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OPERATION OF THE NATIONAL AND FEDERAL RESERVE
BANKING SYSTEMS

WEDNESDAY, MARCH 23, 1932

Uxrrep STATES SENATE,
CoxprrTeE oX Baxkixg axp CURRENCY,
Washington, D. (.

The committee met, pursuant to call at 10.30 o’clock a. m. in its
committee room in the Senate Office Building, Senator Peter Nor-
beck, presiding.

Present : Senators Norbeck (chairman), Brookhart, Goldsborough,
Townsend, Walcott, Couzens, Fletcher, Glass, Barkley, Bulkley,
Gore, and Costigan.

The Cramsiax, The committee will come to order. We have
met this morning for the purpose of a hearing on 8. 41135, a bill
introduced in the Senate on March 14 by Senator Glass, which bill
will be made a part of the record:

[S. 4115, Seventy-sccond Congress, flrst session)

A BILL To provide for the safer nnd more effective use of the assets of Federnl reserve
banks and of national banking assoelations, to regulate interbank control, to prevent
the undue diversion of funds into Epeculutive operations, and for otlhier purposes

Re it cnacted by the Senate and House of Representatives of the United
Rtates of America in Congress assembled, That the short title of this act shall
be the * Banking act of 1032.”

SEC. 2. As used in this act—

() The terms “bank,” “mnational bank.” “national banking association,”
“member bank.” “board,” *district,” and “reserve bank ™ shall have the
meanings assigned to them in section 1 of the Federal reserve act, as mmended,

(b) The term “affiliate” Includes a trust company. a finance company,
recnrities company, discount or acceptunce company, investment trust, or other
similar institution, or a corporation—

(1) Of which a national bank or member bauk, directly or indlrectly. owns
or controls efther a majority of the voting shares or more than 50 per ccutum
of the number of shares voted for the election of its directors, trustees, or other
managing officers at the preceding annual meeting, or controls in any manner
the election of n majority of its directors, trustees, or other managing officers : or

(2) Of which controt is held, directly or Indirectly, through stock ownership
or in any other manner, by the shareholders of 8 national bank or member bank
who own or control either a majority of the shares of such bank or more than
50 per centum of the number of shares voted for the election of directors of
such bank at the preceding annunl meeting, or by trustees for the benetlt of the
shareholders of any such bank; or b

(3) Of which either a majority of the members of its executive committee
or & nmiajority of its directors, trustees, or other munaging officers are dircctors
of a national bank or member bank; or

(4) Which owns or controls, directly or indirectly, either a majority of the
shares of capital stock of a national bank or member bank or meorve than 50
per centum of the number of shares voted for the electlon of directors of such

1
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2 NATIONAL AND FEDERAL RESERVE BANKING SYSTEMS

bunk at the preceding annual meeting, or controls in any manner the election of
a majority of the directors of such bunk; or

(5) For the benefit of whose shareholders or members all or substantially
all the capitul stock of a national bank or member bank is held by trustees.

SEQ. 3. The fourth paragraph after paragraph “ Bighth™ of section 4 of the

Federal reserve act, as amended, is amended by insertlng before the period ut
the end thereof a comma and the following: “but only if such discounts, ad-
vancements, and accommodations are intended for the accommodation of com-
merce, Industry, and agriculture, The Federal Reserve Board may prescribe
regulations further defining and regulating the use of the credit facilities of the
Federal reserve system‘within the limitations of this act. Such facilities shall
not be extended to member banks for the purpose of making or carrying loans
covering Investments, or facilitating the carrying of, or trading in, stocks,
bonds, or other investment sccurities other than obligations of the Government
of the United States. Each Federal reserve bank shall keep itself informed
of the loan and investment practices of its member banks and the uses made
by them of the credit fucilitles of the Federal reserve system. The chairman
of each Federal reserve bank shall report to the Federal Reserve Board any
undue, unauthorizod, or improper use of such credit facilities, together with
his recommendation for remedial action in the matter. The Federal Reserve
Board may, in its discretion, suspend for not more than one year from the
use of the credit facilities of the Federal reserve system any member bank
making undue, unauthorized, or improper use of such facllities,”
- SeEc. 4. The twenty-fifth paragraph of section 4 of the Federal reserve act,
as amended, is amended by inserting before the period at the end thereof a
colon and the following: “Provided, That no such vote shall be east by or on
behalf of any mwember bank, if a majority of its stock shall be held or owned
by any affiliate, or other corporation, which is in fact one of a chain, or of a
Jointly controlled grounp of banks, controlled by an individual, or if its stock
Is in the hands of a voting trust, or if in any other way such bank is pre-
vented from acting subject to the uncontrolled decision of the generul body
of stockholders of such bank locully resident in the town or city in which such
bank is established.”

Sec. §. The first paragraph of section 7 of the Federal reserve act, as
amended, is amended to read as follows: '

“After all necessary expenses of a Federal reserve hank shall have been paid
or provided for, and provision shall have been made, when neecessary, for restor-
ing the surplus of the bank to its pusition as of December 31, 1931, the stock-
holders «hall be entitled to receive an anuual dividend of § per centum on the
paid-in capital stock, which dividend shall be cumulative. After the aforesaid
dividend claims have been fully met, the net earnings, beginning with the net
earnings for the year ending December 31, 1932, shall be paid to the Federal
Liquidating Corporation provided for in section 12B of this act and shall be
used by the said corporation for carrying out the purposes of such section.”

Sec. 6. Section 9 of the Federal reserve act, s amended, is further amended
by inserting between the fifth and sixth paragraphs thereof the foliowing new
paragraph:

“ Buch afliliate of a bank admitted to membership under authority of this
section shall make and furnish to the president of the bank, for transmission
by him to the Federal Reserve Board, not less than three reports during each
year. Such reports shall be in such form as the Federal Reserve Boatd may
prescribe, shall be verified by the oath or affirmation of the president or such
other officer as may be designated by the board of directors of such ntﬂiiate
to verify such reports, and shall cover the condition of such affilinte on dates
identical with those fixed by the Federal Reserve Board for reports of the
condition of the member bank. Each sueh report of an affiliate shall be trans-
mitted to the Federal Reserve Board at the sume time as the corresponding
report of the member bank, except that the Federal Reserve Board may. in its
diseretion, extend such time for good cnuse shown. Each such report shall
exhibit in detail and under appropriate heads, the holdings of the atﬁllaie in
question, their cost and present value, the expenses of operntion for the preced-
ing year, and the balance sheet of the enterprise. It shall be the duty of the
president of such member bank to satisfy himself as to the correctuess of the
report before transmitting the same to the Federal Reserve Bourd. Any
affilinte which fails to make aud furnish any report required of it under this
section, and any wmember bank whose president fails to transmit. as required
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NATIONAL AND FEDERAL RESERVE BANKING SYSTEMS 3

by this section, any such report furnished to him, shall be subject to a penalty
of §100 for each day during which such failure continues.” .

Sec. 7. (a) The first paragraph of section 10 of the Federal reserve act, as
amended, is amended to read as follows:

“A Federal Reserve Board is hereby created which shall consist of seven
members, including the Comptroller of the Currency, who shall be a member
ex ofiiclo, and six members appointed by the President of the United States,
by und with the advice and consent of the Senate. In selecting the six ap-
pointive members of the Federal Reserve Bourd, not more than onc of whom
shall be selected from any one Federal reserve district, the President shall
have due regard to a fair representation of the flnancinl, agricultural, indus-
trial, and commercial interests, and geographical divisions of the country, and
at least two of such members shall be persons of tested banking experience.
The six members of the Federal Reserve Board appointed by the President
and confirmed ns aforesnid shall devote their entire time to the business of
the Federal Reserve Board and shall each receive #n annual salary of $12,000,
payable monthly, together with nctual necessary traveling expensex, and the
Comptroller of the Currency, as ex officio member of the Federal Reserve
Board, shall, in addition to the salary now paid him as Comptroller of the
Currency, receive the sum of $7,000 annually for his servlces as a member of
sald board.” :

(b) The second paragraph of sectlon 10 of the Federal reserve act, as
amended, is amended to read as follows:

“The Comptroller of the Currency shall be ineligible during the time he is in
office and for two years thereafter to hold any office, position, or employment in
any member bank, The appointive members of the Federal Reszerve Board shall
be ineligible during the time they are in office and for two years thereafter to
hold any office, position, or employment in any member bank, except that this
restriction shall not apply to a member who has served the full term for which
he was appoluted. Upon the expiration of the term of any member of the Fed-
eral Reserve Board in office when this paragraph as amended takes effect, the
President shall fix the term of the successor to such member at not to exceed
twelve years, as designated by the President at the time of nominatlon, but in
such manner as to provide for the expiration of the term of not more than one
member in any two-year perliod, and thereafter each member shall hold office for
a term of twelve years, Of the gix persons thus appointed, one shall be desig-
nated by the President as governor and one as vice governor of the Federal
Reserve Board. The governor of the Federal Reserve Board, subjcct to its super-
vlsion, shall be its active executive officer. Each member of the Federal Reserve
Board shall within fifteen days after notice of appointment make and subseribe

to the oath of office.”
(e) The fourth paragraph of section 10 of the Federal reserve act. as amended,

is amended to read as follows:

“# No member of the Federal Reserve Board shall! be an officer or director of
any bank, banking institution, trust company, or Federal reserve bank or hold
stock in any bank, banking institution. or trust company; and before enterlng
upon his duties as n member of the Federal Reserve Board he shall certify under
oath that he has complied with this requirement and such certification shall be
flled with the secretary of the board. Whenever a vteancy shall occur, other
than by expiration of term, among the six members of the Federal Reserve Board
appointed by the President, as above provided. a sucees<or shall be appointed by
the President, with the advice anddl consent of the Senate, to fill such vacancy,
and when appointed he shall hold office for the unexpired term of the member
whose place he is =elected to fill.”

Sec. 8. Subsection (m) of section 11 of the Federal reserve act, as amendad,

is amended to read as follows:

*“(m) Upon the affirmative vote of not less than six of its members the Federal
Reserve Board «hall have power to fix from time to time for any member bank
the percentage of the capital and surplus of such bank which may be represented
by loans proteeted by collateral security. Any percentage so fixed by the Federal
Reserve Board 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 pereentages with a view to
preventing the undue use of bank lonns for the speculitive carrying of securlties.
The Federal Reserve Board shall have power to direct any member bank to
refrain from further increase of its security loans for any period up to one year,
Any violatien of this subsection may be penalized by suspension of all rediscount

privileges at Federal reserve banks,”
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4 NATIONAL AND FEDERAL RESERVE BANKING SYSTEMS

SEc, 9. No national banking association and no member bank shall (1) make
any loan or any extemsion of credit to any affiliate organized and extsting for
the purpose of buying and selling stocks, bonds, real estate. or real-estate mort-
gages, or for the purpose of holding title to any such property, or (2) invest any
of its funds in the eapital stock, bonds, or other obligations of any such
affilinte, or (3) accept the capital stock, bonds, or other obligations of any
such aflllinte as collateral security to protect loans made to any person, part-
nership, or corporation, if the aggregate amount of such louns, extensions of
credit, investments, and acceptances of collateral security in the case of any
such affiliate, will exceed 10 per centum of the outstanding capital stock
and surplus of such national banking association or member bank.

Each loan made to an affiliate within the foregoing limitations shall be
secured by stocks or bonds listed on a stock exchange which have an ascer-
tained market value at the time of making the loan of at least 20 per centum
more than the amount of such loan, or shall be secured by notes. drafts, bills
of exchange or acceptances, eligible for rediscount at Federal reserve banks,
or by bonds or other obligutlons eligible for investment by savings banks in
the State in which the association or member bank making the loan is locuated.
A loan to a director, officer, clerk, or other employee of any such uffilinte shall
be deemed a loan to the affiliate to the extent that the proceeds of such loan
are transferred to the afiiliate.

Sec. 10. The Federal reserve act, as amended, is amended by inserting
between sections 12 and 13 thereof the following new sections:

“ 8Ec. 12A. (a) There is hetreby created a Federal Open Market Committee
(hereinafter referred to ans the *commlttee”), which shall consist of the
governor of the Federal Reserve Board and as many addltional members as
there are Federal reserve dlstricts. Each Federal reserve bank by its board
of directors shall annually sclect from among the officers of the said bank one
member of said committee. The meetings of said committee shall be held at
Washlngton, District of Columbia, at lenst four times each year. Additional
meetings may be held elsewhere upon the call of the Federal Reserve Board,
either upon the motion of the board or at the request of any three members
of the committee. In the absence or inability of the governor of the Federal
Reserve Board to act at such meetings the board shall designate the vice
governol or some other member of the bourd to act in place of the governor.

“(b) No Federal reserve bank shall engage In open market operations de-
geribed in section 14 of this act except after approval and authorization by
the committee, The committee shall discuss. adopt, and transmit to the several
Federal reserve banks resolutions relating to all matters nffecting the open
market transactions of such banks and to all matters affecting the relattons of
the Federal reserve system with foreign central or other banks. Every such
resolution shall be reported within three days to the Federal Reserve Board
and shall be subject to its approval, The board shall annually include in its
report to the Speaker of the House of Representatives a review of the decisions
of the committee for the preceding year and an explanation of the rcasous for
such declsions and the results thereof. so far as they may be ascertained.

“(e) The time, character. and volume of purchases uud sules in the open
market shall be governed with a view to accommodating commerce and busi-
ness and with regard to their bearing upon the general credit situation of the
country. Such purchases and sules shall include all paper described in sectfon
14 of this act as eligible for open market operations.

“(d) The conclusions and recommendations of the committee when approved
by the Federal Reserve Board shall be subniitted to each Federal reserve bank
for determination whether it will participate in any purchases or sales recom-
mended. If any Federal reserve bank shall decide not to participate in the
open market operations s0 recommended, it shall file with the chairman of the
committee within thirty days a notice of its deciston.

“ Skc., 12B, (a) There Is hereby created a Federal Liquidating Corporation
(hereinafter referred to as the *corporation’), whose duty it shall be to pur-
chase, hold, and liquidate as hereinafter provided, the assets of banks which
have been ordered closed by the Comptroller of the Currency or by vote of their
directors, and the assets of member banks which have been ordered closed by
the appropriate State authorlties.

“(b) The Comptrotler of the Currency and tlie members of the Federal Open
Market Committee created by section 12A of this act shall constitute the direc-
tors of the corporation. The Comptroller of the Currency shall be the chairman
of the bourd of dlreetors of the corporation.
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NATIONAL AND FEDERAL RESERVE BANKING SYSTEMS 5

“{c) The capital stock of the corporation shall be divided Into shares of
$100 each. Certiffentes of stock of the corporation shall he of two classes,
class A and class B. Class A stock shall be held by member banks only und
shall be entitled to prior payment of dividends out of net carnings, to the extent
of 30 per centum of such unet earnings in any one year, after payment of all
expenses of the corporation, but snch stock shall have no vote at meetings of
stockholders. Class B -stock shall be held by Federal reserve bhanks only amd
shall not be entitled to the payment of dividends, Every Federal reserve bunk
shall subscribe to shares of class B stock in the corporation to an amount equal
to one-fourth of the surplus of such bank on December 31, 1031. and its
subscriptions shall be accompuanied by a certified check payable to thhe Comp-
troller of the Currency in an amount equal to one-half of 1 per centum of such
subscription. The remainder of such subscription shall be subject to call from
time to time by the board of directors upon ninety days’ notice and annual
subscriptions to such stock shall be made by each such bank In an amount
equal to one-fourth of the annual increase of such surplus.

“(d) Every member bank shall subscribe to the class A capital stock of the
corporation in an amount equal to one-half of 1 per centum of its total net
outstanding time and demand deposits on the last call date in the yeur 1931.
One-half of such subscription shall be paid in full within ninety days after
receipt of notice from the chafrman of the board of directors of the corporation;
and the remainder of such subscription shall be subJect to call from time to
time by the board of directors of the corporation.

“(e) The amount of the outstanding class A stock of the corporation held by
member banks shall be annually sdjusted as hereinafter provided as member
banks increase their time and demand deposits or as additional banks become
members, and such stock may be decreased in amount as member banks reduce
thelr time and demand deposits or ceuse to be members, Shares of the capital
stock of tlie corporation owned by member banks shall not be transferred or
hypothecated. When a member bank increases its time and demand deposits,
it shall at the beginning of each calendar year subscribe for an additional
amount of capital stock of the corporation equal to one-half of 1 per centum
of such increase in deposits. One-half of the amount of such additlonal stock
shall be paid for at the time of the subscription therefor and the balunce shall
be subject to enll by the board of directors of tlie corporation. A bank applying
for stock in the corporation at any tlme after the organization thereof shall be
required to subscribe for an amount of class A capital stock eqnal to one-half
of 1 per centum of the time and demamd deposits of the appHeant hank, payving
therefor its par value plus one-half of 1 per centum a month from the period of
the last dividend on the class A stock of the corporation. Wlhen the capltal
stock of the corporation shall have been increased, elther on account of the
increase of the time and {lemand dejx =its of ember banks or on account of
the increase in the number of member banks, the board of directors of the cor-
poration shall cause to be executed u certitleate to the Comptroller of the
Currency showing the increase in capital stock of the corporation, the amount
paid in, and by whom pald. When a member bank reduces its time and demand
deposits it shall surrender, not later than the 1st day of January thereafter, a
proportionate amount of its holdings in the capital stock of the corporation. and
when a member bank voluntarily liquidates it shall surrender all its holdings
of the capitul stock of the corporation amd he released from its stock subscription
not previously ealled. The shares so surrendered shnll be canceled and the
member bank shall receive in payment therefor, under regulations to be pre-
seribed by the Federal Reserve Board, a sum equal to its cash-paid subseriptions
on the shares surrendered and its proportionate share of earnings not to exceed
one-half of 1 per centum a montly, from the period of the last dividend on
such stock. but not above the book value of sucl earnings, less any liability of
such member bank to the corporation,

“(f) If any member bank shall be declared Insolvent, the stock leld by it in
the corporation shall be canceled, without Impairment of the liability of such
bank, and all cash-paid subscriptions on such stock, with its proportionate
share of earnings not to exceed one-half of 1 per centum per month from the
period of last dividend on such stock but not above the book value of such
earnings, shall be first applied to all debts of the insolvent bank to the cor-
poration, and the balance, if any, shall be paid to the receiver of the insolvent
bank. Whenever the capital stock of the corporation is reduced, either on ac-
count of a reduction in time and demand deposits of any member bank or on
gccount of the liquidation or insolvency of such bank, the board of directors
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6 NATIONAL AND FEDERAL RESERVE BANKING SYSTEMS

ghall cause to be executed a certificate to the Comptroller of the Curremey
showing such reduction of capital stock and the amount repaid to such bank.

“(g) When the minimum amount of class A and class B capital stock required
by this act shall have been subscribed and paid for by such banks, the Comp-
troller shall designate five reserve banks to execute a certificate of organization,
and thercupon the banks so designated shall, under their seals, make an
organization certificate which shall specifically state the name of the corporation
and the city and State in which the corporation is to be located, the amount
of capital stock and the number of shares into which the same is divided, the
name and place of doing business of each bank executing such certificate and
of all banks which have subscribed to the capital stock of such corporation,
the number of shares subscribed by each such bank, and the fact that the
certificate is made to enable the banks executing the same and all banks which
have subscribed or muy thereafter subscribe to such capital stock to avail
themselves of the advantages of this section.

