounts of acceptances that could
be made by member banks applied at least to
national banks, if not to State member banks,
the Board since 1917 has had outstanding its
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Regulation C, regarding the making of bankers’
acceptances, in addition to Regulation A, gov-
erning the discounting of acceptances by the
Reserve Banks, If national banks and State
member banks are governed only by the amount
limitations of the law and not by the qualitative
limitations, it is questionable whether Regula-
tion C continues to serve any useful purpose.

DISCOUNTING AUTHORITY OF
FEDERAL RESERVE BANKS

Whatever may be the situation as to the
authority of national banks or of State member
banks to make acceptances, the Federal Re-
serve Banks are authorized by section 13 of
the Federal Reserve Act to discount only
bankers’ acceptances of the kinds thereinafter
described.®® Consequently, in order for any
acceptance to be eligible for discount, it must
mect all the requirements of the seventh or the
twelfth paragraph of section 13 with respect to
the acceptance authority of member banks,
those as to kind as well as those as to maturity
and amount. In addition, it must also meet two
special requirements for discount by the Re-
serve Bank. First, it must have a maturity at
the time of discount not less than that specified
by the statute, and this requirement as to
maturity for discount purposes must be care-
fully distinguished from the maturity require-
ments prescribed as a condition to the authority
of member banks to make acceptances. Second,
it must be endorsed “by at least one member
bank.” Until 1916, an acceptance had to com-
ply with separate limitations as to amount,
different from those imposed on the discount-
ing authority of member banks; however, these
limitations are no longer prescribed.

Requirements as to kind, maturity, and
amount will be treated in subsequent sections
of this chapter. The requirement as to endorse-
ment may appropriately be considered here in
connection with the general nature of the Re-
serve Banks’ discounting authority.

As to discounts of other types of paper, the
law authorized a Federal Reserve Bank to
discount the paper if endorsed by any of “its”
member banks. An acceptance, however, was
required by the law only to be endorsed by “at
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least one member bank.” Noting the difference,
the Board in 1915 held that it was immaterial
whether the offering member bank was located
in the district of the Reserve Bank making the
discount or in some other district; in other
words, a Reserve Bank could discount bankers’
acceptances for any member bank wherever
located.* This inconsistency prevailed until
1937 when, in revising Regulation A, the Board
provided that a banker’s acceptance could be
discounted by a Federal Reserve Bank only for
one of “its member banks,” though the regula-
tion still, rather ambiguously, required the
acceptance to bear the endorsement of “a
member bank.” #* The present regulation au-
thorizes a Reserve Bank to discount for a
member bank, which must, of course, be one
of its own members, bankers’ acceptances en-
dorsed by “the member bank.” Thus, despite
the discrepancy in the law, a Reserve Bank now
may discount acceptances only for its own
member banks.

The Board’s discount regulations have always
included a provision to the effect that a Federal
Reserve Bank must satisfy itself as to the eli-
gibility of any paper offered for discount. In
the case of bankers’ acceptances, however, a
special provision as to evidence of eligibility
was once considered necessary, As amended in

1916, Regulation A specifically provided that if
the bill did not itself evidence the character of
the underlying transaction, cvidence of the eli-
gibility of a banker's acceptance might consist
of a stamp or certificate affixcd by the acceptor
in a form satisfactory to the Reserve Bank.*
In 1937, a footnote was inserted in the regula-
tion requiring the accepting bank to obtain
“substantiating evidence” as to the eligibility of
the underlying transaction in the case of accept-
ances based on import or export transactions,
but this requirement was omitted in 1955, pre-
sumably as unnecessary. No provisions regard-
ing evidence of cligibility of bankers’ accept-
ances are included in the revision of the regula-
tion adopted in 1973,

Even if legally eligible for discount, a bank-
er’s acceptance, like any other kind of eligible
paper, does not have to be discounted by the
Reserve Bank to which it is offered for discount.
The discount authority of the Reserve Banks is
not mandatory but discretionary. Thus, in an
early ruling the Board held that a draft drawn
by an American exporter upon a foreign buyer
and accepted by the buyer may be technically
eligible for discount, but that the Reserve Bank
may nevertheless, in its discretion, decline to
discount such an acceptance on the ground that
it is not a desirable investment.?*

IMPORTATION AND EXPORTATION OF GOODS

CONNECTION WITH IMPORT
OR EXPORT

The original Federal Reserve Act authorized
member banks to make, and Federal Reserve
Banks to discount, only one type of banker’s
acceptance: acceptances “growing out of the
importation or exportation of goods.” As has
been indicated, the framers of the Act thought
of the acceptance mechanism chiefly as a means
of financing foreign trade, hoping that the ac-
ceptance authority, along with the authority
given national banks to establish foreign

branches, would serve to improve the position
of the United States in the world market.
Aside from the rather vague requirement
that acceptances should grow out of import of
export transactions, the law made no attempt
to describe or limit the kinds of transactions
that might give rise to eligible acceptances. In
its first regulation on the subject the Board
required only an indication (on the face of the
acceptance) that the proceeds “were used or are
to be used in connection with a transaction in-
volving the importation or exportation of
goods.” * In 1915, becoming a little more
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specific, the Board changed the regulation to
require the draft to be drawn either by a com-
mercial, industrial, or agricultural concern “di-
rectly connected” with the shipment of goods
involved or by a banker; in the latter event the
“goods” were required to be “clearly specified”
in the agreement with the acceptor. If the
acceptor were not a member bank, it had to
agree to furnish the Reserve Bank, on request,
with information as to the nature of the trans-
action. In 1916, however, the language of the
regulation was again changed, this time to
require that an accepted bill, to be eligible for
discount, “must have been drawn under a credit
opened for the purpose of conducting, or
settling accounts resulting from,” one of the
three types of transactions described in the
statute.®

The obvious intent of these early regulations
was to insure that a banker’s acceptance had
some close and direct connection with an im-
port or export transaction in order for it to be
considered as growing out of such a transac-
tion. In a number of early rulings, the Board
sought to answer the recurring question of how
close and direct the connection ought to be.

Thus, the mere fact that a draft was secured
by an acceptance based on an import or export
transaction was held by the Board not to be
sqﬂicient to make the draft itself eligible for
discount.*” Similarly, the Board ruled that an
acceptance was too remotely related to an
Import or export transaction if the draft was
drawn by a domestic seller of raw materials on
a domestic manufacturer who had a contract to
export the manufactured products; 3 or if the
draft was drawn by a foreign manufacturer on
a domestic bank to finance the manufacture of
goods to be shipped later to the United States; *
or i_f the acceptance- was intended to finance
foreign retailers in selling goods exported from
the United States.s°

On the other hand, if it were clear that the
draft was actually drawn to finance an export
transaction, the Board held that the acceptance
of the draft would be eligible for discount even
though the goods had not yet been actually
shipped 4 or even though there had been a
delay in shipment.** As a matter of fact, the
Board went so far as to hold that, if there had
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been a bona fide contract for the export of
goods, drafts drawn to finance such export con-
tinued to be eligible throughout their life as
drafts growing out of an export transaction
even though, because of freight rates and ship-
ping conditions, the goods were never actually
shipped abroad.**

Thus, although the Board adopted a liberal
view with respect to acceptances made prior to
shipments, it was more conservative, at least at
first, with respect to acceptances made after the
shipment was completed. In 1917, it ruled that
after goods had been imported and they were
lying on the docks, any new transaction would
be simply a domestic transaction.** Similarly, in
1926, the Board held that a national bank could
not legally accept drafts after the underlying
import or export transactions were completed.**
In the following year, however, the Board con-
cluded that these and other previous rulings
were unnecessarily strict interpretations of the
law and that the statute was susceptible of “a
more liberal interpretation which would facili-
tate the financing of our foreign trade.” It ruled,
therefore, that acceptances might properly be
considered as growing out of the importation
or exportation of goods if they were drawn to
finance the sale and distribution on usual credit
terms of imported or exported goods into the
channels of trade, whether or not the bills were
accepted after the physical importation or ex-
portation had been completed.’® This ruling
opened up a broader field for the use of bankers’
acceptances than had previously existed.*!

CONTRACT AND SHIPPING
DOCUMENTS

The two things that normally afford the best
evidence that a banker’s acceptance grows out
of an import or export transaction are the
existence of a contract for the shipment of
goods and the documents relating to their
shipment.

At an early date the Board held that the
accepted draft must have been drawn by, or at
the instance of, a person with a contract to ex-
port or import goods.*8 However, if the goods
had been actually shipped and shipping docu-
ments were attached to the draft at the time of
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its acceptance, the existence of a contract for
export was not essential.*®
In a 1918 ruling the Board announced certain
principles to be applied in determining whether
an acceptance grew out of an export transaction
in the case of a dealer who was engaged in the
purchase of the same kind of goods for both
export and' domestic use. The agreement be-
tween such a dealer and the accepting bank was
required to show (1) that the dealer had a
contract for the export of the goods, (2) that
the amount of the drafts would not exceed the
amount involved in the export transaction, and
(3) that the proceeds of the drafts would be
used in connection with the export transaction.
In addition, it was required that the proceeds
of the sale be applied in payment of the accept-
ance, unless the dealer had placed the bank in
funds to meet it at maturity or had secured the
acceptance in the manner required for domestic
acceptances, that is, by shipping documents,
warehouse receipts, or similar documents secur-
ing title to readily marketable staples.?®
This ruling, however, was superseded 2 years
later when the Board, in its 1920 revision of
Regulation A, undertook to specify the cir-
cumstances that must be present for an accept-
ance to be considered as growing out of the
importation or exportation of goods.* The
regulation stated that it was not necessary that
shipping documents be attached or that the
drafts cover “specific goods” *2 in existence at
the time of acceptance. But the regulation re-
quired either (1) that shipping documents be
attached when the draft was presented for ac-
ce!)tance, or (2) if the goods had not been
shipped, that there be a contract for their im-
port or export within a specified and reasonable
time and that the customer agree to furnish the
accepting bank in due course with shipping doc-
un.lents covering the goods or with exchange
arising out of the transaction being financed.,
These requirements, as interpreted by the
Board, meant that it was no longer sufficient,
as had been indicated in the 1918 ruling, for
the acceptance to be secured by documents
covering goods not intended for export; a
dealer engaged in both domestic and foreign
transactions was now required to furnish the
accepting bank with shipping documents cover-

ing the goods to be exported if the acceptance
was to be cligible as onc growing out of an
export transaction.*® The regulatory provision
permitting the dealer to furnish cxchange arising
out of the transaction was meant as an altcrna-
tive to the fumishing of shipping documents
only in the case of import transactions.

When the regulation was next revised in
1922, the detailed provisions of the 1920 regu-
lation with respect to the alternative necessity
for cither a contract or shipping documents, as
well as the other requirements as to import and
export transactions, were omitted. The Board
stated, however, that their climination was only
for simplification and that thc Board was not
reversing or modifying any of its prcvious rul-
ings regarding acceptances growing out of the
importation or cxportation of goods insofar as
they had been interpretative of the law or had
laid down broad gencral principles, which “as a
result of long expericnce in the ficld of inter-
national banking, [were] recognized as cssential
in the proper conduct of the acceptance busi-
ness.” “* Apparently, the Board felt that a regu-
latory statement of these general principles was
no longer neccessary. It observed:

Those American banking institutions which
have large demands for acceptance credits in
foreign transactions have by this time had
considerable experience in this field, and the
former detailed regulations are no longer
thought necessary. Morcover, it is believed
that the general advancement of foreign
trade, with the rtesulting benefit to the agri-
cultural and commercial interests which are
largely dependent upon foreign markets, can
be furthered most cffectually at the present
lime by the substitution of this simpler regu-
lation applicable to acceptances in export and
Import transactions,

Since 1922, neither Regulation A nor Regu-
lation C has contained any provisions describing
or limiting the import and export transactions
that may be made the basis for bankers® ac-
ceptances, except that, until 1955, Regulation A
continued to carry the general requirement that
an acceptance should be drawn under a credit
opened for the purpose of conducting or scttling
accounts resulting from one of the three types
of transactions described in the law.
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GEOGRAPHIC COVERAGE

Soon after the enactment of the original Act
question arosc as to what was meant geographi-
cally by the phrasc “importation or ¢xportation
of goods.” In 1915 the Board’s General Counsel
cxpressed the view that it covered not only
shipments of goods between the United States
and foreign countries but also shipments be-
tween two foreign countrics and shipments
between the United States and Puerto Rico, the
Canal Zone, or the Philippines.> However,
because Hawaii was then an integrated territory
and subject to all laws of the United States, he
held that shipments between the United States
and Hawaii were domestic shipments and could
not, therefore, be regarded as shipments involv-
ing the importation or cxportation of goods.
This, of course, was before the law was changed
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to authorize acceptances based upon domestic
shipment of goods. (It was also, of course, long
before Hawaii became a State.)

When Regulation A was revised after the
amendments made by the Act of September 7,
19186, it specifically covered acceptances arising
out of transactions involving shipments between
the United States and any foreign country,
between the United States and any of its “de-
pendencies or insular possessions,” or between
foreign countries.®® In 1923 the regulation in-
cluded mention of an additional category of
shipments—those between dependencies or in-
sular possessions and foreign countries.’* The
same four categories of shipments are covered
by the Board’s regulations today, although since
February 15, 1955, they have been specifically
described not in Regulation A but in Regulation
C, governing acceptances by member banks.5

DOMESTIC SHIPMENTS

EXTENSION OF LAW TO COVER
DOMESTIC SHIPMENTS

The original Federal Reserve Act, as has
been noted, contained no authority for the mak-
ing or discounting of bankers’ acceptances cov-
ering domestic shipments of goods. Some mem-
bers of Congress could sec no good reason for
authorizing foreign but not domestic accept-
ances, but the majority apparently felt that, in
view of the novelty of the acceptance device in
this country, acceptances against domestic ship-
ments might be abuscd by the smaller banks.
By 1916, however, sentiment had changed. The
Statute was amended to authorize member
banks to accept drafts or bills “which grow out
of transactions involving the domestic shipment
of goods provided shipping documents convey-
ing or securing title are attached at the time of
acceptance,” *°

The amendment had been recommended by
the Board in its 1915 Annual Report® as
follows:

The acceptance system, provision for which
is made in foreign trade operations by the
Federal Reserve Act, should be extended to
the domestic trade in so far as relates to
documentary acceptances secured by shipping
documents or warehouse receipts, covering
readily marketable commodities or against the
pledge of goods actually sold.

There can be but little question of the
safety of such acceptances, and their use will
tend to equalize interest rates the country
over and help to broaden the discount market.

In explaining the purpose of the amendment
in Congress, Scnator Owen stated:

The purpose of that is to permit a limited
use of domestic acceptances where those ac-
ceptances are covered by documents convey-
ing or securing title to readily marketable
staples, and then confining it further, so that
the bank may not make acceptances to over
10 per cent of its paid up and unimpaired
capital stock to any particular individual,
company, firm, or corporation.* * *
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The amount limitation referred to by the
Senator will be discussed at a later point. His
statement is significant here because it reflects
a feeling of caution in extending the law to
permit banks to make acceptances in domestic
transactions.

PURPOSE OF FINANCING

Promptly after the 1916 amendment to the
law authorizing domestic acceptances, the
Board revised its Regulation A to cover bank-
ers’ acceptances under the new authority.®*
However, the revised regulation did no more
than paraphrase the requirements of the statute
that such acceptances must grow out of the
domestic shipment of goods and that shipping
documents must be attached at the time of
acceptance.

In some early rulings the Board took the
position that, in order to be eligible, the ac-
cepted draft must have been drawn solely for
the purpose of financing the shipment and that
if the effect was merely a straight loan to the
drawer, even though secured by bills of lading,
the draft could not be eligible for acceptance.s3
In other rulings the Board similarly held that
acceptances covering financing for a period
longer than the period of shipment were ac-
tually designed to provide working capital and
so were not eligible.®+

In 1929, however, the Board held that when
a 90-day bill was accepted by a bank and the
proceeds were used to pay a sight draft accom-
panied by a bill of lading covering a shipment
of staples, the acceptance was eligible for dis-
count even though 90 days were not required
for completion of the shipment, provided the
maturity was consistent with the “usual and
customary” credit time prevailing in the particu-
lar business.*> The Board stated that this ruling
superseded, to the extent of any inconsistencies,
previous rulings regarding the use of accept-
ances to furnish working capital.

SHIPPING DOCUMENTS

As a condition both to the acceptance by
member banks of drafts growing out of domes-
tic shipments and to the discounting of such

acceptances by the Federal Reserve Banks, the
law requires that shipping documents “convey-
ing or securing title” shall be “attached at the
time of acceptance.” In applying this condition,
the Board has held that the term “shipping
documents” includes cither an order bill of
lading or a straight bill of lading, even though
the protection afforded by a straight bill is not
absolute; but that freight rececipts or mecre
copies of original bills of lading arc not suffi-
cicnt.®® _

Since the law requires attachment of shipping
documents at the time of acceptance, a draft
cannot be accepted before the bills of lading
covering a shipment have been issucd.®” But
physical attachment is not necessary; it suffices
if the documents are in the posscssion of the
accepting bank or its agent at the time of
acceptance.®®

Although shipping documents arc necessary
at the time of acceptance, they need not, and
normally would not, be retained by the accept-
ing bank throughout the life of the acceptance.”
Obviously, such documents must be surrendered
in order for the customer to consummate the
transaction involved, However, the Board once
pointed out that when the documents have to
be released after acceptance, banking prudence
requires that the accepting bank should protect
itself by obtaining cither a trust reccipt or an
agreement that the proceeds of the sale will be

deposited with the bank when they become
available.?

GEOGRAPHIC LIMITATION

The 1916 amendment authorizing accept-
ances growing out of the domestic shipment
of goods did not definc what was mecant by
a domestic shipment, nor did the Board by
regulation or ruling undertake to define the
term prior to 1946. Presumably it was under-
stood that domestic was simply the opposite
of foreign and that the amendment referred to
shipments within the United States. This was
confirmed in the Board’s 1946 revision of Regu-
lation C, when previous language referring to
domestic shipments was changed to refer t0

the “shipment of goods within the United
States.” 7
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STORAGE OF STAPLES

PURPOSE OF TRANSACTION

When the law was amended in 1916 to
authorize acceptances growing out of the do-
mestic shipment of goods, an additional type
of acceptance was also authorized, namely,
acceptances “which are secured at the time of
acceptance by a warehouse receipt or other
such document conveying or securing title
covering readily marketable staples.” The pur-
pose of this third class of commercial banker’s
acceptance was to facilitate the carrying of
goods held in storage pending sale, shipment, or
distribution into the process of manufacture.

If the draft, even though secured by a ware-
house receipt, was actually drawn to carry
goods for speculative purposes or for an in-
definite period of time without any purpose
to self, ship, or manufacture within a reasonable
time, it was not eligible for acceptance; such a
draft was regarded by the Board as merely a
cloak to evade the limitations of the law on
the amount which a national or a State member
bank could lawfully lend to one person.’

By the same token, if the real purpose of a
Proposed acceptance credit based on the storage
of cotton at a mill was to provide the mill with
working capital rather than to finance the sale
of the cotton by a cotton broker to the mill or
temporary storage thereof pending sale, such
an acceptance was considered improper.™
Similatly, drafts drawn to finance a manu-
facturer pending the manufacture and ultimate
sale of the goods as a finished product were
held ineligible for acceptance because the drafts,
although accompanied by warehouse receipts,
were not drawn to carry the goods covered by
such receipts pending a reasonably immediate
sale or distribution.?

WAREHOUSE RECEIPTS AND
OTHER SECURITY

The statute requires that an acceptance cov-
erm§ the storage of readily marketable staples
secured at the time of acceptance by a

warchouse receipt or other such document con-
veying or securing title” to such staples. By
regulation and interpretation the Board has laid
down certain conditions as to the form of
the security for such acceptances, the independ-
ence of the warehouseman from the borrower,
and the substitution and release of the security.

As to what constitutes a warehouse receipt
or other such document, the Board by regula-
tion in 1920 provided that the security for the
staples involved must take the form of a
“warehouse, terminal, or other similar receipt,
conveying security title to such staples, issued
by a party independent of the customer.”**
For this purpose, chattel mortgages on cattle
were not considered security similar to a ware-
house receipt.” However, a receipt issued by
the custodian of buildings in which the staples
were stored could be treated as a warehouse
receipt.”

The principal regulatory requirement was
that the warehouse receipt be issued by a party
completely independent of the borrower; other-
wise the receipt would not effectively convey or
secure title to the staples. This meant that the
borrower should not be in a position to exercise
any control over the goods stored and should
not have access to the premises,” except access
solely for the purpose of inspecting the goods.™
If these conditions were met, the staples could
be stored on property owned by the customer if
they were turned over, under a bona fide lease,
to an independent warehouseman.®® However,
in a case in which the custodians and rep-
rescntatives of the warehouse company were
former employees of the lessor-borrower who
expected to be reemployed by the latter at the
close of the storage season, the Board held
that the requirement as to independence of the
warehouseman was not fulfilled.®* Similarly, if
the warchouse company was organized by the
customer, it must not have been simply a sub-
terfuge to evade this requirement of the regula-
tion.®?

In 1928 Regulation A was amended to make
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it clear that a warehouse receipt covering the
storage of readily marketable staples could be
issued “by a grain elevator or warehouse com-
pany duly bonded and licensed and regularly
inspected by State or Federal authorities with
whom all receipts for such staples and all
transfers thereof are registered and without
whose consent no staples may be withdrawn.” &
Under the statute, bankers’ acceptances se-
cured by warehouse receipts covering the stor-
ape of staples are required to be so secured
only at the time of acceptance, except that if
such acceptances or any other kinds of accept-
ances are made by a member bank for one
customer up to an amount exceeding 10 per
cent of the bank’s capital stock and surplus,
the acceptance must remain secured throughout
its life. In other words, the law does not require
that acceptances within the 10 per cent limita-
tion must remain secured, either with respect
to the acceptance authority of member banks
or the discounting authority of Federal Reserve
Banks. By regulation, however, the Board pro-
vided that acceptances to finance the storage
of staples, in order to be eligible for discount,
must continue to be secured throughout the
life of the acceptance by some form of security
in addition to the customer’s general credit,
whether or not the acceptance exceeded 10 per
cent of the member bank’s capital and sur-
plus.®* This requirement was first included in
Regulation A in 1920.55 If the goods were
withdrawn from storage before maturity, the
regulation permitted the substitution of a trust
receipt or other similar document covering the
goods, provided the substitution was condi-
tioned on a reasonably prompt liquidation of
the credit. To insure compliance, the regulation
provided that, when the original documents
were released, it should be required either (1)
that the proceeds be applied within a specified
time to the liquidation of the acceptance credit,
or (2) that a new document similar to the
original be substituted in a specified time.

PLACE OF STORAGE

At an early date the Board ruled that ac-
ceptances secured by the storage of staples
were eligible for discount even though the

staples were stored in a warehouse in a foreign
country. Such acceptances involved drafts that
were payable in dollars in the United States
and that were drawn abroad and accepted by
U.S. banks.® In 1928 the eligibility for discount
of acceptances covering the foreign storage of
staples was expressly recognized by an amend-
ment to Regulation A that inserted after the
word “storage” the words “in the United States
or in any foreign country.” 5°

MEANING OF “READILY
MARKETABLE STAPLES”

Shortly after the law was amended in 1916
to authorize acceptances secured by the storage
of staples, the Board ruled that the term
“staples” included manufactured goods as well
as raw materials, provided the goods werc non-
perishable and had a wide ready market.®

Three years later the Board defined the term
“readily marketable staple” as follows: ¢

A readily marketable staple may be defined
as an article of commerce, agriculture, or
industry of such uses as to make it the subject
of constant dealings in ready markets with
such frequent quotations of prices as to make
(a) the price casily and definitely ascertain-
able and (b) the staple itself easy to realize
upon by sale at any time.

At the same time the Board suggested that, as
a matter of prudence and protection, banks
should not consider as eligible any staple that
is so perishable as to raise doubts as to whether
its value as security can be maintained at least
for the life of the draft drawn against it.

The definition just quoted was incorporated
in Regulation A in 1920 and, surviving the
years without any change in language, it is
still set forth in a footnote in Regulation C;
however, it was omitted in the 1973 revision of
Regulation A.

In particular instances, the Board ruled that
readily marketable staples included cattle,”
coal,”* cotton and cotton yarns,’? cottonseed,”
flour,®* potatoes,® sugar in bond,?s and wool.*’
In other cases, it held that the term did not
include automobiles and automobile parts and
tires ®* or whiskey or sacramental wine in
bond.#®
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DOLLAR EXCHANGE

NATURE AND PURPOSE

In 1916 Paul M. Warburg, a member of the
Federal Reserve Board, made a trip to South
America. Upon his return, he wrote a letter
to Senator Robert L. Owen, then Chairman of
the Senate Banking and Currency Committee,
recommending that U.S, banks be given author-
ity to accept drafts drawn by foreign bankers
to furnish “dollar cxchange.” ' Mr. Warburg
stated that his attention had been drawn to
the fact that the means of payment employed
by the South American merchant, when settling
his obligations in Europe or in the United
States, was generally not by check but by “the
old established usage—a threc months’ draft on
foreign bankers, primarily British bankers.”
Mr. Warburg then went on to say:

* * = If dollar exchange is to be used as
frecly as sterling exchange, the foreign bank-
ers in these South American countries must
be in a position to draw a three months’ draft
on American bankers as easily as they can
draw it on British bankers.* * *

" & % 3 %

I am fully conscious of the fact that a draft
of this kind, if permitted, might be classified
as closely approaching or being a species of
the finance draft; but to the cxtent as above
qutlined I think this draft has to be sanc-
tioned in order to place our banks on a par
with the British banks and other foreign
Panks operating in South and Central Amer-
ica.

If Congress will trust the Federal Reserve
Board to supervise these transactions and
keep them within proper bounds, 1 believe
that an amendment as here proposed would
temove a great handicap now burdening the
American banks, while any abuse of these
facilities could be stopped at any time by the
Federal Reserve Board.

COng.ress followed Mr. Warburg’s recom-
:Tl:endatlons. The Act of September 7, 1916—
p e same act.that authorized acceptances against

Omestic shipments and storage of staples—

added to section 13 of the Federal Reserve Act
a new paragraph authorizing member banks
to accept drafts or bills of exchange drawn
upon them for the purpose of furnishing dollar
exchange, subject to certain limitations. It was
required that the drafts or bills must have not
more than 3 months’ sight to run at time of
acceptance, It was required that they be drawn,
under regulations prescribed by the Board, by
banks or bankers in foreign countries or de-
pendencies or insular possessions of the United
States for the purpose of furnishing dollar ex-
change “as required by the usages of trade”
in the respective foreign countries, dependen-
cies, or insular possessions. The amendment
further provided that such drafts and bills might
be acquired by Federal Reserve Banks in such
amounts and subject to such regulations, re-
strictions, and limitations as might be pre-
scribed by the Board. Specific limitations were
placed upon the amount of dollar-exchange
drafts that could be accepted by member banks.

In explaining the new type of acceptance in
Congress, Senator Owen said: !

At present exchange passing from the Ar-
gentine to the United States passes through
London by sterling exchange. By this
famendment] it is proposed to permit these
exchanges to be expressed in dollars, so as in
that way to establish a direct communication
between the South American and other for-
eign countries and the United States, and to
make it unnecessary, in transmitting credits,
to transmit them through London in sterling
exchange or through other European coun-
tries in terms of money of the foreign coun-
try through which the éxchanges are trans-
mitted. The purpose is to establish the dollar
exchange, 50 as to make the United States a
financial center for the transaction of foreign
business, and to make this country what it is
destined to be—the financial center of the
world.

Soon after the passage of the 1916 amend-
ment, the Board noted that the custom among
foreign bankers of selling 3-month drafts in
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preference to checks had originated in countries
“where the mail connections were irregular and
the foreign-exchange market was a limited one,
and where it would have been difficult for the
drawing banker to be certain that he could find
a cover against the checks drawn by him in
time to forward it by the same mail, whereas,
in drawing a three months’ draft, he would feel
assured of being able to forward remittances
before his obligation fell due.” 2 In areas
where these conditions did not exist, the Board
felt that dollar-exchange acceptances were not
justified.

As observed by Mr. Warburg, dollar-ex-
change drafts are in the nature of “finance”
drafts, Unlike the so-called commercial accept-
ances discussed in previous sections of this
chapter, dollar-exchange acceptances are not
directly based on underlying commercial trans-
actions. The Board, however, has carefully
sought to limit the use of these acceptances to
the particular species of finance transaction
covered by the statute. It has held, for example,
that they may not be used merely for the
purpose of benefiting from the fact that dollar
exchange is at a premium in the country where
the drafts are drawn.’®® In its 1946 revision of
Regulation C, the Board prescribed the follow-
ing “purpose” limitation: 1

Any such dollar exchange draft or bill must
be drawn and accepted in good faith for the
purpose of furnishing dollar exchange as
required by the usages of trade in the coun-
try, dependency, or insular possession in
which the draft or bill is drawn. Drafts or
bills drawn merely because dollar exchange
is at a premium in the place where drawn or
for any speculative purpose or drafts or bills
commonly referred to as “finance bills” (i.e.,
which are not drawn primarily to furnish
dollar exchange) will not be deemed to meet
the requirements of this section.

In furtherance of this limitation as to pur-
pose, the regulation also provided that the
aggregate of drafts or bills accepted by a
member bank for any one foreign bank or
banker should not exceed an amount which
the member bank would expect the foreign
bank or banker to liquidate through the pro-
ceeds of export documentary bills or from other

sources “reasonably available to such foreign
bank or banker arising in the normal course of
trade.” 195

The principal usefulness of dollar-exchange
acceptances arose from the fact that in some
foreign countries exports of goods were subject
to seasonal variations. This form of acceptance
enabled banks in such countries to provide
dollars to their customers to finance imports
from the United States during scasonally low
export periods, such acceptances to be repaid
with dollars acquired out of the proceeds of
later exports.’°¢ Despite their uscfulness for
this purpose, however, dollar-cxchange accept-
ances never constituted a very large proportion
of the total amount of acceptances made by
member banks under the Federal Reserve Act.

PERMISSION TO ACCEPT
DOLLAR-EXCHANGE DRAFTS

The statute does not specifically provide
that a member bank must obtain the Board’s
permission before accepting dollar-exchange
drafts or that such drafts may be accepted
only when drawn by bankers in countries
designated by the Board. The law does provide,
however, that dollar-exchange drafts must be
“drawn under regulations to be prescribed”
by the Board. Pursuant to this provision, the
Board by regulation has required that a member
bank must have the Board’s prior permission
before it accepts any dollar-exchange drafts
and also that a member bank may accept such
drafts only for bankers in those foreign coun-
tries that have been expressly designated by
the Board.

The Board’s first regulation on this subject
was issued in September 1916 as Regulation
C.1% It provided simply that any member bank
desiring to accept drafts drawn by forcign banks
or bankers should apply to the Board for such
authority, setting forth the usages of trade in
the respective countries in which such banks or
bankers were located; that, if the Board deter-
mined that the usages of trade required, the
Board would so notify the applying bank and
publish in the Federal Reserve Bulletin the
names of the countries approved for this pur-
pose; but that the Board reserved the right
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to modify, or, on 90 days’ notice, to revoke
either its approval as to the particular member
bank or its approval as to any foreign country.

In its contemporaneous revision of Regula-
tion A,'"s the Board stated that the Federal
Reserve Banks were authorized to discount
for member banks dollar-exchange acceptances
made in accordance with Regulation C.

The provisions of Regulation C as first issued,
treating together the authority of member banks
to accept dollar-cxchange drafts and their au-
thority to accept for bankers in specified forcign
countrics, continued unchanged until 1946,
When the regulation was revised in that year,
the two authorities were separated.

As to the authority of member banks to
make dollar-cxchange acceptances, the 1946
Regulation C provided, and continues to pro-
vide, that a member bank must file with the
Board, through the Federal Reserve Bank of
its district, an application for permission to
accept dollar-cxchange drafts.2®® The applica-
tion need not be in any particular form, but it
must show “the present and anticipated need”
for the authority requested. The Board reserves
the right to rescind any such permission after
not less than 90 days’ notice in writing to the
bank affected.

DESIGNATED COUNTRIES

Since the Jaw permitted dollar-exchange ac-
teptances only with respect to those countries
I which such acceptances werc required by
the usages of trade, the Board felt it necessary
o assume the responsibility for determining
what particular countrics met this requirement.
As already noted, in its first regulation on the
Subject the Board required any member bank
applying for permission to accept dollar-cx-
change drafts to sct forth the usages of trade in
the countries for which it desired to accept
such drafts, and the Board stated that it would
Publish in the Federal Reserve Bulletin the
fames of the countries approved by it for this
purpose.

Late in 1916 the Board published examples
of letters written by it to member banks ap-
Proving and declining to approve certain foreign
Countries as eligible for dollar-exchange
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drafts.!® It quoted a letter declining to approve
England and France for this purpose, because
it appeared that there was “no difficulty in
securing in London or Paris cable transfers or
checks on the United States.” At the same time,
it indicated that it had given approval to the
acceptance of dollar-exchange drafts for banks
or bankers in Puerto Rico, Santo Domingo,
Costa Rica, Peru, Chile, Brazil, Venczuela,
Argentina, and Bolivia, In 1918, Colombia,
Ecuador, Nicaragua, Uruguay, and Trinidad
were added to the list.”** In 1920, the following
countries were also added: British Guiana,
British Honduras, Cuba, Dutch Guiana, French
Guiana, Honduras, Panama, Paraguay, and
San Salvador.!** Up to this time, only South
and Central American countries (plus Cuba)
had been included in the list. In 1921, however,
the Board designated Australia, New Zealand,
and “other Australasian dependencies.” 11
Finally, in 1922, the list was expanded to in-
clude the French West Indies, Guatemala, and
the Dutch East Indies.’* No countries have
been added to the list since 1922. Also, no
countries have been removed from the list, al-
though the reference to Santo Domingo now
refers to Haiti.

It should be noted that member banks that
have been authorized to accept dollar-exchange
drafts with respect to countries designated by
the Board at the time the authority was granted
also have authority to accept such drafts for
countries subsequently designated by the Board
without the necessity for any further permission
from the Board.'*®

As revised in 1946, Regulation C provided ¢
that member banks having authority to accept
dollar-exchange drafts might accept such drafts
only with respect to the countries specified in
the list published by the Board, but that a
member bank desiring to accept for bankers in
countries not specified in such list might request
the Board to add such countries to the list upon
a showing that the furnishing of dollar exchange
was required by the usages of trade. The regula-
tion also noted that the Board might at any
time, after 90 days’ published notice, remove
the name of any country from such list.

As has been observed, no countries have
been added to or removed from the list since
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1922. Extensive changes have taken place since
that time in the usages of trade in foreign
countries affecting dollar exchange; and unless
the law is construed as authorizing dollar-
exchange acceptances for purposes broader
than those envisaged by Mr. Warburg after his
1916 trip to South America, one may question
whether many—or any-—of the countries desig-
nated by the Board before 1922 as justifying
dollar-exchange drafts actually warrant that
designation under present conditions.

QUESTION REGARDING PRESENT
LEGAL AUTHORITY

An interesting technical question has been
raised as to whether the twelfth paragraph of
section 13 of the Federal Reserve Act—the
paragraph authorizing dollar-exchange accept-
ances-—is still an effective part of the law.

In 1952, when the U.S. Code was revised
under the auspices of the House Judiciary
Committee, the revision omitted the dollar-
exchange paragraph that had previously been
carried in section 373 of Title 12. A note by
the codifier stated that the provisions of this
section had been added to section 5202 of the
Revised Statutes by the Act of September 7,
1916, but had been omitted in the further
amendment made to section 5202 by the Act
of April 5, 1918. For the same reasons, the
codifier also omitted the eleventh paragraph of
section 13 of the Federal Reserve Act, relating
to the right of national banks to act as insurance
agents and real estate loan brokers, which had
previously been carried as section 92 of
Title 12.

Apparently, the basis for the codifier's omis-
sion of these provisions was as follows:

Section 13 of the original Federal Reserve
Act had amended section 5202 of the Revised
Statutes, which limited the aggregate indebted-
ness of national banks, by adding an exception
with respect to liabiities incurred under the
Federal Reserve Act; the amended section 5202
had been set forth in full in section 13 of the
Federal Reserve Act, although without quota-
tion marks.

The Act of September 7, 1916, amended
section 13 of the Federal Reserve Act and, in

doing so, set forth the amended section in full.
However, instcad of quoting the ecntire section
within a single set of quotation marks, the
amending act closed the quotation at the end
of what is now the eighth paragraph of section
13. The ninth paragraph, beginning without
quotation marks, then quoted section 5202 of
the Revised Statutes as it had been amended
by the original Federal Reserve Act and con-
tinued the quotation until the cnd of the revised
section 13, thus making it appear that the
tenth, cleventh, and twelfth paragraphs of sec-
tion 13 were a part of section 5202. Those
paragraphs related, respectively, to the authority
of the Federal Reserve Board to regulate dis-
counts by the Federal Reserve Banks, the
authority of national banks to act as insurance
agents and real cstatc loan brokers, and the
authority of member banks to accept dollar-
exchange drafts. None of thesc paragraphs, of
course, had any relation to the matter covered
by scction 5202 of the Reviscd Statutes—
limitations on aggregate liabilities of national
banks.

Two years later the War Finance Corporation
Act of April 5, 1918, rewrotc scction 5202 in
order to except liabilitics incurred under that
act from the limitation on the aggregate in-
debtedness of national banks. The rewritten
section—naturally enough—did not include the
material contained in the tenth, cleventh, and
twelfth paragraphs of section 13 of the Federal
Reserve Act. Nevertheless, because of the
peculiar placement of quotation marks in the
1916 amendment, the codificr of the 1952
US. Code concluded that the cleventh and
twelfth paragraphs of section 13 had been
repealed by the 1918 revision of scction 5202.
Rather inconsistently, he did not conclude that
the tenth paragraph of section 13 had also been
repealed.

When the matter came to the attention of
the Board in 1954, Chairman Martin wrote 8
letter to the House Judiciary Committee if
which, for reasons set forth in an enclosed
memorandum,!!” he expressed the view that the
omitted paragraphs were still effective 1aW
and suggested that their erroneous omission bé
corrected. However, no action was taken fof
this purpose.
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In January 1958 when the proposed Finan-
cial Institutions Act was being considered by
the House Banking and Currency Committee,
Mr. Patman charged that a provision of the
bill that purported to amend the eleventh para-
graph of section 13 of the Federal Reserve
Act, regarding the authority of national banks
to act as insurance agents, was misleading and,
indeed, was a reflection on the integrity of the
whole bill, because that paragraph had in fact
been “repealed 40 years ago.” ** This led to
a heated debate that partially contributed to
the death of the entire bill in the House com-
mittee,

The debate evoked legal memoranda in sup-
port of the continued legal cffectiveness of the
eleventh paragraph of section 13 and, neces-
sarily, also of the twelfth paragraph relating
to dollar-exchange acceptances. The record
of the hearing contained such memoranda
prepared by counsel for the advisory com-
mittee of bankers that had assisted the Senate
Banking and Currency Committee in its con-
sideration of the bill and by the general counsel
to the Housec Banking and Currency Com-
mittee.'* The record also included a letter from
the Comptroller of the Currency in support of
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the validity of the eleventh paragraph, and the
Comptroller’s letter appended the memorandum
that had been submitted by the Board in
1954.22® A memorandum from the Legislative
Reference Section of the Library of Congress,
submitted by Mr. Patman himself, lent support
to the validity of the questioned provisions of
the law, although it expressed no definite
opinion.'*!

When the U.S, Code was revised in 1958,
the codifier again omitted both section 373 and
section 92 of Title 12. They were omitted again
in the 1970 edition of the U.S. Code.

As was pointed out in the legal memoranda
previously mentioned, repeal of these provisions
was clearly not intended by the 1918 amend-
ment; court decisions since 1918 have assumed
that both provisions continued in effect; and
both the Comptroller of the Currency and the
Board have acted for over 40 years on the
assumption that the provisions are still in
force. For these reasons, it seems abundantly
clear that the codifier’s omission of the provi-
sions from the U.S. Code (which, after all, is
only presumed to be the law) was an error
arising from a too literal regard for quotation
marks.

MATURITIES

ACCEPTANCES BY MEMBER
BANKS

With respect to both maturities and amounts,
the law makes a distinction between commercial
bankers’ acceptances and dollar-exchange ac-
ceptances and also between the authority of
member banks to accept and the authority of
Reserve Banks to discount.

With respect to the acceptance authority of
member banks, the original Federal Reserve
Act provided that such banks might accept
firafts or bills of exchange growing out of the
Importation or exportation of goods only if the
drafts or bills had “not more than six months’

sight to run.” When additional authority for
the acceptance of drafts and bills based on
domestic shipments of goods and the storage
of staples was granted in 1916, this maturity
limitation was not changed, except to exclude
days of grace from the prescribed 6-month
period. The limitation remains the same today:
Commercial acceptances by member banks
may not have a maturity at the time of accep-
tance of more than 6 months, not counting
days of grace.

In its regulations on the subject, the Board
has merely restated the maturity requirement
of the law.*** In some of its early rulings, how-
ever, the Board took the position that certain
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kinds of acceptances, particularly those cover-
ing domestic shipments of goods, should be
even more restricted as to maturity than re-
quired by the law. Thus, it held that a draft
drawn solely to finance a shipment of goods
should not have a maturity greater than that
approximating the period required for the ship-
ment.*?* However, if the draft were drawn to
finance the subsequent sale as well as the ship-
ment of the goods, the Board held that the
maturity of the acceptance need not be limited
to the period of the shipment.’** In a 1929
ruling, the Board took the more liberal position
that, even if the shipment itself covered only
a relatively short time, the draft drawn to
finance it was eligible for acceptance if it had
a maturity consistent with the usual and cus-
tomary credit time prevailing in the particular
business.??*

With respect to the acceptance of dollar-
exchange drafts by member banks, the law
fixes a maximum maturity only half as long
as that fixed for commercial acceptances. As
has been noted, the practice of South American
bankers that had been observed by Mr. War-
burg in 1916 was to draw 3-month drafts;
presumably, it was this practice that led Con-
gress to provide that member banks should
accept only dollar-exchange drafts that have
“not more than three months’ sight to run,
exclusive of days of grace.”

The Board’s regulations have never imposed
any additional limitations on the maturity of
dollar-exchange acceptances, nor has the Board

published any interpretations relating to this
limitation.

DISCOUNT BY FEDERAL
RESERVE BANKS

As distinguished from the 6-month maturity
requirement imposed by the original Federal
Reserve Act upon the authority of member
banks to accept drafts growing out of the
importation or exportation of goods, the Act
authorized the Federal Reserve Banks to dis-
count such acceptances only if they had “a
maturity at the time of discount of not more
than three months.” When in 1916 member

banks were also authorized to accept drafts
based on domestic shipments of goods and
the storage of staples, their eligibility for dis-
count was made subject to the same maturity
requirement, although the requircment was
slightly changed at that time to refer to 3
months” “sight, exclusive of days of grace.”
The Agricultural Credits Act of 1923, for
reasons noted in a previous chapter, liberalized
the maturity requirement as to agricultural
acceptances by permitting such acceptances, if
secured by warchouse receipts or other such
security documents, to have a maturity at the
time of discount of not more than 6 months.
Otherwise, no changes have been made in the
provisions of the original Federal Reserve Act
on this point. To be eligible for discount, all
bankers’ acceptances—dollar exchange as well
as commercial—must have a maturity of not
more than 90 days at the timc of discount,
except that agricultural acceptances may have
maturities of up to 6 months.

Although the Board has never undertaken to
limit further by regulation the maturity limita-
tions placed by the statute on the acceptance
authority of member banks, it has done so with
respect to the maturity fixed by the law for the
discounting of bankers’ acceptances. In its 1920
revision of Regulation A, the Board stated that
although acceptances might legally be dis-
counted with maturities of up to 3 months,
nevertheless a Reserve Bank might decline to
rediscount any acceptance if its maturity “is in
excess of the usual or customary period of
credit required to finance the underlying trans-
action or * * * js in excess of that period
reasonably necessary to finance such transac-
tions.” ¢ As has becn seen, the same principle
was applied by the Board, though in published
rulings rather than regulations, to the maturity
of drafts covering domestic shipments of goods
that were eligible for acceptance by member
banks.1??

With respect to the discounting of accept-
ances based on the storage of readily market-
able staples, the Board’s Regulation A, as re-
vised in 1920, stated that since the purpose of
such acceptances is to permit their temporary
holding pending sale, shipment, or distribution,
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no such acceptance offered for discount should
have a maturity “in excess of the time ordinarily
necessary to effect a reasonably prompt sale,
. shipment, or distribution into the process of
manufacture or consumption.”

These rules adopted in 1920 were still to be
found, unchanged, in the 1955 revision of
Regulation A,*** but they were climinated in
the 1973 revision of the regulation.

RENEWALS

Despite the statutory limitations on maturity,
nothing in the discount provisions of the Fed-
eral Reserve Act precludes the renewal of a
draft accepted by a member bank. However,
the draft must be such as to be eligible for
acceptance at the time of remewal. Thus, in
certain early rulings thc Board held that if a
draft drawn to finance an importation or expor-
tation of goods were renewed after the comple-
tion of the shipment, the renewal draft could
not be said to grow out of an import or export
transaction and, if eligible for acceptance at all,
It would have to be as a draft based on a
domestic storage transaction.’*® Similarly, a
draft originally secured by warehouse receipts
or bills of lading that were later released could
Not, upon its renewal, be eligible for acceptance
unless the renewal draft complied at the time of
Tenewal with the requirements of the Board’s
regulations, 130

In one of its earliest regulations on the
Subject, the Board specifically provided that a
Elll to finance an import or export transaction

must not be drawn or renewed after the goods
h.ave been surrendered to the purchaser or con-
Signee.” 131 A few months later, however, the
B_Oard amended this provision to make it
slightly more liberal: An exception was added
10 permit renewal after surrender of the goods
for such reasonable period as may have been
agreed upon at the time of the opening of the
credit as a condition incidental to the importa-
Uon or exportation involved, provided that the
il must not contain or be subject to any
condition whereby the holder thereof is obli-
Bated to renew the same at maturity.” *? In a
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press statement at the time the Board de-
clared: 3¢

This broadening of the conditions upon
which acceptances are based is intended to
comply with existing mercantile customs, and
to permit the development of the business
more freely than at present, particularly
through the use of drafts drawn in American
currency.* * *

Notwithstanding this seeming liberalization
of its attitude toward renewals after the sur-
render of the goods, the Board in 1919 held
generally that a renewal draft should not be
accepted if at that time the period required for
the completion of the transaction out of which
the original draft arose had elapsed.’» This
ruling was incorporated in the Board’s 1920
revision of Regulation A as follows: 1%

* * ¢ no renewal draft whether or not
contracted for in advance, can be eligible if
at the time of its acceptance the period re-
quired for the conclusion of the transaction
out of which the original draft was drawn
shall have elapsed.

Although this statement regarding renewals was
eliminated when the regulation was next revised
in 1922, the Board indicated that no change in
its previous rulings was intended.

In 1927, however, a much more liberal posi-
tion was reflected in a published interpretation
in which the Board held that bankers’ accept-
ances could properly be considered as growing
out of transactions involving the importation
or exportation of goods when drawn to finance
the sale and distribution of imported or ex-
ported goods into the channels of trade, whether
or not the bills were accepted after the physical
importation or exportation had been com-
pleted.!®

A member bank may not unconditionally
agree in advance to accept a renewal draft,'*
nor may a Federal Reserve Bank agree in ad-
vance to discount renewal acceptances,’® Eli-
gibility for acceptance in the one case and for
discount in the other must depend upon the
circumstances existing at the time of the re-
newal.
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AMOUNT LIMITATIONS

ACCEPTANCE BY MEMBER
BANKS

As in the case of the maturity limitations,
distinctions must be made (1) between limita-
tions on the amount of drafts that a member
bank may accepr and on the amount of ac-
ceptances that a Federal Reserve Bank may
discount, and (2) between so-called commer-
cial acceptances and dollar-exchange accept-
ances. In addition, a third distinction must be
drawn between acceptances for one customer
and aggregate acceptances for all customers.

Beginning with the limitations on the ac-
ceptance authority of member banks, it is in
order first to consider the limitations on the
amount of commercial drafts that a member
bank may accept for one customer. No such
limitations were contained in the original Act.
By the Act of September 7, 1916, however,
section 13 of the Federal Reserve Act was
amended to provide that no member bank
should accept, whether in a foreign or a domes-
tic transaction, for any one person, company,
firm, or corporation in an amount equal at any
one time in the aggregate to more than 10 per
cent of the bank’s capital stock and surplus,
unless the bank was secured “either by attached
documents or by some other actual security
growing out of the same transaction as the
acceptance.” * This limitation has never been
modified and is still in effect,

In construing the limitation, the Board in an
carly ruling held that the “person” to which jt
referred was the person who had entered into
an agreement with the member bank to protect
it against loss and to whom the bank had lent its
credit in the form of an acceptance, whether or
not such person was the drawer of the draft or
some other customer of the bank.1t

In another early ruling the Board made jt
plain that the limitation did not prohibit a
member bank from accepting drafts in an
amount greater than 10 per cent for one person;
it meant only that, if for more than 10 per cent,

the bank must hold some “actual security” as
to the excess.'** Within the 10 per cent limita-
tion, the bank could properly rely on the cus-
tomer’s general credit.

The term “actual security” was interpreted
as including shipping documents and warchouse
receipts,’'* and also a trade acceptance ac-
cepted by the drawee.'** Morcover, there was
nothing to prevent the release of the original
security for the acceptance provided that, if
the acceptance were in excess of the 10 per cent
limitation, there was a substitution of some
other actual security growing out of the same
transaction, such as warchouse receipts *** or
new drafts with bills of lading covering the same
goods.113

In this connection, an oft-recurring question
was one that related to the circumstances under
which a trust reccipt might be regarded as actual
security. In several published rulings the Board
established the principle that a trust receipt was
adequate only if it did not permit the purchaser
to retain control of the goods.!* This principle
was incorporated in the Board’s 1920 revision
of Regulation C. It was specifically provided
that a trust receipt that permitted the customer
to have access to, or control over, the goods
involved would not be considercd actual se-
curity for purposes of the 10 per cent limitation,
but that a bill-of-lading draft would constitute
actual sccurity even after the documents had
been released, provided the draft was accepted
by the drawee upon or before the surrender of
the documents.**" The present Regulation C***
contains a substantially similar provision to the
cffect that thc member bank shall be and
remain secured as to the excess over 10 per cent
of its capital stock * and surplus by attached
documents or other actual security and that a
trust receipt permitting the customer to have
access to or control over the goods will not be
considered actual sccurity for this purpose.

In addition to a limitation on acceptances for
any one customer, the framers of the original
Federal Reserve Act felt that a limitation on
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the aggregate amount of drafts that a member
bank might accept was also desirable. The Act
specifically provided that no member bank
should accept bills in an amount equal at any
time in the aggregate to more than one-half the
bank’s paid-up capital stock and surplus.

Apparently, however, it was soon found that
more leeway was needed. By an amendment of
March 3, 1915,'%° an exception was added to
permit a member bank to accept up to as much
as 100 per cent of its capital stock and surplus
if granted such authority by the Federal Reserve
Board under regulations applicable to all mem-
ber banks regardless of capital stock and sur-
plus.

Acting under this amendment to the law, the
Board issued a new regulation #* by which it
authorized any member bank to accept up to
100 per cent of its capital stock and surplus
under the following conditions: (1) The bank
was required to have an unimpaired surplus of
not less than 20 per cent of its paid-in capital;
(2) it was required to file a formal application
with the Federal Reserve Bank of its district
that would report to the Board on the standing
of the applicant; and (3) any such application
had to be approved by the Board, such approval
to be subject to rescission on 90 days’ notice.

When the law was amended in 1916 to
authorize acceptances growing out of domestic
shipments of goods and the storage of readily
marketable staples, the provision authorizing
100 per cent acceptances with the authority of
the Board was omitted, appatently through in-
advertence. In its Annual Report to Congress
for 1916, the Board recommended an amend-
ment “to restore the provision which was by
error stricken from the Act in the amendments
of September 7, 1916, thus restoring to national
banks, with the approval of the Federal Reserve
Board, the right to accept up to 100 per cent
of their capital and surplus in transactions in-
volving imports and exports.” 152
) In accordance with the Board’s recommenda-
tion, the provision was restored by the Act of
June 21, 1917,%% but with a new proviso to the
effect that the aggregate of acceptances growing
out of domestic transactions should in no event
€xceed 50 per cent of a member bank’s capital
Stock and surplus. In other words, while the
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Board might authorize a member bank to accept
drafts, both domestic and foreign, in an aggre-
gate amount of more than 50 per cent, it could
not in any case permit the bank to accept more
than 50 per cent in domestic transactions,s¢

After the provision for 100 per cent accept-
ance authority was restored, the Board, in its
1917 revision of Regulation C, again provided
that any bank might apply for such authority if
it had surplus equal to at least 20 per cent of
its capital; but in this revision the Federal Re-
serve Bank with which the application was filed
was required to report to the Board not only
as to the standing of the applicant bank but
also as to whether business and banking condi-
tions prevailing in its district warranted the
granting of the application.1®®

These regulatory provisions regarding the
100 per cent acceptance authority remained
substantially unchanged until 1946. When Reg-
vlation C was revised in that year, the require-
ment that the applicant’s surplus be at least 20
per cent of its capital was omitted. The revised
regulation also omitted the specific provisions
for reports by the Federal Reserve Bank. How-
ever, a new provision stated that while the appli-
cation need not be in any particular form, it
must show “the present and anticipated need of
the applicant bank for the authority re-
quested.” 1*¢ The regulation continued, as in the
past, to reserve to the Board the right to rescind
any such authority after not less than 90 days’
notice in writing. As might naturally have been
expected, only a relatively few of the larger
banks of the country have felt it necessary to
obtain the Board’s permission to accept drafts
amounting in the aggregate to more than half
their capital and surplus.

Two additional points should also be noted.
First, a member bank’s own acceptances pur-
chased by it before maturity are not to be
counted in determining the apgrepate amount
of acceptances outstanding, since by purchasing
them the bank’s obligation as to such accept-
ances is cancelled.”™ Second, when a member
bank accepts commercial drafts or bills at the
request of another member bank that agrees to
put the accepting bank in funds to meet such
acceptances at maturity, drafts and bills so ac-
cepted must be considered as acceptance liabili-
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ties of both the accepting bank and the request-
ing bank for purposes of the aggregate-amount
limitations of the law and the Board’s regula-
tions.1®

The authority granted member banks to ac-
cept drafts drawn for the purpose of furnishing
dollar exchange, like their authority to accept
commercial drafts, is subject to limitations both
as to the amount that may be accepted for one
customer and as to the aggregate amount for
all customers. Moreover, these limitations are
separate and distinct from, and not to be in-
cluded in, the amount limitations prescribed as
to commercial acceptances.?*®

Under the law, no member bank may accept
dollar-exchange drafts for any one bank in an
amount greater in the aggregate than 10 per
cent of the accepting bank’s paid-up and unim-
paired capital and surplus, unless the draft is
accompanied by documents “‘conveying or se-
curing title or by some other adequate secur-
ity.” 2% In its Regulation C, the Board has made
it clear that the limitation refers to drafts drawn
by foreign bankers as well as by foreign banks
and that only the excess over the 10 per cent
limit must remain secured by security docu-
ments, 18t

As has been noted in connection with dollar-
exchange acceptances in general, the Board by
regulation has prescribed an additional limita-
tion on the amount of such acceptances that
may be made for any ome foreign bank or
banker, but its primary purpose is to insure that
the drafts accepted are actually for the purpose
of furnishing dollar exchange. It requires that
the aggregate of drafts and bills accepted for
any foreign bank or banker shall not exceed an
amount that the accepting member bank would
expect the foreign bank or banker to liquidate
through the proceeds of documentary bills or
other sources reasonably available to the foreign
bank or banker arising in the normal course of
trade.8*

The aggregate amount of dollar-exchange
drafts that a member bank accepts and has
outstanding at any one time, as distinguished
from the amount accepted for any one foreign
bank, may not exceed 50 per cent of the bank’s
capital and surplus. This limit cannot be ex-
ceeded, as may be done in the case of the

limitation on the aggregatc amount of commer-
cial acceptances, with the authority of the
Board. Moreover, the limitation on the aggre-
gate amount of dollar-exchange acceptances is
separate and distinct from the aggregate limita-
tion placed by the law on commercial accept-
ances.

As in the casc of commercial acceptances,
dollar-exchange drafts accepted by one member
bank at the request of another must be con-
sidered as part of the acceptance liabilities of
each of such member banks for purposes of the
amount limitations on the making of dollar-
exchange acceptances.!®?

DISCOUNT BY FEDERAL
RESERVE BANKS

Like all other paper discountcd by the Fed-
eral Reserve Banks, bankers’ acceptances must
comply with the general requirecment that the
aggregate amount of paper rediscounted for any
member bank upon which any onc person is
liable as maker, acceptor, endorser, drawer, or
guarantor shall not cxcced the amount for
which one person may become liable to a na-
tional bank under scction 5200 of the Revised
Statutes. This means that a draft accepted by
a member bank for a particular customer can-
not be eligible for discount with the Reserve
Bank if the total amount of acccptances made
for that customer and then outstanding exceeds
10 per cent of the member bank’s capital and
surplus, unless, as may well be the case, the
situation is onc that falls within onc of the
various cxceptions to section 5200 of the Re-
vised Statutes.

In addition to this general rcquirement, the
Board by rcgulation made it a condition to the
discount of a banker's acceptance that drafts
accepted by a member bank for any onc cus:
tomer in excess of 10 per cent of the t:apitf‘1
and surplus of the accepting bank must remain
actually secured throughout the life of the ac-
ceptance.'®* This requirement was, of coursé
comparable to the limitation imposed by the
law and the Board’s Regulation C on the
amount of drafts that a member bank might
accept for one customer. Supplementing this
requirement, Regulation A provided in a foot-
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note that, in the case of acceptances in excess
of the 10 per cent limitation, such acceptances
must be secured by shipping documents, ware-
house receipts, or some other actual security
growing out of the same transaction as the
acceptance, such as documentary drafts, trade
acceptances, terminal receipts, or trust re-
ceipts. If trust reccipts were the security for
the draft, they were required to be such as
to provide an effective and lawful lien in favor
of the accepting bank and they could not be
considered actual security if they permitted the
customer to have access to or control over the
goods,

Apart from these limitations on the amount
of acceptances that may be discounted for one
customer, ncither the law nor Regulation A
imposes any limitations on the amount of
acceptances—whether commercial or dollar ex-
change—that may be discounted by the Federal
Reserve Banks. Even the limitations with re-
spect to acceptances for one customer were
omitted from the revision of the regulation
adopted in 1973, In the case of dollar-exchange
drafts, the statutc provides that they “may be
acquired by Federal Reserve Banks in such
amounts * * * a5 may be prescribed by the
Board”; but the Board has never exercised this
authority,

It should be noted, however, that the original
Federal Reserve Act limited the aggregate
amount of acceptances that a Federal Reserve
Bank might discount for any one member bank
(as distinguished from any one customer of a
member bank) to one-half the capital stock and
surplus of the member bank. By an amendment
of March 3, 1915, this limitation was liberalized
to permit the discount of acceptances for a
member bank, with the authority of the Board,
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of up to 100 per cent of the member bank’s
capital stock and surplus.'®® Pursuant to this
provision, the Board by regulation gave the
Reserve Banks blanket authority to discount
acceptances for a member bank up to the
amount of its capital stock and surplus.i

At the same time—in 1915—the Board pro-
vided that bills accepted by any private banker
and rediscounted by a Federal Reserve Bank
should not exceed 5 per cent of the paid-in
capital stock of the discounting Reserve Bank,
unless the acceptances were secured by a lien
on the goods or transfer of title thereto, and
that in no event should the aggregate amount
of acceptances of any private banker to be
rediscounted by a Reserve Bank exceed 25
per cent of the Reserve Bank’s paid-in capital
stock, Later in the same year these. specified
limits on discounts of acceptances of private
bankers were omitted, leaving the percentages
to be fixed from time to time by the Board,**

When section 13 of the Act was amended by
the Act of September 7, 1916, the provision
limiting the amount of acceptances that might
be discounted for any member bank was
omitted. Subsequent regulations of the Board
omitted the limitations on the discounting of
acceptances of private bankers. Consequently,
the only remaining amount restrictions on the
discounting of acceptances—as distinguished
from those imposed on the acceptance powers
of member banks—were those that in general
precluded the discounting of paper accepted by
a member bank for one borrower in excess of
10 per cent of such bank’s capital and surplus
unless the excess remained actually secured
throughout the life of the acceptance. As has
been noted, these restrictions were not included
in the 1973 revision of Regulation A.

LETTERS OF CREDIT AND SYNDICATE CREDITS

_ Although a member bank may not uncondi-
tionally agree in advance to renew outstanding
acceptances, it may enter into an agreement
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action may take the form of a commercial letter
of credit issued by a bank for its customer
under which the bank agrees to honor drafts
that may be drawn under the letter.***

Because commercial letters of credit may
frequently be used to finance import or export
transactions and because large city banks are
better known abroad than small interior banks,
it sometimes happens that an interior bank will
appoint a large city bank as its agent for the
issuance of a letter of credit and the acceptance
of drafts drawn thereunder. While a national
bank is' without authority to guarantee letters
of credit, the Board in 1921 held that under
such an arrangement an interior national bank
could agree unconditionally to reimburse its
agent for any moneys put out by it or to put
the agent bank in funds to meet maturing ac-
ceptances under such a letter of credit.*?

Drafts accepted by the agent bank, under an
arrangement of the kind just described, at the
request of another member bank must be re-
garded as acceptance liabilities of both the
accepting bank and the requesting bank for
purposes of the aggregate amount limitations
discussed in a previous section of this chapter,1?
However, the letter of credit itself, since it is
only an agreement to make acceptances, is not
subject to the limitation prescribed by section
13 of the Federal Reserve Act on the aggregate
amount of acceptances that a member bank may

have outstanding at any one time.'”* Neverthe-
less, the Board oncc cautioned member banks
to exercisc prudence in issuing letters of credit
under which acceptances in excess of this limi-
tation might result.

At one time, in the early days of the develop-
ment of acceptances, the Board apparendy
became concerned by the growth of “syndicate”
acceptance credits providing for the cxtension
of acceptance credits by groups of banks. It
felt called upon to publish a statement outlining
certain principles that should be followed by
accepting banks in their own interests and in
order to avoid the nccessity for issuing rigid
and inflexible regulations on the subject. The
Board urged that sincc acceptance transactions
call for dircct contact between banks and bor-
rowers, syndicate credits should be avoided.
In addition, it stated that the duration of ac-
ceptance credits should not normally exceed 1
year and in no casc 2 years; that such crcdits
should relate to transactions of a legitimate
commercial naturc and should not be for the
purposc of furnishing working capital; that
agreements by bankers to furnish 1-year or
2.ycar credit at a definitc rate of intcrest to
finance themsclves should not be countenanced;
and that, whenever syndicates were formed to
furnish acceptance credits for more than mod-
eratc amounts, the Federal Rcserve Banks
should be consulted.!>

DIMINISHED IMPORTANCE OF ELIGIBILITY REQUIREMENTS

The numerous technical regulatory require-
ments and Board interpretations with respect to
the eligibility of bankers’ acceptances for dis-
count by the Reserve Banks are of little signifi-
cance today for all practical purposes. Briefly
this is because practically all Reserve Banlé
loans to member banks are now made in the
form of advances rather than by the rediscount-

ing of customers’ paper held by the member
banks and because advances may be made on
the security of any paper eligible for purchase
by the Reserve Banks under the Federal Re-
serve Act. Under scction 14 of tne Act, bank-
ers’ acceptances may be purchased by the

Rescrve Banks even though they are not cligible
for discount,
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The first paragraph of scction 14 authorizes
any Rescrve Bank to purchase in the open
market *“cable transfers and bankers’ accept-
ances and bills of exchange of the kinds and
maturities by this Act made cligible for redis-
count, with or without the indorsement of a
member bank.” *** This language was part of
the original Act and has never been changed.
In 1923 the Board interpreted the language as
meaning that a Reserve Bank may purchase a
banker's acceptance cven though it is not of
the kind or maturity made cligible for redis-
count. In this connection, the Board said; !

At first glance, it would appear that only
bankers' acceptances of the kinds and ma-
turities made cligible for rediscount could be
purchased in the open market, but, upon
carcful consideration of the language of this
section, it will be found that the phrase “of
the kinds and maturities by this act made
cligible for rediscount™ qualifics only “bills
of exchange™ and does not qualify “bankers'
acceptances.”  Accordingly, bankers® accept-
ances may, subject to the board's regulations,
be cligible for purchase in the open market
by Federal reserve banks, even though
not of the kinds and maturities made cligible
for rediscount. This construction of section
14 has been adopled by the board since 1916,
when the board first provided in its regula-
tions that a Federal reserve bank might pur-
chasc in the open market bankers’ accept-
ances based upon the domestic storage of
goods undcr contract of sale, even though
such acceptances would not be eligible for
rediscount by Federal reserve banks * * *.

~ As will be noted in a later chapter, Congress
n 1916 amended scction 13 of the Federal
Rescrve Act o authorize the Reserve Banks to
made direct advances to member banks on
their own promissory notes for periods of up to
15 days provided such notes were secured by
“such notes, drafts, bills of exchange, or bank-
ers’ acceptances as arc cligible for rediscount or
for purchase by Federal reserve banks under the
Provisions of this Act.” Consequently, following
the Board's 1923 ruling that bankers’ accept-
ances were cligible for purchasc cven though
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not eligible for discount, it became permissible
for a Reserve Bank to make an advance to a
member bank on the security of a banker’s
acceptance that would have been ineligible for
rediscount. In 1933, the law was amended to
permit advances to member banks on paper
cligible for rediscount or for purchase by the
Reserve Banks for periods of up to 90 days.'?

It is still conceivable, though very unlikely,
that a member bank might seek to borrow from
its Reserve Bank by offering bankers® accept-
ances for discount, but it is almost certain that
the member bank would apply for an advance
on the security of such a banker’s acceptance.
Conscquently, the technical requirements of
Regulation A with respect to the discounting
of bankers’ acceptances would not be appli-
cable.

Despite these considerations, Regulation A
continued until 1973 to include detailed provi-
sions, both in the text and in footnotes, regard-
ing requirements for the discounting of bankers’
acceptances. Since, for the reasons here indi-
cated, thesc provisions no longer served any
practical purpose, they were replaced in the
1973 general revision of Regulation A by a
short paragraph that merely paraphrases, in
condensed language, the provisions of section
13 of the Act with respect to commercial
bankers® acceptances and dollar-exchange ac-
ceptances.

Although section 14 of the Act authorizes
the Reserve Banks to purchase in the open
market bankers’ acceptances that are not eli-
gible for discount, the regulations of the Federal
Open Market Committee provide that the Re-
serve Banks may purchase in the open market
only acceptances of the kinds made eligible for
purchase under the Board’s Regulation B
The Board’s Regulation B, which has not been
changed since 1923, purports to govern open
market purchases by the Reserve Banks of bills
of exchange, trade acceptances, and bankers’
acceptances. One of the requirements of. that
regulation is that a banker’s acceptance eligible
for purchase must also be eligible for discount
under the Board’s Regulation A.*"s Conse-
quently, the present technical requirements of
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the law and of Regulation A still have some
significance in that they are made applicable,
by virtue of the FOMC'’s regulations, to open
market purchases of bankers” acceptances. It is
questionable whether, as a matter of policy,
such open market purchases of acceptances
need to be made subject to such requirements.

In any event, this does not change the fact that,
under the law itsclf, acceptances may be pur-
chased by the Reserve Banks cven though not
eligible for discount and that, thercfore, incli-
gible acceptances may be taken as collateral
security for Rescrve Bank advances to member
banks.
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Rediscount of
World War I Veterans’ Notes

) It may be a relicf now to turn to a minor but
interesting development in the lending authority
of the Federal Reserve Banks. This develop-
Ment was significant because it represented the
first instance in which the Reserve Banks were
authorized to cxtend direct credit accommoda-
tions to nonmcmber commercial banks. This
authorization was a result of the need in the
carly 1920’s to provide some means of cnabling
veterans of World War 1 to use their military
life Insurance policics—called adjusted service
certificates—as a basis for obtaining loans from
banks. In order to induce banks to make such
'9“"3. the Reserve Banks were authorized to
discount for nonmember as well as member
banks the notes of veterans secured by such
Certificates,

Culminating several years of agitation for a
Cash bonus or some other payment to veterans,
the World War Adjusted Compensation Act of
May j9, 1924, represented something of a
compromise, It provided for the issuance of
adjusted service certificates to all veterans of
World War I; these certificates, in cffect, were
20-year endowment insurance policies based in
\“M
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general on years of military service., Each cer-
tificate was dated as of the first day of the
month in which the veteran’s application for the
certificate was filed, but in no event could a
certificatc be dated before January 1, 1925.
The face amount of the certificate was payable
after 20 years to the veteran or, if he died in
the meantime, to his beneficiary.

A means was provided, however, by which
the veteran could obtain cash on the basis of
his certificate, although not immediately. Sec-
tion 502(b) of the act authorized any national
or State bank, after 2 years from the date of the
certificate, to make a loan to a veteran on his
own notc secured by the certificate in an amount
not to excced 90 per cent of the certificate’s
current resceve value, The interest rate charged
on any such loan was limited to a rate not more
than 2 per cent above the discount rate cur-
rently charged on 90-day commercial paper by
the Federal Rescrve Bank of the district. Any
bank making such a loan was specifically au-
thorized to transfer the note to any other bank.

The provisions * that involved the Federal
Reserve Banks were patterned closely after the
discount provisions of section 13 of the Federal
Reserve Act. Any note representing a loan by
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a commercial bank to a veteran on his adjusted
service certificate, if it were endorsed by a bank
and were in compliance with regulations of
the Federal Reserve Board, was made eligible
for rediscount at the Federal Reserve Bank
of the district, whether or not the bank offering
the note was a member of the Federal Reserve
System and whether or not such bank had made
the loan in the first instance or had acquired
it from another bank.

To be eligible for rediscount, however, the
note was required to have a maturity at the time
of discount of not more than 9 months, cxclu-
sive of days of grace—a requirement, it should
be noted, much more liberal than the maturity
required for the discount of commercial paper
in general.

The rate of discount charged by a Federal
Reserve Bank was required to be the same as
that charged by it in discounting 90-day com-
mercial paper for its member banks. The Fed-
eral Reserve Board was authorized to permit or
require a Federal Reserve Bank to rediscount
such veterans’ notes for any other Rescrve
Bank, and in such a case the rate of rediscount
was to be fixed by the Board. Again, the law
was patterned after provisions of the Federal
Reserve Act (discussed later in this study)
regarding rediscounts between Federal Reserve
Banks.

If a veteran failed to pay a loan obtained on
his adjusted service certificate, the bank holding
his note could present it to the Director of the
Veterans’ Bureau and the Director was author-
ized to pay the bank in full. The certificate
would then be restored by the Director to the
veteran upon receipt of the amount that had
been paid the bank, plus interest.

Since loans could not be made on the cer-
tificates until at least 2 years after January 1,
1925, it was not necessary for the Federal
Reserve System to take any immediate action.
However, on December 9, 1926, the Board
issued a regulation governing the rediscount of
notes secured by adjusted service certificates.?
At the same time, in accordance with a request

made by the Veterans’ Bureau, the Board ar-
ranged for the Federal Reserve Banks to furnish

all banks with full information as to the legal
requirements for loans on such certificates and
for the rediscount of veterans’ notes by the
Rescrve Banks.

The new regulation, designated Regulation
M, consisted in large part of a restatement of
the requirements of the law. It provided, for
cxample, that to be cligible for discount a
veteran’s notc must (1) arisc out of a loan
made in conformity with the law on the sccurity
of a certificate issued to the maker; (2) be
negotiable and have a maturity at the time of
discount of not more than 9 months; (3) bear
interest at a rate not more than 2 per cent above
the discount rate; and (4) be endorsed by the
offering bank. The Rescrve Bank was required
to satisfy itself as to the eligibility of the note
for discount. Along with the note, the offering
bank was obliged to submit an affidavit to the
effect that, in accordance with the law, it had
not charged any fee for the loan other than
interest and that it had notificd the veteran of
the fact that the notc was being rediscounted.*

Although a Reserve Bank could rediscount
such notes for nonmember as well as for mem-
ber banks, it was permitted by the Board’s
regulation to rediscount them only for banks
located within its district. Morcover, the regula-
tion provided that no rediscount should be
made for any nonmember bank unless it fur-
nished such information as the Reserve Bank
might request “in order to satisfy itself as to
the condition of such bank and the advisability
of making the rediscount for it.”

In 1928, Regulation M was redesignated
Regulation G, but no change was made in its
provisions.* In 1931, however, the Adjusted
Compensation Act was amended to provide that
the loan value of an adjusted service certificate
should in no event be less than 50 per cent of
its face value and that the interest rate on loans
on such certificates should in no cvent exceed
4% per cent,® and Regulation G was amended
by the Board to conform to these changes in
the law.” In 1932 the statute was further
amended (1) to reduce the maximum interest
rate on bank loans to 315 per cent, and (2) t0
permit banks to make loans on the certificates
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at any time after the date of their issuance.®
These modifications were likewise incorporated
in a revision of the Board’s regulation.?

As time passed, discounts of veterans’ notes
became of less and less importance. By 1939,
it appeared that the Federal Rescrve Banks
held no notes secured by adjusted service cer-
tificates and that no such notes had been redis-
counted for several years. Morcover, the statute
had been amended to authorize payment of such
certificates by the Veterans’ Administration at
the option of the veterans and also to authorize
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the Veterans’ Administration to make loans on
such certificates. Since, for these reasons, it
seemed unlikely that the Reserve Banks would
be called on in the future to rediscount veterans’
notes, the Board on April 6, 1939, decided to
repeal its Regulation G relating to this matter.2
At the same time, however, the Board an-
nounced that if it should happen that any appli-
cation for the discount of such a note should be
received, it would be handled in the same man-
ner as if the provisions of Regulation G were
still in effect.
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Advances to Member Banks

GENERAL CONSIDERATIONS

DISTINCTION BETWEEN
ADVANCES AND REDISCOUNTS

) One of the most interesting chapters in the
history of the lending functions of the Federal
Reserve Banks is that relating to advances to
member banks. For many years, virtually all
lending by the Reserve Banks has taken the
form of advances rather than discounts. Both
discounts and advances are sometimes loosely
referred to as discount operations, but the legal
and procedural distinctions between the two
are clear.

In the case of a discount, credit is given by a
Reserve Bank to a member bank on the basis
of eligible paper representing loans made by the
member bank to its own customers. By eligible
Paper we mean, of course, commercial or agri-
Clll.tura] Paper meeting all of the technical re-
Quirements that have been discussed in previous
chapters. Any such eligible paper that is offered
fo_r discount is transferred to the Reserve Bank
With the member bank’s endorsement. No note
15 exccuted by the member bank. The bank

“H——ﬁ
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receives in its reserve account at the Reserve
Bank credit in the amount of the paper dis-
counted, less the current rate of discount. When
the paper approaches maturity, it is retumed by
the Reserve Bank to the member bank for col-
lection, and at maturity the full amount of the
paper is charged to the member bank’s reserve
account,

An advance is a simpler operation. The
member bank merely executes its own note or,
under procedures established in 1971, enters
into a continuing lending agreement, and
pledges as security paper eligible for discount
or purchase by the Reserve Banks. Interest on
the advance is paid at maturity on an accrual
basis. If the advance is not repaid at maturity,
the Reserve Bank has a direct claim against the
member and does not have to resort to the
paper pledged as security unless necessary to
satisfy that claim.

DEVELOPMENT OF AUTHORITY
FOR ADVANCES

The original Federal Reserve Act contained
no authority for advances to member banks.
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In 1916 provision was made for 15-day ad-
vances on the notes of member banks secured
by Government bonds or by notes, drafts, bills
of exchange, or bankers’ acceptances eligible for
discount or for purchase by the Reserve Banks.
It was not until 1932, however, that the real
trend toward advances began. The immediate
cause was the deteriorated banking situation
and the decline in the volume of eligible paper
held by member banks. Even those banks that
had ample amounts of paper eligible for dis-
count were reluctant to use such paper as a
basis for borrowing from the Federal Reserve
Banks.

