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Statement of Honorable Duncen U. Fletcher, Chairman of the Senate
Committee on Banking and Currency
on

THE BANKING ACT OF 1935

Since the introduction of the proposed Banking Act of 1935,

(8. 1715 and H. R. 5%57), a flood of letters and telegrams have been
sent to Senators and Congressmen in protest against one particular
section of the bill, namely, Title II. I myself have received sev-
erel hundred lettors which show cvidenses of having originated from
one central office. On the face of the facts, I would say that they
huve been signed and mailed by persons who have neither read the pro-
visions of the bill nor are conversant with the principles incorpora-
ted in it. For the enlightment of probably thousands of ill-advised

correspondents, I am herewith reproducing one of the "form letters."

April 8, 1935,
Honorable ——-—weewee,
Senate Committoe on Banking and Currency,
Senate Office Building,
Viashington, D, C.
Dear Semator ——-——-- :

I hope that you will find it possivle to uss your influcnce a-
geinat the Banking bill (H. R. 5357, S-1715). I believe that it
endangers the development of scund banking in this country, not only
because its banking principles ure unsound, but because.it permits
political control of the Federal Rescrve Board and the Federal Reservas
bunks.

Respectfully yours,
(8igned)
John Doe

On the other hand, & number of bankers, editors, pseudo econo-
mists and so-called financicl experts have bandied the subject back
and forth in the Press and through the medium of "form letter" corres-
pondence, for something like two months. Such tactics have resulted
in a wealth of misinformation. Much of this misinformation has been

deliberate and willful.
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At this stage of the matter, I wish to warn the general public,
and particularly the correspondents to whom I have just referred, that
they must be on their guard lest they be abused as were thousands of
business men by the use of similar mothods against the enactment of the
Securities Act of 1933 and the Securitioes Exchange Act of 1934. To this
date there are literally thousands of well intontioned but misinformed
business men who do not know the facts pertaining to the prospective
issuance of their own securities under thesc Acts. This misunderstand-
ing is not due to defects in cither of the Acts or to the administra-
tion of them. It all goes back to the campaign of viclious propaganda
and misinformation.

Similar fesults are now cvidenced with respect to ths proposed
Banking Act of 1935. Do not be misled. This legislation will serve
a public purpose and its enactment is essential to the ostablishmert
of the financial and econromic security of this Nation's domestic cnter-
prises.

As a result of having devoted much thought anﬁ study to the
numerous articles which have appeared in the Press and hundreds of
letters which have come to my desk, I think it best that this attempt
be made to cxplain more cl:iarly to the public the issues which are in
controversy and discuss the principles involved in order that a much
clearer” understanding may be had of the nocessity for the passage of
this piece of legislation.

In my opinion, thec proposcd Panking Act of 1935 is, in all
probability, the most important picce ot %anking and monotary policy
legisiation with which this or any other Congress has dealt. This
statement is bascd upon the importance of Title II alone; and,curious-
ly enough, Title II of the bill is bearing the brunt of almost all the
opposition made tc the entire picce of legislation.' Please be advised,
however, that all of those who arc offering concerted opposition tu the
bill on the basis of the incorporation of Title II are almost spon-

teneous in their clamor for the onactment of Titles I and III.
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Hence, I shall deal only briefly with the Ist and IIlrd Titlesof the

‘cov¢4omance

Bill. The first Title provides: for the merging of tempor ry( nds into
permenept funds; that $5,000 be designated as the moximum insurable de-
pusit ssegsments; withdrew:l from the fund; buying assets f insured
closed binks, and & number of othor importunt matters. The third Title
provides for: ‘"accidental™ holding compuny affiliates; sccurity affil-
iates in liguidaticn, security deulers sccepting deposits, cmployees!'
deposits, liquidation of assets of banks in voluntary ligquidation, tvern-
ination of double liability, oxuainations, wnd g number of other impor-
tant matters.