“(h) Such organization certificate shall be ncknowledged bLefore a Judge of
a court of record or a notary public and shall, together with the acknowledg-
ment thereof authenticated by the seal of such court or notary public, be
transmitted to the Comptroller of the Currency, who shall file, record, and
carefully preserve the same in his office.

- “(i) Upon the filing of such certlficate with the Comptroller of the Cur-
rency as aforesald, the sald corporation shall become a body corporate and as
such shail have power—

“ First. To rdopt and use a corporate seal, .

# Second. To lhave succession for o period of twenty years from its organi-
zation unless it is sooner dissolved by an act of Congress, or unless its fran-
chise becomes forfeited by some violation of law.

“Third. To make contracts.

“lFourth. To sue and be sued, complain and defend, in any court of law or
equity. .

“ Fifth, To appoint by its board of directors such officers and employees as
are not otherwise provided for in this section, to define their duties, require
bonds of them and fix the penalty thereof, and to dismiss at pleasure such
officers or employees.

“ Sixth. To prescribe by its board of directors, by-laws not inconsistent with
law, regulating the manver in which its general business may be conducted,
and the privileges granted to it by law may be exercised and enjoyed.

* Seventh. To exercise by its board of directors, or duly authorized officers or
agents, all powers specifically granted by the provisions of this section and
such incidental powers as shall be necessary to carry out the powers so granted.

“(3) The board of directors shall administer the affairs of the corporation
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 ettich bank which is ordered
closed by the Comptroller of the Currency, or by vote of its directors, and to
ench member bank which is ordered clofed by the appropriate State authori-
ties, such accommodations as may be safely and reasonably made with due
regard for the claims and demands of other member banks.

“(k) Whenever any national bank shall be declared insolvent or placed in
the hands of a receiver it shall be the duty of the Comptroller of the Cur-
rency to appoint a2 valuation committee of three members which shall include
the receiver of such bank, a member to be named by the board of directors of
such bank, and a person to be chosen by the receiver and the member named
by the board of directors. - The receiver shall be chairman of the committee,
and the committee shall at once proceed to make a preliminary valuation of
the nssets of the bank. Thereupon the receiver shall notify the Comptrolier of
the Currency of the valuation agreed upon and the comptroller shall make a
formal tender of such assets to the corporation which may purchase the same
in whole or in part as its board of directors may determlne. It shall be the
duty of the corporation to proceed to realize as rapidly as possible, having due
regard to the condition of credit in the district in which such bank is located,
the assets S0 purchased, and if the amount realized from such assets exceeds
the sum paid therefor, the corporation shall make an additional payment to
the receiver of the bank equal to the amount of such excess, if any, after
deducting o lquidation fee of 8 per centum of the sum thus realized. Money
belonging to the corporation over and above such funds as mav be reauired
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NATIONAL AXD FEDERAL RESERVE BANKING SYSTEMS 7

for current opernting expenses shall be kept invested in the assets of insolvent
or closed banks or in sccuritics of the Government of the Unlted States.

“(1) The corporation may, in its discretion, purchase the asxers of hanks in
the hands of receivers on the date of its organization, but on the sume con-
ditions and terms as arc applicable in the cuse of axsets of Danks which may
fail or be closed after such date. Nothing herein contained shall e construed
to prevent the corporation from making loans to banks ordered closed by the
Comptroller of the Currency or by vote of thelr directors, or to membwr bhanks
ordered close@ by the appropriute State nuthorltles, or from euntering into
negotiations to secure the revpening of such banks,

“(m) Member banks organized under the law of any State which are now or
may hereafter Lecome insolvent or suspended shall be entitled to offer thelr
assets for sale to the corporation upon recefving permission in accordunce with
faw from the banking superintendent or commmissioner of the State, under 1he
same conditions as are applicable to the sale of assets of nxvlvent or suspended
banks under the law of the State in which such member bunk ix locuted.

*(n) For a perivd of not to exceed two years after this seetlon takex effect
the courporation fs authorized to purchase and for a period of five years there
after to hold and liguidate the assets of closed Stute banks, to make loanx to
such banks, and to cuter into negotlations to secure the reopening of snch bunks
under the same terms and conditions ax ave applicable in the case of national
bunks and member banks; except that (1) uo such purchase or lonu <hall be
made and no such negotiations shall be eutered iuto unless it I~ permlited under
the laws of the State in which such State bank is loeated. and (2) the nnount
realized upon the sale of the axxets of any such State bank In exvess of the
amount pald for such assets by the corporation xhall, after deducting the
amount of the liguidution fee authorlzed to be charged by the corporatlon under
paragraph (k), be paid iuto the Treasury of the United States asx miseeliancous
receipts. For the purpose of carrying out the provixlons of thlx paragraph,
there Is hereby authorized to be approprinted the sum of S200,000,044), which
shall be pnid by the Seccretary of the Treasury to the corpueration fn such
amounts and at such times as the bourd of directors thereof may requlre. The
sums so paid to the corporation shali be used exclusively for such purposes. As
used in this paragraph the term * State bank ° shall include any savings bank.
trust company, or other banking iInstitution, authorized to accept deposits,
organized nnder the laws of any State, and which is not a member of the Federal
reserve system.

“(0) The corporation is authorized and empowered to isrue and to have out-
standing at any one time in an amount aggregating not more than four times
the amount of its capital, its notes, debentures, bonds, or other xuch obligations,
to be redeemnble at the option of the corporation before muaturity in such
manner as may be stipulnted in such obligutlons, and to bear snch riate ov rates
of interest, and to mature at such time or timex as may be determined by the
corporation : Provided, That the corporation may sell on a discount basis short-
term obligntions payable at maturlty without Interest. The notes. debentures,
bonds. and other such obligations of the corporatlon tay be xecured by asseots
of the corporation in such manner as shall be pre~seribed by its board of divec-
tors. Such obligations may be offered for sule at such price or prices ax the
corporation muy determine. The corporation ix further autherized and em-
powered to dixpose of any promissory note of any receiver evidenclng lonns
made by the corporation, and to pledge such recefvers’ notex and any of the
corporution’s assets as collateral security to the corporation’s promissory notes,
under such terms and conditions as may be agrveed upon by the corporation,
provided that the obligatlons so incurred, together with all other outstanding
oblizntions of the corporation, shall not be in excess of four times the amount
of its capital.

“(p) All notes, debentures, honds, or other such obligntions fxsued by the
corporation shall be exempt, both as te princlpal and interest. from all taxa-
tion (except estate and inherltance taxes) now or herenfter imposed by the
United States, by any Territory, dependency. or posseszion thereof. or by any
State, county, municipality, or local taxing authority. The corporation. includ-
ing its frauchise, its capital, reserves. and surplus, und its Income, shall he e¢x-
empt from all taxation now or hereafter imposed by the Uunited States, by any
Territory, dependency, or possession thereof, or by any State, eounty, munici-
pality. or local taxing authority, except that any real property of the corpora-
tion shall be subject to State, Territorial, county, municlpal, or lecal taxation
to the same extent according to its value as other real property is taxed.
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8 NATIONAL AND FEDERAL RESERVE BANKING SYSTEMS

“(q) In order that the corporation may be supplied with such forms of notes,
debentures, bonds, or other such obiigations as it may need for issuance under
this act, the Secretary of the Treasury is authorized to prepare such forms as
shall be suitable and approved by the corporation, to be held in the Treasury
subject to declivery upon order of the corporation. The engraved plates, dies,
bed pieces, and other materinl executed in conmection therewith shall remain
in the custody of the Secretary of the Treasury. The corporatlon shall reim-
burse the Secretary of the Treasury for any expenses incurred in the prepara-
tion, Eustody, and delivery of such notes, debentures, bonds, or other obligu-
tions.

Sec. 11. The seventh paragraph of section 13 of the Federal reserve act, as
amended, is amended to read as follows:

“Any Federal reserve bank may make advanees to its member banks on their
promissory notes for n perlod of not exceeding fifteen days at rates to be es-
tablished by such Federal reserve bank, which rates shall in all cases be at
least 1 per centum higher than the rediscount rate then in force at such re-
serve bank, 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 us are eligible for rediscount or for pur-
chase Ly Federal reserve banks under the provisions of this act, or by the
deposit or pledge of bonds or notes of the United States. If any member bank
to which any such advance has been made shall, during the life or continuance
of such advance, and despite an official warning of the reserve bank of the
district or of the Federal Reserve Board to the contrary, increase its out-
standing loans made upon collateral security, or made to the members of any
organized stock exchange, investment house, or dealer in securities, upon any
obligation, note, or bill, secured or unsecured, for the purpose of purchasing
and/or carrying investment securities (except obligations of the United States),
such advance shall be immediately due and payable and such member bank
shall be ineligible as a borrower at the reserve bank of the district upon
fifteen-day paper for such period as the Federal Reserve Board shall deter-
mine. The Federal Reserve Board shail have power from time to time In its
discretion by uuanimous vote of its members to suspend the provisions of this
paragraph in whole or in part, whenever in its opinion the public interest
shall call for such action. Each such suspension ghall be for a period of ninety
days and may be renewed for one additional period of ninety days upon unun-
imous vote of the members of the board.”

SEc. 12, Sectlon 14 of the IFederal reserve act, as amended, Is amended by
adding at the end thereof the following new paragraph:

“(g) Subjeet to the powers conveyed to and bestowed upon the Federal Open
Market Committee by section 12A of this aet, the Federal Reserve Board shall
exercise special supervision and control over all relationships and transactions
of any kind entered into by any Federal reserve bank with any foreign bank
or banker, or with any group of foreign hanks or bankers, and all. such rela-
tiouships and transactions shall be subject to such regulations, conditions,
and limitations as the board may prescribe. No officer or other representa-
tive of any Federal reserve bank sghall conduct negotiations of any kind with
the ofllcers or representatives of any foreign bank or banker without first ob-
tauining the permission of the Federal Reserve Board. The Federal Reserve
Board shall have the right, in its discretion, to be represented in any confer-
ence or negotiations by such representative or representatives as the hoard
may deslgnate. A full report of all conferences or negotiations, and all under-
standings or agreemeuts nrrived at or transactions agreed upon, aund all other
materinl facts appertaining to such conferences or negotiations, shali be filed
with the Federal Rleserve Board in writing and signed by all representatives
of the Federnl reserve bank attending such conferences or negotiations re-
gurdless of whether or not the Federal Reserve Board shall be represented
at such conferences or negotiations.” .

Sec. 13. Section 19 of the Federal reserve act, as amended, Is amended to
read as follows: °

*8ec. 19, (a) ‘Demand deposits® within the meaning of this act shall
cox.nprlse all deposits payable within 30 days, and ‘time deposits’ shall com-
prise all deposits payable after 30 days, all savings accounts and certificates
of deposit which are subject to not less than 30 days’ notlee before payment,
and all postal-savings deposits. . o

*(b) Every bank, banking assoclation, or trust company which is or which
becomes a member of any Federal reserve hank shall establish and maintaln
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NATIONAL AND FEDERAL RESERVE BANKING SYSTEMS 9

“ (1) If not in a reserve or central reserve city as now or hereafter defined,
it shall hold and maintain with the Federal reserve hank of its district an
actual net balance equal to not less than 7 per centum of the aggregate amount
of fts demand and time deposits: Prorvided, That the said net balanee main-
tained against time deposits shall be 3 per centum durlng the calendar yeayr
1982, and shalt be incrensed at the rate of four-fifths of 1 per centum on the
1st day of January in each calendar year thereafter untll it shall equal 7 per
centum as herainbefore prescribed.

“(2) If in a reserve city as now or hereafter defined it shall hold and
maintain with the Fedcral reserve bank of its district an actnal net balance
equal to not less than 10 per centum of the aggregute amonnt of its demand
and time deposits: Provided, That the said net halance hereinbefore required to
be malntained against time deposits shall he 3 per centum during the calendar
year 1032, and shall be incrensed at the rate of 1% per centum on the 1st day
of January in each calendar year thereafter until it xhall equal 10 per centum
as herelubefore prescribed: Provided further, That if located in the ontlying
districts of a reserve city or in territory added to such & elty by the extension
of its corpornte charter it may, upon the aflirmatlve vote of flve members of
the Federal Reserve Board, hold and maintain the reserve balances specified
in paragraph (1) hereof.

“(8) If in a central rescrve city as now or hereafter defined it sball hoid and
maintain with the Federal reserve bunk of its district an actual net balance
equal to not less than 13 per centum of the aggregate amount of its demand anel
time deposits: Provided, That the said net balance hereinbefore required to be
maintained against time deposits shall be 8 per centum during the calendar
Year 1932, and shall be incrensed at the rate of 2 per centum on the 1t day
of Janunary in each calendar year thereafter untii it shall equal 18 per centum
as hereinbefore preseribed: Provided further, That 1f located in the outlying
districts of a central reserve eity or in territory added to such a city by the
extension of its corporate charter it may, upon the affirmative vote of five
members of the Federal Reserve Board, okl and maintain the reserve balances
specitied in paragraphs (1) and (2) herecof.

“{c) No member bank shall keep on deposit with any State bank or trust
compnny which is not a member bink a snm in excess of 10 per centum of it
own paid-up capltal and surplus. No member bank shall act as the medium or
agent of n nonmember bank in applying for or recetving discounts from a Fed.
ernl reserve bank under the provistons of this act except by permission of the
Federal Reserve Board.

#(d) No member bank shall act as the mediumm or agent of any nonbanking
corporation or individual in making loans protected by cotlaternl security; and
no member bank shall make loans or discount paper for any corporittion or
individual i£ the proceeds of such transaction are to be used directly or Indi-
rectly for the purpose of making loans protected by collateral security in favor
of any investment banker, broker, member of any stock exchange, or any dealer
in securities. BEvery violation of this provision by any member bank shall be
puuishabie by a fine of not less than £100 per day during the continuance of
such violation, but it shall be a good defense that the borrower at the time of
obtaining such loan or discount from a member bank made a sworn statement
that the proceeds of the transaction would not be used for such purpose.

“(e) The required balunce carried by a member bank with a Federal reserve
bank m:y under the regulations, and subject to such penalties as may be pre-
scribed by the Federal Reserve Board, he checked against and withdrawn by
such member bank for the purpose of meetlng exlstlng linbilities: Provided,
however, That no bank shall at any time make any new loans or shall pay any
dividends unless and unttl the total halance required by law is fully restored,

“(f) No member bank shall sell or transfer to another member bauk, or to
a nonmember bank, private banking house, or banker, any balance standing to
its eredit upon the books of the Federal reserve bank of its district in excess
of the balances required by this section unless the Federal Reserve Board ~hall
have first authorized by general order the making of such sales or transfers
within such distriet or between such district and another Federal reserve dls-
trict, but no such sale or transfer shall be made by any such bank without first
charging and reserving a fee to be fixed by the Federal Reserve Board on the
basis of the rate of discount then charged upon ninety-day paper by the Federal
reserve bank of the district in which the bank making such sale or transfer

18 located.
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10 NATIONAL AND FEDERAL RESERVE BANKING SYSTEMS

“(z) The Federal Reserve Board shall have power to suspend all dealings
in x(':s)er\-e balunces for such perlod as it may deem best. In estimating the
reserve halances requirved by this act, the net difference of amounts due to
and from other banks shail be taken as the basis for ascertaining the deposits
against which required balances with Federul reserve banks shall be deter-
mined ; wnd the liabillty ereated by every repurchase or other similar agreement
entered into by 2 member bank shall be added to such net difference as ascer-
tained under the provisions of this paragraph.

“(h) National banks, or imnks organized under local laws, located In Alaska
or in a dependeney or insular possession or any part of the United States out-
slie the vontinental United States may remain nonmewmber banks and shail
in that event malntain reserves and compiy with all the conditions now provided
by law rezulating them; or said banks may, with the consent of the board,
heeome member hanks of any one of the reserve districts and shall in that event
tiake stock, maintain reserves. and be subject to all the other provisions of
this act.

Nec. 14, Sectlon 24 of the Federal reserve act, as amended, 1s amended to read
as follows:

« spe. 24, Any national banking association may make louns secured by flrst
lienr upon Improved real estate, including improved farm land, situnted within
fts Federal reserve dlstviet or within a rndius of one hundred miles of the
place I which such bank is located, irrespective of district lines. A loan secured
by real estate within the meaning of this section shall be in the form of an
oblizitlon or obifgatlons secured by mortgage, trust deed, or other such instru-
ment upon real estate when the entire amount of such obligation or obligatlons
is made or is sold to such associatlon. The amount of any such loan shall not
exceed 30 per centumn of the actual vilue of the renl estate offered for security,
bhut no such loan upen such security shall be made for a longer term than five
years. Such valuations shall be revised by the Comptroller of the Currency
at the time of ench examination of the bunk making the loan und he shail have
power to order changes therein and to requlre the ndjustment of loans to such
revised valuations, Any such bank may make such loars in an aggregate sui,
including in such aggregute any such loans on which it is linble as indorser or
Fuarantor or otherwise, equal to 15 per centum of the amount of the capital
stock of such association actuaily paid in and unhnpaired and 15 per centum
of its unlmpaired surplus fund, or to one-half of its time deposits, at the
eleetfon of the assoelation, subject to the generul limitation contained in section
520 of the Revised Statutes. Investments in bank premises und unsecured
loans whose eventual safety depends upon the value of real estate shali be
counted for the purposes of this sectlon as real-estnte loans. Every such bank
muy apply the moneys deposited therein as time deposits to the loans herein
nuthorized and the halance of such time deposits shall be invested in property
anit securfties In which savings banks may invest under the law of the State
where such national bank Is sltuated, or where there is no such law relating to
Invextments by savings banks, in such property and securities as may be
specifled by the Comptroller of the Currency: Provided, That every member
bunk shall be required to report its investments in, or hokiings of, any such
property and securities at an aggregate valuntion which shall not exceed the
ageregate market value thereof at the time such reports to the comptroller
or to the Federal Reserve Bonrd are made: Provided further, That the reserve
ngainst tlime depuslts required by sectlon 19 of this act shall be counted as
a corresponding part of such investments. All the property of any insolvent
national bank acquired under this section shall be applled by the receiver
thercof in the fivst pluce ratably und proportionately to the payment in full of
ftx time deposits.  Such banks may continue hereafter as heretofore to receive
time depoxits und to pay interest on the same, but the rate of interest which
such banks may pay upon such time deposits or other deposits shuli not ex-
ceed the maximum rate awthorized by law to be paid upon such deposits by
State banks or trust compailes organized under the iaws of the State wherein
such natioun! banking assoclation is located.