During 1932 and 1933, in an attempt to
dispel fear and create an atmosphere of con-
fidence, Congress enacted a series of statutes
broadening the credit facilities of the. Federal
Reserve Banks and making such facilities avail-
able not only to member banks but also to
nonmember banks and even to nonbanking
institutions and individuals. The first step, in
1932, was emergency authority for advances on
the security of any satisfactory assets to groups
of member banks and to individual member
banks in cases in which the member banks
had exhausted their eligible paper-—although
the advances were at higher rates of interest.
Subsequently, the Reserve Banks were autho-
rized, in unusual and exigent circumstances,
to discount eligible paper for individuals,
partnerships, and corporations.

At the time of the banking crisis in March
1933, provision was made for direct advances
to individuals, partnerships, and corporations
on the security of direct obligations of the
United States; nonmember banks were given
the privilege, though only for a short time, of
borrowing from the Reserve Banks on any
satisfactory assets. In June 1933, Congress
extended the period for which member banks
might obtain direct advances on eligible paper
from 15 to 90 days. The Banking Act of 1935
made permanent and more liberal the author-
ity of the Reserve Banks to make advances
to member banks on satisfactory security at a
rate of interest higher than the regular dis-
count rate.

These statutory amendments in rapid succes-
sion over a period of 3 years represented signifi-

cant changes in the concept of the lending
functions of the Federal Reserve Banks. For
onc thing, they involved an cxtension of the
credit facilities of the System to others than
member banks. Of morc importance, these
amendments evidenced a decfinitc departure
from the original ideca that Federal Reserve
credit should be based only on sclf-liquidating
commercial paper that met certain technical
requirements as to cligibility; instead, greater
emphasis was placed on the soundness of the
asscts offered as security, whether Government
bonds, real cstate mortgages, or consumer
paper.

Additional liberalizing changes werc made in
the law in the late 1960’s. In 1966 obligations
issued or guaranteed by Federal agencics were
made eligible for purchase by the Rescrve
Banks and thercfore also cligible as collateral
for advances to member banks. In 1968 such
agency issues werc made cligible as security
for advances to individuals, partnerships, and
corporations. At the same time, a technical
change made cligible as security for advances to
member banks not only notes, drafts, bills of
exchange, or bankers’ acccptances that were
cligible for discount or purchase by the Rescrve
Banks but also any obligations that were cligible
for purchasc.

It is of interest to note that although dis-
counting opecrations, as discussed in previous
chapters, have involved detailed regulations
and numerous rulings on the part of the Board,
advances have given rise to relatively few regu-
lations or intcrpretations. In fact, it was not
until 1937 that the Board’s Regulation A de-
voted a scparate scction to the subject of ad-
vances as distinguished from discounts. How-
ever, the predominant importance of advances
in recent years is indicated by the fact that the
revision of the rcgulation in 1955 for the first
time placed the section dealing with advances
ahcad of the detailed and technical provisions
relating to the discount of commercial, agricul-
tural, and industrial paper. The importance of
discounting was further downgraded by the
revision of Regulation A adopted in 1973. This
revision condensed to a minimum the regula-
tory provisions regarding eligibility of paper
for discount, and it provided that a Reserve
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Bank may discount paper for a member bank
if the Reserve Bank “should conclude that a
member bank would be better accommodated
by the discount of paper than by an advance
on the sccurity thereof.”

ORIGINAL AUTHORIZATION

As previously indicated, the original Federal
Reserve Act was limited to discounts; it in-
cluded no provision for advances. In its Annual
Report for 1915, the Federal Reserve Board
recommended to Congress an amendment to
authorize 15-day advances to member banks on
their own notes secured either by cligible paper
or by Government bonds, The Board stated: *

In order to enable member banks to obtain
prompt and economical accommodations for
periods not to exceed fiftecn days, the Federal
Reserve Banks should be permitted to make
advances to member banks against their
promissory notes sccured by such notes,
drafts, bills of exchange, and bankers' ac-
ceptances as the law at present permits to be
rediscounted or purchased; or against the
deposit or pledge of United States Govern-
ment bonds, the purchase of which is now
permitted under the law.

The Board’s recommendation was adopted
by Congress. The Act of Scptember 7, 1916,2
among other amendments, added a new para-
graph to section 13 of the Federal Reserve Act,
a paragraph that will frequently be referred to
hereinafter as “the cighth paragraph of section
13.” 1t authorized any Federal Reserve Bank to
make advances to its member banks on their
Promissory notes secured “by such notes, drafts,
bills of exchange, or bankers’ acceptances as
are eligible for rediscount or for purchase by
Federal reserve banks under the provisions of
this Act, or by the deposit or pledge of bonds
Or notes of the United States.” No such advance
Could be made for a period exceeding 15 days,
and rates for such advances were required to be
established by the Reserve Banks, subject to
the review and determination of the Federal

cserve Board,

_ The primary purpose of this amendment, as
It had been stated by the Board and as it was
later staed by the Senatc Banking and Cur-
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rency Committee,®> was “to facilitate the con-
venience of the transaction and to economize
in bookkeeping.” On the floor of Congress,
Senator Owen referred to it simply as “an
administrative detail which makes more con-
venient the operation of the bank.”* Many
years later, when early drafts of the Banking
Act of 1933 were being considered in Congress,
the Board similarly stated that member banks
borrowed on their 15-day notes “because of the
greater convenience both to them and to the
Federal reserve bank.”

Following the adoption of the 1916 amend-
ment, the Board announced that it did not
consider it necessary to promulgate “any special
ruling relating to the exercise of the powers
conferred” by this amendment.® Actually, as
previously noted, it developed that the provi-
sions of the law regarding advances, unlike
those with respect to discounts, rarely gave rise
to the need for rulings by the Board.

LIMITATION TO PAPER
ELIGIBLE FOR PURCHASE UNDER
FEDERAL RESERVE ACT

Putting aside for the moment the specific
authority for the use of Government bonds as
collateral security for advances to member
banks, it should be noted that the 1916 amend-
ment required that such advances be secured
“by such notes, drafts, bills of exchange, or
bankers’ acceptances as are eligible for redis-
count or for purchase by Federal reserve banks
under the provisions of this Act,” [emphasis
added] that is, under the Federal Reserve Act.
In effect, this meant that all of the classes of
paper eligible for discount under that Act, as
discussed in previous chapters of this history,
and, in addition, all paper eligible for purchase
by the Reserve Banks under that Act (with ex-
ceptions hereinafter noted) became eligible as
collateral for advances.

The restriction of security for advances to
paper eligible for discount or purchase under
the Federal Reserve Act, however, had the
effect of excluding two types of paper. Qne
was notes secured by adjusted service certifi-
cates of World War I veterans, since such notes
were made eligible for discount by provisions
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of the World War Adjusted Compensation Act
rather than by provisions of the Federal Reserve
Act.” The other was farm loan bonds, since the
authority of the Reserve Banks to purchase
such bonds was contained not in the Federal
Reserve Act but in the Farm Loan Act of 1916.

Paper eligible for purchase by the Reserve
Banks under the Federal Reserve Act is de-
scribed in section 14 of that Act. It covers,
in the first paragraph of that section, cable
transfers, bankers’ acceptances, and bills of
exchange of the kinds and maturities eligible
for discount. As noted in an earlier chapter
relating specifically to bankers’ acceptances, the
Board has ruled that such acceptances are
eligible for purchase even though they are not
eligible for discount; consequently, any accept-
ances are eligible as security for Reserve Bank
advances to member banks. Section 14 also
authorizes the purchase of direct obligations of
the United States; obligations fully guaranteed
by the United States; obligations issued or guar-
anteed by any agency of the United States; and
obligations issued by States and municipalities
in anticipation of the collection of taxes and
with maturities of not more than 6 months,
which are usually referred to as tax warrants.

LIMITATION TO PAPER ARISING
FROM COMMERCIAL OR
AGRICULTURAL TRANSACTIONS

Not all paper made eligible for purchase by
the Reserve Banks under the Federal Reserve
Act was also eligible as security for Reserve
Bank advances until 1968, This was because
the Board before 1968 took the position that
the reference in the cighth paragraph of section
13, as added in 1916, to ‘“notes, drafts, bills
of exchange, * * * eligible * * * for purchase
under the Federal Reserve Act” was intended to
cover only notes arising out of commercial and
agricultural transactions. Consequently, obliga-
tions guaranteed by the United States, obliga-
tions issued by individual Government agencics,
and tax warrants of municipalities, even though
expressly cligible for purchase under scction 14
of the Federal Reserve Act, were not eligible
for use as collateral for advances unless their
eligibility for such use was specifically provided

for by Congress. The rationale of thc Board’s
position before 1968 may be summarized as
follows.

Read literally, the referencc to the use of
notes eligible for purchase by the Reserve Banks
that is contained in the cighth paragraph of
section 13 could be construed as covering any
notes, including bonds and debentures, issued
by Government agencies that were eligible for
purchase under section 14 of the Act. It scems
reasonably clear, however, that such a literal
construction of the eighth paragraph of section
13 would not have been warranted. In the first
place, the legislative history of that paragraph
indicates that the word “notes™ as uscd therein
was intended to cover only notes arising out of
commercial and agricultural transactions of the
kind made eligible for discount.

As originally cnacted in 1916, this paragraph
authorized 15-day advances on the security of
(1) notes, drafts, bills of exchange, or bankers’
acceptances eligible for discount or purchase,
or (2) bonds or notes of the United States.
Since bonds and notes of the United States were
alrcady eligible for purchasc under scction
14(b), it would have becen unnccessary to
mention them scparatcly in section 13 if they
were covered by the words “notes * * * cligible
# * * for purchase.” When the Board in its
1932 Annual Report to Congress recommended
that the maximum maturity on advances sé-
cured by paper eligible for discount or purchasc
be increased from 15 to 90 days, it was clear
that the Board had in mind only ordinary com-
mercial or agricultural paper. Thus, the Board
noted that the Reserve Banks could rediscount
“commercial or industrial paper with maturitics
up to 90 days and agricultural paper with
maturities up to 9 months” and argued that an
amendment increasing the maturity on advances
secured by such paper would not “involve 2
broadening in the character or class of paper
or securities which may be legally acquired by
Federal Reserve banks and would not consti-
tute in any respect a departure from the funda-
mental purposes of the Federal Rescrve Act.”®

The Emergency Banking Act of March 9,
1933, added a new paragraph to section 13
authorizing 90-day advances to individuals,
partnerships, or corporations if sccured bY
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direct obligations of the United States. Under
that paragraph, the Board took the position
that since member banks arc “corporations,”
advances could be made to such banks on
Government obligations with maturities of up to
90 days. This resort to the last paragraph of
section 13 as a legal basis for 90-day advances
on Government obligations would have been
unnecessary if the word “notes” in the eighth
paragraph of scction 13 were broad cnough to
include notes of the United States.

Again, in 1934 Congress amended section
14(b) to authorize the purchase of bonds of
the Federal Farm Mortgage Corporation and
of the Home Owners’ Loan Corporation; at
the same time it also amended the cighth para-
graph of scction 13 to make such bonds eligible
as sccurity for 15-day advances to member
banks. These amendments to section 13 would
not have been necessary if such bonds were
notes within the meaning of scction 13; they
would have automatically become cligible as
security for 90-day advanccs to member banks
by reason of the fact that they were made
eligible for purchase.

It appears that, presumably for the reasons
above indicated, the Board adopted the position
that notes of a Government agency, cven though
backed by the credit of the United States and
perhaps eligible for purchase under the Fed-
eral Reserve Act, would not for that reason
alone be cligible as security for advances under
section 13. In 1960, the Board ruled that United
States Government Insured Merchant Marine
Bonds, issued under the Merchant Marine Act
of 1936, were not cligible as security for such
advances, cven though such bonds were in effect
fully insured as to principal and interest by the
United States. After quoting the provision of
section 13 authorizing 90-day advances on
Paper eligible for discount or purchase, the
Board concluded: *

® * ¢ in the light of the language of the
quoted provision, its legislative history, and
the language and scope of other provisions of
the Federal Reserve Act, that the words
“notes, drafts, bills of exchange, or bankers’
acceptances” refer only to obligations arising
out of commercial or agricultural transac-
tions, Since Merchant Marine Bonds [which
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are based on mortgages] are not of this char-
acter, they are not eligible as security for
advances by Federal Reserve Banks to mem-
ber banks under the provisions of section 13
of the Federal Reserve Act,

The situation was completely changed in 1968
when Congress, following a recommendation
made by the Board, amended the eighth para-
graph of section 13 to authorize advances to
member banks not only on the security of
“notes * * * eligible * * * for purchasc” but
also on the security of any obligations eligible
for purchase under section 14(b) of the Act.®
As a result of this amendment, all of the various
obligations made eligible for purchase under
section 14(b), including obligations fully guar-
anteed by the United States, obligations issued
or guaranteed by Government agencies, and tax
warrants of municipalities, became for the first
time eligible for use as coliateral for advances
to member banks.

In the light of the 1968 amendment to the
law, the Board amended Regulation A, effective
November 13, 1968, to change the provisions
regarding advances to member banks by elimi-
nating a reference to the making of such
advances “secured by such notes, drafts, bills
of exchange, or bankers’ acceptances as are
eligible for discount by Federal Reserve Banks
under the provisions of this Regulation or for
purchase by such banks under the provisions
of the Federal Reserve Act” and by substituting
for this Janguage a simple statement that “Re-
serve Banks may make advances to member
banks for not more than 90 days if secured
by obligations or other paper eligible under the
Federal Reserve Act for discount or purchase
by Reserve Banks.” 1?

ENDORSEMENT OF PLEDGED
PAPER

Bills of exchange and bankers’ acceptances
need not be endorsed by a member bank in
order to be eligible for purchase under section
14 of the Federal Reserve Act. Moreover, the
general requirement of section 13 that paper
offered for rediscount must be endorsed by the
offering member bank is not regarded as an
essential prerequisite of eligibility as such. For
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these reasons, the Board in an early ruling held
that eligible paper pledged as security for ad-
vances to a member bank did not have to be
endorsed by the member bank, provided the
paper was negotiable in form.** Since then, as
mentioned earlier in this study, the negotiability
requirement has been eliminated.

MATURITY OF ADVANCES

Although the Reserve Banks may discount
commercial paper having a maturity of up to
90 days at the time of discount and agricultural
paper with a maturity of not more than 9
months, the authority for advances, as already
noted, was originally limited by the 1916
amendment to periods of not more than 15
days. When that amendment was under con-
sideration in Congress, question was raised as
to why the maturity was made so short; '* but,
until 1933, the 15-day limitation continued in
effect for advances both on eligible paper and
on Government obligations. Although rencwals
were not encouraged, the Board held that a
Federal Reserve Bank could renew the 15-day
notes of its member banks as long as it did
not obligate itself in advance to make any such
renewal.*

In 1932 the Board recommended to Congress
that the maturity limitation on advances be
increased from 15 to 90 days, pointing out that
such a liberalization “would be especially help-
ful to country banks.” ** In accordance with this
proposal, Congress by the Banking Act of 1933
amended the eighth paragraph of section 13 of
the Federal Reserve Act to authorize advances
to member banks on their secured notes for
periods of up to 90 days, but only when the
security was paper eligible for rediscount or
purchase by the Reserve Banks under the Fed-
eral Reserve Act. Advances on Government
obligations were still specifically limited to
15 days, even though such obligations were
eligible for purchase under section 14 of the
Act. As will be noted later, however, another
provision of the law, which had been added
in March 1933, was construed as authorizing
90-day advances to member banks on thefr

own notes secured by direct obligations of the
United States.

Despite the statutory extension of the period
for which advances might be made to member
banks on the security of cligible paper, such
advances have normally been extended for
periods of much less than 90 days. The principle
that member bank borrowings should ordinarily
be only for temporary periods was emphasized
when the Board’s Regulation A was revised in
1955. In a foreword to the revised regulation,
it was stated that “Federal Rescrve credit is
generally extended on a short-term basis™; and,
while the provision relating to advances on
cligible paper followed the law in prescribing
a maximum maturity of 90 days, a footnote to
this provision stated, “However, borrowings by
member banks are generally for short
periods.” ** This footnotc was climinated in
1968; * but the statement remains accurate as
a matter of practice except where advances are
made to cnable member banks to mect scasonal
needs and except in unusual or emcrgency
circumstances,

INCREASE OF SECURITIES LOANS
DURING LIFE OF ADVANCE

While Congress during the carly 1930s was
secking to instill confidence in the economy by
broadening the basis for borrowings from the
Reserve Banks, it was at the same time deeply
conscious of the fact that the use of bank
credit for speculative purposes had been onc of
the major causes of bank failures. Thus, when
the Glass-Steagall bill was being dcbated 1
February 1932, an amendment was offcred to
make any advance to a member bank im-
mediately duc and payable if, during the li'fe
of the advance, the bank should increase .lts
outstanding loans for the purpose of carrylng
stocks and bonds. The amendment was defeated
only because Senator Glass gave assurance that
a provision to that cffect was to be included 1f
the omnibus banking bill then pending.™

An early draft of the Glass omnibus banking
bill in March 1932 *° included not only a provl-
sion for suspending credit to member banks
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that increased their securities loans but also a
requircment that the ratc of interest on any
15-day advance to a member bank should
be 1 per cent higher than the current discount
rate. The Board strongly opposed the suggested
penalty rate on advances. It argued that the
theory underlying the suggestion, namely, that
advances had a more direct connection with
speculative activities than rediscounts, was un-
founded. It pointed out that if advances “were
prohibited or made more expensive, they
[member banks] would merely substitute the
procedure of rediscounting eligible paper with-
out any change in the use of the proceeds.” *°

At the same time, the Board recommended
the inclusion in section 4 of the Federal Reserve
Act of a provision requiring the Reserve Banks
to keep themsclves informed as to the specula-
tive use of bank credit by their member banks
and to take such matters into consideration in
making discounts and advances. Such a provi-
sion, the Board belicved, would make unneces-
sary the proposed provision for making any
advance immediatcly due and payable if the
borrowing bank increascd its loans to purchase
Or carry sceurities.

As it turned out, both provisions were in-
cluded in the final version of the Banking Act
of 1933, The provision added to scction 4, as
Tecommended by the Board, will be discussed
in a later chapter. The provision added to the
cighth paragraph of section 13 was to the effect
that if any member bank to which any advance
had been made under that paragraph should,
during the life of such advance and despite an
official warning from the Reserve Bank or the
Board, increase its outstanding loans c¢ol-
lateraled by securitics or loans to members of
Stock exchanges or dealers in securities for the
Purpose of purchasing or carrying stocks,
bonds, or other investment securities (other
than obligations of the United States), such
advance should be deemed immediatcly due
and payable, In addition, in any such case the
Member bank was made incligible to borrow
again from the Reserve Bank under this para-
8raph for such period as the Federal Reserve
Board should determine.
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This provision remains unchanged in the law
and it has given rise to no legal problems.
Following the language of the law, the Board
has taken the position that an increase in a
member bank’s securities loans does not subject
it to the penalties prescribed by the provision
unless such increase takes place after the is-
suance of an official warning by the Reserve
Bank or the Board.** This has been the only
published interpretation of the provision.

ELIMINATION OF APPLICATION
FORMS AND PROMISSORY
NOTES

In November 1970 the Board approved
rather drastic changes in the procedures relating
to advances to member banks: (1) elimination
of the use of formal applications for advances,
and (2) provision for the use of a continuing
lending agreement to be entered into by a
member bank in lieu of the execution of a
traditional promissory note in connection with
each borrowing.

The law had never required that member
banks file formal application forms in requesting
Reserve Bank advances, but Regulation A had
included provisions clearly implying the need
for such applications. These provisions were
climinated by an amendment to the regulation,
effective November 23, 1970.%

At the same time, the Board amended the
regulation to eliminate references to the execu-
tion of notes by borrowing member banks. It
appeared that the law expressly required a
borrowing bank to execute a promissory note.
Nevertheless, the Board concluded that the
underlying purpose of this requirement—to
give a Reserve Bank a direct claim against a
borrowing member bank—would be equally
served by the execution of a lending agreement
under which the bank would be legally obligated
to repay all advances made pursuant to the
agreement, Moreover, a practice had developed
by which overnight advances to member banks
were frequently repaid before the receipt by
the Reserve Bank of the borrowing bank’s

promissory note.
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90 HISTORY OF LENDING FUNCTIONS

These changes in procedure were described
by the Board in a press release issued on
December 1, 1970, as “designed to simplify
and update present practices.” They went into
effect in February 1971. Since then, continuing
lending agreements have been regarded as an

acceptable substitute for formal application
forms and promissory notes. Such agreements
include the essential terms previously included
in promissory notes, and a member bank is
unconditionally obliged to repay all advances
received under such agreements.

ADVANCES ON DIRECT OBLIGATIONS OF
THE UNITED STATES

15-DAY ADVANCES

The eighth paragraph of section 13 of the
Federal Reserve Act, as added by the Act of
September 7, 1916,%* authorized the Federal
Reserve Banks to make advances to member
banks on their own notes secured not only by
paper eligible for discount or purchase but also
by the “deposit or pledge of bonds or notes of
the United States.” The maturity of such ad-
vances was limited to 15 days. By the Banking
Act of 1933, this paragraph was amended to
permit a maximum maturity of 90 days, instead
of 15 days, on advances secured by eligible
paper. It did not, however, similarly liberalize
the maturity restriction with respect to advances
secured by Government obligations. Thus,
under this paragraph of section 13, advances
on direct obligations of the United States with
maturities exceeding 15 days could not be
made.

90-DAY ADVANCES

Actually, there was no need for the Banking
Act of June 16, 1933, to increase the maturity
limitation on advances secured by Government
obligations. About 3 months earlier, the Emer-
gency Banking Act of March 9, 1933, had
added to section 13 of the Federal Reserve Act
a new paragraph (the thirteenth and last para-
graph) that had authorized advances with
maturities of up to 90 days to individuals, part«
nerships, and corporations on their promissory
notes secured by direct obligations of the

United States. Although the new paragraph did
not specifically mention member banks, it was
immediately obvious that since member banks
were corporations, they could obtain 90-day
advances on the sccurity of Government obliga-
tions under the provisions of this paragraph.
This was made clcar by a change in Regula-
tion A in 1942. Section 2(b), which previously
had prescribed a 15-day maturity with respect
to advances to member banks on Govcmmerft
obligations, was amended to provide a maxi-
mum maturity of 90 days.** In a footnote it was
explained that although thc eighth paragraph
of section 13 authorized advances to member
banks on Government obligations for periods
not excceding 15 days, the last paragraph .Of
that section authorized advances to any If-
dividual, partnership, or corporation on direct
obligations of the United States for periods not
cxceeding 90 days and that the term “corpora
tion” inctuded a member bank. .
When the regulation was again revised. mn
February 1955, the 15-day maturity limitation
on advances on Government obligations. Wﬁz
restored, at lcast in the text of the regulation.
However, it was explained in a footnote that
under the last paragraph of section 13 of the
Federal Reserve Act, a Federal Reserve Ba_nk
had authority to make 90-day advances to 17
dividuals, partnerships, and corporations (it
cluding member and nonmember banks) Of
their notes secured by direct obligations of the
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United States, but that advances to member
banks on the security of such obligations “are
normally for short periods of not exceeding
fifteen days.”

In 1968 the regulation was amended to
provide in the text for advances to member
banks for periods of up to 90 days when
secured cither by paper eligible. for discount
or by paper cligible for purchase by the Reserve
Banks, without any specific reference to ad-
vances on dircct obligations of the United
States; at the same time the footnote indicating
that advances were normatly made for shorter
periods was omitted.**

LIMITATION AS TO TYPE
OF OBLIGATION

The cighth paragraph of section 13 of the
Federal Reserve Act, as added in 1916, re-
ferred to advances on bonds or notes of the
United States. The Banking Act of 1933
amended this language to refer to bonds, notes,
certificates of indebtedness, or Treasury bills of
the United States.** Although the last paragraph
of section 13 authorized advances on “direct
obligations of the United States,” the Board
construed this phrase as likewise being limited
to bonds, notes, and certificates of indebtedness,
and as not including any other types of direct
obligations of the United States. Thus, in 1960,
the Board held that although the Defense
Department was directly liable on certain deed
c?f trust notes, such notes were not direct obliga-
tions of the United States within the meaning
qf the last paragraph of scction 13. This posi-
tion was based on the ground that advances
l}nder that paragraph were subject to such
limitations, restrictions, and regulations as the

————
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Board may prescribe, and that Regulation A
parenthetically defined direct obligations to
mean only bonds, notes, Treasury bills, or cer-
tificates of indebtedness of the United States.?

ADVANCES AT PAR

In its 1937 revision of Regulation A, the
Board included a provision requiring a Federal
Reserve Bank to explain to the Board the facts
and circumstances of any case in which the
amount of an advance on a member bank’s note
secured by direct obligations of the United
States or by obligations fully guaranteed by the
United States was less than the face amount
of such obligations.*® However, when World
War II broke out in Europe, the Board an-
nounced that all advances by the Reserve
Banks on Government obligations would be
made at par,* and this anmouncement was
repeated in 1941 when the United States
entered the war.*? This provision was omitted
in the 1955 revision of the regulation because
it was considered no longer applicable and
because its inclusion might be construed as
being inconsistent with the System’s announced
policy that all advances on Government obliga-
tions would be made at par.

For many years commercial banks held large
volumes of Government obligations in their
portfolios, and by far the greatest part of
member bank borrowings from the Reserve
Banks during those years was through advances
secured by direct obligations of the United
States. In recent years, however, the volume of
“free” (that is, unpledged) Government obliga-
tions held by member banks has declined
sharply, and more and morc member bank
borrowings have been secured by eligible paper.

ADVANCES ON OBLIGATIONS OF
GOVERNMENT AGENCIES

SUMMARY

Except for bonds of the War Finance Cor-
Poration during World War 1, only direct

obligations of the United States, as distinguished
from obligations of U. S. Government agencies,
were eligible as security for Reserve Bank
advances prior to 1932. After 1932 amend-
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92 HISTORY OF LENDING FUNCTIONS

ments were made from time to time to the
eighth paragraph of section 13 of the Federal
Reserve Act for the purpose of specifically
making obligations of certain Government agen-
cies eligible as security for advances under that
paragraph. In 1968 the paragraph was amended
to permit advances to member banks on any
obligations eligible for purchase by the Reserve
Banks under section 14(b) of the Federal
Reserve Act—which include all obligations
guaranteed by the United States and obliga-
tions issued or guaranteed by agencies of the
United States.

FEDERAL INTERMEDIATE
CREDIT BANK OBLIGATIONS

The Agricultural Credits Act of 1923 added
to the Federal Reserve Act a new section—13a
—which, among other things, authorized the
Reserve Banks to discount ‘paper for Federal
intermediate credit banks and to purchase the
debentures and other obligations of such banks.
In 1932 Congress apparently felt that the inter-
mediate credit banks needed additional facili-
ties for acquiring funds through the Federal
Reserve System; the Act of May 19, 19323
endorsed by the Farm Loan Board, the Trea-
sury, and the Federal Reserve Board, was
designed to meet these necds. Among other
things, that act amended the cighth paragraph
of section 13 of the Federal Reserve Act so as
to authorize 15-day advances by the Reserve
Banks to member banks on their notes secured
“by the deposit or pledge of debentures or
other such obligations of Federal intermediate
credit banks which are eligible for purchase by
Federal reserve banks under section 13(a) of
the Federal Reserve Act.” 35

In recommending the enactment of this provi-
sion the House Banking and Currency Com-
mittec, after pointing out that intermcdiate
credit bank debentures were already cligible

for purchase by the Federal Reserve Banks,
stated: ¢

o=

- ® * * Such an amendment to the Federal
reserve act would be of great benefit to the
Federal intermediate credit banks because its

immediate effect would be to broaden the
market for the collateral trust debentures is-
sued by the banks. These are high-grade in-
vestments, and member banks would purchase
them in greater volume if they could be used
as a basis for temporary credit with the Fed-
eral reserve bank in the event of some
emergency or nced for funds.* = *

Significantly, the committee’s report went
on to say that it was not belicved that the
dcbentures would be used for this purpose to
any great extent, but that “the fact that they
could would be very valuable in the sale of
dcbentures and would greatly facilitate the
opcrations of the Federal intermediate credit
banks in extending credit to agriculture.” This
motive—to make the purchase and holding of
the debentures more attractive to banks—has
obviously been behind subsequent amendments
to the Federal Reserve Act making obligations
of other Government agencies cligible as col-
lateral for Federal Reserve advances to member
banks.

In the coursc of the debates on the 1932
amendment, Chairman Steagall of the House
Banking and Currency Committee argucd that
debentures of the intermediate credit banks
were “as sound and desirable” as the commer-
cial paper that the Rescrve Banks were per-
mitted to accept as collateral for advances
under the existing law and that the amendment
would make the debentures more desirable to
member banks and thus “reduce the interest
which is paid by farmer borrowers.” **

One persistent opponent of the amendment
was Congressman McFadden. He argued
strongly that its cnactment would weaken the
security behind Federal Reserve notes. His rea-
sons were the same as those he had previously
advanced in opposing the Glass-Steagall Ach
which a few months before had permitted Gov-
ernment bonds to be uscd as collateral secunty
for Federal Reserve notes. He insisted that the
amendment would “repeal the liquidity prov”
sion of the Federal reserve act, the main thing
that was the argument for the creation of the
Federal reserve act—elasticity.” He contended
that thc amendment was a reversion “to the
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Government bond secured circulating medium,”
and that in this instance the bonds of the
intermediate credit system were being sub-
stituted for Government bonds.*

Despite Mr. McFadden's objections, the
amendment was passed. It became a precedent
for later enactments authorizing obligations of
certain other Government agencies to be used
as collateral for advances by the Reserve Banks
to their member banks.

The 1932 amendment authorized the pledge
of intermediate credit bank obligations as se-

curity for 15-day advances to member banks .

only if they were cligible for purchase by the
Rescrve Banks under section 13a of the Federal
Reserve Act. That section provided for the
purchase of such obligations only “to the same
extent and subject to the samc conditions” as
those under which farm loan bonds could be
bought by the Reserve Banks, Under the Farm
Loan Act of 1916, the Rescrve Banks could
buy farm loan bonds only to the same extent
and subject to the same conditions as they could
buy municipal bonds under section 14(b) of
the Federal Rescrve Act. Under section 14(b)
they were authorized to purchase only muni-
cipal bonds having maturitics of not more than
6 months from the date of purchase. As the
result of this rather devious chain of references,
only obligations of intermecdiate credit banks
having a maturity of 6 months or less were
eligible as security for advances to member
banks. This limitation, however, is no longer
applicable because section 14(b) of the Fed-
cral Reserve Act now authorizes the Reserve
Banks to purchase obligations of any agency of
the United Statcs—the intermediate credit
banks arc regarded as agencics of the United
States—and the cighth paragraph of section 13
Permits any obligations cligible for purchasc
under section 14(b) to be used as collateral
for Reserve Bank advances.

Although scction 13a of the Federal Reserve
Act refers to the purchase of debentures issued
by “a” Federal intermediate credit bank, the
law covers not only debentures issued individ-
ually by such banks but also consolidated
debentures issued by such banks together;*
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consequently, consolidated debentures, as well
as individual debentures, are eligible as security
for advances to member banks.

FARM LOAN BONDS

The Federal Farm Loan Act of 1916 ex-
pressly authorized any Federal Reserve Bank
to buy and sell farm loan bonds issued by the
Federal farm land banks to the same extent as
they were authorized to buy State, county, dis-
trict, and municipal bonds under section 14(b)
of the Federal Reserve Act.®® That section
authorized the purchase of such bonds, that is,
tax warrants, with maturities of not more than
6 months. Since the new farm loan bonds were
eligible for purchase under a statute other than
the Federal Reserve Act, they were not eligible
as collateral for advances to member banks
under the eighth paragraph of section 13 of
that Act, Moreover, the Board’s General Coun-
sel in 1917 ruled that farm loan bonds could
not be regarded as “bonds of the United States™
and were therefore not eligible for use as
collateral for advances to member banks.*

In the early days of March 1933, drastic
steps had been taken to maintain the solvency
of the banks of the country, As a further step
toward economic recovery, President Roosevelt,
in a special message to Congress on March 16,
1933, recommended the enactment of an act
“to establish and maintain such a balance
between production and consumption of agri-
cultural commodities and such conditions in
the marketing of agticultural commodities as
will give to such commodities sold by farmers
their pre-war purchasing power.” ** This be-
came known as the Agricultural Adjustment
Act,

As evidence of the urgency of the measure,
the bill was introduced in the House on March
20, reported the same day, passed by the House
on March 22, and introduced in the Senate on
March 23. Up to that point, it contained nothing
with respect to farm credits; it was concerned
primarily with the maintenance of the balance
between the production and consumption of
agricultural commodities. As reported by the
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Senate committee, however, the bill was ex-
panded to cover extensions of additional credit
through the farm credit system. It included a
provision for the issuance by the Federal land
banks of a special type of farm loan bonds for
a limited period of 2 years in order to cnable
the land banks to expand their lending facilities.
These bonds, limited to an aggregate of $2 bil-
lion, were to be fully guarantced as to interest
by the United States.

To insure the sale of the bonds, Senator
Frazier proposed an amendment that would
have given them the complete support of the
Federal Reserve System: If they were not sold
to the public, the Federal Reserve Board would
have been required to deliver to the Federal
Farm Loan Board an equal amount of Federal
Reserve notes. A less drastic step, however, was
finally adopted. On April 10, Senator Shipstead
introduced an amendment to the bill to make
the new farm loan bonds eligible as collateral
for advances by Federal Reserve Banks to
member banks under section 13 of the Fed-
eral Reserve Act. As finally enacted on May 12,
the statute ** amended section 32 of the Fed-
eral Farm Loan Act of 1916 to authorize the
issuance of the temporary farm loan bonds
and further amended the provisions of section
13 of the Federal Reserve Act rclating to
15-day advances to member banks so as to
permit such advances to be secured “by the
deposit or pledge of bonds issued pursuant to
the paragraph added to section 32 of the
Federal Farm Loan Act, as amended by section
21 of the Emergency Farm Mortgage Act of
1933.”

Authority for the use of these bonds,as col-
lateral for advances to member banks was
short lived, however. In the following month,
the Banking Act of 1933 again amended the
eighth paragraph of section 13 of the Federal
Reserve Act and at that time the provision
for the use of farm loan bonds as collateral
for 15-day advances was omitted.

Although the Reserve Banks were still au-
thorized to purchase farm loan bonds, that
authority was not contained in the Federal
Reserve Act itself; consequently, such bonds

did not come within the scope of paper cligible
as collateral for advances, that is, paper cligible
for discount or purchase under the Federal
Reserve Act. However, farm loan bonds have
again become cligible as collateral for Federal
Reserve advances because they are obligations
of the Federal land banks, which are agencics of
the United States; thc Reserve Banks are
authorized under scection 14(b) of the Federal
Rescerve Act to purchase obligations of Govern-
ment agencics, and section 13 permits the use
of any paper cligible for purchase under scction
14(b) as collateral for Federal Reserve Bank
advances.

FEDERAL FARM MORTGAGE
CORPORATION BONDS

The nced for additional farm credit, which
the Act of May 12, 1933, had been designed to
mect, continued into 1934, Commercial banks
still were not satisfying the demand for farm
mortgage loans. The Federal Farm Mortgage
Corporation Act of January 31, 1934,'' was
intended “to supply funds for continuing on
its augmented basis the land-mortgage credit
system provided for in thc Federal Farm Loan
Act and the Emergency Farm Mortgage Act of
1933.” 45 It created a new agency, the Federal
Farm Mortgage Corporation, with authority to
issue bonds guaranteed by the United States.
The Federal land banks were permitted to €x-
change their own consolidated bonds for the
Government-guarantced bonds of the Corpora-
tion and thus be in a position to scll the latter
and use the procceds for making additional
farm mortgage loans.

To cncourage banks to buy the bonds of the
new Corporation, the Housc bill would have
amended section 14 of the Federal Rescrve Act
to authorize the Federal Reserve Banks to buy
and sell such bonds. As finally enacted, the
statute went further and amended both section
14 and section 13 of the Federal Reserve Ach:
The Rescrve Banks werc authorized undef
section 14 to buy and scll bonds of the Fedf:fal
Farm Mortgage Corporation having maturilies
from the date of purchase of not more thal
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6 months. The cighth paragraph of section 13
was amended to authorize 15-day advances to
member banks on their notes secured “by the
deposit or pledge of Federal Farm Mortgage
Corporation bonds issued under the Federal
Farm Mortgage Corporation Act.”

This authorization soon lost its significance.
By the mid-1950's very few bonds of the
Federal Farm Mortgage Corporation were out-
standing.'® In rccognition of this fact, the
Board’s 1955 revision of Regulation A, which
previously had referred in the text to the use
of such bonds as collateral for advances to
member banks, merely referred in a footnote
to the fact that “such advances may also be
made on notes sccured by the deposit or pledge
of Federal Farm Mortgage Corporation bonds
issued under the Federal Farm Mortgage Cor-
poration Act.” ** By an Act of October 4, 1961,
Congress amended paragraph 8 of section 13
of the Federal Rescrve Act to climinate the
reference to Federal Farm Mortgage Corpora-
tion bonds as collateral for Federal Rescrve
advances to member banks; ** and the footnote
reference to such bonds in Regulation A was
eliminated in 1968.*

HOME OWNERS’
LOAN CORPORATION BONDS

A few months after bonds of the Farm
Mortgage Corporation were made cligible as
collateral for Federal Reserve advances, bonds
of the Home Owners’ Loan Corporation
(HOLC) were given the same privilege. In
addition to making such bonds eligible for
Purchase by the Federal Rescrve Banks, the
Act of April 27, 1934, amended the cighth
Paragraph of section 13 of the Federal Rescrve
Act to permit 15-day advances to member
banks to be secured by “the deposit or pledge
of bonds issued under the provisions of sub-
section (c) of section 4 of the Home Owners’
Loan Act of 1933, as amended.”

The committee reports gave no specific rea-
son for this amendment. It appeared, however,
that the refunding of the previously issued
HOLC bonds had been retarded because they
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had not been clearly guaranteed as to principal
by the United States and, being quoted below
par, they had not been acceptable to some
mortgagees at face value in exchange for
mortgages. To remedy the situation, the new
bonds were expressly and fully guaranteed as
to principal and interest by the United States.5!
Presumably in order to make them more at-
tractive investments for banks, they were also
made available as a basis for Federal Reserve
credit.

During the debates, Senator Bulkley stated
that this was simply a technical provision
designed to put these bonds “on the same basis
with United States bonds in this respect.
* * * We are simply conforming to the Fed-
eral Reserve Act in giving these bonds a
technical privilege, which they ought to have
when guaranteed by the Treasury.” %

In practice, the authority for the use of
HOLC bonds as security for section 13 ad-
vances to member banks proved to be of little
significance. The HOLC was dissolved on Feb-
ruary 3, 1954,"> and none of its bonds are
outstanding. The reference carried in the
Board’s 1937 Regulation A to the use of such
bonds as collateral for advances was omitted
when the regulation was revised in 1955.

COMMODITY CREDIT
CORPORATION CERTIFICATES
OF INTEREST

By regulation in 1949, the Board permitted
the use of one type of paper as collateral for
section 13 advances even though it was not
clearly eligible either for discount or for pur-
chase by the Reserve Banks. As part of an
effort to encourage banks to hold notes rep-
resenting loans made to producers of agricul-
tural products pursuant to commodity loan
programs of the Commodity Credit Corpora-
tion (CCC), the Board amended its Regula-
tion A, effective February 17, 1949, to except
such producers’ notes from the negotiability
requirement of the regulation in order that they
might be eligible for rediscount. Under some of
the CCC programs, however, the producers’
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notes were bought by CCC and held in
“pools,” and certificates of interest in such
pools of notes were issued to banks. In 1917
the Board had ruled that a certificate of
interest in a note was not eligible for dis-
count.®* Although this would suggest that cer-
tificates of interest in pools of CCC notes would
not be eligible for discount, the Board amended
Regulation A to provide “for the use of certifi-
cates of interest such as are issued by the
Commodity Credit Corporation under its cotton
loan program as security for advances made to
member banks.” °°

In 1969 the reference to the use of CCC
participation certificates as collateral for ad-
vances to member banks was omitted from
Regulation A, but at the same time the Board
added to its list of agency issues eligible as
collateral for such advances “Commodity Credit
Corporation certificates of interest in a price-
support loan pool.” 3¢

MERCHANT MARINE
BONDS

In 1960 the Board ruled that United Statcs
Government Insured Merchant Marine bonds
were not eligible as collateral for Reserve Bank
advances to member banks under section 13 of
the Federal Reserve Act because, in the light
of the legislative history, the reference in the
eighth paragraph of that section to notes, drafts,
bills of exchange, or bankers’ acceptances con-
templated only obligations arising out of com-
mercial or agricultural transactions, and Mer-
chant Marine bonds were not of that char-
acter.”” This interpretation was, of course,
superseded by the 1968 amendment to the
eighth paragraph of section 13 making cligible
as collateral for Reserve Bank advances any
obligations eligible for purchase under section
14(b). On the ground that the Merchant Ma-
rine bonds constituted obligations issued or
guaranteed by a Government agency and that
they were therefore eligible for purchase, the
Board in 1968 cxpressly rcvoked its 1960
ruling holding such bonds to be ineligible for
usc as collateral.s®

FARMERS
HOME ADMINISTRATION
INSURED NOTES

In 1962 the Board considcred the question
whether notes cvidencing loans to farmers by
member banks that werc insured by the
Farmers Homc Administration werc cligible
as collateral for advances under the cighth
paragraph of scction 13 of the Federal Reserve
Act. The Board concluded that, while the term
“insurance” rather than the term “‘guarantee”
was used im connection with such loans, they
were to be considered as fully guaranteed by
the United Statcs within thc mcaning of scc-
tion 14(b) of thc Fedcral Reserve Act and
were therefore cligible for purchase by the
Reserve Banks. In addition, the Board con-
cluded that the insured notes involved in this
casc were to be distinguished from the insured
Marine bonds, which had been considered by
the Board in 1960. The latter bonds, although
technically notes, were regarded as sccurities
and not thc kind of notes contcmplated by
the cighth paragraph of section 13, whereas
the notes insured by the Farmers Home Admin-
istration were not in the category of sccurities.
Accordingly, the Board held that such insured
notes were eligible as sccurity for Reserve Bank
advances to member banks under scction 13.7

EXPORT-IMPORT BANK
PARTICIPATION CERTIFICATES

The Export-Import Bank of Washington is-
sucd participation certificates representing in-
terests in loans made by that Bank. Although
the law did not give the Bank express authority
to pledge the faith or credit of the United Stat?s
to the redemption of such certificates, it (?'d
unconditionally guarantce the payment of prif-
cipal and interest on such certificatcs. On the
basis of an opinion of the Attorney General of
the United States * to the ecffect that a guar
antee by a Government agency is an obligation
fully binding upon the United States despite the
absence of statutory language cxpressly pledg-
ing its faith or credit to the redemption of the
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guarantee, the Board in 1966 concluded that
such participation certificates were “fully guar-
anteed by the United States as to principal and
interest” within thc meaning of section 14(b)
of the Federal Reserve Act and were therefore
cligible as collateral for advances to member
banks under the cighth paragraph of section
130

NOTES GUARANTEED BY
SMALL BUSINESS
ADMINISTRATION

A few months later in 1966, the Board
followed the principle stated in the Export-
Import Bank case when it ruled that notes
fully guarantced by the Small Business Ad-
ministration (SBA) under its Small Business
Investment Company Program were cligible
for purchase by the Reserve Banks under sec-
tion 14(b) of thc Federal Reserve Act and
were, therefore, eligible as collateral for ad-
vances under the eighth paragraph of section
13.% Again, although the Small Business In-
vestment Act did not expressly pledge the
faith or credit of the United States for the
redemption of the notes guarantced by the
SBA, the Board relied upon the opinion of
the Attorncy General previously mentioned
io the effect that a guarantee by a Government
agency is an obligation fully binding on the
United States despite the absence of statutory
language expressly pledging the faith or credit
of the Government for the redemption of the
Suarantec,

AGENCY ISSUES

In 1966, scction 14(b) of the Federal Re-
Serve Act was amended to authorize the Reserve
Banks, under regulations of the Federal Open
Market Committee, to buy and sell in the open
lflarket “any obligation which is a direct obliga-
tion of, or fully guaranteed as to principal and
Interest by, any agency of the United States.” ©
This authority was originally conferred for only
1 year, but in 1967 it was extended for another
year and in 1968 it was made permanent.®
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The effect of this amendment to section
14(b) was to make eligible for purchase by
the Reserve Banks not only direct obligations
of the United States and obligations fully guar-
anteed by the United States but also any ob-
ligation issued by any agency of the United
States or fully guaranteed by any such agency,
even though such obligation would not be fully
guaranteed by the United States.

Although such agency issues were thus made
eligible for purchase by the Reserve Banks,
they were still not eligible, under Board rulings,
as collateral for Reserve Bank advances under
section 13 of the Act unless they could be re-
garded as notes arising out of commercial
or agricultural transactions. The situation was
changed by the 1968 amendment to the eighth
paragraph of section 13 when any obligations
eligible for purchase were made eligible as
security for advances. Since 1968, any obliga-
tion issued or fully guaranteed by any Govern-
ment agency has been eligible as collateral for
section 13 advances to member banks.

Following the enactment of the 1968 legisla-
tion, the Board issued an interpretation listing
the principal agency obligations that were
eligible as collateral for Reserve Bank advances
under section 13. The list of agency obligations
was as follows: %

(1) Federal Intermediate Credit Bank de-
bentures
(2) Federal Home Loan Bank notes and
bonds
(3) Federal Land Bank bonds
(4) Bank for Cooperative debentures
(5) Federal National Mortgage Association
notes, debentures, and guaranteed cer-
tificates of participation
(6) Obligations of or fully guaranteed by
the Government National Mortgage
Association
(7) Merchant Marine bonds
(8) Export-Import Bank notes and guaran-
teed participation certificates
(9) Farmers Home Administration insured
notes
(10) Notes fully guaranteed as to principal
and interest by the Small Business Ad-
ministration
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(11) Federal Housing Administration de-
bentures

(12) District of Columbia Armory Board
bonds

(13) Tennessee Valley Authority bonds and
notes

(14) Bonds and notes of local urban renewal
or public housing agencies fully sup-
ported as to principal and interest by
the full faith and credit of the United
States pursuant to section 302 of the
Housing Act of 1961 (42 U.S.C. 1421a
(c), 1452(c))

This list was supplemented in 1969 by the
addition of Commodity Credit Corporation
certificates of interest in a price-support loan
pool ¢¢ and was further supplemented in 1971
by the addition of notes, debentures, and guar-
anteed certificates of participation of the Fed-
eral Home Looan Mortgage Corporation and
obligations of the United States Postal Service.*
In 1972, on the basis of opinions of the At-
torney General to the effect that they werc
obligations of the United States, the Board
took the position that certain guaranty con-
tracts entered into by the Department of Health,
Education, and Welfare and certain participa-
tion certificates issued under a Purchase Con-
tract Program of the General Services Admin.

istration should be trcated as direct obligations
of, or fully guaranteed as to principal and inter-
st by, a U.S. agency and were cligible as se-
curity for advances to member banks.®

The Board’s 1968 interpretation made it clear
that nothing less than a full guarantce of prin-
cipal and intercst by a Federal agency would
make an obligation cligible as collateral for an
advance. For example, mortgage loans insured
by the Federal Housing Administration are not
eligible because an insurancc contract is not
equivalent to an unconditional guarantce and
does not fully cover interest payablc on the
loan. Morcover, obligations of international in-
stitutions, such as the Inter-Amcrican Develop-
ment Bank and the International Bank for
Recconstruction and Development, are not
cligible as such collateral becausc they are not
agencies of the United Statces.

It is interesting to notc that when the Penn-
Central Transportation Company collapsed in
1971 and was placed under reorganization pur-
suant to Fedcral law, the certificates issued by
the trustecs of the company were fully guar
anteed by the Sccretary of Transportation. Con-
sequently, such certificates technically became
cligible as security for Rescrve Bank advances
to member banks under section 13 of the Fed-
cral Reserve Act.*®

TAX WARRANTS

Section 14(b) of the Federal Reserve Act
authorizes the Reserve Banks to buy and sell
“bills, notes, revenue bonds, and warrants
with a maturity from date of purchase of not
exceeding six months, issued in anticipation of
the collection of taxes or in anticipation of
the receipt of assured revenues by any State,
county, district, political subdivision, or
municipality in the continental United States,
including irrigation, drainage, and reclamation
districts, such purchases to be made in ac-
cordance with rules and regulations prescribed
by the Board of Governors of the Federal

Reserve System.” This language was part of the
original Federal Rescrve Act and has nevef
been changed.

Following the cnactment of the 1916 amend-
ment to the law authorizing advances by the
Reserve Banks to member banks on papef
eligible for rediscount or purchase by the Re-
serve Banks, thc Board held that county ta%
warrants, although eligible for purchasc under
the Federal Reserve Act, were not eligible &
collateral for advances to member banks “"d‘f:
the eighth paragraph of section 13 of the Act,’
presumably because tax warrants Wwere not
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regarded as notes, drafts, or bills of exchange
within the mecaning of that paragraph.

That such obligations were not regarded as
eligible sccurity for section 13 advances was
indicated during consideration of the Glass-
Steagall Act of 1932, when statements were
made by Governor Meyer of the Board and
by various Congressmen to the effect that the
latter act, by authorizing advances on any
satisfactory security under the new section
10(b), would have the cffect of permitting
municipal bonds to be used as collateral for
advances under that section.” When the Board’s
Regulation A was revised in 1937, it provided
that advances to member banks under section
13 must be secured by paper cligible for re-
discount or for purchase by the Reserve Banks
under the provisions of the Board’s Regulation
B. That rcgulation dealt only with the purchase
of bills of exchange and bankers’ acceptances,
not with the purchase of tax obligations of
municipalities. Although the 1955 revision of
Regulation A changed this reference so that it
referred to paper cligible for purchase under
the Federal Reserve Act (as provided in the
statute), apparently this change was not in-
tended to reflect any change in the Board’s
Previous position that tax-anticipation obliga-
tions of municipalitics were not eligible as
collateral for advances to member banks under
section 13,

The 1968 amendment to the eighth para-
graph of section 13, which has frequently been
mentioned in this chapter, had the effect of
making tax warrants that were eligible for pur-
chase under section 14(b) also eligible as col-
lateral for Reserve Bank advances to member
banks, That change in the law was recognized
by the Board in an interpretation that noted
Specifically that the kinds of tax-anticipation
bonds and warrants described in section 14(b)
had become eligible as collateral for advances
0 member banks, but only to the extent that
such obligations would be eligible for purchase
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under the Board’s Regulation E."2 Regulation
E, Purchase of Warrants, was adopted many
years ago and is still in effect, even though it
purports to regulate the purchase and sale of
tax warrants in the open market, a subject now
within the jurisdiction of the Federal Open
Market Committee and no longer subject to
regulation by the Board. That regulation pre-
scribes detailed conditions that must be met in
order for warrants to be eligible for purchase by
the Reserve Banks.

In 1969 the Board amended its 1968 inter-
pretation regarding the eligibility of tax war-
rants as security for Reserve Bank advances.
It eliminated the earlier requirement that in
order to be eligible as such security, warrants
had to comply with the requirements of Regula-
tion E. It provided, however, that in each
case a Reserve Bank should satisfy itself that
sufficient tax or other assured revenues ear-
marked for payment of such obligations would
be available for that purpose at maturity, or
within 6 months after the date of the advance
if no maturity was stated.™

One final point with respect to the use of
tax warrants as collateral for Reserve Bank
advances should be mentioned. The language
of section 14(b) literally limits the eligibility
of such warrants for purchase by the Reserve
Banks (and therefore as collateral for ad-
vances) to warrants issued by a State, county,
district, political subdivision, or municipality
in the continental United States. This would
appear to exclude warrants issued by munici-
palities in the State of Hawaii. However, the
fact is otherwise because, when Hawaii was
admitted to statehood in 1959, the enabling
legislation amended section 1 of the Federal
Reserve Act to define the term “the continental
United States” as the States of the United
States and the District of Columbia.”* Thus,
although it consists of islands in the middle of
the Pacific, Hawaii is a part of the continental
United States, at least for certain purposes.
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THE GLASS-STEAGALL ACT: A BREAK WITH THE PAST

EMERGENCY BACKGROUND

A date of importance in the history of the
lending functions of the Federal Reserve Banks
was February 27, 1932—the date of enactment
of the Glass-Steagall Act.™ It was a brief statutc
of only three sections, but onc that marked a
definite change in the traditional concept of the
nature of the lending functions of the Reserve
Banks. Previously, emphasis had been placed
on compliance with more or less formal and
technical requirements regarding cligibility for
discount, in particular compliance with an
arbitrarily fixed, short maximum maturity and
a requirement for self-liquidation out of actual
commercial or agricultural transactions; there-
after, more and more emphasis was placed
upon the soundness of the paper offcred as a
basis for credit.

The Glass-Steagall Act was essentially an
emergency measure. Its purposes were to re-
store confidence in the banking system, to halt
bank failures, to loosen credit, and to bring
currency out of hoarding. As stated by thc
bill's co-author, Congressman Steagall, the
banking and credit machinery of the country
had “drifted into unhappy days.” ** An omni-
bus banking bill, the so-called Glass bill, was
then pending in the Senate. Designed to correct
abuses that had led to the unhappy days-use
of bank funds for speculative purposes and
participation by banks in the securities business
—that bill was to be enacted more than a year
later as the Banking Act of 1933. In the mean-
time, some immediate action was deemed neces-
sary to dispel the prevailing atmosphere of un-
certainty and apprehension.

The extreme urgency of the situation is in-
dicated by the legislative progress of the Glass-
Steagall bill. It was introduced in both Houses
on February 11; it was reported and debated in
the Senate on Friday, February 12; on the
same day hearings were held by the House
Banking and Currency Committee; on Monday,

the 15th, it was passed by the House; after
further dcbate in the Senate on the 18th,
it was passed by that body on the following
day; and the bill was signed by the President
on the 27th. Indecd, some mcmbers of Con-
gress complained of the shortness of time al-
lowed for consideration of the bill.**

PROVISIONS OF THE BILL

One of the three scctions of the bill amended
section 16 of the Federal Reserve Act to permit
direct obligations of the United States to be
used as collateral for the issuance of Federal
Reserve notes until March 3, 1933, Previously,
such notes could be issucd only against gold,
gold certificates, and cligiblc paper rediscounted
by the Reserve Banks. Because of the shrinkage
in the amount of commercial paper offered for
discount, Federal Reserve notes then outstand-
ing were backed to the extent of ncarly 80 per
cent by gold, although the Fedcral Reserve
Act then requircd a gold reserve of only 40
per cent against outstanding Federal Rcscryc
notes.™* There were those who felt that permis-
sion for the use of Government obligations a
security for Federal Reserve notes would be
inconsistent with the original concept of an
elastic currency backed by commercial paper
rather than by Government bonds.®® The
majorily, however, were willing—at lcast as 3
temporary mcasurc—to depart from the of-
ginal concept because they believed that hoal’_d'
ing would be offsct by an “emergency
culation of Federal reserve notes sccured b
Government bonds.” ** Moreover, it was felt
that this amendment would have the effect of
“turning loose™ about $800,000,000 of “freé
gold,” ** and would thereby “fortify the gold
status of the Federal reserve banks in this
period of extraordinary disturbance.” **

But it is with the other two sections of the
Glass-Stcagall Act that this history is MmO
directly concerned. They permitted the Fed-
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eral Reserve Banks for the first time, although
only in emergency situations, to extend credit
to member banks on the basis of any satis-
factory asscts, whether or not technically eligible
for rediscount. These sections added sections
10(a) and I0(b) to the Federal Reserve
Act. Scction 10(a) authorized any Rescrve
Bank, with the consent of at lcast five
members of the Federal Reserve Board, to
make advances to groups of five or more mem-
ber banks on thcir promissory notes under
certain conditions, one of which was that the
bank or banks in the group that received the
procceds had no adequatc amounts of cligible
paper. Section 10(b) provided authority, until
March 3, 1933, under which a Reserve Bank
in exceptional and exigent circumstances could
make an advance to an individual member bank
on its notes secured to the satisfaction of the
Reserve Bank if thc member bank had no
further cligible paper, but only at a rate of
interest at least 1 per cent higher than the
regular Reserve Bank discount rate.

GENERAL PURPOSES

The principal objcctive of these provisions
Was to rcassurc banks by making it clear that
In an emergency they could use long-term
Paper, such as mortgages, as a basis for borrow-
Ing from the Reserve Banks. Actually, there
Was no real shortage of cligible papcr among the
banks of the country as a whole. During the
hearings on the bill before the House Banking
and Currency Comimittee, Governor Meyer of
the Board cstimated that member banks held
from $8 billion to $8%4 billion of eligible paper,
ncluding Government bonds.** The difficulty,
G?vernor Meyer said, was that the banks were
“timid” about borrowing. In the prevailing state
of confusion and fcar, banks felt it necessary
"Eo keep on hand cnough liquid securities or
cligible paper to respond to any contingency
that might arise” in order to meet possible
demands of their depositors.®* Senator Glass
described the situation as follows:*®

* @ * There is plenty of eligible assets in
the portfolios of the member banks of the
Federal reserve system ¢ * *. The member
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banks of the system, the banking community
of the United States, have ceased to function
through abject fear and have communicated
this fear to depositors.> * *

In other words, the purpose of the Glass-
Steagall Act was largely psychological. At an-
other point during the debates, Senator Glass
remarked:*¢ '

-

* # * The chief psychological advantage
of this measure—and it is perhaps a valuable
psychological advantage-—is that it gives as-
surance to these frightened and timid bankers
throughout the country that if they will only
respond to the requirements of commerce, if
they will only help in relieving themselves
and the country from this depression and in
doing so exhaust their eligible assets, then
and only then may they make use of their
ineligible assets.

Similarly, Senator Fletcher felt that the bill
would place banks in a position where they
could “take greater risks and make loans and
accommodate their customers to a greater ex-
tent” than they had been doing.>*

Some feared that by broadening the base for
borrowing from the Reserve Banks, the bill
would be inflationary.™ The Senate committee’s
report, however, stated that the bill was “not
intended nor should it be used for undue infia-
tion of the currency.” ® Similarly, the House
report expressed the belief that the bill, “with-
out undue expansion,” would result in easier
credit, which would aid in ending bank failures
and in improving business conditions gen-
erally.” In other words, it was felt that if the
bill did cause some inflation, it would not, in
the circumstances, be an undue or improper
inflation. One Congressman put it as follows:**

If by easing credit we increase confidence
and dispel fear, we shall observe a resulting
flow into rediscount channels of hoarded re-
discountable paper, with a resultant issuance
of Federal reserve notes. * * * There is
nothing inflationary in such a program, be-
cause there is no undue or unwarrantable
element in that which is normal.

There were some, indeed, who were afraid not
that banks would borrow too much 1.mder the
bill but that they would borrow too little.*®
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In any event, it was emphasized that the
provisions of the act were to be utilized only in
exceptional and emergency situations. A few,
like Senator Vandenberg, suggested that com-
mercial practices had changed over the years;
that “Federal reserve definitions should pro-
gress with the times”; and that “sound” assets
should be eligible as a basis for Federal Re-
serve credit even though they “fell outside the
arbitrary limitations set up in the original Fed-
eral reserve act.” ** But Governor Meyer of the
Board declared that the bill was intended to be
used only in “exceptional cases,” ®* and that it
would provide facilities to be availed of “in an
emergency.” ®* The act itself stated in its title
that it was to provide means for meeting the
needs of member banks “in exceptional cir-
cumstances”; and the new section 10(b), au-
thorizing advances on any satisfactory assets,
was limited to “exceptional and exigent cir-
cumstances” and was enacted to remain in
force only until March 3, 1933.

The general objectives of sections 10(a) and
10(b) were summarized by the Senate Bank-
ing and Currency Committee 2 months after
their enactment when Congress was considering
a more comprehensive banking bill. That com-
mittee’s report on the Glass bill, which later
became the Banking Act of 1933, contained
the following statement: ¢

Within recent months there has been a very
widespread demand for some means of fur-
nishing emergency relief to banks that are in
difficult straits. The Federal reserve system
was intended to furnish a means of mutual
aid and if properly administered was en-
tirely adequate to the necessities of the case.
However, with conditions as they stand it is
likely that some plan whereby actual assist-

ance could be furnished to banks which are
willing to stand sponsor for one another and
thus enable them to clear up danger spols in
their own several communities would be help-
ful. We therefore suggested such a plan as an
additional means of strengthening and render-
ing useful the provisions of the Federal re-
setve system. The general plan so recom-
mended was founded upon the idea of joint
action by clearing houses or groups of banks
in different localities designed for the purpose
of getting accommodations on their joint un-
securcd notes at reserve banks up to such
amount as might be held prudent; likewise,
in exigent cases, relief was provided for indi-
vidual banks. Such emergency credit should
be retired as soon as possible, and therefore
it seemed best to provide severe restrictions
upon its use and duration.* * ¢

Although regarded in thosc unhappy days
of 1932 as a piece of emecrgency legislation,
the Glass-Stcagall Act marked a turning point;
and, as it later developed, it proved to be
more than a temporary mecasure. The authority
for the usc of Government bonds as sccurity
for Federal Reserve notes was extended from
time to time and was finally made pcrmanent.
Section 10(a), authorizing advances to groups
of member banks, is still on the statutc books,
although it is of little practical significance for
reasons hereinafter indicated. Scction 10(b),
providing for advances on satisfactory asscts, is
now permancnt legislation and is no longer
restricted to emergency situations, although it
still requires that a penalty rate of interest be
charged on such advances,

It is in order at this point to consider in
more detail the purposes, history, and applica-
tion of these sections of thc Federal Reserve
Act that relate to advances to member banks.
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ADVANCES TO GROUPS OF MEMBER BANKS

PURPOSE AND NATURE

Section 10(a) of the Federal Reserve Act,®*
as added by the Glass-Steagall Act of February
27, 1932, authorized any Federal Reserve Bank
to make advances to groups of five or more
member banks, subject to a number of rigid
restrictions. Its purpose was to enable several
member banks to join together in an organiza-
tion like a clearing house and, as a group,
borrow from a Federal Reserve Bank funds
with which to assist a weak or failing bank
within the group.®®

The report of the Senate Banking and Cus-
rency Committec stated that this section was
“intended to provide a permanent reserve for
groups of banks in periods of great distress.” *°
Similarly, the Housc Banking and Currency
Committee described the section as affording
‘“a means of relicf to banks that find themselves
in urgent neced of accommodations when
willing to cnter into joint liability.” *** During
the House hearings, Governor Meyer of the
poard declared that if the provision had existed
in the previous year it might have been used in
a number of cases, since he felt that it was
certainly “to the interest of neighbors in the
banking business to save one of their number if
unliquidity is the main difficulty affecting the
condition of an important banking member of
the community.” 11
_ In general, it was contemplated that the sec-
tion would be utilized by banks in a large city
in order to prevent the imminent failure of
one of their number and thus protect them-
selves from the possibility of similar disaster.
As to the objection that the stronger banks
would not be willing in this manner to assist 2
weak bank, Senator Glass stated:**

* * * T think that as many as five banks
in any considerable community may not be
willing to organize themselves in a group to
avert the failure and consequent disaster of
one or more other banks in that community
is to assume that the bankers of the country

have not even an intelligent selfishness, be-
cause the failure of any one of the weaker
banks in any given community has jts reac-
tionary effect upon the stronger banks and,
it is readily conceivable, might bring disaster
to them also. So we provide that there may
be this species of group banking in the
populous centers, where it may readily be
employed and prove effective.

In effect, the section provided for Federal
Reserve advances of funds to a weak bank on
the security of the guarantee of the stronger
banks in the community.’® Recognizing the
general rule that national banks could not
legally guarantee the debts of others, the bill at
first specifically provided that national banks
should be authorized to endorse or guarantee
notes of other member banks evidencing loans
under this section. As the bill was finally en-
acted, it covered this point in broader language
applicable to all member banks; the bill au-
thorized member banks “to obligate themselves
in accordance with the provisions of this
section.” ***

In keeping with its basic purpose of providing
aid to banks in dire, or nearly dire, circum-
stances, the section imposed no limit on the
amount that might be advanced by a Reserve
Bank % or on the maturity of any such ad-
vance. Nor was any time limit placed on the
period during which section 10(a) should re-
main in effect, although the other provisions
of the Glass-Steagall Act, relating to advances
to individual member banks and the use of
Government obligations as security for Federal
Reserve notes, were limited to a period of 1
year.®® It seems clear, however, that the au-
thority to make advances to groups of member
banks was intended as an emergency measufre
to be utilized only in the exceptional case in
which a member bank had exhausted its dis-
countable eligible paper and other banks in
the community. were willing to come to its aid
through the joint borrowing mechanism pro-
vided by this section.
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LIMITATIONS

That loans authorized by section 10(a) of
the Federal Reserve Act would be made only
in truly emergency circumstances was insured
by the limitations imposed by its provisions.
In order for any advance to be made by a
Federal Reserve Bank under this section, ninc
separate requirements were required to be met:

1. The advance had to be approved by at
least five members of the Federal Reserve
Board.?*”

2. The advance was required to be made to
a group of not less than five member banks,
except that it might be made to a lesser number
if the aggregate amount of their deposit li-
abilities was at least 10 per cent of the total
deposit liabilities of the member banks in the
Federal Reserve district. Originally, said
Senator Glass, the proposal had been for a
minimum of 10 banks, but, “in a yiclding
mood,” the number had been reduced to five.1°®
There were some, on the other hand, who saw
no reason to impose even a five-bank minimum,
and the conference committee agreed to the
exception stated above,1?

3. A majority of the banks in the group
obtaining the advance were required to be in-
dependently owned and controlled. Originally,
the bill required all of the banks to be inde-
pendent banks. The purpose was to prevent
holding companies from forming cxclusive
groups of their own members.!*® At Senator
Glass’s suggestion, an amendment was adopted
to make the requirement applicable only to a
majority of the borrowing banks.

4. The most important requirement was that
the bank or banks receiving the proceeds of
the advance must have no adequate amounts of
eligible and acceptable assets available to cnable
such bank or banks to obtain sufficient credit
accommodations from the Federal Reserve
Bank through rediscounts or advances other
than as provided in section 10(b). The bill at
first provided that advances could be made to
groups of banks only if such banks had
cxhausted their eligible assets. The language
was changed by a Senate committee amend-

ment to make it clear that the requirement
applied only to the weak bank or banks that
actually reccived and usced the proceeds of the
advance.*** If this requircment were met, the
advance could be secured by any satisfactory
assets, whether technically cligible for discount
or not, with only one ecxception—foreign
securities.

5. The liability of each bank in the borrow-
ing group was limited to such proportion of
the total amount of thc advance as the amount
of the deposit liabilitics of that bank bore to
the aggregate deposit liabilitics of all the banks
in the group. The lawmakers were not certain
whether the banks in the group would be
jointly and sevcrally liable to the Federal Re-
serve Bank,?** but Scnator Robinson and Sena-
tor Glass felt that cach bank would be so
liable in proportion to its deposits.}**

6. The borrowing banks were authorized to
distributc the procceds of the advance to such
of their number and in such amounts as they
might agree upon, but the recipient banks were
required to deposit with a suitable trustee their
individual notes madc in favor of the entire
group and protected by such collateral as might
be agreed upon.

7. The rate of intcrest charged on the ad-
vance was required to be not less than 1 per
cent above the Reserve Bank’s regular discount
rate at the time of the advance.

8. Notes representing advances under this
scction were not to be used as collateral security
for Federal Reserve notes issued under section
16 of the Federal Reserve Act. As previously
noted, some Congressmen in 1932 were re-
luctant to permit even Government obligations
to be used as sccurity for Federal Reserve
notes; Congress clearly was not prepared to
allow notes given for emergency advances un-
der scction 10(a) to be used for this purpose.

9. Finally, foreign securitics—obligations of
foreign governments or of forcign persons Of
corporations—could not be offered as collateral
security for advances under this scction of the
law. The implication clcarly was that any and
all other types of collateral security were pef-
missible.
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EFFECT

In view of the many limitations and require-
ments imposed with respect to group advances
under section 10(a), it is not surprising that
this authority proved to be of little significance.
Moreover, any importance the section might
otherwise have had was all but nullified by the
provisions of section 10(b) cnacted at the same
time. When the conference report on the Glass-
Steagall bill was bcing considered in the House,
Chairman Steagall rccognized that in practical
effect there would be no use made of the au-
thority available under section 10(a) by those
banks that would be permitted to apply for
loans under section 10(b) .11

Shortly after the cnactment of the Glass-
Steagall Act, the Board announced that since
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the advances authorized by section 10(a) were
to be made only in unusual circumstances, it
did not contemplate issuing any regulations on
the subject but would consider each request
for its consent to such an advance in the light
of the facts of the particular case.’® Actually,
no regulations ever became necessary, nor were
any rulings or interpretations issued under this
section. In short, section 10(a) was never of
any real practical significance. It would have
been repealed by the proposed Financial In-
stitutions Act, which passed the Senate in 1957
but was allowed to die in the House Banking
and Currency Committee.**® Although still in
effect today, section 10(a) is virtually a dead
letter, overshadowed by its sister section—sec-
tion 10(b).

ADVANCES ON SATISFACTORY ASSETS

ORIGINAL AUTHORIZATION

Section 10(b) of the Fcderal Reserve Act,
as originally added by the Glass-Steagall Act
of February 27, 1932, was intended, in the
words of Senator Glass, to provide for the
fieeds of the smaller country banks that were
“so detached from commercial and financial
Centers as to make it exceedingly inconvenient,
if not actually impossible, for them either to
Organize into a group or readily to join an
existing group” 17 that might obtain an advance
under section 10(a) of the Act.

Briefly, the original scction 10(b) authorized
any Federal Reserve Bank to make advances
t0 a member bank on its notes secured to the
satisfaction of the Reserve Bank, subject to
certain limitations. As explained by Govemnor
Meyer of the Board, the scction was designed
10 permit the Reserve Banks to make advances
on “adequate and safe sccurity” in cases in
Which member banks, “because of unsatis-
factory business conditions, or through unusual

withdrawal of deposits,” had reached the point
where their remaining paper, although good,
was ineligible for rediscount.’*®

But, as in the case of section 10(a), the
restrictions imposed by section 10(b) were
somewhat severe. In the first place, authority
to make advances under section 10(b) was
limited to a period expiring March 3, 1933,
Some felt that such a time limit was unneces-
sary,"® and the Senate approved an amendment
offered by Senator Thomas to extend the period
until March 3, 1934.'2° However, the confer-
ence committee agreed to go back to the 1-year
limitation.**!

Second, advances under the section were ex-
pressly limited to exceptional and exigent cir-
cumstances. This was a requirement that, al-
though perhaps implicit in section IO(a),‘}Bad
not been specifically prescribed as a condition
to advances to groups of banks under that
scction.

Third, in order to make it clear that advances
under section 10(b) would be for the benefit of
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small country banks,’*® it was provided that
they could be made only to member banks
having a capital of not exceeding $5,000,000.
Originally, the Senate bill had fixed this capital
requirement at $500,000; an amendment on the
floor had increased it to $2,000,000;** the
House bill had prescribed no such capital limi-
tation; and the conference committee, in view
of the decision to limit the period of the au-
thority to 1 year instead of 2, agreed to com-
promise by permitting advances to be made to
banks with a capital of up to $5,000,000.**

Fourth, each advance under the section was
required to have the affirmative approval of not
less than five members of the Federal Reserve
Board. This corresponded to the similar re-
quirement imposed upon group advances under
section 10(a).

Fifth, the borrowing bank was required to
have “no further eligible and acceptable assets
available to enable it to obtain adequate credit
accommodations through rediscounting at the
Federal reserve bank or any other method pro-
vided by this Act other than that provided by
section 10(a).” In other words, the member
bank must have exhausted its cligible paper.

Three additional limitations were similar to
those prescribed in connection with group ad-
vances under section 10(a): The interest rate
was required to be not less than 1 per cent
higher than the regular discount rate; notes
representing advances under the section could
not be used as collateral security for Federal
Reserve notes; and foreign securities could not
be accepted as collateral for such advances.

In addition to all of these limitations, the
Federal Reserve Board was authorized by regu-
lation to limit and define the classes of assets
that might be accepted as security for advances
to member banks under this emergency au-
thority.

EXTENSIONS OF TIME LIMIT

Even while the Glass-Steagall bill was under
consideration in 1932, it was recognized that
if the banking emergency continued, the au-
thority provided by section 10(b) might have
to be extended.’** The emergency not only con-
tinued but became more acute.

On January 9, 1933, with banks failing at
an alarming rate, Governor Meyer wrote to
Chairman Steagall of the Housc Banking and
Currency Committee: ***

¢ = * While demands upon the Federal
reserve banks for accommodations under sec-
tion 10(b) have not been large, the cxistence
of the authority to extend such accommoda-
tions has been a helpful factor in the dis-
turbed situation through which we have been
passing and has cnabled the Federal rescrve
banks to render service to individual member
banks in a number of instances.

* @ » The Federal Reserve Board feels
that the Congress might well consider the
enactment of these provisions in permanent
form, with whatever safeguards may be
deemed appropriate as to the exercise of the
authority granted by them, but, in any event,
it is the opinion of the Board that, in view of
existing conditions, it would bc highly de-
sirable to extend such authority for at least
onc yecar beyond March 3, 1933.

One month beforc the section would have
expired, Congress, by the Act of February 3,
1933,'** extended the time limit to March 3,
1934.

The banking crisis rcached its climax on
March 4, 1933, when all banks were closed by
order of President Rooscvelt. On the day the
banking holiday ended, March 9, 1933, Con-
gress rushed to cnactment an Emergency Bank-
ing Act *** in order, as Scnator Glass said, 10
dcal with “an extraordinary and desperate situa-
tion,” 130

Among other things, the Emergency Banking
Act modified section 10(b) to climinate some
of its restrictions, The $5,000,000 capital limi-
tation was removed, thus making advances
under this section available to any member
bank regardless of its size. The requirement for
approval of each advance by at least five mem-
bers of the Board was also omitted; instead, It
was provided that advances should be made
under rules and regulations prescribed by the
Board. The prohibitions on the use of not®
representing such advances as collateral security
for Federal Reserve notes and on the use ©
foreign securities as security for advances Were
repealed.
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The liberalized section, however, continued
to provide that advances should be made only
in exceptional and exigent circumstances and
only when the borrowing bank had no further
assets cligible for rediscount. It continued also
to require that the rate of interest on such
advances should be at least 1 per cent higher
than the regular discount rate.

The termination date of March 3, 1934, was
retained, but it was qualified to permit extension
for such additional period of not more than
I year as the President might prescribe.

Senator Glass observed that the provisions
of the Emergency Banking Act were “so broad
and so liberal that no friend of the Federal
Reserve System, in ordinary times, would toler-
ate them for a moment” and that under the bill
member banks might bring their “cats and
dogs” to the Federal Reserve Banks and have
them discounted.”* In the House, Chairman
Steagall stated, “Wc have provided a simpler
and broader authority for loans by Federal
reserve banks upon sccurities and collateral not
cligible under the general authority of the Fed-
eral Reserve Act.” 1 .

In his fireside chat of March 12, 1933,
President Roosevelt said; 32

Remember that the essential accomplish-
ment of the new legislation is that it makes it
possible for banks more readily to convert
their assets into cash than was the case be-
fore, [More liberal provision has been made
for banks to borrow on these assets at the
reserve banks and more liberal provision has
also been made for issuing currency on the
§ccurity of these good assets. This currency
1s not fiat currency. It is issued only on ade-
Quate security—and every good bank has an
abundance of such security_.J

I_.ess than a year later, on February 16, 1934,
acling under the authority conferred upon him
by the statute, the President by proclamation
e€xtended the duration of section 10(b) for an
additional year—until March 3, 1935.1%

PERMANENT AUTHORIZATION

From the time of the original enactment in
1932, there were those individuals who felt
that the authority for advances on satisfactory
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collateral under section 10(b) should not be
merely a temporary measure but should be
made a permanent part of the law. Their views
finally prevailed after the section expired—ac-
cording to its terms—in March 1935 and the
authority was re-enacted in permanent and
liberalized form by the Banking Act of 1935 on
August 23, 1935.** It is of interest to note
how this came about.