Title II, on the cother hand, deals clmost whelly with the creation of

mechinery for tha effective rogulation of a definite monrtary policy

in sccordance with the cumgairn promlses of President Roosavelt bused on

thc Dcmocruuic\platform of 19"' dhinh advocataed "u sound currcncy tou be

bt s

presarvad at all hezzurds" snd proposed to put an end tu "the indefersible

S —

expansion and contraction‘gghcredit for private profit at the expense of
the public",

Moreovwf, it is & definite atvteuwpt to accumplish the ends which the
President had in mind when, on July 3, 1933, he stated to the smerican
delegation to the Londun Economic Conference cnd again reaffirmed on Oct-
ober 22 in his address to the isumerican people in vhich he stated that:

"When w2 have restored the price level, we shall swok

to establich end muintain & dullar vhich will not

chenge its purchesing and dsbt paying pouer during the
succeeding gueneration. I said that in my mecsage to the
Americen delegation lest July and I say it now unce more."

This bill zmong other things provides that:

(1) "The offices of Governor and Chairman of the Board of
Directors of each Fedural Reserve bank shall be combined." 1In their
places a Governor and Vice Governor "sholl be apﬁuinted anruaelly by the
Board of Directors, subject to the approval of the Federal Reserve Board".
"The Governor shall be the chicf executive officer of the bank".
Whereas, in the original Federzl Reserve Act the gxecutive head of the

bank wes to have been known as Chuirman of the Board of Directors and 2t
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(Anitted from bottow puge 3)

the samc “tias azct in the cepueity of Federal resarve agent; the zetive head
in control of purcly banking operctions was to function in the capacity of a

ban« wenagary The Feder:l Resurve bunks guve tv the bunk managor the high-

sounding nuae of "Governor.®

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



-4 -

Since that tiwe, it has developed that the "Governor" of each Federal
Raserve bank has not only supersed:d the Chairuwan ond agent as the execu-
tive officar of the bank but has alsuv bocume tha virtunl dictator of the
Fedar:l Reserva bunk to the ext.nt of pruacticually cuntrolling the election
of directors vhu are presuied tu be independent in the exaercise of their
povwer in the election of said "Governor". The results are obvious.

The above provision of the bill w.rely uwerges the tuo offices snd
at the sume tiuwe provides fur th: retention of all "Governors and "Chrir-
nen" - if they are quelified, and if, subjaect to the spproval of the Fed-
eral hascrve Board, the vari.us bosards of dircctors elzct them Gevernor and
Vice Governor. at the seae tiue, the language of the bill makes it claar for
Jnee that bangs cunnut evade wr override tho law through thz croation of
& high-siuunding office and wrost s.ntrol froua the Bourd by creating a die-
tetorship wsithin the Fadoral Riserve System.

The bill furthor provides thats

(8) Pri.r to July 1, 1937, the Federal Roserve Board may woiva
the capital requirements for the adminssiaﬁ of nonmembor State bunks s
meubers of the Federzl Rescrvs Systom. |

It is intenrded through such a provision to recognize the fact that
Smoll bunks, that small State bunks, are not mere "pewn shops”. It is in
recognition :f the fect thet smallness und bigness in a bank's cepiteliza-
tiun, depoucits, investments or losns is not an indelibla asvidence of cither
svundness or veakness. The succass or failure of a bonk depends primarily
on its munagement, and not on its size.

It is & recognitiun of the fact that thore are thousznds of gmell State
banks in this country vhich are worthy of membership in the Federul Reserve

System. On the other hand, it absulutely does not provide a license for,

or inducement tu, the inclusion of ungound banks, or of under-cepitalized
banks, within the Federsal Resorve System. Assuming en unbizsed and unpre-
judiced sdministration of thoe dct in accordunce with the intontiuns of
Cungress, ther¢ shuuld result n. unfair troatment of, or impusitions on,
cither State bunks or Netiunsl bunks, under the provisiuns of this soeetiuon.

The naxt provision t. which I wish to cull your zttontion is: (3)
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"In selecting the six appointive members of the Federal Reserve Board the
President shall choose persons well qualificd by education or expericnce or both
to participate in the formulation of nationul cconomic and monetary policies."