* Every nationul banking association and every member bank which ig in
existence at the dute this section as muended takes efiect shall be required,
within o perlod of two years from such date, to comply fully with the pro-
visjons of this section, and every national banking associntion hereafter
otzanized and every State bank or trust compuny hereafter becoming a mem-
ber of the Federal reserve system shall comply with the provixlons of this vee-
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tion fbrogl the date of its organization or admission to membership, as the case
may be,

Sec. 15. Paragraph “ Seventh” of section §5136 of the Revised Statutes. as
amended, is amended to read as foilows:

“ Seventh. 1o exerclse by fts hoard of directors or duly authorlzed officers
or agents, subject to law, all such incidental powers as shall be neces<ury to
carry on the business of banking; by discounting and negotiating promlissory
notes, draftz, bills of exchange, and other evidences of debt; by receiving
deposits; by buyring and selling exchange, coin, and bullion; by loanlng money
on personal security; and by obtalnlng, issuing, and circulating notes accord-
Ing to the provisions of this title; and generally by engaging in all forms of
bauking busines« and undertaking all types of banking transactions that may,
by the laws of the State in which such bank is gituated, be permitted to banks
of deposit and (discount organlzed and incorporated under the laws of such
State, except in so far as they may be forbldden by the provislons of the
national bank act, as amended, the Federal reserve uct, as amended, or any
other law« of the Unitwl States. The huxiness of purchusing and selling in-
vestmeut securities shall hereafter be imited to purchasing and selling such
securitles without recourse, solely upon the order, and for the aceount of,
customers, and in no case for ity own account. and no such association shail
underwrite any iswue of securlties; except that any such nsxoclation may pur-
cha<e and hold for its own nccount investment securities to such an amonnt and
of such Ekind as may be by regulation prexcribed by the Comptroller of the
Currency, but in no event shall the total mmount of such Investment xecurities
of any one obligor or maker held by sueh a=socintlon exceed 10 per centum of
the total amount of such issue outstanding, nor shall the total amount of the
securitiex so purchased and held for it own acconnt at any time exceed 15
per centum of the amount of the capital stock of such axsociation actnally pakl
in and unimpaired and 23 per centum of itx unimpaired surplus fund. Exeept
as hereinatter provided or otherwise permitted by law, nothing herein con-
tained shall authorize the purchaxe or holding of any shares of stock of any
corporation by any such associatlon, 'Tihe limitations herein contained as to
the purchasing and seliing of investment securities shall not apply to oblign-
tlons of the United States, or general obligations of any State or of any political
subdivislon thereof, or obligations issued@ under authority of the Fedleral farm
loan act: Provided, That in carrying on the husiness commonly known as the
safe deposit business no =uch association shall invest in the capital stock of a
corporution organized under the law of any Stute to conduct a safe deposit
business in an amount In excess of 15 per centumn of the capital stock of such
associatlon actually paid in and unimpaired and 1§ per centum of its unim-
paired surplus.”

S;:cl.l 16. Section 5188 of the Revixed Statutes, ns amended, is amended to read
as follows:

“Sce. 513, After this section as amended tikes effect, no natlonal bank-
Ing association shall be organized with a less capital than $100,000, except that
guch associations witlh a eapital of not less than §30.000 may be organized in any
place the population of which does not exceed six thousand inhabitants, and
except that such ax<oclations formed for the purpose of succeeding to the busi.
ness of an existing bank may. in the discretion of the Comptroller of the Cur-
rency. he organized with a less capital than §50.000. but in no event lexs than
§25.000. No snch association shall be orrunlzed in a city the populition of
which exceetls fifty thousand persons with a eapltal of less than §200.000, exeept
that In the outlying districts of such a city where the State laws permlt the
organlzation of State banks with a capital of $100.000 or lesg, national banking
assoclationx now organized or herenfter orzunized may, with the approval of the
Comptroller of the Currency. have a capital of not less than $100.000.”

SEC. 17. Sectlon 3319 of the Revixed Statutes, ax amended. is amended to read
as follows:

“ Seo. 5130, After this section ns amended takes effect, the capital stock of each
asxoclation shall be divided into shares of S1(H) each and be deemed personal
property and transferable on the books of the assoclation {n such manner as
may be pre<cribed in the by-laws or articles of assoclatlon: and any such
as<ociation which has certificatex of stock outstanding on the date thix section
as amended tuakes effect which do not comply with the provislons of this section
as amended shall, within two years after such date, issue new certifteates in
compliance wirh such provisions. No ecertificate representing the stock of any

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis
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such association shall represent the stock of any other corporation, nor shall
the ownership, sale, or transfer of any certificate representing the stock of any
such association be conditioned in any manner whatsoever upon the owner-
ship, sale, or transfer of a certificate representing the stock of any other cor-
poration. Every person becoming a shareholder by transfer as permitted by
thls section shall in proportion to his shares succeed to all the rights and lia-
bilities of the prior holder of such shares, and no change shall be made in the
articles of association by which the rights, remedies, or security of the existing
creditors of the assoclation shall be impalred.”

Seo. 18. From and after January 1, 1933, no director, officer, or employee of
auy national bank or member bank shall be (a) an officer of any unincorporated
assoclation or corporation engaged primarily in the business of purchasing, seli-
ing, or negotinting securities, or (b) an employee of any such unincorporated
association or corporation, or of any individual or partnership engaged in such
business, or (¢) a director, officer, or employee of a corporation ovganized for
any purpose whatsoever which shall make loans secured by collateral to any
corporation other than its own subsidiaries, or to any individual, assoclation,
or partnership; aud no natlonnl bank or member bank shall perform the func-
tions of a correspondent bank on behalf of any such individual, partnership,
unincorporated association, or corporation; and no such individual, partnership,
unincorporated association, or corporation shall perform the functions of a
correspondent for any national bank or member bank or hold on deposit any
funds on behalf of any national bank or member bank.

Skc. 19, Section 5144 of the Revised Statutes, as amended, is amended to
read ns follows: .

“ Sec. 5144. In all elections of directors and in deciding all gestions at meet-
ings of shareholders, each shareliolder shall be eutitled to one vote on each
share of stock nctually owned by him as the result of bona file purchase, gift,
or inheritance and no shareholder who shall become such through nominal
transfer, or ownership on behalf of another, shall cast such vote. No corpo-
ration, association, or partnership which is the owner of more than 10 per
centum of the stock of any such national bank and no officer, director, or
employee of such corporation, association, or partnership, shall cast a ballot
in such elections or meetings either on shares of stock owned by the corpora-
tion or by such officer, director, or employee, Shareholders may vote by proxies
duly aunthorized in writing; but no officer, clerk, teller, or bookkeeper of such
bank shall act as proxy; and no shareholder whose liability is past due and
unpaid shall be allowed to vote.” .

Srke, 20. Notwithstanding the provisions of section 5144 of the Revised
Statutes, as amended by this act, any affiliate, or any association, corporation,
or partnership other than an affillate, which owns or controls shares of stock
in any national bank may make application to the Federal Reserve Board for
a voting permit entitling it to cast one vote at all elections of directors of
such national bank on each share of stock actually owned or controlled by it.
The Federal Reserve Board may, in its discretion, grant or withhold such
permit as the public interest may require but no such permit shall be granted
except upon the following conditions:

(a) Every such affilinte, association, corporation, or partnership shall, at the
time of making. the application for such permit, enter into an agreement with
the Comptroller of the Currency (1) to receive at such periodical intervals as
shall be prescribed by the comptroller, on dates identical with those fixed for
the examination of national banks, examiners representing and acting for the
comptroller who shall make an examination of its financlal condition with
the same degree of care as in the case of an examination of a national bank,
such examination to be at the expense of the affiliate, corporation, assocla-
tion, or partnership so examined; (2) that the report of the examiner shall
set forth all the facts nscertained by the examination and shall include a
statement of the name, Iocation, capitnl, surplus, and undivided profits of each
bank in which the applicant owns stock, the number of shares so owned, the
par and book value of such shares, the number of shures of bank stock acquired
and sold since the last examination, and other assets of such affilinte, cor-.
poration, association, or partnership (including under separate headings obli-
gations of the United States, and the value and nature of other securities
owned) ; and (8) that the comptroller may examine each national bank owned
or controlled by such affiliate, association, corporation, or partnership, both
individually and in conjunction with others so owned or controlled, and may
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require publication perfodically of individual or consollduted statements of
condition of such bank;

(b) Every such afliliate, nssociation, corporation, or partncrship shall hold
free of any lien or claim therevh obligations of the Unlted States in an
amount equul to 10 per centum of the total of enplital stock owued by it in
any national bank and shall agree (1) that in the event of failure of any
nationnl bank in which it shall hold stock the stockholders’ labllity aceruing
on account of such stock shall be a first lien upon the obligations so held, and
(2) that any deficiency in such obligations due to their use in meeting claims
under (1) above shall be made up within ninety duys after such deficlency
occurs;

(c) Every such affilinte, nssociation, corporation, or partnership (1) shall
possess at the time of the ixsusnce of such voting permit, and shall continue
to possess during the life of surh permlt. free and clear of any lien, pledge. or
hypothecation of any nature, assets other than bank stock which, tozether with
the amount of the obligations of the United States hereinbefore required to be
held, shall not be less thun 25 per centum of the aggregate par value of hank
stocks held or owned by such aflilinte, assoclation, corporation, or partner<hip
(bat sums advanced during the years 1931 and 1932 for the replacement of
capital in banks owned by such affillate, associatlon, corporation. or partner-
ship. or for losses incurred or charge-offs made by it durlng those years, may be
counted. up to 10 per centum of the aggregate par value of hank stocks held
or owned by it, as a part of such ascets) ; and (2) shall reinvest In assets other
than bunk stock all net carnings over and above G per centum per annum on
the book value of its own shares ontstauding untll such assets shall equal
the outstanding par value of bank shares owned hy it: Provided, That from
and after Jamuary 1, 1035, the 25 per centum requirement hercinbefore pro-
vided for shall be inere:ssed by not less than 2 per centum per annum, hut at
no time shall the assets held to meet any future stockholders’ Habillty be less
than the total assetx held by such afliiiate, assoclation, corporatlon, or partuer-
ship on January 1, 1032

(d) Every oflicer and employee of such affiiate, association. corporation, or
partnership shall be subject to the same penaltics for false statcment us are
applicable at the time of making surh statement to the offlcers and employees
of national banks; and

(e) Every such affilinte. assoclation. corporation, or partnership shall. at the
time of npplication for such voting permit, (1) file a statement with the Comp-
troller of the Curreney that it doex not own, control, or have any interest
in, or is not participating in the management or dirvection of, any affiliate
formed for the purpose of, or engaged in, the issue, flotatlon, underwriting,
publie sale. or distribution at wholesale or retaii or through syndicate partici-
pation of stocks, bonds. debentures, notes, or other securities of any sort, and
that during the period that the permit remains in force it will not acquire any
ownership, eontrol, or interest in any such affiliate or partlelpate in the man-
agement or directlon thereof, or (2) auree that if at the time of flling the
applieation for such permit it owns, controls, or haz an interest in. or i~ par-
tlcipating in the management or direction of, any such affilinte, it will, within
two years after the filing of such application, divest It~eif of its ownership.
control, und interest in sich affitinte and will cense participating in the man-
agement or direction thereof, and will not thereafter, durlng the period that
the permit remains in force, acyuire any further ownership, control, or interest
in any such afillate or participaie in the management or direction thereof,
and (3) agree that thenceforth it will declare dlvidends only out of actual net
carnings as indleated by the last preceding exumination made Ly the
comptroller.

The Federal Reserve Board may, in its discretion, revoke any such votiug
permit after giving sixty days’ notice by registered mail of its intention to
the affitinte, assoclatlon. corperntion. or partucrship. Whenever the Federal
Reserve Board shall have revoked any such voting permit, no nutional bank
wloxe stock Is owned in whole or in part by the affiliate, association, corpora-
tion, or partnership whose permit is xo revoked shall receive deposits of United
States moneys, nor shall any =uch national bank pay any further dividend to
such affilinte, association. corporation. or partnership upon any shares of such
bank owned or coutrolled by »uch affilinte, a~xociation, corporation. or purt.

nership.
111161—32~-pT 1~—2
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14 NATIONAL AND FEDERAL RESERVE BANKING SYSTEMS

Sec. 21. Parngraph (c¢) of scctlon 5155 of the Revised Stiatutes, as amended,
is amended to read as follows:

“(e) A natlonal banking associntion may, with the approval of the Federal
Reserve Board, after the dute this paragraph, as amended, takes eifect, estub-
lish and operate new branches within the limits of the city, town, or village,
or at any point within the State in which said association is situated, if such
establishment and operation are at the time permitted to State banks by the
law of the State in question: Provided, That, if by reason of tlie proximity of
such an association to a State boundary line, the ordinary uand usual business
of such association is found to extend into an adjacent State, the Federal Re-
gerve Board may permit the establishment of a branch or branches by such
associntion In an adjacent State but not beyond a distance of fifty miles from
the seat of the parent bank. No such association shall establish a branch out-
side of the city, town, or village In which it is situated unless it has a pald-in
and unimpalred capital stock of not less than $500,000. The aggregate capital
of every national banking association and its branches ghall at no time be less
than the aggregate miniinum capital required by law for {he establishment of
an equal number of national banking associations situated in the various places
where such assoeiation and its branches are situated.”

Srke. 22, Sections 1 and 3 of the act entitled “An act to provide for the con-
solidation of national banking associations,” approved November 7, 1918, as
amended, are amended by striking out the words * county, city, town, or vil-
Inge ” wherever they occur in each such section, and inserting in lieu thereof
the wortls * State, county, city, town, or village.”

Sec. 23. The first two xentences of section 5197 of the Revised Statutes are
amended to read as follows:

“Any association may take, recelve, reserve, and charge on any loan or dis-
count made, or upon any notes, bills of exchange, or other evidences of debt,
interest at the rate allowed by the laws of the State, Territory, or District
where the bank is located, or at a rate of 1 per centum in excess of the dis-
count rate of the Federal reserve bank in the Federal reserve district where
the bank is loeated, whichever may be the greater, and no more, except that
where, by the laws of any State, a different rate is limited for banks of issue
organized under State laws, the rate so limited shall be allowed for associa-
tions organized or existing in any such State under this title. When no rite
is fixed by the laws of the State, or Territory, or District, the bank may take,
recelve, reserve, or charge a rate not exceeding 7 per centum, or 1 per centum
i1 excess of the discount rate of the Federal reserve bank in the Federal
reserve district where the bank is located, whichcever may be the greater, and
such interest may be taken in advance, reckoning the days for which the note,;
bill, or other evidence of debt has to run.”

Sec. 24. No national banking association or member bank shall promise or
pay to its depositors us a considemtmn for the maintennnce of deposit balances
or accounts & rate of interest in excess of one-half the rate of interest specified
in section 5197 of the Revised Statutes, as amended, and whenever such deposi-
tors are bankers who maintain balances with other banks, no such association
or member bank shall promise or pay for the maintenance with it of suci:
bankers’ balances a rate of interest in excess of the current rate of discount
of the Federul reserve bank of the district in which the depositary bank is
located, or in excess of 214 per centur per annum, whichever rate shall be the
smaller.

Sec. 25, (a) The second sentence of the first paragraph of section 5200 of
the Revised Statutes. us amended, iz amended by inserting before the period
at the end thereof the following: * and shall include in the case of obligations
of a corporation all obllgations of all subsidiaries thiereof.”

(h) Paragraph {8) of section 5200 of the Revised Statutes, as amended, is
amended by Inserting before the perlod at the end thereof a colon and the
following : “ Provided, That no obligation of a broker or member of any stock
exchange or simllar organization, or of auy finance compuny, securities company,
investment trust, or other similar institution, or of any afilliate, shall be entitled
to the benefits of the foregoing exceptions, but such obligations shall in every
case he snbject to the limitations of 10 per centum hereinbefore set forth in
thic section; except that the total obligations of an affilinte shall in no case
exceedl the said 10 per centum limitations, or the amount of the capital stock
of said affiliate actually paid in and unimpaired, whichever may be the smaller.”

(c) Section 5200 of the Revised Statutes. as amended., is further amended
by adding at the end thereof the followlng new paragraphs:
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_“ The ageregute amount of the obligations (including repurchuse azreements)
of all the aflilintes of a national bunking associntion <hall not at any tlme exceed
10 per centum of the eapltal stock of such assoclation actually paid in amd
unimpaired and 10 per centum of {ts unimpaired surplus fund: Procided, That
loans collateraled by Government houds. or by honds fssued hy the State in
which such bank ix situated, or issued by any polltical subdivision of such
State, shall not be included within the foregoing limitatlens if actually owned
by the borrower from such bank,

“ Within three years after thls sectlon as amended takes effect every afliliate
shall be capitalized threngh the sale of Ite own stock, which shall he paid for
in full in cash upon the same term~ and condltions as provided in sectlon J140
of the Revived Statuics, ns amended, in the case of national bank stock; and
o luitfonal bank shall establish or eapitaiize un afliliate through cash or stock
dividend declaratlons made from its surplus or from undivided profits. No
afiilinte shall at any thue during such thvee-year perind Lold, or lend upon,
more than 10 per centum of the =hares of the ecapital stork of the purent
instltutrion.”

Skc. 26, Nothing in xection 5200 of the Rovixed Statuter, as amended, xhall
be construed to permit a member buuk to lend to any Individual or covporation
upon collateral security an amount in excess of 10 per centum of itr eapital
stock actually paid in and unlmpaired amd 10 per centum of its unlmpaired
surplus fund, or an amount in excess of the percentuge of such capital aml
surplns fund as shall from time to time he designated by the Federal Reserve
Bourd in accordance with subsection (m) of section 13 of the Federal reserve
act, as amencded, whichever is the smaller.

SEc. 27, Section H211 of the Revisml Statutes, as awmended, ix amended by
adding at the end thercof the following new paragraph:

* Ench affiliate of a national banking assoclation shall make and furtixh
to the president of the association, for transmlsslon hy him to the Comptroller
of the Curreuey, not less thun three vepurty during each yeur, in such form
@ts the Coinptroller may prescribe, veritied by the oath or affirmation of the
Dprexident of such other offlcer as nmy he designated by the bourd of directors
of such afliliate to verify such reportx, covering the condition of such aflitiawe
on dates2dentical with those for which the ccmptrofler shafl during such year
require the reports of the condition of the us<ociation. Each such report of
an atiliate shall be trunsmitted to the comptroller at the same time as the
corresponding report of the as<ocintion; except that the ¢omptroller may. in
his discretion, extend such time for good ennse shown. Each such report shall
exhibit in detail and under approprinte heads. the holdings of the afilliate in
question, their cost and present value, the expen<es of operation for the pre-
ceding yenr, and the balance sheet of the enterprise. It =hall be the duty of
the president of such assoclation to satisfy himsclf ay to the correctness of the
report before transmitting the xame to the comptroller. The reports of It<
aflilintes sbhail be publixhed by the association under the same condltlons as
wovern its own conditlon reports. The comptroller shall also have power to
call for special reports with rexpeet to any such affilinte whenever in his judg-
ment the same are necexsury in order to gbhtain a full and complete knowledze
of the conditions of the nssociation with which it is afiiliated. Any atiillnre
which fails to mauke and furnish any report required of it under thix section,
and any assocatlon whoxe president fails to tran~mit as required by this scetlon
any such report furnished to him. shall be subject to a penulty of $100 for eaci
day dQuring which such foflure contlnues: Provided. That every aftitinte which
shall be Indebted to any bank or bunks to an amount exceeding 3 per centum of
the eapital and surplux of its parent bank shall publlsh its centire portfolio at «
date and in a manner to be prescribed by the Compiroller of the Cnrrency but
not oftener thau once annually., and every aflitinte which <hall be <o indebted
to an amount In excexs of 10 per centum of the capltal and surplus of it pavent
bank =hall be required to publish {ts portfolio in at least one daily newspaper
issued In the place where such bank ix located within ten days after recviving
notice therefor from the comptroller. but xuch publication xhalt not be con-
xldered us a subxtitute for the annual publication hercinbefore required.”