On February 5, 1935, an omnibus banking
bill had been introduced in the House; and a
similar bill was introduced in the Senate on the
following day.’** Both bills contained a provi-
sion that would have added a new paragraph to
section 13 of the Federal Reserve Act authoriz-
ing the Federal Reserve Banks, under regula-
tions of the Board, to discount for their member
banks any commercial, agricultural, or indus-
trial paper, and to make advances to their mem-
ber banks on their promissory notes secured by
any sound assets and without charging a penalty
rate of interest. The House adopted this provi-
sion. The Senate, however, was not willing to
go so far. Instead, it approved a provision re-
enacting section 10(b) in the same form in
which it had previously existed but as a perma-
nent measure and with one important liberaliz-
ing change—the omission of the requirement
that advances be made only in exceptional and
exigent circumstances. The conference commit-
tee followed the Senate version, but with two
additional liberalizing changes: The require-
ment that the borrowing bank must have ex-
hausted its eligible paper was eliminated and
the penalty rate of interest was reduced from
1 per cent to one-half of 1 per cent. At the
same time, the conference committee added a
new requirement that maturities should not

exceed 4 months.
As finally enacted on August 23, 1935, and
as still in force, the revised section 10(b) pro-

vides:

Any Federal Reserve bank, under rules and
regulations prescribed by the Board of Gov-
ernots of the Federal Reserve System, may
make advances to any member bank on its
time or demand notes having maturities of
not more than four months and which are
secured to the satisfaction of such Federal
Reserve bank. Each such note shall bear
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interest at a rate not less than one-half of
1 per centum per annum higher than the
highest discount rate in effect at such Federal
Reserve bank on the date of such note.

In this form the authority for advances
under this section today is subject to four
limitations: (1) Advances must be made in
accordance with such rules and regulations as
the Board may prescribe; (2) maturities may
not exceed 4 months; (3) a member bank’s
note must be secured to the satisfaction of the
Reserve Bank; and (4) the interest rate must
be not less than one-half of 1 per cent higher
than the currently effective discount rate. With
regard to these limitations, the Board has pre-
scribed no restrictive regulations; the collateral
need be satisfactory only to the Reserve Bank;
and the 4-month maturity limitation is more
liberal than the 90-day maturity limitation on
rediscounts. Hence, the only important re-
striction now imposed by the law on advances
under section 10(b) is the requirement for a
higher rate of interest.

EMERGENCY USE VEL NON

Despite the enactment of section 10(b) as
permanent legislation and the omission of the
provision limiting advances to exceptional and
exigent circumstances, some statements were
made in 1935 that suggested that the section
was still intended to be used only in emergen-
cies.

Thus, during the House committee hearings,
Reserve Board Governor Eccles observed that
banks should have the assurance that all sound
assets could be liquified at the Federal Rescrve
Bank “in case of an emergency.” ** In the
House debates, Mr. Hancock stated that the
Federal Reserve Board should be in a position
to “consider emergencies promptly.” 37 Mr.
Hollister referred to the use of “
provisions,’ 128

On the other hand, these and similar state-
ments can reasonably be regarded as meaning
.that section 10(b) advances would be available
In emergency situations, but not that such ad-
vances could be made only in such situations.
Numerous statements were made during the

the emergency

committee hearings and during the debates in
Congress to the effect that this section would
enable banks to meet the nceds of their com-
munities for long-term as well as short-term
funds, placing cmphasis on soundness rather
than the technical form of the paper.'®

After the 1935 re-cnactment of section
10(b), the Board pointed out in a published
statecment that these provisions were a recogni-
tion of the fact that the scopc of the operations
of member banks had changed since 1913; that
the amount of paper technically cligible for
discount had become very small; and that a
major factor had becn the development of larger
volumes of savings dcposits, which permitted
banks to put their funds into long-time invest-
ments.** In its 1937 Annual Report, the Board
stated that changes in thc law made by the
Banking Act of 1935 reflected a change in the
intention of Congress with rcgard to the char-
acter of assets that might be used as a basis for
Federal Reserve credit accommodations and
that under the 1937 revision of Regulation A
any sound asscts could be uscd as a basis for
advances by Fedcral Reserve Banks.''' These
statcments contained no suggestion that scction
10(b) advances were limited to cmergency
situations; on the contrary, they clearly sug
gested that it was contemplated that such ad-
vances might be available at any time to mem-
ber banks desiring to obtain credit on the
sccurity of long-term paper not cligible for
discount, such as real estate mortgages.

Legally, then, the use of section 10(b) is
not restricted to emergencies. As a practical
matter, it would not normally be used cxcept
as a last resort, since member banks usually
would not wish to pay the higher rate of interest
provided by this scction unless they had no
paper cligible for rediscount or as sccurity for
advances under scction 13 at the lower discount
rate; and, generally spcaking, member banks
today have ample amounts of Government ob-
ligations that in times of nced they may offer as
collateral for scction 13 advances. Nevertheless,
the words “normally,” “usually,” and “gen
crally” have been used here for good reason-
There have been occasions, some in recent
years, when member banks in trouble did not
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hold either ¢ligible paper or Government securi-
ties in amounts sufficient for usc as collateral
for Reserve Bank advances at the regular dis-
count rate, and they were compelled to borrow
under section 10(b). In addition, there arc
times when large member banks requiring over-
night adjustment credit are willing to pay the
extra rate of interest under section 10(b) rather
than go to the trouble and cxpensc of sorting
out the paper held by them that would meet
the technical cligibility requirements prescribed
by section 13.

THE “SOUND ASSETS” CONCEPT

Even at the time of the enactment of the
original Federal Reserve Act there were some
who felt that the Federal Reserve Banks should
have authority, at least in emergencies, to make
advances to member banks not only on cligible
paper but on any good sccurity.

In the Senate, both the Owen and Hitchcock
bills would have authorized the Federal Reserve
Banks, with the approval of the Board, to dis-
count the dircct obligations of member banks
secured by the pledge and deposit of “satis-
factory securilies,” subject to limitations as to
amount, The Owen bill would have limited any
such direct advance to three-fourths of the value
of the sccurities plcdged. The Hitchcock bill
Imposed the same limitation and in addition
provided that the amount loancd should not
tcxlcccd the amount of the member bank’s capi-
al,

_Senator Owen described this provision for
direct advanccs on any satisfactory sccurity as
an emergency provision. He said: '**

* * * this bill provides, and it rightly
Provides, that in casc of an emergency the
Federal reserve bank, with the approval of
the Fedcral reserve board, may extend the
accommodation to a bank against its assets of

Wwhatever character, provided they are a good
Security,* © »

The provision was regarded as an answer to
those who contended that the 90-day maturity
limitation on discounts was too short to ac-
‘Ommodate country banks in agricultural arcas.

hus, Scnator Pomerenc noted that in order
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that such banks might not be at a disadvantage,
a provision had been added that would enable
a member bank to discount its own notes se-
cured by farmers’ notes of longer maturity.!

The provision was in the bill as it passed the
Senate, but it was eliminated in conference.
Three years later, in 1916, the law was amended
to authorize advances to member banks on
their own notes secured by eligible paper or
Government bonds. It was not until 1932, how-
cver, that Congress in section 10(b) of the
Act finally provided for advances to member
banks on any satisfactory collateral, and then
only at a higher rate of interest.

As first enacted in temporary and emergency
form by the Glass-Steagall Act in 1932, section
10(b) provided for advances to member banks
on their notes “secured to the satisfaction” of
the lending Reserve Bank; but the Board was
authorized by regulation to “limit and define
the classes of assets” that might be accepted
as sccurity. This was understood to mean that
the character of assets acceptable as security
would be left entirely to regulation by the
Board ™** or, in other words, that the nature of
such security would be “largely decided as an
administrative matter.” *** Senator Glass stated
that the security could be of “any type which
the Federal reserve bank, with the approval of
the Federal Rescrve Board, may by regulation
admit.” 140

It was understood during consideration of
the Glass-Steagall bill that section 10(b) would
include authority for advances on tax war-
rants,*” and on State, county, and city bonds.***
It was also assumed that real estate mortgages
would be eligible as colfateral for such ad-
vances.'® In fact, as stated by Governor Meyer,
the collateral could include any “good security,”
with the exception of foreign securities that were
specifically barred by the statute itself.’*

In the course of the debates on the Glass-
Steagall bill, some Congressmen criticized the
bill for not going far enough in the direction of
permitting Fcderal Reserve advances on any
sound assets. Mr. Williamson felt that the bill
failed to recognize “a permanent change in the
character of paper held by national and other
member banks” resulting from the fact that
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banks had found it difficult to make a profit
without investing in long-term paper, municipal
bonds, and other secarities not technically eli-
gible for discount.’®* Senator Vandenberg simi-
larly referred to the fact that “commercial
practices” had changed since the enactment of
the Federal Reserve Act.'**

The idea that a fundamental change had
taken place in the character of paper held by
commercial banks and that, consequently, the
Reserve Banks should be authorized to lend on
the basis of sound assets rather than on short-
term, self-liquidating eligible paper gained even
greater acceptance during consideration of the
legislation that became the Banking Act of
1935,

During the House hearings on the 1935 act,
Governor Eccles recommended an amendment
to section 13 to authorize advances on any
sound assets, subject to regulations of the
Board. He asserted that this proposal would not
open the door to all kinds of paper regardless
of its soundness but that, on the contrary, it
was proposed “to place emphasis on soundness
rather than on the technical form of the paper
that is presented.” 3 He pointed out that,
under the emergency provisions of section
10(b), the Board had exercised caution and
that, although credit had been extended on
ineligible assets to the extent of $300,000,000,
all but $1,500,000 had been paid back. He also
pointed out that the total volume of eligible
paper held by member banks at that time was
only about $2 billion, or less than 8 per cent
of the resources of the banks; that in periods of
“timidity” banks tended to refrain from making
loans except on paper eligible for discount; and
that banks conducting business on this theory
could not serve their communities adequately.
“Such a bank,” he said, “would confine its
operations to the purchase of the most liquid
open-market paper, with the consequence that
it would neglect its local responsibilities and
would nevertheless find it difficult to earn
enough from the low returns on such paper to
cover expenses and dividends.”

With respect to the traditional idea that dis-
counted paper should be liquid, Governor
Eccles contended that many assets that were

eligible for discount because they were con-

sidered liquid were actually less sound than
many other asscts held by banks that could not
technically qualify for discount.'** He pointed
out that long-term credits had not been respon-
sible for the depression and that short-term
credit is not necessarily sounder than long-term
credit.'**

As to what specific types of assets would be
permissible under his proposal, Govemor
Eccles stated that he would permit the Reserve
Banks to lend “on any and all assets, real-estate
mortgages, collateral loans, bonds, or other
assets, which they considered sound, on such a
basis as they considered sound.” 3¢

The proposal made by Governor Eccles was
not that section 10(b), which had expired by
its terms in March 1935, should be revived, but
that the existing limitations of scction 13 on
paper cligible for discount and as security for
advances to member banks be completely dis-
carded in favor of broad authority to cxtend
credit on any sound asscts, subject only to such
regulations as the Board might prescribe. Some
members of the Housc committec questioned
whether, if this were the intent, the existing pro-
visions of section 13 should not be repealed.
The Board’s General Counsel, Mr. Walter
Wyatt, explained, however, that the proposed
broad authority would be construcd as repeal-
ing by implication thc provisions of the old
law, 1%

The House Banking and Currency Commit-
tee approved the proposal. In its report on the
bill, it said: 33

The purpose of this provision is to relax of
remove stringent technical limitations on ‘h.e
character of paper that can be used as a basts
of borrowing from the Federal Reserve banks,
and thus to give member banks the assurance
they need so that it will be possible for them
to meet the needs of their communities for
both short-time and long-time funds. Since in
practice existing restrictions must be rela.xc'd
whenever they become really restrictive, 1815
best not to have them in the law, but to place
full rcgulatory responsibility on the BO“_"‘"
which is always in session and in a position
to take prompt action when it is required-

Changes in the country's economic 'hfe'
notably in the methods of financing business
enterprise, have materially reduced the vol-
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ume of short-term sclf-liquidating paper of
the classes to which the discount privileges of
the Reserve Banks are largely restricted by
law. In times of stress, therefore, when the
help of the Federal Reserve System has been
most urgently needed, many banks, though
holding sound assets in their portfolios, have
been devoid of the particular kinds of paper
available under the law for borrowing at the
Reserve banks.

This amendment, by removing many of the
technical restrictions of the present law, will
cnable the Federal Reserve banks to render
better service to their member banks in times
of nced. This will not only make membership
in the Federal Reserve System much more
attractive but will encourage the member
banks 10 invest their savings deposits, which
arc essentially capital funds, in longer-term
loans, a course that would greatly facilitate
business recovery.

Concluding its cxplanation, the committec’s
report made the following significant statement:

* ® * Soundness of asscts (a term which is
here for the first time introduced into the
Federal Reserve Act) is a greater safeguard
10 the banks than short maturity of loans or

the particular form of the underlying trans-
action.

The sound-assets principle approved by the
House committee was reiterated in the House
debates on the bill. Chairman Steagall asserted
that the liberal provisions for discounts and
advances would cnable the Reserve Banks to be
conducted upon “principles of solvency rather
than technical requirements.” *** Mr. Hancock
declared that “the old idca of commercial
Paper or such paper as can be liquidated almost
Overnight” had been “the greatest curse to
business activity,” 190

In the Senate, as has previously been noted,
the Eccles proposal to replace the discount
Provisions of scction 13 by a broad and simple
authority to make discounts and advances on
Ay sound assets did not prevail. During the
Sef’alc hearings, Winthrop Aldrich and Adolph

iller, a veteran member of the Board, opposed
the Proposal.’®' Senator Glass resisted the usc
of t?‘e term “sound assets” because brokers had
lestified that brokers’ loans were the soundest
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that could be made, and he feared that its use
might lead to the employment of Federal Re-
serve credit for stock speculation. 82 As a con-
scquence, the Senate decided simply to restore
the provisions of section 10(b)—which had
expired several months before—but in perma-
nent form and without the restriction that ad-
vances be made only in exceptional and exigent
circumstances.'® However, the charging of in-
tercst at a rate higher than the rate on advances
on cligible paper was still a requirement.

Nevertheless, the liberalized version of sec-
tion 10(b) approved by the Senate was as much
a departure from the orthodox theory of secur-
ity for Federal Reserve Bank loans as was the
provision of the House bill for advances on
sound assets.'® In fact, although the conference
committec adopted the Senate version, there
were some who felt that the sound-asset prin-
ciple had not been abandoned. When the con-
ference report was considered in the House,
Chairman Steagall referred to the liberalized
provisions of section 10(b) as authorizing
loans “upon any security regarded sound and
satisfactory”; *** and Mr. Hollister thought
that the provisions would permit loans “on
practically any reasonable assets.” 1

The Board itself obviously regarded the new
section 10(b) as representing congressional
approval of the sound-assets concept. In its
1937 Annual Report to Congress, the Board
stated that its recent revision of Regulation A,
in conformity with the changes made by the
Banking Act of 1935, established rules “which
in effect permit any sound assets of member
banks to be used as a basis for advances by
Federal Reserve banks.” By way of elaboration,

the Board said: **

s @ * Upder the original Federal Reserve
Act the conception of the rediscount function
of the reserve banks was limited to providing
member banks with credit on short term
paper arising out of specific commercial,‘ in-
dustrial and agricultural transactions, particu-
larly to meet seasonal requirements; whereas
under the more recent amendments to the
law it is provided that any assets of a member
bank which are satisfactory to a res.erve bar}k

" may be used as a basis for obtaining credit.
s 3 %
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In formulating the revised regulation, the
Board had in mind the fact recognized by
Congress in the Banking Act of 1935 that
under our banking system member banks
carry time deposits as well as demand de-
posits, and, since these banks are custodians
of the funds representing the savings or capi-
. tal accumulation of the people, they properly
invest a part of their funds in long-time paper,
and consequently provision should be made
for using them in case of need as a basis for
advances from the Federal Reserve banks.
Experience has demonstrated that the sol-
vency of banks is better safeguarded by care-
ful regard to the quality of the paper that
they acquire than by strict observance of the
form that this paper takes, and that greater
emphasis on soundness and less emphasis on
form is a sound banking principle.

PARTICULAR TYPES OF
SECURITY

As has been noted, when section 10(b) was
first enacted in 1932 in its temporary form, it
was contemplated that the authority grantcd
by that section would permit advances to mem-
ber banks on almost any type of satisfactory
security, including municipal bonds, tax war-
rants, and long-term real estate mortgages.

As it was in force between 1932 and 1935,
section 10(b) authorized the Board by regula-
tion to limit and define the classes of assets
accepted as security for advances; and, as
re-enacted in permanent form by the Banking
Act of 1935, the section authorized advances
under rules and regulations prescribed by the
Board. In published rulings after 1935, the
Board made it clear that advances could be
made under this section to member banks that
had not exhausted their eligible paper and that
any such assets eligible for discount could also
be used as security for section 10(b) ad-
vances.’®® In addition, the Board held that
loans insured under the National Housing Act
might be accepted as collateral for such ad-
vances.'*® It was not until 1937, however, when
Regulation A was revised to reflect changes in
the law, that the Board undertook to prescribe
any regulations on this subject.

The 1937 regulation provided that a Federal
Reserve Bank might accept as security for a
section 10(b) advance any of certain enu-
merated classes of asscts.'*® These were:

1. Asscts cligible as collateral for section 13
advances, that is, eligiblc paper and Govern-
ment obligations;

2. Paper that would be technically cligible
for discount except for the fact that its maturity
was greater than that permitted for cligible
paper;

3. Investment sccurities eligible for purchase
by member banks under section 5136 of the
Revised Statutes;

4. Obligations rcpresenting loans on stocks
in conformity with thec Board's Rcgulation U;

5. Obligations insurcd under Titles I and I
of the National Housing Act;

6. Obligations issued by Federal Home Loan
Banks or under the Federal Farm Loan Act,
regardless of maturity;

7. Rcvenue bonds and warranls representing
gencral obligations of any State or political
subdivision;

8. Obligations issued or drawn to finance,
refinance, or carry real cstate that complied with
the standards for real cstate loans sct forth in
an appendix to the regulation; and

9. Obligations issued or drawn to finance
instalment sales that complied with the stan-
dards for instalment loans sct forth in the
appendix to the regulation.

These cnumcrated classes of assets were not
intended to be cxclusive. The rcgulation pro-
vided that, in addition, a Rescrve Bank might
make advances on any other types of satisfac-
tory assets if in the judgment of the Reserve
Bank the circumstances made it advisable to
do so. However, thc various types of asscts
enumerated in the regulation were clearly re-
garded as preferred kinds of security for section
10(b) advances. In its Anmnual Report to Con-
gress the Board stated that the regulation listed
“certain preferred classes of assets which cover
the principal ficlds of financing” and indicated
that the paper so described would have “first
claim for advances,” 171

In order to encourage member banks to have
their real estate loans and instalment paper in 8
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form that would make them acceptable as a
basis for advances,'** the Board sect forth in an
appendix to the 1937 revision of Regulation A
certain recommended minimum standards for
observance in making such loans, as a matter
of sound banking practice.}**

When—18 years later—Regulation A was
revised in 1955, the listing of specific types of
security acceptable for section 10(b) advances
and the minimum standards for real cstate and
instalment loans were both omitted, presumably
because they were considered no longer neces-
sary and possibly because, after the passage of
time, they might be misleading and inadequate.

MATURITY

In its temporary and emergency form, section
10(b) had prescribed no requirement as to
maturity. As revived and made permanent by
the Banking Act of 1935, the scction provided
that notes representing advances should have
maturitics of not exceeding 4 months. In the
form in which it had passed both the House and
Sicnatc, the 1935 bill had contained no such
!lmitation. However, during the committce hcar-
Ings Governor Eccles conceded that a 6-month
limitation might be reasonable; '** and the con-
ference committee adopted the 4-month ma-
turity restriction.

' '!'his was, of course, a somewhat more liberal
limitation than the 90-day maturity require-
l'r!ent imposed by section 13 with respect to
discounts and advances under that scction.
MP"’OVCI', it was recognized that advances
might be subject to renewal,’™ although, as in
the casc of any other cxtensions of credit, a
Reserve Bank could not make a prior commit-
ment to renew such advances at maturity.

RATE OF INTEREST

One requirement prescribed by section 10(b)
has.cﬂ'ectively prevented advances under that
Section from taking the place of discounts of
cligible Paper and advances on the security of
G_Ochmem obligations and paper cligible for
discount or purchasc under the Federal Reserve
Act. That is the requircment that any advance
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made by a Federal Reserve Bank to a member
bank on its note secured by satisfactory assets
shall bear interest at a rate higher than the
“highest discount rate in effect at the Federal
Rescrve bank on the date of such note.”

As originally enacted in 1932, section 10(b)
required the rate on advances under that section
to be at least 1 per cent higher than the regular
discount rate. As re-enacted in permanent form
by the Banking Act of 1935, this penalty rate
was reduced to one-half of 1 per cent.

When the section was first enacted in 1932
as an emergency measure, the only discount
rates then in effect were those applicable to
discounts of eligible paper for member banks
under sections 13 and 13a and advances to
member banks on the security of eligible paper
and Government obligations under the eighth
paragraph of section 13. Subsequently, in 1932,
section 13 was amended to provide for dis-
counts of eligible paper for individuals, partner-
ships, and corporations; in March 1933 it was
further amended to authorize advances to indi-
viduals, partnerships, and corporations on direct
obligations of the United States; and in 1934
Congress enacted section 13b providing for
advances to industrial and commercial busi-
nesses. Under these various special authoriza-
tions designed to revive the economy during the
depression years, the Board fixed rates that were
higher than the regular rates on discounts for
member banks under sections 13 and 13a. The
Board took the position, however, that the
required differential between the rate on ad-
vances under section 10(b) and the discount
rate should be determined by reference to the
regular discount rate on discounts and advances
under sections 13 and 13a rather than the rates
prescribed under the other special provisions
mentioned above.**

In accordance with this position, the 1955
revision of Regulation A specifically provided
that the rate on advances under section 10(b)
should be not less than one-half of 1 per cent
higher “than the highest rate applicable to dis-
counts for member banks under the provisions
of sections 13 and 13a of the Federal Reserve
Act” in cffect at the Reserve Bank making the
advance.!” As again revised in 1973, the regu-
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114 HISTORY OF LENDING FUNCTIONS

lation meets the problem in a different man-
ner: It provides that the rate on scction
10(b) advances to member banks shall be at
least one-half of 1 per cent higher than the rate
on advances to member banks secured by obli-
gations or other paper eligible for discount or
purchase by Reserve Banks.

PROPOSALS
FOR LIBERALIZATION

The idea espoused by the Board in 1935 that
Federal Reserve loans should be available to
member banks on the security of any sound
assets without a penalty interest rate is by no
means dead.

In its replies to the questionnaire submitted
by Senator Douglas in 1949 (Douglas Ques-
tionnaire) the Board made the following recom-
mendation; %%

The provision of section 10¢b) which re-
quires an interest rate higher by at least one-
half percent per annum than the highest dis-
count rate of the Federal Reserve Bank for
advances to member banks secured by any
satisfactory collateral other than eligible pa-
per should be eliminated.

Fourteen years later, in 1963, Chairman
Martin, on behalf of the Board, again proposed
that the Reserve Banks be authorized to make
advances to member banks on any satisfactory
security without charging a premium or penalty
interest rate, In letters to the Banking and Cur-
rency Committees of both Houses of Congress,
he argued that the real-bills doctrine had long
been abandoned and that the test of paper
eligible as security for Federal Reserve ad-
vances should be its soundness rather than
compliance with outmoded technical require-
ments. In this connection, he said: 17

Despite changes in the character of paper
held by commercial banks and the repeated
and necessary departures from the original
concept that discounts should be based only
on short-term, self-liquidating paper, the law
continues to impose unduly restrictive re-
quirements as to the nature and maturity of
the paper that may be discounted by the
Reserve Banks or offered as security for
advances by the Reserve Banks,

For many ycars, it has been generally ree-
ognized that the concept of an clastic cur-
rency based on short-term, sclf-liquidating
paper is no longer in consonance with banking
practice and the nceds of the economy. It has
long been apparent that the narrow require-
ments of the law regarding “cligible paper”
serve no useful purpose and that it would be
preferable to ptace emphasis on the soundness
of the paper offered as security for advances
and the appropriateness of the purposes for
which member banks borrow., The onc-year
paper of many bank customers that is not now
cligible for discount may be as satisfactory
collateral as the 90-day notes of other cus-
tomers. Morcover, the nature of the collateral
provides no assurance that the borrowing
bank will use the proceeds for an appropriate
purpose.

As long as member banks hold a la.rge
cnough volume of Government securitics,
they need not, of course, be particularly con-
cerned as to the cligibility for discount with
the Reserve Banks of customers® paper held
by them. Since World War I1, however, there
has been a sharp net decline in the aggregate
holdings of Government sccuritics by mcmbt.:r
banks. If any substantial increase in cconomic
activity should cause banks to reduce their
holdings of Government sccuritics in order 10
meet increased credit demands, many banks
would be obliged to tender other kinds of
collateral if they should scek to obtain Fed-
eral Reserve credit.

If such a situation should develop, the
Reserve Banks could accept technically “in
eligiblc” paper as collateral for advances 10
their member banks only under section 10(b)
of the Federal Reserve Act at a rate of in
terest one-half of one per cent above the
regular discount rate, However, the nccess'lty
for distinguishing between “cligible” and “in-
cligible™ paper would give rise to cumbersome
administrative procedures that are not w_nr-
ranted by the exigencies of current banking
conditions. In order to avoid these problems:
it would clearly be preferable to move in ad-
vance and to revise and up-date the law 50
as to eliminate the existing restrictions with
respect to “eligible paper.”

Bills to implement this proposal were intr:;
duced in Congress. 1 They would have repeal
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all of the provisions of the Federal Reserve Act
regarding discounts and advances and would
have replaced them with a new section 13A
that would have authorized the Reserve Banks,
under regulations of the Board, to make ad-
vances to member banks on any satisfactory
sccurity. Such bills were passed by the Senate
in 1965 and 1967 but they never succeeded in
obtaining the approval of thc House Banking
and Currency Committee.

In 197] the Board changed its approach.
Instead of recommending comprehensive legis-
lation like that proposed by Chairman Martin,
it suggested simply an amendment to section
10(b) of the Federal Reserve Act to climinate
the requirement that advances 1o member banks
under that section should bear a rate of interest
at least one-half of 1 per cent above the regular
discount rate."** Taclically, this approach may
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be preferable to the earlier proposal to eliminate
the various provisions of the Act relating to
discounts and advances by the Reserve Banks.
Technically, it would have certain disadvan-
tages. For example, unlike the earlier proposal,
it would not give the System complete flexibility
in fixing discount rates and it would not elimi-
nate the nccessity for applying the traditional
technical eligibility rules with respect to emer-
gency extensions of credit under the third para-
graph of section 13 to individuals, partnerships,
and corporations—a matter to be discussed in
a subscquent chapter.

In any event, the fact remains that under
present law the Reserve Banks may make
advances to member banks at the regular dis-
count rate only on the security of paper that
cither meets technical requirements for discount
or is eligible for purchase by the Reserve Banks.
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Credit for Nonmember Banks

SUMMARY

As of December 31, 1972, there were 14,413
commercial banks and mutual savings banks in
the United States. Of this number, 4,613 were
national banks, 1,092 were State member
banks, and 485 were mutual savings banks.
Thus, there were 8,223 State banks that were
Nol members of the Federal Reserve System.?

In gencral, but with significant exceptions,
nonmember banks arc the smaller banks of the
country; their total deposits comprisc only
about 22 per cent of the total deposits of all
€ommercial banks. Since they have not sub-
Scribed to Federal Reserve Bank stock—and
thus havc. not subjected themselves to the vari-
OUs requirements, restrictions, and limitations
::)l{’%s.ed by lhc. Federal Reserve Act—they do
includl'muy cnjoy the benefits of the System,
F INg access to the credit facilities of the

ederal Reserve Banks.
areIn' a scnsc.,.howcver, all nonmember banks
th In a position to obtain the advantages of
¢ System indirectly. Thus, in their dealings
\‘\‘———

F
or NOTES AND REFERENCES, sce pp. 260-61.

with correspondent member banks they benefit
from the services afforded by the System to such
member banks through the collection of checks
and distribution of coin and currency. In an
indirect way also, nonmember banks benefit
from extensions of Federal Reserve credit to
member banks, When the Glass-Steagall Act
of 1932 authorized the Reserve Banks to make
emergency advances to member banks on any
satisfactory security, Mr. Steagall pointed out
that while a nonmember bank could not obtain
such advances directly, it could borrow from a
national bank or a State member bank and
thercby have “its paper indirectly fed into
the Federal reserve bank and indirectly” get
the benefit of that [egislation.®

Since the time of its original enactment, the
Federal Reserve Act itself has specifically pro-
vided for indirect extensions of credit to non-
member banks through the medium of member
banks if permitted by the Federal Reserve
Board. For a brief period during 1933, the
Reserve Banks were expressly authorized to

- make direct advances to nonmember banks on
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118 HISTORY OF LENDING FUNCTIONS
satisfactory security. These two provisions, one
permanent and one temporary, will be discussed
in subsequent sections of this chapter.

Two other provisions of the law that au-
thorize extensions of credit to individuals, part-
nerships, or corporations .in limited circum-
stances also afford a basis for extension of
Federal Reserve credit to nonmember banks,
since such banks, of course, are corporations.
These provisions will be considered generally
in the following chapter; but insofar as they

affect nonmember banks they will be discussed
in subsequent sections of the present chapter.

Finally, nonmember banks for many years
had direct access to Federal Reserve credit toa
limited extent by virtuc of the provisions of
section 13b (no longer in cflect), which au-
thorized the Reserve Banks to extend credit to
financing institutions on the basis of paper of
industrial or commercial businesses. That au-
thority, however, will be dealt with in a scparate
chapter.

CREDIT THROUGH MEDIUM OF MEMBER BANKS

LEGISLATIVE HISTORY

Section 19 of the Federal Reserve Act, which
otherwise relates to entirely different subijects,
contains one sentence that affects the discount-
ing functions of the Federal Reserve Banks and
in particular extensions of credit to nonmember
banks. That sentence was a part of the original
Act and has never been amended. It reads:

* * * No member bank shall act as the
medium or agent of a nonmember bank in
applying for or receiving discounts from a
Federal reserve bank under the provisions of
this Act except by permission of the Federal
Reserve Board. [Emphasis supplied.]

Although stated in the form of a prohibition,
this provision, by its exception, contemplates
indirect extensions of credit to nonmember
banks whenever permitted by the Board. The
legislative history of the provision is of interest
as indicating the belief on the part of the
framers of the Act that the benefits of the Act
should be limited to member banks, but that in
some circumstances even nonmember banks
should be afforded at least indirect access to
the credit facilities of the System.

The provision was not in the Glass bill that
passed the House in 1913 nor in the originally
reported Owen bill in the Senate. It grew out

of a provision contained in Scnator Owen’s
substitute bill that broadly prohibited any mem-
ber bank from extending “dircctly or indirectly
the benefits of this system to a nonmember
bank, cxcept upon written permission of the
Fedcral reserve board, under penalty of sus-
pension.”

When the bill was under dcbate, Scnator
Owen himsclf pointed out that while the broad
provisions in his substitute bill would prcvcfnt
nonmember banks “from being the bencficiares
of a system supported by others,” it might g0
too far, especially in the case of small banks
that could not, under the terms of the bill, com.e
into the System.® He suggested that the provi-
sion might placc a “stigma of exclusion” upon
cvery bank that was not a member of the
System and might, in addition, have the effect
of barring such banks from all transactions with
their correspondent member banks except by
permission of the Board. He fclt that this pro-
hibition would tend to build up “a monOPf’ly
in banking instcad of stabilizing the banking
system” and would prevent thousands of bi“_‘ks
“from continuing their business.” * In a like
vein, Senator Weeks said that the provision had
brought forth *a gencral protest” from all se¢-
tions of the country, and Senator Root referred
to the provision as amounting “almost to 2

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



nonintercourse provision as between the banks
forming a part of the new system and the State
banks in general.” #

Scnator Owen asserted that no such effect
was intended and that the provision would be
redrafted.” On December 18, 1913 (5 days
before the bill was signed), he offered an
amendment limiting the provision to discounts.
As thus amended, the bill prohibited any mem-
ber bank “from acting as the medium or agent
of a nonmember bank in applying for or re-
ceiving discounts.” ¥ Senator Owen explained
that this would mecan that member banks
would be “at liberty to have any transactions
whatever with the nonmember banks, but that
they must not act as a medium for nonmember
banks to get loans out of Federal reserve
banks.” * In this amcnded form the provision
passed the Scnate,

The conference committee adopted the pro-
vision, but restored the exception permitting
member banks to act as the medium for dis-
counting paper of nonmember banks “with the
permission of the Federal Reserve Board.”
Thus, while reflccting an intent to limit the
discounting facilitics of the Reserve Banks to
members of the System, this provision in effect
gave the Board authority to determine when
and in what circumstances those facilities might
be cxtended to nonmember banks indircctly
through the medium of member banks.

LIBERAL INTERPRETATION
OF STATUTE

F Or some years thc Board took no steps to
exercise its authority to permit discounts of
nonmember bank paper through the medium
of member banks. It did, however, adopt a
Somewhat liberal interpretation of the prohibi-
tory portion of the provision of the law in
question. It held that if a member bank in good
faith acquired notes from a nonmember bank

Al were cligible for discount and were held as
Part of the asscts of the member bank, there
Was no objection to the discounting of such
Paper if the officers of the Rescrve Bank were
Salisfied that it was a bona fide transaction and
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that the member bank was not extending ac-
commodations to the nonmember bank.?

During World War 1, in order to facilitate
the sale of Liberty bonds, the Board expressly
authorized the Reserve Banks to discount for
nonmember banks, with the endorsement of a
member bank, notes secured by Government
obligations if the proceeds were to be used for
carrying Treasury certificates or U. S. Govern-
ment bonds.'® Subsequently, the Board ruled
that the Reserve Banks could discount for
member banks any notes of nonmember banks
secured by Government bonds.*?

In 1918, still following a liberal construction
of the statutory prohibition, the Board held that
the law did not preclude the discounting for
member banks of paper bearing the signature
or endorsement of a nonmember bank ** or of
notes endorsed without recourse by a nonmem-
ber bank.®

BLANKET AUTHORITY

It was not until 1921, however, that the
Board, in a period of economic stress, gave
general authority to the Reserve Banks to dis-
count for member banks any eligible paper
acquired from nonmember banks.™

Two years later, in 1923, that general per-
mission was withdrawn on the ground that the
temporary emergency that had made it neces-
sary bad passed.’* At the same time, the Board
specifically rescinded the liberal rulings previ-
ously mentioned that had permitted the dis-
counting of paper signed or endorsed by non-
member banks. Also at the same time, the
Board undertook to set forth some general rules
on this subject:

1. No paper acquired from, or bearing the
signature or endorsement of, a nonmember
bank was to be discounted for any member
banks except with the Board’s permission,
unless such paper had been bought by the
offering member bank in good faith on the
open market from some party other than the
nonmember bank. )

2. Applications for the Board’s permission
were required to state the facts fully and the
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120 HISTORY OF LENDING FUNCTIONS
reason why the member bank felt justified in
seeking such permission.

3. As a general rule, the Board would not
give its permission in the case of any non-
member bank that was eligible for membership
in the System; the Board felt that eligible non-
member banks should join the Federal Rescrve
System if they desired to participate in its
benefits.

4. However, the Board would make excep-
tions, for limited periods, to assist nonmember
banks in emergencies, but only until the non-
member banks could qualify for membership.

Following this action in 1923, the Board in
some specific cases granted temporary permis-
sion for the discounting of paper of nonmember
banks. In 1926 it expressly gave general per-
mission for the discounting of paper signed or
endorsed by a Federal intermediate credit bank
on the ground that, since such banks were not
eligible for membership in the System, such
permission was consistent with the policy an-
nounced in the Board’s 1923 ruling.’

During the banking crisis of March 1933, the
Board for the second time gave blanket permis-
sion for the discounting of paper acquired from
nonmember banks. This permission continued
in effect until the revision of Regulation A in
1937, when it was allowed to terminate.

In the summer of 1966, there was what
became known as a credit crunch—a situation
in which not only nonmember commercial
banks but savings and loan associations and
mutual savings banks were subjected to unusual
deposit drains that made it difficult for them
to meet the loan demands of their customers.
To ameliorate this situation, the Board on
July 1, 1966, advised the Reserve Banks that,
as a matter of general policy, they should be
prepared to provide emergency credit facilities
to such institutions in accordance with certain
guiding principles. To implement this policy,
the Board, among other things, gave blanket
permission, pursuant to section 19(e) of the
Federal Reserve Act, for the use of assets
acquired from nonmember banks as security for
Federal Reserve advances to member banks,
whether under section 13 or section 10(b).»*
This permission was limited to a period ending
on September 1, 1966,

During a similar crunch in 1969, the Board,
for the fourth time, gave gencral permission for
the use of assets acquired from nonmember
banks as sccurity for advances to member
banks. As of December 24, 1969, that per-
mission was madc effective for a period ending
April 1, 1970." After additional extensions,
the permission expired on August 1, 1971,

In 1972 the Board again gave blanket per-
mission for Reserve Bank loans to member
banks for the benefit of nonmember banks but
for entircly different rcasons. The Board had
amended its Regulation J, relating to the collec-
tion of checks by the Reserve Banks, to require
cvery bank to which checks are sent for pay-
ment by the Reserve Banks to make payment
on the day of receipt in immediately available
funds. Previously, drawee banks had the option
of making payment for a cash letter reccived
from its Reserve Bank by mcans of drafts that
would not be collected by the Reserve Bank
until 1 or 2 days following the receipt of the
cash letter by the drawee bank; consequcntly,
the drawec bank cnjoyed the use of the funds
represented by the cash letter for a short period
after its reccipt, thus giving risc to what was
known as Federal Reserve float. This amend-
ment to Regulation J, which, after some delay
resulting from litigation, became cffective No-
vember 9, 1972, in effect deprived drawee
banks of such float with a resulting loss that
varied from bank to bank., The adversc cffect
was mitigated in the casc of drawec member
banks by a simultancous amendment to the
Board’s Regulation D that substantially lowered
reserve requirements for most member banks;
but, since nonmcmber banks are not subject
to reserve requircments under the Federal
Rescrve Act, they could not be given the same
offsctting advantage.

Shortly before the change in Regulation J
was originally scheduled to have gonc into
effect, the Board sought to ameliorate its impact
upon nonmember drawec banks by providing
for extensions of Federal Rescrve credit to such
banks either directly or through correspondent
member banks. To facilitate indirect extensions
of credit to nonmembers, the Board granted
blanket permission to the Reserve Banks underf
section 19(e) of the Federal Reserve Act 0
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make advances to member banks for the benefit
of nonmember banks in order that Federal
Reserve credit could be made available to any
nonmember bank if the change in Regulation J
would “result in a significant impairment of
liquidity or impair the bank’s ability to serve
its community.” **

REGULATORY PROVISIONS

Not until 1928 did Regulation A include any
specific provisions regarding loans to member
banks for the benefit of nonmember banks.?
In its general revision of the regulation at that
time, the Board required that a member bank’s
application for discount be accompanied by a
certificate to the effect cither that the paper
offered for discount had not been acquired from
a nonmember bank or that, if so acquired, the
Board's permission had been obtained. In a new
scparate section, the revised regulation provided
that, except with the Board's permission, no
Federal Reserve Bank should discount paper
acquired by a member bank from a nonmember
bank or bearing the signature or endorsement
of a nonmember bank, unless the paper had
becn bought by the offering bank “in good faith
on the open market from some party other than
the nonmember bank.” Applications for the
Board’s permission were required to state the
facts and the reasons for requesting it. Express
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permission was granted for the discounting of
paper signed or endorsed by Federal intermedi-
ate credit banks. In effect, these provisions of
the regulation merely incorporated the sub-
stance of the 1923 and 1926 rulings of the
Board that have previously been mentioned.

As revised in 1937 ** and again in 1955,
Regulation A continued to include the provi-
sions first incorporated in the regulation in
1928: prohibition of discounting of nonmember
bank paper without the Board’s permission,
and specific permission to discount only paper
acquired from Federal intermediate credit
banks. One change in language, however, was
made by the 1937 revision. Whereas the regula-
tion had previously excepted paper purchased
in good faith in the open market from a party
other than the nonmember bank, the 1937
amendment provided more broadly that the
prohibition should not apply to paper purchased
in the open market or “otherwise acquired in
good faith and not for the purpose of obtaining
credit for a nonmember bank.” The revision of
Regulation A adopted in 1973 condensed these
provisions, without intending any change of
substance. They now provide simply that, ex-
cept with the Board’s permission, no member
bank shall act as thc medium or agent of a
nonmember bank—other than a Federal inter-
mediate credit bank—in receiving credit from
a Reserve Bank.*

EMERGENCY DISCOUNTS OF ELIGIBLE PAPER

. ?“l‘suam to the statutory and rcgulatory pro-
visions just discussed, nonmember banks have
been enabled, since the cnactment of the Fed-
eml_RCSCrve Act, to obtain Federal Rescrve
credit indirectly through the medium of member
banks, subject 10 permission granted by the

oard. Tt was not until 1932, however, that
tl:nere Was any statutory authority undcr which
direct credit could be extended to nonmember
u:mks by the Federal Reserve Banks—except

€ Special authority granted in 1924 to any

banks to discount notes of veterans of World
War 1, as discussed in Chapter 7.

The Emergency Relief and Construction Act
of July 21, 1932, added to section 13 of the
Federal Reserve Act a new paragraph, now thjs
third paragraph of that section, that made it
possible for the Reserve Banks, in unusual a.nd
exigent circumstances and with the affirmative
authority of the Federal Reserve Board, to
discount cligible paper for any individual, part-
nership, or corporation unable to secure ade-
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122 HISTORY OF LENDING FUNCTIONS
quate credit accommodations from other bank-
ing institutions, This authority will be discussed
generally in the following chapter. At this point
it is sufficient merely to note that since a non-
member bank is a corporation, the authority is
broad enough to encompass discounts of eli-
gible paper for nonmember banks.?®

Nevertheless, when the Board on July 26,
1932—5 days after the enactment of the
provision—granted permission for discounts
under this authority and prescribed certain rules
to be followed, it was specifically stated that
for this purpose the term *“‘corporations” should
not be considered as including banks.*¢ Thus,
nonmember banks were excluded from the
benefits of this authority.

As has been noted, during the credit crunches
of 1966 and 1969 thc Board for temporary
periods expressly permitted advances to mem-
ber banks for the bencfit of nonmember banks.
At the same time, the Board also activated the
authority under the third paragraph of section
13 for cxtensions of Federal Reserve credit on
the basis of paper cligible for discount to non-
membcr deposit-type financial institutions, prin-
cipally mutual savings banks and savings and
loan associations, and also to nonmember com-
mercial banks. This authorization was never
actually utilized by any nonmember bank, and
since August 1, 1971, the authority for loans
under the third paragraph of scction 13 to
nonmember institutions has not been in effect.

ADVANCES ON GOVERNMENT OBLIGATIONS

By the Emergency Banking Act of March 9,
1933,%" Congress added still another paragraph
to section 13 of the Federal Reserve Act under
which the Reserve Banks could extend credit to
nonmember banks. This paragraph, the thir-
teenth and last in section 13, as amended in
1968, authorizes advances to any individual,
partnership, or corporation for periods of not
more than 90 days on notes secured by direct
obligations of the United States or by obliga-
tipns issued or fully guaranteed by U.S. agen-
cles.”® Again, a discussion of this paragraph
!)elongs properly within the scope of the follow-
ing chapter, but it needs to be mentioned here
because the term “corporation” includes a non-
member bank and nonmember banks have
u.f,ed this paragraph as the basis for obtaining
direct access to the credit facilities of the Re-
serve Banks in emergency circumstances.

When the Emergency Banking Act of 1933
was under consideration in Congress, it was
clearly contemplated that the new thirteenth
paragraph of section 13 of the Federa] Reserve
Act would permit nonmember banks to obtain
credit from the Federal Reserve Banks. Thus,

Senator Glass, with some rescrvations as to
the wisdom of the measure, stated: *®

* * * It broadens——in a decgree that is
almost shocking to me—the currency and
credit facilities of the Federal Reserve Bank
ing System, and largely cxtends these facilities
10 State banks which are not members of the
Federal Reserve Banking System, that have
never endured onc penny of the expense of
the establishment of the system or its main-
tenance, and do not do so today.

Similarly, when the bill was being debated in
the House, Chairman Stcagall of the House
Banking and Currency Committee declared that
any State bank could obtain an advance from
a Reserve Bank to the amount of the face value
of U.S. Government bonds offercd as ScC“ﬁt?"
“That,” he said, “ijs where we have gonc 19
liberalizing credit and expansion.” *°

When, in 1937, Regulation A was revised to
reflect changes in the law made since 1930, 10
provision in the text of the regulation cover
advances to individuals, partnerships, and cor”
porations; but in a footnote attention was called
to the fact that, under the last paragraph of
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section 13 of the Federal Reserve Act, the
Reserve Banks could make advances to indi-
viduals, partnerships, or corporations “(includ-
ing banks)" on the sccurity of direct obligations
of the United States. In 1942 an amendment to
the regulation changed this footnote to state
explicitly that the term “corporation” included
an incorporated bank; *! and in the same year
the Board published a ruling that made it clear
that, under the last paragraph of scction 13,
advances could be made to nonmember banks
on the security of dircct obligations of the
United States.™ Thus, although the Board had
not interpreted the reference to corporations in
the third paragraph of section 13 as applying to
nonmember banks, a similar reference in the
last paragraph of the scction was cxplicitly
applied to cover loans to such banks.

Except in special circumstances or during
certain limited periods, advances to nonmember
banks under the last paragraph of section 13
have not been encouraged. In a footnote in the
1955 revision of Regulation A, it was stated
that while a Reserve Bank has authority under
that paragraph to make advances on Govern-
ment obligations to individuals, partnerships,
and corporations, including nonmember banks,
it was “not the practicc to make advances 10
others than member banks except in unusual
or exigent circumstances.” ™ In 1968 cven this
reference to the legal authority for advances to
nonmember banks was climinated from the
regulation,™ so that the regulation thereafter
contained no reference whatsoever to extension
of Fedcral Reserve credit to nonmember banks.
The revision of the regulation adopted in 1973,
however, contains a section expressly referring
1o advances under the last paragraph of section
13 to individuals, partnerships, and corpora-
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tions on the security of direct obligations of
the United States or obligations issued or fully
guaranteed by any agency of the United States,
but the wording makes it clear that any such
extensions of credit are limited to emergency
circumstances,

Discouragement of advances to nonmember
banks under the last paragraph of section 13
has been evidenced not only by provisions of
the Board's regulation but also by the fact that,
in general, the rate charged on such advances
has been higher than the regular or basic dis-
count rate for advances to member banks.
From September 1939 until April 1946—
just before, during, and after World War 11
—advances 1o nonmember banks were au-
thorized to be made at the same rate as that
fixed for loans to member banks on eligible
paper at the regular discount rate. Since 1946
the rate on advances to nonmember banks has
been substantially higher than the regular dis-
count rate. As previously discussed, the Board
in 1972 acted to provide credit through the
discount window to nonmember banks ad-
versely affected by changes in Regulation J.
At that time a special rate of 4% per cent
was established by six Reserve Banks—but
only for a temporary period of time—for ad-
vances to nonmember banks under the last
paragraph of section 13 for cases in which
nonmember banks were seriously affected by
the changes in Regulation J. This special rate
was the same as the regular rate at that time
for advances to member banks—2 per cent
less than the rate for advances in general under
the Jast paragraph of section 13.

In actual practice, Federal Reserve loans to
nonmember banks under the last paragraph of
section 13 have been few and far between.
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TEWOMRY AUTHORITY FOR ADVANCES ON
SOUND ASSETS

In only one instance has Congress authorized
direct extensions of Federal Reserve credit to
nonmember banks as such, as distinguished
from advances to such banks as corporations
or as financing institutions, and that authority
was in force only for an emergency period of
one year ending March 24, 1934. ’

As noted in the previous chapter, the Glass-
Steagall Act of 1932 authorized the Federal
Reserve Banks, by the addition of scction
10(b) of the Federal Reserve Act, to make
direct advances to member banks on any satis-
factory security, though only on an emergency
basis and subject to certain restrictions. That
authority was somewhat liberalized by the
Emergency Banking Act of March 9, 1933,
About 2 weeks later, on March 24, 1933,
Congress amended the Emergency Banking Act
by adding a new section 404 under which the
Reserve Banks were authorized to make ad-
vances to nonmember banks on the same terms
as advances could be made to member banks
under section 10(b) of the Federal Rescrve
Act, '

This new authority, however, was severely
limited. In the first place, its effectiveness was
restricted to “the existing emergency in bank-
ing” or until the authority might be terminated
by proclamation of the President, but in no
event beyond 1 year from the date of enactment,
A Reserve Bank could make an advance to a
nonmember bank only after inspection and
apgroval of the collateral and a “thorough ex-
amination of the applying bank or trust com-
pany.” ** Each application was required to be
accompanied by the written approval of the
appropriate State banking authority and by a
statement of that authority that in its judgment
the bank was in a sound condition. As long as
it was indebted to the Reserve Bank, the bor-
rowing bank was required to comply in al]
respects with the provisions of the Federal
Reserve Act and regulations of the Board appli-
cable to member State banks, except that in-

stead of subscribing to Federal Reserve Bank
stock, the bank was required to maintain during
the period of such indcbtedness the rescrve
balance required for member banks under sec-
tion 19 of the Act.

Although this authority for advances to
nonmember banks was a limited onc of short
duration, its legislative history is of interest
because it reflects both an intent 1o case the
banking crisis by affording credit to nonmember
banks and, at the same time, an intent to adhere
to the concept that Federal Reserve credit facili-
tics should be limited to member banks except
in emergencics.

The disposition of Congress to permit more
liberal extensions of credit to nonmember banks
was obviously influenced by the fact that the
bars had alrcady been lowered by the Acts of
July 21, 1932, and March 9, 1933.* In the
light of thc conditions that still prevailed, it
was fclt that the bars should be lowered even
further to allow nonmember banks the same
access to Federal Reserve credit that member
banks enjoyed under the provisions of scction
10(b) of the recently enacted Emergency
Banking Act. Mr. Steagall belicved that there
was no reason to discriminate against nof-
member banks during the cmergency.™ He
described the bill as permitting Statc nonmem-
ber banks:

* * * to borrow temporarily of Federal Re-
serve banks and to use as collateral, the same
as was provided in the legislation of last week
for member banks of the Federal Reserve
System, any security whether eligible or not
under the gencral provisions of the Fc.dcral
Rescrve Act that may be found to be satisfac:
tory to Federal Reserve officials * * °-

Similarly, Senator Robinson stated: *

® * * The bill gives supplemental rights
OF opportunitics to State banks and tust
companies to obtain direct loans from the
Federal Reserve banks on their time and
demand notes, secured to the satisfaction ©
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the Federal Reserve banks. * * ¢ It is be-
licved that the change now proposed will tend
to place the State banks nearer on a parity
with member banks.

At the same time, it was recognized that the
privilege thus afforded to nonmember banks
was cxceptional and that it should be strictly
limited. When Senator Barkley suggested that
the requirement for approval by the State bank-
ing commissioncr might be too restrictive, Sena-
tor Robinson replicd that such approval was
necessary because the bill would extend “a
rather extraordinary privilege to an outside
bank—that is, a bank that is not a mcmber of
the Federal Reserve System” and that it had
been “thought wise™ to make this require-
ment.**

An interesting sidelight on the legislative
history of the Act of March 24, 1933, is the
fact that in attempting to provide the same
accommodations to nonmember banks as those
provided to member banks by scction 10(b) of
the Federal Reserve Act, the bill at first re-
ferred 1o advances on cligible or incligible
paper. Mr. Beedy felt that the term “cligible
or incligible paper” was subject to varying
interprctations. Mr. Steagall cxplained that
it was intended to permit a nonmember bank
o “tender its cligible or noneligible paper,
and that gets all the paper it has, just as it does
with a member bank.” ¥ He pointed out that
originally section 10(b) had been limited to
advances in cases in which member banks had
no further cligible paper available and that, if
advances to nonmember banks were permitted
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only on the same terms as those prescribed by
section 10(b), such banks would be enabled to
borrow only on noneligible paper.:* Eventually,
to make the point clear, the provision in ques-
tion was omitted and, instead, there was in-
cluded a proviso stating that loans might “be
made to any applying nonmember State bank or
trust company upon eligible security.”

The limited and temporary authority for
advances to nonmember banks on any satis-
factory security expired on March 24, 1934,
and has never been revived. It may be noted
that the so-called eligible paper bill recom-
mended by the Board in 1963 not only would
have permitted Reserve Bank advances to mem-
ber banks on any satisfactory security but also
would have authorized advances to any indi-
vidual, partnership, or corporation secured to
the satisfaction of the lending Reserve Bank in
cxigent circumstances. This authority is not
contained in the current Board proposal **
for legislation that would simply remove
the penalty rate requirement from section
10(b) of the Federal Reserve Act authorizing
advances to member banks on any satisfactory
security. If that proposal should be enacted,
nonmember banks, as at present, would have
direct access to Federal Reserve credit only
under the last paragraph of section 13 of the
Federal Reserve Act on the security of Govern-
ment obligations or obligations issued or fully
guaranteed by agencics of the United States, or
under the third paragraph of section 13 on the
sccurity of paper eligible for discount if that
paragraph is activated by the Board in unusual
and exigent circumstances.
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Loans to Individuals,
Partnerships, and Corporations

LOANS ON ELIGIBLE PAPER
IN EMERGENCY CIRCUMSTANCES

REJECTION IN ORIGINAL ACT

}thn the original Federal Reserve Act was
being considered in 1913, some members of
Congress argued that the Rescrve Banks should

Permitted to discount paper for individuals
as well as for member banks, on the theory that
the System’s control over discount ratcs would
be made that much more cffective and also that
Federal Reserve credit would thereby be made
More widely available in cmergencies.! The
Bl:eal majority in Congress, however, felt that
the Federal Reserve Banks should be strictly
bankers’ banks, dealing only with commercial
banks and not with the general public. By the
Same token, it was generally agreed that the
Resﬁfve Banks should not compete with com-
mercial banks by making loans to individuals.?

This concept was maintained intact until the
carly 19305 when the depression created a
iSlluauon that resulted in a fundamental change
0 the rolc of the Federal Government with

T PR
espect to loans to nonbanking institutions and
—_—

F
or NOTES AND REFERENCES, sce pp. 261-62.
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individuals, and the Federal Reserve System
felt the effects of this change. As noted in the
previous chapter, the original Federal Reserve
Act provided a means for at least limited and
indirect extensions of credit to nonmember
commercial banks. Some years later, authority
was added to permit access to Federal Reserve
credit by the Federal intermediate credit banks.
It was not until 1932, however, that the Reserve
Banks were first given authority to provide
credit assistance to individuals, and that author-
ity was very limited and was given with reserva-
tions on the part of some members of Congress,
including Carter Glass.

1932 AMENDMENT

On July 11, 1932, President Hoover vetoed
a bill to relieve unemployment through highway
construction projects because it also contained
provisions for loans to individuals by the Re-
construction Finance Corporation. The Presi-
dent felt that these provisions “would place the
Government in private business in such fashion
as to violate the very principle of public rela-
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tions upon which we have builded our Nation,
and render insecure its very foundations.” Such
action, he believed, “would make the Recon-
struction Finance Corporation the greatest
banking and money-lending institution in all
history.” 2

A new bill was introduced on the day of the
President’s veto, and Senator Glass promptly
offered an amendment to authorize the Federal
Reserve Banks, in unusual and exigent circum-
stances, to discount eligible paper for individ-
uals and corporations. A similar provision was
included in another bill introduced by Senator
Wagner as a substitute for the highway con-
struction bill vetoed by the President. The
provision was retained in that bill when it
passed the Senate on July 12, although the
duration of the authority for such discounts
would have been limited to a period of 2 years.
The conference committee made three changes,
all of a liberalizing nature; The 2-year limita-
tion was omitted, thus making the authority
permanent legislation; the authority was ex-
panded to cover discounts for partnerships as
well as corporations and individuals; and a
prohibition against the use of paper discounted
under the provision as collateral security for
Federal Reserve notes was omitted.

The bill became law on July 21, 1932.1
Thus, tucked away in a road construction
measure, authority for extension of Federal Re-
serve credit to individuals, partnerships, and
corporations was incorporated in the Federal
Reserve Act. That authority—with one small
change to be mentioned later—is contained in
the third paragraph of section 13 of the Act.
That paragraph which is the same as originally
enacted, reads as follows: *

In unusual and exigent circumstances, the
Board of Governors of the Federal Reserve
System, by the affirmative vote of not lcss
than five members, may authorize any Fed-
eral reserve bank, during such periods as the
said board may determine, at rates estab-
lished in accordance with the provisions of
section 14, subdivision (d), of this Act, to
discount for any individual, partnership, or
corporation, notes, drafts, and bills of ex-
change of the kinds and maturities made
eligible for discount for member banks under

other provisions of this Act when such notes,
drafts, and bills of exchange are indorsed and
otherwise secured to the satisfaction of the
Federal Reserve bank: Provided, That before
discounting any such note, draft, or bill of
exchange for an individual or a partnership
or corporation the Federal reserve bank shall
obtain evidence that such individual, partner-
ship, or corporation is unable to securc ade-
quate credit accommodations from other
banking institutions. All such discounts for
individuals, partnerships, or corporations
shall be subject 1o such limitations, restric-
tions, and regulations as the Board of Gov-
cermors of the Federal Rescrve System may
prescribe.

LIMITATIONS

As will be observed, this authority for loans
to individuals, partnerships, and corporations is
strictly limited,

First, loans may not be made by the Reserve
Banks under this authority unless the Board of
Governors, in unusual and exigent circum-
stances, authorizes them to do so. It should be
noted that it is activation of the authority by
the Board that is dependent upon unusual and
exigent circumstances and not thc making of
individual loans once the authority is activated.

Second, activation of the authority by the
Board must have the affirmative votc of at
least five members of the Board. This is onc of
the few instances in which the law requires that
action taken by the Board must be approved
by a greater majority than a quorum.

Third, if the authority is activated by the
Board, its duration may be limited to such
pericds as the Board may dctermine.

Fourth, loans under this authority may be
made only through the discounting of paper of
the kinds and maturitics made cligible for dis-
count for member banks under other provisions
of the Federal Reserve Act. This is an important
limitation, While advances may be made 10
member banks under the cighth paragraph of
scction 13 on the security of any papet cligible
for discount or purchase by the Rescrve Banks
or, at a higher rate of interest, on any satisfac-
tory security under section 10(b) of the Act,
the only paper madc cligible for discount for
member banks is paper arising out of actual
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commercial transactions with a maturity of not
more than 90 days (under the second paragraph
of section 13) or agricultural paper with a
maturity of not morc than 9 months (under
section 13a).

Nonbank financial institutions, such as sav-
ings and loan associations, ordinarily do not
hold customcrs’ paper of the kind that would
be cligible for discount, and it is even less likely
that business enterprises would hold any sub-
stantial amounts of such paper. There are,
however, certain possibilitics. For onc thing,
the note discounted for an individual, partner-
ship, or corporation nced not be onc of its
customer’s notes but may be its own note.
Under Regulation A, a note the proceeds of
which are to be uscd for current operating
expenses of a business cnterprise is eligible for
discount by a member bank. Conscquently, a
business concern’s own notc would be cligible
for discount under the third paragraph of scc-
tion 13 if the procceds were to be uscd by it for
current operating cxpenscs, Again, if the pro-
ceeds of a note cxccuted by a financial institu-
tion such as a finance company or a savings and
loan association were to be used for making
loans to others for cligible purposcs, that note,
l{ndcr rulings of the Board herctofore men-
tioned, would be cligible for discount in the
hands of a member bank and hence would be
e"_Biblc as a basis for dircct credit under the
third paragraph of scction 13.% In any such
tase, however, the note of a business enterprise
or of a financial institution must have a matur-
ity of not more than 90 days in order to be cli-
gible for discount under that paragraph.

.lfiflh, whercas a member bank may discount
°]’8ﬂflc paper with its Reserve Bank without
offering any additional security, a borrower
under the third paragraph of section 13 not
only must present a notc—its own or its cus-
fomer’s—that js cligible for discount but also
must' Provide sccurity or obtain an endorscment
that I satisfactory to thc lending Rescrve Bank.
As onginally enacted, the paragraph required
f,l?m the paper offered for discount should be
"'d_0rscd and otherwise secured” to the satis-
faction of the Reserve Bank. In 1935, on the

9ard’s recommendation, the word “and” was
thanged to «op» s0 that either an endorsement

or additional security could be accepted by the
Reserve Bank.” In any case, it seems clear that
it was the intent of Congress that loans should
be made only to creditworthy borrowers; in
other words, the Reserve Bank should be satis-
fied that a loan under this authority would be
rcpaid in due course, either by the borrower or
by resort to security or the endorsement of a
third party.

Sixth, the lending Reserve Bank must obtain
cvidence that an applicant for credit under this
paragraph is unable to secure adequate credit
accommodations from other banking institu-
tions. This is a significant limitation—one de-
signed to assure that loans will be made only in
truly unusual and exigent circumstances.

Finally, all loans under this authority are
subject to such limitations, restrictions, and
rcgulations as the Board may prescribe and to
rates cstablished in accordance with section
14(d) of the Act.

BOARD ACTIVATION OF
AUTHORITY

Notwithstanding the restricted nature of the
authority, it was apparently felt in 1932 that,
in the economic circumstances of the time, such
authority would be used to provide needed
credit to business concerns and individuals. The
Board lost no time in implementing the statute.
Five days after its enactment, on July 26, 1932,
the Board issued a circular granting permission
to the Reserve Banks to make discounts under
the new authority for a period of 6 months
beginning August 1, 1932.° The circular stated
that since such discounts would be made only
in unusual and exigent circumstances, the Board
did not propose to prescribe any formal regula-
tions. However, the requirements of the law and
the procedure to be followed were outlined in
the circular.

Among other things, the circular required
that an applicant for any discount under the
new authority must submit a statement as_to
the circumstances and the purpose for which
the proceeds would be used, describe the efforts
made by him to obtain credit from othe1: bank-
ing institutions, list each bank §v1th wh{ch the
applicant had had banking relations during the
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previous year, provide complete credit data, and
agree to furnish additional credit information
when requested.

Upon the Federal Reserve Banks the circular
imposed a duty in each case to determine that
the applicant’s financial condition and credit
standing justified the discount; that the paper
offered for discount was acceptable from a
credit standpoint and eligible from a legal
standpoint; that the security was adequate; that
there was a reasonable need; and that the appli-
cant was unable to obtain adequate credit
accommodations from other banking institu-
tions. The Reserve Banks were prohibited from
making any commitments to renew credits
granted by them, and, except with the Board’s
permission, no Reserve Bank could discount
for any one individual or corporation paper
aggregating more than 1 per cent of the Reserve
Bank’s own capital stock and surplus.

The circular included one important restric-
tion not prescribed by the law. Although the
statute authorized discounts for corporations,
a term broad enough to include banks, the
Board’s circular specifically provided that the
term should not include banks. Because of this,
nonmember banks that otherwise might have
availed themselves of this avenue of access to
Federal Reserve credit were precluded from
doing so.

The 6-month permission for discounts for
individuals, partnerships, and corporations
granted by the Board on August 1, 1932, was
extended for successive periods of 6 months
until July 31, 1936, when the permission was
allowed to terminate.® In large part, it was
rendered unnecessary by the enactment in 1934
of section 13b of the Federal Reserve Act under
which the Reserve Banks were authorized to
malfe loans to business enterprises for working
capital purposes. That authority will be dis-
cussed in the next chapter.

Although the third paragraph of section 13

has not been reactivated by the Board since
1932 as a means of providing Federal Reserve
credit to businesses, it was activated in 1966
and again in 1969 for the purposc of meeting
possible credit neceds of savings and loan asso-
ciations, mutual savings banks, and nonmember
commercial banks.®

USE OF AUTHORITY

The authority for discounts in exigent cir-
cumstances for individuals, partnerships, and
corporations was an cmergency authority—one
of several measures undertaken in the carly
1930s to mect the nced for credit during the
depression. It was used only for a short while
and only to a limitcd extcnt. Pursuant to the
activation of the authority in 1932, the Reserve
Banks, over a period of 4 ycars, madec loans
to only 123 business cnterprises aggregating
only about $1.5 million. The largest single loan
was for $300,000.

One of the reasons for the limited use of this
authority has alrcady been noted—the enact-
ment in 1934 of lcgislation authorizing working
capital loans to busincss cnterpriscs. Another
was the enactment in March 1933 of Icgislation
authorizing advances by Rescrve Banks to in-
dividuals, partnerships, and corporations on
the security of U. S. obligations, an authority to
be discussed in the following section. Morcover,
the rate established for discounts under the
1932 authority was considerably higher than
the regular discount rate; '* and, though later
reduced, the ratc on emergency discounts for
individuals, partnerships, and corporations,
when such discounts have been authorized,
has always been substantially higher than the
regular discount ratc and higher also than the
rate on direct advances to individuals, partnel-
ships, and corporations on the sccurity of Gov-
ernment obligations under the thirtcenth para-
graph of section 13 of the Act.
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ADVANCES ON GOVERNMENT OBLIGATIONS

The Emergency Banking Act of March 9,
1933,*2 sipned by President Roosevelt at the
height of the most critical banking situation in
the country’'s history, was, as stated in its enact-
ing clause, designed to remedy a “serious emer-
gency.” It gave legal confirmation to the drastic
action taken by the President a few days carlier
in closing all banks; it provided for their re-
opening under licenses from the Secretary of the
Treasury; it authorized the Secretary to call in
all privately held gold and gold coin; and, along
with thesc and other cqually drastic steps, it
briefly but explicitly authorized the Federal Re-
serve Banks to make advances to individuals,
partnerships, and corporations on their promis-
sory notes sccured by direct obligations of the
United States. This authority was set forth in a
new paragraph—the thirtcenth—added at the
end of section 13 of the Federal Reserve Act.

Unlike the authority granted in 1932 for the
discounting of paper of individuals, partner-
ships, and corporations, this authority con-
tained relatively few restrictions and limitations.
It provided only that such advances should be
made for periods not cxcceding 90 days; that
they should bear interest at rates fixed by the
Reserve Banks subject to review and deter-
mination of the Board; and that they should be
subject to such limitations, restrictions, and
regulations as the Board might prescribe.

Again, like the 1932 authorization for dis-
counts for individuals, partnerships, and cor-
Porations, the provision for direct advances on
Government obligations rcpresented a definite
departure from the traditional concept that the
Reserve Banks should act only as bankers’
banks. Senator Glass observed that, under these
two provisions, individuals were: **

* ¢ * permitted to do business with the Fed-
eral Reserve banks, something that has never
_b°°ﬂ done before since they were organized,
individuals who have eligible paper in their
Possession, and who can not get accommoda-
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tion at the member bank, permitted to take it
directly to the Federal Reserve banks and be
accommodated.

Chairman Steagall of the House Banking and
Currency Committee, after stating that under
the new authority an individual could obtain
Federal Reserve credit to the amount of the
face value of Government bonds offered as
security, remarked: “That is where we have
gone in liberalizing credit expansion.” **

While the Board was authorized to prescribe
restrictions and limitations, it did not do so. In
contrast to its action after the enactment of the
1932 authority to discount paper for individ-
uals, partnerships, and corporations, the Board
did not exercise its regulatory authority to ex-
clude banks from the scope of the term “cor-
porations.” On the contrary, as noted in the
preceding chapter, it became clear that incorpo-
rated banks, both member and nonmember,
could avail themselves of the new provision
authorizing advances to corporations. Indeed,
the thirteenth paragraph of section 13 made it
possible for advances to be made to member
banks on US. Government obligations for
periods of up to 90 days, in contrast to the
15-day maturity limitation on such advances
under the eighth paragraph of that section.
Since 1968, when the eighth paragraph was
amended to authorize 90-day advances to mem-
ber banks on the security of any obligations
eligible for purchase by the Reserve Bank.s
under section 14(b) of the Act, including obli-
gations of the United States, it has been un-
nccessary to resort to the thirteenth paragraph
of section 13 as a basis for advances to member
banks on Government obligations for periods
in excess of 15 days.

In 1968, when the temporary authority of the
Reserve Banks to purchase obligations issued or
guaranteed by agencies of the United States was
made permanent, the thirteenth paragx:aph of
section 13 was broadened to authorize ad-
vances to individuals, partnerships, and corpo-
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rations not only on the security of direct obliga-
tions of the United States but also on the secur-
ity of such agency issues.

It should be observed that, although con-
ferred by an emergency statute, the authority
contained in the last paragraph of section 13 of
the Federal Reserve Act was not limited to
emergency circumstances. Perhaps the authors
of the Emergency Banking Act contemplated
that the authority would be used only under
extraordinary circumstances such as those pre-
vailing at that time; but they did not place any
such limitation in the law. Legally, the provision
makes it possible for the Reserve Banks to
make advances under this provision in ordinary
times as well as in times of economic stress.
Actually, the authority provided by the thir-
teenth paragraph of section 13 has always been
regarded as being limited to unusual or excep-
tional circumstances. The revision of Regula-
tion A adopted in 1973 expressly provides for
use of the authority only in emergency circum-
stances, and the general principles contained in
the revision contemplate advances to individ-
uals, partnerships, and corporations only when,
in the judgment of a Reserve Bank, credit “is
not practically available from other sources and
failure to obtain such credit would adversely
affect the economy.” '*

One factor that tends to preclude any cx-
tensive use of the last paragraph of section 13
is that business enterprises—and even nonmem-
ber banks-—may not hold Government securi-

tics in sufficicnt amounts to be used as security
for advances under that paragraph. Another
important factor that militates against use of
the paragraph is that the rate fixed for advances
under the paragraph has usually been substan-
tially higher than the regular discount rate. For
instance, in carly April 1973, the rate for such
advances was 7% per cent, whereas the regular
rate for advances to member banks was 5%z per
cent. As noted in the previous chapter, the rate
for advances to nonmember banks on Govern-
ment securitics was the same as that for similar
advances to member banks from 1939 to 1946,
and in 1972 a like concession was accorded
(by six of the Reserve Banks) to nonmember
banks adversely affccted by changes in the
Board’s rules regarding payment of checks
collected through the Rescrve Banks. No such
rate concession has ever been given to nonbank
borrowers under the last paragraph of section
13.

Because of these deterrents-—limitation to
use in emergency circumstanccs, the acceptance
of only Government sccuritics as collateral for
advances, and a penalty rate of interest—very
few loans have been made to business enter-
prises under this authority. Nevertheless, it con-
tinues to be the only authority, except for the
even more limited authority provided by the
third paragraph of scction 13, under which the
Reserve Banks, as lenders of last resort, may
provide credit directly to business enterprises or
to nonmember financial institutions.
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ORIGIN AND PURPOSE

A DEPARTURE FROM
TRADITION

This chapter deals with a form of Federal
Reserve credit that is no longer authorized by
the law, Nevertheless, it should not be passed
over quickly, for it rcprescnted a significant
d.cvelopmcnt in the history of the lending func-
tions of the Fedcral Reserve Banks.

For more than 20 years after the enactment
of the Federal Reserve Act, the concept that
Reserve Bank loans should have relatively
short maturitics was firmly entrenched. So also
Was the concept that security for Reserve Bank
loans should be limited to certain types of
Paper; the only exception was for advances
under sectjon 10(b) in 1932 and, as has been
Noted, such advances were authorized only at
a penalty rate of intercst.

19;111286 concepts were drastically modified in

when Congress added to the Federal Re-
Serve Act a new scction 13b authorizing the
Reserve Banks to extend credit, either directly
\\—

For NOTES AND REFERENCES, see pp. 262-63.
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or through commitments to financing institu-
tions, to established business enterprises for
working capital purposes with permissible ma-
turities of up to 5 years and without any limita-
tions as to the type of security.!

This departure from tradition did not take
place without protest, During the debates on the
bill, Mr. Beedy deplored the fact that, in an
cffort to stimulate business recovery, it had
been necessary “to bring the Federal Reserve
banks into this picture.” He said: *

s ¢ » The Federal Reserve banks, 12 in
number, which were never designed to do
business with any individual or any person,
but were banks of issue or rediscount to deal
with other banks, ought never, in my opinion,
to be put into the lending business. It is a per-
version of the original purpose for which
those banks were established * * *.

Somewhat later, when the bill had been agreed
to by the conference committee and 3 days
before it was signed by the President, Mr. Beedy
again, as he put it himself, raised his “feeble
voice * * * in this hour of the Nation’s crisis”
and accused the House conferees of having
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taken “a decided step toward destroying the
character of the Reserve banks.” *

But the overriding mood of the day was to
make credit more freely available to business
through Government channels. In that atmos-
phere, Congress sought to provide such busi-
ness credits not only through the Reserve Banks
but also through the Reconstruction Finance
Corporation (RFC), as will be noted later.

NEED FOR THE AUTHORITY

The statute grew out of evidence that busi-
ness enterprises, particularly small businesses,
were unable to obtain necessary working capital
loans from the usual sources of credit. Com-
mercial banks, with painful memories of the
1933 banking crisis and subject to more vigilant
surveillance by bank examiners, were not, so it
was alleged, meeting the needs of small busi-
ness. Although the RFC had been empowered
in 1932 to make loans to banks and insurance
companies with the expectation that the money
would filter down te industry and the small
borrower, there was a feeling that this expecta-
tion had not been fulfilled because the banks
and other lending institutions had not done their
part to bring the country out of the depression.*
It was said that banks were frequently unable
or unwilling to extend industrial loans, due in
large part to the fact that bank examiners had
required them to maintain a degree of liquidity.*

On March 19, 1934, President Roosevelt
wrote to the chairmen of the Banking and Cur-
rency Committees of both Houses of Congress:
“I have been deeply concerned with the situa-
tion in our small industries. In numberless cases
their working capital has been lost or seriously
depleted.”

The fact that not only commercial banks but
also Federal Reserve Banks were limited to
short-term loans and could not, therefore, ade-
quately meet the credit needs of business was
emphasized by the Federal Reserve Board in a
letter to the Senate Banking and Currency
Committee dated April 13, 1934:

In the judgment of the Board, there exists
an undoubted need for credit facilities for
industry and commerce beyond those that
are now being supplied through the commer-

cial banks or that can be supplied through
the ordinary operations of the Federal Re-
serve System acting within the limitations of
the Federal Reserve Act. In brief, the need is
for loans to provide working capital for com-
merce and industry, and such loans neces-
sarily must have a longer maturity than those
rediscountable by Federal reserve banks.

Throughout the debates in Congress, it was
indicated repeatedly that the primary purpose
of the lcgislation was to assist, not just business,
but small business. Thus, Mr. Kopplemann
declaimed: “The main purposc of this bill is
the rchabilitation of small businesses and small
industries. The small industrics arc the back-
bone of America.” ®

As will be noted later, the purposc of aiding
small business was emphasized by provisions in
the bills under considcration that would have
limited the amount of any loan to $100,000.
Although this limitation was omitted in the
statute as finally adopted, it is clcar that small
enterprises were expected to be its chicf bene-
ficiaries.