Moreover, cach director is to roceive a salary ogual to that of a member of
tha Prosident's Cabinet, and shall be retired ot the age of seventy upen a retire
ment wage to ba paid out of funds derived from levies on Federal Reserve banks.

Such a proviéion is conceived in the publiic intereét. It provides for no
favoritism betwecn bankers, lawyors, cconomists, amanufacturers or men from ény.
other profession. The administrative duties of a Bourd mezmbar are svel az to
require o far broader experience and besis for the oxercise of sound judgment
than that derived from the narrow confincs of any ons profession. Ploase note
that thoe section rceade: "The President must choosz persons well quelafied by
education and experience or both to participate in the formulation of national
economic snd menctary policivs.”

That is a maondate!

The next three points to which I wish to dircct your attention are of the
groatest vital importance. They have to do with the Federal Open Market Com-
nittes, flexibility of reserve rejuiremonts, and discounts.

They are, in order of seguence, numbercd (4), (5) and (8).

(4) The creation of a Foederal Open Market Committee consisting of five
members, three of whon shall be members of the Federal Ruserve Board, the other
two to be Governors of the Federal reserve banks sclectad by all the Governors
of said banks. Their terms of office shull expire abt the end of cach calander
yoar. Said Committeec shall have supervisory control o¥er tha Open Markct
Operations of the Federal Recerve banks.

(5) Tho Federal Roserve Board is cupowered bo change the reserve require-
ments of member banks as to any or all Fedecral reserve districts and/or any or

all classcs of cities and as to time and/or demand doposits.
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(8) "Subject tu such requiroments as to maturitics and othor matters

ss thoe Federal Reserve Board muy prescribe, cny Federal Roserve hunik mey

discount cny cummercicl, cgricultural or industriel peper und may acks od-
vances te any such mombur bunk on its promissury notes secured by any sound

assets of such member bunk."

Sipgrificanco uf Provisins Four, Five and Six

The Tirst question vhieh arises i connection with these three prcvi-
sions is us to whether they involve & rudical change ii: the present powvers and
functions of the Federul Reserve Bourd und the Federul Beserve Systcm os it
is now constituted. The secoud question is us to whether there will be es-
tublished & political dictatorship of bunking.

The unaquivocal ansver to the first - aside from a technical spiitting of
hairs - is NO. To the sezund, an uneguivocal answer of NO must be given.

It is u fuet that all of the powers which are by this bill centrulized
in the Federzl Rezserve Board huve since the cnactment of the originel Federcl
Reserve Act existed within the Federul Raserve System. That is; 211 open
murket powers deaclt with in Title II of this Act exist in the present luw, znd
were so rezd into the originul Act by the "Governors" of the Federsl Reserye
bunks, «s I shull subseguently point out. But it also must beW
that vhen eny or all the Reserve barks, the Reserve Board, or the Treasury
through its Stabilizuation Fund, engags in Open Merket opsrations, they depart
from and transcend the field of bunking and becows engaged i operations for-
eign to banking per se.

That is, when bunks or the Board enguge in open market operuations, they
are buying and selling money; they arce expanding and contracting the total
voluine of money; they ere laying the foundation for inflation, deflation ™
and economic cheos if intelligence, and prudence are not exercised in acecor-
dance with the sound principles of monetary science.

Such principles are not one and the same with even thuse of sound bank-
ing, where privete profit is predomirant. On tic other hand, the principles
of monetary science to which I rofer are the principles of nutional monetary

policy opurations wnich absolutely must be made to conform with e public in-
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terest which oftentinmes is

opposcd to the private interest motives

of bankars if they are to bc administired in the interest of the gencral public.

DEVELCPMENT OF COCRDINSTIVE SYSTilM

POLICY IN OPEN MAREST OPERATIUNS F FEDERAY, RESERVE BANKS

For your inforaztion, I want to give you a brief historical skcich of the
development of open markst cporations by Federal rcserve bunks under the or-
izinal Federal Rescrve Act and the centrelization of their power withcut any
specific zuthorization of law.