Sec. 28. The first paragraph of section 240 of the Revired Rtatutes, a<
amended. is amended by Insertlng before tlie perlod at the end therenf a
colon and the following provise: * Provided, That during the period of three
years after thls =ectlon as amended takex effect, in makinz the examination
of uny national bank or of any other wember bank, the examiner shall Inclule

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



16 NATIONAL AND FEDERAL RESERVE BANKING SYSTEMS

an examination of the affairs of all afilliates of such bank, and in the event
of the refusal to give any information required in the course of the examina-
tion of nny such afiiliate, or in the event of the refuxal to permit such examina-
tion, nll the rights, privileges, and franchises of the bank shall be thereby
forfeited. if n national bank, and if a bank or trust company organized under
the law of any State, membership in the Federal rexerve bank of its district
shall be forfelted and no notice of the termination of such mewmbership shall
be requlred. The Comptroller of the Currency shall have power, and he i3
hereby authorized, to publish the report of his examinatlon of any national
banking assoclutlon or afliliate which shaill not within one hundred and twenty
days after notification of the recommendations or suggestions of the comp-
troller, based on said examination, have complied with the same to his satis-
factlon. Ninety days’ notice prior to such publicity shall be given to the bank
or afliliate.”

Sec. 20. Whenever, in the opinion of the Comptroller of the Currency, any
director or officer of a national bank, or of a bank or trust company doing busl-
ness in the District of Columbia, or whenever, in the opinion of a Federal
reserve agent, any director or officer of n member bank of his dlstrict (other
than a national bank) shall have persistentiy violated any law relating to such
bank or trust company or shall huve countinued unsafe or unsound practices in
conducting the buslness of such bank or trust company, the comptrolier, or the
Federal reserve agent, as the case muay be, shull certify the facts to the gov-
ernor of the Federal Reserve Board. Thereupon the governor of the Federal
Reserve Board shall serve notice upon such director or officer to appear before a
committee consisting of the governor, the Comptroller of the Currency, and the
Federal reserve ngent of the district in which such bank or trust company is
located to show caunse why he should not be removed from office. If upon such
hearing the committee finds that such director or officer has persistently violnted
any such provision or has been responsible for the continuance of any such
unsafe and unsound practices the committee may, in its discretion, by a ma-
Jority vote order that he be removed from office. A copy of each such order
shall be served upon such dircetor or officer and upon the bank or trust com-
pany of which he is a director or officer. Any such director or officer upon
whom any such order has been served as herein provided and who tirvafter
participates in any manner in the management of such bank or trust company
shall be fined not more than $5,000 or imprisoned not more than five years,
or both. .

Skc. 30. The right to alter, amend, or repeal this act is hereby expressly
reserved. If any clause, sentence, paragraph, or part of this act shall for any
reason be adjudged by any court of competent jurisdiction to be invalid, such
judgment shall not affect, impair, or invalidate the remainder of this act, but
shall be confined in its operation to the clause, sentence, paragraph, or part
thereof directly involved in the controversy in which such judgment shall have
been rendered.

The CrammaN. The first witness will be Mr. Pope, president of
the Investment Bankers’ Association of America. If Mr. Pope will
come around to the committee table and take a seat opposite the
committee reporter we will be glad to hear him.

STATEMENT OF ALLAN M, POPE, PRESIDENT INVESTMENT
BANKERS’' ASSOCIATION OF AMERICA, BOSTON, MASS.

Mr. Pope. Shall I proceed, Mr. Chairman?

The Cmammax, Just give your name, address, and business for
the purpose of the record.

Mr. Pope. I am speaking as the president of the Investment Bank-
ers’ Association of America. My name is Allan M. Pope, and I am
executive vice president of the First National-Old Colony Corpora-
tion of Boston. x

The CuamaN. Do any members of the committee desire to ask
Mr. Pope any questions?
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Senator Grass. Were you heard at the prolonged hearings hekl
by a subcommittee of the Committee on Banking and Currency last
spring?

Mr. Pore. Yes, sir. I should like if possible to make a statement
at this time.

Senator Gone. Might I suggest, Mr. Chairman, that the witness
be permitted to first make his own statement in his own way, and
then the members of the committee will ask him questions?

The Cmamyax. Very well. Proceed.

Mr. Pore. I should like to state in part that I am here as a repre-
sentative of the Investinent Bankers’ .\ssociation of .\merica. That
association is composed of approximately 500 members engaged in
the investment banking business of the country. The investment
banking business of the country is the medium providing long-term
credits to States, municipalities, public utilities, railways, and to
industry in the same way that—

Senator Brooxirart (interposing). .And how about agrienlture?

Mr. Pore. To agriculture also.

The Cramrmax. You may continue.

Mr, Pore. In the same way that commercial bankers provide short-
term credits.

The mechanism and organization of the Investinent Bankers’
Association was the same means by which at the time of the
World War the Liberty loan bonds were sold. The sunccess of the
floating of those loans was in a measure provided by the members
of this association placing at the disposal of the authorities their
entire organization 1n most cases.

Investment bankers it should be understood are not primarily, and
in fact very few of them are members of any stock exchange.
Those that are members of a stock exchange have that part of their
business separate and distinct from that classed as investment
banking.

The investment banking business is not that of trading on an
exchange, but is the distribution of securities, some of which, and
in some cases many of which. are listed on an exchange, but the
dealing is not on an exchange but off or over the counter.

I recently made a trip as president of the Investment Bankers’
Association of America to 11 or 12 of the largest cities of the countrry,
at which time I was privileged to talk to several hundred members
of the Investment Bankers’ Association. as senior executives and
in some cases junior execntives: and in the most of those cities with
the presidents and other officials of commercial banks.

Because of the fact that the bill known as S. 3215, which was in-
troduced by Senator Glass in Jannary. was very much in the minds
of investment bankers. it was discussed with ail those whom I met.
I am obliged to say that without a single exception each one of
those gentlemen. numbering several hundred. was without question
oppesed to the bill at the present time. on the ground that we are
at the moment engaged in an attempt to stem the tide of deflation,
that we have emergency legislation cnacted for that purpose. and
that the results of that bill were diametrically opposed to such legis-
Iation because of the extreme deflationary character or the general
character, I might say, of that bill.
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18 NATIONAL AND FEDERAL RESERVE BANKING SYSTEMS

Senator Freroner. How does that bill differ from S. 4115 which
we now have before us?

Mr. Pope. The present bill is in its general character so like so
far as it affects the situation, meaning the deflationary character of
the bill, that the same attitude of investment bankers is directed
toward this bill, S. 4115. .

In addition to the fact of its extreme deflationary character, which
makes it essential for the best interests of the country that the gen-
eral principles of banking be not thus changed to-day, there is in the
present bill, at least as we comsider it, four sections and probably
more in which there is such discrimination against national banks
the we are of opinion it might be the natural result that such banks
would be obliged to surrender their national charters and become
State banks. This would so alter the character of the banking
system of the country as to be considered decidedly dangerous.

Senator Grass. In this connection in order that we may judge
whether history will repeat itself, may I remind you that we were
confronted with that threat by nearly all the national banks of the
country when we adopted the Federal reserve act?

Mr, Pore. Investiment bankers I should like to bring to your atten-
tion recognize very clearly, and have for some time, certain defects
in the present banking system. Some of the executives of the In-
vestment Bankers’ Association of America testified at the hearings
held by the subcommittee in relation to the bill S. 8215, and in their
testimony they recommended an examination of bank affiliates, re-
ports by bank affiliates, limitation of borrowing power of bank
affiliates from parent institutions, both se?arately and in the aggre-
gate; and they have also recommended that loans for the account
of others be discontinued.

There are certain sections which affect the Investment Bankers’
Association of America included in this bill which I should like
now to recite by sections. There are many sections in the bill which
either are of no importance to investment bankers as a whole or are
technically commercial banking problems with which investment
bankers do not feel capable of giving opinions. .

In section 2 the definition of affiliates is too broad. It would
require reports and examinations, for example, of any corporation
of which stockholders of the bank hold 50 per cent of the stock.

That would mean that in many cities and in many towns of this
country where influential citizens are stockholders of banks and who
in the total as stockholders own more than 50 per cent of purely busi-
ness cor(i)orations, those business corporations would have to be
examined by the examiners of the Federal reserve system.

Also in this section in certain instances very large corporations
are placed in the category of affiliates because of their ownership of
a majority of the stock of small banks which they have taken over
by force of circumstances to aid the industrial and banking situation.
I know of at least one instance where one of these corporations, and
one of the lar corporations in the United States I might say,
would have to be examined and make reports as a banking affiliate
for that reason. _
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Senator Couzexs. Right there let me ask you: Could you name
that institution? '

Mr. PorE. I prefer not to do so.

. Senatoy Couzexs. I wish you would so that we might have the
information.

Mr. Pore. I might recite this without any consultation or direct
knowledge of the facts and only from information which I have
received: I understand that in one instance, or more, the Bethlchem
Steel Corporation for the purpose of protecting the interests and
deposits of their employees were obliged to take over the stock of a
bank. By owning the stock of that bank you would make the Beth-
lehem Steel Corporation a bank afliliate.

Senator BarkrLey. Right there let me ask you: If the majority
of the stock is owned by the Bethlehem Steel Corporation and is
controlled by it, why shouldn’t it be considered an affiliate ?

Mr., Pore. I am not questioning as to whether or not it is an
affiliate, but I do question the fact as to whether it is necessary or
practicable for the examiners of the Federal Reserve System to
examine at stated intervals a corporation of the size of the Bethle-
hem Steel Corporation and shoufd require them to make the same
reports that are required to be made under this bill. I can not see
how they would want it to be an afliliate.

Senator Couzens., Does not thut seem to be stretching the point
when the stockholders of the Bethlehem Steel Corporation or the
officers of the Bethlehem Steel Cor%)oration could easily dispo=e of
their bank stock to outside interests?

Mr. Pore. I am not prepared to state what the Bethlehem Steel
Corporation could do. . .

Now, as to section 3 of the bill: If properly interpreted, we suy it
makes provision prohibiting the undue, unauthorized, or improper
use of credit facilities by Federal reserve member banks, and a~ such
investiment bankers or anyone else I take it would agree. But invest-
ment bankers do not agree with the broad general statement. the
intent of which is carried through this bill, and this bill is designed
to carry out this statement and is a most éeﬂationary nmeasure, cer-
tainly to the detriment of the best interests of the country to-day.
Invesment bankers do not agree with this statement, which is really
he general purport of the bill as is understood by us, that eredit
facilities shall not be extended to member banks for the purpo-e of
making or carrying loans for investment or fucilitating the carrying
of or trading in such securities other than Government obligations.

Senator BrLkrey. What are you reading from?

Mr. Pore. An extract from a paragraph in the bill, found on page
3 at line 19.

Senator Grass. You. of course, are aware that that is the exact
:Il)srohibition of section 13 of the Federnl reserve act and has been for

years. ‘

Mr. Pore. Yes. but it is not the question of what that statement
is. I did not state that that was what was objected to. I said it
was the method in this bill which corrected or carried out those
statements, first, that was objected to.

Senator BorrLEy. Then you do not object to the statement itself?

Mr, PorE. No, sir; but this is what I say—
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Senator BarkLey (interposing). You do not mean to say that you
object to the provision, but you do object to its enforcement?

Mr. Pore. The type of its enforcement.

Senator Grass. And I might say for your encouragement that
it has not been enforced but has been utterly ignored.

Mr. PopE. I do not say the type of enforcement as it stands to-day,
or as it might be provided, but I say the type of enforcement as
Frovided in the paragraphs and only the paragraphs which I shall

ater refer to. And perhaps T might better enlighten you as to our
objection as I go along.

Senator FLercuer. Does it provide for the imposition of penalties?

Mr. Pore. Not in every case. But I will explain that as I go
along.

Se%mtor Burkery. I should like to get this clear: Do you really
mean that you do not think this should be enforced?

Mr. Pore. No,sir; but I mean to say——

Senator BurLxiey (interposing). Then you think it should be
enforced ?

Mr. Pope. I think it is possible to enforce it, but I think the means
taken at this time, and you will understand that I am saying at this
time; that the means taken are such as to cause sudden deﬁgation in
the country and that this is not the time to undertake it.

Senator BuLxieY. I want to press my inquiry further in fairness
to you, so that your views may be fairly on our record and we may
know what you really have said: Are you or are you not opposed to
thede?nforcement of this policy as stated at the point where you
Tea

Mr, Pore. I am not opposed to the statement as written in the
bill, but—

Senator BuLkrey (interposing). Nor to the enforcement of it?

Mr. PorE. I am not opposed to the enforcement of it, but as to the
enforcement of it as provided in this bill.

Senator BuLkrLey. Which you are going to develop for us later.

Mr. PopE. Yes, sir.

Senator BuLkrey. All right.

Mr. PorE. We are not opposed to—-

Senator Burkrex (interposing). I want you to make that clear to
us. I think it might now be in the record in a position to be unfair
to you.

Mor. Pork. Certainly no one, or speaking more directly, no invest-
ment banker had any quarrel whatever with the statement prohibit-
ing undue, unauthorized, or improper use of credit facilities.

Senator Barxrey. That still does not cover the situation. You
say unauthorized or undue use of credit facilities by a Federal
reserve member.

Mzr. Pore. Undue does cover it.

Senator Barkrey., Where will you draw the line between author-
ized and unauthorized use, or due or undue use of credit facilities on
the part of a member bank?

Mr. Popk. I think that is a matter of judgment in the particular
case. I am going to go along with that further, and I think you will
find that I will cover the most of the points. :

Senator Barkrey. All right.
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Mr. Pore. This does not mean that investment bankers are in favor
except 1n emergencies such as cited in the Glass-Steagall bill of
Federal reserve credit being extended directly to borrowers from
member banks. It is only an emergency measure.

Now, as to section 6 of the bill: Investment bankers approve of
reports by bank affilintes. But on account of the broad (}leﬁnitious
referred to above, these reports will undoubtedly Le required of a
very great number of industrial concerns, which appears not to be
advisable or necessary and probably not practicable.

In section 8 of the bill-—

Senator Gore (interposing). As to this investment by the Beth-
lehem Steel Corporation, would it put an end to its payment of
such large bonuses.as have been reported, made against the interests
of its stockholders? Isn’t that a good idea to stop that?

Mr. Pore. I haven’t any ideas on that subject, sir.

Now, as to section 8 of the bill: This provides that members of
the Federal Reserve Board can limit the percentage of capital and
surplus which any member bank can loan if such loans are pro-
tected by collateral security. This may require an investinent
banker to pay off his loan on 10 days’ notice, as provided in the
provisions of this bill. And this might cause and probably would
cause many bankruptcies, not only by investmment bankers but
other corporations and individuals.

This section also provides that the board can prevent a bank from
making any security loans. This appears to me to place directly
upon the Federal Reserve Board the responsibility for the conduct
of all loaning officers of member banks.

As to section 9 of the bill: This section limits loans to national
banks and member bank security and real-estate afliliates to 10 per
cent of the capital and surplus of its parent bank. This eliminates
the present provisions of the law permitting such afliliates to bor-
row in excess of such percentage in case of bankers’ acceptances and
Government bonds and certain other eligible securities, which is
highly desirable in the development of the Government bond mar-
ket and the bankers’ acceptance market, for at times there is re-
quired a policy of large portfolios in order to properly conduct the
business.

This section puts a premium on listed securities which, in the
opinion of investment bhankers, has in some instances been deroga-
tory to their value. I will not go into the technical part of that, but
I can show you that that has been the case.

It requires a 20 per cent margin—I mean it is required in this sec-
tion—on all collateral loans, the collateral of which must be listed
on a stock exchange. On certain classes of eligible paper, bonds
legal for saving banks, no margin is specified.

Now, as to secuvities legal for savings banks, and it varies in prac-
tically every State, this provision makes it possible, for example,
for a bank to be authorized in some States to borrow on foreizn
securities without any collateral at all. But it makes it impossible,
absolutely impossible, to make a loan in many States, and New York
State is one of them. with the exception of one of the Federal Land
Banks, as I say makes it impossible to borrow on Federal Land
Bank securities at all. It makes it impossible to borrow in some
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States, in fact, in many States, on railroad equipment securities.
And I think probably to-day there might be legislation passed mak-
ing them legal, but to-day I do not believe in any State they could
borrow on Reconstruction Finance Corporation bonds.

Senator Gone. Who do you mean counld borrow?

Mr. Pore. No one; no bank could make collateral loans on those.

Senator Frercier. Did you say borrow on foreign securities?

Mr. Pore. As collateral, .

Senator Frercier. Do yon mean the securities of foreign gov-
ernments? ..

Mr. Pore. Yes, sir; foreign countries securities can be borrowed
on withont margin under this provision in certain States, and Con:-
necticut is one of them, and New Hampshire is one of them, and
others.  Now, might I correct that statement? I was too broad in
it. That applies to affiliates of member and national banks and not
to other dealers, .

Now as to section 11 of the bill: This section raises the rate on 13-
day advances to banks, on borrowings from the Tederal reserve
banks. This is a highly deflationary measure and therefore at this
time is considered to be extremely dangerous. And it is particu-
Iarly unwise at this time because of the necessity on the part of the
Government of flonting large loans. This section would depreciate
the value of every Government security to-day.

Senator Gr.ass. Did it do it before it was put into the bill?

Mr. Pore. How was that?

Senator Grass. The systemn operated for more than two years
without that section.

Mr. PorE. I can not recall the market at that time, but T am talk-
ing about the change from one rate to another. If the carrying cost
of a Government bond which would be under this provision to-gay 4
per cent in New York, which is the lowest of any discount rate, for
it is 414 per cent in most other cities, it is not possible certainly to
make money. Certainly it is not possible to invest for the purpose
of doing so, and it is not of interest to increase the investment in
securities of the United States Government which are sold at the

resent time, the highest coupon rate being 834 per cent for 1-year
oans.

Senator Grass. Do you favor the immediate retirement of na-
bank circulation?

Mr. Pore. I am not prepared to answer that question. That is
:.. pu:ely commercial banking matter which I have not given atten-

ion to.

Senator Grass, But you are discussing the general problem of
deflation. Would that result in deflation

Mr. Pore. You would have to give me some time to answer that
question because I am not prepared to do so offhand.

Senator Grass. With the retirement of nearly $800,000,000 of
national-bank circulation can’t you say whether or not that would
mwlr‘(l):lvel_, deﬂntg)snIor not? :

r. PopE. say, you are asking me on certain technical poin
in that matter with w 1ych 1 am not familiar, points

Senator Grass. Well, it is not a technical but a very simple
proposition.
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Ar. Pore. I am not prepared to answer that question, sir.

Senator Grass. Well, on this problem of deflation, what was the
peak of loans for others during the riot of stock speculation?

Mr. Popk. I have not the figures before me, but I should say some-
where in the fall of 1929.

Senator Grass. But what was the peak figure, approximately ?

Mr. Poee. I have not the figures.

Senator Grass. It was many billions of dollars?

Mr. Pore. Yes, sir; probably so.

Senator Grass. Yet you are in favor of cutting those loans out.
Would you regard that as deflationary?

Mr. Pore. Those loans are practicnl’ly cut now.

Senator Griss. I know, but they may be cut in again.

Mr. Pore. As long as they are out now that does not affect the
present status. If tﬁe_v were in now and were to be taken out that
would be one problem, but they are out now.

Senator Grass. The purpose of this bill is to avert a repetition of
the present status. You say yon are in favor of cutting out loans for
others, which reached a peak of some eight billions of dollars during
the riot of stock speculation. You say you are in favor of cutting
them out. Wouldn’t you regard that as deflationary?

Mr. Pore. I would if they were in. But they are not in.

Senator Grass. But they might come in again.

AMr. Pore. I do not think they will.

Senator Grass. There isn’t anything in this bill that deflates any-
thing right now, except stock gambling which has abated tremen-
dously. You are criticizing this bill as extremely deflationary, and
yet as it seems to me you are advocating policies here before the com-
nlllitteelthat would be more deflationary than anything contained in
this bill.

Mr. Pore. I do not think there is anything deflationary in con-
tinuing something that exists to-day. It would be if cutting out
something that existed to-day.