LEGISLATIVE HISTORY

At the outset, two principal plans for provid-
ing credit to business cnterpriscs had competed
for consideration by Congress. One was to ex-
pand the existing lending powers of the RFC to
include power to make Joans to busincss enter-
prises, and various bills for this purposc wert
introduced in Congress.” The other was a plan
for the establishment of regional credit banks
for industry under the supcrvision of cither the
RFC or the Federal Reserve Board.* Bills 10
authorize the establishment by the Federal Re-
serve Board of 12 credit banks for this purpose
were actually preparcd in the offices of the
Federal Reserve Board and represented, 8t
least at that time, the maturc conclusions of the
Board.?

Eventually, however, a third method of pro-
viding business credits was incorporated in 2
committee print of the Senate Banking and
Currency Committee. This proposal would have
stricken provisions of the bill then under cof-
sideration to establish regional credit banks
and, instead, would have amended section 13 of
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the Federal Rescrve Act to authorize the Re-
serve Banks to make working capital loans to
business. On April 28, 1934, Scnator Glass
incorporated this committee print in a new bill
(S. 3487) but in the form of an addition of a
new scction—13b—to the Federal Reserve Act
instead of an amendment to section 13. A few
days later, Scnator Fletcher introduced another
bill authorizing the RFC to make business
loans and, subscquently, the substance of that
bill was combincd with the new Glass bill, The
result was a bill authorizing business loans by
both the Reserve Banks and the RFC. On
May 12, 1934, the Senate adopted a proposal
to add to the Glass bill authorizing business
loans by the Reserve Banks a scparate provision
for RFC loans to business.’® As thus amended,
that bill was approved by the Senate on May 14.
On May 23, a new RFC bill that included also
authority for business Joans by the Reserve
Banks was passed by the House.

Insofar as the business loan authority of the
Reserve Banks was concemned, the bills passed
by the Senatc and House diffcred in only one
major respect. The Senate bill authorized and
directed the Secretary of the Treasury to pay to
the Reserve Banks the sum of $139,299,557 to
aid in the making of business loans, with pro-
vision for repayment at a rate of at Jeast 1 per
cent per annum. The House bill contained no
such provision for payments by the Treasury.
The conference committee adopted the Senate
provision, but modificd it so as to permit, but
not direct, the Treasury to make payments to
the Reserve Banks and to provide for repay-
Ments at a rate of not less than 2 per cent per
annum,

The conference report was approved in both
Houses on June 16, and the bill was signed into
law by the President on June 19.1"

.Ir‘l the course of the legislative process, the
Onginal idea of establishing 12 credit banks for
Industry had been abandoned because, as Sena-
tor Glass said, “jt was totally unnecessary 1o
Set up another banking system of 12 banks to
do what might be done morc readily and with
Breater facility by the Federal Reserve banks
themselves.” 12 At the same time, the question
Whether business loans should be made by the
Federal Rescrve Banks or by the RFC was

resolved by giving both agencies somewhat
similar, but not identical, authority in this field.

RESERVE BANKS VERSUS RFC

The fact that both the Federal Reserve Banks
and the RFC were given authority to make
business loans was not regarded as involving
any inconsistency. It was expected that such
loans would be made primarily by the Reserve
Banks and that the RFC would make them only
if they could not be obtained from a Reserve
Bank. Moreover, it was contemplated that the
Fedcral Reserve authority would be permanent,
whereas that of the RFC would be only tem-
porary. (Members of Congress in 1934 could
not know that the RFC, an emergency agency,
would continue to function for another 23
years.)

In accordance with the idea that the RFC’s
authority should be supplemental to that of the
Federal Reserve Banks, the bill that passed the
Senate and was reported by the House commit-
tec expressly provided that business loans were
to be made by the RFC “when credit at pre-
vailing bank rates for the character of loans
applied for is not otherwise available at banks
or at the Federal Reserve bank of the district
in which the applicant is located.” However, on
May 23, the day that the bill was passed by the
House, a floor amendment was introduced by
Mr. Beedy (who had not wanted the Reserve
Banks in the picture in the first place) to strike
out the words “or the Federal Reserve bank
of the district in which the applicant is located.”
Mr. Beedy expressed the fear that “many of
these loans will never get as far as the Recon-
struction Finance Corporation if they are turned
down by the Federal Reserve bank in the first
instance.” His amendment was adopted.’® So
it was that, as finally enacted, the statute autho-
rized business loans by the RFC when credit
was not otherwise available at banks, thereby
indicating that, despite all that had been said
carlier, the RFC’s authority was not to be
merely supplemental to that of the Reserve
Banks.

Nevertheless, Chairman Steagall apparently
agreed to the Beedy amendment only because
he felt that it would not change the substance of
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the previous provision, presumably on the
ground that the Federal Reserve Banks would
still be embraced by the word “banks.” He
stated that he had no objection to the amend-
ment because it was one “which really perfects
the language of the section.”** Chairman
Steagall’s feeling that nothing had been changed
and that the RFC would make business loans
only if they were not obtainable from the Re-
serve Banks was more explicitly stated when,
during the House debate on the conference
report on June 16, he answered a question as
to the procedure to be followed by a business
in seeking credit. He replied: 15

It would apply through regular channels,
and if it did not obtain the money it would
apply to the Federal Reserve Banks, and if
the Federal Reserve Bank did not make the
loan, the application would then go to the
Reconstruction Finance Corporation, which
in this case would be in the nature of an
appellate court for loans, where applications
might be reviewed and reconsidered.

Whatever may have been the intent of Con-
gress as to the respective roles of the Federal
Reserve Banks and the RFC, the fact is that the
1934 statute gave both agencies coordinate
authority to make loans to commercial and in-
dustrial businesses, but with certain important
differences in respect to limitations on their
authority;

1. The authority of the Reserve Banks was
permanent; that of the RFC was limited in
duration and, by the terms of the 1934 act, was
scheduled to expire on January 31, 1935,

2. The RFC could make loans only to busi-
nesses established before January 1, 1934; the
Reserve Banks could make loans to established

businesses, presumably including any estab-
lished after January 1, 1934,

3. The aggregate amount of loans made by
the RFC to any one borrower could not cxceed
$500,000; no such limitation was placed on
loans made by the Reserve Banks.

4. The Rescrve Banks could make dircct
loans only in exceptional circumstances; the
RFC was not similarly restricted.

5. The RFC was authorized in gencral to
make loans in cooperation with banks or other
lending institutions, including authority to pur-
chasc panrticipations; the Rcscrve Banks were
permitted to participatc with lending institutions
only if the latter assumed at least 20 per cent
of the risk.

6. RFC loans were required to be adequatcly
sccured and could be made only if the dircctors
were of the opinion that the borrower was
solvent; Reserve Bank loans were required to
be made on a rcasonable and sound basis.

On the basis of this comparison, and espe-
cially in view of thc temporary nature of the
RFC'’s authority, it might be supposcd that Mr.
Steagall's cxpectation that the Reserve Banks
would be the primary source of busincss loans
would be fulfilled. Actually, time proved other-
wisc. Not only was the authority of the RFC
extended for many years, but the limitations on
its authority were gradually relaxed by subse-
quent amendments, while the limitations on the
authority of the Reserve Banks remaincd ufi-
changed. As a result, the RFC camc to be the
principal Federal agency for the making of
business loans, while the volume of such loans
made by the Federal Rescrve Banks——at first
considerable—cventually declined to an amount
that was almost negligible.

LIMITATIONS

GENERAL LIMITATIONS

The authority granted to the Reserve Banks
by the 1934 legislation was of two different

kinds: (1) authority to make direct loans 10
businesses; and (2) authority to extend credit
to business enterprises indircetly by mcans of
discounts for financing institutions of obliga-
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tions of business enterpriscs, loans to financing
institutions on the sccurity of such obligations,
and commitments with respect to such discounts
or loans. For convenicnee only, the first of
these two alternate types of authority is here
referred to as authority for direct loans and the
second as authority to make commitments,

On both types of authority the law placed
certain significant restrictions. Some were com-
mon to both dircct loans and commitments;
others were in the nature of special limitations,
some applicable only to direct loans and some
applicable only to commitments. Such special
limitations will be discussed in subscquent
sections.

In the first place, it was clearly the purpose
of Congress in 1934 to provide, through both
the Reserve Banks and the RFC, credit assist-
ance that would cnable existing businesses to
get back on their feet, not to cncourage the
establishment of new businesses. In the House
debates on the bill, Congressman Martin stated
that the legislation would “not provide for loans
to a new industry,” but that its purpose was *to
keep old industrics functioning.” **

In furtherance of this purpose, the RFC, as
noted, was authorized to make loans only to
businesses in cxistence before January 1, 1934
Although the Reserve Banks were not so strictly
!imiicd, their loans were restricted to established
industrial or commercial businesscs. Perhaps, in
the light of Mr. Martin’s remark, this was
meant to confine Federal Reserve loans to busi-
hesses in existence on the date of the act; but
It seems more reasonable to interpret the limita-
Uon as meaning that a Rescrve Bank could
make 2 loan only to a business established
before the loan was made. Also, it scems fairly
_clcar that the word “cstablished” was not used
In the sense of mecaning a long-cstablished,
Su?cessful enterprisc but simply in the sense of
being alrcady in existence.'

To be eligible for aid under section 13b of
the Federal Reserve Act, a business had to be
Mot only an established busincss but also an
Industrial or commercial business. There is little
n the legistative history of the lcgislation that
throws any light on the intended scope of these
Words. No published rulings of the Board
Sought to define industrial or commercial busi-

nesses. However, in announcing the issuance of
Regulation S under the new law, the Board
indicated that it did not propose to place any
restrictions not required by the statute upon the
making of business loans by the Federal Re-
serve Banks and that consequently the terms
used in the law would be liberally interpreted.
The Board stated:

* * = Any attempt to prescribe technical
definitions of such terms as “working capital”,
“established commercial or industrial busi-
ness”, and “financing institutions” has been
avoided, lest it have the effect of restricting
and hampering the operations of the Federal
Reserve banks under this statute.

A major limitation placed upon the lending
authority of the Reserve Banks was that loans
should be made only to provide businesses with
“working capital.” During the Senate debates
on the bill, Senator Bone proposed an amend-
ment to strike out the reference to working
capital and instead to authorize loans “for work-
ing capital, for reducing and refinancing out-
standing indebtedness if such refinancing is
concurrent with a substantial write-down of
such outstanding indebtedness, for rehabili-
tating and making improvements to plants, for
reopening plants not in operation on the date
this section takes effect, and for new buildings
and new machinery.” ** This effort to broaden
the purposes for which business loans might be
made was unsuccessful. The House was more
liberally inclined. It would have authorized
loans for the purpose of providing a business
with capital, a term broad enough to include
almost any type of loan. The conference com-
mittee, however, resolved the difference on this
point in favor of the Senate bill, limiting both
the Federal Reserve Banks and the RFC to the
making of business loans to provide working
capital. While the Board never undertook to
define the term “working capital,” it is clear
from its legislative history that section 13b was
not intended to authorize the Reserve Banks to
make loans to enable businesses to refinance
outstanding indebtedness or to build, improve,
or replace plant and machinery.

Another limitation imposed by the law both
upon direct loans to businesses by the Reserve
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Banks and upon commitments with respect to
business loans made by private financing institu-
tions was that no such loans should have
maturities in excess of 5 years. This, however,
was a liberal limitation. Never before had the
Reserve Banks been authorized to extend credit
for such a long period. Prior to 1934, the maxi-
mum maturity permitted had been the 9-month
maturity authorized with respect to discounts of
agricultural paper for member banks.

LIMITATIONS
ON DIRECT LOANS

Subsection (a) of section 13b, relating to
direct loans by the Reserve Banks, imposed the
four limitations discussed in the preceding scc-
tion: They could be made only to established
businesses, only to industrial and commercial
businesses, only for working capital purposes,
and only with maturities of not more than 5
years. Such loans were also made subject to four
additional limitations.

1. They could be made only in exceptional
circumstances when it appeared to the satisfac-
tion of a Federal Reserve Bank that a business
was unable to obtain requisite financial assist-
ance on a reasonmable basis from the usual
sources. Obviously, this limitation was designed
to make it clear that the Reserve Banks should
not compete with commercial banks and other
private lending institutions. The Board so con-
strued the law when, in issuing its Regulation S,
it declared: “It is expected * * * that the Fed-
eral Reserve banks will not compete with local
banks, but rather will assist and cooperate with
them in meeting local requirements for working
capital.” =°

2. They should be made only pursuant to
authority granted by the Federal Reserve Board.
It may have been contemplated that such au-
thority would be granted by the Board in indi-
vidual cases. However, in its Regulation 5,
issued shortly after enactment of the new law,
the Board expressly authorized “every Federal
Reserve Bank, in exceptional circumstances,
until such time as the Federal Reserve Board
may revoke or modify such authority” to make
direct loans to businesses in accordance with
the provisions of the statute.?* This authority

was never revoked or modificd. In explanation,
the Board stated: **

s # » in order to avoid the necessity of
having applications for such accommodations
passed on in Washington, the Board has
granted blanket authority to all Federal Re-
serve banks to grant such accommodations
directly on their own responsibility without
reference to Washington,

3. By the terms of the statute, a Reserve
Bank could make a dircct loan only to a busi-
ness located in its district. This requirement was
interpreted broadly by the Board as covering
any business having an officc or placc of busi-
ness in the district of the lending Rescrve
Bank.*

4, Although the law contained no require-
ment as to the security upon which loans might
be made to business enterpriscs, it did provide
that direct loans should be made on a reason-
able and sound basis. In this connection, it may
be noted that, as in the case of their other
fending operations, the Reserve Banks were not
obliged to make a business Joan even though it
might meet all the requircments of the statute;
a Reserve Bank was free to turn down any
application if it fcit, for cxample, that it would
not be a sound loan from a credit vicwpoint.
An effort in Congress to makc such loans
mandatory rather than permissive was voted
down.**

LIMITATIONS
ON COMMITMENTS

Like direct loans, all indirect extensions of
credit to businesscs through financing institu-
tions were made subject to the general requirc-
ment that the underlying loan be one made to
an cstablished industrial or commercial busincss
for working capital purposes with a maturity of
not more than 5 years. The special limitations
placed on direct loans that werc discussed
in the preceding section—that the loan be 01¢
made in exceptional circumstances, that it be
authorized by the Board, that it be to a business
located in the Federal Reserve district of the
Reserve Bank involved, and that it be made o0
a reasonable and sound basis—were not mad.e
applicable to commitments with respect to bust
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ness loans made by private financing institu-
tions. However, discounts for and purchases
from financing institutions and loans made in
participation with such institutions were made
subject to certain other special limitations.

1. The law authorized the Reserve Banks to
extend indirect financing assistance to business
enterprises only through a bank, trust company,
mortgage company, credit corporation for in-
dustry, or other financing institution. In order
to facilitate the participation of national banks
in the making of business loans under the new
law, the Comptrollcr of the Currency ruled that
limitations on national banks with respect to
loans 1o a single customer and with respect to
real estatc loans did not apply to the cxtent
that a loan to a business cnterprisc was covered
by a commitment by thc RFC or a Federal
Reserve Bank pursuant to the new law.? The
Comptroller’s ruling with respect to limitations
on rcal estatc loans was later incorporated in
the law by the Banking Act of 1935, and was
made still more liberal. That act added to sec-
tion 24 of the Federal Reserve Act a new para-
graph cxempting from the limitations of that
section loans made by national banks to estab-
lished industrial or commercial businesses that
were in whole or in part discounted or pur-
chased or loancd against as sccurity by a
Federal Reserve Bank undcr section 13b, or
for any part of which a commitment was made
by a Reserve Bank, or in which a Rescrve Bank
Participated. Thus, not only that part of the
loan subject to a commitment by a Rescrve
l?ank but the entire loan was exempted from
limitations on real estatc loans by national
banks,

There was no question that national banks
and other commercial banks qualified as financ-
Ing institutions under section 13b. In addition,
the Board ruled that an investment banking firm
might be considered a financing institution if a
Sl}l?stantial part of its business represented pro-
vision of funds for business enterprises through
the.underwriting, sale, and distribution of se-
Curities, 26

2. The law provided that a Reserve Bank
could make discounts or purchases, loans, par-
licipations, or commitments only with respect to
2 financing institution operating in its district.

Following the policy of liberal construction an-
nounced when Regulation S was issued, the
Board held that a Reserve Bank could discount
for a financing institution operating within its
district the obligation of an industrial or com-
mercial business located in another Federal
Reserve district.>” Thus, while a direct loan
could be made by a Reserve Bank only to a
business located within its district, indirect ex-
tensions of credit could be made to businesses
located in other districts, provided the financing
institution through which the credit was ex-
tended could be regarded as operating within
the Reserve Bank's district, This ruling was
incorporated in Regulation S when the regula-
tion was revised in 1942.%

3. The final special limitation placed upon
participations by the Reserve Banks with pri-
vate financing institutions in extensions of credit
to business was that in all cases the financing
institution should bear at least 20 per cent of
any loss. If the obligation of a business was
acquired by a Reserve Bank from a financing
institution, the latter was required to “obligate
itself to the satisfaction of the Federal Reserve
bank for at least 20 per centum of any loss.”
In licu of such an obligation, however, the
financing institution could itself advance 20
per cent of the amount of the credit, the Reserve
Bank advancing the other 80 per cent; in that
cvent, these separate advances were to be con-
sidered as one advance, with repayment to be
made pro rata under regulations prescribed by
the Board. When a Federal Reserve Bank ac-
quired from a lending institution the obligation
of a business enterprise, the law provided that
the existence and amount of any loss should be
determined in accordance with regulations of
the Board. Pursuant to this provision, Regula-
tion S provided that a Reserve Bank should be
deemed to have sustained a loss on such an
obligation whenever its directors, after investi-
gation, determined that the obligation or any
part of it was a loss and the Reserve Bank
charged that amount off its books. The amount
of the loss would be the amount so charged off,
plus unpaid interest. The financing institution
would then be required to reimburse the Re-
serve Bank for the portion of the loss for which
it had obligated itself. If there was any subse-
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quent recovery, the financing institution and the
Reserve Bank would share pro rata in the
amount recovered.*

AMOUNT LIMITATIONS

Subsection (c¢) of section 13b provided that
the aggregate amount of loans, advances, dis-
counts, purchases, and commitments made un-
der the section by all of the Reserve Banks and
outstanding at any one time should not exceed
the combined surplus of all the Reserve Banks
as of July 1, 1934, plus all amounts paid to
the Reserve Banks by the Secretary of the
Treasury under authority of the section. The
combined surplus of the 12 Federal Reserve
Banks on July 1, 1934, was $138,383,000.
Under subsection (e), the Secretary of the
Treasury was authorized to pay to thc Reserve
Banks up to a total of $139,299,557. Consc-
quently, the aggregate amount of direct loans,
advances in participation with private financing
institutions, discounts for and purchases from
such institutions, and commitments with respect
thereto that could be outstanding as of any
particular time, could theoretically be as much
as $277,682,557. Actually, the aggregate
amount of credit permitted under the new law
proved more than adequate. The greatest
amount outstanding at any one time was around
$60,000,000 late in 1935, when the volume of
operations under section 13b was at its peak.

It is to be noted that the statute itself placed

only an aggregate limit on thc amount of credit
cextended by all of the Federal Rescrve Banks,
without specifically limiting thc amount that
could be cxtended and outstanding by a par-
ticular Reserve Bank. By regulation, however,
the Board limited the aggregate amount of
loans, advances, discounts, purchases, and com-
mitments that could be madc by any Rescrve
Bank (and outstanding at any one timc) to the
surplus of that Reserve Bank as of July 1, 1934,
plus amounts paid to it by thc Sccretary of the
Treasury under subsection (c) of section 13b,
unless permission to exceed that limit was given
by the Board.*" Thus, cach Reserve Bank was
in general limited to its proportionate part of
the over-all limit; but, if the nced for business
loans was found to be greater in some districts
than in others, it was possible undecr the regula-
tion for the Reserve Banks of thosc districts,
with the Board's permission, to make loans in
an amount far greater than their pro rata share
of the aggregate amount allowed by the statute
for all of the Rescrve Banks.

No limitation was prescribed, cither by
statute or regulation, on thc amount that a
Fedcral Reserve Bank could Iend to any onc
business enterprise, cither directly or through
private financing institutions. This is somewhat
surprising in view of thc fact that the RFC’s
business loan authority was made subject not
only to an aggregate limitation of $300 million
but also to a limitation of $500,000 to any on¢
borrower.

INDUSTRIAL ADVISORY COMMITTEES

Apparently there was some concern in Con-
gress in 1934 that the Reserve Banks would
not be especially inclined to make loans to
business. Carter Glass observed that the Presi-
dent himself thought that “perhaps the Federal
Reserve bank boards were too bank-minded to
be as liberal as he could wish they would be in
treating matters of this sort.” Accordingly, said
Senator Glass, the President had suggested the

insertion of a provision for the appoinlmcﬂt of
an “advisory committee in cach Federal Re-
serve district, to be composed exclusively of
active industrialists, to advisc upon such
loans.” *

Such a provision was included in subsection
(d) of scction 13b. It provided for the estab-
lishment in cach Federal Reserve district of 27
advisory committee, to be appointed by the
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Reserve Bank subject to the approval and
regulations of thc Federal Reserve Board, and
to consist of not less than three nor more than
fivey members as determined by the Board.
Each member was required to be actively en-
gaged in somec industrial pursuit within the
Federal Reserve district. Every application un-
der section 13b was to be submitted to this
committec, which, after examination of the
business involved, would transmit the applica-
tion to the Reserve Bank with the committec’s
rccommendation.

Implementing this provision of the statute,
the Board's Regulation S provided that cach
committee should consist of five mcmbers fa-
miliar with the problems and nceds of industry
and commcrce in the particular district; that

before February 15 of each year the board of
directors of each Reserve Bank should submit
to the Board the names of members selected
for the ensuing year; that, if approved by the
Board, such members should serve for 1 year
commencing March 1; and that the committee,
after examining each application and consider-
ing the necessity and advisability of granting the
application and such other factors as it deemed
appropriate, should transmit the application to
the Reserve Bank with the committee’s recom-
mendation.™

The regulation was adopted on June 26,
1934. Promptly thereafter, the names of the
first members of the industrial advisory com-
mittee in each Federal Reserve district were
announced by the Board.*

SOURCE OF FUNDS

Though not expressly statcd, the law clearly
contemplated that the Federal Rescrve Banks
Wwould usc their own funds in extending credit
Pursuant to scction 13b. However, subsection
(¢) provided that, in order to cnable the Re-
serve Banks to extend such credit, the Secretary
of the Treasury should have authority to pay
1o cach Federal Reserve Bank an amount not
o exceed such portion of thc sum of $139,-
29_9a557 as might be represented by the amount
Paid by such Reserve Bank for stock of the
Federal Deposit Insurance Corporation (FDIC).
In a sense, this provision madc possible the
feturn to the Rescrve Banks by the Treasury of
funds that had once belonged to the Banks.

At the time the FDIC was established by the
Ba"king Act of 1933, the Federal Reserve
Banks were required to subscribe to stock of
the Corporation in an amount equal to one-half
of their respective surpluscs as of January .1,
1933; The total amount that they were thus
fquired to turn over to the FDIC was $139,-
299,557, By the 1934 cnactment of section 13b,
that amount was made available again to the

serve Banks; however, all funds returned

werc to be used only for business loans, and
the portions to be returned to the individual
Reserve Banks were to be decided by the Secre-
tary of the Treasury.*

But the authority for such payments to the
Reserve Banks by the Treasury was subject to
certain conditions. Payment could be made to
a Federal Reserve Bank only if it executed an
agreement to hold its FDIC stock unencum-
bered and to pay to the United States all divi-
dends, payments on liquidation, and other
proceeds of such stock; and if the stock itself
were pledged to the United States as security for
this agreement. In addition, the Reserve Bank
was required to agree that if such dividends,
payments, and other proceeds from the FDIC
stock in any year should not be as much as
2 per cent of the payments made to the Bank
by the Treasury, the Reserve Bank would pay
to the United States such further amount, out
of its carnings derived from the payment re-
ceived from the Treasury, as would make up
the balance of the specified 2 per cent, anfl
would continue to make such payments until
the final liquidation of the FDIC stock.

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



142 HISTORY OF LENDING FUNCTIONS

Operations under section 13b never made
necessary the payment by the Treasury to the
Reserve Banks of the full amounts authorized
by the law. An agreement was entered into by
the Treasury and the Reserve Banks under
which the Treasury agreed to make payments
equal to approximately one-half of the credits
extended by the Reserve Banks through loans
and commitments under section 13b. The
amounts actually advanced by the Trecasury
under this agreement aggregated about $27,-
546,000. No such advances were made by the
Treasury after 1937.

Pursuant to an Act of Congress approved
August 5, 1947,* the stock of the FDIC that
had been subscribed by the Federal Reserve
Banks in 1933 was cancelled on October 7,
1947, and the amount that had been paid for
such stock ($139,299,557) was turned over to
the Treasury instead of being repaid to the
Federal Reserve Banks. Since the 2 per cent
annual payments by the Reserve Banks to the
Treasury—previously mentioned—were related
to ownership of the FDIC stock, those pay-
ments were discontinued after October 7, 1947,
Nevertheless, there was no requirement in the
law for repayment of the amounts advanced
by the Treasury; consequently, the aggregate
amounts paid by the Treasury to the Reserve
Banks under section 13b ($27,546,000) con-

tinucd to be carricd on the books of the Re-
serve Banks as “‘scction 13b surplus” until
1958 when scction 13b was repealed.

Finally, a word should be said concerning
the source of the $139,299,557 that the Sccre-
tary of the Treasury was authorized to pay to
the Federal Reserve Banks under scction 13b.
The law provided that all amounts that might
be required to be cxpended by the Sccrctary
under this authority should come out of mis-
cellancous reccipts of the Treasury crcated by
the increment resulting from the reduction of
the weight of the gold dollar under the Presi-
dent’s proclamation of January 31, 1934, and
that such sum as should be required for this
expenditurc should be appropriated out of such
miscellancous receipts. Undcer the Gold Reserve
Act of January 30, 1934, thc Reserve Banks
had becn required to transfer title to all gold
coin and bullion held by them to the United
States in return for cquivalent amounts in
dollars. On the next day, the President’s procla-
mation pursuant to the Act of May 12, 1933,
reduced the weight of the gold dollar; as 3
conscquence, the dollar credits reccived by the
Rescrve Banks for their gold rcsulted in 3
substantial nct profit to the U.S. Treasury.
That profit was the increment from which pay-
ments by the Treasury to thc Rescrve Banks
were authorized by scction 13b.

REGULATION S

On June 26, 1934—7 days after the enact-
ment of section 13b of the Federal Reserve Act
—the Board promulgated its Regulation S

under the new law. In doing so, the Board
stated: #¢

In accordance with the policy of Congress
and in order to facilitate as much as possible
the performance of the new functions thus
granted to the Federal Reserve banks, the
Federal Reserve Board's regulation leaves the
broad powers granted by Congress o the
Federal Reserve banks wholily unimpaired
and prescribes no restrictions beyond those

preseribed in the law itself. * ¢ ¢ The regt
lations * * * contain practically nothing ¢x°
cept an analysis of the law and an outline ©
the necessary procedure.

That statement represented a fair indicafion
of the contents of Regulation S, which did little
more than paraphrase the requircments of the
statute and outline the procedurc to be followed
by financing institutions and businesscs in mak
ing applications to the Rescrve Banks. .

The regulation provided that cach applicatio”
by a financing institution or business should be
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filed with the Reserve Bank of the district in
which the principal place of business of the
applicant was located, and that the application
should then be submitted by the Reserve Bank
to the industrial advisory committce of the dis-
trict. In determining whether 10 approve any
such application, thc Reserve Bank was re-
quired to satisfy itsclf not only that all legal
requircments were met but also that the finan-
cial condition and credit standing of the obligor
and cndorsers and the value of the sccurity
offcred, if any, justified the granting of the
accommodation.

As 1o transactions with financing institutions,
the regulation contained a special provision
regarding the manncr of determining the cxist-
ence and amount of any losses. With respect to
direct loans, the regulation granted blanket
authority to the Reserve Banks to make such
loans without referring them to the Board for
individual authorization. An industrial advisory
committee of five members was required to be
established in cach Federal Reserve district.
The aggregate amount of loans and commit-
ments made by cach Federal Reserve Bank was
limited to the Rescrve Bank's proportionate
part of the over-all maximum amount fixed by
the statute, except where permission to exceed
the Reserve Bank’s individual limit might be
granted by the Board.

With respect to a matter not dealt with by
the statute, the regulation provided that all rates
of interest and discount cstablished by the
R.cscrve Banks on section 13b loans, advanccs,
discounts, and purchascs should be subject to
ﬂ.‘c approval of the Board. Although a discus-
sion of rates charged on section 13b loans and
commitments is not within the scope of this
s‘.“d)', it may be noted that such rates, unlike
discount rates under scctions 13 and 13a of
the Act, were not usually fixed at stated per-
tentages but were generally sct in terms of a

maximum and a minimum. In addition, there
was greater variation among the different Fed-
eral Reserve Banks,**

Only once was Regulation S amended or
revised. In the spring of 1942, in connection
with the inauguration of the so-called V-loan
program for guaranteeing war production loans
(discussed in the following chapter), the regula-
tion was reissued with certain changes designed
to facilitate participation by the Reserve Banks
in that program.™ As stated in a foreword to
the revised regulation, the changes were largely
of a clarifying or technical character. They were
intended to make operations more flexible. For
example, whereas the original regulation had
required an application by a financing institu-
tion to be filed with the Reserve Bank of the
district in which the applicant was located, the
revised regulation permitted the application to
be filed with the Reserve Bank of any district
in which the financing institution was operating;
it was made clear that the business being
financed by the applicant could be located in
some other district. Similarly, an application by
a business for a direct loan was permitted to be
filed with any Rescrve Bank in which the busi-
ness had an office or place of business instead
of only in the district in which its principal place
of business was located, Also, the previous
requirement that a Federal Reserve Bank must
satisfy itself that the financial condition and
credit standing of the obligor and endorsers and
the value of the security offered justified the
granting of the accommodation was omitted
from the revised regulation. Finally, the revised
rcgulation required that rates of interest and
discount should be subject to review and deter-
mination of the Board rather than to approval
by the Board—a change apparently made to
conform to the general practice with respect to
discount rates under other provisions of the

Federal Reserve Act.
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TERMINATION OF AUTHORITY

For a period of about 18 months after the
enactment of section 13b, loans and commit-
ments by the Federal Reserve Banks were made
in considerable volume. By the end of 1935,
1,993 applications totaling about $124.5 million
had been approved. In 1936, however, activity
tapered off. Only 287 applications were ap-
proved in that year and only 126 in 1937. This
decline in activity after such a favorable begin-
ning is easily explained. The authority granted
the RFC in 1934 to make business loans had
been somewhat broader than that given the
Federal Reserve Banks, even though the RFC
was looked upon as a temporary agency. Not
only was the existence of the RFC continued,
but in 1935 its business loan authority was
liberalized. It was again liberalized in 1938
when maturity restrictions on RFC loans were
eliminated.** It followed that, with less re-
stricted authority, the RFC made more business
loans, and by the same token the Federal Re-
serve Banks made less. In 1938, the Board of
Governors sought to obtain some relaxation of
the limitations imposed by scction 13b, but
without success.'® This was the beginning of a
long and fruitless effort to liberalize the au-
thority of the Reserve Banks to make loans to
business enterprises.

Early in 1941, when U.S. participation in
World War II seemed imminent, bills to liberal-
ize the authority of the Federal Reserve System
to make business loans were revived as meas-
ures to finance defense production,'* but no
action was taken by Congress for that purpose.
After Pear! Harbor, the urgency was too great
and the time too short to wait for legislative
action; as will be seen in the following chapter,
steps were taken promptly to provide financial
assistance to business enterprises engaged in
war production. Implementation of such assist-
ance was not by statute but by an Executive
order of the President authorizing a program of
Government guarantees of loans to war con-
tractors. Nevertheless, because of the experi-
ence of the Federal Reserve Banks in making

business loans under section 13b, they were
brought actively into the new guaranteed loan
program as agents for thc war procurcment
agencics of the Government. In addition, urgent
demands for the financing of war production
contracts stimulated activity under scction 13b,
and during 1942 the Rescerve Banks approved
applications under that section aggregating over
$128 million, the pecak volume for any ycar in
the history of their industrial loan opcrations.

Near the end of the war, cfforts 1o liberalize
section 13b were renewed. In May 1944, Sena-
tor Wagner introduced a bill ** that would have
authorized the Reserve Banks to guarantee, or
make commitments 1o purchasc, loans made by
financing institutions to any busincss cnterprise,
subject only to regulations of the Board and
with no statutory restrictions. Similar bills were
considered in 1945, although with somc limita-
tions.' In 1947 a new bill was introduced that
would have repealed section 13b and would
have added to scction {3 of the Federal Reserve
Act a provision broadly authorizing the Reserve
Banks to guarantce, up to 90 per cent, loans
made by financing institutions to business cnler
prises, provided that such loans had maturitics
of not more than 10 ycars, that the aggregal¢
amount at any one time did not exceed the com:
bined surplus of the Federa) Rescrve Banks, and
that the aggregate amount of guaranteed 10ans
in cxcess of $100,000 did not cxceed half tzf
the combined surplus of the Reserve Banks.
The Board supported this proposal.”® Agais
however, this cffort to liberalize the business
loan authority of the Rescrve Banks was to 10
avail,

A sharp decline in business activity in 13t
1949 and carly 1950 gave rise to new pI'O_P°5"ls
for financing business enterprises, but 1t wis
still contemplated that the Federal Resef¥
Banks would be utilized for this purposé
though somewhat more indircctly. Active €07
sideration was given to various bills to provide
for Government insurance of business loans a0
for the establishment of national investment
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companics to make long-term loans to cligible
small business enterprises and to invest in stock
of such cnterprises.’” These bills would have
repealed section 13b of the Federal Reserve
Act and provided for investment by the Reserve
Banks in the capital of the proposed investment
companics and for regulation and supervision
of such companics by the Board. In 1951,
Senator Robertson introduced a bill '~ very
similar to the 1947 bills to liberalize the au-
thority of the Reserve Banks under scction 13b.
This time. however, instcad of endorsing the
proposal, the Board felt that, becausc of then-
current inflationary tendencies, the proposal
should be deferred.

A complete shift in the Board's attitude
toward participation of the Federal Reserve
System in the financing of small business be-
came cvident in 1955, In May of that year the
Board cndorsed the objective of a bill * to
establish national investment companies to
make long-term loans to busincss, but it ques-
tioned the wisdom of Federal Reserve participa-
tion and recommended repeal of section 13b of
the Federal Reserve Act, A similar attitude was
expressed in February 1957, when the Board
supported in principlc a bill to set up national
investment companies to make long-term loans
to business, but flatly statcd that the responsi-
bility for supervision and regulation of such
companics should not be vested in the Federal
Reserve System. Again, in June 1957, Chair-
man Martin told thc Small Business Subcom-
Mittce of the Scnatc Banking and Currency
Committce that the primary duty of the Federal
Reserve System was to guide monctary and
f:rcdil policy and that, in thc Board’s opinion,
It would be “undesirable for the Federal Re-
Serve to provide the capital and participate in
Management functions™ in the proposed small
business investment companics. At thc same

time, Chairman Martin suggested a “fresh
study of the small business financing problem.”

In the meantime, a bill to recodify and
streamlinc all Federal banking laws, known as
the Financial Institutions Act, which passed the
Scnate on March 21, 1957, would have had
the cffect of repealing section 13b of the Fed-
cral Reserve Act.* However, because of oppo-
sition to certain other provisions, the bill was
allowed to die in the House Banking and Cur-
rency Committee.

In the spring of 1958, a general economic
recession gave new impetus to legislative pro-
posals to provide financial assistance to business
enterprises. All such proposals contemplated
the repeal of section 13b of the Federal Reserve
Act. Finally, on August 21, 1958, the Small
Business Investment Company Act of 1958 was
cnacted into law.™ It provided for the establish-
ment of small business investment companies
subject to regulation by the Small Business Ad-
ministration. Scction 601 of the act repcaled
section 13b of the Federal Reserve Act effective
one year after the date of the new act, and
section 602 required the Federal Reserve
Banks, within 60 days, to pay to the United
States the aggregate amount therctofore paid to
the Reserve Banks by the Sccretary of the
Treasury under section 13b of the Federal
Rescrve Act.”*

So it was that the departure from tradition
in 1934, which for a time put the Fcderal
Rescrve Banks actively into the ficld of busi-
ncss loans, was followed by a long period of
unsuccessful legislative efforts to liberalize the
authority of the Rescrve Banks in that field,
then by a complete reversal of policy aimed at
scparation of the Federal Reserve from all par-
ticipation in business financing, and finally by
repeal of the business loan authority of the
Federal Reserve Banks,
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'ORIGIN AND NATURE

WARTIME BACKGROUND

. Strictly speaking, this chapter may not belong
In a history of the lending functions of the
Federal Reserve Banks, since it relates to loans
madc primarily by commercial banks and only
Minimally by Rescrve Banks themselves. In a
Proad sense, however, such a history would be
Incomplete without a general discussion of the
active and important part that the Federal Re-
serve _Syslcm has played in the program of
financing commonly known as the V-loan pro-
Eram,

Briefly, the V-loan program is a program
under which Government procurcment agencics
BUﬂrar.\lcc loans made by banks and other
ﬁnanm.al institutions to busincss concerns cn-
ﬁ:fzd in producing goods or furnishing s.crviCCS
; ssary .to the na.tlonal defense both in war-

Me and in peacetime. Practically all of such
iuaramccs have been made through the Federal
serve Banks as fiscal agents of the Govern-
ment,
-“‘——ﬁ_

F
of NOTES AND REFERENCES. see p. 263.
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The program was partly an outgrowth of the
cfforts to liberalize the business loan authority
of the Reserve Banks, which were discussed in
the preceding chapter. As indicated, all bills in
Congroess for that purpose failed of enactment,
including those introduced early in 1941 as a
means of aiding in the financing of contractors
engaged in defense production. However, the
attack on Pearl Harbor and the entry of the
United States into the war in December 1941
made the immediate financing of war contrac-
tors an csscntial part of the war effort. Numer-
ous small subcontractors, because of their size
and financial condition, were unable to obtain
from commercial banks the credit that was nec-
essary to carry out the large volume of Govern-
ment contracts awarded to them.

Time did not permit the delay involved in
the enactment of new legislation. On March 26,
1942, the President by Executive order author-
jzed the War and Navy Departments and the
U. S. Maritime Commission to makc or guaran-
tec loans to war production contractors through
the agency of the Federal Reserve Banks. In
issuing the order, the President emphasized that
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its purpose was “to put working capital financ-
ing on a war basis” and that loans and guaran-
tees would “not be made under peacetime credit
rules.” *

The Executive order made the operations of
the Reserve Banks as fiscal agents subject to
supervision and regulation by the Board of
Governors. Under this authority, the Board on
April 6, 1942, promulgated its Regulation V.*
The use of the letter “V” to designate the regu-
lation—a letter made popular by Winston
Churchill as a symbol of victory—was purcly
fortuitous. It just so happened that among the
letters of the alphabet, which the Board has
customarily uscd in designating its rcgulations,
“V” was the next unused letter. From this
derived the short name given to the whole pro-
gram of guaranteeing loans to defense and war
contractors.

PHASES OF THE PROGRAM

Although it originated as a wartime measure,
the V-loan program is still in effect at this
writing. Actually, it has consisted of two dis-
tinct though similar programs, one a war pro-
gram that began in 1942 and the other a
peacetime defense program that began in 1950.

The wartime part of the program went
through three different phases marked by cer-
tain differences in purpose: (1) the emergency
phase from March 1942 until the fall of 1943,
during which the prime objective was to finance
war production; (2) the so-called VT period
from the fall of 1943 until the fall of 1944,
when guarantces were made not only to finance
war production contracts but also to cnable
contractors to unfreeze their working capital
pending scttlement of their termination claims
against the Government; and (3) the T-loan
phase from September 1944 until about the
middle of 1946, during which the chicf purpose
was to finance contractors in converting to
peacetime operations while awaiting settlement
of their claims in connection with termination
of their war contracts,

More than 5 years after the end of the war
the V-loan program was revived by the Defense

Production Act of 1950 as a means of financing
contractors engaged in defense production. This
was the beginning of the peacctime part of the
program.

Both in war and in peace, however. and
despite shifts in emphasis, guaranteed loans
have been made in essentially the same manner,
that is, through the Federal Reserve Banks as
fiscal agents of the Government and pursuant
to gencral procedures outlined in the Board's
Regulation V.

The wartime period was, of course. the most
active part of the program. From the inception
of the program in March 1942 until the cnd of
September 1946, the Reserve Banks processed
8.771 guarantees aggregating nearly $10%2 bil-
lion. Losses were relatively small and substan-
tially less than the guarantec fees collected. As
a matter of fact, the wartime program resulted
in a net profit to the Government of about $23
million. The gratifving success of the program
was attested by a letter addressed to Chairman
Eccles of the Board by Sccrctary of War Ken-
ncth Royall on March 26, 1947, on the fifth
anniversary of the program. Commenting on
the part played by the Federal Reserve Banks,
Mr. Royall's letter stated: *

The underlying philosophy of the Excew-
live order was, as you know, that in assisting
war production contractors through guaran
tced loans the War Department should usc
not only the funds already in the commercial
banks of the country, but should utilize the
existing credit machinery as well. It was t©
that end that the Federal Reserve banks Were
appointed the fiscal agents of the War D¢
partment. .

The universal acceptance of the principle
of regulation V-lpans by both the contractors
and the banks is due in no small part (0. ?hc
good judgment, the skill, and the cxpedition
with which they have been handled by the
Federal Reserve banks. Especially appreet”
ated were the helpful suggestions of the Rc;
serve banks during the liquidation phas¢ O
the V and T programs which, in many ™
spects, called for an even greater degree ©
financial management than that required 1"
the initial exicnsion of credit.
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You and the members of the Federal Re-
serve System who participated in this pro-
gram should feel a deep satisfaction in your
contribution to this important part of the war
cffort.

While not so active or exciting as the wartime
program, the peacetime V-loan program under
the Defense Production Act of 1950 has op-
crated smoothly and successfully, Under this
part of thc program, the guaranteeing agencies
had approved 1,647 applications totaling over
$3.6 billion as of June 30, 1972.

A complete account of all aspects of the V-
loan program would require more space than

V LOANS 149

is practicable in this study of the lending func-
tions of the Federal Reserve Banks. A full
description of the wartime period of the pro-
gram may be found in the March 1946 issue
of the Federal Reserve Bulletin, beginning at
page 240. For present purposes, it will suffice
to discuss briefly those aspects of the program
that might be regarded as involving legal con-
siderations: the legal basis for the program; the
role of the Federal Reserve System in the pro-
gram; the form of the guarantee agreement;
interest rates and guarantee fees; and certain
legal problems that arose in connection with
the program.

LEGAL BASIS

EXECUTIVE ORDER 9112

Legal authority for the V-loan program was
originally based upon provisions of the First
War Powers Act of December 18, 1941.5 Title
IT of that act gave the President power to
authorize any department of the Government
exercising functions in connection with the
conduct of the war to cnter into contracts
without rcgard to other provisions of law,
whenever the President deemed that such action
would facilitate thc prosecution of the war.

Pursuant to this broad authority, the Presi-
dent on March 26, 1942, issued Exccutive
Order 9112, authorizing the War and Navy
Departments and the Maritime Commission to
enter into contracts guarantecing any Fedcral
Reserve Bank, the REC, or any other financing
institution against loss on loans made by them
for the purpose of financing any contractor,
subcontractor, or others cngaged in any busi-
ness or operation that was “decmed by the War
Department, Navy Department or Maritime
Commission to be neccssary, appropriate or
convenicnt for the prosccution of the war.” The
order also authorized dircct loans for the same

purposes. The Reserve Banks were authorized
to act as agents of the designated agencies in
carrying out the order, and the Secretary of the
Treasury was dirccted to designate each Federal
Reserve Bank as fiscal agent for this purpose
pursuant to provisions of section 15 of the
Federal Reserve Act,

The Executive order had been approved by
the Attorney General before it was issued.” Its
validity was impliedly recognized by Congress
in the Supplemental National Defense Appro-
priations Act of April 28, 1942,° and the In-
dependent Offices Appropriation Act of June
27, 19422 which made funds available to the
War and Navy Departments and the Maritime
Commission for the purpose of carrying out the
provisions of the Executive order. Any doubt
as to the legality of the order was set at rest by
the Act of Junc 11, 1942,1° which created the
Smaller War Plants Corporation. Section 7 of
that act specifically authorized the War ar-xd
Navy Departments and the Maritime Commis-
sion “to make or participate in loans, guar-
anties, and commitments in accordance with
Executive Order Numbered 9112 of March 26,

1942."
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VT GUARANTEES

In the summer of 1943, when the prospect of
ultimate military victory began to appcar likely,
war contractors remembered that after the end
of World War I final settlement of claims under
cancelled war contracts had been dclayed in
some instances for more than 20 ycars. Fearing
that a successful conclusion of the currcnt war
might bring wholesale contract cancellations
and similar delays in the settlement of contract
claims, some contractors raised the question
whether they could continue to draw down
funds under a V loan after termination of their
war contracts. Literally, it appearcd that Exccu-
tive Order 9112 authorized guarantecs only to
finance war production and not to finance con-
tractors pending settlement of their cancelled
contracts.

In January 1944, the Attorney General held
that if commitments and guarantees were made
prior to the termination of all of a borrower's
war production contracts, the Exccutive order
was broad enough to permit funds to be ad-
vanced under such commitments and guarantecs
even after termination of the borrower’s con-
tracts. However, the problem had reached a
critical point before the Attorney General's
opinion was rendered; on September 1, 1943,
the Board and the guarantceing agencies had
approved a modified form of guarantce agree-
ment that, in order to avoid the legal question
of authority, had provided that funds should
be available under a guarantee for termination
purposes if they were also technically available
for current war production 'purposes.

CONTRACT SETTLEMENT ACT

Meanwhile, concern as to possible delays in
the settlement of contract claims upon termi-
nation of the war led to the introduction in Con-
gress of various bills on this subject. Out of
these bills came the Contract Settlement Act of
July 1, 1944, which became effective on July
21, 1944."* The act sct up procedures designed
to provide for the prompt payment of claims
against the Government that grew out of the
cancellation of war contracts. Section 10 of the
act declared it to be the policy of the Govern-

ment to provide adequatc financing to all war
contractors having termination claims “within
30 days after proper application therefor.” To
this cnd, the act provided for two methods of
financing: (1) advance or partial payments and
(2) Government loans or guaranlees.

As to loans and guarantccs, the act specifi-
cally authorized any Government contracting
agency to guarantce any Federal Reserve Bank
or other public or private financing institution
against loss on loans madc to a war contractor
“who is or has been engaged in performing any
operation deemed by such contracting agency to
be connected with or related to war production,
for the purpose of financing such war contractor
or other person in conncction with or in con-
templation of the termination of onc or more
such war contracts or operations.” Dircct loans
for such purposes were also authorized. The
Federal Rescrve Banks were expressly author-
ized, subject to rcgulations prescribed by the
Board of Governors with the approval of the
Dircctor of Contract Settlement, to act on behalf
of the contracting agencics as fiscal agents of
the United States in carrying out the purposes of
the act.

On August 18, 1944, the Dircctor of Con-
tract Settlement prescribed procedurcs and polf-
cies to be followed in the guarantccing of termi-
nation loans under the act and approved stan-
dard forms of guarantec agrccment and loan
agreement to be uscd for that purpose.” Qﬂ
September 11, 1944, thc Board revised its
Regulation V to cover guarantees under the new
program.** In conncction with the inauguration
of the new T loans, the Board issucd a press
statcment that indicated the difference betweeh
the legal basis for such loans and the legal basis
for the carlicr VT loans:

The T loan program is a logical extension
of the V and VT loan programs under Exec”
tive Order 9112, which provide war contrac
tors with financing necessary for production-
VT loans, in use since Scptember 1, 1943,
provide both production and termination
financing, but have not becn available aftef
cancellation has taken place. T loans, which
are authorized under the Contract Sculemcl}l
Act, may be guarantecd after the borrowers
war production contracts have been term
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nated. However, commitments for such loans
may be guaranteed in advance of cancellation,
Thus the program affords war production
contractors a means of insurance against the
freczing of their working capital which might
result from sudden termination of their war
contracts.

DEFENSE PRODUCTION ACT

By 1950 the great majority of claims under
war preduction contracts had been settled, and
the authority for guarantces of termination
loans under the Contract Settiement Act had,
for all intents and purposes, become academic.
However, the V-loan program was revived in
that year as onc of thc measurcs provided by
the Defense Production Act of September 8,
1950, to stimulate production for national de-
fense purposes. !

Unlike Executive Order 9112 and the Con-
tract Scttlement Act, the authority contained in
the Defense Preduction Act was spelled out in
some detail. Scction 301 of the latter act cx-
pressly gave the President power to authorize
the Departments of the Army, Navy, Air Force,
Commerce, and such other procurement agen-
cies of the Government as he might designate,
to guarantec any public or private financing
institution (including any Federal Reserve
Bank) against loss on any loan made to finance
any contractor, subcontractor, or other person
“in connection with the performance, or in con-
nection with or in contemplation of the termi-
nation, of any contract or other operation
deemced by the guarantceing agency to be neces-
Sary to expedite production and deliveries or
service under Government contracts for the
Procurement of matcrials or the performance of
services for the national defense.”

As under Exccutive Order 9112 and the Con-
tract Settlement Act, the Federal Reserve Banks
Were expressly authorized (o act as fiscal agents
9f the United States on behalf of the guarantee-
Ing agencics. For the first time, however, it was
Specifically provided in the law that the funds
Necessary to carry out guarantces should be
Supplied by the guarantecing agencics; that the
Reserve Banks as fiscal agents should have no
fesponsibility or accountability cxcept as such
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agents; and that the fiscal agents should be
reimbursed by the guaranteeing agencies for all
expenses and losses, including attorneys’ fees
and expenses of litigation. It was further pro-
vided that all operations of the Reserve Banks
as fiscal agents should be subject to the super-
vision of the President and to such regulations
as he might prescribe; that the President should
be authorized to prescribe rates of interest,
guarantec and commitment fees, and regula-
tions governing the forms and procedures to be
followed in connection with guarantees; and
that each guaranteeing agency should be author-
ized to use, for the purposes of such guarantees,
any funds theretofore or thercafter appropriated
or allocated to it, or becoming available to it,
for such purposes or for the purpose of meeting
*“the necessities of the national defense.”

The act did not mention the Board of Gover-
nors of the Federal Reserve System. However,
on the day after approval of the act, September
9, 1950, the President by Executive Order No.
10161 * delegated to the Board his authority to
prescribe regulations, interest rates and guaran-
tee fees, and forms and procedures, subject to a
requircment that the Board should first consult
with the guaranteeing agencies. At the same
time, the President cxpressly designated the
Federal Reserve Banks as fiscal agents of the
United States in carrying out under the act
guarantees of loans made by private financing
institutions. Finally, the Executive order desig-
nated as guaranteeing agencies not only the
Army, Navy, Air Force, and Commerce De-
partments but also the Departments of the
Interior and Agriculture and the General Ser-
vices Administration.

The Defense Production Act was enacted as
a temporary statute. Title 111, containing the
V-loan authority, was originally intended to
expirc on Junc 30, 1951. This authority, how-
ever, was further extended by successive amend-
ments; at this writing it is scheduled to termi-
nate on June 30, 1974

The provisions of section 301 of the act
regarding guaranteed loans were amended by
the Act of June 30, 1953.% The amendment was
designed to clarify the availability of V loans to
finance contractors pending settlement of their

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



152 HISTORY OF LENDING FUNCTIONS
defense contracts. The language of the law was
changed to provide specifically that such guar-
antces might be made “for the purpose of fi-
nancing any contractor, subcontractor, or other
person in connection with or in contemplation
of the termination, in the interest of the United
States, of any contract made for the national
defense.” At the same time, a provision was
added to make it clear that no small business
concern, as defined in the act, should be incligi-
ble for a guarantced loan by reason of alter-
native sources of supply.

At the time of the financial collapse of the
Penn Central Transportation Company in 1970.
some considcration was given to the possibility
of governmental assistance to the company by
means of a V loan. The idea was dropped, how-
ever, and, on the contrary, Congress specifically
amended section 301 of the Defense Production
Act for the purpose of guarding against thc use
of V loans as a means of preventing financial
insolvency or bankruptcy unless such an oc-
currencc would have an adverse effect upon
defense production. A new subsection was
added to section 301 that limited the maximum
obligation of any guarantceing agency to $20
million except with the approval of Congress,

and that prohibited the use of the V-Joan
authority for the purpose of preventing the fi-
nancial insolveney or bankruptcy of any person
unless the President certified that the insolvency
or bankruptcy would have a direct and sub-
stantially adverse effect upon production. A
copy of such certification, with a detailed justi-
fication, must be transmitted to Congress at
least 10 days before any such use of the
authority, '

Exccutive Order 10161 was subscquently af-
fected, amended. and superseded by other Ex-
ecutive orders,™ but no cssential change was
made in the authority delegated by the Presi-
dent 10 the Board or in the scape of the au-
thority given to the Federal Reserve Banks to
act as fiscal agents. It should be noted, how-
cver, that, as of the present writing, the desig-
nated guarantecing agencics are the Army.
Navy, and Air Force Dcpartments and the De-
fense Supply Agency of the Defense Depart-
ment; the Departments of Commerce. Interior,
and Agriculturc: the General Services Adminis-
tration; the Atomic Energy Commission; and
the National Acronautics and Space Adminis-
tration.

ROLE OF THE FEDERAL RESERVE BANKS

AS FISCAL AGENTS

It must always be borne in mind that the part
played by the Federal Reserve System in the
operation of the V-loan Program was primarily
that of agent and coordinator. The principals
in the program were the procurement agencics
of the Government, chicfly the military depart-
ments and—during the later defensc phase of
the program—the General Services Administra-
tion and the Atomic Energy Commission, It
was these agencies that guarantced V loans.
The Reserve Banks acted only as intermediary
agents, investigating and making recommenda-
tions as to the credijt aspects of applications for
guarantees, processing such applications, and

servicing the loans afier they werc made and
guaranteed. ,
At the outsct of World War 11, Exccutive
Order 9112 had directed the Sccretary of the
Treasury to designate the Federal Reserve
Banks as fiscal agents of the Unitcd States under
Provisions of scction 15 of the Federal Reserve
Act. On March 31, 1942—5 days after the
Executive order was issucd—the Sccretary for-
mally designated cach Federal Reserve Bank as
fiscal agent for the purpose of carrying out the
order. The Contract Settlement Act of 1944
made action by the Sccretary of the Treasury
unnecessary, since that act cxpressly authorized
the Reserve Banks to act as fiscal ageots of the
United States in carrying out the provisionS. of
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the act authorizing guarantees of termination
loans. Similarly, the Defense Production Act of
1950 expressly authorized the Reserve Banks to
act as fiscal agents of the United States on
behalf of any guarantecing agency “when desig-
nated by the President™; such designation was
made by the President in section 302(b) of
Exccutive Order 10161, It was made plain
throughout the program that no Federal Re-
serve Bank should have any responsibility or
accountability except as agent for the guaran-
tceing agencies and that the opcrations of the
Reserve Banks should be subject to supervision
and regulation by the Board of Governors.

Rcimbursement of the Reserve Banks for
their expenses and losses in actling as fiscal
agents was provided by the original Exccutive
Order 9112, and it was specifically stated that
such expenscs should include attorneys’ fees
and cxpenses of litigation. Despite this specific
provision, a question arosec in the course of the
wartime V-loan program whether a guarantee-
ing agency could lawfully rcimburse a Reserve
Bank for attorneys’ fees paid out in connection
with a guaranteced loan after the loan had been
purchased by the guarantecing agency. The
War Department doubted its authority to do so
because section 314 of Title § of the U.S. Code
prohibited any Government agency other than
the Department of Justice from incurring legal
¢xpenses in  protecting the interests of the
United States. This gquestion was eventually
settied by the Dcfense Production Act, which
¢xpressly authorized reimbursement of the Re-
serve Banks for attorncys’ fees and expenses of
litigation “notwithstanding any other provision
of law,”

The procedures followed by the Reserve
Banks in cxccuting guarantees and servicing
guarantced loans were prescribed in consider-
able detail by the guarantecing agencies and,
from the outset of the wartime V-loan program,
they were generally uniform. The Defense Pro-
duction Act expressly recognized the desirability
of procedural uniformity. It provided that the
President should prescribe regulations “govern-
'ng: the forms and procedures (which shall be
uniform to the extent practicable) to be utilized
!N conncction with such guarantecs.” As pre-
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viously indicated, that authority was delegated
to the Board, to be exercised after consultation
with the heads of the guarantecing agencies.

In accordance with this statutory injunction,
Regulation V, as revised effective September
27, 1950,* for the first time undertook to out-
line the procedures to be followed in guarantee-
ing loans. Essentially, the prescribed procedures
were as follows:

1. A financing institution desiring a guaran-
tee of a loan to an eligible borrower would sub-
mit its application to the Reserve Bank of its
district.

2. It would then be necessary to determine
whether the contract or other operation of the
prospective borrower to be financed by the loan
was necessary to expedite defense production or
services, This determination would be made by
a duly authorized certifying officer of the ap-
propriate guaranteeing agency.

3. The application would then be subject to
approval cither by the appropriate guaranteeing
agency in Washington or, to the extent that
authority was delegated to it, by the Federal
Rescrve Bank acting on behalf of the guarantee-
ing agency.

4. 1f approval from Washington were neces-
sary and if the application were approved by an
authorized contracting officer of the guarantee-
ing agency, that officer would authorize the
Rescrve Bank to exccute and deliver the guar-
antee. If the application were one that could be
approved by the Rescrve Bank under delegated
authority, the Reserve Bank would approve and
exccute the guarantee without reference to the
guarantecing agency in Washington.

Early in the wartime program, the War
Department stationed liaison officers at each of
the 12 Federal Reserve Banks and also at the
Detroit Branch of the Chicago Reserve Bank
and the Los Angeles Branch of the San Fran-
cisco Reserve Bank, with authority to certify
the cligibility of the prospective borrower fora
guarantecd loan. Field represcntatives of the
Maritime Commission similarly furnished state-
ments of necessity in connection with loans to
be guarantced by the Commission. Thc? Nayy
Dcpartment, on the other hand, centralized its
V-loan operations in Washington and had no
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such field representatives. The peacetime phase
of the program under the Defense Production
Act did not involve the volume of applications
or the element of urgency that characterized
the wartime program, and since 1950 the op-
erations of all guaranteeing agencies have
been centralized in Washington, with no liaison
officers or representatives at the Reserve Banks.

During the wartime phase of the program,
the War Department and the Maritime Com-
mission delegated to the Reserve Banks au-
thority to approve guarantees up to certain
prescribed amounts without reference to Wash-
ington. No such delegations were made by the
Navy Department. Under the Defense Produc-
tion Act none of the guarantecing agencies has
delegated such authority to the Reserve Banks;
all applications are required to be submitied to
Washington for approval,

Although the Reserve Banks have been uti-
lized by the guaranteeing agencies as field agents
for the purpose of expediting the consideration
and execution of guarantees, it should be em-
phasized again that a primary role of the Re-
serve Banks has been the investigation of the
creditworthiness of prospective guaranteed
loans. The guaranteeing agencies have relied
heavily upon the credit experience of the Re-
serve Banks and upon their recommendations
as to whether particular applications warranted
approval from a credit standpoint.

AS FINANCING INSTITUTIONS

In addition to acting as fiscal agents of the
United States in guaranteeing V loans made by
private financing institutions, the Federal Re-
serve Banks themselves acted to some cxtent as
lending institutions under the V-loan program.

Exccutive Order 9112 had authorized guar-
antces of lJoans made not only by private financ-
ing institutions but also by the Federal Reserve
Banks and the RFC. It was contemplated that
the Reserve Banks might, under scction 13b of
the Federal Reserve Act, make loans o war
contractors that would be eligible for guaran-
tees. As noted in the preceding chapter, the
Board rcvised its Regulation S to facilitate par-
ticipation by the Reserve Banks in the V-loan
program. Actually, however, the changes made
in that regulation were largely technical and
clarifying in naturc. The restrictions prescribed
by scction 13b continued, as before the war, to
limit the extent to which the Reserve Banks
could extend credit to business concerns. Con-
sequently, relatively few V loans were made to
war contractors by the Federal Reserve Banks,
and the rolc of the Reserve Banks as financing
institutions under the V-loan program was not
one of any considerable significance. It has be-
come nonexistent since the repeal of scction 13b
of the Federal Reserve Act cffective August 21.
1959.

ROLE OF THE BOARD OF GOVERNORS

The role of the Board of Governors in the
V-loan program is fourfold in nature: (1) It
prescribes regulations governing the operations
of the Federal Reserve Banks; (2) it prescribes
guarantee fees and interest rates with respect to
guaranteed loans; (3) it prescribes the forms
and procedures to be followed; and, finally,
guite apart from any statutory authority, (4)
It acts as an over-all coordinator in the deter-
mination of general policies.

Throughout the program, the Board’s Regu-
lation V has been couched in the broadest
terms. As first issued in April 1942, the regu-
lation contained general statements to the effect
that the objcctive of the Federal Reserve System
would be to facilitate and expedite war produc-
tion by arranging for the financing of war con-
tractors and that the Board and the Federal
Rescrve Banks would cooperate in every way
possible in carrying out the provisions of Ex-
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ccutive Order 9112, In addition, the regulation
included bricf sections relating to rates of inter-
cst and fees on guaranteed loans, maturitics,
and reports by the Reserve Banks. That was all.

As revised cffective Scptember 11, 1944,
Regulation V was, if anything, even more gen-
eral in its language. Provisions as to maturitics
of guarantecd loans were omitted as unncces-
sary (there were never any limitations placed
upon maturity, cither by statute or Exccutive
order); references to the Contract Settlement
Act were included; and, in accordance with that
act, a new section with regard to the responsi-
bility of the Reserve Banks and reimbursement
for expenses was added.

In the third and final revision of Regulation
V, cffective September 27, 1950, references
to the Defense Production Act replaced previ-
ous references to the Contract Settlement Act,
and, as noted in the preceding scction of this
chapter, the regulation prescribed bricfly the
procedures to be followed in guarantecing loans,
Otherwisc the regulation remained substantially
the same,

The Board’s rolc in prescribing uniform pro-
c‘cdurcs has alrcady been discussed. Its func-
tions in fixing fees and interest rates and in
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prescribing forms used in connection with guar-
anteed loans will be considered later.

None of the applicable statutes or Executive
orders contained any reference to the Board as
a coordinating agency. Yet it was in that role
that the Board probably played its most useful
part in the program. All applications, approvals,
and other communications between the guaran-
tecing agencics and the Reserve Banks were
channcled through the Board. A separate Office
of War Loans—later called the Office of De-
fense Loans—was set up within the Board’s
organization to handle V-loan matters, and that
officc was continued until 1959, It was thus
possible for the Board to assist in the formula-
tion of substantially uniform procedures and
forms. In addition, during the wartime phase,
all important questions of policy were con-
sidered and resolved at frequent meetings in the
Board’s offices by a joint policy committee com-
posed of representatives of the guaranteeing
agencies and the Board; and, when circum-
stances required, representatives of the Federal .
Reserve Banks attended such meetings, To a
considerable degree, the success of the V-loan
program was attributable to the uniformity of
policies that resulted from these meetings.”*

THE GUARANTEE AGREEMENT

As a legal matter, the most important aspect
of the V-loan program was the form of guaran-
tec agreement that constituted the contract be-
tween the guarantceing agencics and the lending
financing institutions.

On April 10, 1942, just 4 days after the
Board promulgated Regulation V, the War
Department approved a standard form of guar-
antee agreement. About a month later, on May
14, 1942, this form was superseded by a form
designed for uniform use by the Navy Depart-
Ment and Maritime Commission as well as the
War Department. During the summer of 1942,
flegotiations for a guarantced revolving credit to

tneral Motors Corporation in the amount of
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$1 billion, with morc than 200 large banks
participating, gave rise to numerous questions
as to the effect of the guarantee agrecment; the
result was the adoption in October 1942 of
certain special conditions, some mandatory and
some optional. On April 6, 1943, the standard
form was completely revised, incorporating
some but not all of the special conditions.*
When the VT program was inaugurated in
September 1943, a special section was added to
the agreement. In June 1944, another standard
amendment was adopted, After enactment of
the Contract Settlement Act, a new form was
approved in September 1944 for use in connec-
tion with guarantees of war production loans
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and a separate T-loan form was adopted for
guarantees of termination loans. When the pro-
gram was reactivated by the Defense Production
Act of 1950, a somewhat simplified form of
guarantee agreement was put into effect, and
that form has since been amended in only two
minor respects.”® Despite these many revisions
and amendments, the guarantee agrecment has
remained essentially the same throughout the
program.

The basic feature of the guarantee agreement
is a commitment by the guaranteeing agency to
purchase a specified percentage of the guaran-
teed loan. Such a purchase will be made, within
10 days after demand by the financing institu-
tion, at any time prior to the date of settlement
between the guarantor and the financing institu-
tion. In the early forms, the guarantor reserved
the right at its option to purchase the cntirc
amount of the guaranteed loan, but this right of
voluntary purchase by the guarantor later was
limited to the guaranteed portion of the loan.

The earliest standard forms provided that
losses on the guaranteed loan and expenses in
connection therewith would be shared ratably
by the guarantor and the financing institution
in accordance with their respective intcrests in
the loan. Since the guarantor obtained no inter-
est in the loan unless it purchased a part of the
loan, the agrcement to share losses meant noth-
ing unless therc was a purchase. In October
1942, however, the agreement was amended to
provide that regardless of whether there had
been any purchase by the guarantor, losses and
expenses would be shared by the guarantor and
the financing institution according to the guar-
antecd and the unguaranteed percentages of the
loan, respectively.

A large part of the guarantee agreement re-
lates to details involved in the administration of
the guaranteed loan. In general, the agrcement
makes the financing institution responsible for
administering the loan, even after a purchase by
the guarantor. However, in the event of a pur-
chase, the guarantor, through the Federal Re-
serve Bank, may take over possession of the
obligation and become the holder of the obliga-
tion. The holder of the obligation, whether the

financing institution or the guarantor, is re-
quired to transmit to the other party its pro rata

share of all payments on the loan in accordance
with that party’s interest in the loan at the time.

The agreement includes detailed and complex
provisions rcgarding the application of the pro-
ceeds of collateral and other assets of the bor-
rower to payment of the guarantecd loan. Such
provisions, including *“sprcader™ clauses, were
the subject of much discussion in conncction
with revisions of the guarantce agreement; but
the technicalities of such discussions would ex-
tend far beyond the scope of this history.

Of major importance during the war were
those provisions of thec guarantec agrcement
that were designed to protect both the financing
institution and the borrower against the adverse
cffects of cancellation of the borrower’s war
production contracts. In a legal scnse, these
provisions became notorious for their com-
plexity.

To protect the financing institution, the agree-
ment provided for an automatic increase in the
stated guarantced percentage by the ratio that
the dollar volume of cancelled contracts of the
borrower bore to his total war production con-
tracts. The dollar volume of contracts cancelled
after the exccution of the agreement was desig-
nated as “(a).” The dollar volume of all war
contracts held by the borrower on the date of
the agreement plus those cntered into by him
after that date, less payments reccived on all
such contracts, was designated as *“(b).” The
ratio of (a) to (b) was then added to the
originally specified guarantced percentage to
obtain the adjusted guarantced percentage
Thus, if the original percentage was 90 per cent
and half of the borrower’s contracts werc can-
celled, the guaranteed percentage would be 10
creased by 50 per cent of the unguaranteed
percentage and the adjusted guarantced per-
centage would be 95 per cent.

The protection afforded the borrower by
another section of the agreement was based
upon the same ratio of cancelled contracts t0
total contracts, but it took a different form. The
borrower was entitled, upon request, to a sus-
pension of maturity and waiver of interest as
to that portion of the unpaid amount of the
guaranteed loan that bore the same ratio to the
total amount of the loan as the ratio of (a)
(b). At the same time, the financing institution
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was protected by a provision relicving it of its
obligation to pay any guarantec fce to the
guarantor for any portion of the loan on which
maturity was suspended and interest was
waived. In addition, the guarantor was required
to pay the financing institution intcrest on the
suspended portion of the loan.

When the T-loan and the 1944 V-loan forms
were adopted after passage of the Contract
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Settlement Act, all provisions regarding adjust-
ment of the guaranteed percentage and suspen-
sion of maturity and waiver of interest upon
cancellation of the borrower’s contracts were
omitted, and, as a result, the form of guarantee
agreement was substantially simplified. No such
provisions were included in the form adopted
for usc under the Defense Production Act of
1950.

FEES AND RATES

Neither the President’s Exceutive Order 9112
of March 26, 1942, nor the Contract Scttlement
Act of 1944 contained any provisions with
regard to the rates of interest on guaranteed
loans or the guarantee fees to be paid by financ-
ing institutions, However, the Board’s Regula-
tion V, as first issued in April 1942, specifically
provided that rates of interest, fees, and other
charges on guarantecd loans would be pre-
scribed by the Board of Governors “cither spe-
cifically or by maximum limits or otherwise
* ¥ * after consultation with the War Depart-
ment, Navy Department or Maritime Commis-
sion, and with the Federal Reserve Banks.”
Basically, this became the manner in which all
rates and fees were fixed throughout the V-loan
program, although under the Contract Settle-
ment Act they were prescribed by the Board
with the concurrence of the Director of Con-
tfi_lct Scttlement instead of after consultation
with the guarantecing agencies. The Defense
Preduction Act of 1950 conferrcd upon the
President authority to prescribe V-loan rates
and fees “cither specifically or by maximum
limits or otherwise™; and this authority was
delegated by the President to the Board, to be
cxercised after consultation with the heads of
the guarantecing agencies.

The first schedule of rates and fees was pre-
scribed by the Board on April 9, 1942. It lim-
lted the interest rate on guaranteed loans to a
Maximum of 5 per cent and provided for pay-
Ment of a guarantee fee by the financing institu-
tion on 3 graduated scale depending upon the

percentage of guarantee. If the guaranteed per-
centage was between 91 and 100 per cent, the
financing institution paid a fee equal to 30 to 40
per cent of the loan rate; if the guaranteed per-
centage was between 75 and 90 per cent, the
fee was 20 to 25 per cent of the loan rate; and
if the guaranteed percentage was less than 75
per cent, the fee ranged from 10 to 20 per cent
of the loan rate.

The flexibility of the original schedule of
guarantec fees led to some bargaining and
tended to tempt financing institutions to ask for
the highest percentage of guarantee with the
lowest applicable fee. As a consequence, the
schedule was revised in December 1942 * to
provide fixed guarantee fecs in all cases, de-
pending upon the guaranteed percentage, except
that flexibility was retained for cases in which
the guaranteed percentage was 90 per cent or
more.

In May 1943 the Board set a maximum of
one-fourth of 1 per cent for any commitment
fee that might be charged a borrower by a
financing institution. When the VT phase of the
program was inaugurated in September 1943,
the maximum commitment fee was increased
to one-half of 1 per cent; but it was provided
that any such fee should be shared with the
guarantor on the same basis as interest was
required to be shared under the schedule of
guarantec fees.

After enactment of the Contract Settlement
Act, the Board on September 11, 1944, reduced
the maximum interest rate to 42 per cent and
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prescribed a simpler schedule of guarantee
fees.?® At the same time, the maximum commit-
ment fee was fixed at one-fourth of 1 per cent,
or a flat fee of not more than $50, but without
any requirement for sharing of the fee with the
guarantor.

When the V-loan program was revived by the
Defense Production Act, the Board prescribed a
5 per cent maximum interest rate, a one-half
of 1 per cent maximum commitment fee (1o be
shared with the guarantor), and a revised
schedule of guarantee fees.?® This schedule of
rates and fees remained unchanged until May
15, 1957, when the Board increased the maxi-
mum interest rate to 6 per cent.

Effective September 27, 1966, the Board
increased the maximum interest rate to 74

per cent, without making any changes in the
schedule of guarantee fees or in the commit-
ment fee. It was provided, however, that in any
case in which the rate of interest on the loan
would be in excess of 6 per cent, the guarantee
fee should be computed as though the interest
rate were 6 per cent.* In 1970, although the
maximum interest ratc of 7% per cent was not
changed, the Board provided that a higher rate
might be charged on a particular guaranteed
loan if the guarantecing agency should deter-
mine the loan to be necessary for the purpose of
financing a person in conncction with the per-
formance of contracts deemed by the agency to
be necessary to cxpeditc production and de-
liveries or services for the procurcment of ma-
terials or the performance of services for the
national defense.*!

RELATED LEGAL PROBLEMS

ELIGIBILITY OF V-LOAN PAPER
FOR DISCOUNT

The V-loan program gave rise to legal ques-
tions involving an interpretation of the discount
provisions of the Federal Reserve Act. Notes
given by borrowers under V loans, particularly
under revolving credit arrangements, ordinarily
were not negotiable; however, the Board's
Regulation A required that all paper discounted
by the Reserve Banks be negotiable. This prob-
lem was met by an amendment to Regulation A
effective September 21, 1942, that made the
ncgotiability requirement inapplicable to notes
subject to a guarantee by the War or Navy
Departments or the Maritime Commission pur-
suant to Executive Order 9112.72 This exception
was later extended to cover paper guaranteed
under T-loan guarantees pursuant to the Con-
tract Settlement Act.** After the end of the war,
the exception for V-loan paper was eliminated
from Regulation A;“* but it was restored on
March 21, 1951, to remove any doubt as to the
eligibility for discount of paper acquired by
member banks in connection with V loans

under the Defense Production Act.”* In April
1970 this cxception was removed from the
regulation as being unnccessary when the Board
eliminated the regulatory requirement concemn-
ing negotiability of paper offered for discount or
as collatcral for advances.

A further question arosc from the fact that2
V-loan note usually incorporated by rcfcrence
the provisions of the guarantce agrecment relat-
ing to suspension of maturity in the event of
cancellation of one-fourth or more of the bor-
rower’s war contracts. Did this fact make the
note incligible for discount on the grounds that
it had a maturity of more than 90 days? The
Board ruled that it did not, since the note e
mained payable at its stated maturity uniess
one-fourth of the borrower’s contracts Were
cancelled, a contingency that might nevef
occur. However, any notes offered for discount
after the happening of that contingency Wwere
held to be ineligible for discount.*

Under a revolving credit arrangement, the
financing institution could be required, upon the
maturity of a 90-day note, to lend the same
amount for another 90 days, and the proceeds
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of the second note could be used to pay off the
first. Again, question was raised whether a re-
volving credit arrangement under which loans
could be made up to a specified maximum
amount over a period of months or years would
violate the 90-day maturity requirement of sec-
tion 13 of the Federal Reserve Act. The Board
ruled that since the Reserve Bank was under no
commitment to rencw such notes at maturity,
notes issucd under a revolving credit were not
rendered ineligible for discount.®

LENDING LIMITS OF
NATIONAL BANKS

Early in the V-loan program, question arose
as to the extent to which national banks could
legally participate in the making of V loans
because of statutory limitations on the amount
that such a bank could lend to any one bor-
rower. Because of the great volume of war pro-
duction contracts that a war contractor usually
held, it was necessary in many cases for him to
seck credit in equally large amounts; and, under
section 5200 of the Revised Statutes, the most
4 national bank could lend him was an amount
¢qual to 10 per cent of the bank’s capital and
surplus. Sometimes this proved to be an obstacle
to the necessary financing.

On April 9, 1942, the Comptroller of the
_Currcncy ruled that if the portion of a V loan
In excess of 10 per cent of a national bank’s
capital and surplus was subject to a commit-
ment to purchase within 10 days after demand
b.y the War or Navy Department or the Mari-
ime Commission, the loan would not violate
section 5200.* It was made clear, however,
that any part of the loan not subject to such a
commitment must be within the statutory limi-
tation,

By the Act of June 11, 1942, a new para-
Eraph (10) was added to section 5200. It pro-
vided that the amount limitations should not
apply to the extent that loans were secured or
Covered “by guaranties, commitments or agree-
ments to take over or purchase, made by any
Federal Reserve bank or by the United States
Or any department, bureau, board, commission,
Or establishment of the United States.” This
EXception, however, was subject to one condi-
Uon: The guarantics, agreements, or commit-
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ments were required to be unconditional and
to be performed by payment of cash or its
equivalent within 60 days after demand.