My wish is first to narrat: in teras of what uight be called 'bankers!
tcchnical lenguage'; then I wish to translate it into good 'every day English'.

Prior to 1922 the Reserve bunks, naving the power to invest money, made
considerable investaments in the open market, buying bills and buying Government
securitics. The holdings of United States Government sccurities by ederal
Reserve banks gradually increused in the carly years of the System to about
$300,000,000 in 1920, and were slightly smeller in 1921. Their purchuse and
sale of bankers' acceptunces werce made largoly in accordance with scasonal
changes in the supply of acceptunces and in the denmund for funds.

In 1922, Federal Reserve banks, facing 2 decline in eerning assets because
of repayments of discounts by member banks, began to buy Governmsnt securities
for the purpose of increusing éﬁg&; carnings. It was observad that the opera-
tions of Federal Reserve banks, ccting independently were affecting the market
for Go&ernment securities and that these oper:itions conflicted with each other
and with those of the banks as fiscal agents of the Treasury.

In May 1922, at a neeting of the Governors of the Federal Reserve banks,
a comuittoe wus appointed to coordinate the buying and selling of Government

securities so as tuv have a more orderly program under central control.

In October 1922, this Committec undertook to make recomsendations to the
Federal Resorve buanks rcegarding the purchase and sale of Government securities.
It was observed in this yoear that purchases of Government securities did not
cause an increase in the earning assets of the Federal Reserve banks, nor did

sales cause a decrease, but ruther that they affected the volume of borrowings

at member banks. As a consequence, the Confersnce of Governors of the Foderal

Reserve banks voted that "investment policy should give minor consideration to

.org/
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the quostion of earnings und constant considorstion to the effecls which open-

— e D e s

cnd the volume of crudit.”

prmystpptuapamaiay

-

Or april 7, 1023, tle Board advised the Governors of ths Federul Reserve
bunks formally of « resolut.on ecepted by the Federul Reserve Board ca March
22, 1923, vith respect to open-uarket cperntions by Fedoral Riserve bauks,
pointlug cut the necossity fur the ceordinanion of pen-market operutions of

the Federal Resorve banks with thelr gisceant operetions and their gesneral cre-

géé gégégg. It alsc anncunced tne organization of the "Open Mariet Investment
Counittae" for the Federal Rescrve ggéé%%& is cunmittec consistod »f five
representatives of the Reesrve banks end waes Lo be unier the generzal supervision
of the Federcl Reseorve Board. From this tiws vn, uvpen-market operations could

not be engsaged in by Fedural Roserve banks except with the aporoval of the Fed-

eral Resarve Board.

In derch 1930, the "Open Market Pulicy Conforence," cunsistirg of represen--
tatives of all the Rescrve basnizs, roplaced ths "Open Market Investment Committec
Under the Banking Act of 193% thz "Fedarsl Open Harkct Committee," ;unsisting
of twelve Reserve banx Governors, was established.

¥What I huve said in the i@mcdi&tely precading six parographs is, in tech-
nicul bankers' lungunge, & corrcet stutoment of what Federal Resorve bonkers did
and ars now doing. But in ths language of the laymun, this simply means that
the Federal hesorve é&stom is elroedy ongnzed in 21l of thoe operations wnd per-
forming a1l of the functions which will bz requirced undor the proposed bill;
howevur, theore is edded ona factor of the greatest significance to the public.
We shall, through this Act, definitely fix the responsibility for and the power:
Lo engaze in open markst vperations, in tho Federsl Rescrve Board. In the futu:
when muney becoues "ewsy" or muney becumes "tijyht" or when we are led intu a
period:of inflation or a period of cuntrac£iun ond ecunvnic demoralizsti.n, we
shzll be able to put our fingsr upun the Federal Open Moarket Committce and
suy, "YOU ARE RESPONSIBLE".