Senator Grass. They are out because nobody is loaning money for
speculation in stocks, but they may come in again to-morrow if the
people want to make loans.

h) r. Pore. The clearing-house regulations in New York prohibit
those.

Senator Grass. Yes; but they may be changed to-morrow if they
are pleased to do so.

Mr. Pore. I am not able to say what they might do. I only say
what they have done.

Senator Barkrey. They only changed them because they wanted
to, and they might change back again. There is no law that pre-
vents it. It was a voluntary action on their part.

Mr. Pore, I think that is true. But on that I am in favor of legis-
lation as I have stated.

Senator Grass. Then, as I understand it, you are in favor of de-
fiationary legislation in that respect.

Mr. Pore, The effect is not_deflationary at the present time.

Senator Grass. It is very restrictive, isn’t it?

Mr. Pore. I do not know what you mean by restrictive in this
case,

Senator Grass. Oh, well. Never mind.
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Senator BrooxHART. Your theory is that it is already deflated on
that point and you just want to keep that part of it deflated.

Mr, Pore. Yes, sit.  As I stated before, the question of stopping
deflation was of no moment at that time. Investment bankers have
no objection to the provisions of this section.

Senator FLercaer. Do you mean section 10?

Mr. Pore. Section 11. "It provides that a member bank shall not
make any security loans while borrowing from the Federal reserve
bank after warning. But the Investment Bankers’ Association of
Aunerica is opposed to the principle of this bill, which indicates that
a member bank could not make any collateral loans while so operat-
ing, as a general principle. . ..

Now, section 13: While the Glass-Steagall bill makes provision to
permit adequate currency in circulation in spite of unusual gold
withdrawals, this section, which increases the reserves on time de-
posits of banks, is particularly unfortunate at this time, as it has
the equivalent effect of gold exports to an estimated figure of—and
I am only giving this as a pure estimation—of something like over
$100,000,000 2 year for five years. This is particularly untimely as
the measure is 1n addition highly deflationary.

Now, section 15—— )

Senator Gore (interposing). Will you explain that point a little
more for me?

Mr. Pore. Well, when you take the reserves of time deposits and
increase them so that an additional amount is not available for credit,
it acts in the same way that a dollar does when it leaves the country.

Senator Grass. Isn’t it a fact, according to the testimony that
we took last spring and according to our general information, that at
least 80 per cent of the banks of the country have so manipulated
their demand and time deposits as to reduce very much the general
average of reserves behin({ deposits?

Mr. Porr. I understand, although I am not entirely certain be-
cause I am not familiar with the details, that that 1s corrvect. I
want you to understand that in this case I am only saying why at
this time it is {)art.iculm'ly difticult, because it has the same effect
as nullifying what was attempted to be done in the Glass-Steagall
bill, in & certain degree at least.

Senator Grass. Have vou noted the fact that we expand this oper-
aiti]on ?over a period of five years, that it does not immediately take
efiect ¢

Mr. Pore. I understood that it was to take effect at once to the
extent of something like $100.000,000 a year for five years.

Senator Grass. That depends on the basis of estimate. Some
figures make it only $70,000.000 a year for five years. And you
understand that that provision of. the bill is intended to correct
the illicit practices of bankers themselves.

Mr. Pore, I am only stating it as being unfortunate at this time.

Senator Grass, Well, it was unfortunate that they should have
been guilty of this manipulation at any time, wasn’t 1t?

Mr. Pore. I am not prepared to agree with you on the exact
phraseology, you see, because I don’t know.

Senator Grass. Well, I might call it by a politer name, but I
am not noted for doing that, I am sorry to say.
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Senator Burkrey. You note that it doés not have any effect until
next January, do you not?

AMr. Pore. i’es, sir.  Now I will take up section 15 of the bill:
This section limits national banks to the business of buying and
selling investment securities solely on order and for the account
of qthers, and as such is discriminatory, as it is only directed toward
national banks. , ‘

The effect of this section is also—

a Th(; Cramruan (interposing). Might I ask you a question right
here

Mr. Poee. Certainly,

The Cmammax. Have you any figures showing the amount of
securities that have been sold by national banks during the last four
or five years?

Mr. PopE. I have not.

The Caamryax. The country has been flooded with them. I wish

some one of the witnesses would be able to give us those figures
during our present hearings.
. Senator Grass. We have from the State Department, have we not,
In the recent investigation an approximate estimate of the foreign
securities that have %een sold, and I believe the sum was approxi-
mately $12,000,000,000.

The Cmairaran. Over how long a period?

Senator Grass. Sold to and by national banks,

Mr. Pore. You mean distributed by national banks and others,

The CHAmRMAN. I meant both.

Mr. Poek. I can not give you the figures.

The Cuaraax. I have in mind that this country has been flooded
with more of these securities than it has been able to absorb. Maybe
that is a part of our trouble.

Mr. Pore. I can not give you those figures at the moment. The
effect of this section 15 is also highly deflationary. That is, it would
require the immediate sale of probably—and as fo this, on account
of lack of time which I had to prepare for this hearing is only an
estimate—that it would require the sale of several billions of dollars
of securities now held by national banks. Now, gentlemen of the
committee, that would mean that the mere fact that they were
obliged to sell would depress the market to an extent no one can
foresee, thus decreasing the assets of national and member banks
throughout the United States to a degree that would be certainly
highly dangerous. .

Senator Couvzexs. Would you suggest any effective date for that
provision to go into effect?

Mr. Pork. I should state that the date certainly should be—well,
T am not stating anything as to the provision of the bill, either pro
or con, in that respect—but I certainly would say the date ought to
be set for any provisions that are deflationary as of a time when the
bond market can stand it without ruining banks, individuals, or
corporations.

Senator Covzexs. Could anything be written into this paragraph
to make it effective at a date some time in the future? :

Mr. Pope. Well, I do not know when the business of the country
would be normal, or when this present economic situation will be

corrected.
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Senator Barxrey. And who would be the judge of when that time
arrives?

Mr. Pore. I think there are perhaps hundreds of investment and
commercial bankers, and Members of Congress for that matter, who
would recognize that time. .

Senator Barkrey. I know; but you can not submit it to a plebis-
cite. You must have some one in authority to handle it.

Mr. Pore. I do not think the objection from the standpoint of
being purely deflationary would be raised by anyone at a time when
the country is not in 2 state of deflation.

Senator Couzexs. Would you be agreeable to leaving the time to
the Federal Reserve Board? '

Mr. Pore. I should consider from what I know of the Federal
Reserve Board that they are in touch with the investment and com-
mercial banking interests of the country, and as such certainly
should be able to determine when such a period arrives.

Senator Couzexs. Would you be willing to have written into the
bill that the Federal Reserve Board might decide when this provi-
sion should become effective?

Mr., PopE. If this provision is to be a provision, and it is put on
a deflationary status, I should think that might be a very helpful
situation. But I am not certain, although I think it would.

Senator Couzexs. Well, we do not all admit your premise, but it
might be desirable to let some one set the date in the future.

Mr. Pore. I can only say that it seems to me that the Federal
Reserve Board, being in touch with banking and commercial and
industrial interests of the country, should be able to determine that.

Senator Frercmer., What is the process in that section which
makes it so deflationary in your opinion? .

Mr. Pore. It is the limitation of the percentage of holdings by
national banks of securities, dividing them into two classes, general
securities and Government securities.

Senator FLercurr. But the limitations do not apply to Govern-
ment obligations nor to obligations of any State or political sub-
division or the farm land banks. )

Mr. Pope. In the case of several billions of dollars it is based on
the estimate that it does not apply to United States Government
securities. But under that provision in that section, according to the
actual interpretation of the section as I understand it, it does apply
to Governments as well as other securities. Whether it was so
intended or not I do not know.

Senator Towxsexp, Where is that found in the bill?

Mr. Pope. On page 36, line 11, and continuing down to the foot of
the page. It szis certain provisions for buying and selling securities
by national banks, and then it states certain provisions for purchas-
ing and holding by national banks, meaning the securities they have
in their own portfolios. Now, at the bottom, where the exemption is
made, it again refers to buying and selling. and the same phrase as
used in the preceding, to buying and selling for the account of
others. A strict interpretation of that section means, in our opinion
that the restrictions or limitations would apply likewise to Govern-
ment securities. It would mean millions and millions of dollars
worth of Government securities sold to-day.
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The CaamaraN. Would you be satisfied if the language were more
clarified so as to put Government securities in a separate class?

Mr. Pore. This measure would be so deflationary, even if corrected
as you suggest, that it would certainly be so highly detrimental to the
investment market to-day as to unquestionably affect in o ruinous
manner the banks throughout the country as well as investinent
bankers.

, Se:lllggor BuLkirey. Are you referring to the restriction on page 86,
111e

Mr. Pore. I am not sure of the line, as I have not the bill before
me, but I understand it is on page 36, down to line 22.

Senator BurkrEy. It says Il’:rending] :

The limitations herein contained as to the purchasing and selling of invest-
ment securities shall not apply to obligntions of the United States.

Is that what you mean?

Mr. Pore. Yes, sir.

Senator BuLkLEY. And you say that that would be interpreted so
that it would apply to the holdings.

Mr. Pore. Yes, sir; because above there it says holdings of banks,
and then refers to purchasing and holding of securities. And where
it refers to buying for the account of others it says purchasing and
selling. The exception of Government securities later on refers to
purchasing and selling, which applies to doing business for the ac-
count of others. The phraseology there is the same.

Senator Grass. Government and State securities, and securities
of political subdivisions, are generally excepted as to that whole
provision.

Mr. Pore. The point we were just speaking of here is that, and
what the intent was I do not know, but our interpretation of the
section is that the exemption you just spoke of applies to the purchas-
ing and selling of securities, which is the phraseology used in
purchasing and selling securities for the account of others, and not
purchasing and holding for the account of the bank.

Senator BuLkLEY, You are afraid that that exception does not
apply to this limitation up here on line 14 [reading] :

Nor shall the total amount of the securities so purchased and held for its
own account at any time exceed 15 per centum of the amount of the capital
stock. -

Mr. Porr. Yes, sir.

Senator BrrkiLey. I see your point there. Now, I want to ask
you about that restriction: Is that the restriction that you say is so
deflationary? . )

Mr. Pore. The restriction, even though it were intended for the
exception of holdings—— :

Senator BurLkrLEY (interposing). Assuming that we do'except
Government securities. . .

Mr. Pope. The amount of the securities, and this is purely an
estimate, because I have not had time to get the facts, but it 1s an
estimate made by a person in whom I have confidence as to his abil-
ity—the estimate that it would cause the sale of several billions of
dollars of securities to-day, even though with the wording as you
think it was intended.
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Senator BuLkrey. About how many billions of dollars do you
think?

Mr. Poer. I think it is probably safe to say a billion or two billion
dollars. ‘

Senator BuLkrey. A billion or two of dollars?

Mr. Pore. Possibly $2,000,000,000.

Senator BuLkrey. Or possibly from one to two billion dollars?

Mr. Poee. Yes, sir.

Se:mtor Bonkrer. And you think it would probably be more than
that? ‘ '

Mr. Poee. Yes, sir.

Senator Couzexs. What would you say to putting a proviso in
there that this does not affect securities already held by these banks?

Mr. Pope. That would nullify the deflationary part of the bill and
correct the point I am trying to bring out, that this is not the time
to enact anything that is deflationary.

Se;\ator Couzexs. Wouldn’t that proviso correct the deflationary

art ¢
P Mr. Pore. Yes, sir.

Senator BuLkrLey. I want to be quite sore of what you have said,
that this section would cause the immediate sale of securities now
held by banks for their own account, to the extent at least of
$1,000,000,000 and probably to more than $2,000,000,000. Is that
your statement ?

Mr, Porpe. That is my estimate based on figures which I have not
prepared myself.

The Crammax. You may proceed with your statement.

Mr. Pore. Now as to section 18 of the bill: This section prohibits,
for example, men in the investment banking business becoming di-
rectors of member banks. It is considered that the Clayton Act
sufficiently protects banks in such instances. and it would cause the
removal from directorates of many men with investment and com-
mercial banking experience, which would seriously hamper the activ-
ities of member banks.

This section prohibits interlocking officers between the parent bank
and affiliates. The only particular objection that the investment
banker would have to this section is in the case of smaller affiliates
of banks. In that case there are many where the size of the affiliate
is not great, but there is required a successful, careful, and shrewd
man to operate the affiliates. On account of size it is not practical
in the case of some of the smaller affiliates to hire a man and put him
on a salary such as the man could demand. For that reason to give
such a man the duty of performing the functions of an officer of the
bank as well as of the affiliates would be highly beneficial, especially
in the case of the smaller affiliates.

Senator Grass. I might say that it is because some shrewd men
have operated these affiliates and involved the parent.national bank
1n g:eat difficulties that we undertook to prevent interlocking direc-

orates.

Mr. Poer: I think possibly I may have used the word “shrewd
;n@ilout intending to give it the meaning which you perhaps apply

o it.

Senator Grass. It had a very pertinent application, I might say.
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Mr. Pore. That was not the application, however, that I intended
to impress you with, because I did not intend to do that.

Senator Couzexs. Would there be any great difliculty for these
banks to get rid of their affiliates, which in many cases I think they
should get rid of?

Mr. Igorn. I should like to bring that up later.

Senator Grass. What were the afliliates organized for? Weren't
they organized to do a class of business that the resources of the
parent national bank under the national bank act prohibited?

Mr. Pore. You ask me to make a statement in regard to bank
affiliates in general, which would require on my part intimate knowl-
edge with all bank affiliates. But if you should like to have me do
so, I can explain the case of one with which I am entirely familiar.

Senator Gr.ass. All right.

Mr. Poee. In that case it is the First National-Old Colony Cor-
poration of Boston. I should like to ask your indulgence in saying
that as long as this has been brought up here I am stating this per-
sonally, that I am stating these as personal facts and not as the presi-
dent of the Investment Bankers’ Association of Ameriea. It 1s not
my function to speak in that way as such oflicer, and I would ask
the courtesy of the press not to embody these remarks on the First
National-Old Colony Corporation as a part of my remarks as the
president of the Investment Bankers’ Association of America.

The First National-Old Colony Corporation was organized for
the purpose of assisting in the missionary work necessary to sell
bankers’ acceptances, which were at that time comparatively new in
this country. The country had no knowledge of them at all. We
had to go to banks throughout the country and explain what they
were.

Those banks, at a time when bankers’ acceptance rates became pro-
hibitive for them to satisfactorily invest in them, turned to this cor-

oration and said, “ Could you not sell us Government securities? ”
for that reason we were drawn into the Government-security buxi-
ness, supplying them to banks. corporations, and others.

When the situation arrived where Government securities were
reaching a low point and banks demanded other securities. because of
interest rates or for other reasons known to themselves, this corpora-
tion was drawn into the sales to institutions largely. the sale of se-
-curities to institutions other than governments and bankers’ accept-
ances. It was entirely an evolution.

In order to continue the sale of securities which institutions
wanted, it was necessary to take participation, and eventually in
some cases, to originate new issues of securities. Otherwise we coukl
not distribute them.

Senator Couzexs. What year did that begin?

Mr. Pore. In 1918. There was no motive then, such as Senator
Glass referred to. in the case of this corporation. This corporation
to-day has 21 offices in the United States. It has been expanding
continuously each year since it was organized, including the present
vear. It has three offices in Europe. where it sells American dollar
securities. It has an office in Buenos Aires, where it sells in South
America these American securities.

1ne1—=2—rr 1—3
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Every one of the 21 offices of this corporation has made money
every year, and is making money this year, in the three months of
this quarter. ) )

This corporation has a department called the investinent-supervi-
sion department, in which there are security holdings of—well, it
goes up each day, so I could not give you the last figures, but prob-
ably 600 banks of the country, many large corporations, and some in-
surance companies call on us, and we are asked by these corporations
and banks to supervise their securities in order that they may act
in their wisdom on the information which we, through our broad
expanse of knowledge. are able to furnish.

We have had presidents of banks to come to this corporation and
say that bauk examiners have told them if they did not take our
advice in security matters it would probably be necessary to close
their banks.

We do probably the largest Government-security business in the
country, our transactions in Government securities running into the
billions of dollars a year. The total number of transactions in one
day has reached $500,000,000, and one or two days it has run more
than $300,000,000.

During time of stress of banks this corporation has been called
upon and has functioned to the extent of taking as much in two
instances I can recall of $40,000,000 from banks which had to have
the cash immediately. And I can recall numbers of instances where
we were called upon to take as much as $10,000,000 from these banks.

Senator FLercurr. What are your charges?

Mr. Pore. We make no commission charges whatever. The basis
on_which we operate is the difference between the bid and .asked
tricl(;s of securities, which is in general regulated by the market
1tself. :

Senator Grass. Why might not your affiliate be operated in the
same way as an independent corporation ?

* Mr. Pope. I think that without any question this corporation’s
activities. wl.nch now cover over a billion dollars, and $100,000,000
was bought in before I left—1I say considerably more than a billion
dollars of securities to supervise for banks to-day, that that was
brought about by the fact that it was a bank afliliate. 1 do not
think it could be done by any other private corporation in the same
way that it was done by the First National-Old Colony Corpora-
tion. And I think it is unique in that respect so far as the particular
matter of distribution is concerned. -

However, there are many affiliates. The officer of one of the
principal affilintes in the Middle West, Mr. Ferris, past president
of the Investment Bankers’ Association of America and president
of the First National Co. of St. Louis, is present to-day. He can
give you the type of national bank afliliate investment security, which
does a different type of business, but is equally effective in the proper
distribution of securities to small dealers, small individuals, as
well as large investors, '

Senator FLercner. Ave those securities listed?

Mr. Pope. There are a great many securities which are listed, and
many which are not. Farm-loan securities are not listed. i

Senator Frercier, Securities ouly ?
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Mr. Porr. Many of them are listed. But I should like to explain
that if you were to attempt to-day, and on many days. to sell securi-
ties on the hoard. meaning on the stock exchange, you are very apt,
}:m'ticula tly now, to depress the market several points, even if a very

ew bonds.  The off-the-board market provides a medium of finding

buyer and seller, and therefore has not the effect in larger blocks
of depressing the market. That is the purpose of this First Na-
tional-Old Colony Corporation.

Senator Gore. I did not quite follow you there. Has not the
eflect of what?

Mr. Pore. On the stock exchange. The })rinciple is that you
have something to offer, for example, and there is to Le found a
buyer or bidder. In the case of over-the-counter business the prin-
ciple under which we, for example, operate is this: We find a
buyer when we know there is a scller.

Senator Corzexs. Using “ shrewd ” in the sense that you used it
a while ago. isn’t it a fact that shrewd lawyers have devised many
of these affilintes of banking groups for the purpose of evading the
inhibitions of the law!?

Mr. Pcre. I ean not conceive that to be a fact, but T am not fa-
miliar with the details of any other afliliate. I have too much to do
to run my own business.

Senator Couzexs. Speaking of it from the standpoint of wide
experience. yon must have observed that many of these afliliates
have been. in banking groups, devised by shrewd lawvers (o evade
compliance with State and Federal laws. Isn’t that a fact?

Mr. Pore. I would not say it was as the initial reason for their
being. I do not say that there are no exceptions. and that there is
not in the investment banking business as well as in other businesses,
men who are not sound in their judgment or entirely honest. That
is probably true of any business.

enator Couzexns. I did not say they were dishonest. I was using
the word “ shrewd ” in the sense that you used it a while ago.

Mr. Pork. I did not use it in that sense.

Senator Couzens. Not in the sense that you suggested Senator
Glass used it.