The Comptroller of the Currency was au-
thorized to define the terms used in the statute.
On June 18, 1942, the Comptroller issued a
definition of the term “unconditional.” ** In
effect, the definition stated that in order to meet
this requirement, the protection afforded to a
bank by a guarantee must not be substantially
less than it would be in the absence of any
provisions that might be regarded as conditions.
This made it necessary to determine, with re-
speet to every revision or amendment of the
standard form of guarantee agreement, whether
it complied with exception (10) to section 5200
and the Comptroller's definition of uncondi-
tional. Thus, on successive occasions, favorable
rulings as to unconditionality were obtained
from the Comptroller with respect to the stan-
dard form of May 14, 1942,%* the special con-
ditions added to the guarantee agreement in
October 1942, the revised standard form of
April 6, 1943,* the so-called VT amendments
of September 1943, and the 1944 V-loan and
T-loan forms of agreement adopted in Septem-
ber 1944.** Similarly, the revised standard form
of September 27, 1950, adopted for use under
the Defense Production Act, was held by the
Comptroller to comply with exception (10) to
section 5200, Revised Statutes,’ as were also
certain minor amendments later made to that
form.

ASSIGNMENT OF CLAIMS UNDER
GOVERNMENT CONTRACTS

In general, the principal security taken by
financing institutions as security for V loans
was an assignment of the borrower’s claims
under his war or defense production contracts
with the Government, This circumstance gave
rise to important and sometimes serious legal
problems. Thus, questions arose concerning the
priority of the claims of an assignee bank as
against those of a trustee in bankruptcy in the
case of an insolvent borrower and as against
those of a surety company on a contractor’s
performance bond in the event of default by
the contractor; these questions were the subject
of various court decisions that caused consider-
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160 HISTORY OF LENDING FUNCTIONS
able concern to banks participating in the V-
loan program. However, it was the status of an
assignee bank’s claims against the borrower as
opposed to those of the Government itsclf that
gave rise to the greatest difficulty. This was a
problem that did not develop until after the
reactivation of the V-loan program undcr the
Defense Production Act; and, since the Board
of Governors played some part in its final reso-
lution, a brief discussion of that problem scems
justified here.

For many years before 1940, an old statutc
(Rev, Stat., sec. 3477) had prohibited the
assignment of any claims against the Govern-
ment. As early as 1938, the Federal Advisory
Council had recommended that the Board seck
an amendment to this statute to permit the
assignment of claims where legitimate credit
has been extended, and the Council rencwed
this recommendation in the spring of 1940. In
June of that year, Chairman Eccles of the Board
urged Congress to libcralize the statute as a
means of facilitating the Government’s defense
program.** Meanwhile, the National Defense
Advisory Council (with offices in the Board’s
building) was endcavoring to promote the
financing of emergency plant facilitics contracts
with the Government by making such contracts
“bankable.” Working in cooperation, the Dec-
fense Council and the Board drafted an amend-
ment to the law that was enacted on October 9,
1940, and designated as the Assignment of
Claims Act of 1940.%% In bricf, this act expressly
permitted the assignment to a bank or other
financing institution of moneys duc or to be-
come due from the United States under con-
tracts providing for payments aggregating
$1,000 or more.

This act was a fortunate, ready-made aid in
the private financing of Government contractors
when the outbreak of war in 1941 converted
the defense program to a war production pro-
gram. It was becausc of this act that, during the
wartime period of the V-loan program, banks
were able to accept assignments of contract
claims as sccurity for V loans.

After the war, however, certain opinions
rendered by the Comptroller General raised

questions as to the protection afforded lending
banks by the Assignment of Claims Act. The
statute provided that contracts entered into by
the War and Navy Departments might include
“no sct-off” provisions under which payments
to an assignce would not be subject to reduction
or sct-off for any indebtedness of the assignor
(the borrower-contractor) to the United States
“arising independently of such contract.” In
1949, the Comptroller General held that when
a contract contained a price-revision clause, any
amounts in cxcess of the revised contract price
could be withhcld from payments to an as-
signee or, even more alarming, could be recov-
ered directly from the assignee if already paid.*”
Again, in 1950, the Comptroller General ruled
that claims by the Governnient against a con-
tractor for unpaid social sccurity contributions
and withheld income taxes were claims that did
not arise indcpendently of the assigned contracts
and were thercfore not subject to the no-set-off
clausc.*®

These and similar rulings operated to deter
banks from making loans to defensc contractors
on the sccurity of assignments of contract
claims, and the revived V-loan program was
scriously rctarded as a result. In an effort to
mcct this problem, thc form of guarantec agree-
ment was amended in 1950 to define the term
“loss on the loan” to include any amou'nts
received by a financing institution and applicd
to the loan that might later be recovered from
the financing institution by the United States.”
Howecver, this amendment did little to allay
those fears of financing institutions that had
been engendered by the rulings of the Comp-
troller General.

On Fcbruary 13, 1951, the Board recom-
mended to the Senate Banking and Currency
Committec an amendment to the Assignmcr}t
of Claims Act that was designed to remove th!S
impediment to the V-loan program.”’ This
amendment, with some modifications, was 'en-
acted on May 15, 1951.% In bricf, its principal
cffect was to make it clear that when the 10
sct-off clause was included in a Government
contract, an assignec financing institution was
protected against sct-off of any claims by the
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Government against the assignor on account of
rencgotiation, fines, penalties, or taxes or social
security contributions, whether or not such
claims arose from, or independently of, the
assigned contract. In addition, authority for
inclusion of the no-set-off clause, previously
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limited to the War and Navy Departments, was
extended to the Department of Defense, the
General Services Administration, the Atomic
Energy Commission, and such other depart-
ments or agencies as the President might desig-
nate.
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Interdistrict Rediscounts

LEGISLATIVE PURPOSE

. So far in this study considcration has been
given to extensions of credit by the Federal
Reserve Banks to their own member banks, to
Federal intermediate credit banks, to nonmem-
ber banks, to individuals and corporations, to
business enterpriscs, and, as agents for the
Government, to defense production contractors.
There remains to be considered a final recipient
of Federal Reserve credit—the Federal Reserve
Banks themselves.

Section 11(b) of the original Federal Re-
serve Act authorized and empowercd the Fed-
eral Reserve Board:

To permit, or, on the affirmative vote of at
least five members of the Reserve Board to
require Federal reserve banks to rediscount
the discounted paper of other Federal reserve
banks at rates to be fixed by the Federal
Reserve Board.

This provision has never becn amended; it is
In the law today, although its presence is all
but forgotten.

The most noteworthy feature of the provision

15 that it contemplates compulsory rediscounts
r——
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between Federal Reserve Banks if ordered by
the Board, a feature completely at variance with
the otherwise discretionary character of the
discounting authority of the Reserve Banks.
This elcment of compulsion was the cause of
considerable controversy during the debates on
the original Federal Reserve Act.

As included in the Glass bill, the provision
was phrased so as to be operative only in time
of emergency. The House Banking and Cur-
rency Committee felt that the authority of the
Board to compel rediscounts between Reserve
Banks should be subject to such restrictions as
would “unquestionably make its use sporadic
and exceptional”; and Chairman Glass sug-
gested that the power would “rarely, if ever” be
exercised by the Board.!

The House committee compared this author-
ity to compel interdistrict rediscounts to that by
which the head office of a central bank with
branches is enabled to “employ the resources
of onc portion of the country for the advantage
of other portions or for the purpose of safe-
guarding them at critical times if its managers
deem such actions to be wisest.”

In further explanation of the provision’s
purpose, Mr. Phelan stated: *
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= = # Herein is provided a means where-
by funds in one part of the country for which
there is no demand may be applied to that
part of our country which is in need. A Fed-
eral reserve bank in the Southwest, for ex-
ample, has a demand for the rediscounting of
paper beyond its power to supply. At the
same time a reserve bank in the East may
have funds for which there is no immediate
demand. Under such conditions the Federal
reserve bank in the East may rediscount paper
for the reserve bank in the Southwest.* * *

The compulsory feature of the provision met
with some opposition in the House.* It was in
the Senate, however, that this featurc was most
strongly opposed.

Senator Owen’s bill contained no limitations
on discounts by one Federal Reserve Bank for
another. It provided only that rates on such
interdistrict rediscounts should be fixed cach
week by the Board. Senator Hitchcock’s version
of the bill, however, limited the use of the
authority to times of emergency; required una-
nimity of action by the Board; and provided for
a special rediscount rate of not more than 3
per cent above the discount rate of the accom-
modated Federal Reserve Bank.

Senator Burton, the chief antagonist of the
compulsory rediscount provision, regarded it as
“a frank admission of the fatal defects of the
regional system” and believed that it would
“accentuate the rivalry between sections for the
accumulation of reserves” and cause “unlimited
irritation and friction.” ¢ Worst of all, he argued
that under this provision no Federal Reserve
Bank ““could make calculations for the care of
its customers or the utilization of its resources,
because any day it might be called upon to
transfer its funds elsewhere.” In addition, he
contended that the provision might seriously
handicap the bank that would have to “take
care of foreign exchanges” if a time should
come when gold exports might make it neces-
sary for that bank to buy foreign bills in order
to check the outflow of gold. Finally, he visual-
ized the adverse psychological effect if it should
become known that one Federal Reserve Bank
had been compelled to borrow from another
Reserve Bank under this “obnoxious provi-
sion.” ¢

Near the close of the debates in the Senate,
Scnator Newlands offered an amendment that
would have added to the provision in question,
as modified in the Owen substitute bill, another
provision authorizing the Board to require from
the Federal Reserve Banks up to one-third of
their member banks’ reserves for the purpose of
enabling the Board to make advances to any
Federal Reserve Bank. The argument was
made that in an emergency the Board should
not be called upon to excrcise the indirect
method of requiring onec Rescrve Bank to
rediscount paper for another, but should “have
the power itself to put these funds directly into
the reserve bank which requires aid.”

Scnator Burton’s objections were overruled
and Senator Newlands’ amendment was de-
feated. As finally adopted, the Board’s authority
to permit or require rediscounts between Fed-
cral Reserve Banks was made subject to no
limitations or qualifications, cxcept that com-
pulsory rediscounts were authorized only on
the affirmative votc of at Icast five members of
the Board and except that the rates of interest
were required to be fixed by the Board.

USE OF THE AUTHORITY

Scnator Burton’s fears proved to be without
foundation. In practice such rediscounts as
were made between the Reserve Banks were
accomplished almost cntircly on a voluntary
basis. Actually, the published record indicates
that, except for one occasion in 1933, inter-
district rediscounts werc confined to the period
between December 1917 and late 1921,

In 1915, when it appearcd that the marketing
of the cotton crop might present problems of
financing and that the southern Reserve Banks
might need to scek accommodations from the
other Reserve Banks, the Board contemplated
that interdistrict rediscounting might become
necessary. In its Annual Report for that yeal,
the Board said: *

The Board * * * in the exercise of the
powers conferred upon it by the Federal Re-
serve Act, was fully preparcd to sct in opera”
tion, if it should become necessary, at rates
to be fixed by it, the machinery of interbank
rediscounting, in order to make available for
Federal Reserve Banks requiring larger ¢
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sources the available funds of other reserve
banks, the collective strength of the rescrve
system as a whole being far in excess of any
demands that might reasonably be expected
to be brought to bear upon it at that time.

In preparation for this cventuality, the Board
on March 10, 19135, fixed rates to be charged
for interbank rediscounts, sctting them some-
what lower than the regular discount rates then
prevailing.”

Nevertheless, the first interbank rediscount-
ing did not occur until December 1917, In
1918 rediscount transactions between the Re-
serve Banks, including voluntary purchases of
bankers’ acceptances, aggregated over $660
million. All such transactions were negotiated
through the mcdium of the Federal Reserve
Board, but without resort to compulsion by the
Board.'

In 1919 interbank rediscounts and purchascs
totaled $2,658 million, again on a voluntary

basis. In its Anmual Report for that year, the
Board stated: 1

There has * * * been such a spontancous
spirit of cooperation between the Federal Re-
serve Banks that all transactions suggested by
the Federal Reserve Board have been made
voluntarily, and in no casc has the Board
found it necessary to exercisc its statutory
authority to require such operations.

_ On such a basis of spontancous cooperation,
Interdistrict rediscounts werc made in consider-
able volume throughout 1920 and 1921, taper-
Ing off toward the end of 1921. At one time or
another all of the Federal Reserve Banks were
both borrowers and lenders, depending upon
the credit needs of member banks in different
districts and the resulting rescrve ratios of the
R.eservc Banks. The rclationship between inter-
d'SEﬁCt tediscounts and reserve ratios was de-
scribed in the Board's 1921 Annual Report to
Congress ( page 42):

Resetve ratios of Federal Reserve Banks,
considered separatcly, are closely related to
the rediscount transactions between Federal
Reserve Banks, A Federal Reserve Bank will
seck rediscount accommodations from other
f‘eservc banks at times when its own reserve
Is insufficient, without declining to a point
below the legal minimum, to supply the credit
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demands of its member banks. Reserve ratios
on the basis of reserves actually owned by a
bank are known as “actual” reserve ratios,
while reserve ratios on the basis of reserves
before interbank borrowing or lending are
referred to as “adjusted” ratios. It is the
adjusted ratio, therefore, that is an index of
the reserve position of a Federal Reserve
Bank from the standpoint of its ability to
make rediscounts for other reserve banks or
its nced to apply for accommodation to other
reserve banks,

Fluctuations in the reserve positions of the
various Rescrve Banks, leading to interdistrict
borrowings, resulted from special causes. Thus,
during 1920 and 1921, the Richmond, Atlanta,
St. Louis, and Dallas Districts felt the effect of
a decline in the price of cotton; the Chicago,
Minncapolis, and Kansas City Districts experi-
cneed a decline in the price of grains, wool, and
other agricultural products. Consequently, it
was the Federal Reserve Banks of these dis-
tricts, undcr the pressure of the credit needs of
their member banks, that were the principal
borrowers from other Rescrve Banks. Con-
verscly, the New York Reserve Bank’s reserve
ratio increascd during the latter part of 1921
as a result of a Iarge inflow of gold from abroad
and a marked liquidation of advances to its own
member banks, and thus that Reserve Bank
became a lending rather than a borrowing
bank.’? At other times, as during 1918, a
constant flow of Government funds from New
York to the interior of the country made it
nccessary for member banks in the New York
District to borrow from the Reserve Bank in
order to replenish their rescrves, and the New
York Reserve Bank had to borrow from other
Federal Reserve Banks.

Since 1921, there have been no interdistrict
rediscounts, with the cxception of a single
instance in March 1933, At that time the bank-
ing crisis caused an unusual flow of bank re-
serves away from New York and the reserve
position of the Federal Rescrve Bank of New
York sank so low as to necessitate borrowing
from other Reserve Banks in the amount of
$210 million.’* This was the last occasion when
scction 11(b) of the Federal Reserve Act had
any actual significance, Through allocations of
securities in the System Open Market Account,
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166 HISTORY OF LENDING FUNCTIONS
it has been possible to maintain a constant
equalization of the reserve ratios of all Federal
Reserve Banks so that resort to interdistrict re-
discounting has been unnecessary.

As a strictly legal matter, it would no longer
be necessary for any Federal Reserve Bank to
borrow from another Reserve Bank in order to
maintain its reserve ratio. In 1965 provisions
of section 16 of the Federal Reserve Act re-

quiring Reserve Banks to maintain reserves
against deposits were repealed, and in 1968
reserve requirements for Federal Reserve notes
as prescribed in that section were also re-
pcaled. It is still conceivable, however, that
occasions may arise when, for onc reason or
another, an interdistrict rediscount under sec-
tion 11(b) of the Act might be considered
appropriate or desirable.
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Discount Rates

STATUTORY PROVISIONS

In preceding chapters references have been
maflc to the discount or interest rate charged on
vanous types of Federal Reserve credit—a

discount™ rate when the credit takes the form
of a discount of paper representing loans made
by a member bank, or an “interest” ratc when
the loan is in the form of a direct advance to a
Member bank on its own note. The present
chapter deals with the legal history of such
dlsco_unt and interest rates, generally referred
to without distinction as discount rates. Since
Is authority to fix Federal Reserve discount
fates has always becn regarded as one of the
_SySlen}’s major instruments of credit policy, it
i Particularly nccessary to cmphasize again that
this history is concerned principally with the
legal aspects of the subject rather than its
€conomic aspects.
N 'g?e basic provi.sion of the law' with respect
of thscount rates is to be found in section 14
¢ Federal Reserve Act. That scction pur-
Ports to set forth specific powers of the Federal

&serve Banks, although the section is entitled

--_-_——

F
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“Open-Market Operations.” Among other
things, the section presently provides that:*

Every Federal reserve bank shall have

power:
B & ok ¥ B

(d) To establish from time to time, subject
to review and determination of the Board of
Governors of the Federal Reserve System,
rates of discount to be charged by the Federal
reserve bank for each class of paper, which
shall be fixed with a view of accommodating
commerce and business; but each such bank
shall establish such rates every fourteen days,
or oftener if deemed necessary by the Board;

Except for the last clause, this provision is
identical with the provision as it appeared in
the original Federal Reserve Act. The provision
was amended in 1920 to authorize progressive
discount rates, but that authority was repealed
in 1923.

As discussed in the preceding chapter, section
11(b) of the original Act authorized the Fed-
eral Reserve Board to permit or require the
Reserve Banks to rediscount the discounted
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168 HISTORY OF LENDING FUNCTIONS

paper of other Reserve Banks. Under this pro-
vision, which has never been changed, the rate
of interest on such rediscounts is required to be
fixed by the Board.

Since 1913, various amendments to the Act
authorizing advances to or discounts for mem-
ber banks and others have included provisions
relating to the fixing of rates.

When section 13 of the Act was amended in
1916 to authorize the Federal Reserve Banks
to make advances to member banks on their
collateraled notes (as distinguished from dis-
counts of eligible paper), it was provided that
such advances should be made ‘““at rates to be
established by such Federal reserve banks,
subject to the review and determination of the
Federal Reserve Board”; and this provision has
not been substantially changed.”

In 1932 when sections 10(a) and 10(b)—
authorizing emergency advances to groups of
member banks and to individual member banks
—were added to the law, it was provided that
the rates on such advances should be not less
than 1 per cent above the discount rate of the
Reserve Bank at the time of any such advance.
Since that time, section 10(b) has been changed
to lower the premium rate to one-half of 1
per cent for advances under that section.®

When the Reserve Banks were authorized in
1932 to discount paper for individuals, partner-
ships, and corporations in unusual and cxigent
circumstances, it was required that such dis-
counts be made at rates cstablished in accord-
ance with the provisions of section 14(d) of
the Federal Reserve Act,* the basic discount
rate provision quoted on page 167.

In 1933, when Congress added at the end of
section 13 of the Act a paragraph authorizing
advances to individuals, partnerships, and cor-

porations on the sccurity of direct obligations
of the United States, such advances were re-
quired to bear interest “at rates fixed from time
to time by the Federal reserve bank, subject to
revicw and determination by the Board of
Governors of thc Federal Rescrve System”;®
this language parallcled that of section 14(d).

The authority granted by scction 13b of the
Act in 1934 for working capital loans to busi-
ncss enterpriscs contained no provision with
respect to interest rates; but, as will be noted,
various rates were cstablished by the Reserve
Banks while that authority was in cffect.

For the sake of completeness, two provisions
of law rclating to discount rates should be men-
tioned herc although they are no longer in
effect. Scction 11(c) of the original Federal
Reserve Act required the Board to fix a gradu-
ated “tax™ to be paid by thc Reserve Banks on
deficiencics in gold reserves required to be held
by them against outstanding Fedcral Reserve
notes and provided further that any Reserve
Bank having any such dcficiency should “add
an amount cqual to said tax to the rates of
interest and discount fixed by the Federal Re-
serve Board.” In 1933 Congress authorized the
Rescrve Banks in certain circumstances to pur-
chase obligations of the United States and pro-
vided that operations under that authority
should not require the imposition of the gradu-
ated tax on reserve deficiencies or the automatic
increase in discount rates othcrwise specified it
section 11(c) of the Fedecral Resecrve Act!
In 1968 the provisions of section 16 of the Act
requiring the maintenance of reserves against
Federal Reserve notes were repealed and, as
conforming amcndments, the provisions of sec-
tion 11(c) and of the 1933 Icgislation just
mentioned were also repealed.”

OBJECTIVES OF DISCOUNT RATES

UNIFORMITY OF RATES

It is a cardinal principle of private business,
established by centuries of custom, that one

. + o interest
who lends money is entitled to reccive interes

. he
as compensation for thc borrower’s usc OE :he
lender’s funds. Interest on loans is on¢ 0 s
major sources of income of commercial ban

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



The Federal Reserve Banks, however, as
explained in the first chapter of this study, are
operated for public purposes and not for profit.
While the law makes provision for the payment
of intcrest on loans madc by the Reserve Banks,
its primary purpose is not to cnable them to
realize a profit from their lending activitics.
Although it was not so clearly defined at the
outsct as jt was in later years, the philosophy
of the original Federal Reserve Act was that
Federal Reserve discount rates would serve as
a means of stabilizing commercial interest rates
and as a safeguard against inflation.

In 1913 uniformity in discount rates through-
out the country was regarded as cminently
desirable. The National Monctary Commission
had looked forward to “absolute uniformity™
of discount rates.” The Housc Banking and Cur-
rency Committee regarded the “establishment
of a morc ncarly uniform ratc of discount
throughout the United States” as onc of the
“essential features of reform.”® The Senate
committec’s report declared that the fixing of
rates of discount “would have a stecadying effect
upon the interest rate throughout the United
States, and will cnable the banks of the country
to cxtend accommodation at a comparatively
stable ratc of interest upon a lower basis than
here:toforc, because the element of hazard of
Panic and of financial stringency will be re-
moved by the proposcd system.” 1°

In its first Annual Report to Congress after
the enactment of the statute, thc Federal Re-
SC}‘VC Board declared that “the adoption of a
fairly uniform and consistent policy to be pur-
sued by all the [Federal Reserve] banks would
go far to insure the smooth working of the
SYS_tem." ' Initial discount rates were fairly
uniform, Thus, the rate on 60- to 90-day paper
Was 6 per cent at seven Reserve Banks and 6%2
per cent at five Reserve Banks.™

In its Annual Report for 1915, the Board
observed - 1

* * * Beginning at the opening of the
System with a comparatively high rate for
ordinary commercial paper and with more or
less variation between the different districts,
the rteserve banks have during the year
steadily reduced the general level of discount
Tates and have worked rapidly and cffectively
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toward uniformity for the entire country. It
may not be practicable to maintain uniform
rates throughout the twelve districts, but
they should unquestionably bear a consistent
relation one to another, while a very much
greater adherence to uniformity than before
the enactment of the Federal Reserve Act will
undoubtedly be secured.

Uniformity in rates was generally maintained
in the carly years of the System, and at the end
of 1923 the rate at all Reserve Banks on all
classes of paper was 412 per cent.™ Although
variations in rates developed in subsequent
years, in recent times uniformity has again
become the rule as the result of acceptance of
the fact that discount rates reflect not so much
regional credit conditions as national credit
policy.

ACCOMMODATION OF
COMMERCE AND BUSINESS

Uniformity in rates, however, was not the
stated objective of the Federal Reserve Act.
The original Glass bill provided that rates
should be fixed with a view to accommodating
the commerce of the country. In the Senate, the
Owen bill referred to the accommodation of
commerce and business, and the Hitchcock bill
referred in addition to the objective of promot-
ing stability in business. The final version of
the Act followed the Owen bill, and accommo-
dating commercc and business has ever since
remained the statutory purpose of discount
rates.

That purpose, indeed, has been carried over
to other provisions of the statute and has be-
come one of the few objectives expressly set
forth in the Federal Reserve Act. In 1923, when
the nonstatutory Federal Open Market Invest-
ment Committee was created by the Board,
the Board laid down the principle that “the
time, manner, character, and volume of open-
market investments purchased by the Federal
reserve banks be governed with primary regard
to the accommodation of commerce and busi-
ness and to the effect of such purchases or sales
on the general credit situation.” ** When the
Federal Open Market Committee was made a
statutory body in 1933, essentially the same
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language was used in prescribing the objectives
of open market operations.*®

IMPLEMENTATION OF
CREDIT POLICIES

Federal Reserve discount rates were the earli-
est means by which the System sought to influ-
ence general credit conditions. Along with
reserve requirements and open market opera-
tions, discount rates still constitute one of the
three major tools available to the System for
implementing credit and monetary policies.
Indeed, changes in discount rates have gen-
erally been regarded as the most dramatic
signal of shifts in System policy, and they have

had more significance in this respect since the
revival of emphasis on the discounting functions
of the Federal Reserve Banks that followed the
so-called Treasury—Fedcral Reserve accord in
1951.F

It may be noted, however, that in 1968
a Systcm committec appointed to reappraise the
Federal Reserve discount mechanism recom-
mended, among other things, that the discount
rate should be changed more frequently in
order to maintain it at a level “reasonably close
to rates on alternative instruments of reserve
adjustment.” ** If this recommendation should
be put into practice, it is likely that changes in
the discount ratc would tend to losc a large part
of their announcement cffect.

LEGAL BASIS AND DISCRETIONARY NATURE

In a published opinion dated May 1, 1915,
the Board’s General Counsel, on the basis of
Supreme Court decisions relating to national
banks, expressed the view that Congress may
delegate to the Federal Reserve Banks and the
Federal Reserve Board the power to fix dis-
count rates without regard to State usury laws.*®

The constitutional validity of the statutory
authority for fixing Federal Reserve discount
rates appears to be beyond question. It was
firmly established in 1929 by the decision of
the Circuit Court of Appeals for the Second
Circuit in the case of Raichle v. Federal Reserve
Bank of New York.® In that case the New
York Bank was charged with wrongfully spread-
ing propaganda concerning an alleged money
shortage, restricting the supply of credit through
open market operations, arbitrarily and unrea-
sonably raising discount rates, and denying
rediscounts to certain member banks pending
liquidation of collateral loans. The suit was
dismissed for failure to join the Federal Reserve
Board as an indispensable party. On the merits,
however, the court upheld the Reserve Bank on
all grounds. With particular reference to dis-
count rates, the court said, “It is not contended
that the provision for fixing rates of discount is

unconstitutional, nor would it secm even rea-
sonable to arguc that it is, * * *.”

The court also held that discount rates fixed
by the Rescrve Bank, subject to review and
determination of the Board, werc within the
discrction of thosc agencies and not subject to
judicial review. The court stated: **

* = * It would be an unthinkable burden
upon any banking system if its open-market
sales and discount rates were to be subject to
judicial review. Indeed, the correction of
discount rates by judicial decree seems nil’flOSl
grotesque when we remember that conditions
in the money market often change from hour
to hour and the discase would ordinarily be
over long before a judicial diagnosis coul
be made.

g ok x = 2

We can sce no basis for the contention lPat
it is a tort for a Federal reserve bank bl
to fix discount rates which are unreasonably
high, or to refuse to discount eligible papeh
even though its policy may be mistaken i“;
its judgment bad. The remedy sought wou
make the courts, rather than the Fedcral Rci
serve Board, the supervisors of the Federd
reserve system and would involve 2 C“;Z
worse than the malady. The bank, under t
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supervision of the board, must determine
whether there is danger of financial strin-
gency and whether the credit available for
“commerce and business” is sufficient or in-
sufficient. If it proceeds in good faith through
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open-market operations and control of dis-
count rates to bring about a reduction of
brokers’ loans, it commits no legal wrong, A
reduction of brokers’ loans may best accom-
modate “commerce and business.”

DISTRIBUTION

OF AUTHORITY

In authorizing the establishment of discount
rates by the Federal Reserve Banks, subject to
review and dctermination of the Board, section
14(d) of the original Federal Reserve Act
clearly reflected the intent of Congress that the
System should bc a regional and decentralized
system, but at the same time a system operating
under the general supervision of a single gov-
emmental agency with power to determine
questions of national policy. Nearly 40 years
later, this basic concept was expressed by Chair-
man Martin of the Board when, in 1952, he
stated in answer to a questionnaire by the Joint
Committec on the Economic Report that: *

*

* * The law clearly contemplates that
the establishment of discount rates shall in-
volve joint action by the Federal Rescrve
Banks and the Board of Governors of the

Federal Reserve System.? # ¢

In the same statement, Chairman Martin as-
serted the statutory authority of the Board to
make the ultimate determination of discount
fates. This position is supported by the legisla-
qu .history of the statute, as well as by an
Opinion of the Attorney General of the United
States,

When the Housc Banking and Currency
Committec reported the original Federal Re-
Serve bill on Scptember 9, 1913, it stated: *

* # 2 The power granted in subsection
_(d) to fix a rate of discount is an obvious
incident 1o the existence of rescrve banks,
but the power has been vested in the Fed-
eral reserve board to review this rate of
discount when fixed by the local reserve
bank at its discretion. This is intended to
Provide against the possibility that the local
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bank might be establishing a dangerously
low rate of interest, which the reserve board,
familiar as it would be with credit conditions
throughout the country, would deem best to
raise.

In the Senate, Senator Owen declared that
“the final determination of the rate is put in the
hands of the Federal Reserve board,”** and
that “the bank rate may be fixed by the Govern-
ment board.” ** Senator Shafroth pointed out
that the Board was “vested with the power to
raisc or lower the rate of discount.” ** In answer
to arguments that the rate should be made uni-
form by statute, Mr. Phelan urged that there
might be reasons for variations in the rate in
different scctions of the country, but that under
the Glass bill the Board could make the rate
uniform “if ever necessary or desirable.” **

The language of the law as finally enacted
contained evidence of the intent of Congress
that final determination of rates should be
vested in the Board. Section 11(c) included a
provision, since repealed, to the effcct that
whenever a Reserve Bank had to pay a gradu-
ated tax on its deficient reserves against Federal
Rescrve notes, it must add an amount equal to
such tax to the rate of interest and discount
“fixed by the Board of Governors of the Federal
Reserve System.”

Clearly, the Board itself assumed that under
the original Act it possessed the final power to
determine rates. In its first Annual Report to
Congress, in discussing discount rates, the
Board stated that it was satisfied that “at the
start and until the banks could get a firm footing
it [the Board] should act with prudence and
conscrvatism* * ¥

In 1916 the legal authority of the Board to
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overrule a Federal Reserve Bank and to deter-
mine a discount rate was put to the test. One
of the Reserve Banks had voted to increasc its
rates. The Board, however, withheld its ap-
proval because the Treasury Department felt
that such an increase would adversely affect its
program for marketing Liberty Bonds and
Victory Notes. When the Treasury’s financing
program was completed, the proposed increase
in rates was approved by the Board.* In the
meantime, the Board’s General Counsel had
expressed the view that the Board had legal
authority to fix rates differcnt from those estab-
lished by a Federal Reserve Bank. However,
the then-Secretary of the Treasury, Carter
Glass, requested the Attorney General of the
United States for his opinion on the question.
In making the request, Mr. Glass himself
stated that therc could be “no question of the
intention of Congress to give the Federal Re-
serve Board complete power in the matter of
fixing the rate of discount.”

In an opinion dated Dccember 9, 1919, the
Acting Attorncy General, Alex King, held that
the Board had the “right to determinc what
rates of discount should be charged from time
to time by a Federal Reserve Bank, and under
their powers of review and supervision, to
require such rates to be put into effect by such
Bank.” * In reaching this conclusion, he
pointed out that unless the Board had this
power, the words “and determination” used in
the statute would be wholly without signifi-
cance.

The intent of Congress that the Board should
have final control over discount rates was con-
firmed by the legislative history of the Banking
Act of 1935. Early drafts of that bill would
have placed open market operations as well as
discount rates in the hands of the Board, but
with a requirement that the Board should con-
sult with a “Federal Open Market Advisory
Committce” before the Board made *“any
changes on its own initiative in the open market
policy, in the rates of interest or discount to be
charged by the Federal Reserve Banks, or in
the reserve balances required to be maintained
by member banks.” [Emphasis added.] While
this provision was not adopted, there was much
discussion in Congress of the power of the

Board over discount rates, which clearly indi-
cated the assumption in Congress that the
Board had authority under cxisting law to initi-
ate such rates.

In its report on the Banking Act of 1935, the
House Banking and Currency Commiittee stated
that it was cssential that the Federal Reserve
Board be given the same “definite responsibility
and final authority” over open market opera-
tions “as it alrcady possesscs with respect to the
discount rates of the Federal Reserve Banks.” ¥
The committce gave the rcasons for which such
authority over discount rates was vested in the
Board:

» 2 ¢ It has a national viewpoint and has

long been accustomed to considering matters
as they affect the country as a whole, without
regard to the special interests of any particu-
lar group or locality. It was created for the
purpose of supervising and coordinating the
activitics by the 12 Federal Reserve Banks “in
order that they may pursuc a banking policy
which shall be uniform and harmonious for
the country as a whole.” # # * It is for this
reason that the original Federal Reserve Act
gave the Federal Reserve Board final author-
ity over discount rates.

With respect to the relative authority of the
Board and the Reserve Banks over discount
rates, Chairman Martin of the Board reassertf!d
the Board's power to initiate rates in his replics
to the 1952 Patman Questionnaire; at the same
time he explained how present procedures Were
designed to avoid any scrious conflict in this
connection. His statement is pertinent here:™

* * # Since prospectivc changes in rates
are ordinarily discussed in advance between
the Board and the Reserve Banks, it is only
rarely that action taken by a Federal Rc:scl’ve
Bank for the sctting of discount rates 13 not
promptly approved by the Board. On occ2
sion, however, the Board may fail 10 a.PPfove
or defer its approval pending discussions 0d
System credit and monetary policics ane
Treasury financing policies with the Prest
dents of all Federal Reserve Banks or With
the Federal Open Market Committec. The
matter is usually discusscd also with the
Sccretary of the Treasury.

Since the Board's authority is not
to mere approval of rates established

limited
by the
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Reserve Banks, but includes the power to
review and determine such rates, the Board,
as previously noted, has legal authority to
initiatc discount rates. However, mcthods
cvolved through expericnce for the taking of
action on discount rates are calculated to
avoid the development of procedural issues
in this respect.

Despite Chairman Martin’s statement regard-
ing the avoidance of procedural issues, the Re-
serve Banks and the Board of Governors have
occasionally had different views as to what the
discount rate should be at a particular time, and
procedural issues have inevitably arisen. If the
board of directors of a Reserve Bank acts to
increase or decreasc its existing discount rate
and such action is not agreeable to the Board,
the Board has two alternatives: (1) It can take
no action to approve the rate fixed by the
Reserve Bank, in which cvent the existing rate
continues in cffect; or (2) it can formally act to
disapprove the rate proposcd by the Reserve

DISCOUNT RATES 173

Bank, in which event, again, the existing rate
remains unchanged. The first alternative—non-
action by the Board—could subject the Board
to the charge that it is failing to perform its
statutory responsibility of reviewing and deter-
mining discount rates established by the Re-
serve Banks. Consequently, in such circum-
stances the second alternative course of action
is usually followed, as it was on several occa-
sions in 1971 and 1972,

If, on the other hand, a Reserve Bank re-
cstablishes its existing discount rate and the
Board fecls that the rate should be raised or
lowered, the Board has the legal authority to
determine a new rate despite the Reserve
Bank’s unwillingness to act. Such an action by
the Board, however, could involve delicate
problems of relationships between the Board
and the Reserve Banks and is avoided if at all
possible. Usually, in such circumstances, the
reluctant Reserve Bank eventually acts to estab-
lish the new rate favored by the Board.

CLASSIFICATION OF PAPER FOR RATE PURPOSES

APPLICABILITY TO ADVANCES

Section 14(d) of the Federal Reserve Act
refers to the fixing of discount rates to be
charged for cach class of paper. Presumably,
this means that a Reserve Bank may not, like
4 commercial bank, cstablish a different rate
of discount or interest for each individual loan,
but must apply the samc rate to all loans of
the same class, irrespective of the credit sound-
1ess of the loan or the general creditworthiness
of the borrower,

Two general questions arisc at once: (1)
Docs section 14(d) apply not only to discounts
under the original provisions of section 13 of
the Federal Reserve Act but also to advances
authorized by later amendments to the Act?
And (2) cxactly what is meant by cach class
of paper?

The third paragraph of section 13, added in
1932, provides that discounts for individuals,

partnerships, and corporations in emergency
circumstances shall be made at rates estab-
lished in accordance with section 14(d) of the
Act; consequently, there can be no doubt that
the class-of-paper requirement applies to such
discounts. On the other hand, paragraphs 8
and 13 of section 13, relating respectively to
advances to member banks on paper eligible
for discount or for purchase by the Reserve
Banks and to advances to individuals, partner-
ships, and corporations on obligations of the
United States and Government agencies, pro-
vide only that such advances shall be made at
rates established or fixed by the Reserve Banks,
subject to review and determination by the
Federal Reserve Board; they do not, like the
third paragraph of section 13, specifically incor-
poratc the requirements of section 14(d).
Section 10(b) of the Act requires only that
advances to member banks on any satisfactory
assets shall be at rates at least onc-half of
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1 per cent above the Reserve Bank’s highest
discount rate; it contains no express provision
for the fixing of such rates by the Rescrve
Banks or for their review and determination by
the Board.

Technically, it may be argued that the class-
of-paper requirement in section 14(d) applies
only to Reserve Bank loans that take the form
of discounts under the second paragraph of
section 13, or discounts of agricultural paper
under section 13(a), or discounts of paper for
individuals, partnerships, and corporations un-
der the third paragraph of section 13. Such an
argument, however, would scem patently ab-
surd. It would make no sense to assume that
Congress intended to apply the class-of-paper
requirement only to discounts and not to ad-
vances, Morcover, the requircment of scction
14(d) that discount rates be established at
least every 14 days has consistently been in-
terpreted as applying also to the rates on
advances.

THE CLASS-OF-PAPER QUESTION

The second and more difficult general ques-
tion relates to the meaning of the term “class
of paper.” Does it mean that different rates may
be fixed only on the basis of diffcrences in the
nature of the paper, for example, agricultural
or commercial paper? Does it permit the fixing
of different rates on the basis of maturitics,
the naturc of the borrower, or the purposecs
for which the procceds of the Reserve Bank
loan will be used? This point will be dis-
cussed in subscquent scctions of this chapter.
For now, it suffices to note that the Board
apparcntly has followed a liberal construction
of the authority to fix diffcrent rates for differ-
ent classcs of paper. The so-called cligible
paper bill rccommended by the Board in 1963
would have removed all question on this point
by cxpressly permitting the establishment of
different rates on any reasonable basis.

MATURITIES

In the carly years of the System it was clearly
assumed that different rates could properly be
fixed on the basis of diffcrent maturities. The
first rates approved by the Board (on Novem-

ber 16, 1914) covered four maturity categories
of paper: (1) 30 days or less; (2) 30 to 60
days; (3) 60 to 90 days; and (4) over 90
days.** The fourth catcgory nccessarily covered
only agricultural and livestock paper, since the
law itsclf set a maximum maturity of 90 days
for commercial paper.

In 1915 thc Board adopted an additional
maturity classification for paper maturing
within 10 days.” However, after the law was
amended on September 7, 1916, to authorize
advances to member banks on their 15-day
notes secured by cligible paper or Government
obligations, the Board suggested that the Re-
scrve Banks climinate the 10-day maturity
classification and adopt a uniform 15-day rate
for both discounts of commercial paper and
advances on secured notcs of member banks.”
Since that time, diffcrent rates have never been
cstablished on the basis of different maturities
of paper offered for discount or as collateral
for advances.

CHARACTER OF PAPER;
PREFERENTIAL RATES

Along with the maturity classifications, there
also developed during the carly years of the
System additional classifications of paper based
on thc special naturc of the paper involved.
Certain kinds of paper were considered to be
cntitled to preferential rates, that is, rates low_er
than thosc charged for ordinary commercial
paper of the same maturitics.

Trade acceptances with maturities of 90 fia)_!S
or less and commodity paper maturing within
6 months were the first classes of paper to be
accorded preferential rates.”” During World
War I, notes securcd by Government obhga;
tions were given prefercntial rate treatment.”
Bankers’ acccptances, considered the most
liquid of all investments, were also dctcrmlﬂe‘f
to be entitled to a substantial rate preference.”

In general, such preferential rates did not
long continue. The preferred rate for com
modity paper was merged with the ordinary rate
in 1917. Nevertheless, in that year the pumber
of catcgorics of paper for discount ratc purposcs
—according to both maturitics and character
of paper—had reachcd a total of 1 3 In
April 1917 an attempt at standardization ©
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rates was made, and the number of categories
was reduced to eight." For many ycars, how-
ever, the structure of discount rates was compli-
cated by the cffort of the System to fix rates for
different classes of paper both according to ma-
turitics and according to the nature of the
paper itsclf.

FREQUENCY OF BORROWING;
PROGRESSIVE RATES

The amount or frequency of borrowing by
a particular member bank obviously does not
have any relation to the class of paper repre-
senting such borrowing; consequently, excessive
borrowing alonc is not a justification for a
higher discount rate. This fact was a cause for
concern to the Systo®@ shortly after World War
I during a period of credit expansion when
some mcmber banks were borrowing heavily
from the Reserve Banks.

The Board considered this problem in its
Annual Report for 1919. It observed that, al-
though the law imposcd no specific limitation
on the amount of borrowings by member banks
at the Federal Reserve Bank, there was at least
an implied potential limitation in the provision
of scction 4 of the Act requiring that credit
accommodations be extended “with due regard
to the claims of other member banks.” It was
elt that if all member banks should seek accom-
modations proportionate to those sought by a
few, a Federal Reserve Bank would not be able
to meet the demands of all of its member banks.
The Board noted, however, that the situation
could not be met by charging higher rates to
txcessive borrowers, because section 14(d) re-
Quired rates to be fixed for cach class of paper.

llt stated that therc was no authority in the
aw; 4

* * = for establishing graduated rates based
upon the total borrowings of a member bank,
and conscquently when it becomes necessary
to advance the discount rate in order to curb
the demands of thosc banks rediscounting
with the Federal Reserve Banks in very large
amounts, the same rate would have to apply
1o the moderate requirements of other mem-
ber banks who may rediscount with the Fed-
eral Reserve Banks infrequently and never
excessively. Thus the application of rate
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advances as a corrective or deterrent to cer-
tain banks tends to raise the level of current
rates to all.

To meet this problem, the Board recom-
mended an amendment to section 14{d) so as
to permit a Reserve Bank, with the Board’s
approval, to determine by uniform rule ap-
plicable to all its member banks the “normal
maximum discount line” of each member bank
and to fix “graduated rates on an ascending
scale to apply equally and ratably to all its
member banks rediscounting amounts in excess
of the normal line so determined.” In this way
the Board felt it would be possible to reduce
cxcessive borrowings without raising the basie
rate.

Congress promptly adopted the Board's rec-
ommendation. By an Act of April 13, 1920,%
the following language was added to section
14(d) of the Federal Reserve Act immediately
after the original language authorizing the estab-
lishment of discount rates for each class of
paper with a view to accommodating commerce
and business:

and which, subject to the approval, review,
and determination of the Federal Reserve
Board, may be graduated or progressed on
the basis of the amount of the advances and
discount accommodations extended by the
Federal reserve bank to the borrowing bank.

Four Reserve Banks adopted the progressive
rates.t* Three of them determined the basic
discount linc as being an amount equal to 2%
times a sum equal to 65 per cent of the reserve
balance of a member bank, plus its paid-in
Federal Reserve Bank stock; the fourth fixed
the basic linc as the combined capital and sur-
plus of the member bank. In all four instances,
discounts in excess of the basic Jine were made
subject to a progressive ratc of one-half of 1
per cent, in addition to the normal rate, for
each 25 per cent by which the amount of the
discount exceeded the basic line.

While some beneficial results followed the
adoption of the progressive rates at these four
Reserve Banks, the Board conceded that the
results were not as effective as the flat 7 per
cent rate cstablished by other Reserve Banks
in June 1920. As a matter of fact, one of the
four progressive-rate Reserve Banks abandoned
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the plan on November 1, 1920, and adopted
the flat 7 per cent rate.**

In 1921 excessive borrowings declined sub-
stantially. Whereas the ratio of total borrowings
of all member banks to their aggregate discount
line was 78 per cent on May 20, 1920, the
ratio at the end of 1921 was only 37 per cent.**
The decline apparently resulted from large im-
ports of gold, the general recession of business,
and a decline in prices.

Presumably, the graduated-rate authority
was no longer considered nccessary. It was re-
pealed by the Act of March 4, 1923,** which
restored section 14(d) of the Federal Rescrve
Act to its original form. However, the cnact-
ment of the 1920 amendment and its repeal
in 1923 apparently evidenced the intent of
Congress that, in the absence of such specific
statutory authority for graduated rates, there
is no basis in the law for fixing discount rates
according to the extent to which a member
bank makes use of the credit facilities of the
Federal Reserve Banks. Moreover, in the ab-
sence of specific statutory authority, the fixing
of higher discount rates for continuous bor-
rowers would seem to sanction an abuse of the
Iending facilities of the Federal Reserve Banks.
As indicated in a subsequent chapter, con-
tinuous borrowing is not regarded as an appro-
priate use of Federal Reserve credit.,

STATUTORY BASIS FOR CREDIT

During the first few years of the System’s
existence, differentiation in rates was based, as
has been noted, on maturitics and nature of
paper; for a short period in 1920 and 1921, a
further differentiation was made on the basis of
amount of borrowings. After 1921, however,
the principal basis for different rates was simply
the type of credit extended, as determined by its
statutory source; in recent years the maturity or
character of the paper offcred as a basis for
Federal Reserve credit has had little or no bear-
ing on the rate of discount or interest charged.

In contrast to the 13 different rates that pre-
vailed in early 1917-—according to maturitics
and nature of paper—there was only onc rate
(414 per cent) for all classes and maturities of
paper at the end of 1923.%% A single classifica-
tion for rate purposes prevailed until 1932, al-

though the rate varied to some cxtent at differ-
ent times among the different Federal Reserve
Banks. Thus, at the end of 1931, the only dis-
count ratc was that for commercial and agri-
cultural paper under scctions 13 and 13a, a rate
of 32 per cent at 10 Reserve Banks and 4
per cent at 2 Reserve Banks; by January 25,
1932, a uniform rate of 3%2 per cent was in
effcct at all Federal Reserve Banks.

Diffcrences in rates, however, were the result
of the cnactment of provisions for special types
of credit during the depression years of the carly
1930's. Thus, when section 10(b), authorizing
advances to member banks on any satisfactory
sccurity, was cnacted in February 1932, all
Federal Reserve Banks fixed a scparate rate of
514 per cent for advances under that section.
This action was made nccessary by the new
provision itself, because at that time the law re-
quired the rate to be at least 1 per cent higher
than the regular discount rate. In 1935, the
law was amended to require a penalty rate of at
least onc-half of 1 per cent on advances under
section 10(b), and since then the Reserve
Banks have automatically cstablished a rate for
such advances that is onc-half of 1 per cent
above the regular discount rate.

In July 1932 when Congress cnacted the
third paragraph of scction 13 to authorize cmer-
gency discounts for individuals, partnerships,
and corporations, a rate of 6 per ccnt was fixed
by all of thc Rescrve Banks for such discounts.
When authority for discounts under that para-
graph was aclivated by the Board in 1966, t.hc
Board indicated that if resort to the authonty
should appear imminent, the Reserve Banks
might wish to establish the same rate as that
fixed for advances under the thirtcenth pard”
graph of section 13—a rate higher than the
regular discount rate. Similarly, when the au-
thority was again activated in 1969, the Board
suggested that the rate should be the same as
that for advances under the thirtcenth par#”
graph; but the Board went on to suggest that
the latter rate be fixed at 72 per cent—3a rate
1% per cent above the regular discount raf
for advances to member banks. Neither in 19_66
nor in 1969 was the third paragraph of section
13 actually used as a means of extending cr'edlt
to individuals, partnerships, or corporatio®
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and so no ratc was ever fixed for discounts
under that paragraph. However, it has always
been understood that if any rate should be
fixed, it would, as in 1932, be considerably
higher than the regular rate for discounts and
advances for member banks under section 13.

In 1933 the addition of the last paragraph
of section 13, authorizing advances on Govern-
ment obligations to individuals, partnerships,
and corporations, gave rise to a new rate ap-
plicable to such advances, again somewhat
higher than the regular discount rate.” As will
be noted later, however, there have been times
since 1933 when the rate on advances under
that paragraph to nonmember banks has been
the same as the rate for advances to member
banks on Government obligations, that is, the
regular discount rate,

In June 1934 new authority for direct and
indirect extensions of credit to commercial and
industrial businesses provided by section 13b of
the Federal Reserve Act (discussed in Chapter
11) called for the establishment of five separate
rates under that section: an interest rate on
loans to businesses made directly or in partici-
pation with financing institutions; rates on dis-
counts for and purchases from financing institu-
tions, one for that portion of the loan for which
the financing institution was obligated and one
for the remaining portion of the loan; and rates
on commitments to make loans to businesses
and financing institutions.

During World War II a preferential rate was
established for advances to member banks on
Government obligations under section 13; and,
under the last paragraph of that section, a rate
was fixed for advances to nonmember banks on
Government obligations lower than the rate set
ff)r advances to others—nonbanking corpora-
tions, individuals, and partnerships—under that
Paragraph,

The result of these developments was that
during World War II there was again a multiple
fate structure, with differentials based upon the
Statutory source of the credit, together with a
Rreference for advances on Government obliga-
tons to both member and nonmember banks,
Thus, at the end of 1942 there were different
fates for advances to member banks on Govern-
ment obligations; discounts and advances for
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member banks under sections 13 and 13a on
security other than Government obligations;
advances to member banks under section 10(b);
advances to nonmember banks on Government
obligations; advances to individuals, partner-
ships, and corporations other than banks on
Government obligations; and, as previously
indicated, five different rates on loans and com-
mitments under section 13b.*

After the end of the war the preferential rate
on advances to member banks under section 13
on the security of Government obligations was
eliminated and so also was the lower rate
charged on advances to nonmember banks on
Government obligations under the last para-
graph of section 13. Effective August 21, 1959,
section 13b of the Act, relating to loans and
commitments to businesses, was repealed. As a
result, only three different rates were left: the
basic or regular rate fixed for discounts and
advances for member banks under sections 13
and 13a; the rate for advances to member banks
on any satisfactory assets under section 10(b),
automatically fixed at one-half of 1 per cent
above the regular discount rate; and the rate for
advances to individuals, partnerships, and cor-
porations-—including nonmember banks—on
the security of Government obligations under
the last paragraph of section 13. Of these rates,
which differ according to the provisions of law
under which Reserve Bank loans are made, the
most significant, of course, has always been
the regular rate for discounts and advances for
member banks under sections 13 and 13a.

NATURE OF BORROWER

Although, in general, differentiation in rates
is now based upon the statutory source of lend-
ing authority, it should be noted that even for
Reserve Bank loans under a particular statutory
authority there may be different rates according
to the nature of the borrower. As has been
seen, during World War II advances to non-
member banks on the security of Government
obligations under the last paragraph of section
13 were allowed to be made at a lower rate of
interest than advances to others under the same
paragraph on the same type of security. In
September 1972, when the Board acted to miti-
gate any possible hardships that might be suf-
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fered by nonmember banks because of amend-
ments to the Board’s Regulation J, the Board
indicated that the Reserve Banks should be
prepared to provide credit to such banks on
substantially the same terms as those applicable
to member banks. It specifically referred to the
possibility of direct extensions of credit to non-
member banks under the last paragraph of
section 13 and expressed the view that the rate
paid by a nonmember bank in such a case
should be no higher than the rate applicable to
member banks under paragraph 8 of section 13,
that is, the regular discount rate. In accordance
with this suggestion, six of the Reserve Banks
established a special rate of 4% per cent for
such advances to nonmember banks—the same
as the regular discount rate for member banks
and 2 per cent less than the rate established for
all other advances under the last paragraph of
section 13.9°

Although the third paragraph of section 13,
relating to discounts of eligible paper for indi-
viduals, partnerships, and corporations in emer-
gency circumstances, has not been utilized since
1936, it was activated by the Board in 1966
and again in 1969 as a possible means through
which Reserve Bank credit might be extended
to nonmember deposit-type institutions such as
savings and loan associations and mutual sav-
ings banks, as well as to nonmember commer-
cial banks. No rate was fixed for such discounts
on either of those occasions, although in 1969
the Board suggested to the Reserve Banks, as
previously noted, that if it appeared that any
loans were to be made under that paragraph,
the rate should be the same as that for advances
under the last paragraph of section 13. It is
conceivable that, in certain emergency circum-
stances, the System may be called upon as a
lender of last resort to provide credit under the
third paragraph of section 13 for business enter-
prises as well as nonmember financial institu-
tions. In such a situation, it is possible that the
System might find it appropriate to charge dif-
ferent rates for loans to different types of bor-
rowers, for example, a higher rate for a loan to

a nonfinancial business enterprise than for a
loan to a financial institution such as a savings
and loan association.

Such a differentiation in rates according to
the nature of the borrower could be regarded as
not being in conformity with the apparent intent
of section 14(d) of the Act that differcnt rates
may be established only for different classes of
paper. On the other hand, plausible arguments
can be made in support of the conclusion that
a loan under the third paragraph of section 13
to an aircraft manufacturer is essentially dif-
ferent from a loan under that paragraph to @
savings and loan association, even though the
collateral security may be the same,

PURPOSE OF CREDIT

If a differentiation in rates according to the
nature of the borrower scems somewhat remote
from a differentiation according to class of
paper, onc might suppose that the fixing of dif-
ferent rates according to the purposc of the
Reserve Bank loan would be even more remote.
Nevertheless, such a differentiation according to
purpose of the credit was made in 1972. The
Board anticipated possible hardships upon some
nonmember banks because of changes in Regu-
lation J requiring payment of checks in im-
mediately available funds on the day of pre-
sentation. Therefore, it suggested, and half of
the Reserve Banks concurred in, the establish-
ment of a special rate to be charged on ad-
vances to nonmember banks on the security of
Government obligations under the last para-
graph of section 13. But this rate was (o be
used only when the change in Regulation ]
would result in a significant impairment of the
liquidity of a nonmember bank or would impaif
its ability to serve its community. Thus, even
though such advances would be made on the
same type of security (Government obligatlonS)
as any other advances to other types of cor
porations, a prefercntial ratc was given not ouly
on the basis of the nature of the borrower but
also according to the purpose of the loan.

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



Digitized for FRASER

DISCOUNT RATES 179

TIME AND MANNER OF DETERMINATION

Aside from the graduated-rates amendment
of 1920, which was repealed 3 years later, the
only amendment that has been made to section
14(d) since the enactment of the Federal Re-
serve Act was the addition of the following
language by the Banking Act of 1935: “but
each such [Federal Reserve] bank shall estab-
lish such rates cvery fourteen days, or oftener
if deemed necessary by the Board.” 5

The legislative history of this amendment
throws no light on its intent. The amendment
was not contained in the bill that passed the
House on May 9, 1935, It first appeared in sec-
tion 205 of the bill that was reported by the
Senate Banking and Currency Committee. That
committee’s report stated only: %

® % ¢ Gection 205 also amends existing
law with respect to rates of discount to be
established by the Federal Reserve banks,
providing that such rate shall be established
every 14 days or oftener if deemed necessary
by the Board of Governors of the Federal
Reserve System,

There was no reference to the provision in the
Senate debates. The conference report of Au-
gust 17, 1935, merely mentioned the provision
without explanation,

] Presumably—and one is limited to presump-
tions—the purpose of this amendment was to
Provide assurance that the Federal Reserve
Banks and the Board would give more constant
and regular attention to discount rates and to
the need for changing such rates than had been
the practice in the past. Whether so frequent a
Teview of discount rates should be mandatory
may be open to question; but, as the law now
Stands, the board of directors of each Reserve
Bank must establish the discount rate every 14
days and the Board must review and determine
the rate so established. Unless credit policy at
the time suggests the need for a change in the
Tate, the practice is for each Reserve Bank to
t‘:Slablish the same rate as that previously estab-
lished and for the Board to approve the re-
establishment of the existing rate.
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It may be noted that while section 14(d)
literally refers only to discount rates, the pro-
cedure prescribed by that section for the fixing
of rates every 14 days has been applied in prac-
tice not only to discount rates but also to inter-
est rates established for advances to member
banks and others under the eighth and thir-
teenth paragraphs of section 13 and section
10(b) of the Act.

In his replies to the Patman Questionnaire
in 1952, Chairman Martin of the Board made
the following statement regarding the proce-
dure that was followed in determining discount
rates: **

At the present time, the procedure for the
setting of discount rates, as it has evolved
over the years, is generally as follows:

Each Friday the Board considers all actions
taken by the Federal Reserve Banks during
the preceding week to establish discount rates,
usually action to reestablish the existing rates.
The possible desirability of any prospective
change in discount rates is usually considered
in advance by the Board with the Presidents
of the Federal Reserve Banks and the Federal
Open Market Committee in the light of
changing credit conditions, including the
Government's financing needs and current
trends in the economy generally. Whenever it
is determined that as a matter of policy there
should be a change in rates, action to establish
such a change usually is taken uniformly by
the boards of directors (or executive com-
mittees) of the several Federal Reserve Banks
at their next meetings following such deter-
mination, Thus, in August 1950, after con-
sultation between the Board and the Federal
Open Market Committee, as one measure for
restraining credit and monetary expansion, a
discount rate of 1% percent—initially pro-
posed by the Federal Reserve Bank of New
York-—was established at all of the Federal
Reserve Banks and that rate prevailed at the
end of 1951.

In accordance with the procedures estab-
lished many years ago, as previously indi-
cated, whenever discount rates are changed,
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the action is announced simultaneously by
the Board and the Reserve Bank at the end
of the day on which the Board acts and the
new rates are made effective on the next
business day following the day of the an-
nouncement.

In general, the procedure described by Mr.
Martin prevails at the time of this writing. How-

ever, the Board no longer considers rates only
on Friday of each week; normally, it acts on
rates established by the Reserve Banks promptly
after receipt of advice of a Reserve Bank's
action, In addition, changes in rates are usually
made effective on the day after the Board's
action whether or not that happens to be a busi-
ness day.

COMPUTATION

As has been noted, the Federal Reserve Act
authorizes both discounts and advances, with
discounts subject to a discount rate and ad-
vances subject to an interest rate. Until 1971,
however, interest on all Reserve Bank loans,
advances as well as discounts, was computed
on a discount basis; that is, interest was de-
ducted at the time the loan was made. If the
member bank repaid a borrowing before ma-
turity, it received a rebate of a portion of the
interest deducted when the loan was made.
Most of the Reserve Banks computed the rebate
at the rate at which the advance was made, but
some Reserve Banks followed a practice of
computing the rebate at the rate prevailing at
the time of the rebate if the discount rate at that
time was less than it was at the time the advance
was made.

Since February 1971 interest on advances by
the Reserve Banks has been computed on an
accrual basis and paid at the time of repayment
of the loan. In addition, any changes in the
discount rate are made immediately applicable
to all outstanding borrowings.** With this
change in the method of computing interest, the
need for a rebate in the event of payment before
maturity no longer exists, It should be noted in
passing that computation of interest on an ac-
crual basis rather than on a discount basis re-
sults in a small mathematical advantage to the

borrowing member bank. For this reason, al-
though legally a member bank could still dis-
count eligible paper with its Federal Reserve
Bank, it seems unlikely that it would ever wish
to do so.

Interest on Reserve Bank loans is computed
for the period of the loan on the basis of 365
days to the year.®® If the maturity date falls on
a Sunday or a holiday, the computation follows
applicable State law relating to such cases.®’

In the carly days of the System, when the
applicable discount rate depended upon the
maturity of the paper, questions somectimes
arose that would not arise under present law.
For example, in 1916 when 90-day paper car-
ried a higher rate than 30-day paper, question ‘
was raised as to the applicable rate in a case
in which the paper discounted had a matu1:1ly
of 90 days at the time of discount but in which
thc member bank, by a side agreement, had
agreed to repurchase the paper in 30 days. The
Board’s Counsel ruled that the 90-day rate \yaS
nevertheless applicable,®® Again, a questiof
arose as to the rate of rebate in a case in which
a 90-day loan was prepaid within 30 days of
maturity. It was held that the rebate should b
at the lower rate prevailing for paper runainé
the same length of time as the unexpired ten:il
rather than at the higher 90-day rate charge
when the loan was made.**
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Relation to Credit Policy

THE EARLY YEARS: ACCOMMODATION OF CREDIT NEEDS

Although this study is not primarily con-
cerned with the economic aspects of the lending
functions of the Federal Reserve Banks, it is
nevertheless appropriate to consider briefly how
the law and the Board's regulations have re-
flected changes in the concept of the role of the
discount mechanism as an instrument of credit
and monetary control.

_ The original Federal Reserve Act contained
l!ttle, if any, suggestion that the discount func-
tion }Vould be employed as a tool for imple-
menting credit policies in the sense in which it
I8 considered as such a tool today. There was
10 mention of any such objective in the title of
the Act. 1t is true that one of the stated pur-
POses. was to afford means of rediscounting com-
mercial paper, but it appears that this purpose
was related not to the control of general credit
Com?itions but rather to the meeting of the
Particular credit needs of business and com-
Merce.,

As indicated earlier, one of the principal aims
of the Act was to create a market for short-term

——

For NOTES AND REFERENCES, see p. 265.
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commercial paper. Section 14(d) of the Act
provided that discount rates should be fixed
“with a view of accommodating commerce and
business.” The key word was accommodation
rather than regulation of credit.

In keeping with this purpose, emphasis was
placed in the early years of the System not upon
regulation of the amount or kinds of credit
extended by member banks themselves but
upon the ability of the Reserve Banks to assist
member banks in meeting their credit require-
ments in normal and extraordinary times. Thus,
in its first Annual Report to Congress, the
Board stated that it was necessary to enlist “the
hearty cooperation of all the member banks”
in “the adoption of a discount policy which
would prevent the accumulated strength of the
[Federal Reserve] banks from being dissipated
and protect their resources from being used to
finance operations not calculated to add to the
strength or solidity of general banking condi-
tions.” * In its 1919 Annual Report, the Board
similarly stated that the Federal Reserve Banks
should not encourage rediscounting for the sake
of profit, “but that their own resources should
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be kept liquid and their reserve position
strong.” ®

Very plainly, the Board did not consider the
discounting authority of the Reserve Banks as
a means of controlling the credit policies of
member banks. In its 1921 Annual Report, the
Board emphasized that the System had “no con-
trol over member bank loans™ and pointed out
that there was “nothing in the Federal Reserve
Act which gives either the Federal Reserve
Board or a Federal Reserve Bank any control
over the loan policy of any member bank.” ?
The Board observed that there was “a very
general popular misconception” in this respect
and that some member banks in declining loans
had used the Reserve Banks as a buffer. It was
true, the Board said, that a Reserve Bank might
have occasion to call the attention of certain
member banks to their “large discount lines,”
but “in no case within the knowledge of the
Federal Reserve Board has any Federal Reserve
Bank undertaken to say to a member bank what
particular loans it should call or ask to have
reduced.” *

Some shift away from this concept was evi-
dent in 1923 when the Board reported to Con-

gress that, “by maintaining constant, close, and
direct contact with the loan policies and opera-
tions of its member banks, through examination
or otherwise, a reserve bank can do much by
other means than changes in discount rates to
establish an effective supervision and control of
the credit released by it to its member banks.” ¢
This was an early expression of the concept of
direct pressurc that became more cxplicit in
the late 1920’s. However, it appears that, at
least prior to 1933, the influence exercised by
the System through thc discounting function
over the credit policies of member banks was
considered only as something “akin in many
respects to the bank examinations function” of
the System ¢ rather than as a mecans of regu-
lating national credit conditions or controlling
the lending policics of member banks. As pre-
viously indicated, major emphasis was placed
upon the furnishing of nccessary credit assist-
ance to different segments of the economy: the
establishment of a market for commercial paper
in the carly years; credit to agriculture and
stimulation of foreign trade through discount-
ing of bankers’ acceptances in the 1920's; and
assistance to businesses in the early 1930's.

THE 1930's: PREVENTION OF SPECULATION

The original Federal Reserve Act contem-
plated that Federal Reserve credit should be
based on short-term commercial paper and not
on paper drawn for investment or speculative
purposes. Section 13 specifically excluded paper
“covering merely investments or issued or
drawn for the purpose of carrying or trading in
stocks, bonds, or other investment securities.”
However, the original Act contained no express
statement that one of its purposes was to pre-
vent member banks from diverting their own
funds into speculative channels; the original
objective was simply to limit Federal Reserve
discounts to self-liquidating commercial paper,

excluding paper drawn for purposes of invest-
ment alone.

In 1929 both the Board and the Reserve
Banks became seriously concerned about the
volume of bank credit that was being used fof
the purchase of stocks and for spcculative: l?uf'
poses. There was a sharp difference of opiniofh
however, as to how the problem should be met.
The Reserve Banks, particularly the New Yo.rk
Reserve Bank, favored an increase in the d}-‘*'
count rate; the Board, on the other hand, in-
sisted on a program of direct pressure, that
closing the discount window to member bal
that appeared to be extending credit for spect”
lative purposes. In the end, the Board agree
to a discount rate increase; but it was this ciSi
according to some historians of the Systert,
that marked a shift of power from the New
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York Reserve Bank to the Federal Reserve
Board.

The stock market debacle of 1929 and the
ensuing banking crisis of 1933 focused even
greater attention on the dangers inherent in
the investment practices of commercial banks.
The Banking Act of 1933 sought to prevent
recurrence of similar situations by various
amendments that were designed to restrict in-
vestments by banks in stocks and other securi-
ties. Thus, the 1933 act prohibited national
banks and State member banks of the Federal
Reserve System from dealing in investment
securities (subject to certain exceptions) or
from purchasing any corporate stocks except
as specifically authorized by law. The same act
required member banks to divorce themselves
from securities companies and prohibited inter-
locking directorates between such companies
and member banks, Member banks were pro-
hibited from paying any interest on demand
deposits, a practice that had enabled large banks
in New York and other financial centers to
attract deposits of country banks—funds that
the city banks had used for investment in specu-
lative securities. Finally, the Banking Act of
1933 added three provisions to the Federal
Reserve Act relating to the discount functions
of the Reserve Banks that were specifically
aimed at preventing speculative practices on
the part of member banks. These three amend-
ments merit particular attention here.

One of the amendments was to subsection
(m) of scction 11 of the Act, a paragraph that
has had an interesting history because of the
various different matters that have been cov-
ered by it over many years.® The 1933 amend-
Ment revised this paragraph to authorize the
Board to limit the amount of loans that might
be made by member banks on the security of
stock or bond collateral. The Board was given
Power to fix, for each Federal Reserve district,
the Percentage of individual bank capital and
surplus that could be represented by loans on
stock or bond collateral made by member
banks, with a flat prohibition against the making
of such loans to any one borrower in excess of
10 per cent of a member bank’s capital and
Surplus. The Board was authorized to change

€ percentage from time to time, but it was
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expressly made the duty of the Board to estab-
lish such percentages “with a view to preventing
the undue use of bank loans for the speculative
carrying of securities.” Finally, the Board was
empowered to direct any member bank to re-
frain from further increasing its loans on stock
or bond collateral for any period up to 1 year
“under penalty of suspension of all rediscount
privileges at Federal reserve banks.”

This amendment went far beyond the original
concept that Federal Reserve Banks should not
indirectly encourage speculation by discounting
paper drawn for investment or speculative pur-
poses; it attempted to restrain directly the mak-
ing of speculative loans by member banks, re-
gardless of the nature of the paper that might be
offered by them as a basis of rediscount by the
Reserve Banks. If a member bank persisted in
making speculative loans, it was made subject
to suspension of all rediscount privileges.

This provision for curbing speculative loans
by member banks is still in effect, although it
was amended by the Banking Act of 1935 to
make loans on U.S. Government obligations
subject to the more liberal percentage limita-
tion prescribed by section 5200 of the Revised
Statutes rather than the 10 per cent limitation
fixed for loans on other securities.®

Another amendment made by the Banking
Act of 1933 added certain new provisions to
the eighth paragraph of section 13 of the Fed-
eral Reserve Act relating to advances to mem-
ber banks on their secured promissory notes; it
was designed to restrain speculative loans by
member banks. The amendment *° provided
that if, during the life of any such advance and
after a warning by the Reserve Bank or the
Board, a member bank should increase its
loans secured by stocks or other securities or
its loans to dealers in securities, such advance
should become immediately due and payable
and the member bank should be “ineligible as a
borrower at the reserve bank™ for such period
as the Board should determine. Exceptions were
made with respect to loans on Government
obligations and temporary carrying loans to
facilitate the purchase or delivery of securities
offered for public subscription.

A third amendment—the most important for
the purpose of preventing speculative bank
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loans—pgrew out of a recommendation made
by the Board in a letter to the chairman of the
Senate Banking and Currency Committee,
dated March 29, 1932.** In that letter the
Board stated: **

Member banks as a rule do not borrow to
relend, but to make up deficiencies in reserves
arising from withdrawals of deposits or from
other causes. It is therefore usually impossible
to say that a loan to a member bank is
granted for this or that specific purpose. How-
ever, it would be possible to determine
whether the loan and investment policies of
& bank are inconsistent with the purposes of
the Federal reserve act, and, if so, to refuse
accommodation to such bank or in aggravated
cases to suspend it from the privilege of using
the system’s credit facilities.

To accomplish this end, the Board recom-
mended an amendment to section 4 of the
Federal Reserve Act, and the language sug-
gested by the Board appeared in the Banking
Act of 1933 as finally enacted.

The eighth paragraph of section 4, from the
time of the original enactment of the Federal
Reserve Act, had provided that the directors of
each Federal Reserve Bank should administer
the affairs of the Reserve Bank fairly and im-
partially and without discrimination against any
member bank or banks and that the directors
should extend to each member bank “such
discounts, advancements, and accommodations
as may be safely and reasonably made with
due regard for the claims and demands of other
member banks.” To this language the 1933
amendment added language requiring that due
regard be given also to “the maintenance of
sound credit conditions, and the accommoda-
tion of commerce, industry, and agriculture.”
In addition, the amendment authorized the
Federal Reserve Board to prescribe regulations
further defining the conditions under which
discounts, advancements, and accommodations
might be extended to member banks. The
amendment then added the following significant
provisions: 1*

* * * Each Federal Reserve bank shall
keep itself informed of the general character
and amount of the loans and investments of
its member banks with a view to ascertaining

whether undue use is being made of bank
credit for the speculative carrying of or
trading in securities, real estate, or commodi-
ties, or for any other purposc inconsistent
with the maintenance of sound credit condi-
tions; and, in determining whether to grant
or refuse advances, rediscounts or other credit
accommodations, the Federal reserve bank
shall give consideration to such information.
The chairman of the Federal reserve bank
shall report to the Federal Reserve Board any
such undue use of bank credit by any member
bank, togcther with his recommendation.
Whenever, in the judgment of the Federal
Reserve Board, any member bank is making
such undue usec of bank credit, the Board
may, in its discretion, after reasonable notice
and an opportunity for a hearing, suspend
such bank from the usc of the credit facilities
of the Federal Reserve System and may
terminate such suspension or may renew it
from time to time.

With reference to the section of the 1933 act
that added these provisions, the report of the
Senate Banking and Currency Committee stated
that that section: **

* * * places general restrictions upon the
operating policy of Federal reserve banks
with the intent to limit them to the extension
of credit for ordinary business purposes and
to make plain that their resources are not to
be used to support speculation. The Reservé
Board is given power to oversee and direct
such use of the resources of banks.

In cxplaining these provisions on the floor of
the Senate, Scnator Glass observed that some
Fedcral Reserve Banks might be rcluctant.to
inquire as to what member banks were doing
with funds borrowed from the Reserve Bank
and that neither the Rescrve Banks nor the
Board had any control over a member bax}k
while it was not seeking Federal Reserve credit.
He pointed out, however, that under the ne¥
provisions *“the instant a member bank wants
to recoup itself at the Federal Reserve Bank,
it is the business of the Federal Rescrve Bank 10
know the reason why.” He then stated: **

* * * ih this section we require a Fege:::
reserve bank to keep itself informed an ot
require the agent of the Federal Rest
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Board at that bank to keep the Federal
Reserve Board informed. If at any time it
shall appear that the member bank seeking
the privileges of the Federal reserve bank
is inordinately extended in stock-market
transactions or unsound and unsafe loans, we
empower the Federal Reserve Board, upon
due notice and hearing, to suspend the facili-
tics of the Federal reserve bank to that
offending bank.

Similarly, in the House, Chairman Steagall
of the Banking and Currency Committee de-
clared: ¢

We propose to see to it that hereafter the
credit facilities of the Federal Reserve System
shall be devoted primarily to the purposes to
which that great act was dedicated at the
outset,

* & % ¥ %

Amendment of the Federal Reserve Act is
made to provide for supervision by Federal
Reserve banks to see whether any member
bank is making undue use of its funds for
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speculative purposes. If such is found to be
the case the Federal Resetve bank is em-
powered to suspend such member bank from
the privilege of rediscounting.

The three 1933 amendments to the Federal
Reserve Act—to section 11(m), section 13,
and section 4—had a common objective: to
place upon the Board and the Reserve Banks a
responsibility for seeing that member banks did
not engage in undue use of their funds for
speculative purposes, with suspension of their
rediscounting privilege as the penalty. The sig-
nificance of the 1933 amendments lies in the
fact that they contemplated the exercise by the
Federal Reserve System of a direct influence
upon the credit policies of member banks, in
contrast to the earlier concept that the lending
authority of the Reserve Banks was intended
only to accommodate the credit requirements
of member banks with but incidental effect
upon the lending practices of the member banks
themselves.

SINCE 1951: AN INSTRUMENT OF CREDIT CONTROL

So far in this chapter it has been suggested
that in the early years of the System, particu-
larly in the 1920%, the lending functions of
the Federal Reserve Banks were related to
credit policy primarily as a means of enabling
member banks to supply the credit needs of
Commerce and agriculture, and that in the
1930s such functions were aimed primarily at
the prevention of speculative loans by member
banks. It would be wholly inaccurate, however,
to assume that there was any clear line of de-
Marcation between the two periods: The idea
of preventing speculative loans was not lacking
during the 1920’s; and the Banking Act of
1933, despite its preoccupation with speculative
lending practices, did not contemplate that the
Reserve Banks should not still seek to accom-
Modate commerce and agriculture, as well as
business enterprises, through the exercise of
their lending powers. It would be equally wrong

to assume from the heading of the present sec-
tion that the lending functions of the Reserve
Banks were regarded as a tool of credit control
only after 1951. As in the two previous sections,
the heading is meant only to indicate a shift in
emphasis.

The importance of the discount powers of the
Reserve Banks in affecting general credit condi-
tions was clearly recognized in the early years
of the System, In its first Annual Report the
Board declared that “the question of a discount
policy immediately became urgent.” ** Even
then, the Board contemplated that the System
should be prepared to exert its influence to
protect the economy against both inflation and
deflation. Thus, the Board stated: *®

The ready availability of its resources is of
supreme importance in the conduct of a
Reserve Bank. Only then can it become a
safe and at the same time flexible instrument
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of guidance and control, a regulator of in-
terest rates and conditions. Only then will it
constantly carry the promise of being able to
protect business against the harmful stimulus
and consequences of ill-advised expansions of
credit on the one hand, or against the menace
of unnatural restrictions and unnecessary con-
tractions on the other, with exorbitant rates
of interest and artificial stringencies.

Nevertheless, the System was mainly con-
cerned in the early years with affording neces-
sary credit to commerce and agriculture; and
the concern in the 1930’s with prevention of
speculative loans was not based upon the idea
of using the discount mechanism as a means of
influencing the money supply in general.

From the early 1930’s until about 1952,
member bank borrowings from the Reserve
Banks were relatively small, at times almost
insignificant; consequently, the lending func-
tions of the Reserve Banks had little effect upon
national credit policy during that period. The
reasons for lack of borrowings during those
years were set forth in the Board’s reply to the
Patman Questionnaire in 1952: ** principally,
the volume of excess reserves held by member
banks as the result of a large inflow of gold
and a slack demand for bank credit, the open
market policy of the System during World
War II that provided the banking system
with ample reserves, and the strong liquidity
position of member banks as a result of their
Iarge holdings of Government securities.