May I re-emphasize tha fuct that when the Federal Resorve banks back in
1921 and 1922 began their upen murkst operations "for the purpose of increasing
their earnings" and luter whoen they eppointed & Committee "tou coordinate the
buying and seliing of sccurities in the open market" they weré literally buy-
ing and selling dollars for profit. They were buying and selling dcllars in
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just the seme menner and for precisely the same purposg thet hundreds of car-
loands of wheat were bouszht and sold, & hundred timgé over, in the Chicago
wheat pit or in the street, despite the fact that the wheat was in freight
cars and stood on the railroud sidingd for daya, veeks, even months without
once huving been moved, That is, the open market Committee was desling in
praviously created credit obligetions for profit and eventually awakening to
the faet that they were shooting the price structure to pieces, upsctting

the financial pléns of the Governuent, disrupting business, and confusing the
benkers. Through this Act we propose to introduce maspunsibility for such
setivities, in fact - to commend that the necessary operations must be en-
geged in at the direction of the Fedsral Open Murket Committece with a mandate

luid down for the orderly conduct of such operatiuns in the public intest.

To what extent is this the introduction of a new principle into the law?
The snswer is: "It is not new."

Sect on 8 of.the Banking Act of 1933 provided for the insertion of & new
section in the Federal Rascrve Act, to wits

"Therc is hereby created a Federal Open Market Committee . . . ", immed-
iately followed by subsections (b), (c) and (d) which made all open market
operations subjoct to "regulatiuns adopted by the Federal Roserve Board". Bas;
upon the letter fact, I insist that the porpused Title II does not in eny
way increase the political control over the operations of the Federal Reserve
Board, the Federzl Reserve banks or of member banks. On the contrary, the law
renains as it has baen tor over twenty years. Under the above provisiuns of

subsection (d) any Federal heserve Bank might be excused from participation

provided it "filed with the Chairman of the Committce within thirty days e
notice of its decision, . . . not to participate". In this respect our pro-
posal is to strike out the exception and leave the power td injtiate action
with the Board.

Now. Vhat. of the flexibility of Reserves provided for in the bill?

Mey I remind you that the same Congress which cnacted the Banking Act of
1933 wrote & similar cleuse iut6 Public #10 (in that part known s the Thomes
Anendment), & proviSion for the "increuse or decrease from time to time, in it
discretion the reserve balances regquired to be maintained againgt either deman
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or time deposits".

On this point, the proposed Banking Act of 1935 gives recognition to the
fuct thut there is no safety to be found in arbitrary judzuwent or arbitrary
figures with respect to the reserves of either Federal reserve banks or of
member bénks. Sev;ral hundred yeurs azo, the goldsuiths retained 100% reserves.
Later they orbitrarily reduced their rescrves. England has no such arbitrary
résefve requircments estaeblished by law. This country has progressively
found it advisable tv reduce the logel reserve requirements four even cumaercial
banks frou an srpvitrary figare of 50 to 40 to 25, until nuw they sthnd at 13,
10 and 7% on demand depusits of comuercial banks, deponding upun the size of

cities in which they are located.

NO_BANKTNG DICTATORSHIP CREATED

The puwers referred tu in #6 as I an designating then, cannot and should .
not be constrdag as the creatiun of & Federal Reserve Bourd dictatorship vver
purely bunking uparations of the Federal rassrve banks and their member banks.
In this respoct the Board's directions to banks arc either permissive or pro-
hibitive as to all purely banking operations. Within these two extrenes all
actions with respect to purely banking matters are left t the discretion of
Fedeorcl Reserve bunks and their wmembor banks. That is, bankers will docide as 2
whathor they shall or shall not muke lozns or investacnts vhich lie purely
within the field of beniking operations, such as whethor loans shall or shell
not be nade to an individual or cuporation; or a mortgage purchassd; or the
celling of a loan. And it ig likewise left to the Federal Reserve bank as to
whether it shall or shall not rediscount any of the peper of a member bank, or
nake a loan to said sewber banik upon any of its sounl asscts.

The next provision tu which I wish tu refor is:s

(7) "Fedoral reserve notus are t; be issued by the Federal Regerve bank
end retired under such rul:s and requircments as the Federal Reserve Board
aay prescribe.