Senator GLass. How does anybody know in what sense T used it?

Senator Couzexs. I was putting the interpretation on it that the
witness did,

Senator Grass. I conceive that Mr. Pope has perhaps described
an ideal and virtuous affiliate. It might be a little distressing to
describe here one of an utterly different type, which lost to its
stockholders $57,000.000 in one year.

The CrmarmaN. Yes; and they are now asking that we not in-
terfere with them because of the condition of the times.

Senator Grass. Just to get back to the proposition discussed a
while ago. I should like to call Mr. Pope’s attention to the fact
that there is not a sentence in this section that requires the im-
mediate disposal of any securities held by a bank. The section very
distinctly provides that the business of purchasing and selling in-
vestment securities shall hereafter be limited, and so forth. It does
not require any bank to immediately dispose of its holdings.

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



32 NATIONAL AND FEDERAL RESERVE BANKING SYSTEMS

The Cramraax. While you are going into your own business quite
fully——o

M)r. Pope (interposing). I think if I might say it, in response to
Senator Gluss's question, that our interpretation was the hereafter
meant as soon as the law was put in force it would take effect.

Senator GrLiss. Oh, no. It means purchasing and selling here-
after.

The Cramsrax. Under that interpretation Mr. Pope does not ob-
ject to it. Is that it?

Mur. PopEe, Yes, sir; I do.

Senator Grass, For one I would be obliged to Mr. Pope if he
could supply us with language that would make it clearer. But
that is my interpretation of it.

The CuamyaN. Then you and Mr. Pope agree on what should
be done on that? .

Senator Grass. As to what the intent is; yes.

Mr., Pork. I do not know just what you mean to say in regard to
an agreement between us. My statement still stands, that this is
not the time, on account of deflation, to sell securities, and therefore
it is not the time to enact this legislation.

The Cramarax. But Senator Glass says this bill does not compel
the selling of securities. If that is correct in the matter of the inter-
pretation of this section of the bill, then yvou have no objection to
that provision of the bill?

Mr. Pope. If it does not require the sale of securities, they would
have no objection fromn the standpoint of deflation.

Senator FrLercuer. That is in reference to section 15 of the bill?

Senator Grass. Yes.

The Cramraax, Mr. Pope, vou went into your own business quite
fully. These securities are recommended by vou, or at least that is
the in;pression carried to the public when they are sold by you, is
it not?

Mr. Pore. Information regarding the value of securities is given,
and then our customers have to make up their own minds on the
information so given, as to whether the securities suit them for the
purpose of purchase or not.

The CHamyaN, Your experience is that the buying public having
confidence in you buy them very freely?

Mr. Pore. Naturally so, if people have confidence in us.

The Cramrymax. And you have been more careful in the sale of
stocks. Yon have discriminated carefully, and to such an extent
that bank examiners. as vou have said. have recommended to banks
that you are fully advised. Did I understand you on that point
correctly?

Mr. Pore. In at least one or two instances.

The Cuamryrax. Now, tell us something about the rise or fall of
securities that you have sold?

Mr. Pore. Every security that I know of has depreciated in value.
And it is impossible for securities in view of the universal drop in
commodity values the world over, with the exception perhaps of
very marked exceptions, to hold the values they had a year or two
ago.

The CrxamrdaN. Have you sold foreign bonds?

Mr. PopE. Yes, sir.
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The CHamrvaN. What is the average value of those bonds now as
compared to the time when you sold them, just in a general way,
I meant

Mr. Pore. I can not tell you. But I did see a compilation which
was made by some one and which stated approximately that the
average fall In commodity prices was virtually the same as the aver-
age fall in foreign securities.

The Crarryan. What percentage was that, about?

Mr. Pore. I don’t remember that.

The Cramrmax, Was it 30 or 40 per cent?

Mr. Pope. I should say yes, But I should also say

The CHairMaN (interposing). Then people who bought from you
lost somewhere near half the money they invested.

Mr. Pope. So far as I know in the case of anybody who has pur-
chased almost anything, it is a fact that it has not the same value
to-day as it had then,

The Crmammyax. But bank examiners have told banks that your
advice was a good basis for the investment of their depositors’
noney.

Mr. Pope. It was a good basis, sir.

The CraryaxN., Of foreign securities?

Myr. Pope. Well, sir, to-day the purpose of any well-organized
banking and investment house is to endeavor to place their custo-
mers, which in the case you are referring to is banks, in the best
position under the circumstances. And the question as to whether
they should hold this or buy that is a question of eircumstances. It
is not a question of previous value.

The Caairdax, Oh, well, I will admit that. But the point seems
to be that the advice they got was not the kind of advice they
thought they were getting. In other words, the average buyer of
securities has come to realize that the adviee he paid for in the higher
places was no better than his own judgment; and that if he had in-
vested his money at home or in other places he would not have fared
an{' worse than to take this valuable advice.

Mr. Pore. I do not agree with you, Mr. Chairinan, but unlesz yon
want me to do so I will go on with the discussion of the bill. Or I
can go ahead and give you what I think are perhaps practical ideas
on this subject.

The Cratkraan. Oh, well. Never mind.

Senator Covzexs. Are any securities that your house sold now in
default?

Mr. Pore. There is only one issue: I mean that this corporation
issued as originating house, that is in default, of foreign securities.
And that has suflicient money. and it has presented that amount of
money to purchase the gold necessary to pay their interest, but when
presented at the bank of the nation which had the gold it wax finally
refused on the ground that that particular locality should not be

iven an advantage over others that were unable to pay suflicient
internal currency to purchase gold.

Senator Couzens. Does that apply to both principal and interest,.
when you say that is the only default?

Mr. Poee. Well, to interest and principal, but I am net sure
whether there is any case where a sinking fund is temporarily sus-
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pended. But as to a case of bonds-due or overdue it applies, that
there is none. .

Senator BarkLey. Neither f'our house nor any other house that is
reputable is willing to handle any bond; or suggest the purchase
of any bond, that it does not think sound, 1s it?

“Mr. Pope. It does not recommend the purchase of any bond that
it thinks is not sound, is that your question

Senator BarkrLey. Yes.

Mr. Pore. Certainly not.

Senator BarkLEY. You may not recommend a particular type of
bond to a customer, but regardless of the type of bond any customer
might want you certainly would not put your house.in a position of
handling it or recommending it unless you thought it was a sound
maturity, would you?

Mr. lzors. Certainly nof.

Senator Barkrey. And in that sense the mere fact that you are
handling a bond, being the president of a reputable investment bank,
carries with it certain 1y the guarantee that it is sound, does it not?

Mr. Pore. It certainly does not carry any guarantee. But people
have learned to respect our ]'udgmentr{;ecause it has been proven to
be correct over a period of 13 years. :

Senator Barkrey. I did not mean that you guaranteed the pay-
ment of anything,

Mr. Pore. No.

Senator Barkrey. But you do put your reputation as an invest-
ment house against anything that you ﬁnndle?

Mr. Porr. Yes, sir.

Senator Barkrey. And the mere fact that you handle a type of
bond is of itself a recommendation, is it not?

Mr. Pork. I think it has come to be so,.but not merely because we
are an afliliate of a bank, but because of our reputation plus the fact
of the reputation of the parent institution.

Senator Grass. Right on that point, Mr. Pope: You loan the name
and prestige and tradition of yvour nationnl bank to your affiliate.
Is your national bank responsible for all losses that may occur in
the operation of your afliliate?

Mr. Pore. Not at all.

Senator Grass. Don’t you think it ou{?rht to be?

Mr. Porx. I should not think so. We do not intend‘it to be so.

Senator Grass. You loan to your affiliate, as I say, the prestige
and tradition of your sound national banking institution. People
buy its investment securities perhaps largely on that basis, and yet
if a failure should come-—nnci I am as gratified as you are perhaps
that no failure has come except the one you said—it seems to me there
ought to be some responsibility on the part of the bank. Evidently
you did not write any of those letters in Scape Goats, did you?

Mr. PopE. I have never read the book. :

Senator Grass. Perhaps it would be of interest if you did read it.

Senator BrookmarT. When did you begin selling Government
securities or handling them in your affilinte

Mr. Pore. I think approximately two years after it was founded,
I think.in 1920 or 1921.
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Senator Brookmart. When did you begin handling securities of
private corporations and institutions?

Mr. Pore. Probably a year or so after that.

Senator Brookuarr. Now, we will say that governments were at
par when you began, were they not?

Mr. Pope. No, sir. Long-term governments were selling at 83.

Senator BrookmarT. That is, they had been deflated in 1920¢

Mr. Porr- Yes, sir.

Senator Brookuart. But when the Government handled them it-
self and sold them they all sold at par?

Mr. Popk. 'Yes, sir. -

Senator Brooxmartr. And then after your affiliate institution got
charge of them they deprecinted?

Mr. Pope. When our affiliate got charge of them they went up
some 30 or 40 points.

* Senator Brookmart, When did they next depreciate?

Mr. Pore, Well, I can not recall the date of the present movement.

Senator Brooxuart. They did not go up or down, either one, as
long as the Government itself handled them,

Mr. Pore. The Government, except incidentally, has. nothing to
do with the handling of Government securities after the initial dis-
tribution, except as the Federal reserve in the open market purchases
them. It is all in the hands of investment bankers.

Senator Brooxrarr. The big issues were Government sales and
there was no gambling in them, but they were sold to the people of
the country at par.

Mr. Pope. Yes, sir.

Senator Brookuart. And after the banks and their affiliates got
hold of them by calling loans of people who borrowed money to
buy those securities, then they depreciated ?

_ Mr. Pope. They did depreciate, but not because they were bou%ht
by those people, but because of the conditions in the country in 1920,

Senator Brooxmart. Now, let us see about the conditions of the
country. I remember what happened to agriculture in 1920, but
following that time for every other business there svas a great revival
generally, I mean in everything except agriculture.

Mr. Pore. No, sir; and the reason they went down was because
of money rates. Jloney in 1921 caused the Government to pay 6
per cent for short-term credit becanse money rates of the country
were'so high. T ean not recall exactly but the Federal reserve rates
in New York were frequently 6 per cent, and money at times in New
York reached 20 to 30 per cent on call. .

Senator BrooxHART. Yes; I remember about that, too. You con-
tinued to sell these securities in 1926, 1927, and 1928?

Mr. PopE. Yes, sir.

Senator Brookmart. And in 1929 up to October?

Mr. Pore. Yes, sir. ' )

Senator Brooxmant. And vou advised that they were sound and

ood investments, in the same way that you had given advice all
the time? ’

Mr. Pope. Senator Brookhart, the task of taking securities from
banks in that deflationary period you refer to was a stupendous
problem. It takes the very best—
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Senator BrookHarr (interposing). I am not talking about the
deflationary period, but the inflationary period.

Mr. Poek. I thought youn asked me if we still recommended them
when they were going down. C
" Senator BrookmarT. Noj; while they were gou_lg up. .

Mr. Pope. We did not have to recommend Government securities.
as a credit, and we never prophesy whether they are going up or
down. Ve don’t know.

Senator Brooxmart. In 1929, before the 24th of October, when
this thing blew up, you continued to sell and to give your usual
assurance of recommendation, whatever it was, up to that date,
didn’t you?

Mr. Pope. The usual assurance; yes, sir.

Senator Brooxrart. That is what I say.

Mr. Pore. But that is not——

Senator Brooxnarr (interposing). You had not detected up to
that time that things were inflated to the bursting point or anything:
of the kind, had you? . .

Mr. Popk. I can not recall what our-attitude on Government bonds
was at that time. a

Senator BrookHarT. And as to other bonds you were still selling’
them up to October of 1929? .

Mr. Pore. If you mean by your, question that we did not know
the date when the deflation would take place, I will answer. no.

Senator Brooxnarr. And you sold to your clients and. to people
generally just as though that highly inflated period was perfectly
soun(?l? You continued your business just the same as at any other
time

Mr. Pope. 1 can not recall exnctlz what our sales were at that time..

Senator Brooxnart. Well, anyhow they continued a good deal
better than they are now?

Mr, Pore. Last year we had the largest volume of sales of any
year in our history.

Senator BrookHaRT. And you had a good volume of sales up to.
October of 1929?

Mr. Pore. Yes, sir.

Senator BrooxmarT. Then your knowledge and your advice in
the situation did not at all detect the enormous inflation of things
that burst on the 24th of October, 192917

Mr. Pore. I said we were not sufficient prophets to determine the
date on which that would take place; no, sir.

Senator BrookxHART. Your sound, judgment was not deep enough
to see that or to understand it at all?

Mr. Pope. T object to the words “ understand it at all ” part of it,
because I

Senator Brooxmarr (interposing). I am trying to find out the
facts, whether you did detect it before it happened.

Mr. Pore. We were not cognizant of the date when deflation would
:ak{e place, nor were we as cognizant of the extent of it as we are
o-day. .

Senator BrooxmART. You did know that deflation would take
place at some time?

Mr. Poex. We thought it might be possible, but did not know.
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Senator BrooxHarT. And knowing that you still continued to
advise the public and to sell to the public those inflated bonds and
securities?

Mr. Poree. I think it is probable that we'bought bonds from them
rather than selling them, although I am not sure.

Senator Couzexns, ‘What is the name of your bank affiliate?

Mr. Pore. The First National-Old Colony Corporation.

Senator Couzexs. What is the name of your institution that
you have been referringto? :

“Mr. Pope. I am referring all the time to that same institution.

Senator Couzexs. What is your bank affiliate ?

Mr. Pore. Our bank affiliate is the First National-Old Colony Cor-
poration, and the parent is'the First National Bank of Boston.

Senator Couzexs. I wondered why you made the name so much
like the parent in organizing your corporation.

Mr. .Pork. I do not know, sir. The name was originally the First
National Corporation, before I joined it-in 1919. And the reason it
is the First National-Old Colony Corporation now is because the
First National Corporation was merged with the Old Colony Corpo-
ration and the two names were linked together.

Senator Couzexs. Isn’t it significant that many of these affiliates
carry the same name as the parent national bank? For example,
there is the National City Bank and the National City Co.

Mr. Poee. The significance of what?

l%ex;utor Couzexs. What is the purpose of having these names so
alike?

Mr. Pork. I shouldn’t think there was anything in it. At least it
js nothing significant to me. I do not know what you mean by
“significant.”

Senator Couzens. It seemis to me the -significance to the publie
would be that there was very close affiliation.

Mr. Pope. They are affiliates.

Senator Cotzens. And that the responsibility of both organiza-
tions was back of them.

Mr. Pore. Well, sir

Senator Couzexs (continuing). I mention that because I think the
public has ofttimes been misled. because even in my own city we did
have the First National Bank and the First National Co.. the in-
-ference being very plain to the public that they were so close to each
other that the responsibility of each corporation was back of any-
thing that either did.’

Mr. Pope. Well, I think I now see what you mean. But I do not
think the significance was anything that was to be concealed. Cer-
tainly it was not in our own instance, nor was there any intention to
mislead anyone.

Senator FrercHEr. In the case of your own institution, do your
national bank and your affiliate have the same directors?

Mr. Pope. No, sir. There are some that are,-but there are others
that are not on both boards.

Senator Frercuer. There are some directors of the First National
Bank of Boston who are directors of the affiliate?

Mr. Pore. Yes, sir; some of them are. .

Senator Brookmart. Do you transact any of your business on the

stock exchange?
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Mr. Pope. We have to protect our customers if the market for a
security is only on the stock exchange. But we make no profits from
such transactions.

Senator Brooxuarr. How do yon mean, to protect your customers?
Explain that. ) .

Mr. Pore. Well, if we receive an order to sell securities at the
market for a customer, if the market is both on the exchange and oft
the exchange, it is possible that a bid for the securities would be ve-
ceived first on the exchange. If so the customer should have the
advantage of that. We pay a commission the same as any individual
would pay for the transaction on the exchange. And we do not
charge the customer for that service.

Senator Brooxmart. You sell it for him on the exchange, you
mean by that? .

Mr. Pore. Yes, sir.

Senator Brooxmarr, Without charge, but you 'sell at what it is
bid and not what is asked ?

Mr. Pore. Well, whenever a transaction is quoted the highest bid
is what receives the securities, if it is acceptable to the seller.

Senator Brooknart. And a seller would sell at the asked price, I
presume, and you would get the best you could for your customer?

Mr. Pore. Yes, sir; the best I can for the customer.

Senator BrookHART. If you are buying you do it the other way;
buy at what is bid?

Ir. Pore. Yes, sir. You become the bidder if you are buying,
and you become the seller if you are selling.

Senator BrooxxarT. What proportion of your business is that
kind of business?

Mr. Poee. As little as possible on the stock exchange.

Senator Brooxzarr. What I should like to know. if you can give
us some idea of what proportion of it represents that “ as little as
possible * that you refer to?

Mr. Pore. I can not give you the percentages, but it is a very
small proportion.

Senator BrooxmART. It is only occasionally that it happens?

Mr. Pore. It is every day, but with transactions of several billions
of dollars a year you can see that several transactions a day might
be a very small proportion of a day’s business,

Senator Frercier. What amendment would you suggest to section
18 of the bill, or do you think it ought to be stricken out entirely?

Mr. PorE. I feel that the section should, as well as the others I
have referred to, be deleted at the present time. I can not see how
it is possible for this section, or the others, to be included in a bill
carrying out the purposes of this bill without affecting detrimentally

- the present status of the country. Now, in going over it I will say
further as to the section——

Senator BroorHART (interposing). One other matter about defla-
tion: About what was the average level of security values in 1929,
before the deflation, as compared to present values?

Mr. PorE. I can not give you that. I suppose it has been deter-
mined, but I can not give it to you.-

Senator BrookHART. Is there any way to get that information?

Mr. Pore. I imagine the statistical services have it.
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Senator BrookHarT. But you have no idea how much these securi-
ties have been deflated since the peak of 1929¢

Mr. Pore. I can not give it to you definitely.

Senator BrookHART, You do not handle stocks at all, but bonds?

Mr. Pore. We handle preferred stocks, and in some cases bank
stocks buying and selling,

The Cramryan. Has the shrinkage in bank stocks been greater
than the shrinkage in other securities?

Mr. Pore. I am only hazarding a guess, but I shouldn't think there
was much difference on the market.

The Crarvax. Do you sell your own bank stock on the market?

Mr. Pore. If anybody asks us for it we try to obtain it.

The Crarmryrax, What was the peak price of your bank stock?

Mr. Porke. I think something about $200.

The Cramryax. And what 1s the present quotation on it, or is it
a listed stock?

Mr. Pore. It is not listed; no, sir. I can not offhand tell you.

The CHairmaN. What are present sales on it ?

Mr. Pore. Forty of fifty, I presume.

The Cramraran. Other securities have not suffered as bad as that,
have they?

Mr. PorE. Yes, sir; many securities have suffered much more.

Senator Brooxnart. But the average of them is a good deal more
than that?

Mr. Pore. I would not attempt to say exactly how much more.
There are many that are more.

Senator BrookHarT. Take the National City Bank of New York,
and it has suffered a good deal more than yours.

Mr. Pore. I am not offhand familiar with their high or low.

Senator Brookmart. And the Chase National Bank of New York
the same way.

Mr. Pore. I would answer in the same way on that.

Senator Gore. Are you speaking of First National Bank stock?

Mr. Pore. Yes, sir; First National Bank of Boston.

Senator Gore. Is there any other stock that they hold. such as the
First National-Old Colony concern, that is on the market?

Mr. Poee. No, sir.

Senantor Gore. It is owned entirely by the First National Bank?