The situation began to change after World
War 1I. The rapid expansion of private bank
credit during the postwar years brought about a
reduction in over-all bank liquidity, with more
frequent occasions for borrowings by member
banks from their Federal Reserve Banks.z°

The chief factor, however, in the revival of
the importance of the discount mechanism as an
instrument of credit policy was the Treasury—
Federal Reserve accord of March 1951, when
the System ceased to purchase Government
bonds in order to support their prices.?* Before
that time, member banks, in view of the steady
prices of Government obligations, had been
able to adjust their reserve positions through
sales of such obligations, which they had held
in large volume since World War 1I; after the

accord, they frequently found it more profit-
able to borrow from the Rescrve Banks. The
effect was described in the Board’s 1951 An-
nual Report as follows: **

The closer relationship of short-term mar-
ket rates to the discount rate was an impor-
tant factor in a greater use of the Federal Re-
serve discount window in making temporary
adjustments of member bank reserve posi-
tions. When the Federal Reserve, by refrain-
ing from open market purchases of Govern-
ment securities, limits the availability of re-
serves through the open market, a member
bank that has temporary need for additional
reserves has a choice of borrowing from the
Federal Reserve at the discount rate or selling
Treasury bills or other securities at interest
rates determined in the market. Depending on
the excess reserve position of other banks,
the bank may also have the choice of borrow-
ing such funds through the Federal funds
market, at a rate determined in this market.
*+ * * As the year progressed, increasing
numbers of member banks clected to borrow
from the Federal Reserve in meeting short-
ages of rcserve funds. This development re-
flected re-establishment of the discount func-
tion as a complement to open market
operations in Federal Reserve influence on
monetary and credit conditions.

The increased importance of the discount
mechanism in relation to credit policy Was
emphasized in the Board's reply to the Patman
Questionnaire in 1952, The Board pointed out
that the rcluctance of member banks to be
continually in debt to the Federal Reserve made
the discount mechanism a potentially powfﬂ'f“l
influence in affecting general credit conditions,
especially when used in conjunction with other
measures of credit and monetary policy. De-
scribing the complementary workings of 0pe?
market operations and discount policy, the
Board stated: #°

When occasion makes it desirable from the
standpoint of over-all credit and monetary
objectives, the System can make it necessary
for an increasing number of member banks “.'
rely temporarily on borrowing from the Re
serve Banks. It can accomplish this bY de-
creasing the availability of reserve funds b’:
such means as open market sales of Gover®
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ment securities or the imposition of higher
reserve requirements. When such an increase
in member bank recourse to borrowing oc-
curs, usually accompanied by a rise in the
volume of rediscounts, the System is put in a
position to exert an additional restrictive in-
fluence on the expansion of bank reserves and
of bank credit generally by increasing the cost
of member bank borrowing, that is, by raising
the discount rate.

Concluding its discussion of the subject, the
Board told the Patman subcommittee that the
“discount mechanism is an important instru-
ment of Federal Reserve policy.”

Greater resort by member banks to Federal
Reserve discounts after the 1951 accord re-
sulted in the focusing of more attention upon
the discount functions of the Reserve Banks
than had existed since the 1920’s. Renewed
interest in the subject impelled the Board to
revise its Regulation A in 1955. In a foreword
to the revised regulation, the Board explicitly
recognized the role of the discount mechanism
as one of the three major instruments of credit
policy. Thus, the first two paragraphs of that
foreword read: *

A principal function of the Federal Re-
serve Banks under the law is to provide
credit assistance to member banks, through
advances and discounts, in order to accom-
modate commerce, industry, and agriculture,
This function is administered in the light of
the basic objective which underlies all Fed-
eral Reserve credit policy, i.e., the advance-
ment of the public interest by contributing to
the greatest extent possible to economic sta-
bility and growth.

The Federal Reserve System promotes this
objective largely by influencing the avail-
ability and cost of credit through action af-
fecting the volume and cost of reserves avail-
able to the member banks. Through open
market operations and through changes in
reserve requirements of member banks, the
Federal Reserve may release or absorb re-
serve funds in accordance with the credit and
monetary needs of the economy as a whole.
An individual member bank may also obtain
reserves by borrowing from its Federal Re-
serve Bank at a discount rate which is raised
or lowered from time to time to adjust to the
credit and economic situation. The effects of
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borrowing from the Federal Reserve Banks
by individual member banks are not localized,
as such borrowing adds to the supply of re-
serves of the banking system as a whole.
Therefore, use of the borrowing facility by
member banks has an important bearing on
the effectiveness of System credit policy.

The role of the discount function as an
instrument of monetary policy “under present-
day conditions” was fully and clearly described
in the Board’s Annual Report to Congress for
1957.% At certain periods, and for specific
member banks, the lending authority of the
Federal Reserve Banks still serves the purpose
for which it was originally intended—the ac-
commodation of the needs of business and
commerce. It can still be used as a means of
restraining speculative lending practices on the
part of member banks, although not so effec-
tively when member banks are not borrowing
extensively from the Reserve Banks. In recent
years, however, and especially since 1951, the
discount mechanism has been most important
as a complement to open market operations in
the effectuation of monetary policy.

One episode will serve to illustrate the use of
the discount window as a tool of monetary
policy. In the latter part of 1966, the Board
concluded that credit-financed business spend-
ing “had tended toward unsustainable levels
and had added appreciably to current inflation-
ary pressures.” On September 1, 1966, at the
Board’s suggestion, the president of each Re-
serve Bank sent a letter to each member bank
in his district urging restraint in the making of
business loans. The letter also said that this
objective would be “kept in mind by the Federal
Reserve Banks in their extensions of credit to
member banks through the discount window.” ¢
Here was a new form of direct pressure like
that exerted in 1929, but this time it was used
not to prevent speculative loans by member
banks but to discourage loans to businesses.
This effort was abandoned in December 1966
when it was announced that, because of changes
in credit conditions, the special discount ar-
rangements set forth in the letter of September 1
had been terminated.

The 1968 Report of a System Committee
stated that discounting of paper by the Reserve
Banks can “serve as an important adjunct to
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open market operations in the implementation
of monetary policy.” ** One of the results of
that committee’s recommendations was the
Board’s adoption in 1973 of a complete revision
of its Regulation A. In a section relating to
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general principles, the regulation states that
the effects of borrowings by member banks
from their Reserve Banks do not remain local-
ized but have *“an important bearing on overall
monetary and credit conditions.” **



General Principles: A Summary

STATUTORY AND REGULATORY BASIS

Throughout this study attention has been
focused principally on legislation and on regula-
tons and interpretations of the Board with
Tespect to various types of Reserve Bank loans.
This chapter describes briefly some of the gen-
eral principles that have governed the lending
Operations of the Reserve Banks. It provides,
m effect, a partial summary of this history.

In the law itself, Congress has set forth some
_~but not very comprehensive—policy guide-
lines. It has indicated that Reserve Bank loans
are designed to accommodate commerce, indus-
try, and agriculture; that they should be made
Wwith due regard for the maintenance of sound
Credit conditions; that ordinarily they should
have short maturities; that the proceeds of such

*“-—-__—
For NOTES AND REFERENCES, see p. 266.
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loans should not be used for speculative pur-
poses; and that in exceptional or emergency
circumstances loans may be made not only to
member banks but also to nonmember banks
and even to individuals, partnerships, and cor-
porations.

These statutory principles have been re-
flected in regulations and rulings of the Board,
and from time to time the Board has articulated
additional principles or guidelines to be fol-
lowed in administration of the Federal Reserve
discount window. In its 1955 revision of Regu-
lation A, the Board for the first time sought to
state general principles governing Reserve Bank
loans. These principles are restated, but with
different emphasis, in a section of the 1973
revision of the regulation,
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190 HISTORY OF LENDING FUNCTIONS

ACCOMMODATION OF COMMERCE, INDUSTRY,
AND AGRICULTURE

As indicated in the preceding chapter, it has
always been a fundamental though very general
principle that the lending authority of the Re-
serve Banks is to be used for the purpose of
accommodating commerce, industry, and agri-
culture. One of the purposes of the Federal
Reserve Act, as stated in its title, was “to afford
a means of rediscounting commercial paper.”
Section 13 of the original Act provided, and
still provides,® that a Reserve Bank “may dis-
count notes, drafts, and bills of exchange arising
out of actual commercial transactions; that is,
notes, drafts, and bills of exchange issued or
drawn for agricultural, industrial, or commer-
cial purposes, or the proceeds of which have
been used, or are to be used, for such pur-
poses.” Section 14(d) of the Act provided, and
still provides,> that discount rates “shall be
fixed with a view of accommodating commerce
and business.”

In 1933, what is now the eighth paragraph of
section 4 of the Act3 was amended to reflect
certain guidelines regarding Reserve Bank lend-
ing to member banks. One of the guidelines was
that Reserve Bank loans should be made “with
due regard for * * * the accommodation of
commerce, industry, and agriculture.”

In the foreword to the 1955 revision of Regu-
lation A, the Board stated: +

A principal function of the Federal Reserve
Banks under the law is to provide credit
assistance to member banks, through ad-
vances and discounts, in order to accommo-
date commerce, industry, and agriculture.

The 1973 revision similarly provides: *

Extending credit to member banks to ac-
commodate commerce, industry, and agricul-
ture is a principal function of Reserve Banks.

In the early years of the System, the ability
of the Reserve Banks to accommodate com-
merce, industry, and agriculture was limited by
the fact that the law authorized loans only to
member banks, by the Board’s adherence to

the real-bills doctrine, and by narrow interpre-
tations of what constituted paper drawn for
agricultural, industrial, or commercial purposes.
Fortunately, the real-bills doctrine was soon
discarded and both Congress and the Board in
later years acted to cnable the Reserve Banks to
play a much more expanded role in accommo-
dating the needs of the economy.

In the 1920’s, amendments to the law gave
the Reserve Banks broader scope in providing
credit assistance to agriculture and in develop-
ing a market for bankers’ acceptances. Congress
also authorized advances to member banks on
U.S. Government obligations as well as on
commercial paper. In the 1930’, the depression
gave rise to radical departurcs from the original
philosophy of the law, as refleccted by amend-
ments authorizing loans to member banks on
any satisfactory security (though at a higher
rate) and extensions of credit to nonmember
banks, business enterprises, and to individuals,
partnerships, and corporations in general.

Within statutory limits, the Board has taken
actions over the years to liberalize requirements
as to the types of paper that arc eligible for
discount or as collateral for Federal Reserve
Bank advances. For example, while the framers
of the original Act undoubtcdly consid.efed
commercial paper to be only that paper arising
out of what they termed business transactions,
the Board in 1937 took the position that any
purchase and sale of goods, including the pur-
chase of automobiles or radios by individuals,
was a commercial transaction. In addition to
such consumer paper, the Board also held,
contrary to its earlier position, that finance
Ppaper, that is, paper the proceeds of which. were
to be re-lent to third persons, could likewise be
regarded as eligible for discount. In its 1973
revision of Regulation A, the Board has treated
even real estate mortgages and other permflqem
investment paper as commercial paper eligible
for discount if it meets statutory maturity re-
quirements and if the proceeds are not used
merely for investment.
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THE REAL-BILLS DOCTRINE:
AN ABANDONED PRINCIPLE

The original Federal Reserve Act reflected a
belief that only short-term, self-liquidating
paper should be eligible as a basis for Federal
Reserve credit. It was felt that this was neces-
sary to assure the liquidity of commercial banks.
It was also believed that the pledging of such
paper as security for the issuance of Federal
Reserve notes would guarantee an elastic cur-
rency; it was expected that the volume of cur-
rency would expand and contract directly in
response to the varying credit needs of the
economy as reflected by the volume of short-
term borrowings by commercial and agricultural
enterprises. For these reasons, the Board ex-
pounded the principle that all paper offered for
discount should be essentially self-liquidating;
in other words, that it “should represent in
every case some distinct step in the production
or distribution process—the progression of
goods from producer to consumer.” ¢

It was not long before this philosophy—the
real-bills doctrine—underwent drastic erosion.
The story of the demise of the doctrine was told
in the Board’s letter of August 21, 1963, to
pongress rccommending legislation to author-
izc Reserve Bank loans on any satisfactory
security. That letter stated:

The principle that Federal Reserve credit
should be extended only on the basis of
short-term, self-liquidating paper was de-
parted from as early as 1916, during the First
World War, when the law was amended to
authorize the Reserve Banks to make 15-day
advances to member banks, not only on the
security of “cligible paper” but also on the
security of direct obligations of the United
States. A more significant departure occurred
in 1932, when Congress authorized the Re-
serve Banks to make advances to member
banks in exceptional and unusual circum-
stances on any security satisfactory to the
Reserve Banks, although at a penalty rate of
interest. This authority, at first temporary,
was made permanent in 1935, and it is no
longer limited to exceptional and unusual
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circumstances, although such advances con-
tinue to carry a penalty rate of interest.

The concept that limitation of discounts to
short-term, self-liquidating paper would serve
automatically to regulate the volume of Fed-
eral Reserve notes in circulation has also been
breached by amendments to the law and has
been refuted by experience. In 1932, Con-
gress authorized the issuance of Federal Re-
serve notes on the security of Government
obligations in addition to eligible paper and
gold. This authority was originally of a tem-
porary nature, but it was made permanent in
1945. The volume of Federal Reserve notes
today -fluctuates with the changing demands
of the economy without regard to the nature
of the paper offered as collateral for Federal
Reserve credit or pledged as security for
Federal Reserve notes.

Each of these legislative changes took place
during a period of economic stress that served
to make clear the inadequacy of the original
framework for Federal Reserve credit exten-
sion. The credit needs of American business-
men, farmers, and consumers were evolving
in many ways that could not be adequately
handled by the old instrument of short-term,
commercial-type paper; and the rapid growth
of both private and Governmental economic
activity generated credit requirements far in
excess of those that could be supported by the
relatively small volume of “eligible paper.”

Despite changes in the character of paper
held by commercial banks and the repeated
and necessary departures from the original
concept that discounts should be based only
on short-term, self-liquidating paper, the law
continues to impose unduly restrictive re-
quirements as to the nature and maturity of
the paper that may be discounted by the
Reserve Banks or offered as security for ad-
vances by the Reserve Banks.

For many years, it has been generally rec-
ognized that the concept of an elastic cur-
rency based on short-term, self-liquidating
paper is no longer in consonance with bank-
ing practice and the needs of the economy.
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It has long been apparent that the narrow
requirements of the law regarding “eligiblc
paper” serve no useful purpose and that it
would be preferable to place emphasis on the
soundness of the paper offered as security for
advances and the appropriatencss of the
purposes for which member banks borrow.
The one-year paper of many bank customers
that is not now eligible for discount may be
as satisfactory collateral as the 90-day notes
of other customers. Moreover, the nature of
the collateral provides no assurance that the
borrowing bank will use the proceeds for an

appropriate purpose.

Despite the Board’s recommendation, re-
peated in subsequent years, the law has not
been changed to repeal the vestiges of the

real-bills doctrine. The principle of that doctrine
has been rejected and it is now recognized that
the soundness of paper offered as a basis for
Reserve Bank credit is more important than
compliance with maturity requircments and
limitations as to the nature of the transactions
giving risc to the paper. The principle has been
rejected, but these requirements and limitations
continue to inhibit the ability of the Reserve
Banks to extend credit to member banks in
order to accommodate commerce, industry, and
agriculture. Only if a member bank is willing
or compelled by circumstances to pay a higher
ratc of intercst may a Reserve Bank extend
credit, under scction 10(b) of the Federal Re-
serve Act, without regard to such requirements
and limitations.

MAINTENANCE OF SOUND CREDIT CONDITIONS

As was soon demonstrated by experience
during the early years of the System, one of the
difficulties with the real-bills doctrine was that
the discounting by the Reserve Banks of short-
term, self-liquidating paper growing out of pro-
ductive commercial transactions gave no assur-
ance that the credit extended to member banks
would actually be used by them for productive
purposes.” The Board became concerned during
the 1920’s by the apparent fact that member
banks were using the proceeds of Reserve Bank
loans for speculative purposes, and efforts were
made through direct pressure to make certain
that the proceeds of such loans were being used
for appropriate purposes.

Thus, a new general principle emerged: Fed-
eral Reserve credit, regardless of the nature of
the paper offered for discount, should not be
uscd in a manner inconsistent with the main-
tenance of sound credit conditions. This prin-
ciple was reflected in amendments made by the
Banking Act of 1933 to the eighth paragraph
of section 4 of the Federal Reserve Act. It was
provided that, in extending credit to its member
banks, each Reserve Bank should give due re-
gard not only to the accommodation of com-

merce, industry, and agriculture but also to the
maintcnance of sound credit conditions. In
addition, but along the same line, each Reserve
Bank was required to “kecp itself informed of
the general character and amount of the loans
and investments of its member banks with 2
view to ascertaining whether undue use is bcfng
made of bank credit for the speculative carrying
of or trading in securities, real cstate, or com-
medities, or for any other purpose inconsistent
with the maintenance of sound credit cond{-
tions.” In determining whether to grant credit
accommodations, the Reserve Bank was re-
quired to give consideration to such informa-
tion. If the Board of Governors found that any
member bank was making unduc use of bank
credit, the Board was authorized, after oppor-
tunity for hearing, to suspend such bank from
use of the credit facilitics of the System.’
Reflecting the intent of the 1933 amendments
to the law, the Board in its 1955 revision.of
Regulation A stated that, in dctermining
whether to cxtend credit, a Reserve Bank
should give due regard to “the purpose of t.he
credit and to its probable effects upon the maif-
tenance of sound credit conditions, both as t©
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the individual institution and the economy gen-
erally.” As revised in 1973, the regulation notes
that the law requires every Reserve Bank to
keep itself informed of the general character
and amount of the loans and investments of its
member banks with a view to ascertaining
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whether undue use is being made of bank credit
for any purpose “inconsistent with the main-
tenance of sound credit conditions™ and that, in
determining whether to extend credit, the Re-
serve Bank shall give consideration to such
information.

INAPPROPRIATE USES OF FEDERAL RESERVE CREDIT

SPECULATION OR INVESTMENT

As has been indicated, amendments to the
Federal Reserve Act in 1933 made explicit the
principle that Federal Reserve credit should not
be used by member banks for speculative pur-
poses, This principle, of course, has been recog-
nized since the earliest days of the System. For
example, in 1923, referring to the Federal Re-
serve discount window, the Board stated: °

It is not a system of credit for either in-
vestment or speculative purposes * * *. The
exclusion of the use of Federal reserve credit
for speculative and investment purposes and
its limitation to agricultural, industrial, or
commercial purposes thus clearly indicates
the nature of the tests which are appropriate
as guides in the extension of Federal reserve
credit.

Even though the proceeds of Federal Reserve
Bank loans are not used for purely speculative
purposes, they are not to be used merely for
investment purposes or for the purpose of
trading in securities other than obligations of
the United States. Section 13 of the original
Federal Rescrve Act cxpressly provided that
while the Board should have the right to define
the character of paper eligible for discount, no
fuch definition should include paper covering
‘merely investments or issued or drawn for the
Purpose of carrying or trading in stocks, bonds,
or other investment securities, except bonds and
notes of the Government of the United States.”
This provision is still in the law.*®

It has been noted in an earlier chapter that,
as a corollary of the real-bills doctrine, the
Board until 1973 had always prohibited Reserve

Bank loans on paper drawn to cover permanent
or fixed investments, such as real estate, build-
ings, or machinery. This position was reversed
in the revision of Regulation A adopted in 1973.
Under that revision, fixed- or permanent-invest-
ment paper is regarded as commercial paper
eligible as collateral for Federal Reserve credit
provided the proceeds are not to be used merely
for investment purposes and provided, of
course, that the paper meets applicable maturity
requirements.

USE FOR PROHT

Federal Reserve credit should not be used by
a member bank in order to take advantage of
differential rates, for example, a difference be-
tween the discount rate and the bank’s own
lending rates. In 1928 the Board stated: “It is
a generally recognized principle that reserve
bank credit should mot be used .for profit,
CEE AT

This principle was recognized by the Board
in its 1955 revision of Regulation A. The re-
vised regulation provided that, in considering a
request for credit accommodation, a Reserve
Bank should consider whether the borrowing
member bank “is borrowing principally for the
purpose of obtaining a tax advantage or profit-
ing from rate differentials.” The reference to
borrowing for a tax advantage grew out of a
situation during the early 1950’s in which mem-
ber banks were borrowing from their Reserve
Banks in order to avoid higher taxes under the
then-existing excess profits tax. In fact, it was
primarily this development that prompted the
Board to revise its regulation in 1955 in order
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to include a statement of principles regarding
the proper use of Federal Reserve credit.

In recent years, with the rapid development
of the Federal funds market, it has been the
policy of the System to discourage member
banks from being net sellers of Federal funds
while borrowing from a Reserve Bank. As
stated in the Report of a System Committec
in July 1968, this restriction is intended “to
preclude a large day-to-day retailing opcration
in Federal Reserve credit obtained through
the discount window.” 2

CONTINUOUS BORROWING

In an earlier chapter it was noted that in
1920 the Federal Reserve Act was amended to
provide for progressive discount rates as a
deterrent to continuous borrowings by member
banks. Although that expedient was not effec-
tive and the amendment was later repealed, the
System has consistently emphasized a policy of
discouraging continuous borrowings. The rea-
sons for that policy were set forth in the Board’s
1926 Annual Report.*®* In 1952 Chairman
Martin stated that “continuous indebtedness to
the Reserve Banks should be avoided.” ** When
Regulation A was revised in 1955, it contained
a statement that, under “ordinary circum-
stances, the continuous use of Federal Rescrve
credit by a member bank over a considerable
period of time is not regarded as appropri-
ate.” 1%

One of the reasons for the policy against
continuous borrowing apparently has been that
it could be inconsistent with the provisions of
paragraph 8 of section 4 of the Federal Reserve
Act that require the board of directors of a
Reserve Bank to administer the Bank’s affairs
“fairly and impartially and without discrimina-
tion in favor of or against any member bank
or banks” and, in extending credit accommoda-
tions, to give due regard to “the claims and
demands of other member banks.” Presumably,
it was felt that continued and excessive loans to
a particular member bank “would not be fair
to the other member banks which may be active
competitors of the borrowing member bank.”

Another reason for the policy against con-
tinuous borrowing is that it could impair the
ability of the borrowing member bank in case of

insolvency to meet its obligations to depositors;
in other words, it would not be consistent with
prudent banking practice. Still another reason
for the policy is that extcnded borrowings by a
member bank from its Reserve Bank would in
cffect constitute a usc of Federal Reserve credit
as a substitute for the member bank’s capital.
Thus, the 1973 rcvision of Regulation A states,
as a general principle, that “Federal Reserve
credit is not a substitute for capital and ordi-
narily is not available for extended periods.”

It should be noted that this principle is quali-
fied by the word “ordinarily’” and that, as indi-
cated later, it is not intended to preclude bor-
rowings for extended periods in order to meet
unusually long seasonal needs of member banks
or to assist mcmber banks in emergency
circumstances.

SHIFT IN EMPHASIS

The principles just discussed with respect to
inappropriate uscs of Federal Rescrve credit are
still being followed. Nevertheless, there has
been evidence in recent years of a tendency to
place less emphasis on inappropriatc borrow-
ings and to give grcater cmphasis to the use of
Federal Reserve credit for appropriate pur-
poses.

When Regulation A was revised in 1953,
one of the objectives was to reinforce a limited
use of the discount window; at that time most
member banks were in heavily liquid positions,
and it was felt that banks should resort to Re-
serve Bank credit only on a short-term basis
when other sources of funds fell short of tl'{ell'
appropriate needs.'” Thus, although the revision
referred briefly to extension of Federal Reserve
credit on a short-term basis to enable a member
bank to adjust its asset position when nccessary
and to the availability of such credit for longef
pericds to meet unusual situations, it empha-
sized the fact that access to the discount winc.iOW
was a privilege of membership and that contint-
ous use of Federal Reserve credit, as well 85
borrowing to obtain a tax advantage or to profit
from rate differentials, was inappropnate.

The 1968 Report of a System Committee
evidenced a subtle change in attitude. It begfm
with a statement that the redesign of‘ the dis-
count window proposed by that committee had
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as its chief objective “increased use of the
discount window.” ** In 1968 member banks
were in a much less liquid position than they
had been in 1955, and the revision of Regula-
tion A that grew out of the committee’s recom-
mendations included more liberal provisions
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for seasonal credit for extended periods of time.
In brief, the 1968 proposal, as well as the 1973
revision of the regulation, reflected an intent to
encourage greater use of the discount window.
Further indications of this shift in policy will be
mentioned in later sections of this chapter.

APPROPRIATE USES OF FEDERAL RESERVE CREDIT

SHORT-TERM
ADJUSTMENT CREDIT

As a gencral principle, onc of the most ap-
propriate uses of Federal Reserve credit is to
enable member banks to make short-term ad-
justments in their reserve positions. The 1968
Report of a System Committee stated that “one
of the basic functions of the Federal Reserve
System has been to provide temporary additions
to commercial bank reserves through loans to
member banks, in order to cushion the process
of adjustment within the financial mecha-
nism.” 1°

The foreword to the 1955 revision of Regu-
lation A provided:

Federal Reserve credit is generally ex-
tended on a short-term basis to a member
bank in order to enable it to adjust its asset
position when necessary because of develop-
ments such as a sudden withdrawal of de-
posits or seasonal requirements for credit
beyond those which can reasonably be met
by use of the bank’s own resources.

The revision of the regulation adopted in 1973
contemplates that loans to member banks to
meet seasonal requirements for credit might be
on a longer-term basis than ordinary adjust-
ment credit loans. With respect to adjustment
credits, the regulation provides:

Fedcral Reserve credit is available on a
short-term basis to a member bank, under
such rules as may be prescribed, to such
extent as may be appropriate to assist such
bank in meeting temporary requirements for
funds or to cushion more persistent outflows

of funds pending an orderly adjustment of the
bank’s assets and liabilities.

Since the beginning of the System, it has been
contemplated that each Federal Reserve exten-
sion of credit normally will mature over a short
period of time. The original Act authorized the
discounting of commercial paper for member
banks only if it had a maturity of not more than
90 days at the time of discount. Under subse-
quent amendments to the Act, advances to
member banks in general may be made only for
periods of not more than 90 days. An exception
has been made with respect to agricultural
paper, which, under present law, is eligible for
discount if it has a maturity of not more than
9 months at the time of discount.

It has already been noted that amendments to
the law have authorized loans to member banks
on any satisfactory security for periods up to
4 months, but only at a penalty interest rate.
Loans with maturities of up to 5 years to com-
mercial and industrial businesses were author-
ized in 1934 but that authority was repealed
in 1958,

In general, therefore, advances to member
banks at the discount rate may not be made
with maturities of more than 90 days. More-
over, a Reserve Bank cannot legally commit
itself to renew a loan at maturity although
it may indicate that it will give sympathetic
consideration to a requested renewal in certain
circumstances.

Even though loans may be made to member
banks for up to the maximum maturity per-
mitted by the law, it has been the policy of the
System to limit maturities according to the
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individual bank’s circumstances; as a matter of
general practice, loans to member banks for
adjustment purposes usually are made to ma-
ture in less than 30 days, with renewals as
necessary. Also as a matter of practice, some
member banks, particularly the larger banks,
prefer to keep the maturity of their borrowings
to 1 or 2 days in order to have flexibility in
managing their reserve accounts.

SEASONAL CREDIT

As previously indicated, the 1955 revision of
Regulation A stated that Federal Reserve credit
would be extended on a short-term basis in
order to enable a member bank to adjust its
asset position when necessary because of de-
velopments such as a sudden withdrawal of
deposits or seasonal requirements for credit
beyond those that could reasonably be met by
use of the bank’s own resources. That language
would suggest that all Reserve Bank loans to
meet the seasonal credit requirements of mem-
ber banks are for short periods of time.

In 1968, however, the System Committee
studying the discount mechanism proposed that
arrangements be permitted under which sea-
sonal credit accommodations might be extended
to a member bank for such period of time as
would be necessary to enable the bank to meet
such needs. This is another instance in which
the Board’s attitude in recent years toward usc
of the discount window apparently has become
more liberal than the attitude reflected in 1955.

The recommendations of the System Com-
mittee in 1968 with respect to a seasonal bor-
rowing privilege were reflected in the revision
of Regulation A adopted by the Board in 1973.
Under the new regulation, Federal Reserve
credit is available to 2 member bank that “lacks
reasonably reliable access to national money
markets” in order to assist it in meeting seasonal
needs if the credit is arranged in advance and
if the Reserve Bank is satisfied that such needs
will persist for at least eight consecutive weeks.
The revision contemplates that, although a Re-
serve Bank could not make an advance for
more than 90 days, it would normally be pre-

pared to consider further credit extensions if the
member bank’s seasonal needs should persist
beyond that period. As a limitation upon such
a seasonal borrowing privilege, the new regula-
tion limits seasonal credit in ordinary circum-
stances to the amount by which the borrowing
bank’s scasonal necds exceed 5 per cent of its
average total deposits in the preceding calendar
year.

EMERGENCY CREDIT

In addition to short-term adjustment credit
and longer-term seasonal credit, it is an ac-
cepted principle that a Reserve Bank may ex-
tend credit to a member bank in unusual or
emergency situations and, if nced be for that
purpose, for extended periods of time. The
1968 Report of a System Committce stated
that the Federal Reserve System “has a clear
responsibility to lend to member banks in both
isolated and widespread emergency situations”
and that this constitutes one of the bencfits of
Federal Reserve membership.®®

The 1955 revision of Regulation A stated
that Federal Reserve credit was available “when
necessary in order to assist member banks in
meeting unusual situations, such as may result
from national, regional, or local difficultics of
from cxceptional circumstances involving only
particular member banks.” Similarly, the revi-
sion of the regulation adopted in 1973 states
as a general principle that “Federal Reserve
credit is available to assist member banks 1n
unusual or emergency circumstances such as
may result from national, regional, or
difficultics or from exceptional circumstances
involving only a particular member bank.”

It has been recognized that in most cases 1f
which member banks require emergency credit
from the Reserve Banks, the credit will be
required for a period longer than would PG
permitted under the ordinary rules of the dlS:'
count window. Even so, if the member bank‘S
difficultics arisc from an internal problem, I
may be necessary for the Reserve Bank 10
arrange a daily maturity for the loan so that it
may follow the member bank’s Progress
throughout the borrowing span.
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LENDER OF LAST RESORT

The original Federal Reserve Act contem-
plated that Federal Reserve credit would be
extended only to member banks, although a
provision of the Act apparently envisaged the
possibility of indirect extension of credit to a
nonmember bank through the medium of a
member bank if approved by the Board.

Over the ycars, as has been noted in this
study, the Act has been amended to authorize
the Reserve Banks to make loans directly to
individuals, partnerships, and corporations on
the security of U.S. Government and agency
obligations or, in exigent or unusual circum-
stances, on the security of paper that would be
eligible for discount in the hands of a member
bank. The nature of these special authorizations
has been discusscd in detail in earlier chapters.
As noted, the authority to make direct loans
to business enterprises and any other corpora-
tions in unusual or exigent circumstances was
utilized for several years during the 19307,
although not to any great extent. In 1966 and
again in 1969, the Board took measures under
which the Rescrve Banks were placed in a
position, if it became necessary, to extend credit
directly to nonmember banks and other de-
positary-type financial institutions such as sav-
ings and loan associations.

In recent years, it has become customary to
refer to the Federal Reserve System as the
lender of last resort to all segments of the
cconomy. Thus, the 1968 System Committee
Report stated: #

The role of the Federal Reserve as the
“lender of last resort” to other financial sec-
tors of the economy may, under justifiable
circumstances, require loans to institutions
other than member banks, The apparent gen-
eral approval of recent instances of lending
and offering to lend to nonmember institu-
tions has strengthened the belief that the
System’s ability to carry out this function
should be readily available for use when
needed. In contrast to the case of member
banks, however, justification for Federal Re-
serve assistance to nonmember institutions
must be in terms of the probable impact of
failure on the economy’s financial structure.
It would be most unusual for the failure of a
single institution or small group of institu-
tions to have such significant repercussions as
to justify Federal Reserve action.

The 1955 revision of Regulation A, while
referring to extensions of credit to member
banks in exceptional circumstances, contained
no reference to the extension of emergency
credit to others. In contrast, the revision of the
regulation adopted in 1973 expressly provides
for the extension of Federal Reserve credit to
individuals, partnerships, and corporations in
emergency circumstances on the security of
U.S. Government obligations if, in a Reserve
Bank’s judgment, “credit is not practicably
available from other sources and failure to
obtain such credit would adversely affect the

economy.”

PROTECTION OF RESERVE BANKS

Although the Reserve Banks are organized
and operated for public purposes and not for
profit, their operations are nevertheless like
those of commercial banks to the extent that

they have stockholders and directors and are
expected to conduct their business on a sound
basis. Their loans are made on a businesslike
basis—with interest and with security.
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The discount provisions of the original Fed-
eral Reserve Act required—and still require—
that paper offered by member banks for dis-
count be endorsed by the borrowing member
bank, thus affording the lending Reserve Bank
recourse against the member bank.?* When the
law was amended to authorize advances to
member banks on their own notes, such ad-
vances were required to be secured, at first by
paper eligible for discount or Government obli-
gations and later by any paper eligible for
discount or for purchase by the Reserve Banks.
In 1932 the Reserve Banks were authorized to
make advances to member banks on any secur-
ity satisfactory to the lending Reserve Bank.
Loans to individuals, partnerships, or corpora-
tions must be secured by obligations of the
United States or agencies of the United States
if credit is extended under the thirtecnth para-
graph of section 13; or if, under that paragraph,
emergency loans are made on eligible paper,
the paper must be endorsed or otherwise sc-
cured to the satisfaction of the Reserve Bank.

In brief, it has always been understood that
the Reserve Banks should make only loans that
are adequately secured. At one time the Board's
Regulation A specifically authorized the Re-
serve Banks to require additional collateral
when deemed desirable. The 1955 revision,
however, stated that a Reserve Bank in general
should limit such collateral to “the minimum
consistent with safety,” and the 1973 revision

provides that a Reserve Bank should “require
only such amount of collateral as it deems nec-
essary or desirable.”

The Board's rcgulation until recent years
required that commercial or agricultural paper
offered for discount or as collateral for advances
should be negotiable. Although some added
protection was afforded by negotiability, this
requirement was climinated in 1970, partly in
recognition of the increasing practice of making
interest on notes dependent on changes in the
prime rate—a practicc that made the notes
nonnegotiable in a technical sense. Shortly
afterward, the Board amended its regulation to
permit advances to member banks pursuant to
lending agreements alrcady in cffect without the
exccution of a traditional promissory note in
connection with each advance.

From these changes in practice emerged the
concept that the Reserve Banks, while they
should make only sound and well-secured loans,
should be allowed to extend credit, in the public
intcrest, without having to take all possible
precautions to avoid loss. In some instances,
it may be difficult to ascertain how far a Reserve
Bank should go in extending credit to member
banks (or to others) when the borrower is in
a difficult situation and the Reserve Bank would
be subject to possible loss. In such cascs, there
is a delicate balance between avoidance of lqss
and the desirability of preserving the financial
stability of the borrower.

DISCRETION OF FEDERAL RESERVE BANKS

LEGISLATIVE INTENT

A fundamental principle underlying the lend-
ing authority of the Federal Reserve Banks is
that this authority is purely discretionary. A
Reserve Bank is not obliged or required to
extend credit in any particular case, even though
the loan may be for a purpose contemplated by
the law and may be secured by eligible paper.

The Reserve Bank may refuse to make a loan
if it is not satisfied as to the soundness of the
loan or if it believes that the loan would result
in an improper use of Federal Reserve credit
that would be inconsistent with the general
principles heretofore mentioned. In the final
analysis, the decision in each case fests in the
judgment of the Federal Reserve Bank.
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So well established is the discretionary nature
of the lending authority of the Reserve Banks
that it is now almost impossible to believe that
the framers of the original Federal Reserve Act
came very close to making it mandatory. Sena-
tor Hitchcock, who led the minority section of
the Senate Banking and Currency Committee,
had urged that a member bank should be
entitled as of right to obtain discounts at least
up to the amount of its capital stock.?* In sup-
port of this proposal, it was argued that if the
lending authority were discretionary, a Reserve
Bank might refuse to extend credit for any of
the plausible rcasons that bankers are in the
habit of giving; ** that if a member bank were
required to carry reserves with its Federal Re-
serve Bank, it was only right that it should be
entitled to discounts in time of need up to the
amount of its capital stock; ** and finally, that
mandatory discounting of eligible paper would
insure an adequatc supply of the new Federal
Reserve currency that was expected to be issued
on the basis of such paper.*®

In opposition to these arguments, the ma-
jority section of the Senate committee led by
Senator Owen pointed out that “many un-
looked-for conditions” might arise that would
make it unwise to compel the Reserve Banks to
discount paper in particular cases even though
legally eligible for discount;?’ also, that the
cligibility of paper offered for discount should
be only the first step and that the law should
not take away from the directors of a Reserve
Bank the right to investigate the soundness of
that paper.?* In answer to arguments that com-
pulsory discounting would prevent discrimina-
tion between member banks, advocates of the
Owen bill pointed to the provision of that bill
that required the directors of each Reserve
Bank to administer its affairs “fairly and im-
partially and without discrimination in favor of
or against any member bank or banks.” Senator
Shafroth explained: *

* * » We thought that [the compulsory
discount provision of the Hitchcock bill] was
too extreme a provision; it was thought wise
that there might be conditions of the bank
that would not justify the discounting of its
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paper. For that reason we put in a clause,
which to a large extent is advisory to them,
but which, nevertheless, indicates the policy
that should be pursued by them in making
these discounts where they fairly can.

Senator Pomerene likewise felt that the pro-
vision of the Owen bill would adequately pre-
vent discrimination.?® He, as well as Senator
Owen, pointed out that, in view of this provi-
sion, any member bank that felt it had been
discriminated against could appeal to the Fed-
eral Reserve Board. In this connection, Senator
Owen made the following succinct statement
regarding the contemplated relationship be-
tween the Board and the Federal Reserve
Banks:

1 take it that the Federal reserve board,
under its general supervisory control of the
system, would have a right to hear such a
complaint, to call the attention of the board
of directors to the complaint, and exact of
them fair treatment of the member bank who
might have been discriminated against; but I
do not take it that the Federal reserve board
would pass upon the question of the security
or upon the particular transaction or take it
out of the hands of the local board. It would
only instruct them to discharge their duty
properly under the provisions of the bill.

In the end, Senator Hitchcock’s amendment
to substitute his compulsory-discount provision
for the Owen bill’s nondiscrimination provision
was defeated by a close vote of 37 to 31.%
The provision of the Owen bill was accepted
by the conference committee and became a part
of the original Act.

In keeping with its rejection of the Hitchcock
proposal for mandatory discounts, Congress has
deliberately used permissive language in pro-
visions of the Federal Reserve Act relating to
this subject. For example, the word “may” is
used in those provisions that deal with discounts
of commercial and agricultural paper, discounts
of bankers’ acceptances, advances on Govern-
ment obligations, and advances under section
10(b) on any satisfactory security. Moreover,
the Supreme Court of the United States has
stated that the word “may,” as used in the Fed-
eral Reserve Act, is not to be construed as
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200 HISTORY OF LENDING FUNCTIONS
“shall,” since “throughout the act the distinction
is clearly made between what the Board and the
reserve banks ‘shall’ do and what they ‘may’
do.” ** In this connection, it is significant that
when the cighth paragraph of section 4 of the
Federal Reserve Act was amended by the Bank-
ing Act of 1933, the language of that paragraph
relating to extensions of Federal Reserve credit
was rephrased to change the word “shall” to
‘5may"l

RECOGNITION BY THE BOARD

The principle that the Federal Reserve
Banks must exercise their own judgment and
discretion in deciding whether to discount paper
for member banks was recognized by the Fed-
eral Reserve Board in the early years of the
System. In 1920 the Board ruled that, cven
though paper might be legally eligible for dis-
count, a Federal Reserve Bank was under no
obligation to discount such paper, but might
accept it or refuse it “in the exercise of its dis-
cretionary power.” * In thc same year the
Board held that, although a banker’s acceptance
might be technically eligible for discount, a
Federal Rescrve Bank might, in its discretion,
decline to discount the acceptance on the ground
that it was not a desirable investment.**

The Board’s 1955 revision of Regulation A
specifically referred to access to the Federal
Reserve discount window as “a privilege of
membership in the Federal Reserve System”
and stated that applications for credit accom-
modation are considered by a Reserve Bank “in
the light of its best judgment” in conformity
with the principles stated in the regulation and
with the provisions of the law.

JUDICIAL CONFIRMATION

In 1929 the discretion of the Reserve Banks
in granting discount accommodations was judi-
cially confirmed by a Federal Circuit Court of
Appeals. In Raichle v. Federal Reserve Bank of
New York,* suit had been brought to enjoin
the Reserve Bank from engaging in open mar-
ket operations, declining to discount ecligible
paper, and raising the discount rate. Specifically,
it was charged that the Reserve Bank had

wrongfully refused to discount paper for certain
member banks unless they liquidated loans to
brokers. The suit was dismisscd because the
Fcderal Reserve Board, as an indispensable
party, had not been joined. The court pointed
out, however, that a Federal Reserve Bank “is
not under any compulsion to rediscount cligible
paper, for the words of the act in respect to
rediscounting arc wholly permissive.” With re-
spect to the charge that the Rescrve Bank had
wrongfully coerced member banks to call col-
lateral loans by refusing to discount cligible
paper for such banks, the court declared: “Such
a rcfusal was not a wrong, because no provision
of the act requires the [Fedcral Reserve] bank
to discount unless so ordered by the Board.”
[Emphasis in original.] The court’s use of the
words “‘unless so ordercd by thc Board” could
be misleading. The only provision of law under
which a Reserve Bank may be ordered by the
Board to extend credit is that contained in
scction 11(b) of the Federal Reserve Act,
which authorizes the Board to rcquirc a Re-
serve Bank to rediscount the discounted paper
of another Reserve Bank., As a matter of law,
the Board cannot require any Reserve Bank to
make loans to member banks or to individuals,
partnerships, and corporations.

QUASI-AUTOMATIC ACCESS TO
FEDERAL RESERVE CREDIT

In July 1968 a System Committec proposct.i a
redesign of the Federal Reserve discount w.ln-
dow, a major featurc of which was a suggestion
that member banks be given a “basic borrowing
privilege.” Under that proposal, a Reserve
Bank would extend credit on a virtually auto-
matic basis to member banks within certaif
limitations on amounts and frequency of bor-
rowing. It was contemplated that such an ar
rangement would enable member banks t0 use
the discount window more readily when they
needed funds for short-term adjustment pur”
poses and that this privilege would be particu-
larly attractive to the great majority of small
member banks that werc making no recourse
to the discount window.* This proposal, how-
ever, has not been implemented by the Board.
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THE BASIC PRINCIPLE:
ECONOMIC STABILITY AND GROWTH

Underlying all of the general principles dis-
cussed in this chapter is the basic objective
of utilizing Federal Reserve credit facilities to
assurc a sound financial system and to promote
economic stability and growth.

Thus, the foreword to the Board’s 1955 re-
vision of Regulation A stated, with respect to
the discount function of the Reserve Banks,
that it “is administered in the light of the
basic objective which underlies all Federal Re-
serve credit policy, i.c., the advancement of the
public intcrest by contributing to the greatest
extent possiblc to cconomic stability and
growth.”

The revision of Regulation A adopted in
1973 specifically states that the lending func-
tions of the System “arc conducted with due
regard to the basic objectives of the Employ-
ment Act of 1946 and the maintenance of a
sound and orderly financial system.”

To sum up, the lending functions of the
Reserve Banks, like all other functions of the

Federal Reserve System, are in the nature of
a public trust to be exercised always in the
interest of the general welfare. No better state-
ment of this principle can be found than that
contained in the Board’s first Annual Report
to Congress, for the year 1914, when, in dis-
cussing the “place and function of the Federal
Reserve Banks in our banking and credit sys-
tem,” the Board said: **

# * % Jt [a Federal Reserve Bank] should
at all times be a steadying influence, leading
when and where leadership is requisite, but
never allowing itself to become an instrument
for the promotion of the selfish interest of
any private or sectional group, be their aims
and methods open or disguised. It should
never be lost to sight that the Reserve Banks
are invested with much of the quality of a
public trust. They were created because of the
existence of certain common needs and in-
terests, and they should be administered for
the common welfare—for the good of all.
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Textual Changes in Provisions
of the Federal Reserve Act

EXPLANATION

The following compilation sets forth provisions
felating to the lending functions of the Federal
Reserve Banks as contained in the original
Federal Reserve Act or in later amendments
0 that Act and indicates textual changes in
Such provisions made by amendatory statutes.

ltalics indicate new language inserted or added
by amendments; cancelled words indicate old
language stricken out.

Three asterisks indicate the omission of lan-
lgllage of a paragraph not changed by a particu-
ar amendment; five asterisks indicatc the omis-

sion of an intervening paragraph or paragraphs
not affected by an amendment.

“QOriginal Act” means the Federal Reserve Act
of December 23, 1913 (38 Stat. 251).

A bracketed number preceding a paragraph of
a section of the Act indicates the number of
the corresponding paragraph, if any, contained
in that section as of May 1, 1973.

A bracketed citation at the end of a paragraph
indicates where the paragraph, if still in force,
may be found in the United States Code.
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SECTION 4

Original Act

(6]
(71

(8]

8]

Every Federal reserve bank shall be conducted under the super-
vision and control of & board of directors. [12 US.C. §301]

The board of directors shall perform the duties usually apper-
taining to the office of directors of banking associations and all
such duties as are prescribed by law. [12 U.S.C. § 301]

Said board shall administer the affairs of said bank fairly and
impartially and without discrimination in favor of or against any
member bank or banks and shall, subject to the provisions of law
and the orders of the Federal Reserve Board! extend to each mem-
ber bank such discounts, advancements and accommodations as
may be safely and reasonably made with due regard for the claims
and demands of other member banks.

Act of June 16, 1933 (48 Stat. 162):

Said board of directors shall administer the affairs of said bank
fairly and impartially and without discrimination in favor of or
against any member bank or banks and shell may, subject to the
provisions of law and the orders of the Federal Reserve Board,
extend to each member bank such discounts, advancements, and
accommodations as may be safely and reasonably made with due
regard for the claims and demands of other member banks, the
maintenance of sound credil condilions, and the accommodation of
commerce, industry, and agricullure. The Federal Reserve Board
may prescribe regulations further defining within the limitations of
this Act the conditions under which discounts, advancements, and
the accemmodations may be ertended (o member banks. Each Fed-
eral reserve bank shall keep itself informed of the general character
and amount of the loans and investments of its member banks with
a view lo ascertaining whether undue use is being made of bank
credit for the speculative carrying of or trading in securities, real
eslate, or commodilies, or for any other purpose inconsisten! with
the maintenance of sound credit conditions; and, in determining
whether to grant or refuse advances, rediscounts or other credil ac-
commodations, the Federal reserve bank shall give consideration to
such information. The chairman of the Federal reserve bank shall
report lo the Federal Reserve Board any such undue use of bank credil
by any member bank, together with his recommendation. Whenever,
in the judgment of the Federal Reserve Board, any member bank is
making such undue use of bank credit, the Board may, tn its discre-
tion, after reasonable notice and an opportunity for a hearing, suspend
such bank from the use of the credit facilities of the Federal Reserve
System and may terminate such suspenston or may rencw it from
time lo time. {12 US.C. §301)

* The Bnnking"Act of 1935 pravided that ofter the date of that Act the words ‘‘Federal
Reserve Board”, wherever they formerly appeared in the Federal Reserve Act or other acts
of Congress, were changed to read “Board of Governors of the Federal Reserve System.”
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SECTION 9

Act of June 21, 1917 (40 Stat. 232):

[13]

=+ + Subject to the provisions of this Act and to the
regulations of the board made pursuant thereto, any bank becom-
ing a member of the Federal Reserve System shall retain its full
charter and statutory rights as a State bank or trust company,
and may continue to ezercise all corporate powers granted it by
the State in which it was created, and skall be entitled to all priv-
ileges of member banks: Provided, however, That no Federal re-
serve bank shall be permitted to discount for any State bank or
trust company notes, drafts, or bills of ezchange of any one bor-
rower who is liable for borrowed money to such State bank or
trust company in an amount greater than ten per centum of the
capital and surplus of such State bank or trust company, but the
discount of bills of exchange drawn against actually existing value
and the discount of commercial or business paper actually owned
by the person negotiating the same shall not be considered as
borrowed money within the meaning of this section. The Federal
reserve bank, as a condition of the discount of notes, drafts, and
bills of exchange for such State bank or trust company, shall re-
quire a certificate or guaranty to the effect that the borrower is
not liable to suck bank in excess of the amount provided by this
section, and will not be permitted to become liable in excess of this
amount while such notes, drafts, or bills of exchange are under
discount with the Federal reserve bank.

Act of July 1, 1922 (42 Stat. 821):
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* * * Subject to the provisions of this Act and to the regula-
tions of the board made pursuant thereto, any bank becoming
a member of the Federal Reserve System shall retain its full
charter and statutory rights as a State bank or trust company,
and may continue to exercise all corporate powers granted it by
the State in which it was created, and shall be entitled to all
privileges of member banks: Provided, howevelj, That no Fed-
eral reserve bank shall be permitted to discount for any State
bank or trust company notes, drafts, or bills of exchange of any
one borrower who is liable for borrowed money to such State
bank or trust company in an amount greater than tem per
eent—umeféhee&pib&lende&rpluseﬁsuehsmb&nkerw
eompany; but the diseount of bills of exehange dem egeinst
aetually existing value and the diseount of eemmefem-l or busi-
shall net be eonsidered es borrowed meney within the meaning
of this seetion that which could be borrowed lawfully from .su.ch
State bank or trust companu were it 6 national banking associa-

tion, * * * [12 USC. § 330]

Federal Reserve Bank of St. Louis
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SECTION 10(a)

Act of February 27, 1932 (47 Stat. 56):

[1] Sec. 10. (a) Upon receiving the consent of not less than five
members of the Federal Reserve Board, any Federal reserve bank
may make advances, in such amount as the board of directors of
such Federal reserve bank may determine, to groups of five or
more member banks within its district, a majority of them inde-
pendently owned and controlled, upon their time or demand prom-
issory notes, provided the bank or banks which receive the pro-
ceeds of such advances as herein provided have no adequate
amounts of eligible and acceptable assets available to enable such
bank or banks to obtain sufficient credit accommodations from
the Federal reserve bank through rediscounts or advances other
than as provided in section 10(b). The liability of the individual
banks in each group must be limited to such proportion of the
total amount advanced to such group as the deposit liability of the
respective banks bears to the aggregate deposit liability of all
banks in such group, but such advances may be made to a lesser
number of such member banks if the aggregate amount of their
deposit liability constitutes at least 10 per centum of the entire
deposit liability of the member banks within such district. Such
banks shall be authorized to distribute the proceeds of such loans
to such of their number and in such amount as they may agree
upon, but before so doing they shall require such recipient banks
to deposit with a suitable trustee, representing the entire group,
their individual notes made in favor of the group protected by
such collateral security as may be agreed upon. Any Federal
reserve bank making such advance shall charge interest or dis-
count thereon at a rate not less than 1 per centum above its dis-
count rate in effect at the time of making such advance. No such
note upon which advances are made by a Federal reserve bank
under this section shall be eligible under section 16 of this Act as
collateral security for Federal reserve notes. [12 US.C. § 347a]

{2] No obligations of any foreign government, individual, partner-
ship, association, or corporation organized under the laws thereof
shall be eligible as collateral security for advances under this
section. [12 US.C. § 347a]

[81 Member banks are authorized to obligate themselves in accord-
ance with the provisions of this section. [12 U.S.C. § 347a]

SECTION 10(b)

Act of February 27, 1932 (47 Stat. 56):

[1] _Sec. 10. (b) Until March 3, 1938, and in exceptional and ezigent
ctrcum:stances, and when any member bank, having a capital of not
exceeding $5,000,000, has no further eligible and acceptable assets
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available to enable it to obtain adequate credit accommodations
through rediscounting at the Federal reserve bank or any other
method provided by this Act other than that provided by section
10(a), any Federal reserve bank, subject tn each case to
affirmative action by not less than five members of the Federal
Reserve Board, may make advances to such member bank on its
time or demand promissory notes secured to the satisfaction of
such Federal reserve bank: Provided, That (1) each such note
shall bear interest at a rate not less than ! per centum per annum
higher than the highest discount rate in effect at such Federal
reserve bank on the date of such note; (%) the Federal Reserve
Board may by regulation limit and define the classes of assets
which may be accepted as security for advances made under au-
thority of this section; and (8) no note accepted for any such ad-
vance shall be eligible as collateral security for Federal reserve
notes.

No obligations of any foreign government, individual, partner-
ship, association, or corporation organized under the laws thereof
shall be eligible as collateral security for advances under this
section.

Act of February 3, 1933 (47 Stat. 794):

Sec. 10. (b) Until March 3, $933 1934, and in exceptional and
exigent circumstances, and when any member bank, having a
capital of not exceeding $5,000,000, has no further eligible and
acceptable assets available to enable it to obtain adequate credit
accommodations through rediscounting at the Federal reserve
bank or any other method provided by this Act other than that
provided by section 10 (a), any Federal reserve bank, subject in
each case to affirmative action by not less than five members of
the Federal Reserve Board, may make advances to such member
bank on its time or demand promissory notes secured to the
satisfaction of such Federal reserve bank: Provided, That (1)
each such note shall bear interest at a rate not less than 1 per
centum per annum higher than the highest discount rate in effect
at such Federal reserve bank on the date of such note; (2) the
Federal Reserve Board may by regulation limit and define the
classes of assets which may be accepted as security for advances
made under authority of this section; and (3) no note accepted
for any such advance shall be eligible as collateral security for
Federal reserve notes.

Act of March 9, 1933 (48 Stat. 1):

SEc. 10:(b). Until Merek 3; 1934; and iln exceptional and exi-
gent circumstances, and when any member bank; having e

cepital of net exceeding 85;000;800; has no further eligible and

acceptable assets available to enable it to obtain adequate credit
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accommodations through rediscounting at the Federal reserve
bank or any other method provided by this Act other than that
provided by section 10(a), any Federal reserve bank, subjeet in
each ease to affirmative aetion by net less than five members of
under rules and regulations prescribed by the Federal Reserve
Board, may make advances to such member bank on its time
or demand premissery notes secured to the satisfaction of such
Federal reserve bank:. Rrovided; Fhet (1) eFach such note shall
bear interest at a rate not less than 1 per centum per annum
higher than the highest discount rate in effect at such Federal
reserve bank on the date of such notes. {2} the Federal Reserve
Board mey by regulation limit end define the elpsses of assets
whieh mey be secepted as seeurity for advanees made under
euthority of this seetion: and (3) 8o nete sceepted for eny sueh
edvanee shall be eligible as ecollateral seeurity for Federnl reserve
nmotes: No advance shall be made under this section after March 3,
1934, or afler the expiralion of such additional period nol exceeding
one year as the President may prescribe.

Neo oblizationa of any {oreign government; individual; partner-
Bh'i?; QSSBEI.Ebi.BH, oFr eof PO‘F&H.‘OR efgmd. H'ﬁd’e'l' {-he ;ﬂ"ﬁ'ﬂ t-hereef
shell be eligible as eollateral seeurity for edvanees under this
seetion-

Act of August 23, 1935 (49 Stat. 684):

Sec. 10(b). In exeeptienal end exigent eireumstances; and
when eny member bank hes po further eligible and aceeptable
escets available to enable it to ebtein adequate eredit aceomme-
detiens threugh rediseounting at the Federal reserve benk or
eny other method provided by this Aet other then thet pro-
¥ided by seetion 16(a); edny Federal # Reserve bank, under rules
and regulations prescribed by the Federal Reserve Board of
Governors of the Federal Reserve System, may make advances to
suek any member bank on its time or demand notes having
maturites of not more than four months and which are secured to
the satisfaction of such Federsl #Reserve bank. Each such note
shall bear interest at a rate not less than one-half of 1 per centum
per annum higher than the highest discount rate in effect at
such Federal zReserve bank on the date of such note. Ne ed-
venee shall be made under this seetion after Mareh 3; 1034; oF
year 6o the President may preseribe- [12 US.C. §317b]

SECTION 11

Original Act:

Sec. 11. The Federal Reserve Board shall be authorized and
empowered: [12 U.S.C. § 248]
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* * * * *

(b) To permit, or, on the affirmative vote of at least five mem-
bers of the Reserve Board to require Federal reserve banks to re-
discount the discounted paper of other Federal reserve banks at
rates of interest to be fixed by the Federal Reserve Board.

[12 US.C. §248(b)]

(¢) To suspend for a period not exceeding thirty days, and from
time to time to renew such suspension for periods not exceeding
fifteen days, any reserve requirements specified in this Act: Pro-
vided, That it shall establish a graduated tax upon the amounts
by which the reserve requirements of this Act may be permitted
to fall below the level hereinafter specified: And provided further,
That when the gold reserve held against Federal reserve notes
falls below forty per centum, the Federal Reserve Board shall
establish a graduated tax of not more than one per centum per
annum upon such deficiency until the reserves fall to thirty-two
and one-half per centum, and when said reserve falls below thirty-
two and one-half per centum, a tax at the rate increasingly of not
less than one and one-half per centum per annum upon each two
and one-half per centum or fraction thereof that such reserve falls
below thirty-two and one-half per centum. The tax shall be paid by
the reserve bank, but the reserve bank shall add an amount equal to
said tax to the rates of interest and discount fixed by the Federal
Reserve Board.

Act of September 7, 1916 (39 Stat. 752):
[14]  (m) Upon the affirmative vote of not less than five of its members

the Federal Reserve Board shall have power, from time to time, by
general ruling, covering all districls alike, to permit member banks to
carry in the Federal reserve banks of their respective districts any por-
tion of their rescrves now required by section ninefeen of this Act to
be held in their own vaulls.

Act of March 3, 1919 (40 Stat. 1314, 1315):
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(m) Upon the affirmative vote of not less than five of its mem-
bers the Federal Reserve Board shall have power; from time to
4ime; by general ruling; eovering all distriets alike; to permit mem-
ber banks to earry in the Federal reserve banks of their respeetive
distriets any portion of their reserves now required by seetion nine-
teen of this Aet to be held in their own vaults to discount for any
member bank notes, drafts, or bills of exchange bearing the signalure
or endorsement of any one borrower in excess of the amount permilled
by section nine and section thirteen of this Act, but in no case lo exceed
twenly per centum of the member bank’s capital and surplus: Provided,
however, That all such noles, drafts, or bills of exchange discounted
for any member bank in ezcess of the amount permilted under such
sections shall be secured by not less than a like face amount of bonds or
notes of the United States issued since April twenty-fourth, nineteen
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hundred and seventeen, or certificates of indebtedness of the United
States: Provided further, That the provisions of this subseclion (m)
shall not be operative after December thirty-first, nineteen hundred and
twenty.

Act of February 27, 1921 (41 Stat. 1146):

(m) Upon the affirmative vote of not less than five of its mem-
bers, the Federal Reserve Board shall have power to permit Federal
reserve banks to discount for any member bank notes, drafts, or
bills of exchange bearing the signhature or endorsement of any one
borrower in excess of the amount permitted by section rine 9 and
section #kirteen 13 of this Act, but in no case to exceed twenty 20
per centum of the member bank’s capital and surplus: Provided,
however, That all such notes, drafts, or bills of exchange discounted
for any member bank in excess of the amount permitted under such
sections shall be secured by not less than a like face amount of
bonds or notes of the United States issued since April twenty-fourtl;
nineteen hundred and seventeen; 24, 1917, for which the borrower
shall in good faith prior to January 1, 1921, have paid or agreed to
pay not less than the full face amount thereof, or certificates of in-
debtedness of tue United States: Provided further, That the provi-
sions of this subsection (m) shall not be operative after Peeerrber
thirty-firsby nineteon hundred and tweniy Oclober 31, 1921.

Act of June 16, 1933 (48 Stat. 162, 167):

(m) Upon the affirmative vote of not less than five siz of its
members; the Federal Reserve Board shall have power to pewmit
Federal reserve banks to diseount for any member bank neobesr
drafte; or bills of exchange bearing the signature o endorsement
of any ene borrower in excess of the amount permitted by seetion
9 and seelion 13 of this Aet; but in neo ease-to exceed 20 per eentum
of the member bank’s eapitel and surplus: Rrovided; however, That
all suek neoleo; deafie; or bills of exchange diseounted for any mem—
ber benk in exeess of the ameunt permitted under sueh seetions
shall be sesured by not lese than e like face ameount of bonds or
notes of the United States issued sinee April 24 1917; for which
the berrower shall in goed faith prior to January I; 1921 have paid
or agreed to pay not less than the full faee amount thereof; or eer-
tifieates of indebtedness of the United States: Provided furthers
That the provicions of this subseetion (m) shall not be operative
after Oetober 31; 1921 fiz from time lo time for each Federal reserve
district the percentage of individual bank capital and surplus which
may be represented by loans secured by stock or bond collateral made
by member banks within such district, but no such loan shall be made
by any such bank to any person in an amount in excess of 10 per centum
of the unimpaired capital and surplus of such bank. Any percentage so
ﬁ..‘ted by the Federal Reserve Board shall be subject to change from
time to time upon ten days’ notice, and it shall be the duly of the Board
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lo establish such percentages with a view lo preventing the undue use
of bank loans for the speculative carrying of securities. The Federal
Reserve Board shall have power to direct any member bank to refrain
Jrom further increase of its loans secured by stock or bond collateral for
any period up to one year under penally of suspension of all rediscount
privileges al Federal reserve banks.

Act of August 23, 1935 (49 Stat. 684, 713):

(m) Upon the affirmative vote of not less than six of its mem-
bers the Federal Reserve Board of Governors of the Federal Reserve
System shall have power to fix from time to time for each Federal
reserve district the percentage of individual bank capital and sur-
plus which may be represented by loans secured by stock or bond
collateral made by member banks within such district, but no such
loan shall be made by any such bank to any person in an amount
in excess of 10 per centum of the unimpaired capital and surplus
of such bank: Provided, That with respect lo loans represenied by
obligations in the form of noles secured by not less than a like amount
of bonds or notes of the United Stales tssued since April 24, 1917, cer-
lificates of indebledness of the United Slates, Treasury Wills of the
Unilted States, or obligalions fully guaranteed botk as to principal and
interest by the United Stales, such limitation of 10 per centum on loans
lo any person shall not apply, bul Stale member banks shall be subject
lo the same limitations and conditions as are applicable in the case of
national banks under paragraph (8) of section 5200 of the Revised
Statules, as amended (U. 8. C., Supp. VII, title 12, sec. 84). Any
percentage so fixed by the Federal Reserve Board of Governors of
the Federal Reserve System shall be subject to change from time
to time upon ten days' notice, and it shall be the duty of the Board
to establish such percentages with a view to preventing the undue
use of bank loans for the speculative carrying of securities. The
Eederal Reserve Board of Governors of the Federal Reserve System
shall have power to direct any member bank to refrain from further
increase of its loans secured by stock or bond collateral for any
period up to one year under penalty of suspension of all rediscount
privileges at Federal reserve banks.

Act of June 12, 1945 (59 Stat. 237):
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(c) * * * And provided further, That when the geld reserve
held against Federal reserve notes falls below feréy £5 per centum,
the Board of Governors of the Federal Reserve System shall estab-
lish a graduated tax of not more than ese I per centum per annum
upon such deficiency until the reserves fall to shisty-bwe and one-
half 20 per centum, and when said reserve falls below thirty-twe
and ene-half 20 per centum, a tax at the rate increasingly of not
less than ese and ene-half 7 1/2 per centum per annum upon each
twe and enehelf 2 1/2 per centum or fraction thereof that such
reserve falls below Hhirby—twe and enehalf 20 per centum. The tax
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shall be paid by the #Reserve bank, but the #Reserve bank shall
add an amount equal to said tax to the rates of interest and dis-
count fixed by the Board of Governors of the Federal Reserve
System.

Act of September 9, 1959 (73 Stat. 487, 488):

{14]

(m) * * * Provided, That with respect to loans represented
by obligations in the ferm of netes secured by not less than a like
amount of bonds or notes of the United States issued since
April 24, 1917, certificates of indebtedness of the United States,
Treasury bills of the United States, or obligations fully guaran-
teed both as to principal and interest by the United States, such
limitations of 10} per centum on loans to any person shall not
apply, but State member banks shall be subject to the same limita-
tions and conditions as are applicable in the case of national banks
under paragraph (8) of section 5200 of the Revised Statutes, as
amended (U.S.C., Supp. VI, title 12, sec. 84). * * *

[12 US.C. §248(m)]

Act of March 18, 1968 (82 Stat. 50):

[4]

(¢) To suspend for a period not exceeding thirty days, and from
time to time to renew such suspension for periods not exceeding
fifteen days, any reserve requirements specified in this Act?
Provided; Fhat it shall establish & graduated tax upon the amouris
to fall below the level hereinalter speecified: And provided further;
below 25 per eentusy; the Beard of Governom of the Federel
Reserve System shall establivh o gradunted tax of not nrore than
eentiunr & tax ab the sate incoreasely of not less than 3 1/8 per
eentt per anmin upen eseh 2 +/2 per eentn or fracten
afrotnt erqunl to wnid tax to the rates of hrterest and diseount
fixed by the Board of Governor of the Federnl Reserve System:
112 US.C. § 248(c) ]

SECTION 13

Original Act

[2]

Upon the indorsement of any of its member banks, with a
waiver of demand, notice and protest by such bank, any Federal
reserve bank may discount notes, drafts, and bills of exchange
arising out of actual commercial transactions; that is, notes,
drafts, and bills of exchange issued or drawn for agricultural, in-
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[6]

[5]

(7]

[9]

[10]

FR ACT: TEXTUAL CHANGES

dustrial, or commercial purposes, or the proceeds of which have
been used, or are to be used, for such purposes, the Federal Re-
serve Board to have the right to determine or define the charac-
ter of the paper thus eligible for discount, within the meaning of
this Act. Nothing in this Act contained shall be construed to pro-
hibit such notes, drafts, and bills of exchange, secured by staple
agricultural products, or other goods, wares, or merchandise from
being eligible for such discount; but such definition shall not in-
clude notes, drafts, or bills covering merely investments or issued
or drawn for the purpose of carrying or trading in stocks, bonds, or
other investment securities, except bonds and notes of the Govern-
ment of the United States. Notes, drafts, and bills admitted to
discount under the terms of this paragraph must have a maturity
at the time of discount of not more than ninety days: Provided,
That notes, drafts, and bills drawn or issued for agricultural pur-
poses or based on live stock and having a maturity not exceed-
ing six months may be discounted in an amount to be limited to a
percentage of the capital of the Federal reserve bank, to be ascer-
tained and fixed by the Federal Reserve Board.

Any Federal reserve bank may discount acceptances which are
based on the importation or exportation of goods and which have
a maturity at time of discount of not more than three months, and
indorsed by at least one member bank. The amount of accept-
ances so discounted shall at no time exceed one-half the paid-up
capital stock and surplus of the bank for which the rediscounts
are made.

The aggregate of such notes and bills bearing the signature or
indorsement of any one person, company, firm, or corporation re-
discounted for any one bank shall at no time exceed ten per
centum of the unimpaired capital and surplus of said bank; but
this restriction shall not apply to the discount of bills of exchange
drawn in good faith against actually existing values.

Any member bank may accept drafts or bills of exchange drawn
upon it and growing out of transactions involving the importation
or exportation of goods having not more than six months sight to
run; but no bank shall accept such bills to an amount equal at any
time in the aggregate to more than one-half its paid-up capital
stock and surplus.

Section fifty-two hundred and two of the Revised Statutes of
the United States is hereby amended so as to read as follows:
No national banking association shall at any time be indebted,
or in any way liable, to an amount exceeding the amount of its
capital stock at such time actually paid in and remaining undi-
minished by losses or otherwise, except on account of demands of
the nature following:

Fifth. Liabilities incurred under the provisions of the Federal
Reserve Act.

The rediscount by any Federal reserve bank of any bills re-
ceivable and of domestic and foreign bills of exchange, and of
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acceptances authorized by this Act, shall be subject to such re-
strictions, limitations, and regulations as may be imposed by the
Federal Reserve Board.

Act of March 3, 1915 (38 Stat. 958):

(6]

[7]

Any Federal reserve bank may discount acceptances which
are based on the importation or exportation of goods and which
have a maturity at time of discount of not more than three
months; and indorsed by at lenst one member bank. The
amount of acceptances so discounted shall at no time exceed one-
half the paid up and unimpaired capital stock and surplus of
the bank for which the rediscounts are made, except by authority
of the Federal Reserve Board, under such general regulations as
said board may prescribe, but not to exceed the capital stock and
surplus of such bank.

- L 2 - L -

Any member bank may accept drafts or bills of exchange drawn
upon it and growing out of transactions involving the importa-
tion or exportation of goods having not more than six months’
sight to run; but no bank shall accept such bills to an amount
equal at any time in the aggregate to more than one-half of its
paid-up and unimpaired capital stock and surplus, except by
authority of the Federal Reserve Board, under such general regula-
tions as said board may prescribe, but not to exceed the capital stock
and surplus of such bank, and such regulations shall apply to all
banks alike regardless of the amount of capital stock and surplus.

Act of September 7, 1916 (39 Stat, 752):

(2]

Upon the indorsement of any of its member banks, with which
shall be deemed a waiver of demand, notice and protest by such
bank as to its own indorsement exclusively, any Federal reserve
bank may discount notes, drafts, and bills of exchange arising
out of actual commercial transactions; that is, notes, drafts, and
bills of exchange issued or drawn for agricultural, industrial, or
commercial purposes, or the proceeds of which have been used,
or are to be used, for such purposes, the Federal Reserve Board
to have the right to determine or define the character of the
paper thus eligible for discount, within the meaning of this Act.
Nothing in this Act contained shall be construed to prohibit
such notes, drafts, and bills of exchange, secured by staple agri-
cultural produots, or other goods, wares, or merchandise from
being eligible for such discount; but such definition shall not in-
clude notes, drafte, or bills covering merely investments or issued
or drawn for the purpose of carrying or trading in stocks, bonds,
or other investment securities, except bonds and notes of the
G9vemment of the United States. Notes, drafts, and bills ad-
mitted to discount under the terms of this paragraph must have
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a maturity at the time of discount of not more than ninety days,
exclusive of days of grace: Provided, That notes, drafts, and bills
drawn or issued for agricultural purposes or based on live stock
and having a maturity not exceeding six months, exclusive of
days of grace, may be discounted in an amount to be limited to a
percentage of the eapital assets of the Federal reserve bank, to
be ascertained and fixed by the Federal Reserve Board.

The aggregate of such notes, drafts, and bills bearing the sig-
nature or indorsement of any one borrower, whether a person, com-
pany, firm, or corporation, rediscounted for any one bank shall
at no time exceed ten per centum of the unimpaired capital and
surplus of said bank; but this restriction shall not apply to the
discount of bills of exchange drawn in good faith against actually
existing values.

Any Federal reserve bank may discount acceptances shieh
are based on the importation or expertation of goods and of the
kinds hereinafter described, which have a maturity at the time
of discount of not more than three months' sight, ezclusive of
days of grace, and which are indorsed by at least one member
bank. The ameount ef aeceptances so diseounted shell et me
and surplus of the benk for which the rediseounts are made;
exeept by eutherity of the Federal Reserve Board; under sueh
general reguletions as seid beerd mey preseribe; bub net te
exceed the eapitel stoel end surplus of suech banrk:

Any member bank may accept drafts or bills of exchange
drawn upon it having not more than siz months’ sight to run, ex-
clusive of days of grace, and grewing wkich grow out of transactions
involving the importation or exportation of goods heviag neé
mere then six months’ sight o pun; or which grow out of transac-
tions invelving the domesiic shipment of goods provided shipping
documents conveying or securing title are atlached at the time of
acceplance; or which are secured at the time of acceplance by a
warehouse receipt or other such document conveying or securing litle
covering readily marketable staples. No member bank shall accept,
whether in a foreign or domestic transaction, for any one person,
company, firm, or corporation to an amount equal at any tz'me. n
the aggregate to more than ten per cent of ils paid-up and unémpaired
capital stock and surplus unless the bank is secured either by at-
tached documents or by some other actual security growing out of the
same {ransaclion as the acceptance but and no bank shall accept
such bills to an amount equal at any time in the aggregate to
more than one-half of its paid-up and unimpaired capital stock
and surplus; exeept by autherity of the Federal ReseneBom'd;
under sueh generel regulations ae seid beard mey preseribe; but
not to exeeed the enpitel steek and surplus of sueh banlk; and
sueh regulations shall epply to all banles alike repardless of the
emount of eapital stoek end surplus.

Any Federal reserve bank may make advances to its member
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[10]

[12]

banks on their promissory notes for a period not exceeding fifteen
days at rates to be established by such Federal reserve banks,
subject to the review and determination of the Federal Reserve
Board, provided such promissory notes are secured by such notes,
drafts, bills of exchange, or bankers’ acceptances as are eligible
for rediscount or for purchase by Federal reserve banks under the
provisions of this Act, or by the deposit or pledge of bonds or
notes of the United States.

- L] * L] *

The discount and rediscount and the purchase and sale by any
Federal reserve bank of any bills receivable and of domestic and
foreign bills of exchange, and of acceptances authorized by this
Act, shall be subject to such restrictions, limitations, and regu-
lations as may be imposed by the Federal Reserve Board.

L - L ] L2 *

Any member bank may accept drafts or bills of exchange
drawn upon it having not more than three months’ sight to run,
exclusive of days of grace, drawn under regulations to be pre-
scribed by the Federal Reserve Board by banks or bankers in
foreign countries or dependencies or insular possessions of the
United States for the purpose of furnishing dollar exchange as
required by the usages of trade in the respective countries, de-
pendencies, or insular possessions. Such drafts or bills may be
acquired by Federal reserve banks in such amounts and subject
to such regulations, restrictions, and limitations as may be pre-
scribed by the Federal Reserve Board: Provided, however, That
no member bank shall accept such drafts or bills of exchange re-
ferred to * this paragraph for any one bank to an amount exceed-
ing in the aggregate ten per centum of the paid-up and unimpaired
capital and surplus of the accepting bank unless the draft or bill
of exchange is accompanied by documents conveying or securing
title or by some other adequate security: Provided further, That
no member bank shall accept such drafts or bills in an amount
exceeding at any time the aggregate of one-half of its paid-up and
unimpaired capital and surplus.