Frow the orthodox bonkiug point of view such s provision is sound. Banis

not
are /apposing this feature of the bill,

The noxt tnd last provision to which I wish to make a specific refercnece
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(8) Netional banks will be permitted to "make loans, sccured by first
liens upon agproved real estute, including improved farm lands and improved
businass ond residential properties."

This is a long =stublished principle. Do you want it stricken out, or
do you have some arbitrary liait you think should be fixed? This is definitely
up to the Cungress. Wo must choosc reasuvnable limits. What is your suggestion?

It is beczuse of the above provisions incorporated in Title II that the
American Bankers Association, & nuaber of the State bankers' sssociations,
and nunerous benkers ond ecungmists throughout the country are mesking & con-
certed effort to divide the bili ond enact TitlesI end III, alleging thet
suid Title II efiects radicel changzs in the banking lsws of tho Nation.

May I point wut that, with ugf pxccp*iug/ all of the above ruqulrcmcnts
nava tu do with the control uver the munetary pulicy of the country. Muneteary
pulicy ovperations cannot and should not be nmerged with purely bunking onpcra-
tions.

The administration of a wmonetary pulicy has to do with the contraction
end expension of the credit and currency of the country and directly affécts
the purchesing power uf noney. This function transcends those of banking,
faraning, menufucturing or that of any other business activity. It literelly
euntrols the cconomic and sociul welfurs of the whole Nation. Traditionally,
tu be sure, this functiovn has been turned over to banks and bankers who have

-operated it without direct respunsibility to anyocne. We propose, as I have
previously pointed out, to centralize the powers and responsibilities in-the
Federal Resaorve Bourd.

Thers zr: literally thousands of bankers in this country whose heads cre
bowed in humiliation and shas.. They are blamed for the vicious resulté, nany
- of which fhey are not able to raticnalize. They have had their lines of credit
shut off or have experienced the withdrawal of huge suus of money upon demand.

In turn they have been forced tu try tu call in lozns which they oftentimes
have mada with the groeatest of caution and deserved confidence, to be preemptor-

ily thrown into the meelstrom of a financial panic, contraction or depression.
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Anong them, however, ther: have been & few bankers "in the know" and also in a
dominant position for laying dowm the rules for wmaking money "tight" or "easy" -
of literally determining ths trend - yet the latter have not personally beon
singled out nor can thuey, under our present system, be called to account for the
disastrous results of their acts. It is my oarnest desirs that the fiffcen or
twenty thousand bewildered bankers, wﬁu have never known and never will know wha'
it 1s all about, demand that this great destabilizing and disturbiﬁg factor of
monetory policy shall be separuted from banking per s2 and placed in the hands ci
aen who must and who shall be held responsible and zccountable for their ccts.
Undoubtedly in this great Nation we can find at least five or eight moen, depend-
ing upon the final provisions of the Act, who know what it is all about and can
be trusted to administer our uwonotary policy intelligently and with the greatest
smount of integrity and respect for the peuple, and act fur the public wolfare.

Bankers as a whole are not quilified to deteruine nor competent to ag-
minister our monctary policy. They have not been able to discern the difference
betweon purely banking functions and monetary policy opcerations. As a whole they
heve knovn only that monay was "easy" or money was "tight"!without knowing the
"whys" and "wherefores" and have been wholly ineffectucl if not irresponsible in
the administration of ovur monctary poliqyﬂ

We have been sifting and winnowing the busic facts for the past six long
years. We know the facts. We hava weighed the cevidence. We huave made up vur
ninds as a result of the coll:pses of 1920, and 1929. Nome of the opposition
will dispute the facts. They cénnot deny them. If they have not made up their.
minds after six yecars, we have little promise that they will have anything io
offer after another two years. ‘

It is common knowledge, however, that there now lies within the hands of
bankers the potentlial makings for one of the most stupendous inflations this
or any other nstion has evor experianced. And experience teaches us that banker
controi of monetary policy will probably give us an equally devasting financial
whirlwind when that bubble is pricked.

This bill is conceived as our most essential safeguard.
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