Mr. Porr. It is a part of the First National group. also the Old
Colony Trust Co.

Senator Gore. Does the First National Bank own all the stock
of the First National-Old Colony Corporation ¢

Mr. Pore. No, sir: it does not own any of it at the present time.

Senator Gore. Is the stock held in the company?

Mr. Pore. It is held by the same stockholders as the First Na-
tional Bank of Boston.

Senator Gore. That was what T was getting at. .

Senator Griss. Your bank owns the entire capital stock of its
affiliate. does it? .

Mr. Pope. No, sir; it does not own any of it.

Senator Grass. It does not own any of it?

Mr. Pore. No, sir.

Senator Grass. Very well. .

The Cramyay. You may proceed with your statement.
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Mr. Pope. Further as to section 18 of the bill: This section pre-
vents any member bank from being a correspondent of any other
bank or security dealer. That is the interpretation given to that
paragraph. Such a provision would practically stop the security
and industrial business of the country. It is possible that that is
not the intention of the section, but—— .

Senator Griss (interposing). What section is that? )

Mr. Pore. Section 18. The word *correspondent ” used in that
section is not defined in law. I am quite naturally taking the general
interpretation on the street of the meaning of the term. This ap-
pears to mean, however, that no bank could have deposits with any
other bank or security dealer as it is worded. I do not know what
the intention was. But I assume certainly that the probable inten-
tion was that securities could not be delivered in various parts of the
country through any bank because security dealers could not have
correspondents. Therefore dealers would be prohibited in the mat-
ter of using them and it would mean the mechanism of distributing
securities throughout the country almost impracticable. .

In the matter of section 21, the Investment Bankers Association
of America did not feel they are familiar enough with the commer-
cial banking business to pass on it, but they have no objection to the
paragraph which permits branch banking. But, as I say, they are
not qualified to discuss that subject.

Now, as to section 25: This section restricts the aggregate of all
loans to all dealers to 10 per cent of the capital and surplus of banks,
and in some cases less to bank affiliates. This reduces the present
amount dealers can borrow against Government securities and bank-
ers’ acceptances, which would make it difficult for them to properly
handle the business.

I will say that this whole section is highly discriminatory as it
does not apply to State banks.

This section appears to be intended to divorce all affiliates of
national banks within three years. It is not possible for us to
determine the exact meaning of that section, but we judge it to
mean as stated. If it does——

Senator Gore (interposing). Let me ask you a question right
there: You stated that the stockholders in the First National Bank
owned the stock in the First National-Old Colony Corporation.

Mr. Por. No. sir; I said it did not own it.

Nenator Grass. You said the bank did not own it?

Mr. Pope. Yes, sir.

Senator Gore. But you said the stockholders did.

Mr. Pore. Yes, sir.

Senator Gorr. Are they at liberty to sell or withdraw that stock?

Mr. PopE. The stock is trusteed for the benefit of the stockholders
of the First National Bank.

. Senator Gore. Then it is really bound up. If they sell their stock
in the First National Bank of Boston they must dispose of their
stock in the First National-Old Colony Corporation?

Mr. Porr. I should think you are correct.

Senator Grass. You say this section would circumscribe the hold-
.ings of Government securities by banks 10 per cent. '

Mr. Porr. Yes, sir.
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Senator Grass. Have you read this provision? [Reading:]

Prorided, That loans, collateraled by Government honds, or by bonds isxued
by the State in which such bank s situated. or Issued by any political subdi-
vision of such State, shall not be included within the foregoing Hmitations,

Mr. Pore. Without the bill in front of me, I will say that the
exception is in the case of affiliates to which I refer.

Now, this section is intending also to divorce, as I have said, the
afliliates of national banks within three years. This would mean,
of course, the disintegration, probably, of such institutions at once.
If it does, it eliminates some of the largest distributors of securities
in the country to-day. And in some og the large cities of the coun-
try it reduces the distributing power in those cities to a very large
extent, to a substantial extent,

Senator Brooxuart. If these large distributors, like vourseH, in
1929 kept distributing this stuff at the inflated values, isn’t it about
time they ought to be.eliminated ?

Mr. Pore. Well, perhaps you will think I am not answering your
questions, but I can only say that the people of the country in u gen-
eral way buy whatever they want to buy, and if the demand i« great
for securities from dealers, members of stock exchanges. nffiliates of
member banks, they would sell such.

Senator Brookmart. You think, then, that the snlesmanship part
of it has no effect? You put all of it on the board ?

Mr. Pore. I do not think it is all on the board, but I say that is a
fact. If they want the securities they will be purchased.

Senator Brooxsart, If these big distributors are not going to
find out the honest and reliable course of values so the public can
rely on them in the matter of making investments, they might better
be abolished entirely than to be used in the way they were uxed in
1929,

Mr. Pore. Of course you are referring to affiliates as having done
that. I can tell you only from the figures of the Investment Bank-
ers’ Association of America, but the afliliates are a little less than 25
per cent of the total number of investment banking members.

Senator Brookmart. Then let us put only 25 per cent of them in
it. Did they only handle 25 per cent of the business?

Mr. Pore. I can not tell you.

Senator Brooxuarr, Let us only put on them the proportion of
the business they handled. If they put out 23 per cent of it. then
it is n big item, isn’t it? And in being affiliated with the big banks
probably they handled more than 25 per cent.

Mxr. Pore. Possibly.

Senator Towxsexp. What effect, if an');, would this provision have
upon national banks becoming State banks? Would there be a
tendency toward a change from national to State banks?

Mr. Pore. Of course, I can not answer for any national bank. but
it is the opinion of investment bankers that the important pro-
visions of this bill are so discriminatory that it would cevtainly ne-
cessitate some change of national-bank charters into State-bank char-
ters. But that is only an opinion.

Senator Towxsexn. Consolidation or the reverse,

Mr. Pore. It would certainly not do the reverse in any circum-
stances,
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Senator Grass. Mr. Pope, you seem to be in disagreement with the
vice chairman of the Figst,: National Bank of Boston, Mr. B. Ww.
'Prafford, whom we regarded as a man of such experience and good
judgment that we cal%ed him down here before the subcommittee.
?[ believe that he was in favor of complete separation of national
banks and their affiliates. .

Mr. Pore. Do you mean when you say complete, by not having
interlocking directors?

Senator Grass. Well, I do not know what he meant. T do not
undertake to interpret what he meant.

Mr. Pore. That is what I think he meant. . .

Senator Grass. Here is what he said. After agreeing with cer-
tain restrictions which we have embodied in this bill, that should
be put upon affiliates, he was asked [reading] :

Would you place any further restrictions on them in order to get a more
complete separation between the bank and the affiliate?

And then he answered [reading] :

Well, I would try completely .to separate them. I would try to have the
fands that support the security business segregated from the commercial bank.

Then he was asked [reading] :
Ilow would yon do that?
And he answered [reading]:

By putting the stock in the hands of trustees for the benefit of the stock-
holders of the bank and let the affilinte have its own capital and stand on its

own feet.

That is what we have undertaken to do in this bill.

Mr., Pore. I have snggested exactly that, to the best of my ability.
I have stated that they should trnstee the stock and have the corpo-
ration stand on its own feet, and that is exactly what this corpora-
tion I have described does. .

Senator Griss. Well, but you not only do not want complete sep-
aration. but yon want the officers of the bank to be the managers of
the affilinte.

Mr. Poepe. No. sir. The recommendation by many bank affiliate
officers who appeared here I believe from the testimony, if I recall
it as given before yonr subcommittee, recommended that the direc-
tors be different: and certainly as far as we are concerned and as
far as many others I know of ave concerned, the question of inter-
locking officers is of no degree of importance.

Senator Grass. In order that it may be in the record and in order
to show that the subcommittee had not acted in a whimsical way
hut has for weeks after weeks gone over these matters with the utmost
care and sought the advice of experienced and tested bankers and
experts, I want to read into the vecord what was said Ly Mr.

Broderick. the superintendent of banks in New York, with respect io
uffiliates [reading]: ’

With reference to afliliate compauies, we are recommending that no officer
of any bank be peimlited to be an officer of any aftiliate or holding company :
that the stock of the aflilinte or holding company be represented hy individual
certificates and not coupled in any way with the certificates of the bank.

He recommends also a blanket provision as to the limiting to 10
per cent of the capital stock of a banking institution for all loans
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made to a company of its afliliates, investments in stock, and the like,
so that the aggregate of all shall not exceed 10 per cent of the
capital and surplus of such institutions.

I also at_this point want to put in the record the testimony of
Mr. Owen D. Young, who I think is a director in the New York
Federal Reserve Bank, who said [reading]:

I am clear that the ownership of the security eompanies and of the bank
should be identical.

In other words, I take it that he meant that the bank should be
responsible for the operations of the securities company, which is
just the contrary to what you said in response to a question from me
a while ago, that it had no responsibility in the matter. He =aid
[reading]:

No other kind of affiliate should be permitted. If there ix a divided interest
then I think it would be better to prohibit afiiliates altogether.

And further, Mr. Young insisted that there should be public state-
ments of their condition by affiliates, to which I understand you to
object, Mr. Pope. '

Mr. Pore. No, sir.

Senator GLass. Oh, ves.

Mr. Pore. Do you mean in the previous testimony ?

Senator (GLass. Yes.

Mr. Porpe. If I did, and I think I did say it at that time.

Senator Grass. Well, that is what I am talking about.

Mr. Pore. I am not objecting to that now.

Senator Grass. Well, you are making a sweeping objection to this
provision, and it vequires publicity and examination.

;\{r. Pore. Not to-day, Senator. I have stated just the opposite
to-day.

Senator Grass. All right.  And I hope to-morrow you will change
your mind about some of the other provisions of the bill.

Mr. Pork. That was a technical situation in regard to a public
statement or not, which made me change my mind.

Senator Gore. You stated that the officers of the IMirst National
Bank of Boston owned stock in the First National-Old Colony Cor-
poration. Will you put in the record the exact reasons why the
bank organized this alter ego or double instead of endeavoring to
transact the same business itself? Was it because under the law
affiliates could do some things a bank could not do, or that the bank
could shift the responsibility to the affiliate? Or what was the
reason?

Mr. Pope. I can not tell you. The question of the legal matters
coming up on consolidations are very difficult to follow. And I was
not even in Boston at the time it was done. But I can assure you 1t
was not done for the purpose of evading any law or as a subterfuge.
However, I can not tell you the technical legal reason why the exact
method was employed.

Senator Goze. You admit it has been employed pretty generally
over the country in late years, however?

Mr. Pore. I think there are a great many, not identical though.
There are some small differences in each case, but such affiliates do
exist.

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



44 NATIONAL AND FEDERAL RESERVE BANKING SYSTEMS

Senator Frercnex. What other section do you wish to speak ont

Mr. Pope. I will now come to section 26. This limits the borrow-
ing of an individual or corporation on loans of collateral security to.
10 per cent of a member bank’s eapital and surplus. It thus repeals.
all exceptions in section 5200 of the Revised Statutes, which section
is particularly severe, and I only bring this to your attention, par-
ticularly severe on bankers’ acceptances. Government bonds, and on
industry and agriculture, to the extent that it restricts loans secured
by shipping documents. .

Section 27 provides for reports of national bank affiliates. In gen-
eral this report is in accordance with recommendations made at
hearings of the subcommittee and as such is in accordance with the
opinion of investment bankers. However, the requirements that an
aftilinte publish its holdings if borrowing over 3 per cent of the
parent bank’s capital and surplus from any bank or banks is not
only against the best interests of the affiliate but is derogatory to the
investment market.

It discloses, for example, if the report ocenrred on the date of issue
of securities, 1t would then undoubtedly show that the entire partici-
pation of the affiliate was held by the affiliate. The report going ont
a few days later would give to the public the impression that the
afliliate had been unable to sell those securities ; the impression wounld
be that they were not satisfactorily taken by the public, and the
public would start to sell them. This would hurt the afiliate and
would hurt the bond market.

Senator Brooxmarr. Upon that proposition let me ask you: If
that is what would happen, isn’t the public entitled to know it?

Mr. Pore. No, sir; because it is not a fact.

Senator BrooxHarT. It would be if the securities did .not move.

. Mr. Pore. But I did not say that. I say when they are purchased
it may take two or three days for them to be sold, but the payment
on them frequently does not occur and usnally does not occur for
at least 10 days in the case of new issues.

Senator Grass. After all the committee was not so much inter-
ested in the effect upon the public as in the effect upon the bank and
the management itself. However, the fact that the bank would be
required to do this would operate as a deterrent, wouldn’t it, on reck-
less management ? ’

Mr. Pore. Well, sir, the question would seem to me to be that the
publication of a portfolio of an affiliate was no more important than
the publication of a portfolio of the bank, the parent institution.

Senator Grass, Well, that takes us back to the original inquiry,
why the affilinte? Why not organize on its own basis and responsi-
bility and conduct the business of investment banker rather than
hooking np with a commercial bank, or rather than have a com-
mercial bank institute an affiliate to do what the national bank act
prohibited it from doing?

Mr. Pore. Now section 28: This section requires examination of
all bank affilintes. This section is in general in conformity with
the general feeling among all affiliate officials, and is highly
recommended. ’ : .

I have nothing further to say.
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Senator BuLkLey. We have talked quite a little bit about defla-
tion. I should like to inquire if you intend to imply that deflation
is a bad thing in itself?

Mr. Pore. Well, sir, it depends upon when you apply deflation
as to whether it is good or bad. |

Senator BurLxrey. Very well. Will you elaborate a little to show
just what you do mean?

Mr. Pore. I mean that 1 think deflation is bad as we see it to-day
because it is excessive and has brought commodity, real estate, and
security values to a point probably and in the opinion of myself
far below intrinsic values. And when the spirit of the people gets
to the point of thinking in terms of deflation, which means pes-
simism, the only thing to be said is that deflation in such cases is
certainly bad. And a certain measure of inflation to stop the de-
flation appears from the standpoint of economics to be essential.

Senator BuLkrey. When you say that prices are below intrinsie
values, what is your measure of intrinsic values?

Mr. Pope. There is no measure. The measure of intrinsic values
is a question of judgment, which always makes it diflicult.

Senator Burxiey. When we say that prices are below intrinsic
values we can only guess about them?

Mr. Pope. Yes, based on facts.

Senator BoLkrey. What would be your measure, then!?

Mr. Pore. Applying the facts to the future.

Senator BuLkiey. Can you tell us just what you mean?! How
would you apply the facts to the future!

Mr. Pork. 'The value of anything is what to-morrow it can be sold
for presumably. The only nieasure you have are the facts concern-
ing values to-day. You have to guess what the result will be on
those facts to-morrow,

Senator BuLkLey. You said something about intrinsic values,
which 1 take it are distinguishable from market values.

Mr. Pore. Yes, sir.

Senator BuLirer. And I was trying to get what you mieant by
intrinsic values,

Mr. Pore. For example, they are based upon this situation. The
stock of a corporation might be selling at 10, we will say. The actual
liquidating value of that corporation if completely wiped out and
liquidated might be 20. Certainly the basis of intrinsic value then
would be rather on the basis of hquidating value than on the basis
of the market. .

Senator BurLkrey. Liguidating value based upon present market
for its shares, do you mean? .

Mr. Pore. Well, based on your judgment as to what those assets
could be sold for; yes, sir, if they are salable assets. It might be
cash.

Senator BrLkLey. So that your measure of intrinsic value is the
present mavket value of the sum of all the assets minus whatever
liabilities the corporation has. )

Mr. Pore. I do not quite follow you there. But I will say——
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Senator BrrkLer (interposing). I am trying to trace out what
intrinsic value means. I am trying to get your statement fairly into
our record. ..

Mr. Pore. Perhaps I can explain it in this way: Intrinsic value to
me means the real value, and not the value based on the market for
securities.

Senator BuLkrey. Well then, I will have to ask you: What is the
test of real value?

Mr. Pore. It is the real value, rather, based on the facts, which can
be determined to prove the value in terms of to-day. If it is cash
value it would be exactly the amount of cash.

Senator BrLrrey. Well, if it is something else you have to guess
what real value is.

Mr. Pore. After all you might not have to guess because you
might have a bid for the assets.

Senator BurLxiey. How is it as distinguished from market value?

Mr. Pope. Market value is entirely based upon the judgment of
the public or other folks concerning the mar&{et, effected by such
as pressure for sale of too great an amount of that security on the
market, and other factors.

Senator BuLkiey. Well, Mr. Pope, T am very frank to say that
vou have not entirely satisfied me as to the distinction between iu-
trinsic or real value and market value. But if we can not arrive at
it any better than that I am ready to go on to the next question.

Senator Gore. You admit that there is such a thing as intrinsic
value from an economic sense, do you not?

.Mr. Pore. I would not dare say what economists would say in
regard to that. But it is an expression frequently used and which
means something to me.

Senator Barkrey. If any individual is confronted with a proposi-
tion to buy anything at its market value or at its intrinsic value
he buys it at the cheaper price, does he not ?

Mr. Pore. If a man has information that the intrinsic value is
greater than the market value he would presumably be interested in
the security at the market value.

Senator BarkLEY. And he would go out and buy it on the market.
But he would not pay more for it if he could get it for less.

Mr. Pore. No, sir.

Senator BARKLEY. So that really intrinsic value vanishes in the
mind of the man going out to purchase?

Mr. Pore. It vanishes in the mind of the man who is thinking in
terms of stock but not of the real value of the property represented
by the stock. .

Senator BarkLey. I understand. but when he can get the same
thing at two different prices, according to your theory, he is going
to buy it at the cheaper price. ) ) =

Mr. Pore. Intrinsic value has a very definite bearing upon the
price of a stock. but it does not control it. )

Senator Barkrey. It probably ought to but it does not always
do it, is that it ?

Mr. Pope. No, sir.
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Senator BrLkrLey. Will you please define deflation in the sense
that you used the word this morning?

Mr. Pope. Deflation is a pretty broad question to ask me for an
answer at the moment.

Senator BurkrLey. I understand, but if you will explain it we will
understand your testimony better.

Mr. Poek. It means to me a situation brought about by the selling
of commodities, real estate, and securities in excess of demand, so
much in excess of demand that it has recently brought about a very
drastic drop in all such values.

Senator Grass. With respect to what commodities? Do you mean
a drop not in intrinsic values but a drop from the pesk to which
these various things were extended or inflated?

Mr. Porg. Any reduction in values I think would be deflution
whether it came from a peak or anywhere else, That would be the
degree of deflation.

Senator Grass. Of course it has decreased in the matter of open
market valie. What I am trying to arrive at is the eause of the
deflation. What do you mean by deflation at the present time!
Whether it is deflation from the peak of the inflation, from the
point of the exaggerated prices in(luced by the fever of gambling.
or do you mean deflation from the more or less stable and normal
prices of commodities and securities over n series of years?

Mr. Pore. I mean just in general, and I am not prepared to say
that my answer is very carefully thought out. DBat my impression
would be, or rather I niean when prices of things are below the cost
of production, that then vou have serions deflation. I am not
referring to the drop from peak prices.

Senator Grass. Is that true of anything except commodities?

Mr. Pore. I am not sure that it is. but by being time of com-
modities it affects all bonds practically.

Senator Grass. Mr. Chairman, at this point I wounld ask leave to
place in the record a table prepared by one of the ontstanding busi-
ness guthorities of this country, whose nume I am not right now at
liberty to give, but he is associated with oue of the greatest business
corporations in the country and which statement (if accurate as I
have no doubt the figures are) indicates that there has been no de-
flation whatsoever, but an advance in security prices, that there is
to-day an acdvance over the years 1920 and 1921, and a very material
advance, and that credit facilities are, relatively speaking, far
greater now than then.