Act of June 21, 1917 (40 Stat. 232):

7]

Any member bank may accept drafts or bills of exchange drawn
upon it having not more than six months? sight to run, exclusive
of days of grace, which grow out of transactions involving the
importation or exportation of goods; or which grow out of transac-
tions involving the domestic shipment of goods provided shipping
documents conveying or securing title are attached at the time of
acceptance; or which are secured at the time of acceptance by a
warehouse receipt or other such document conveying or securing
title covering readily marketable staples. No member bank shall
accept, whether in a foreign or domestic transaction, for any one
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person, company, firm, or corporation to an amount equal at any
time in the aggregate to more than ten per centum of its paid-up
and unimpaired capital stock and surplus, unless the bank is
secured either by attached documents or by some other actual
security growing out of the same transaction as the acceptance;
and no bank shall accept such bills to an amount equal at any
time in the aggregate to more than one-half of its paid-up and
unimpaired capital stock and surplus: Provided, however, That
the Federal Reserve Board, under such general regulations as it
may prescribe, which shall apply to all banks alike regardless of
the amount of capital stock and surplus, may authorize any mem-
ber bank to accept such bills to an amount not exceeding at any
time in the aggregate one hundred per centum of its paid-up and
unimpaired capital stock and surplus: Provided, further, That the
aggregate of acceptances growing out of domestic transactions
shall in no event exceed fifty per centum of such capital stock
and surplus. |12 US.C. § 372]

Act of March 4, 1923 (42 Stat. 1454) :
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(2]

(4]

* * * Nothing in this Act contained shall be construed to pro-
hibit such notes, drafts, and bills of exchange, secured by staple
agricultural products, or other goods, wares, or merchandise from
being eligible for such discount, and the noles, drafis, and bills of
exchange of factors issued as such making advances exclusively to
producers of staple agricultural products in their raw siate shall be
eligible for such discount; but such definition shall not include
notes, drafts, or bills covering merely investments or issued or
drawn for the purpose of carrying or trading in stocks, bonds,
or other investment securities, except bonds and notes of the
Government of the United States. Notes, drafts, and bills ad-
mitted to discount under the terms of this paragraph must have
a maturity at the time of discount of not more than sinety 90 days,
exclusive of days of grace: Previded; Thet notes; drafts; end
bills drawn or issued for agrieultural purpeses or based on live
stoek end having o maturity net exceeding six months; exelusive
of deys of graee; may be discounted in en amount to be limited
to & pereentage of the ascets of the Federal reserve banlk; t6 be
aceertained end fxed by the Federal Reserve Beard,

[12 US.C. §343] _

Upon the indorsement of any of its member banks, which shall
be deemed a waiver of demand, notice, and protest by such bank
as to ils own indorsement exclusively, and subject to regulations
and limitations to be prescribed by the Federal Reserve Board,
any Federal reserve bank may discount or purchase bills of ez-
change payable at sight or on demand which are drawn to finance
the domestic shipment of nonperishable, readily marketable staple
agricultural products and are secured by bills of lading or other
shipping documents conveying or securing title to such staples:
Provided, That all such bills of exchange shall be forwarded
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promptly for collection, and demand for payment shall be made
with reasonable promptness after the arrival of such staples at
their destination: Provided further, That no such bill shall in any
event be held by or for the account of a Federal reserve bank for a
period in excess of 90 days. In discounting such bills Federal
reserve banks may compute the interest to be deducted on the
basis of the estimated life of each bill and adjust the discount after
payment of such bills to conform to the actual life thercof.
® L 4 * - -

[6] Any Federal reserve bank may discount acceptances of the
kinds hereinafter described, which have a maturity at the time
of discount of not more than three months® 90 days' sight, exclu-
sive of days of grace, and which are indorsed by at least one
member bank: Provided, That such acceplances if drawn for an
agricultural purpose and secured at the lime of acceptance by ware-
house receipts or olher such documenls conveying or securing tille
covering readily marketable staples may be discounied with a ma-
turity at the time of discount of not more than siz months’ sight
ezclusive of days of grace.

Act of May 29, 1928 (45 Stat. 975): [12 U.s.C. § 346]

[4] TUpon the indorsement of any of its member banks, which shall
be deemed a waiver of demand, notice, and protest by such bank
as to its own indorsement exclusively, and subject to regulations
and limitations to be prescribed by the Federal Reserve Board,
any Federal reserve bank may discount or purchase bills of
exchange payable at sight or on demand which are drewn te
finanee grow out of the domestic shipment or the czportation of
nonperishable, readily marketable steple agricultural preduets
and other staples and are secured by bilis of lading or other ship-
ping documents conveying or securing title to such staples: Pro-
vided, That all such bills of exchange shall be forwarded promptly
for collection, and demand for payment shall be made with rea-
sonable promptness after the arrival of such staples at their
destination: Provided further, That no such bill shall in any
event be held by or for the account of a8 Federal reserve bank for
a period in excess of 90 ninefy days. In discounting such bills
Federal reserve banks may compute the interest to be deducted
on the basis of the estimated life of each bill and adjust the dis-
count after payment of such bills to conform to the actual life
thereof. {12 U.S.C. § 344]

Act of April 12, 1930 (46 Stat. 162):

[5] The aggregate of sueh notes, drafts, and bills bearing the sig-
neture or indorcement of any one borrowes;, whether & person;
eompeny; firm; or eorporatior upon which any person, copariner-
ship, association, or corporation i liable as maker, acceplor, indorser,
drawer, or guarantor, rediscounted for any ene member bank, shall

at no time exceed ter per centum of the unimpeired eapital and
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e*&sh?g.vﬂues the amount for which such person, copartnership,
association, or corporation may lawfully become liable to & national
banking association under the terms of section 5800 of the Revised
Statutes, s amended: Provided, however, That nothing in this
paragraph shall be construed to change the character or class of
paper now eligible for rediscount by Federal reserve banks.

|12 U.S.C. §345)

Act of May 19, 1932 (47 Stat. 159):

Any Federal reserve bank may make advances to its member
banks on their promissory notes for a period not exceeding fifteen
days at rates to be established by such Federal reserve banks,
subject to the review and determination of the Federal Reserve
Board, provided such promissory notes are secured by such
notes, drafts, bills of exchange, or bankers' acceptances as are
eligible for rediscount or for purchase by Federal reserve banks
under the provisions of this Act, or by the deposit or pledge of
bonds or notes of the United States, or by the deposit or pledge
of debentures or other such obligations of Federal intermediate credit
banks which are eligible for purchase by Federal reserve banks
under seclion 13(a) of this Act.

Act of July 21, 1932 (47 Stat. 709):

In unusual and exigent circumstances, the Federal Reserve
Board, by the affirmative vote of not less than five members, may
authorize any Federal reserve bank, during such periods as the
said board may determine, at rates established in accordance with
the provisions of section 14, subdivision (d), of this Act, to dis-
count for any individual, partnership, or corporation, notes, drafts,
and bills of exchange of the kinds and maturities made eligible
for discount for member banks under other provisions of this Act
when such notes, drafts, and bills of ezxchange are indorsed and
otherwise secured to the satisfaction of the Federal reserve bank:
Provided, That before discounting any such note, draft, or bill of
ezchange for an individual or a partnership or corporation the
Federal reserve bank shall obtain evidence that such individual,
partnership, or corporation is unable to secure adequate credit ac-
commodations from other banking institutions. All such discounts
for individuals, partnerships, or corporations shall be subject to
such limitations, restrictions, and regulations as the Federal Re-

serve Board may prescribe.

Act of March 9, 1933 (48 Stat. 1):
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Subject to such limitations, restrictions and regulations as the
Federal Reserve Board may prescribe, any Federal reserve ba_nk
may make advances to any tndividual, partnership or corporation
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on the promissory notes of such individual, partnership or cor-
poration secured by direct obligations of the United States. Such
advances shall be made for periods not exceeding 90 days and shall
bear interest at rates fixed from time to time by the Federal re-
serve bank, subject to the review and determination of the Federal
Reserve Board.

Act of May 12, 1933 (48 Stat. 31):

(8]

Any Federal reserve bank may make advances to its member
banks on their promissory notes for a period not exceeding fifteen
days at rates to be established by such Federal reserve banks,
subject to the review and determination of the Federal Reserve
Board, provided such promissory notes are secured by such notes,
drafts, bills of exchange, or bankers' acceptances as are eligible for
rediscount or for purchase by Federal reserve banks under the
provisions of this Act, or by the deposit or pledge of bonds or
notes of the United States, or by the deposit or pledge of de-
bentures or other such obligations of Federal intermediate credit
banks which are eligible for purchase by Federal reserve banks
under section 13(a) of this Act, or by the deposit or pledge of
bonds tssued pursuant to the paragraph added to section 32 of the
Federal Farm Loan Act, as amended by section 21 of the Emer-
gency Farm Mortgage Act of 1933.

Act of June 16, 1933 (48 Stat, 162):

(8]

Any Federal reserve bank may make advances for periods
not exceeding fifteen days to its member banks on their promissory
notes for & peried not exeeeding fifteen days at rates to be estab-
Hshed by such Federal reserve banks; subjeet to the review end
Promissery netes are secured by sueh notes; deafts; billo of ex-
ehange; or bankers’ aceeptanees &5 are eligible for rediseount of
for purehase by Federal reserve banks under the previsiens ef
this Aet; or by the deposit or pledge of bonds e#, notes, certificates
of indebledness, or Treasury bills of the United States, or by the
deposit or pledge of debentures or other such obligations of
Federal intermediate credit banks which are eligible for purchase
by Federal reserve banks under section 13(a) of this Act;; and
any Federal reserve bank may make advances for periods not exceed-
ing ninety days Lo its member banks on their promissory notes
secured by such noles, drafts, bills of exchange, or bankers' ac-
ceptances as are eligible for rediscount or for purchase by Fed-
eral reserve banks under the provisions of this Act e by the
depesit or pledge of bonds issued pursuent te the paregreph
edded to seetion 32 of the Federel Farm Loan Aet; as amended
by seetion 2t of the Emergeney Form Morigage Aet of 1933.

AU such advances shall be made at rates to be established by such
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Federal reserve banks, such rates to be subject to the review and
determination of the Federal Reserve Board. If any member bank
to which any such advance has been made shall, during the life or
continuance of such advance, and despite an afficial warning of the
reserve bank of the district or of the Federal Reserve Board to the
contrary, increase ils outstanding loans secured by collateral in the
Jorm of stocks, bonds, debentures, or other such obligations, or loans
made to members of any organized stock ezchange, investment house,
or dealer in securities, upon any obligation, note, or bill, secured or
unsecured, for the purpose of purchasing and/or carrying stocks,
bonds, or other investment securities (ezcept obligations of the
United States) such advance shall be deemed immediately due and
payable, and such member bank shall be ineligible as a borrower at
the reserve bank of the district under the provisions of this paragraph
for such period as the Federal Reserve Board shall determine: Pro-
vided, That no temporary carrying or clearance loans made solely
for the purpose of facilitating the purchase or delivery of securities
offered for public subscription shall be included in the loans referred
to in this paragraph.

Act of January 31, 1934 (48 Stat. 344):

(8]

Any Federal reserve bank may make advances for periods not
exceeding fiftcen days to its member banks on their promissory
notes secured by the deposit or pledge of bonds, notes, certificates
of indebtedness, or Treasury bills of the United States, or by the
deposit or pledge of debentures or other such obligations of Fed-
eral intermediate credit banks which are eligible for purchase by
Federal reserve banks under section 13(a) of this Act, or by the
deposit or pledge of Federal Farm Mortgage Corporation bonds
issued under the Federal Farm Mortgage Corporation Act; and
any Federal reserve bank may make advances for periods not
exceeding nincty days to its member banks on their promissory
notes secured by such notes, drafts, bills of exchange, or bankers’
acceptances as are eligible for rediscount or for purchase by Fed-
eral reserve banks under the provisions of this Act. * * *

Act of April 27, 1934 (48 Stat. 643):
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Any Federal reserve bank may make advances for periods not
exceeding fifteen days to its member banks on their promissory
notes secured by the deposit or pledge of bonds, notes, certificates
of indebtedness, or Treasury bills of the United Stah?s, or by the
deposit or pledge of debentures or other such obligations of Fed-
eral intermediate eredit banks which are eligible for purchase by
Federal reserve banks under section 13(a) of this Act, or by the
deposit or pledge of Federal Farm Mortgage Corp_oration bonds
issued under the Federal Farm Mortgage Corporation Act, or by
the deposit or pledge of bonds issued under the provisions of sub-
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section {c) of section 4 of the Home Ouwners’ Loan Act of 1933,
as amended; and any Federal reserve bank may make advances
for periods not exceeding ninety days to its member banks on their
promissory notes secured by such notes, drafts, bills of exchange,
or bankers’ acceptances as are eligible for rediscount or for pur-

chase by Federal reserve banks under the provisions of this Act.
L 2N 2N

Act of June 19, 1934 (48 Stat. 1105):
[9] L 2K 2% 4
Tenth. Liabilities incurred under the provisions of section
18b of the Federal Reserve Act. |12 US.C. §82]

Act of August 23, 1935 (49 Stat. 684):

[3) In unusual and exigent circumstances, the Federal Reserve
Board of Governors of the Federal Reserve System, by the affirmative
vote of not less than five members, may authorize any Federal
reserve bank, during such periods as the said board may deter-
mine, at rates established in accordance with the provisions of sec-
tion 14, subdivision (d), of this Act, to discount for any individual,
partnership, or corporation, notes, drafts, and bills of exchange
of the kinds and maturities made eligible for discount for member
banks under other provisions of this Act when such notes,
drafts, and bills of exchange are indorsed ard or otherwise secured
to the satisfaction of the Federal » Reserve bank: Provided, That
before discounting any such note, draft, or bill of exchange for an
individual or a partnership or corporation the Federal reserve
bank shall obtain evidence that such individual, partnership, or
corporation is unable to secure adequate credit accommodations
from other banking institutions. All such discounts for indi-
viduals, partnerships, or corporations shall be subject to such
limitations, restrictions, and regulations as the Federal Reserve
Board of Governors of the Federal Reserve System may prescribe.
[12 US.C. § 343]

Act of September 21, 1968 (82 Stat. 856):

(8] * * * and any Federal reserve bank may make advances for
periods not exceeding ninety days to its member banks on their
promissory notes secured by such notes, drafts, bills of exchange, or
bankers’ acceptances as are eligible for rediscount or for purchase
by Federal reserve banks under the provisions of this Act, or secured
by such obligations as are eligible for purchase under section 14(b) of
this Act. * * * [12 USC. § 347}

* * L] * ]

[13] Subject to such limitations, restrictions and regulations as the
Board of Governors of the Federal Reserve Systermn may prescribe,
any Federal reserve bank may make advances to any individual,
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pertnership or corporation on the promissory notes of such individ-
ual, partnership or corporation secured by direct obligations of the
United States or by any obligation whick is a direct obligation of, or
fully guaranteed as to principal and interest by, any agency of the
Uniled States. Such advances shall be made for periods not exceeding
90 days and shall bear interest at rates fixed from time to time by
the Federal reserve bank, subject to the review and determination
of the Board of Governors of the Federal Reserve System.

(12 USC. § 347¢]

SECTION 13a

Act of March 4, 1923 (42 Stat. 1454) :
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(1]

(2]

[3]

(4]

Sec. 13a. Upon the indorsement of any of its member banks,
which shall be deemed a waiver of demand, notice, and protest by
such bank as to its own indorsement exclusively, any Federal re-
serve bank may, subject to regulations and limitations to be pre-
scribed by the Federal Reserve Board, discount notes, drafts, and
bills of exchange issued or drawn for an agricultural purpose, or
based upon live stock, and having a maturity, at the time of dis-
count, exclusive of days of grace, not exceeding nine months, and
such notes, drafts, and bills of exchange may be offered as collat-
eral security for the issuance of Federal reserve notes under the
provisions of section 16 of this Act: Provided, That notes, drafts,
and bills of exchange with maturities in excess of sit months shall
not be eligible as a basis for the 1ssuance of Federal reserve notes
unless secured by warehouse receipts or other such negotiable docu-
ments conveying or securing title to readily marketable staple
agricultural products or by chattel mortgage upon live stock which
18 being fattened for market. |12 US.C. § 348]

That any Federal reserve bank may, subject to regulations and
limitations to be prescribed by the Federal Reserve Board, redis-
count such notes, drafts, and bills for any Federal Intermediate
Credit Bank, except that no Federal reserve bank shall rediscount
for a Federal Intermediate Credit Bank any such note or obliga-
tion which bears the indorsement of a nonmember State bank or
trust company which is eligible for membership in the Federal
reserve system, in accordance with section 9 of this Act.

Any Federal reserve bank may also buy and sell debentures and
other such obligations issued by a Federal Intermediate Credit
Bank or by a National Agricultural Credit Corporation, but only
to the same extent as and subject to the same limitations as thase
upon which it may buy and sell bonds issued under Title I' of the
Federal Farm Loan Act. {12 US.C. §350] .

Notes, drafts, bills of exchange or acceptances issued or drawn
by cooperative marketing associations composed ¢_)j producers of
agricultural products shall be deemed to have been wsu.ed or qraw‘n
for an agricultural purpose, within the meaning of this section, if
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the proceeds thereof have been or are to be advanced by such asso-
ciation to any members thercof for an agricultural purpose, or
have been or are to be used by such association in making pay-
ments to any members thereof on account of agricultural products
delivered by such members to the association, or if such proceeds
have been or are to be used by such association to meet expendi-
tures incurred or to be tncurred by the association in connection
with the grading, processing, packing, preparation for markel, or
marketing of any agricultural product handled by such association
for any of its members: Provided, That the express enumeration
in this paragraph of certain classes of paper of cooperative market-
ing associations as eligible for rediscount shall not be construed
as rendering ineligible any other class of paper of such associations
which 15 now eligible for rediscount. |12 UN.C. § 351]

[8] The Federal Reserve Board may, by regulation, limit to a per-
centage of the assets of a Federal rescrve bank the amount of
notes, drafts, acceptances, or bills having a maturity in excess of
three months, but not czceeding six months, exclusive of days
of grace, which may be discounted by such bank, and the amount
of notes, drafts, bills, or acceptances having a maturity in excess of
siz months, but not exceeding nine months, which may be redis-
counted by such bank. |12 U.S.C. §352]

Act of May 19, 1932 (47 Stat. 159):

[2] That any Federal reserve bank may, subject to repulations and
limitations to be prescribed by the Federal Reserve Board, redis-
count such notes, drafts, and bills for any Federal Intermediate
Credit Bank, except that no Federal reserve bank shall rediscount
for a Federal Intermediate Credit Bank any such note or obliga-
tion which bears the indorsement of a nonmember State bank or
trust company which is eligible for membership in the Federal
reserve system, in accordance with section 9 of this Act. Any
Federal reserve bank may also, subject to regulations and
limitations to be prescribed by the Federal Reserve Board, dis-
count notes payable to and bearing the indorsement of any Fed-
eral intermediate credit bank, covering loans or advances made by
such bank pursuant to the provisions of section 202 (a) of Title I1
of the Federal Farm Loan Act, as amended (U. 8. C., title 12, ch.
8, sec. 1031), which have maturities at the time of discount of not
more than nine months, exclusive of days of grace, and which are
secured by notes, drafts, or bills of exchange eligible for rediscount
by Federal Reserve banks. {12 US.C. § 319]

SECTION 13b

Act of June 19, 1934 (48 Stat. 1105):

Sec. 18b. (a} In exceptional circumstances, when it appears to
the satisfaction of a Federal Reserve bank that an established
industrial or commercial business located in its district is unable
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to obtain requisite financial assistance on a reasonable basis from
the usual sources, the Federal Reserve bank, pursuant to authority
granted by the Federal Reserve Board, may make loans to, or
pu'rchase obligations of, such business, or may make commitments
with respect thereto, on a reasonable and sound basis, for the
purpose of providing it with working capital, but no obligation
shall be acquired or commitment made hereunder with a maturity
exceeding five years.

(b) Each Federal Reserve bank shall also have power to discount
for, or purchase from, any bank, trust company, mortgage com-
pany, credit corporation for industry, or other financing institu-
tion operating in its district, obligations having maturities not
exceeding five years, entered into for the purpose of obtaining
working capital for any such established industrial or commercial
business; to make loans or advances direct to any such financing
institution on the security of such obligations; and to make com-
mitments with regard to such discount or purchase of obligations
or with respect to such loans or advances on the security thereof,
including commitments made in advance of the actual undertaking
of such obligations. Each such financing institution shall obligate
itself to the satisfaction of the Federal Reserve bank for at least
20 per centum of any loss which may be sustained by such bank
upon any of the obligations acquired from such financing institu-
tion, the existence and amount of any such loss to be determined
in accordance with regulations of the Federal Reserve Board:
Provided, That in lieu of such obligation against loss any such
financing institution may advance at least 20 per centum of such
working capital for any established industrial or commercial busi-
ness without obligating itself to the Federal Reserve bank against
loss on the amount advanced by the Federal Reserve bank: Pro-
vided, however, That such advances by the financing institution
and the Federal Reserve bank shall be considered as one advance,
and repayment shall be made pro rata under such regulations as
the Federal Reserve Board may prescribe.

(¢c) The aggregate amount of loans, advances, and commitments
of the Federal Reserve banks outstanding under this section at
any one time, plus the amount of purchases and discounts under
this section held at the same time. shall not exceed the combined
surplus of the Federal Reserve banks as of July 1, 1934, plus all
amounts paid to the Federal Reserve banks by the Setretary of
the Treasury under subsection (e) of this section, an_d all opera-
tions of the Federal Reserve banks under this section shall be
subject to such regulations as the Federal Reserve Board may
prescribe. .

(d) For the purpose of aiding the Federal Rc?aerve banks in
carrying out the provisions of this section, there.zs here;by estab-
lished in each Federal Reserve district an industrial advzfory com-
mittee, to be appointed by the Federal Reserve bank subject to the
approval and regulations of the Federal Reserve Board, and to be
composed of not less than three nor more than five members as
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determined by the Federal Reserve Board. Each member of such
committee shall be actively engaged in some industrial pursuit
within the Federal Reserve district in which the committee is
established, and each such member shall serve without compen-
sation but shall be entitled to receive from the Federal Reserve
bank of such district his necessary expenses while engaged in the
business of the committee, or a per diem allowance in lieu thereof
to be fired by the Federal Reserve Board. Each application for
any such loan, advance, purchase, discount, or commitment shall
be submitted to the appropriate committee and, after an examina-
tion by it of the business with respect to which the application
is made, the application shall be transmitted to the Federal Re-
serve bank, together with the recommendation of the committee.

(e} In order to enable the Federal Reserve banks to make the
loans, discounts, advances, purchases, and commitments provided
for in this section, the Secretary of the Treasury, upon the date
this section takes effect, is authorized, under such rules and regu-
lations as he shall prescribe, to pay to each Federal Reserve bank
not to exceed such portion of the sum of $139,299,667 as may be
represented by the par value of the holdings of each Federal Re-
serve bank of Federal Deposit Insurance Corporation stock, upon
the execution by each Federal Reserve bank of its agreement (to
be endorsed on the certificate of such stock) to hold such stock
unencumbered and to pay to the United States all dividends, all
payments on liquidation, and all other proceeds of such stock, for
which dividends, payments, and proceeds the United States shall
be secured by such stock itself up to the total amount paid to each
Federal Reserve bank by the Secretary of the Treasury under this
section. Each Federal Reserve bank, in addition, shall agree that,
in the event such dividends, payments, and other proceeds in any
calendar year do not aggregate 2 per centum of the total payment
made by the Secretary of the Treasury, under this section, it will
pay to the United States in such year such further amount, if any,
up to 2 per centum of the said total payment, as shall be covered
by the net earnings of the bank for that year derived from the use
of the sum so paid by the Secretary of the Treasury, and that for
said amount so due the United States shall have a first claim
against such earnings and stock, and further that it will continue
such payments until the final liquidation of said stock by the
Federal Deposit Insurance Corporation. The sum so paid to each
Federal Reserve bank by the Secretary of the Treasury shall be-
come a part of the surplus fund of such Federal Reserve bank
within the meaning of this section. All amounts required to be
ezpended by the Secretary of the Treasury in order to carry out
the provisions of this section shall be paid out of the miscellaneous
receipts of the Treasury created by the increment resulting from
the reduction of the weight of the gold dollar under the President’s
proclamation of January 31, 1934; and there is hereby appro-
priated, out of such receipts, such sum as shall be required for such
purpose.
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Act of August 23, 1935 (49 Stat. 684):

(e) In order to enable the Federal Reserve banks to make the
loans, discounts, advances, purchases, and commitments pro-
vided for in this section, the Secretary of the Treasury, upen the
dete this seetion takes effeet on and after June 19, 1934, is au-
thorized, under such rules and regulations as he shall prescribe,
to pay to each Federal Reserve bank not to exceed such portion
of the sum of $139,299,557 as may be represented by the par
walue of the holdings of each Federal Reserve bank of Federal
Depesit Insurance Corperation steels the amount paid by each
Federal Reserve bank for stock of the Federal Deposit Insurance
Corporation, upon the execution by each Federal Reserve bank
of its agreement (to be endorsed on the certificate of such stock)
to hold such stock unencumbered and to pay to the United
States all dividends, all payments on liquidation, and all other
proceeds of such stock, for which dividends, payments, and pro-
ceeds the United States shall be secured by such stock itself up
to the total amount paid to each Federal Reserve bank by the
Secretary of the Treasury under this section. * * *

Act of August 21, 1958 (72 Stat. 689):

[The above cited Act repealed section 13b of the Federal Reserve
Act, effective August 21, 1959, with the stipulation that such repeal
would not affect the power of any Federal Reserve bank to carry
out, or protect its interest under, any agreement theretofore made or
transaction entered into in carrying on operations under that
section.]

SECTION 14

Original Act:

[1] Sec. 14. Any Federal reserve bank may, under rules and regula-
tions prescribed by the Federal Reserve Board, purchase and sell
in the open market, at home or abroad, either from or to do-
mestic or foreign banks, firms, corporations, or individuals, cable
transfers and bankers’ acceptances and bills of exchange of the
kinds and maturities by this Act made eligible for rediscount, with
or without the indorsement of a member bank. [12 US.C. § 353]

[2] Every Federal reserve bank shall have power: |12 US.C. § 354}

& ® # & =

[3] (b) To buy and sell, at home or abroad, bonds and notes of
the United States, and bills, notes, revenue bonds, and warrants
with a maturity from date of purchase of not exceeding six
months, issued in anticipation of the collection of taxes or in an-
ticipation of the receipt of assured revenues by any State, county,
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[4]

[5]

district, political subdivision, or municipality in the continental
United States, including irrigation, drainage and reclamation dis-
tricts, such purchases to be made in accordance with rules and
regulations prescribed by the Federal Reserve Board;

(¢) To purchase from member banks and to sell, with or with-
out its indorsement, bills of exchange arising out of commercial
transactions, as hereinbefore defined; |12 U.S.C. § 356]

(d) To establish from time to time, subject to review and de-
termination of the Federal Reserve Board, rates of discount to be
charged by the Federal reserve bank for each class of paper,
which shall be fixed with a view of accommodating commerce and
business;

Act of April 13, 1920 (41 Stat. 550)

[5]

(d) To establish from time to time, subject to review and
determination of the Federal Reserve Board, rates of discount
to be charged by the Federal reserve bank for each class of
paper, which shall be fixed with a view of accommodating com-
merce and businesss and which, subject to the approval, review,
and determination of the Federal Reserve Board, may be graduated
or progressed on the basts of the amount of the advances and dis-
count accommodations extended by the Federal reserve bank to
the borrowing bank.

Act of March 4, 1923 (42 Stat. 1454):

(5]

[7]

(d) To establish from time to time, subject to review and de-
termination of the Federal Reserve Board, rates of discount to
be charged by the Fcderal reserve bank for each class of paper,
which shall be fixed with a view of accommodating commerce
and business; end whieh; subjeet to the epproval; review; and
determination of the Federal Reserve Board; may be graduated
&pﬁﬁﬁsedeﬂ%hebﬁsaﬁ#%em&mﬁefﬂ&e&d%ﬂeeﬁ&ﬂd
diseount aeecommeodations extended by the Kederal reserve bank
to the berrowing benk:

L] * * L]

(f) To purchase and scll in the open market, either from or
to domestic banks, firms, corporations, or individuals, acceptances
of Federal Intermediate Credit Banks and of National Agricul-
tural Credit Corporations, whenever the Federal Reserve Board
shall declare that the public interest so requires. [12 US.C. §35Y]

Act of January 31, 1934 (48 Stat. 344):

[3]

(b) To buy and sell, at home or abroad, bonds and notes of the
United States, bonds of the Federal Farm Mortgage Corporation
having maturities from date of purchase of not ezceeding 8i%
months, and bills, notes, revenue bonds, and warrants with a ma-
turity from date of purchase of not exceeding six months, issued
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in anticipation of the collection of taxes or in anticipation of the
receipt of assured revenues by any State, county, district, politi-
cal subdivision, or municipality in the continental United States,
including irrigation, drainage and reclamation districts, such pur-~
chases to be made in accordance with rules and regulations pre-
scribed by the Federal Reserve Board;

Act of April 27, 1934 (48 Stat. 643):

(3]

(b) To buy and sell, at home or abroad, bonds and notes of
the United States, bonds of the Federal Farm Mortgage Corpo-
ration having maturities from date of purchase of not exceeding
six months, bonds issued under the provisions of subsection (c)
of section 4 of the Home Owners’ Loan Act of 1933, as amended,
and having maturities from date of purchase of not exceeding siz
months, and bills, notes, revenue bonds, and warrants with a ma-
turity from date of purchase of not exceeding six months, issued in
anticipation of the collection of taxes or in anticipation of the re-
ceipt of assured revenue by any State, county, district, political
subdivision, or municipality in the continental United States, in-
cluding irrigation, drainage and reclamation distriets, such pur-
chases to be made in accordance with rules and regulations pre-
scribed by the Federal Reserve Board;

Act of August 23, 1935 (49 Stat. 684) :
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(b) To buy and sell, at home or abroad, bonds and notes of
the United States, bonds of the Federal Farm Mortgage Corpora-
tion having maturities from date of purchase of not exceeding six
months, bonds issued under the provisions of subsection (c) of
section 4 of the Home Owners’ Loan Act of 1933, as amended, and
having maturities from date of purchase of not exceeding six
months, and bills, notes, revenue bonds, and warrants with a ma-
turity from date of purchase of not exceeding six months, issued
in anticipation of the collection of taxes or in anticipation of the
receipt of assured revenues by any State, county, district, political
subdivision, or municipality in the continental United States, in-
cluding irrigation, drainage and reclamation districts, such pur-
chases to be made in accordance with rules and regulations pre-
scribed by the Federal Reserve Board of Governors of the Federal
Reserve System: Provided, That any bonds, notes, or other obliga-
tions which are direct obligations of the United States or which are
fully guaranteed by the United States as to principal and interest
may be bought and sold without regard to maturities but only in the

open market;
» * * #* L ]

(d) To establish from time to time, subject to review and de-
termination of the Federal Resesve Board of Governors of the

Federal Reserve System, rates of discount to be charged by the
Federal reserve bank for each class of paper, which shall be
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fixed with & view of accommodating commerce and business;
but each such bank shall establish such rates every fourieen days,
or oftener if deemed necessary by the Board; [12 US.C. § 357

Act of March 27, 1942 (56 Stat. 176):

[3] (b) * * * Provided, That any bonds, notes, or other obliga-
tions which are direct obligations of the United States or which
are fully guaranteed by the United States as to principal and
interest may be bought and sold without regard to maturities
but enly either in the open market or directly from or to the United
States; but all such purchases and sales shall be made in accordance
with the provisions of section 12A of this Act and the aggregale
amount of such obligations acquired directly from the United States
which 13 held af any one ttme by the lwelve Federal reserve banks
shall not exceed $6,000,000,000.

{NOTE—The above amendment was originally made by Title IV of the Second
War Powers Act of March 27, 1942, to remain in force ouly until December 31, 1944;
but the termination date of Title IV of that Act and therefore of the amendment
to section 14(b) of the Federal Reserve Act was extended by the Act of Decem-
ber 20, 1944 (58 Stat. 827) until December 31, 1945, was further extended by the
Act of December 28, 1945 (59 Stat. 658) until June 30, 1946, and was further
extended by the Act of June 29, 1946 (60 Stat. 354) until March 31, 1847, On the
latter date the amendment ceased to have effect and consequently section 14(b) of
the Federal Reserve Act after March 31, 1947 read as it had read prior to enact-
ment of the Act of March 27, 1942, until the enactment of the Act of April 28, 1947
(61 Stat. 56) as set forth below.}

Act of April 28, 1947 (61 Stat. 56):

(3] (b) * * * Provided, That, nolwithstanding any other provision
of this Act, (1) until July 1, 1960, any bonds, notes, or other ob-
ligations which are direct obligations of the United States or
which are fully guaranteed by the United States as to principal
and interest may be bought and sold without regard to maturi-
ties but enly either in the open market or directly from or to the
United States; but all such purchases and sales shall be made in
accordance with the provisions of section 12A of this Act and the
aggregate amount of such obligations acquired directly from the
United States which is held at any one time by the twelve Federal
Reserve banks shall not exceed 85,000,000,000; and (2) after June
30, 1950, any bonds, noles, or other obligations which are direct
obligations of the Uniled Slates or which are fully guaranteed by
the United States as to principal and interest may be bought and
sold without regard to maturities but only in the open market.
The Board of Governors of the Federal Reserve System shall include
in their annual report to Congress detailed information with respect
to direct purchases and sales from or to the Uniled States under the
provisions of the preceding proviso.

Act of June 30, 1950 (64 Stat. 307):

(3] [The above-cited Act extended the authority contained in the
proviso in this paragraph by substituting, in two places, reference
to the year 1952 in place of reference to the year 1950.]
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Act of June 23, 1952 (66 Stat. 154):

[8] [The above-cited Act extended the authority contained in the
proviso in this paragraph by substituting, in two places, reference
to the year 1954 in place of reference to the year 1952.]

Act of June 29, 1954 (68 Stat. 329):

(3] [The above-cited Act extended the authority contained in the
proviso in this paragraph by substituting, in two places, reference
to the year 1956 in place of reference to the year 1954.]

Act of June 25, 1956 (70 Stat. 339):

(3] [The above-cited Act extended the authority contained in the
proviso in this paragraph by substituting, in two places, reference
to the year 1958 in place of reference to the year 1956.]

Act of June 30, 1958 (72 Stat. 261):

(3] [The above-cited Act extended the authority contained in the
proviso in this paragraph by substituting, in two places, reference
to the year 1960 in place of reference to the vear 1958.]

Act of July 1, 1960 (74 Stat. 295):

(3] [The above-cited Act extended the authority contained in the
proviso in this paragraph by substituting, in two places, reference
to the year 1962 in place of reference to the year 1960.]

Act of Qctober 4, 1961 (75 Stat, 773):

{3] (b) To buy and sell, at home or abroad, bonds and notes of
the United States, bends of the federal Farm Mortgage Gor-
posation having mutusities from date of purehase of not execeding
st morths: bonds issued under the provisions of subsection {¢) of
section 4 of the Home Owners’ Loan Act of 1933, as amended,
and having maturities from date of purchase of not exceeding six
months, * * *,

Act of June 28, 1962 (76 Stat. 112):

[3] [The above-cited Act extended the authority contained in the
proviso in this paragraph by substituting, in two places, reference
to the year 1964 in place of reference to the year 1962.]

Act of June 30, 1964 (78 Stat. 235):

[3] [The above-cited Act extended the authority contained in the
proviso in this paragraph by substituting, in two places, reference
to the year 1966 in place of reference to the year 1964.]

Act of June 30, 1966 (80 Stat. 235):

[3] [The above-cited Act extended the authority contained in the
proviso in this paragraph by substituting, in two places, reference
to the year 1968 in place of reference to the year 1966.]
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Act of September 21, 1966 (80 Stat. 823, 825):

[NOTE:—The amendments reflected below were originally for one year. B
Act of September 21, 1967 (81 Stat. 226) their effectivencss was extended until
September 21, 1968, By Act of September 21, 1908 (R2 Stat. 856) they were
made permanent.]

(b) (1) To buy and sell, at home or abroad, bonds and notes of the
United States, bonds issued under the provisions of subsection (c)
of section 4 of the Home Owners’ Loan Act of 1933, as amended,
and having maturities from date of purchase of not exceeding six
months, and bills, notes, revenue bonds, and warrants with a
maturity from date of purchase of not exceeding six months, issued
in anticipation of the collection of taxes or in anticipation of the
receipt of assured revenues by any State, county, district, political
subdivision, or municipality in the continental United States, in-
cluding irrigation, drainage and reclamation districts, such pur-
chases to be made in accordance with rules and regulations pre-
scribed by the Board of Governors of the Federal Reserve System:
Provided, That, notwithstanding any other provision of this Act,
(1) until July 1, 1968, any bonds, notes, or other obligations which
are direct obligations of the United States or which are fully guaran-
teed by the United States as to principal and interest may be
bought and sold without regard to maturities either in the open
market or directly from or to the United States; but all such pur-
chases and sales shall be made in accordunce with the provisions of
section 12A of this Act and the aggregate amount of such obligations
acquired directly from the United States which is held at any one
time by the twelve Federal Reserve banks shall not exceed
£5,000,000,000; and (2) after June 30, 1968, any bonds, notes, or
other obligations which are direct obligations of the United States
or which are fully guaranteed by the United States as to principal
and interest may be bought and sold without regard to maturities
but only in the open inarket. The Board of Governors of the Federal
Reserve System shall include in their annual report to Congress
detailed information with respect to direct purchases and sales from
or to the United States under the provisions of the preceding proviso.

(2) To buy and sell in the open market, under the dircction and
regulations of the Federal Open Market Commiltee, any obligation
which i3 a direct obligation of, ar fully guaranteed as to principal and
inlerest by, any agency of the United States. [12 U.S.C. §355]

Act of May 4, 1968 (82 Stat. 113):

[The above-cited Act extended the authority contained in the
proviso in this paragraph by substituting, in two places, reference
to the year 1970 in place of reference to the year 1968.]

Act of July 31, 1970 (84 Stat. 668):

[The above-cited Act extended the authority contained in the
proviso in this paragraph by substituting, in two places, reference
to the year 1971 in place of reference to the year 1970.]
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Act of July 2, 1971 (85 Stat. 100):

[8] [The above-cited Act extended the authority contained in the
proviso in this paragraph by substituting, in two places, reference
to the year 1973 in place of reference to the year 1971.)

SECTION 19

Original Act:

i) = « « No member bank shall act as the medium or agent
of a nonmember bank in applying for or receiving discounts from a
Federal reserve bank under the provisions of this Act except by
permission of the Federal Reserve Board. [12 U.S.C. § 374]

SECTION 24

Act of June 27, 1934 (48 Stat. 1246):

{3] Loans made to finance the construction of residential or farm
buildings and having maturities of not to exceed six months,
whether or not secured by a mortgage or similar lien on the real
estate upon which the residential or farm building is being con-
structed, shall not be considered as loans secured by real estate
within the meaning of this section but shall be classed as ordinary
commercial loans: Provided, That no national banking association
shall invest in, or be liable on, any such loans in an aggregate
amount in excess of 50 per centum of its actually paid-in and
unimpaired capital. Notes representing such loans shall be eligible
for discount as commercial paper within the terms of the second
paragraph of section 13 of the Federal Reserve Act, as amended,
if accompanied by a valid and binding agreement to advance the
full amount of the loan upon the completion of the building
entered into by an individual, partnership, association, or cor-
poration acceptable to the discounting bank.

Act of August 11, 1955 (69 Stat. 633):

[3] Loans made to finance the construction of residential or farm
buildings and having maturities of not to exceed si% nine months,
whether or not secured by a mortgage or similar lien on the real
estate upon which the residential or farm building is being con-
structed, shall not be considered as loans secured by real estate
within the meaning of this section but shall be classed as ordi-
nary commercial loans: * * *

Act of September 9, 1959 (73 Stat. 487):

[3] Loans made to finance the construction of industrial or com-
mercial buildings and having maturities of not to exceed eighteen
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months where there is a valid and binding agreement entered into
by a financially responsible lender to advance the full amount of
the bank’s loan upon the completion of the buildings and loans
made to finance the consiruction of residential or farm buildings
and having maturities of not to exceed nine months, whether
er&&%seeufedby&me&g&geors&mﬂﬁ*hen&nﬂwredeﬁﬁe
upen which the residentiel or farm building is being eon-
strueted; shall not be considered as loans secured by real estate
within the meaning of this section but shall be classed as ordi-
nary commercial loans whether or nol secured by a morigage or
stmilar lien on the real estate upon which the building or build-
ings are being constructed: Provided, That no national banking
association shall invest in, or be liable on, any such loans in an
aggregate amount in excess of 88 100 per centum of its actually
paid-in and unimpaired capital plus 100 per centum of its unim-
paired surplus fund. Notes representing suek loans made under
this section lo finance the construction of residential or farm build-
ings and having maturities of not lo exceed nine months shall be
eligible for discount as commercial paper within the terms of the
second paragraph of section 13 of the Federal Reserve this Act;
as emended; if accompanied by a valid and binding agreement
to advance the full amount of the loan upon the completion of
the building entered into by an individual, partnership, associa-
tion, or corporation acceptable to the discounting bank.

Act of September 28, 1962 (76 Stat. 662)

[3] Loans made to finance the construction of industrial or com-
mercial buildings and having maturities of not to exceed eighteen
months where there is & valid and binding agreement entered
into by a financially responsible lender to advance the full
amount of the bank’s loan upon the completion of the buildings
and loans made to finance the construction of residential or
farm buildings and having maturities of not to exceed mine
eighteen months, shall not be considered as loans secured by real
estate within the meaning of this section but shall be classed as
ordinary commercial loans whether or not secured by a mort-
gage or similar lien on the real estate upon which the building
or buildings are being constructed: Provided, That no national
banking association shall invest in, or be liable on, any such loans
in an aggregate amount in excess of 100 per centum of its actually
paid-in and unimpaired capital plus 100 per centum of its unim-
paired surplus fund. * * *

Act of August 10, 1965 (79 Stat. 451, 465):

[3] Loans made to finance the construction of industrial or com-
mercial buildings and having maturities of not to exceed eighteen
twenty-four months where there is a valid and binding agreement
entered into by a financially responsible lender to advance the
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full amount of the bank’s loan upon the completion of the build-
ings and loans made to finance the construction of residential or
farm buildings and having maturities of not to exceed eighteon
twenty-four months, shall not be considered as loans secured by
real estate within the meaning of this section but shall be classed
as ordinary commercial loans whether or not secured by a mort-
gage or similar lien on the real estate upon which the building or
buildings are being constructed: Provided, That no national bank-
ing association shall invest in, or be liable on, any such loans in
an aggregate amount in excess of 100 per centum of its actually
paid-in and unimpaired capital plus 100 per centum of its unim-
paired surplus fund. * * *

Act of August 1, 1968 (82 Stat. 476, 518, 609):

Loans made to finance the construction of industrial or commer-
cial buildings and having maturities of not to exceed +wenéy-four
thirty-siz months where there is a valid and binding agreement
entered into by a financially responsible lender to advance the full
amount of the bank’s loan upon the completion of the buildings and
loans made to finance the construction of residential or farm build-
ings and having maturities of not to exceed twenty-feur thirty-siz
months, shall not be considered as loans secured by real estate
within the meaning of this section but shall be classed as ordinary
commercial loans whether or not secured by a mortgage or similar
lien on the real estate upon which the building or buildings are being
constructed: Provided, That no national banking association shall
invest in, or be liable on, any such loans in an aggregate amount in
excess of 100 per centum of its actually paid-in and unimpaired
capital plus 100 per centum of its unimpaired surplus fund. * * *

Act of July 24, 1970 (84 Stat. 450, 462):
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Loans made to finunce the construction of industrial or com-
mercial buildings and having maturities of not to exceed thirty-six
sizly months where there is a valid and binding agreement entered
into by a financially responsible lender to advance the full amount
of the bank’s loan upon the completion of the buildings and loans
made to finance the construction of residential or farm buildings
and having maturities of not to exceed thinty-sis sizfy months,
shall not be considered as loans secured by real estate within the
meaning of this section but shall be classed as ordinary commercial
loans whether or not secured by a mortgage or similar lien on the
real estate upon which the building or buildings are being con-
structed: Provided, That no national banking association shall
invest in, or be liable on, any such loans in an aggregate amount in
excess of 100 per centum of its actually paid-in and unimpaired
capital plus 100 per centum of its unimpaired surplus fund. * * *

[12 U.S.C. §371]
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Regulation A as Currently in Effect

REGULATION A
{12 CFR 201)

As revised effective April 19, 1973, and in effect May 1, 1973

EXTENSIONS OF CREDIT BY
FEDERAL RESERVE BANKS

SECTION 201.1—AUTHORITY AND SCOPE

This Part is issued under section 13 and other
provisions of the Federal Rescrve Act and relates
to extensions of credit by Federal Reserve Banks.

SECTION 201,2—GENERAL PRINCIPLES

(a) Accommodation of credit needs of indi-
Vidual banks, Extending credit to member banks
to accommodate commerce, industry, and agricul-
ture is a principal function of Reserve Banks.
While open market operations and changes in
member bank reserve requirements are important
means of affecting the overall supply of bank re-
serves, the lending function of the Reserve Banks
s an effective method of supplying reserves to

237

meet the particular needs of individual member
banks.

(b) Effect on overall monetary and credit con-
ditions. The lending functions of the Federal Re-
serve System are conducted with due regard to
the basic objectives of the Employment Act of
1946 and the maintenance of a sound and orderly
financial system. These basic objectives are pro-
moted by influencing the overall volume and cost
of credit through actions affecting the volume and
cost of reserves to member banks. Borrowing by
individual member banks, at a rate of interest
adjusted from time to time in accordance with
general economic and money market conditions,
has a direct impact on the reserve positions of the
borrowing banks and thus on their ability to meet
the needs of their customers. However, the effects
of such borrowing do not remain localized but
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have an important bearing on overall monetary
and credit conditions.

(c) Short-term adjustment credit. Federal Re-
serve credit is available on a short-term basis to a
member bank, under such rules as may be pre-
scribed, to such extent as may be appropriate to
assist such bank in meeting temporary require-
ments for funds or to cushion more persistent
outflows of funds pending an orderly adjustment
of the bank’s assets and liabilities.

(d) Seasonal credit. Federal Reserve credit is
available for longer periods to assist a member
bank that lacks reasonably reliable access to na-
tional money markets in meeting seasonal needs
for funds arising from a combination of expected
patterns of movement in its deposits and loans.
Such credit will ordinarily be limited to the
amount by which the member bank’s seasonal
needs exceed 5 per cent of its average total de-
posits in the preceding calendar year and will be
available if (1) the member bank has arranged
in advance for such credit for the full period, as
far as possible, for which the credit is expected
to be required, and (2) the Reserve Bank is
satisfied that the member bank’s qualifying need
for funds is seasonal and will persist for at least
eight consecutive weeks. In making such arrange-
ments for seasonal credit, a Reserve Bank may
agree to extend such credit for a period of up to
90 days,® subject to compliance with applicable
requirements of law at the time such credit is
extended. However, in the event that a member
bank’s seasonal needs should persist beyond such
period, the Reserve Bank will normally be pre-
pared to entertain a request by the member bank
for further credit extensions under the scasonal
credit arrangement.

(e) Emergency credit for member banks. Fed-
eral Reserve credit is available to assist member
banks in unusual or emergency circumstances such
as may result from national, regional, or local
difficulties or from exceptional circumstances in-
volving only a partictlar member bank.

(f) Emergency credit for others. Federal Re-
serve credit is available to individuals, partner-
ships, and corporations that are not member
banks in emergency circumstances in accordance

' As pravided in the law and in this Part, the maturity
of advances to member banks is limited to 90 days,
except as provided in §201,3(b) of this Part.

with §201.7 of this Part if, in the judgment of the
Reserve Bank involved, credit is not practicably
available from other sources and failure to obtain
such credit would adversely affect the economy.

(g) Credit for capital purposes. Federal Re-
serve credit is not a substitute for capital and
ordinarily is not available for extended periods.

(h) Compliance with law and regulation. All
credit extended pursuant to this Part must comply
with applicable requirements of law and of this
Part. Among other things, the law requires each
Reserve Bank (1) to keep itself informed of the
general character and amount of the loans 'and
investments of its member banks with a view to
ascertaining whether undue use is being made of
bank credit for the speculative carrying of or trad-
ing in sccuritics, real estate, or commodities or
for any other purpose inconsistent with the main-
tenance of sound credit conditions and (2) to
give consideration to such information in deter-
mining whether to extend credit,

SECTION 201.3—ADVANCES TO MEMBER
BANKS

(a) Advances on obligations or eligible paper.
Reserve Banks may make advances to member
banks for not more than 90 days if secured by
obligations or other paper eligible under the Fed-
eral Reserve Act for discount or purchase by Re-
serve Banks.

(b) Advances on other sccurity. A Reserve
Bank may make advances to a member bank for
not more than four months if secured to the
satisfaction of the Reserve Bank, whether or not
sccured in conformity with §201.3(a), but the
rate on such advances shall be at least one-half
of one per cent per annum higher than the rate
applicable to advances made under §201.3(a).

SECTION 201.4—DISCOUNTS FOR
MEMBER BANKS

If a Reserve Bank should conclude that a mem-
ber bank would be better accommodated by the
discount of paper than by an advance On the
security thereof, it may discount for such mem-
ber bank any paper endorsed by the member bank
and meeting the following requirements:

A note,

(a) Commercial or agricultural paper. the

draft, or bill of exchange issued or drawn of
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proceeds of which have been or are to be used
(1) in producing, purchasing, carrying, or mar-
keting goods in the process of production, manu-
facture, or distribution, (2) for the purchase of
services, (3) in meeting current operating ex-
penses of a commercial, agricultural, or industrial
business, or (4) for the purpose of carrying or
trading in direct obligations of the United States;
provided that (i) such paper has a period remain-
ing to maturity of not more than 90 days, except
that agricultural paper (including paper of co-
operative marketing associations) may have a
period remaining to maturity of not more than
nine months and (ii) the proceeds of such paper
have not been and are not to be used merely for
the purpose of investment, speculation, or dealing
in stocks, bonds, or other such securities, except
direct obligations of the United States.

(b) Bankers’ acceptances. A banker's accept-
ance (1) arising out of an importation or exporta-
tion or domestic shipment of goods or the storage
of readily marketable staples or (2) drawn by a
bank in a foreign country or dependency or
insular possession of the United States for the
purpose of furnishing dollar exchange; provided
that such acceptance complies with applicable
requirements of section 13 of the Federal Reserve
Act.

(c) Construction paper. A note representing a
loan made to finance construction of a residential
or farm building, whether or not secured by a lien
upon real estate, which matures not more than
nine months from the date the loan was made and
has a period remaining to maturity of not more
than 90 days, if accompanied by an agrecment
Tequiring some person acceptable to the Rescrve
Bank to advance the full amount of the loan upon
completion of such construction.

SECTION 201.5-—GENERAL
REQUIREMENTS

(a) Information. A Reserve Bank shall require
Such information as it deems necessary to insure
}hat paper tendered as collateral or for discount
Is acceptable and meets any pertinent eligibility
requircments and that the credit granted is used
consistently with this Part.

{b) Amount of collateral. A Reserve Bank shall
Tequire only such amount of collateral as it deems
hecessary or advisable.

REGULATION A 239

(c) Indirect credit for nonmember banks. Ex-
cept with the permission of the Board of Gov-
ernors, no member bank shall act as the medium
or agent of 2 nonmember bank (other than a
Federal Intermediate Credit bank) in receiving
credit from a Reserve Bank and, in the absence
of such permission, a member bank applying for
credit shall be deemed to represent and guarantee
that it is not so acting.

(d) Limitation as to one obligor. Except as to
credit granted under §201.3(b), a member bank
applying for credit shall be deemed to certify or
guarantee that as long as the credit is outstanding
no obligor on paper tendered as collateral or for
discount will be indebted to it in an amount ex-
ceeding the limitations in section 5200 of the
Revised Statutes (12 U.S.C. §84), which for this
purpose shall be deemed to apply to State member
as well as national banks.

SECTION 201.6—FEDERAL
INTERMEDIATE CREDIT BANKS

A Reserve Bank may discount for any Federal
Intermediate Credit bank (1) agricultural paper,
or (2) notes payable to and bearing the endorse-
ment of such Federal Intermediate Credit bank
covering loans or advances made under subsec-
tions (a) and (b) of §2.3 of the Farm Credit
Act of 1971 (12 U.S.C. §2074) which are secured
by paper eligible for discount by Reserve Banks.
Any paper so discounted shall not have a period
remaining to maturity of more than nine months
or bear the endorsement of a nonmember State
bank.

SECTION 201.7—EMERGENCY CREDIT
FOR OTHERS

In emergency circumstances a Reserve Bank
may extend credit for periods of not more than 90
days to individuals, partnerships, and corporations
(other than member banks) on the security of
direct obligations of the United States or any
obligations which are direct obligations of, or
fully guaranteed as to principal and interest by,
any agency of the United States, at such rate in
excess of the rate in effect at the Reserve Bank
for advances under §201.3(a) as its board of
directors may establish subject to review and
determination of the Board of Governors.
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Regulation C as Cﬁrrently in Effect

REGULATION C
(12 CFR 203)

As revised effective August 31, 1946, and in effect May 1, 1973

ACCEPTANCE BY MEMBER BANKS OF DRAFTS
OR BILLS OF EXCHANGE *

SECTION 203.0—SCOPE OF PART

This part is based upon and issued pursuant to various provisions of
the Federal Reserve Act, particularly the provisions of the seventh and
twelfth paragraphs of section 13 of such Act, the texts of which are
published in the appendix hereto. This part relates to the acceptance
by member banks of drafts or bills of exchange. Provisions governing
the eligibility of bankers’ acceptances of member banks for discount by
the Federal Reserve Banks are contained in Part 201 of this chapter;
and provisions governing the purchase of bankers’ aceeptances by the
Federa]l Reserve Banks are contained in Part 202 of this chapter.

* The text corresponds to the Code of Federal Regulations, Title 12, Chapter 11, Part 203;
cited as 12 CFR 203.
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SECTION 203.1—ACCEPTANCE OF COMMERCIAL DRAFTS OR BILLS

(a) Authority.—Any member bank may accept drafts or bills of
exchange drawn upon it whicl grow out of any of the following trans-
actions (referred to in this part as “commercial drafts or bills”):

(1) The importation or exportation of goods, that is, the ship-
ment of goods between the United States and any foreign eountry,
or between the United States and any of its dependencies or insular
possessions, or between dependencies or insular possessions and
foreign countries, or between foreign countries; !

(2) The shipment of goods within the United States, provided
shipping documents conveying or securing title are attached or
are in the physical possession of the accepting bank or its agent
at the time of aceeptance;

(3) The storage in the United States or in any foreign country
of readily marketable staples: * Provided, That the draft or bill of
exchange is secured at the time of acceptance by a warchouse
receipt or other such document conveying or sccuring title covering
such readily marketable staples.®

(b) Maturity.—No member banks shall accept any commercial
draft or bill unless ~t the date of its acceptance such draft or bill has
not more than six months to run, exclusive of days of grace.

(c) Acceplances for one person.-—No member bank shall accept
commercial drafts or bills, whether in a foreign or domestie transaction,
for any one person, company, firm, or corporation in an amount equal
at any time in the aggregate to more than 10 per cent of its paid-up
and unimpaired capital stock and surplus, unless the bank be and
remain secured as to the amount in excess of such 10 per cent limita-
tion by either attached documents or some other actual security grow-
ing out of the same transaction as the acceptance; but a trust receipt
which permits the customer to have access to or control over the
goods will not be considered “actual sceurity” within the meaning of
this paragraph.

(d) Limitation on aggregate amount.—No member bank shall
accept commercial drafts or bills in an amount equal at any time in
the aggregate to more than 50 per cent of its paid-up and unimpaired
capital stock and surplus; except that, with the permission of the Board
of Governors of the Federal Reserve System as provided in paragraph
(e) of this section, any such member bank may aceept such drafts or

! A member bank accepting any commercial draft or bill growing out of a transaction of the
kinds described in §203.1(a) (1) will be expected to oblain before acceptance and retain in its
files satisfactory evidence, documentary or otherwise, showing the nature of the transactions
underlying the credit extended.

7 A readily marketable staple within the meaning of this part means an article of com-
merce, agriculture, or industry, of such uses as to make it the subject of constant dealings in
ready markets with such frequent quotations of price as to make (a) the price easily and
definitely ascertainable, and (b) the staple itself easy to reslize upon by sale at any time.

# It should be noted that pursuant to Part 201 and 202 of this chapter Federal Reserve Banks
may neither discount nor purchase bills arising out of the storage of readily marketable
staples unless the meceptor remains secured throughout the life of the bill.
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bills in an amount not exceeding at any time in the aggregate 100 per
cent of its paid-up and unimpaired capital stock and surplus (here-
inafter referred to as “authority to accept commercial drafts or bills up
to 100 per cent”) ; but in no event may the aggregate amount of such
acceptances growing out of domestic transactions exceed 50 per cent of
such capital and surplus. Commercial drafts or bills accepted by
another bank, whether domestic or foreign, at the request of a member
bank which agrees to put such other bank in funds to meet such ac-
ceptances at maturity shall be considered as part of the aeceptance
liabilities of the member bank requesting such acceptances as well as
of such other bank, if a member bank, within the meaning of the
limitations preseribed in this seetion.

(e) Authority to accept up to 100 per cent.—(1) Any member
bank desiring authority to accept commercial drafts or bills up to 100
per cent shall file with the Board of Governors, through the Federal
Reserve Bank of its district, an application for permission to exercise
such authority. Such application need not be made in any particular
form, but shall show the present and anticipated need of the applicant
bank for the authority requested.

(2) The Board of Governors may at any time rescind any authority
granted by it pursuant to this section after not less than 90 days’
notice in writing to the bank affected.

SECTION 2032--ACCEPTANCE OF DRAITS OR BILLS TO FURNISH
DOLLAR EXCHANGE

{a) Authority.——(1) Any member bank, after obtaining the per-
mission of the Board of Governors, may accept drafts or bills of ex-
change drawn upon it by banks or bankers in foreign countries or
dependencies or insular possessions of the United States for the purpose
of furnishing dollar exchange (referred to in this part as “dollar ex-
change drafts or bills”) as required by the usages of trade in the re-
spective countries, dependencies, or insular possessions, subject to the
conditions set forth in this section. Any member bank desiring to
obtain such permission shall file with the Board of Governors through
the Federal Reserve Bank of its district an application for such per-
mission. Such application need not to be in any particular form but
shall show the present and anticipated need for the authority requested.

(2) The Board of Governors may at any time rescind any permis-
sion granted by it pursuant to this section after not less than 90 days’
notice in writing to the bank affected.

(b) Countries with respect to which dollar exchange drafis or

bills may be accepted.—(1) Any such foreign country or dependency
or insular possession of the United States must be one of those specified
in a list published by the Board of Governors for the purposes of this
part, with respect to which the Board of Governors has found that the
usages of trade are such as to justify banks or bankers therein in draw-
ing on member banks for the purpose of furnishing dollar exchange.

https://fraser.stlouisfed.org
Federal Reserve Bank of St. Louis

243



244

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

HISTORY OF LENDING FUNCTIONS

Any member bank desiring to place itself in position to aceept drafts
or bills of exchange from a country, dependency, or insular possession
not specified in such list may request the Board of Governors through
the Federal Reserve Bank of its district to add such country, de-
pendency, or insular possession to the list upon a showing that the
furnishing of dollar exchange is required by the usages of trade therein.

(2) The Board of Governors may at any time after 90 days’ pub-
lished notice, remove from such list the name of any country, de-
pendency, or insular possession, contained therein.

(¢) Purpose of transaction.—(1) Any such dollar- exchange draft
or bill must be drawn and accepted in good faith for the purpose of
furnishing dollar exchange as required by the usages of trade in the
country, dependency, or insular possession in which the draft or bill
is drawn. Drafts or bills drawn merely because dollar exchange is
at a premium in the place where drawn or for any speculative purpose
or drafts or bills commonly referred to as “finance bills” (i.e., which
are not drawn primarily to furnish dollar exchange) will not be deemed
to mect the requirements of this section.

(2) The aggregate of drafts or bills accepted by such member bank
for any onc foreign bank or banker shall not exceed an amount which
the member bank would expect such foreign bank or banker to liqui-
date within the terms of the agreements under which the drafts or bills
were accepted, through the proceeds of export documentary bills or
from other sources reasonably available to such foreign bank or
banker arising in the normal course of trade.

(1) Maturity.—Such member bank shall not accept any dollar
exchange draft or bill unless at the date of its acceptance it has not
more than three months to run, exclusive of days of grace,

(¢) Acceptances for one bank or banker.—Such member bank
shall not accept dollar exchange drafts or bills for any one bank or
banker in an amount excecding in the aggregate 10 per cent of the
paid-up and unimpaired capital and surplus of the accepting bank,
unless it be and remain secured as to the amount in excess of such
10 per cent limitation by documents conveying or sccuring title or by
some other adequate security.

(/) Limitation on aggregate amount.—Such member bank shall
not accept dollar exchange drafts or bills in an amount exceeding at
any one time in the aggregate 50 per cent of its paid-up and unim-
paired capital and surplus. This limitation is separatc and distinct
from and not included in the limitations prescribed by §203.1 (d)
with respect to acceptances of commercial drafts or bills. Dollar
exchange draft or bills accepted by another bank, whether domestic
or foreign, at the request of a member bank which agrees to put
such other bank in funds to meet such acceptances at maturity
shall be considered as part of the acceptance liabilities of the member
bank requesting such acceptances as well as of such other bank, if a
member bank, within the meaning of the limitations prescribed in this
section,



Rights and Liabilities of
Federal Reserve Banks
with Respect to Discounted Paper

In the course of the foregoing history of the
development of the lending functions of the
Federal Reserve Banks, mention has been made
of certain cases in which the courts have had
occasion to construe the provisions of law and
regulations relating to such functions. In addi-
tion, there have been a number of court deci-
sions pertaining to the right of the Reserve
Banks to realize upon the paper discounted or
offered as collateral when the borrowing mem-
ber bank becomes insolvent or, for other
reasons, fails to rcpay the loan made by the
Reserve Bank. These decisions have turned not
upon interpretation of the law or regulations
but on issues of general law regarding nego-
tiable instruments that would be equally ap-
plicable to loans by commercial banks. How-
ever, for the sake of completeness, the more
important of these court decisions are sum-
marized briefly in this appendix.

In general, litigation resulting from efforts
by the Reserve Banks to realize on paper dis-
counted for member banks involved questions
relating to the validity of defenses made by the
obligor on such paper, that is, the person who
originally gave the paper to the member bank
as cvidence of a loan made by that bank. In
Chapter 3 of this study, it was noted that a
borrowing member bank, by virtue of its en-
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dorsement of the discounted paper, becomes
primarily liable to the Reserve Bank, thus giving
the Reserve Bank the right to proceed directly
against the member bank rather than against
the obligor on the paper discounted. However,
if the member bank is insolvent, the Reserve
Bank’s right of recourse against the member
bank is of little value. It is for this reason
that the cases hereinafter mentioned usually
revolved around the right of the Reserve Bank
to enforce the discounted paper against the
original obligor.

The most obvious defense to suit by a Re-
serve Bank against the obligor on discounted
paper would be the fact of payment by the
obligor. In several cases, this defense was made
when the obligor had in fact paid his note to
the member bank that had later discounted it
with the Reserve Bank. In general, however,
the courts have held that this defense will not
prevent recovery by the Reserve Bank, as a
holder of the paper in due course, if the obligor
made payment to the member bank without
demanding production of the paper represent-
ing his loan and if the member bank did not act
as agent for the Reserve Bank in receiving such
payment.

In a 1926 Texas case, Federal Reserve Bank
of Dallas v. Hanna, 287 S. W. 274, it was held
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that there was a reasonable inference that the
member bank acted as agent for the Reserve
Bank in receiving payment and that, therefore,
the question of agency was properly submitted
to a jury. Ten years later, a Federal court held
that the question was not one for a jury, despite
evidence of a practice under which notes
pledged with the Reserve Bank were sent to
the borrowing member bank for collection. In
the case of Federal Reserve Bank of Richmond
v. Kalin, 81 Fed. (2) 1003 (C.C.A. 4th,
1936), the court concluded that since the
Reserve Bank and the member bank were
separate corporate entities, “no agency exists
on the part of one to act in behalf of the other,
except such as arises from contractual rela-
tionships sufficient to establish agency between
any other banks.” This case was followed in a
1937 New Jerscy case, Federal Reserve Bank
of Philadelphia v. Gettleman, 189 Atl. 86 (N.J.
1937), in which the court stated:

Ordinarily, in the case of negotiable paper,
the person answerable does not pay the origi-
nal payee if he is not in possession of the
note, except at his own risk. * * * No
agency to collect arises from the fact that
payee bank was a member of the Federal
Reserve Bank of Philadelphia * * *,

In the same year, however, the Federal
District Court for the District of New Jersey
held, as in the Hanna case, that the facts were
sufficient to imply a custom under which the
member bank acted as agent for the Reserve
Bank in receiving payment on the discounted
note and to justify submission of the agency
question to a jury. Federal Reserve Bank of
Philadelphia v. Algar, 22 Fed. Supp. 168 (D.C.
N.J. 1937), aff'd. 100 Fed. (2) 941 (C.C.A.
3d, 1939), cert. den., 307 U. S. 631 (1939).

Next to the defense of payment, the most
frequent defense to liability on a discounted
note has been that the maker had sufficient
funds on deposit with the discounting member
bank to pay the note; in other words, a defense
of set-off. In general, such a defense has been
held not to prevail against a Federal Reserve
Bank that had acquired the note by way of
discount.

Thus, in a 1923 Washington case, the maker
of the discounted note asserted a right of set-
off of his deposit with a failed member bank,
predicating his claim on the ground that the
Reserve Bank held collateral in excess of the
indebtedness of the member bank and that, on
the theory of “marshalling of assets,” the Re-
serve Bank should have had recourse to such
collateral first. The court, however, ruled that
the deposit liability of the failed bank to the
maker of the note could not be set off against
the note held by the Reserve Bank. Williams v.
Duke, 125 Wash. 250, 215 Pac. 372.

A similar position was taken by the United
States Supreme Court in 1925 when the maker
of the discounted note claimed that the Reserve
Bank should have presented the note for pay-
ment to the bank at which it was payable and
with which the maker had a deposit sufficient
to pay the note, Since the maker had expressly
waived protest, notice, and diligence in collect-
ing, the Court held that the Reserve Bank was
not bound to present the notc at the bank at
which payable. However, the Court also re-
jected the theory of marshalling of assets, hold-
ing that the Reserve Bank could enforce the
notc without waiting to determine whether
other collateral held by it was sufficient to cover
the indebtedness of the discounting member
bank. Sowell v. Federal Reserve Bank of
Dallas, 268 U. S. 449,

Despite this dccision of the Supreme Court,
a Mississippi court in 1934 gave recognition
to marshalling of assets in the light of the par-
ticular circumstances. In this casc, the Reserve
Bank knew of the maker's right of set-off of
his deposit with the member bank. The court
held that, because of principles of equity and
fair dealing, the Reserve Bank should hfwe
resorted first to collateral held by it against
which no defenses of set-off existed before it
resorted to the defendant’s notes and that, there-
fore, the marshalling of asscts thcory should
apply. Dilworth v. Federal Reserve Bank of
St. Louis, 170 Miss. 373, 154 So. 535 (1934)-

Nevertheless, there were still later court de-
cisions that denied the right of the obligor on
a note given to a member bank and later dis-
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counted with a Federal Reserve Bank to set off
his deposit with the failed member bank against
his liability on the note. Federal Reserve Bank
of Richmond v. Duffy, 210 N. C. 598, 188
S. E. 82 (1936); Federal Reserve Bank of
Boston v. Gray-United Stores, 194 N. E. 709
(Mass. 1935).

In addition to efforts to set off deposits in
the discounting member bank, obligors on dis-
counted paper have offered other defenses
against suits by Federal Rescrve Banks on such
paper, which also have been in the nature of
set-off or counterclaim. In one case, for ex-
ample, the maker of two discounted notes
alleged that he had received no consideration
for one of the notes and that he was entitled
to a counterclaim for the other note. The court
held, however, that these defenses were not
available against the Federal Reserve Bank as a
holder of the notes in duc course. Federal
Reserve Bank of Richmond v. Atmore, 200
N.C. 437,157 S.E. 129 (1931).

In another case, a note executed by a city
in rcnewal of a note previously given to a
member bank for money borrowed to retire
city bonds was held enforceable by a Federal
Reserve Bank as a bona fide holder in due
course even though the city had no authority to
issue ncgotiable notes. Federal Reserve Bank
of Atlanta v. Panama City, 87 Fed. (2) 677
(C.C.A. 5th, 1937).

Again, when the maker of the discounted
note claimed that the member bank had
evaded the usury law, it was held that this claim
could not be made against a Federal Reserve
Bank that took the note as a holder in due
course. Federal Reserve Bank of Richmond
v.Jones, 205 N, C. 648, 172 S. E. 185 (1934).
Similarly, when the maker, a married woman,
alleged that she had executed a note as surety
for her husband’s debt and that the note was
still in possession of the member bank, it was
ruled that the bank held the note only as agent
of the Reserve Bank for collection and that she
could not assert her defense against the Re-
serve Bank as a holder in due course. Federal
Reserve Bank of Atlanta v. Haynie, 46 Ga.
App. 522, 168 S. E. 112 (1933).

In Bragg v. Federal Reserve Bank of Rich-
mond, 164 Va. 30, 178 S. E. 680 (1935),
Government bonds deposited with a member
bank were pledged by the latter as security for
a Federal Reserve Bank loan, When the mem-
ber bank later failed, the estate of the deceased
owner of the bonds brought suit against the
Reserve Bank for recovery of the bonds, alleg-
ing that they had been deposited with the
member bank for safekeeping only. The court
held that the evidence was not sufficient to
show that the bonds had been deposited merely
for safekeeping and that, in any event, recovery
was barred by the fact that the Reserve Bank
was a holder of the bonds in due course.

On the other hand, when a draft was sent
by the seller of goods to a member bank for col-
lection only and the bank discounted the draft
with a Reserve Bank and both the member
bank and the Reserve Bank knew that the
member bank was insolvent, it was held that
the Reserve Bank was not a bona fide holder
in due course. Federal Reserve Bank of San
Francisco v. Idaho Grimm Alfalfa Seed Grow-
ers Association, 8 Fed. (2) 922 (C.C.A. 9th,
1925), cert. den., 270 U. S. 646 (1926). Simi-
larly, when a Reserve Bank sold certain stock
that had been pledged with it by a member
bank that later became insolvent and knew at
the time of the sale that an attorney for the
member bank had a valid lien on the stock, it
was held that the Reserve Bank was guilty
of conversion and that the attorney was entitled
to assert his claim. It was only because the
plaintifi had not alleged with certainty the
value of the stock and proved that he had been
injured by its sale that a judgment for the
plaintiff in the lower court was reversed. Hans-
brough v. D. W, Standrod & Co., 49 Idaho
216, 286 Pac. 923 (1930). :

In a few instances, the obligor on the dis-
counted paper has set up a defense based upon
an offsetting claim against the Federal Reserve
Bank itself rather than the discounting member
bank. Thus, the Hansbrough case last cited
gave risc to further litigation in which the
Reserve Bank sued Hansbrough, the attorney
for the member bank, on a mortgage note and
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the attorney claimed that the Reserve Bank
had agreed to release the mortgage in con-
sideration of the attorney’s assignment of his
interest in a judgment for attorney’s fees against
the member bank. The Reserve Bank con-
tended that since the judgment for attorney’s
fees had been modified on appeal, there was
a fajlure of consideration. However, the court
held for the attorney on the ground that the
modification of the judgment had not affected
the merits and that the interest assigned to the
Reserve Bank was still sufficient to constitute
a valuable consideration. Federal Reserve
Bank of San Francisco v. Hansbrough, 49
Idaho 747, 292 Pac. 222 (1930).

In another case, the maker of a discounted
note alleged that the Reserve Bank had vio-
lated its verbal agreement with respect to pas-
turing cattle on the defendant’s land. Despite
arguments of the Reserve Bank that newly
discovered evidence should be considered in
mitigation of damages resulting from violation
of the verbal agreement, judgment for the de-

fendant was affirmed. Federal Reserve Bank of
Dallas v. Upton, 34 N. M. 509, 285 Pac. 494
(1930).

The cases bricfly mentioned here will suffice
to illustrate the nature of the questions that
have been the subject of litigation arising from
efforts of Federal Reserve Banks to enforce
payment of paper discounted by member banks
or given by member banks as collateral for
Reserve Bank loans, The cases cited are in no
sensc intended to be cxhaustive. Among others
that might have becen mentioned, the reader
is referred to Federal Reserve Bank of Rich-
mond v, Crothers, 289 Fed. 777 (C.C.A. 4th,
1923); Federal Reserve Bank of Richmond V.
Meadows, 201 N. C. 832, 160 S. E. 757
(1931); Federal Reserve Bank of New York
v. Palin, 79 Fed. (2) 539 (C.C.A. 2d, 1935);
Federal Reserve Bank of Philadelphia v. Ocean
City, 84 Fed. (2) 657 (C.C.A. 3d, 1936),
cert. den., 299 U. S. 584; Federal Reserve Bank
of Philadelphia v. Levy, 97 Fed. (2) 50
(C.C.A.3d, 1938).
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Sept. 24, 1918 (40 Stat. 967), and paper secured
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1919 (41 Stat, 296). The section had been further
liberalized by the McFadden Act of Feb. 25, 1927
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Reg. A, 1955, § 3(a) (1) (1955 Bulletin 10).

Reg. A, 1937, as amended Sept. 28, 1942, § 1(h)
(1942 Bulletin 989).

1944 Bulletin 879.

1949 Bulletin 247.

1951 Bulletin 391.

1949 Bulletin 247.

1915 Bulletin 21.
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1919 Bulletin 472.
1917 Bulletin 457.
1917 Bulletin 291.
1915 Bulictin 219.
1918 Bulletin 870.
1917 Bulletin 880,

=0
sl
2

~

1918 Bulletin 745.
1917 Bulletin 200.
1918 Bulletin 871.
1942 Annual Report 98.
1970 Bulletin 444.

DISCOUNT OF COMMERCIAL PAPER

House Rep. No. 69, 63d Cong., Ist Sess. (Sept. 9,
1913), p. 48,

51 Congressianal Recard 1074,

50 Congressional Record 4675.

50 Congressional Record 5046.

51 Congressional Record 1074,

1914 Annual Report 8.

Id.. p.9.

Circular No. 13, 1914 (set forth in 1914 Annual
Report 182),

1914 Annnal Report 58,

1915 Bulletin 37.

1916 Bulletin 531.

Reg. A, Series of 1920, §1I(a) (1920 Bulletin
1180).

Reg. A, Series of 1923, $1I(a) (1923 Bulletin
893).

Reg. A, effective Oct. 1, 1937 (1937 Bulletin
984).

1920 Bulletin 1302,

Many years later, in 1937, the Board adopted the
broader view that a note given by the purchaser
of goods is commercial paper even in the hands
of the buyer and regardless of whether the goods
are bought for resale or for use by the buyer.
(1937 Bulletin 1190)

1921 Bulletin 1199,

1915 Bulletin 212.

1920 Bulletin 949.

1918 Bulletin 974.

1921 Bulletin 1079.

1917 Bullctin 949.

1921 Bulletin 1079.

1917 Bulletin 949.

Reg. B, Series of 1915 (1915 Bulletin 37).

Reg. A, Series of 1916 (1916 Bulletin 531).

Reg. A, Series of 1920 (1920 Bulletin 1180).

See 1915 Bulletin 72; 1917 Bulletin 456; 1918
Bulletin 108; 1921 Bulletin 1314; 1925 Bulletin
737.

1917 Bulictin 458.

1922 Bulietin 931.
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1916 Bulletin 66.

Lucas v. Federal Reserve Bank of Richmond, 50
Fed. (2d) 617 (C.C.A. 4th, 1932) (1932 Bulletin
452).

Reg. A, 1937 (1937 Bulletin 987).

Regs. 3 and 4, 1914 (set forth in 1914 Annual
Report 60).

Reg. A, Series of 1915 (1915 Bulletin 36).

The Board later made it clear that its regulation
did not require a member bank to maintain a
borrower’s financial statement on file. (1915
Bulletin 213)

Reg. A, Series of 1916 (1916 Bulletin 530).
1920 Bulletin 1180.

Reg. A, Series of 1928, §IV(b) (1928 Bulletin
64).

Reg. A, 1937, §§ 1(h) and 3(b) (1937 Bulletin
985, 987); for similar provisions of 1955 regula-
tion, see 1955 Bulletin 12, 13.

1963 Anaual Report 198.

By a court decision it was made plain that the
Federal Reserve Act had no effect upon the char-
acter of a trade acceptance or the rights of the
parties thereto. (Stafford v. Hill, 53 Calif. App.
337, 200 Pac. 33 (1921))

1917 Bulletin 116.

Circular No. 16, Series of 1915 (1915 Bulletin
216).

Reg. P, Series of 1915 (1915 Bulletin 217).

Reg. A, Series of 1916, § V(a) (1916 Bulletin
531).

1919 Bulletin 565.

1919 Bulletin 964. This ruling was incorporated in
a footnote to Regulation A in 1920, which stated
that “a consignment of goods or a conditional sale
of goods can not be considered ‘goods sold’.”
(1920 Bulletin 1180)

1918 Bulletin 33.

1917 Bulletin 114, 116.

1918 Bulletin 310.

1918 Bullerin 435.

1918 Bulletin 309.
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= 1919 Bulletin 565. However, as previously indi- “ Approved Apr. 5, 1918 (40 Stat. 506); subse-
cated, it was permissible for the draft to include quently amended by Acts of Nov. 21, 1918,
the cost of labor in installing goods sold. (Reg. A, Mar. 3, 1919, and Aug. 24, 1921.
Series of 1920, § VI(a), footnote 1; 1920 Bulletin 1924 Bulletin 271.
. };?(8))3 letin 30 ® Reg. A, Series of 1924, §5 I(c), 11{(a) (1924 Bui-
ulletin 30. letin 705).
1918 Bulletin 636. @ See 1916 Bulletin 587.
5 Lane _Company v. Crum, 291 SW, 1084 (1927 " 1917 Bulletin 158, 197,
- f;zél;u; fllo_).s10 Sub v, in 1928 " @ 1918 Bulletin 743; rescinded later, see 1924 Bul-
ulletin . Subsequently, in , another letin 81.
Texas court held that a trade acceptance was = The Board previously had only discouraged the
n_egotiable even though it stated that the obliga- discount of paper of finance companies. (1915
nfon ot;j thfe accepto:‘i arose out of the purchase Bulletin 72) Whether particular paper was finance
National Bank v Stecley, 10 SW. (20 1035; o by e ckerve. Bank.
- ] . YY. H e¢ld, for terminatio t serve Bank.
1929 Bulletin 157). The court distinguished this (1919 Bulmein 105:4)l n ooy e T
::lz::: iflrlog?l tl::‘ Il._ane Comt;;‘anytctase or: the gl;-ound % 1919 Bulletin 1054; 1920 Bulletin 162, 1176; 1921
e earlier case the statement on the ac- Budletin 308.
ceptance required reference to the collateral % 1918 Bulletin 197.
transaction in order to determine maturity, while “ 1920 Bulletin 609.
in the instant case this was not necessary, the 7  Reg. A, Series of 1920, §1I(c) (1920 Bulletin
instrument being an unqualified promise to pay 1180).
at a certain time. . w  Act of Mar. 4, 1923 (42 Stat, 1454).
Circular No. 17, Series of 1915 (1915 Bulletin ®  Reg. A, Series of 1923, § II(b) (1923 Bulletin
" ilo)- Seri . 893). Under the first of these provisions, the
. eg. Q, Series of 1915 (1915 Bulletin 310). Board held that notes of a factor the proceeds of
Reg. A, Series of 1916, § VII (1916 Bulletin which are loaned to producers of eggs, poultry,
- 332). , ) and butter were eligible for discount. (1926 Bul-
;E‘eg) A, Series of 1917, § VII (1917 Bulletin letin 251)
. 11926 Bulletin 665.
: Reg. No. 2, 1914 (1914 Annual Report 59). 111930 B:llzt:';: 726,
:l;l;)g B, Series of 1915, § II(b) (1) (1915 Bulletin ’: 1937 Annual Report 31.
. . ) '™ 1937 Bulletin 1190.
& i{eg. A, Series of 1920, §11(b) (1920 Bulletin 1 rpid. See also 1938 Bulletin 86, regarding the
o Rlsok 37, § i cligibility for discount of notes of a finance com-
- R:g. A 11355’ g ; ga; (;.) 89§§ gullctt'n 984). pany. Similarly, when the pro_ceeds of a loan by
- 19133 B' o , N a)(2) (19 . ulletin 10). a member bank to a credit union are used by the
“ om0 Bu"en'n 7 ,.1921 Eulletm_ 546. latter to make loans for “eligible” purposes, the
» 1950 Elf”e"_ﬂ 699; .1921 Bulletin 191. note representing the loan to the credit union i3
n 1918 Bll”ﬂl_" ;(3)01, 1921 Bulletin 191, eligible for discount. (1939 Bulletin 361)
® lole pchn 579' “e 1965 Bulletin 1409,
™ 1918 Bulletin 971. S i
" 1921 Bulletin 191 o “June 27, 18 246)
% 1926 Bulleti 585- Act of June 27, 1934, § 505(b) (48 Sta!. 1 .
® 1930 B::llit:‘: 699, Sec. 24 of the Federal Reserve Act is to be
™ 1938 Bulletin 86 . found in 12 U.S.C. § 371.
R A e pendix B ™ Act of Aug. 11, 1955 (69 Stat. 634).
® 1965 Bu lietin 14819’5" ix B). " House Banking and Currency Committee Rep. Ng-
® Reg. B, Series of 1915, § TI(b) (2) (191 ; 1349, 84th Cong,, Ist Sess. (fuly 22 19500 B, -
e , ) (1915 Bulletin Sce also Senate Banking and Currency CoMmml 2‘.’,
m ?;lgj A, Series of 1916, § Ii(c) (1916 Bulletin ?;?s')N:'z?”’ Béth Cong., st Sess. (W& =
- . ) m Act of Sept. 9, 1959 (Pub. Law 86-251, 86th
- F;Zgz‘g;:;lgii’ 5332(3) (3) (1955 Bulletin 10). Cong.}. The report of the House Banking ‘mg
% 1915 Bulletin 127, Currency Committee (House Rep. No. 693, 86t
S 1914 Annual R y ' 59 Cong., 1st Sess,, July 21, 1959) p_omted out that
“ The present "g“;’_’ 37 . . in such cases a national bank making such a loan
19737 201 4 (fz"r) (i“m Is_contained in Reg. A, relied upon the “take-out” commitment rather
, . ppendix B). than the underlying real estate security and that
252
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therefore such loans should be classed as com-
mercial rather than real estate loans. The commit-
tee felt that the amendment would “permit na-
tional banks to make safe and desirable loans of
this type which they may not now make, and will
climinate a competitive disadvantage which they
now have vis-a-vis Statc banks in many States.”
The amendment had been recommended in 1956
by the Comptroller of the Currency for similar
reasons (see Study of Banking Laws, committee
print of Senate Banking and Currency Commit-

tee, 84th Cong., 2d Sess. (Oct. 12, 1956), pp. 49—
51); and it had been included in the proposed
Financial Institutions Act, which had passed the
Senate in 1957 (S. 1451, 85th Cong., st Sess.)
but had failed to pass the House,

Reg. A, 1937, § 1(c) (1937 Bulletin 985).

Reg. A, 1955, § 3(d) (1955 Bulletin 12).

House Banking and Currency Committee Report
on H.R. 9620, House Rep. No. 1922, 73d Cong.,
2d Sess. (June 4, 1934), p. 4.

AGRICULTURAL CREDITS

50 Congressional Record 4647.

See, for example, statements by Mr. Harrison (50
Congressional Record 4729), Mr. Moss (50 Con-
gressional Record 4774), and Mr. Neeley (50
Congressional Record 4845).

50 Congressional Record 4846.

51 Congressional Record 613.

Mr. Tribble stated that Mr. Glass had so con-
strued the bill as originally reported. (50 Congres-
sional Record 5045) There were some who as-
serted that the provision was approved only after
a “hard struggle” in the Democratic caucus and
in the face of Glass's opposition. (50 Congres-
sional Record 5009, 5022, 5045)

Act of July 17, 1916 (39 Stat. 360).

The Reserve Banks were authorized 1o buy and
sell such bonds to the same extent that they
could purchase and sell municipal bonds under
§ 14(b) of the Federal Reserve Act. Sec. 14(b)
permitted (and still permits) the purchase
and sale of municipal bonds having maturities of
not more than 6 months. Member banks were
given blanket authority by the Farm Loan Act to
buy and scll farm loan bonds. The provisions of
the Farm Loan Act were superseded by the com-
prehensive Farm Credit Act of Dec. 10, 1971, but
the authorities above mentioned were continuzd.
(12 US.C. 2158)

See discussion during the congressional debates on
the Agricultural Credits Act of 1923; 64 Congres-
sional Record 1742, 1746.

41 Stat. 1084.

Mar. 4, 1923 (42 Stat. 1454).

The Banking and Currency Committees agreed
that it was desirable to encourage mote country
banks to join the System (Scnate Rep. No. 998,
67th Cong., 4th Sess. (Jan. 8, 1923), p. 8; House
Rep. No. 1712, 67th Cong., 4th Sess. (Feb. 24,
1923), p. 19). A proposal to increase dividends
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an

paid on Federal Reserve Bank stock was finally
abandoned as not being a substantial inducement
to membership (House Rep. No. 1712, p. 19).
However, the Agricuitural Credits Act sought to
make membership more attractive by somewhat
liberalizing capital requirements, and a joint con-
gressional committee was assigned the task of
considering what measures might be taken to
increase membership.

House hearings on S. 4280, 67th Cong., 4th Sess.
(Jan. 31, Feb. 2-19, 1923),p. 1.

64 Congressional Record 1758.

House hearings on S. 4280, Jan. 31, 1923, p. 1.

1d., p. 62.

1923 Bulletin 913.

Reg. C, Series of 1915 (1915 Bulletin 38).

Reg. A, Series of 1923, § VI(a) (1923 Bulletin
893).

Reg. A, 1955, § 3(e) (1955 Bulletin 12).

1918 Bulletin 310.

1916 Bulletin 526.

1918 Bulletin 1118.

1918 Budietin 310, 312.

1915 Budletin 75.

1918 Bulletin 309.

1916 Bulletin 67. L
1918 Bulletin 743. But the note of an irrigation
company is commercial rather than agricultural
paper, even though all of its customers are farm-
ers. (1921 Bulletin 964)

1916 Bulletin 679; 1917 Bulletin 378.

1916 Bulletin 112; 1915 Bulletin 72.

1915 Bulletin 212.

1917 Bulletin 616. )
Statemnent by Senator Capper, 64 Congressional
Record 1757.

Senate Rep. No. 998, 67th Cong., 4th Sess.
(Jan. 8, 1923),p. 7.

64 Congressional Record 4903.
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Eugene Meyer felt that this restriction was unim-
portant because of the large reserves available to
the Reserve Banks., (Hearings on S. 4280, 67th
Cong., 3d and 4th Sess. (Apr.-May 1922 and
Jan.—Feb. 1923), p. 60)

Senate Rep. No. 998, 67th Cong., 4th Sess, (Jan.
8, 1923),p.7.

Reg. No. 5 (1914 Annual Report 61).

Circular No, 13, 1914 (1914 Annual Report 184).
Act of Sept. 7, 1916 (39 Stat. 752). See state-
ment by Senator Owen, 53 Congressional Record
11002.

Reg. A, Series of 1923, § VI(e) (1923 Bulletin
§93).

1917 Bulletin 378.

1923 Bulletin 911, See statement by Senator Platt
during hearings on S. 4280, 67th Cong., 3d and
4th Sess. (Apr.—May 1922 and Jan.-Feb. 1923),
p. 104; also Senate Rep. No. 998, 67th Cong.,
4th Sess. (Jan. 8, 1923), p. 6.

Act of Mar. 4, 1923 (42 Stat, 1454).

Act of May 29, 1928 (45 Stat. 975).

Reg. A, Series of 1923, § VII (1923 Bulletin
894).

Reg. A, 1955, § 3(b) (1955 Bulletin 11).

1966 Bulletin 506.

1924 Bulletin 276.

1925 Bulletin 737.

1926 Bulletin 854.

Reg. A, 1937, § 1(b) (1937 Bullctin 984).
Hearings on S. 4280, 67th Cong., 3d and 4th
Sess. (Apr.-May 1922 and Jan.-Feb. 1923), p.
60

lcl.., p- 74.

g

g

[}

[ 21

Reg. A, Series of 1923, § VIII (1923 Bulletin
894),

Reg. A, 1955, § 3(g) (1955 Bulletin 12).

1926 Bulletin 251.

1923 Bulletin 911. For statement by Eugene
Meyer regarding development of such associa-
tions, see hearings on S. 4280 before House Bank-
ing and Currency Committee, 67th Cong., 3d and
4th Sess. (Apr.—May 1922 and Jan.-Feb, 1923),
p.6l.

1923 Budletin 999.

See summary of such rulings in 1922 Bulletin
1044.

1921 Bulletin 1312,

Hearings on S. 4280 before House Banking and
Currency Committee, 67th Cong., 3d and 4th
Sess. (Apr~May 1922 and Jan-Feb. 1923), p.
61.

1923 Bulletin 999,

Reg. A, Series of 1923, § VI(b) (1923 Bulletin
893). See also Reg. A, 1955, § 3(f) (1955 Bul-
letin 12).

Reg. A, Series of 1923, § VI(d) (1923 Bulletin
894).

This limitation was not applicable, however,
when paper of a Federal intermediate credit
bank was rediscounted at a Federal Reserve Bank
by a wember bank. (1926 Bulletin 252)

1928 Bulletin 777.

1937 Bulletin 984.

Reg. A, 1955, § 6(a) (1955 Bulletin 14).

75 Congressional Record 8860.

47 Stat. 159,

BANKERS' ACCEPTANCES

Report of National Monetary Commission, Sen-
ate El;)oa. 243, 62d Cong., 2d Sess. (Jan. 9, 1912),
p. 28.

House Rep. No. 69, 63d Cong., Ist Sess. (Sept. 9,
1913), p. 49.

50 Congressional Record 4678.

51 Congressional Record 434.

51 Congressional Record 469,

50 Congressional Record 4647,

51 Congressional Record 1470.

Eircular No. 11, Series of 1915 (1915 Bulletin
4).

1bid.

:l;lr;s)s statement, Sept. 10, 1915 (1915 Bulletin
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1916 Bulletin 591,

1919 Annual Report 22.

1920 Annual Report 50. L.
See article on “Bankers’ Acceptance Financing in
the United States,” 1955 Bulletin 482.

Ibid. See also Wilbert Ward and Henry Harfield,
Bank Credits and Acceptances (4th ed.; N.Y.:
Ronald Press Co., 1958), p. 88.

Reg. J, Series of 1915, § I (1915 Bulletin 45).
i, § 1v(b).

Reg. A, Series of 1916 (1916 Bulletin 532).

Reg. A, Series of 1920 (1920 Bullctin 1180).

1916 Bulletin 112,

1915 Bulletin 362,

1918 Bulletin 634.
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House Rep. No. 69, Sept. 9, 1913, p. 49,

50 Congressional Record 4676.

51 Congressional Record 434.

Sec. for example, 1921 Bulletin 547, 816.

12 C.F.R. 7.7420.

1923 Bulletin 319.

1923 Bulletin 316-19.

1915 Bulletin 98.

Reg. A, 1937, § 6(b) (1937 Bulletin 988).

1916 Bulletin 532. In 1928 the Board published
suggested forms of certificates evidencing eligibil-
ity of bankers' acceptances, (1928 Bullctin 517)
1920 Bulletin 386.

Reg. No. 6, Nov. 10, 1914 (1914 Annual Report
61).

Reg. ], Scries of 1915 (1915 Bulletin 45).

Reg. A, Scrics of 1916 (1916 Bulletin 532).

1917 Bulletin 28.

1915 Bulletin 276.

1918 Bulletin 976.

1929 Bulletin 294,

1920 Bulletin 162.

1916 Bulletin 458.

1916 Budletin 12.

1917 Bulletin 30.

1926 Bulletin 854.

1927 Bulletin 860.

Sec “Bankers’ Acceptance Financing in the
United States,” 1955 Bulletin 482,

1915 Budletin 276; 1918 Bulletin 435,

1920 Bulletin 162; 1921 Bullctin 419, The Board
also ruled that it was immaterial whether or not
the goods had been actually sold at the time of
acceptance, if the accepting bank was reasonably
sure that the draft was drawn to finance the ship-
ment and the proceeds would be used for that
purpose. (1917 Bullctin 527)

1918 Bulletin 438.

Reg. A, Serics of 1920, § B(b) (1) (1920 Bulletin
1180).

The Board had previously ruled that there was no
need for identification of the goods at the time
of acceptance (1915 Bulletin 405; 1917 Bulletin
527). Nor were there any limitations on the kinds
of goods that might be involved. The Board ruled
that gold bullion and gold coin were “goods™ for
this purpose. (1917 Bulletin 29)

1921 Bullctin 70.

1922 Bulletin 433.

1915 Bulletin 91.

Reg. A, Series of 1916, § B(c) (1916 Bulletin
532).

Reg. A, Series of 1923, § X (1923 Bulletin 892,
894).

Reg. C, 1946, § 1(a) (Appendix C).
Act of Sept. 7, 1916 (39 Stat. 752).

1915 Annual Report 22. Later, on Mar. 10, 1916,
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the Board recommended the amendment to the
Senate Banking and Currency Committee. See
Senate Banking and Currency Rep. No. 481, 64th
Cong., 1st Sess. (May 18, 1916), p. 9.

53 Congressional Record 11001.

R;zg) A, Series of 1916, § B(c) (1916 Bulletin
532).

1917 Bulletin 380.

1920 Bulletin 1301; 1921 Bulletin 1312.

1929 Bulletin 811.

1921 Bulletin 191. Nor is an acceptance agree-
ment, which purports to assign certain collateral
security but does not specifically mention any
security as assigned, sufficient to qualify as a
shipping document. (1918 Bulletin 311) -~

1919 Bulletin 471.

1917 Bulletin 765; 1918 Bulletin 971, 972. Event-
ually, this principle was incorporated in the
Board’s Regulation C. See Reg. C, as revised
Aug. 31, 1946, § 1(a) (2) (Appendix C).

1918 Bulletin 634,

1919 Bulletin 254,

Reg. C, 1946, §1(a)(2) (Appendix C). Some
lawyers have questioned this interpretation,
arguing that domestic shipments may propetly
cover shipments within a foreign country. (See
Ward and Harfield, Bank Credits and Accep!-
ances (1958), p. 100.)

1919 Bulletin 858.

1922 Bulletin 52.

1920 Bulletin 66.

Reg. A, Series of 1920 (1920 Bulletin 1181).

1918 Bulletin 437, 871.

1918 Bulletin 636.

1918 Bulletin 31; 1918 Bulletin 634; 1921 Bul-
letin 963,

1926 Bulletin 666.

1923 Bulletin 1194; 1926 Bulletin 666.

1933 Bulletin 188.

1918 Bulletin 31; also 1918 Bulletin 862.

Reg. A, Series of 1928, as amended, §XI(3)
(1928 Bulletin 777).

1923 Bulletin 316.

Reg. A, Series of 1920, § B(b)(3) (1920 Bulletin
1181). The requirement was repeated in Reg. A,
as revised effective Feb. 15, 1955, footnote 8
(1955 Bulletin 11); but it was eliminated in the
1973 revision.

1919 Bulletin 740; 1924 Bulletin 638.

Reg. A, Series of 1928, § XI(3) (1928 Bulletin
66). )

1916 Bulletin 523.

1919 Budlletin 652.

1918 Budletin 309.

1923 Bulletin 1194,

1917 Bulletin 30; 1916 Bulletin 523.

1925 Bulletin 737.
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1916 Bulletin 523.

1917 Bulletin 614.

1918 Bulletin 520.

1918 Bulletin 636.

1920 Bulletin 65; 1921 Bulletin 699.

1920 Bulletin 494; 1921 Bulletin 419.

Senate committee report on H.R. 13391, Senate
Rep. No. 481, 64th Cong., 1st Sess. (May 18,
1916), p. 10.

53 Congressional Record 11002,

1916 Bulletin 666.

1920 Bulletin 835.

Reg. C, 1946, § 2(c} (1) (Appendix C).

Id., § 2(c) (2).

See “Bankers’ Acceptance Financing in the United
States,” 1955 Bulletin 482,

1916 Bulletin 534.

1916 Bulletin 532.

Reg. C, 1946, § 2(a) (Appendix C).

1916 Bulletin 666,

1918 Bulletin 938.

1920 Bulletin 1175. Obviously, “San Salvador”
referred to the country of Salvador rather than
the city of San Salvador.

1921 Bulletin 188.

1922 Bulletin 50, 680.

1918 Bulletin 938; 1922 Bulletin 680.

1946 Bulletin 997.

See hearings on S. 1451 and H.R. 7026 beforc the
House Committee on Banking and Currency, Part
2, 85th Cong., 2d Sess. (Jan. 14-Feb. 7, 1958),
p. 1036.

id., p. 989.

1d., pp. 1010, 1065.

Id., p. 1036.

Id., p. 1063,

See present Reg. C, § 1(b) (Appendix C).

1917 Bulletin 690; 1923 Bulletin 158.

1917 Bulletin 690; 1921 Bulletin 815.

1929 Bulletin 811.

Reg. A, Series of 1920, § B(c)(2) (1920 Bulletin
1181).

1921 Bulletin 815; 1922 Bulletin 52.

Reg. A, 1955, § 3(c), footnote 10 (1955 Bulletin
11).

1917 Bulletin 30; 1921 Bulletin 699; 1926 Bul.
letin 854,

1920 Bulletin 66.

Reg. J, Series of 1915 (1915 Buliletin 45).

Reg. R, Series of 1915 (1915 Bulletin 311).
Sept. 10, 1915 (1915 Bulletin 312).

1919 Bulletin 858.

Reg. A, Series of 1920 (1920 Bulletin 1181).

1927 Bulletin 860.

1921 Bulletin 963.
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1915 Bulletin 126.

39 Stat. 752; 12 US.C. § 372,

1919 Bulletin 143,

1919 Bulletin 364,

1917 Bulletin 286.

1920 Bulletin 1065.

1922 Bulletin 52.

1919 Bulletin 254, 468.

1917 Bulletin 286, 881; 1919 Bulletin 254; 1921
Bulletin 1313.

Reg. C, Series of 1920 (1920 Bulletin 1182). The
condition as to control of the goods was strictly
applied. Even when the customer held a trust
receipt as agent for the bank for the sole purpose
of diverting the cars carrying the goods to a ware-
house, it was concluded that the customer would
have some control of the goods. (1921 Bulletin
1313)

Reg. C, 1946, § 1(c) (Appendix C).

In 1934 the Board held that, for the purpose of
this limitation, capital stock included capital notes
and debentures legally issued by a State member
bank and purchased by the Reconstruction Fi-
nance Corporation. (1934 Bulletin 749)

38 Stat. 958. In its report on this amendment, the
House Banking and Currency Committee, headed
by Carter Glass, stated that the Reserve Bank
Organization Committee, on its tour of the
country, had found that there were a number of
State banks that desired to become members of
the System but were deterred by the restrictions
of §13 of the Federal Reserve Act and that
they might beccome members if this amendment
were approved. (House Rep. No. 1165, 63d
Cong., 2d Sess. (Sept. 24, 1914))

Reg. K, Series of 1915 (1915 Bulletin 46).

1916 Annual Report 28.

40 Stat. 232,

See 1918 Bulletin 1119.

Reg. C, Series of 1917 (1917 Bulletin 542).

Reg. C, 1946, § 1(¢) (Appendix C).

1916 Bulletin 397.

Reg. C, 1946, § 1(d) (Appendix C).

1917 Bulletin 528.

Federal Reserve Act, § 13, §12; 12 U.S.C. §373.
Reg. C, 1946, § 2(e) (Appendix C).

Id., § 2(e)(2).

Id., § 2(f).

Reg. A, 1955, § 2(¢c} (1955 Bulletin 11).

38 Stat. 958.

Reg. J, Series of 1915 (1915 Bulietin 45).

Reg. R, Series of 1915 (1915 Bulletin 310).

1915 Bulletin 269.

For a discussion of the nature and form of letters
of credit, see 1921 Bulletin 158, 410, 681, 926.
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1921 Bulletin 547.

Reg. C, 1946, § 1(d) (Appendix C); also 1915
Bulletin 311.

1921 Bulletin 816.

1918 Bulletin 257.

12 US.C. § 353.

1923 Bulletin 317.

Act of June 16, 1933 (48 Stat. 162).
12 C.F.R. § 270.7(b).

12 CER. § 202.2.

REDISCOUNT OF WORLD WAR I VETERANS’ NOTES

43 Siat. 125.

Set forth in 1927 Bulletin 33.

Reg. M, Series of 1926 (1927 Bulletin 30).

The Board held that such a note was not eligible
for discount if the requisite notice to the veteran
had been waived. (1931 Bulletin 538)

@

2 e a6

1928 Bulletin 74.

Act of Feb. 27, 1931 (46 Stat. 1429).
1931 Bulletin 161.

Act of July 21, 1932 (47 Stat. 724).
1932 Bulletin 598.

1939 Bulletin 361.

ADVANCES TO MEMBER BANKS

1915 Annual Report 22. Subsequently, the Board
recommended specific language (1916 Bulletin
324), which was adopted by Congress without
change.

39 Stat. 752.

Senate Banking and Currency Committee Rep.
No. 481, 64th Cong., 1st Sess.,, (May 18, 1916),
p.9.

53 Congressional Record 11001, 11002.

Letter to Sehate Banking and Currency Commit-
tee, Mar. 29, 1932 (1932 Bulletin 213).

1916 Bulletin 513.

1927 Bulletin 29.

1932 Annual Report 25-31, 216.

1960 Bulletin 151,

Act of Sept. 21, 1968 (82 Stat. 856).

1968 Bulletin 1012,

1916 Bulletin 685.

53 Congressional Record 11001,

1917 Bulletin 765, 879.

Letter to Senate Banking and Currency Commit-
tee, Mar. 29, 1932 (1932 Bulletin 206).

Reg. A, 1955, § 2(b) (1955 Bulletin 9).

1968 Bulletin 1012,

75 Congressional Record 4324,

S. 4115,
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Letter io Senate Banking and Currency Commit-
tee, Mar. 29, 1932. (1932 Bulletin 213) The Fed-
eral Advisory Council also opposed the proposed
penalty rate on 15-day advances. (1932 Bulletin
224)

1933 Bulletin 499.

1970 Bulletin 940.

39 Stat. 752.

48 Stat. 7.

1942 Bulletin 302,

1955 Bulietin 9.

1968 Bulletin 1012.

This change was technically unnecessary because
a 1929 amendment to the Second Liberty Bond
Act of 1917 had provided that, for purposes of
the Federal Reserve Act, bonds and notes of the
United States should be deemed to include certifi-
cates of indebtedness and Treasury bills (Act of
June 17, 1929; 46 Stat. 19).

1960 Bulletin 858.

1937 Bulletin 987.

1939 Annual Report 6.

1941 Annual Report 1.

War Finance Corporation Act of Apr. 5, 1918
(40 Stat. 506). Reference to the use of such
bonds as collateral for Federal Reserve advances
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was contained in the Board’s 1920 revision of
Regulation A (1920 Bulletin 1179), but it was
omitted in the 1928 revision of the regulation.
47 Stat. 159.

Previously, in December 1931, a bill to permit
such debentures to be used as collateral for § 13
advances had been introduced by Senator Van-
denberg but had failed to pass.

House Rep. No. 1125, 72d Cong., 1st Sess.
(Apr. 25, 1932), pp. 4, 5.

75 Congressional Record 10368.

75 Congressional Record 10369.

This was made clear by a provision of the Act of
Aug, 19, 1937 (50 Stat. 718; 12 US.C. § 1040).
Act of July 17, 1916 (39 Stat. 380). The Farm
Loan Act provision was superseded by a provision
of the Farm Credit Act of 1971 that specifies
that “any Federal Reserve Bank may buy and
sell” bonds, debentures, or other obligations is-
sued under the authority of that act to the same
extent and subject to the same limitations placed
upon the purchase and sale by such Banks of
State, county, district, and municipal bonds under
§ 14(b) of the Federal Reserve Act (12 US.C.
§ 2158).

1918 Bulletin 33.

House Committee on Agriculture Rep. No. 6,
73d Cong., 1st Sess. (Mar. 20, 1933), p. 2.

48 Stat. 31,

48 Stat. 344.

House Committee on Agriculture Rep. No, 279,
73d Cong., 2d Sess. (Jan. 12, 1934), p. 1.

Less than $200,000 as of June 30, 1960.

}l(;:)g A, 1955, § 2(a), footnote 2 (1955 Bulletin
75 Stat. 773.

1968 Bulletin 1012,

48 Stat. 643.

House Rep. No. 1075, 73d Cong., 2d Sess.
(Mar. 26, 1934), p. 4,

78 Congressional Record 4807.

Pursuant to Act of June 30, 1953 (67 Stat. 121).
1917 Bulletin 949.

1949 Bulletin 247.

1969 Bulletin 354.

1960 Bulletin 151.

1968 Bulletin 1012,

1962 Bulletin 690.

;136?pinions of Attorney General, No. 1, Apr. 14,
1966 Bulletin 188.

1966 Bulletin 340.

Act of Sept. 21, 1966 (80 Stat. 825).

Acts of Sept. 21, 1967 (81 Stat, 226) and
Sept. 21, 1968 (82 Stat. 856).

1968 Bulletin 1012.

1969 Bulletin 355.
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1971 Budletin 399.

1972 Budletin 983.

1971 Bulletin 399.

1916 Bulletin 609. It was pointed out that while

bonds of the United States were mentioned both

in §13 and § 14(b), municipal tax obligations

were mentioned in the latter but not in the former

section.

Thus, during the hearings on the Glass-Steagall

bill, Governor Mecyer stated that if § 10(b)

were adopted, “banks would be freer to use their

resources to buy warrants, knowing that in case of

need they could borrow on them under excep-

tional circumstances” (Hcarings on H.R. 9203,

72d Cong., Ist Sess. (Feb. 12, 1932), p. 19).

During the debates, Senator Kean similarly in-

dicated that the bill would permit the use of

municipal bonds as collateral for advances in

exceptional circumstances, (75 Congressional

Record 4310) Previously, in December 1931,

Senator Vandenberg had introduced a bill (S.

546) that would have made revenue bonds

specifically eligible as collateral for advances to

member banks under § 13 of the Federal Reserve

Act, but that bill was never enacted.

1968 Bulletin 1013.

1969 Bulletin 150,

Act of June 25, 1959 (73 Stat. 142).

47 Stat, 56.

75 Congressional Record 3963.

For example, Mr. Shannon (75 Congressional

Record 3983); Mr. McFadden (75 Congressional

Recond 3986); Senator Couzens (75 Congres-

sional Record 4053).

House Committee on Banking and Currency Rep.

No. 475, 72d Cong., 1st Sess. (Feb. 13, 1932),
. 2.

K‘[r. McFadden, 75 Congressional Record 3986.

Senator Robinson, 75 Congressional Rcco_rd 4223,

In the House, Mr. Stafford said: “This bill could

not be justified in normal times, because some of

the security that is offered for Federal reserve

notes, though perfectly sound, is not of liquid

character, such as bonds and mortgages. Bgt harfl

cases require exceptional treatment. I justify this

only as a temporary expedient ***.” (75 Con-

gressional Record 3981)

75 Congressional Record 3966.

Senate Banking and Currency Commiltee Rep.

No. 237, 72d Cong., 1st Sess. (Feb. 12, 1932),

p. 2.

Hearings on H.R. 9203, Feb. 12, 1932, p. 15.

Later, the Board reported that, as of Dec. 31,
1931, member banks held $4,694 million of _G_OV-

ernment bonds and $2,573 million of eligible

commercial paper. (1932 Bulletin 142)

Mr. Steagall, 75 Congressional Record 3964.

75 Congressional Record 4136.
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75 Congressional Record 4137. Senator Wolcott

likewise thought the measure would cause banks
to stop “hoarding" eligible paper and make more
loans. (75 Congressional Record 4143)

75 Congressional Record 4242,

Mr. LaGuardia, 75 Congressional Record 3970.
Scnate Rep. No. 237, 72d Cong., Ist Sess.
(Feb. 12, 1932).

House Rep. No. 475, 72d Cong., ist Sess.
(Fcb. 13, 1932).

Mr. Beedy, 75 Congressional Record 3980.

Sce statement by Secretary of the Treasury Ogden
Mills during hearings on H.R. 9203, Feb. 12,
1932, p. 23.

75 Congressional Record 4228. Similarly, Mr.
Williamson felt that a liberalization of the eligi-
bility rules should be made permanent legislation.
(75 Congressional Record 3972)

Hearings on H.R. 9203, Feb. 12, 1932, p. 18.
Id., p. 3.

Senate Rep. No. 584 on S. 4412, 72d Cong,, Ist
Sess. (Apr. 22, 1932}, p. 12

12US.C. § 347a.

Mr. Steagall, 75 Congressional Record 3964,
Senate Rep. No. 237, 72d Cong., Ist Sess.
(Feb. 12, 1932), p. 2.

House Rep. No. 475, 72d Cong.,
(Feb. 13, 1932).

Hearings on H.R. 9203, Feb. 12, 1932, p. 3.

75 Congressional Record 413S.

Said Mr. Strong: “It will permit the banks that
have no cligible paper to get together and guaran-
tee each other’s paper.” (75 Congressional Record
3965)

Sce 75 Congressional Record 4315.

Senator Glass stated: “No limitation is put upon
the amount of credit that may thus be obtained
at a Federal reserve bank. That is left altogether
within the discretion of the directors of the re-
serve bank ***" (75 Congressional Record
4135)

The House bill (H.R. 9203) had limited § 10(a)
to a period of 1 year, like § 10(b), although some
Congressmen felt that neither section should be
so limited. (75 Congressional Record 3966) On
the other hand, the Senate bill, while limiting
the duration of § 10(b), placed no time limit on
§ 10(a), and some Senators were unable to see
why both sections should not be enacted for only
a temporary period. (75 Congressional Record
4318)

As passed by the House on Feb, 16, 1932, the bill
would have required the consent of a majority of
the Board; the Senate bill, passed on Feb. 19,
required the consent of six members; the con-
ference committee in effect followed the House
version since the Board had eight members then.

Ist Sess.
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75 Congressional Record 4134.

House Rep. No. 607, 72d Cong., 1st Sess.
(Feb. 25, 1932), p. 4.

75 Congressional Record 4321.

See 75 Congressional Record 4315. Senator Reed
was not satisfied that this change made the matter
clear; he suggested that since all the banks in the
group initially would receive the proceeds, the
provision should refer to the “recipient” bank or
banks as later mentioned in the section. (75
Congressional Recard 4322)

See hearings on H.R. 9203, Feb. 12, 1932, p, 9;
also comments by Senator Norris during the de-
bates, 75 Congressional Record 4317.

75 Congressional Record 4317, 4318.

75 Congressional Record 4785.

1932 Bulletin 180,

S. 1451, 85th Cong. In its recommendation to the
Senate Banking and Currency Committee regard-
ing this matter, the Board stated:

“s*x As far as is known, no advances were
ever made by the Reserve banks under this
authority. One reason presumably was that the
same time Congress enacted section 10(b) of the
Federal Reserve Act authorizing advances to any
individual member bank on any ‘satisfactory
security.’ In the circumstances it seems reasonably
clear that the authority contained in section
10(a) serves no useful purpose and should be
repealed.” (Study of the Banking Laws, com-
mittee print of Senate Banking and Currency
Committee, 84th Cong., 2d Sess, (Oct. 12, 1956),

. 90)
1;5 Congressional Record 4135.
Hearings on H.R. 9203, Feb. 12, 1932, p. 3.
For example, Gov. Meyer, hearings on H.R.
9203, p. 9; Mr. Burtness, 75 Congressional Rec-
ord 3966.
75 Congressional Record 4333. Senator Glass op-
posed this amendment because he felt that psy-
chologically it was unwise to suggest that the
emergency would last for 2 years,
75 Congressional Record 4786.
75 Congressional Record 4262. At an earlier
point, a capital limitation of $2 million had been
contemplated.
75 Congressional Record 4315.
75 Congressional Record 4786.
Mt. Strong, 75 Congressional Record 3966.
House Rep. No. 1928, 72d Cong., 2d Sess.
(Jan. 27, 1933), p. 3.
47 Stat. 794.
48 Stat. 1.
77 Congressional Record 56.
77 Congressional Record 57.
77 Congressional Record 79.
1933 Bulletin 122.
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1934 Bulletin 182.

49 Stat. 684.

H.R. 5357;S. 1715.

Hearings on H.R. 5357, Mar. 4, 193§, p. 184.

79 Congressional Record 6739.

79 Congressional Record 13707.

For example, Gov. Eccles, House committee
hearings, Mar. 4, 1935, p. 184; House Banking
and Currency Committee Rep. No. 742, 74th
Cong., Ist Sess. (Apr. 19, 1935), p. 11; Mr.
Hancock, 79 Congressional Record 6739.

1935 Bulletin 560.

1937 Annual Report 206.

50 Congressional Record 5999.

51 Congressional Record 523.

Gov. Meyer, hearings on H.R. 9203, p. 9.

Mr. Busby, 75 Congressional Record 3973.

75 Congressional Record 4135.

Gov. Meyer, hearings on H.R. 9203, p. 19.

Mr. Strong, Feb. 15, 1932, 75 Congressional Rec-
ord 3965.

lbiéi.; also Mr, Stafford, 75 Congressional Record
3981.

Hearings on H.R. 9203, pp. 9, 10.

75 Congressional Record 3972.

75 Congressional Record 4228.

Hearings on H.R. 5357, Mar. 4, 1935, p. 183.

Id., p. 289.

Id., p. 405.

Id., p. 387.

ld., p. 453.

House Rep. No. 742, 74th Cong.,
(Apr. 19, 1935), p. 11.

79 Congressional Record 6718.

79 Congressional Record 6736.
Hearings on 8. 1715, May 15, 1935, pp. 410, 701.
Id., p. 296; 79 Congressional Record 11825,
Senate Rep. No. 1007, 74th Cong, 1st Sess.
(July 2, 1935), p. 11.

Senator Adams stated: “This provision consti-
tutes a fundamental departure from the theory
heretofore prevailing as to the character of securi-
ties acceptable by Federal Reserve Banks.” (79
Congressional Record 4988)

Ist Sess.

79 Congressional Record 13706.

79 Congressional Record 13707.

1937 Annual Report 206.

1936 Bulletin 624,

1936 Bulletin 548.

Reg. A, 1937, § 2(d) (1937 Bulletin 986).

1937 Annual Report 207.

1bid.

1937 Bulletin 989, 990. As to real estate loans,
the minimum standards were: a first lien on im-
proved real estate; compliance with the amount
and maturity requirements of § 24 of the Federal
Reserve Act; and maintenance by the member
bank of an appraisal of the real estate, an ade-
quate description of the property, evidence of
title, evidence of no tax delinquency, and such
other information as the circumstances might
render advisable. As to instalment loans, the
standards were: security by a first lien in the
nature of a chattel mortgage, conditional sales
contract, or similar instrument; goods of such a
nature that in the event of resale the sum realized
would be greater than the amount necessary to
liquidate the obligation; and reasonable steps by
member banks to satisfy themselves that payments
and other requirements would be met.
Hearings on H.R. 5357, Mar. 18, 1935, pp. 387,
406.

1d., p. 387.

1935 Bulletin 771.

Reg. A, 1955, § 2(c) (1955 Bulletin 10).

Joint committee print of statements submitted to
Subcommittce on Monetary, Credit, and Fiscal
Policies, Senate Doc. 132, 81st Cong., 2d Sess.
(Nov. 7, 1949), p. 58.

Letters to the chairmen of the Banking and Cur-
rency Committees of the Congress, Aug. 21, 1963,
(See also discussion in 1963 Bulletin 1235.)

For example, S. 1559, 89th Cong., 1st Sess.
(1965); S. 966, 90th Cong., 1st Sess. (1967).

1971 Annual Report 211. A bill to implement the
Board’s new proposal was introduced in the Sen-
ate as S. 1951, 92d Cong., Ist Sess. (May 26,
1971).

CREDIT FOR NONMEMBER BANKS

1972 Annual Report 254.

75 Congressional Record 4786. During the House
committee hearings on the bill, Gov. Meyer of
the Board stated that the bill was not intended to
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provide credit to nonmember banks but that they
would benefit indirectly. (Hearings on H.R. 9203,
Feb. 12, 1932, p. 7)

51 Congressional Record 958.
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Id., p. 1035,

Id, p. 1119,

1bid.

Id., p. 1145,

1d., p. 1146.

1915 Bulletin 213.

1917 Annual Report 5.

1918 Budlctin 743.

1918 Bullctin 520,

1918 Bullctin 745.

1921 Bulictin 963.

1923 Bullctin 891. The rescission was effective
June 26, 1923.

1926 Bullctin 252,

1966 Annual Report 91.

1969 Annual Report 92.

Scc Board press release of Oct. 24, 1972, The text
of the amendment to Reg. J was published in
1972 Bullctin 650.

Reg. A, Scries of 1928, §8 1I(2) and IX (1928
Bulletin 64, 65).

1937 Bulletin 987.

1955 Bulletin 13.

Reg. A, 1973, § 201.5(c) (see Appendix B).

47 Stat. 709.

A year later, both Senator Glass and Senator
Barkley referred to this authority as including
authority to discount paper for State banks on
the ground that they were corporations. (77 Con-
gressional Record 249, 333)

1932 Bulletin 519.

48 Stat. 1.

12US.C. § 347¢,

77 Congressional Record 56.

77 Congressional Record 79.

1942 Bulletin 302,

1942 Bulletin 207.

1955 Bulletin 9.

1968 Bulletin 1012,

Reg. A, 1973, § 201.7 (see Appendix B).

48 Stat. 20.

The act specifically covered banks and trust
companies not only in the States but in any terri-
tory or possession of the United States or the
Canal Zone. This clarification was added by the
Senate Banking and Currency Committee. (Sen-
ate Rep. No. 4, 73d Cong., ist Sess. (Mar. 13,
1933))

Thus, Senator Glass observed that the pending
proposal had already been covered “in a larger
degree” by the Act of July 21, 1932, under which
individuals, partnerships, and corporations, in-
cluding nonmember banks, could in an emergency
discount paper with the Reserve Banks. (77 Con-
gressional Record 249) Senator Robinson pointed
out that under the Act of Mar. 9, 1933, loans
could be made to nonmember banks on Govern-
ment bonds, (77 Congressional Record 332)

77 Congressional Record 631.

77 Congressional Record 601.

77 Congressional Record 332,

77 Congressional Record 333. Senator Kean
offered an amendment to eliminate this require-
ment, but it was rejected. (77 Congressional
Record 335)

77 Coungressional Record 603.

77 Congressional Record 633.

1972 Annual Report 197.

LOANS TO INDIVIDUALS, PARTNERSHIPS, AND CORPORATIONS

Senator Crawford, 51 Congressional Record 612.
Thus, Mr. Phelan stated that the Reserve Banks
would not compete with commercial banks and
would “make no loans and receive no deposits
from individuals.” (50 Congressional Record
4673) The Glass bill as reported expressly pro-
vided that the Reserve Banks would deal only
with the Government and depositing member
banks. (50 Congressional Record 5063) Although
this provision was not adopted, it was clearly
understood that loans to individuals would be
“contrary to the whole spirit and purpose of the
law.” (50 Congressional Record 5063)

For text of the veto message, see 75 Congres-
sional Record 15040.

47 Stat. 715.
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12 U.S.C. § 343,
1965 Bulletin 1409; 1972 Bulletin 279. Under the

1973 revision of Reg. A, it appears that the note
of a lending institution would be eligible as col-
lateral for a Reserve Bank advance if the pro-
ceeds of the note were used to make home mort-
gage loans regardless of their maturities.

49 Stat. 684,

1932 Bulletin 518.
See 1933 Bulletin 95; 1934 Bulletin 485; 1935

Bulletin 473; 1936 Bulletin 123.

1966 Annual Report 91; 1969 Annual Report 92.
For example, in May 1933, the rate was 6 per
cent as compared with the regular rate of 3% or
3 per cent. (1933 Bulletin 428)

48 Stat. 1.
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77 Congressional Record 57.
77 Congressional Record 79.

3

1%

Act of Sept. 21, 1968 (82 Stat. 856); 12 US.C.
§ 347c.
Rep. A, 1973, § 201.2(f) (Appendix B).

WORKING CAPITAL LOANS TO BUSINESS

Act of June 19, 1934 (48 Stat. 1105).

78 Congressional Record 9275.

78 Congressional Record 12234,

Mr. O’Connor, 78 Congressional Record 9273.

Mr. Martin, 78 Congressional Record 9274.

78 Congressional Record 9286.

S. 2867, 73d Cong.; H.R. 8734, 73d Cong.

S. 2946, 73d Cong.; S. 3101, 73d Cong.

Letter from Board to Senator Fletcher, chairman
of the Senate Banking and Currency Committce,
dated Apr, 13, 1934,

78 Congressional Record 8718.

48 Stat. 1105,

78 Congressional Record 7908.

78 Congressional Record 9396.

78 Congressional Record 9396.

78 Congressional Record 12233.

78 Congressional Record 9274,

Mr. Dirksen, who questioned the need for many
of the limitations, asked rhetorically what was
meant by an established business: “Is it one that
makes money now under depressed conditions,
or is it a business that has been actually in opera-
tion for a number of years, irrespective of
whether it is established in the sense that success-
ful men so often use the word ‘established’?” (78
Congressional Record 9276)

1934 Bulletin 489,

78 Congressional Record 8718,

1934 Bulletin 430.

Reg. S, § HI(b) (1934 Bulietin 491).

1934 Bulletin 489. This statement regarding the
blanket authority granted for direct loans was
reiterated in a foreword to Reg. S when it was
revised in 1942 (1942 Bulletin 428).

geZ;)Reg. S, §§2(a) and 2(c) (1942 Bulietin
78 Congressional Record 9398.

1934 Bulletin 752.

1934 Bulletin 675.

1934 Bulletin 675.

1942 Budletin 428.

Reg. S, § 1(c) (1942 Bulletin 428).

Reg. S, § 4 (1942 Bulletin 430).

78 Congressional Record 7908.

Reg. S, § 3 (1942 Bulietin 430).

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

262

1934 Bulletin 510,

As the bill passed the Senate, the Secretary would
have been “directed” to make such payments to
the Reserve Banks. The confcrence committee
adopted the House bill provision, which merely
authorized the making of such payments.

P.L. 363, 8Gth Cong. (1947 Bulletin 980).

1934 Bulletin 489.

The first § 13b rates were published in 1934
Bulletin 618. On dircct loans the rates were fixed
at from 4 to 6 per cent at the Federal Reserve
Banks of Boston, New York, and Philadelphia;
at from 5 to 6 per cent at Chicago, Dallas, and
San Francisco; at 5% per cent at St. Louis; and
at 6 per cent at the other Reserve Banks. lfor
transactions with financing institutions, varying
rates were established on the portion for which
the financing institution was obligated and on the
remaining portion. On commitments to make
advances, the commitment charge varied from
one-half of 1 per cent to between 1 and 2 per
cent, These original rates on § 13b loans, partici-
pations, and commitments were changed on num-
erous occasions in subseguent years.

1942 Bulletin 427.

Act of Jan. 31, 1935 (49 Stat. 4).

Act of Apr. 13, 1938 (52 Stat. 212).

S. 2759, introduced in July 1939, would have
eliminated restrictions in & 13b. S. 2998 m
October 1939 would have established an Indus-
trial Loan Corporation with liberal lending
authority. Both bills were sponsored by Senator
Mead.

S. 877, S. 939.
S. 1918, 78th Cong., 2d Scss. (May 15, 1944).
An identical bill in the House was H.R. 4804. R
S. S11, Senator Wagner, Fcb. 12, 1945; H.R.
591, Mr. Spence, Jan, 3, 1945. Together, these
bills were known as the Wagner-Spence bill.

S. 408, Senator Tobey, Jan. 27, 1947.

June 3, 1947, hearings, p. 297, et seq-

The principal bills were S. 2975 (Senator Mf)*j
honey, Feb. 2, 1950); S. 3625 (Senator Lut:am-"'1 ’
H.R. 8565 (Mr. Spence); and H.R. 8566 ( :1
Patman). The last three were introduced ©
May 19, 1950.
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S. 1647.

S. 381,

S. 1451, 85th Cong.

72 Stat. 689; 15 U.S.C. §§ 661, et seq.

1958 Bulletin 1059. The new law provided, how-

ever, that small business investment companies
might make use, wherever practicable, of the
advisory services of the Federal Reserve System,
and the Reserve Banks were authorized to act as
depositories or fiscal agents for such companies.

V LOANS

See discussion of the origin of the V-loan pro-
gram in “Financing War Production and Contract
Terminations under Regulation V,” 1946 Bulletin
240.

1942 Bulletin 299.

1942 Bulletin 425.

The text of this letter was quoted in hearings be-
fore the Senate Banking and Currency Commiftee
in April 1947 when Chairman Eccles appeared
in support of a bill to liberalize § 13 of the Fed-
eral Reserve Act.

55 Stat. 838.

1942 Bulletin 299,

1946 Bulletin 241.

56 Stat. 226 (1942 Bulletin 533).

56 Stat. 419 (1942 Bulletin 640),

56 Stat. 355 (1942 Bulletin 635).

58 Stat. 649 (1944 Bulletin 753).

1944 Budlletin 876.

1944 Bulletin 877.

64 Stat. 800 (1950 Budletin 1158).

1950 Bulletin 1301.

50 U.S.C. Appendix, § 2166(a).

67 Stat. 129 (1953 Bulletin 948).

Act of Aug. 15, 1970 (84 Stat. 799); 50 US.C.
Appendix, § 2091(e).

E.Q. 10161 was superseded by E.O. 10480
(Aug. 14, 1953). That order, as amended and as
presently in effect, is set forth in a note to 50
U.S.C. Appendix, § 2153.

1950 Bulletin 1307.

1942 Bulletin 425.

1944 Bulletin 877.

1950 Bulletin 1307.
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1946 Bulletin 242.

This revision of the form was published in 1943
Bulletin 379.

One related to the meaning of the term “loss on
the loan" (1951 Bulletin 20); the other defined
“defense production contract” (1951 Bulletin
149).

1943 Bulletin 12,

1944 Bulletin 879.

1950 Bulletin 1283,

1966 Bulletin 1617.

1970 Bulletin 517.

1942 Bulletin 989.

1944 Builetin 879.

1949 Bulletin 247.

1951 Bulletin 391.

1942 Bulletin 1079.

Ibid,

1942 Bulletin 534.

56 Stat, 356 (1942 Bulletin 635).

1942 Bulletin 640,

1942 Bulletin 641.

1943 Bulletin 389.

1944 Bulletin 962.

1950 Bulietin 1308.

Hearings on S. 2998 and S. 3839, June 12 and
14, 1940, p. 21.

54 Stat. 1029.

B-84138, May 17, 1949 (unpublished decision).
B-72929, May 18, 1950 (unpublished decision).
1951 Bulletin 20.

Senate Banking and Currency Committee Rep.
No. 217, 82d Cong., 1st Sess. (Apr. 11, 1951),
p. 4.

65 Stat. 41; 31 U.S.C. § 203 (1951 Bulletin 508).
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INTERDISTRICT REDISCOUNTS

50 Congressional Record 4645.

House Rep. No. 69, 63d Cong., 1st Sess. (Sept.
9, 1913), p. 45.

50 Congressional Record 4675. See also statement
by Mr. Harrison, 50 Congressional Record 4729.
50 Congressional Record 4818.

51 Congressional Record 667.

51 Congressional Record 669.

ki

10
11
12

51 Congressional Record 1192,
1915 Annual Report 8.

1915 Annual Report 29, note.
1918 Annual Repart 3.

1919 Annual Repart 5.

1921 Annual Report 42, 43,
1933 Bulletin 211.

DISCOUNT RATES

12 US.C. § 357.

See 12 U.S.C. § 347,

12 US.C. §§ 347a, 347b.

12 U.S.C, § 343,

12 US.C. § 347c.

31 US.C § 821.

Act of Mar. 18, 1968 (82 Stat. 50).

Report of National Monetary Commission, Sen-
ate Doc, 243, 62d Cong., 2d Sess. (Jan, 9, 1912),
p. 23.

House Rep. No. 69, 63d Cong.,
(Sept. 9, 1913), p. 11.

Senate Rep. No, 133, Part 2, 63d Cong., Ist Sess.
(Nov. 22, 1913), p. 23.

1914 Annual Report 10.

1914 Annual Report 203.

1915 Annual Report 5.

1923 Annual Repore 64,

1923 Annual Report 16.

Act of Tune 16, 1933 (48 Stat. 168); 12 US.C.
§ 263.

See 1957 Annual Report 8, 9. See also discussion
of the effect of the accord on pages 186 and 187
(Chapter XV).

“Report of a System Committee,” Reappraisal
of the Federal Reserve Discount Mechanism,
1971, Vol. 1, p. 21. (Initially prepared and pub-
lished in July 1968; hercinafter referred to as
1968 Report of a System Committee)

1915 Bulletin 24,

34 Fed. (2d) 910.

34 Fed. (2d) 915.

“Monetary Policy and the Management of the
Public Debt” (committee print of the Joint Com-

Ist  Sess.
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mittee on the Economic Report, Senate Doc. 123,
Part 1, 82d Cong.,, 2d Sess. (Fcb, 20, 1952),
p. 279; hereinafter referred to as 1952 Patman
Questionnaire).

House Rep. No. 69, 63d Cong., st Sess. (Sept. 9,
1913), p. 53.

50 Congressional Record 4996,

50 Congressional Record 5995.

50 Congressional Recard 6024.

50 Congressional Record 4673.

1914 Annual Report 10.

1952 Patman Questionnaire 276.

32 Opinions of Attorney General, No. 81,
House Banking and Currency Committee Rep.
No. 742, 74th Cong., 1st Sess. (Apr. 19, 1935),
p. 9.

1952 Patman Questionnaire 279.

See 1971 Annual Report 74, 82, 87; 1972 Annual
Report 97.

1914 Annual Report 203.

1915 Annual Report 27-29.

1916 Bulletin 513.

1915 Annual Report 27-29.

1917 Annual Report 10,

1918 Annual Report 19.

1917 Annual Report 11,

1917 Bulletin 235, 241,

1919 Annual Report 71.

41 Stat. 550.

Kansas City (April 19), Dallas (May 21), St
Louis (May 26), and Atlanta (May 31). (1920
Annual Report 58)

1920 Annual Report 59.

1920 Annual Report 66.
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42 Stat, 1454,

1923 Annnal Report 64. For a time after the
enactment of the Agricultural Credits Act of
1923, some Reserve Banks fixed a slightly higher
rate for long-term agricultural paper, but this
differential did not long continue.

1942 Bulletin 1204.

Board letter to Federal Reserve Banks, Sept. 18,
1972,

49 Stat. 684.

Senate Rep. No. 1007, 74th Cong., 1st Sess.
(July 2, 1935), p. 13.

Conference Rep. No. 1822, 74th Cong., 1st Sess.
(Aug. 17, 1935), p. 51.

1952 Patman Questionnaire 278.

Board press release, Dec. 1, 1970.

1917 Bulletin 951; 1918 Bulletin 109, 744; 1924
Bulletin 639.

1918 Bulletin 108.

1916 Bulletin 461.

1915 Bulletin 308.

RELATION TO CREDIT POLICY

1914 Annual Report 7.

1919 Annual Report 68.

1921 Annnal Report 95.

1921 Annual Report 96.

1923 Annual Report 3.

1928 Annual Report 9.

See, for example, Milton Friedman and Anna
Jacobson Schwartz, 4 Monetary History of the
United States, 1867-1960 (Princeton University
Press, 1963), pp. 254, 255.

12 U.S. § 248(m), as amended by Act of Tune 16,
1933 (48 Stat. 167).

Act of Aug. 23, 1935 (49 Stat. 684), Sec, 5200
of the Revised Statutes subjects Government
obligations to a 15 per cent limitation (except as
permitted by the Comptroller of the Currency)
in addition to the usual 10 per cent limita-
tion on loans by national banks to one borrower.
In 1958 the Comptroller by regulation raised the
limit on loans on Government obligations to
100 per cent of a national bank’s capital and sur-
plus, and this limit carries over to loans by State
member banks on Government obligations by
reason of the provisions of § 11(m) of the Fed-
eral Reserve Act,

Act of June 16, 1933, § 9 (48 Stat. 180).

See 1932 Bulletin 206,

id., p. 208.
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12 US.C. § 301 (48 Stat. 163).

Senate Rep, No. 584 on S. 4412, 72d Cong,, 1st
Sess, (Apr. 22, 1932), p. 13. A similar statement
was contained in the Report of the Senate Bank-
ing and Currency Committee on S. 1631, May 15,
1933, p. 13, and also in the Report of the House
Banking and Currency Committee, May 19, 1933.
75 Congressional Record 9885.

77 Congressional Record 3835, 3836. Also
referring to these provisions, Mr. Kopplemann
stated that “one of the chief purposes” was to
prevent “undue diversion of bank funds into
speculative operations.” (77 Congressional Rec-
ord 3907)

1914 Annual Report 10,

1914 Annual Report 17.

1952 Patman Questionnaire 393, 394.

1952 Patman Questionnaire 395.

For a description of the accord, see 1951 Annual
Report 3-8.

1951 Annual Report 5, 6. See also 1957 Annual
Report 9.

1952 Patman Questionnaire 395.

1955 Bulletin 8.

1957 Annual Report 7-16.

1966 Annual Report 102.

1968 Report of a System Committee 6.

Reg. A, 1973, § 201.2(b) (see Appendix B).



sHistory;
i of :h?z

‘Lending’
Functions

Notes and References—Continued

GENERAL PRINCIPLES: A SUMMARY

' 12US.C. § 343, * Md,p. 1.
* 12US.C. §357. ®» Id,p.17.
¥ 12US.C. §301. *» I, p 17.
*  Reg. A, 1955 (1955 Bulletin 8). # Id,p. 18.
5 Reg. A, 1973, §201.2(a) (see Appendix B). 2 12US.C. § 343.
¢ Circular No. 13 (1914 Annual Report 183). = For text of his proposal, see Senate Rep. No. 133,
T Clay J. Anderson, “Evolution of the Role and the 63d Cong., Ist Sess. (Nov. 22, 1913).
Functioning of the Discount Mechanism,” Re- * 51 Congressional Record 523,
appraisal of the Federal Reserve Discount = 51 Congressional Record 529. Senator Hitchcock
Mechanism, 1971, Vol. 1, p. 136. emphasized the fact that the paper discounted
8  These provisions are still in effect. (12 U.S.C. would in all cases be “good” paper. (51 Congres-
§ 301) The Banking Act of 1933 also contained sional Record 1064)
provisions precluding Reserve Bank advances to ® 51 Congressional Record 765.
any member bank that, after a warning by its T 50 Congressional Record 6026. See also 51 Con-
Reserve Bank or by the Board, had increased its gressional Record 667,
loans on securities. = 51 Congressional Record 1073.
® 1923 Annual Report 33. ® 51 Congressional Record 859.
1 12US.C. §343. * 51 Congressional Record 525, 843,
1 1928 Annual Report 8. 3 51 Congressional Record 859.
12 1968 Report of a System Committee 13. 3 51 Congressional Record 1076.
31926 Annual Report 4. ®  Farmers and Merchants Bank v. Federal Reserve
* 1952 Patman Questionnaire 395. Bank of Riclmond, 262 U.S. 649, 663 (1923).
¥ Foreword to Reg. A, as revised effective Feb. 15, 31920 Bulletin 1303,
1955 (1955 Bulietin 9). = 1920 Bulletin 386.
*® 1926 Annual Report 4., ® 34 Fed. (2d) 910 (C.C.A. 2d,, 1929).
71968 Report of a System Committee 6, 8, and 3 1968 Report of a System Committee 10,
15. ®» 1914 Annual Report 17.
266
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Acceptances (See Bankers' accepiances)
Adjusted service certificates, discount of notes secured
by (See Veterans’ notes, discount)
Advances to member banks:
Amount limitation, 21
Application forms, elimination, 89
Authority, general development, 83-85
Eligible paper, advances secured by, 85
Endorsement of pledged paper, 87
Federal intermediate credit bank debentures as col-
lateral, 52
Glass-Steagall Act, 100-02
Government agency obligations, advances on:
Agencies of United States, obligations issued or
guaranteed by, 97
Commodity Credit Corporation certificates of
interest, 95
Export-Import Bank participation certificates, 96
Farm loan bonds, 93, 94
Farmers Home Administration insured notes, 96
Federal Farm Mortgage Corporation bonds, 94
Federal intermediate credit bank obliga-
tions, 52, 92
Home Owners' Loan Corporation bonds, 95
Merchant Marine bonds, 96
Small Business Administration, notes guaranteed

War Finance Corporation bonds, 91
Groups of member banks:
Board of Governors, approval, 104
Eligible assets, requirement for lack, 104
Interest rate, 104
Limitations, 104
Purposes, 103
Use of authority, 105
Maturity limitations in gencral 88
Note of borrowing bank, elimination, 89
Paper eligible for purchase, advances on:
Commercial and agricultural transactions, limita-
tion to paper based on, 86
Federal Rescrve Act, limitation to purchases
under,
Obligations cligiblc, 87
Original authorization, 85
Rediscounts, distinguished from, 83
Satisfactory security, advances on:
Authority:
Board of Governors, 106
Extensions, 106, 107
Liberalization, proposals, 114, 115
Original authorization, 105
Permanent authorization, 107
Interest rate, 106, 113
Limitations:
Emergency use, 108
Exceptional and exigent circumstances, 105
General, 105, 106
Maturity, 113
Sound assets concept, 109
Types of security, 112
Securities loans, increase during advance, 88
States and municipalities, advances on
obligations, 98

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

267

Advances to member banks—Continued

Tax warrants, 98

U.S. obligations, advances on:
Maturity, 90
Original authorization, 90
Par, advances at, 91
Types of obligations, 91

Agency issues, advances on, 97
Agricultural paper:

Agricultural Credits Act of 1923, 44

Amount limitations, 48

Commercial paper, distinguished from, 46

Cooperative marketing associations, discount of
paper of, 45, 46, 50

Definition, 46

Demand drafts covering agricultural
products, 45, 48

Factors’ paper, 49

Farm Loan Act of 1916, 44

Federal intermediate credit banks, discount of paper
of, 45, 51

Federal Reserve Act, original, intent, 43

Livestock paper, 46

Maturity, 47

Staple agricultural products, paper secured by, 44

War Finance Corporation, agricultural loans by, 44

Amount limitations:

Advances to member banks, 21

Aggregate amount for single member bank, 17, 21

Agricultural paper, 48

Bankers’ acceptances (See Bankers’ acceptances)

Capital notes and debentures included in
determining, 21

Federal intermediate credit banks, discounts
for, 51, 52

National banks, total)indcbtedness, 17

One-borrower paper, 17-21

Regulatory provisions, 20

Application forms, 89

Bankers' acceptances:

Amount limitations:
Commercial acceptances by member
banks, 72, 73
Discount by Reserve Banks, 74, 75
Dollar-exchange acceptances by member
banks, 74
Definition, 55
Discount by Reserve Banks:
Diminished importance, 76
Eligibility requirements in general, 57
Endorsement, 57
Evidence of eligibility, 58
Discounting authority, purposes, 53
Dollar-exchange acceptances:
Authority of member banks, 56, 57
Countries dcﬂgnatcd by Board, 67
Legal authority, 68
Member banks, permission for acceptance by, 66
Purpose, 65
Usage of trade, 67
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Bankers® acceptances—Continued
Domestic transactions:
Extension of law to cover, 61
Federal Reserve Act, original, 54
Geographic limitation, 62
Purpose of financing, 62
Shipping documents, 62
Encouragement by Board, 54
Export and import transactions:
Connection of acceptance with transaction, 58
Contract, necessity, 59, 60
Federal Reserve Act, original, 54
Geographic coverage, 61
Shipping documents, 60
Foreign trade, objective of financing, 53
Letters of credit, 75

Commodity Credit Corporation, advances on certifi-
cales, 95
Commodity paper, 35
Construction paper, 41
Consumer paper, 30, 40
Cooperative marketing associations, discount of
paper, 45, 46, 50
Court decisions:
Discount rates, 170
Discretion of Reserve Banks in extending
credit, 200
Rights and liabilities of Reserve Banks as to dis-
counted paper, 24548
Trade acceptances, form, 34
Credit policy:
Commerce and business, accommodation of

Maturity: needs, 18
Commercial acceptances by member banks, 69 Credit control genecrally, discounts as instrument
Discount by Reserve Banks, 70 of, 185

Dollar-exchange acceptances by member
banks ,70
Federal Reserve Act, original, 8, 9
Renewals, 71
Member banks, acceptances by:
National banks, authority, 56, 57
State member banks, authority, 57
National Monetary Commission Report, 53
Storage of staples:
Place, 64
Purpose of transaction, 63
Readily marketable staples, meaning, 64
Security, 63
Warehouse receipts, 63
Syndicate credits, 75
Bankers’ banks, Reserve Banks as, 2
Business, loans to (See Individuals, partnerships, and
corp;)rations; Working capital loans to busi-
ness

Commercial banks:
Loans by, distinguished from Reserve Bank loans, 1
Number, 2
Commercial paper, discount:
Agricultural paper, distinguished from, 46
Collateral security, effect, 31
Commercial purpose, meaning, 30
Commodity paper, 35
Construction paper, 41
Consumer paper, 30, 40
Current operating expenses, paper drawn for, 30
Definition, 27, 28
Eligibility, evidence, 32
Finance paper (See Finance paper)
Intent of original Act, 27
Permanent or fixed investment paper (See Perma-
nent investment paper)
Real-bills doctrine, 33
Regulatory definition, 28
Self-liquidating character, 29, 31
Speculation, paper drawn for, 37, 182
Stocks and bonds, paper drawn for trading in, 38
Trade acceptances (See Trade acceptances)

268

Direct pressure through discount window, 182, 187
Member bank credit policies, relation of

discounts, 182
Sound credit conditions, maintenance, 184
Speculative loans, prevention, 182-85

Days of grace, 16
Demand paper, discount, 16, 48
Direct pressure, 182, 187
Discount and interest rates:
Advances to member banks, 173
Attorney General of United States, opinions, 171
Class of paper, meaning, 174
Classification of paper for purposes of, 173-78
Commerce and business, accommodation, 169
Computation, 180
Constitutionality, 170
Court decision upholding authority, 170
Credit policies, use in implementing, 170
Different rates according to:
Borrower, 177
Character of paper, 174
Frequency of borrowing, 175
Maturity of paper, 174
Purpose of credit, 178
Statutory source of credit, 176
Discretionary nature, 170
Distinction between, 167
Distribution of authority between Reserve Banks
and Board, 171-73
Eligible paper, 167
Federal Reserve Banks, establishment by, 171
Government obligations, preferential rate, 174
Graduated rates, 175
Groups of member banks, 104 .
Individuals, partnerships, and corporations, 168, 176
Interdistrict rediscounts, 163, 168
Legal basis, 170
Nonmember banks, 177, 178
Objectives, 168
Preferential rates, 174
Procedures for establishment, 179
Progressive rates, 175
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Discount and interest rates—Continued
Rebates, 180
Review and determination by Board, 171-73
Satisfactory security, 106, 113
Statutory provisions, 167
Tax on dcf{c6i§nt Reserve Bank reserves to be added
to,
Time of establishment, 179
Uniformity, 168
V loans, 157
Veterans' notes, 80
Working capital loans to business, 143
Discount functions in general, importance, 3
Dollar-exchange acceptances (See Bankers'
acceptances)

Eligible paper:

Advances on (See Advances to member banks)

Discount (See Agricultural paper; Bankers' accep-

. tances; Commercial paper, discount)
Eligible paper bill, proposal by Board, 114
Emergency credits:

Member banks, 108, 196

Nonbanking organizations, 127-32, 197

Nonmember banks, 117-25, 197
Endorsement:

Bankers' acceptances, 57, 58

Eligibility for discount, relation to, 23

Form and effect, 22

In general, 22, 23

Purpose, 23

Regulatory provisions, 22
Export-Import Bank, advances on certificates, 96

Factors’ paper, 39, 49
Farm loan bonds, purchase by Reserve Banks, 93
Farmers Home Administration, advances on insured
notes, 96
Federal Farm Mortgage Corporation bonds,
advances, 94
Federal intermediate credit banks:
Acceptances, purchase by Reserve Banks, 52
Discount of paper, 45, 51
Establishment, 44
Obligations, purchase by Reserve Banks, 51
Federal Reserve Act, original:
Agricultural credit, intent to provide, 43
Aldrich bill, 7
Amount limitations, 9
Bankers’ acceptances, 8,9, 12
Bills, comparison, 8, 9
Business expansion as purpose, 10
Country banks, benefit, 10 . .
Discount rates, impartial administration, 9
Elastic currency as purpose, 11
Farmers, purpose of assisting, 12
Impartial administration of discounts, 9
Market for commercial paper as purpose, 9
Maturities under, 8
Purposes, 9-12
Rediscounts between Reserve Banks, 9
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Federal Reserve Act, original—Continued
Regulation by Board, 9
Reluctance of banks to borrow, 10
Satisfactory security on advances, 8
Speculation, intent to lessen, 11
Federal Reserve Banks:
Advances to:

Businesses (See Individuals, partnerships, and
corporations; Working capital loans to busi-
ness)

Individuals, partnerships, and corporations (See
Individuals, partnerships, and corporations)

Member banks (See Advances to member banks)

Nonmember banks (See Nonmember banks)

Discounts for:

Federal intermediate credit banks (See Agricul-
tural paper)

Individuals, partnerships, and corporations (See
Individuals, partnerships, and corporations)

Member banks (See Agricultural paper; Bankers’
acceptances; Commercial paper, discount)

Nonmember banks (See Nonmember banks)

Other Federal Reserve Banks (See Interdistrict
rediscounts)

Organization, 2
Federal Reserve credit, principles governing:
Basic borrowing privilege, proposal, 200
Capital, not to be used as substitute for, 194
Commerce, industry, and agriculture, accommoda-
tion, 190
Continuous borrowing, policy against, 194
Discretion of Reserve Banks, 198-200
Economic stability and growth, promotion, 201
Emergency credits, 196
Lender of last resort, 197
Maturities, 195
Privilege of membership, 200
Profit, use for, 193
Real-bills doctrine, 191
Right to, 8, 200
Seasonal credits, 196
Security, adequate, requirement for, 198
Short-term adjustments, use for, 195
Sound credit conditions, maintenance, 192
Soundness of Reserve Bank loans, 197, 198
Speculation, credit not to be used for, 193
Finance company paper, 39, 40
Finance paper:
Eligibility for discount, 30, 39
Factors’ paper, 39, 49
Regulatory provisions, 39
Float, as extension of credit, 3

Glass-Steagall Act of 1932, 100 .
Government obligations, paper drawn for trading
in, 38
Groups of member banks, advances to (See Advances
to member banks)

High-powered dollars, Reserve Bank credit as, 3
Home Owners' Loan Corporation bonds, advances, 95
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Individuals, partnerships, and corporations:
Discount of eligible paper for:

Nonmember banks—Continued .
Discount of eligible paper in emergencies:

Authority: Authorization by Board, 122
Board of Governors, 128-30 QOriginal authorization, 121
Use, 130 Government obligations, advances on:

Current operating expenses, note drawn for, 129
Endorsement, 129
Federal Reserve Act, original, rejection by, 127
Finance company note, 129
Inability to obtain credit from other banks, 129
Legislative history, 127, 128
Limitations:
General, 128
Unusual and exigent circumstances, 128
Regulation by Board, 129
Savings and loan association note, 129
Security satisfactory to Reserve Bank, 129
Government obligations, advances on:
Agencies of United States, 131, 132
Emergency circumstances, limitation, 132
Interest rate, 131
Legislative history, 131
Maturity, 131
Member banks as corporations, 131
Regulation by Board, 131
Use of authority, 132
Individuals, Reserve Bank loans, 127
Industrial loans (See Working capital loans to
business)
Interdistrict rediscounts:
Compulsory feature, 163
Purpose, 163
Use of authority, 164
Interest rates (See Discount and interest rates)

Lender of last resort, 197
Letters of credit, 75
Livestock paper, discount, 46

Maturities:
Advances to member banks, 88
Bankers’ acceptances (See Bankers® acceptances)
Discounted paper:
Agricultural paper, 14, 47
Days of grace, 16
Demand paper, 16, 48
90-day limitation, reasons, 14
Regulatory provisions, 16
Federal Reserve Act, original, 9
General summary, 13
Individuals, partnerships, and corporations, ad-
vances to, 131
Merchant Marine bonds, advances, 96
Municipal obligations, advances, 98

National Monetary Commission Report, 3
Negotiability, 23-25
Nonmember banks:

Credit through medium of member banks:
Authorization by Board, 119--21
Interpretation, liberal, 119
Legislative history, 118
Regulatory provisions, 121

270

Emergency circumstances, limitation, 123
Interest rate, 123
Qriginal authorization, 122
Regulatory provisions, 123
Indirect access to Reserve Bank credit, 117
Satisfactory security, temporary authority for ad-
vances on, 124
Veterans® notes, rediscount with Reserve Bank (See
Veterans’ notes, discount)

Open market operations of Reserve Banks, 3

Partnerships, loans to (See Individuals, partnerships,
and corporations)
Permanent investment paper:
Discount, eligibility, 35-37
Evidence of compliance, 36
Permanent investments, meaning, 36
Regulatory provisions, 35-37
Protest, waiver, 22

Readily marketable staples (Sec Bankers’ acceptances)

Real-bills doctrine, 33, 191 .

Reconstruction Finance Corporation, loans to business
by, 135

Right to Federal Reserve credit, 8, 200

Securities loans, increase, while Federal Reserve ad-
vance outstanding, 88
Sight drafts, 45, 48
Small Business Administration, advances on notes
guaranteed by, 97
Speculative purposes:
Federal Reserve Act, original, 11
Paper drawn for, 37, 193 N
Stocks and bonds, paper drawn for trading in, 38

Trade acceptances:
Definition, 34
Form, 34 i
Rate of discount, separate classification, 33
Underlying transaction, nature, 34

U.S. obligation, advances on (Sece Advances to mem-
ber banks; Nonmember banks)

V loans:

Assignment of Claims Act, 159-61
Background, 147
Board of Governors, role, 154
Contract Settlement Act, 150
Coordination by Board, 155
Defense Production Act, 151
Delegation of authority to Reserve Banks, 154
Discounting of V-loan paper, 158
Executive Orders:

9112, 14749

10161, 151

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



zHistory:
> of thgag

*Lending”
Functions

Index—Continued
V loans—Continued War Finance Corporation, advances
Fees and rates: . on bonds, 91
Board of Governars, determihation, 157, 158 War production loans (See V loans)
Commitment fee, 157, 158 Warehouse receipts, 63
Guarantee fees, 157 Working capital loans to business:
Interest rate, 157, 158 Authority:
Financing institutions, Reserve Banks as, 154 Board of Governors, 138
Fiscal agents, Reserve Banks as, 152 Liberalization, proposals, 144
Guarantee agreement: Need, 134
Administration of loan, 156 . ) Reconstruction Finance Corporation, compari-
Cancellation of contracts, protection against, 156 son, 135, 136
Collateral, application, 156 Termination, 144
[Cgmmilr}r:en_l to p?gchnse, 156 Use. 144
sses, sharing, 1 . T e e e e
Standard form, 155-57 Il:::xn:‘gc,l:gulr‘zzﬁlt&llons’ participation, 139
Guaranteeing agencies, 147, 151, 152 Industrial advisory committees, 140
Il:_egal bnsflg. lr4s9 153 Interest rates, 143
iaison officers, L islative hist 134
National banks, lending limits, 159 }_‘fg‘i’:tg:s?ls o
Operations, volume, 148 Amount, 140
Phases of program, 148 Commitments, 138, 139
Procedures, 153 Direct loans, 138
Regulation V, 148, 153 Established businesses only, 137
Reimbursement of Reserve Banks, 153 Exceptional circumstances, 138
Security, assignment of contract claims as, 159-61 Industrial or commercial businesses, 137
Selttlement of contracts, loans to finance, 150 Maturity, 138
VT guarantees, 150 Location of:
Veterans' notes, discount: Business, 138
ﬁ“ﬁgﬁf}‘,"g‘&‘- 80 Financing institution, 143
gonmem'ber banks, discount for, 79 Il;ﬁls_;%ss, ;hz;\;‘r‘xg by financing institution, 139
ate, 80 Y
Regulation by Board, 80 Regul_atmn by Board, 142, 143
Termination of authority, 81 Security, 138 1. 142
World War Adjusted Compensation Act, 79 Treasury Department, payments, 141,
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