The Cramryax. If there is no objection on the part of the com-
mittee, it will be printed in the record.
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Some aspects of growth of United States banking and business, 1920, 1921,

and 1931
{Value unit $1,000,000,000; most data as of June 30]
‘ Per cent increase
g20 1 1921 1931
! i 1931 from 1931 {rom
‘ 1820 . 12
i )
Population (1,000,000) .. __ .o oiocaaaeooeen 108. 5 108.2 1241 17 : 1
Wholesale price level (U. 8. B, L. S. average for year . .
1926—100;, per cent.-.. - . 154 08 il —54 -3
Physical production index (manufacturing and min- . . al
ing) average for year, per cent - 7 67 81 -1 2t
Number of banks. e -] 30,139 30,812 22,071 2 -7
Totul banking reso £53.1 $40.7 $70.2 32 ' ‘4’1
Per capita (dollars) -« oooooooooamnos - 4 459 566 13 23
Per capita ejquivalent at 1920 price Jevel . - 499 721 1,223 146 ‘.‘0
Total loans and discoUntS. oo cemmaio i raaens 3.4 29.0 352 12, 2t
Per capita (dollary) . 205 268 234 —4 | 6
Per capita equivalent at 1920 price Jevel ... 205 421 616 109 ! 10
Index of Joans and discounts per unit of physical pr i
duction, per cent .- 100 120 121 b ] O S
Index equivalent at 1920 price level, per cent. 1 188 262 162 39
Total loans and discounts and investments. . $42.8 $40. 4 $55.8 29 37
Per eapita (dollars) oo 402 373 416 1 19
Per capita at 1920 price level 402 580 067 140 , 5
Individual deposits 37.8 | 35.5 51.8 36 42
Per capita (dollars)._.... . 355 328 416 17 2
Fer capita equivalent at 1820 price level.._.......... 355 515 902 154 ' i

Senator BrooxmarT. In that connection I will say that I have
similar information to what Senator Glass has just offered. I should
like to insert some tables to show that commodity values are much
below what they were.

Senator Grass. This table shows that.

Senator Brooxmart. It shows commodities and securities, both
of them,

Senator Grass. Not commodities separately, but the commodity
level is shown as 28 minus now as compared with 1920-21.

Senator Brooxnarr. But securities are higher.

Senator Grass. Very much.

Senator Brooxirarr. Commodities are much lower and securities
are much higher. On that proposition I should like to ask Mr.
Pope this question: If that is true shouldn’t there be some further
deflation of these deflated securities? Doesn’t that indicate that
they are still enormously inflated ?

Mr. Pore. No, sir.  The cause of the difference is unquestionably
due to the fact that in 1921 money was extremely tight and to-day
it is extremely easy, and the difference is represented in the value
of securities then and now.

g Th% Cramrmay. And isn’t the commodity market influenced by
rem ?

Mr. Pore. Yes, sir. But the difference between these two prices
can to a very large extent be accounted for, if not practically en-
tirelv, by the difference in the value of money to-day and then.

The Cramyax. Do you mean that the value of money does not
affect securities and commodities alike? )

Mr. Pope. To a degree it does, but it is certainly more in the
case of securities.
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Senator Brooxmarr. That is because securities are inflated and
have been put on a false basis.

Mr. Pore. No, sir. It is because securities represent investment
money, and money is invested according to demand and supply.
Senator BrooxHart. Yes; but let us get back to intrinsic values
a little further. As long as there is a demand for a commodity its
value is not at the intrinsic value.

Mr. Pore. It might not be.

Senator Brooxmarr., Even though there is a demand for its use.

Mr. PorE. Yes, sir.

Senator Brooxmaxrr. It might not have any value at all.

Mr. Pore. It might not.

Senator Brooxmart. Although I can not conceive of that.

; Mr. Pore. I can not either, as a matter of judgment, but it is a
act.

Senator Brooxitarr. The real intrinsic value that you hinted at a
moment ago is cost of production and you would say plus a reason-
able profit, or at least you would figure a reasonable profit in the
cost of Production.

My, Pore. I did not say that.

Senator Brooxuarr. 1 know that you did not say that, but you
mentioned cost of production in connection with the matter of values
a moment ago.

My, Pope, I do not recall that, but I may have done it.

Senator Brooxnart., Wouldn't that be as near as you could figure
out just the intrinsic value of things?

Mr. Porr. That is a pretty hard thing to say, because vou are
asking me, we will say, the intrinsic value of potatoes and the ques-
tion of the value of potatoes is usually based on the question of price.
Now, what is the intrinsic value of an article that is to be eaten

Senator Brookaarr. You drew the distinction yourself between
price and intrinsic value, and I think rightly.

Mr. Pore. When I am talking of intrinsic value I mean value
not of a commodity but of an industrial concern, or a concern in
which there are various parts which are tangible and which have
a reason for value.

Senator Brookmart. You would not call the inflated values of
stocks and bonds in 1929 intrinsic values, would you?

Mr. Pore. Will vou repeat that question?

Senator Brooxnart. You would not call the high prices. the in-
flated prices of 1929, before the panic, the intrinsic vaiue of securities,
would you?

Mr. Pore. I would say undoubtedly no in view of the results. But
I think many people thought they had.

Senator BrookHart. The fact of the matter is that the way our
stock and bond markets are run now these values are just gambling
values. what you can get somebody to gamble on, rather than in-
trinsic value?

Mr. Pore. No, sir; I think in the investment market there is very
little gambling. You are confusing it with the trading market,
and I am an investment banker.

Senator Brooxrart. Then you think the stock exchanges are
mostly for gambling, and the investment bankers are mostly actual
investors?
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Mr. Pore. No, sir; I do not think so. I do not doubt that the stock
exchange can be used as a medium for gambling, but I do say

Senator BrookHART (interposing). Are not the most of its trans-
actions merely gambling?

Mr. Porpg. 1 should say decidedly not. .

Senator Brooxiarr. Then if it sells the same thing over and over
again that is not gambling? )

Mr. Pope. Of course I would have to guess, becanse I can not give
you figures of any value as to stock exchange transactions, but my
impression is that there are thousands of issues of investment securi-
ties sold on the stock exchange that have values, and that parties
purchasing them make their purchases as investments and are not
gambling.

Senator Brooxmarr. This gambling as T call it, or whatever you
may call it, that takes place on the stock exchange, affects the invest-
ments in your investment business, does it not?

Mr. Pore. Yes, sir; very often it does.

Sengtor BrooksArtT. It also affects the price of commodities, does
it not ?

Mr. Pore. It affects the prices of commodities very indirectly
and sometimes directly. ’ )

Senator Brooxmart. It puts the prices of securities up and the
prices of commodities down.

Mr. Pore. You are getting pretty deep into the reasons for the
depression, Senator Brookhart, and I am not capuable of answering
the question offhand. -

Senator Grass. We have a great variety of opinion. By refer-
ence to the files of that New York paper which takes most pride in
claiming it is the representative of the vested interests, it will be
seen that in 1929 this journal stated textually that operations on
the stock exchange for the preceding week had been as much in the
nature of gambling as betting on the arrow of the roulette wheel,
90 per cent, it said. Ninety per cent of the operations for the
preceding week on the stock exchange had been as much in the
nature of gambling as betting on the arrow of a roulette wheel.

Senator BrooxiiarT. Have you the date of that issue?

Senator Grass. I think it was around January or TFebruary of
1929. 1If it is desired, I can look up the record and have an extract
from the paper put into our hearings.

Senator Brooxmarr, If it was true in that week it was more true
during all the rest of the weels up to October of 1929,

The Crama~N. Mr. Pope, or any other representative of the in-
vestment group present here in the room. our attention is called to
the comparative value of securities, now and previously. and no
one has so far in any of our hearings, or at least o far as I know.
suggested what difference there may be in the physical value of
properties. I)ug'lng the last 10 or 12 years listed stocks have ac-
cummilated earnings that have gone into properties, or the other
way that earnings sometimes go. We can not get at the value of
property by. simply noting the market quotation. We have to go
deeper Into it. I am suggesting to Mr. Pope that before this hear-
ing is over that he or some one of his group furnish us something
along that line if he can. If a concern goes ahead and earns 23
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per cent from 1920 on and puts it into surplus, they are entitled to
a higher value to-day.

Senator BrooxHarT. Unless they issued more stock, Mr. Chair-
man.

Senator Grass. Again, Mr. Chairman, that it may not be imag-
ined your subcommittee has dealt whimsically or inadequately
with these problems, I want to put into the record the view of Mr.
Davison, the president of the Central Hanover Bank & Trust Co.
of New York, and one of the outstanding bankers of the country, as
to the undesirability of commercial banks having afliliates. Mr.
Davison at our previous hearing disagreed with the statements sev-
eral times made here by Mr. Pope, that there should be no legisla-
tion in this respect, and he indicated that in his view there should
be legislation and that national banks should not be permitted to
have affiliates. He points out that they are the subject of very
critical abnses and says [reading]:

The Bank of the United States shows what can happen when they are
nhused. It is & very glaring example, expecinlly when dealing in their own
securities,

Then he was asked [reading]:

Ami there are some other banks that at leitst might be placed under the
same eriticism, might they not?

And he answered [reading]:

It has possibilities of abuse and of danger.

It was then pointed out to him that we had in contemplation the
requirement of examination and of publicity, to which Mr. Davi-
son responded [reading]:

And a prohibition certainly of dealing in their own stocks,

And he went further. I quote these statements hurriedly taken
here. There are many others that were made by experienced and
practical bankers before our subcommittee, in order to show that we
have not idly thrown together the provisions of this bill.

Senator BROOKHART. fn view of that statement I should like to ask
why it is, after Senator Glass’s subcommittee gave such a thorough
investigation of all this, that we are investigating it again now.

Senator Guass. Well, some gentlemen desired to be heard.

The Cuamryax. Some changed their minds, and some disagreed
with the amended bill, and some object to being restricted.

Senator Grass. Mr. Pope, do I get an accurate view of yowr
general criticism of the bill to the effect that you think now is ar
mopportune tinle to have any banking legislation at all? .

My, Pore. I think now is an inopportune time to have any legis-
lation which acts, as I am using the word again, in a manner to in-
crease the present deflation; I mean at this time as this bill does.

Senator Grass. You have spoken of section 11 of the bill dealing
with 15-day paper as deflationary. I take it. then. you would not
be willing to see a deflation in stock speculation on the exchange.

Mr, Pope. Do you mean at the moment?

Senator Grass. There is no stock speculation at the moment to
speak of, or at least I think not. We have frightened off the bears,
temporarily, and the bulls do not ~eem to be quite active.
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Mr. Pope. You are asking me a question now?

Senator Grass. Yes.

Mr. Pore. What is it? o

Senator Guass. Isn’t the real purpose of this bill, among -other
things, to avert a repetition of this situation by forbidding people
to use the facilities of Federal reserve banks to inflate prices on the
stock exchange to almost an inconceivable degree, and then have the
whole business of the country collapse in consequence of that sort
of speculation? I take it that you think now is an inopportune time
to express the view of the Congress, if it should take that view, that
we should not permit that sort of thing to occur.

Mr. Pope. It is an inopportune time now. .

The Crmamax. The Senator from Virginia (Mr. Glass) will
recall that in the spring of 1928 this committee spent a great deal
of time on that question, and that we were told then was an inop-
Eortune time, and that was a year and a half before this whole thing

lew up.

Senalzor Brooxuarr. Is it the purpose of these hearings to prevent
any legislation on this subject?

’?["he Craman. These hearings were called at the request of lead-
ing bankers and business men, who felt that there were things in this
bill adverse to their interest, or to the welfare of the country, and so
they asked to be heard, and the request for a hearing was granted.

Senator BrookHART. I take it, then, the primary purpose is to
prevent any legislation.

Senator BuLkLEY. Mr. Pope, do you mean to imply that prices
are now deflated too much?

Mr. Pope. Well, that is a general statement. My impression is
to that effect, and I am only conversant with security prices.

Senator BuLkLey. I refer to them.

Mr. Pore. My impression is that security prices are depressed too
much, and it is bonds that I am talking about. I am not referring
to stocks. I am in the investment banking business and am not
interested from a stock standpoint. ) _

Senator BuLrLey. A little while ago you expressed the view that
the thing that might have been deflationary a while ago is not
deflationary now on the ground that deflation has already ﬁappened.
If deflation has happened, why can not we go ahead and do the
sound thing?

Mr. Pore. Which would be what?

Senator BrLrLEY. You were asked about stopping the practice
of loans for others, and you said you were satisfied to stop it now
because the deflation had already occurred.

Mr. Porr. All right.

Senator BuLkrey. Doesn’t that argument apply all along the line?

Mr. Pore. The question of values is not brought out in the question
reguarding loans for account of others; I mean so far as they are
affected, becanse loans for account of others were some months ago
given up, and therefore the fact——

Senator BuLKLEY (interposing?. We are free to fix that matter
now and do the sound thing, aren’t we?

Mr. Pore. Yes, sir.

Senator Burkrey. Why does not that apply to other things?
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Mr. Pore. Because you now, by applying sections of this act which
continue to cause deflation, whereas stopping loans for account of
others does not continue deflation,

Senator Grass. How do we continue it any more than a law that
has prevailed for 18 years which prohibits the use of Federal reserve
banlf facilities for investment and stock speculative activities?

Mr. Pope. Because in my opinion the method by which this sec-
tion implies that would be done by way of punitive or other methods
would necessitate the immediate sale of securities and it would cause
excessive deflation, extremely dangerous deflation.

Senator Grass. Of course, we disagree on that interpretation of
the law. What you really mean to say is, and have said, as the
record will show, that tlus provision of the law that has been in
effect for 18 years has been a dead letter, and now because we pro-
;l)ose to make it effective by a penalty you think it ought not to be
done.

Mr. Pore. I did not say that either at the outset or since, but I
brought out certain points regarding the measure which I disagreed
with. .

Senator Grass. You said the law had been inoperative.

Mr, Porr. I said that this particular bill was inadvisable at this
time.

Senator Grass. No; but when I read to you the provision of the
existing law, which has been a provision since the Federal reserve
li:ct was first enacted, you said it had been inoperative, and that we

SNOW.

Mr. Pore. I do not remember saying that.

Senator Grass. Now, we want to make it operative. And you
think it is an inopportune time to make it operative?

Mr. PorE. Yes, sir.

Senator Grass. It is there but you do not think it should be
obeyed, is that the idea?

Mr. Pope. No, sir.

Senator Grass. Well, you do not think it should be obeyed if
you ob%?ct to our making it operative, do you?

Mr. Pope. If a law is 2 good law I can not see how anybody could
say they would object to its being obeyed. I certainly do not.
knSenator Gurass. You said it had been inoperative, and that we

ow,

Mr. PorE. I do not remember using that expression, saying it was
inoperative. I think you said that. .

Senator Grass. Of course I said so, and that is the very purpose
of our provision in this bill.

Mr. Pore. I do not know the extent it has been inoperative. That
is a commercial banking matter, presumably.

Senator BrooxHart. If it has been inoperative it wouldn't hurt
anything to have it enforced now. It would not change the law,
but we would make it operative.

Mr. Pork. If it is in the law it is in operation.

Senator Brooxuaxrt. If it is not enforced it wonld not be.

Mr. Pore. No, sir.

- Senator Grass. Would it hurt anything to provide a penalty?
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Mr. Pore. At this time if the penalty would require an-excessive
sale of securities, to the extent of ]eogardizing institutions and others
in the market, I think, and have said, it is not a time .to so legislate.

Senator Grass. There is no sentence in that section of the bill that
requires a sale of securities. ) .

Mr. Pore. I think many provisions of the bill require the sale-of
securities. L

Senator Grass. I am talking about the 15-day paper growsmn.

Mr. Pope. That would, in my opinion, immediately drop the 33

er cent 1-year Treasury certificates that were issued a few weeks ago

alf & point certainly and probably more. ‘ .

- Senator Grass. That provision of the bill has been suggested since
June 17, 1930, and I have not observed that it caused a drop in any
Government securities.

Mr. Pope. It is not the law.

Senator Grass. No; it is not law now.

Senator BuLkLEY. You are now referring to the penalty.

Mr. Pork. Yes, sir.

Senator Burkrey. Would it be a good idea to reduce the rate so as
to increase the price of securities?

Mr. PorEe. If you reduce the discount rate; yes.

Senator BuLxrLex. Then why not discount them free so that we
would have a better market for Government securities?

Mr. PorE. Well, the present rates, and I am only familiar with the
Federal reserve bank which operates in securities which we have and
sell, although I presume it applies in other instances; but that rate,
if it is set to-day, applies in the open-market purchase rate.

Senator BULKLEY. 113 just want to know how far Mr. Pope would
go in supporting the market for governments. Would you like to
mcrease the price of them, and instead of emphasizing penalty and
rate together, have a premium against borrowing for Government
securities; would that be a good way?

Mr. Poee. I wouldn’t think the Government’s market to-day needed
assistance. . . '

Senator BuLkLey. It may a little later on.

Mr. Porr. As far as the operations in governments to-day are con-
cerned, of course nearly everyone who owns a Government bond has
seen it depreciate in the last year. But if you mean with artificial
means to stimulate supply and demand for bonds, I do not know
exactly what provisions you would apply.

Senator Brrerey. But what artificial means do you refer to?

Mr. Pore. I am not asking any change at all.

Senator BuLkrey. But we are contending with disobedience of
the present law as the cause of an artificial situation.

Mr. Pore. Well, I do not think so.

Senator GLass. Suppose we were to omit the peremptory require-
ment of 1 per cent increase in loans against Government securities,
would you still object to that provision of the act which gives the
Federal Reserve Board authority after due warning to suspend a
bank from rediscount privileges if it persists in it.

Mr. Popg. It has been stated in the last hearings that it was not a
question of preventing a bank from borrowing after due warning
that we objected to.
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Senator Grass. Well, you agree to that provision, then, that the
Federal Reserve Board may be authorized to suspend a bank from
the privileges of the system after it has been warned that it is
making excessive loans for stock speculation.

Mr. Pore. Do you know what section that is?

Senator Grass. Section 11.

Mr. Poee. I said in regard to that that-the Investment Bankers’
Association of America has no objection to the provisions of this
section, which provides that a member bank shall not make any
security loans' while borrowing from the Federal reserve bank after
a warning, but it is opposed to the principle of this bill which indi-
cates that a member bank could not make any collateral loan while
+0 borrowing, : ‘

Senator Grass. Of course, collateral loans there mean stock loans,
speculative loans. You think, then, that a mmember bank should be
permitted to extend its speculative loans to any extent it pleases and
recoup itself by rediscounting with a Federal reserve bank!

Mr. Pore. Frankly, it seems to me that every time you mention
loans you bring in a word that I do not mean to employ in there
in my endeavor to answer your question. You employ the word
"“ speculative ” and we feel that these are not speculative——

Senator Grass (interposing). There is not a sentence in this bill
which the subcommittee has intended to apply to legitimate invest-
ment loans. The whole purpose of it where it relates to collateral
loans is well understood and -accepted to mean loans on the opun
stock exchanges. The whole purpose of it is to prevent a repetition
of the thing that we witnessed in 1928 and 1929. L

Mr. Pore. Well, of course in this term * collateral loans” there
are billions of dollars of high-grade bonds which are also applicable
to that general statement. It is the general statement that we object
to. You include them all. . :

Senator Grass. The law itself excludes investinent loans from
Federal reserve bank rediscounts, and it ought to because it is a com-
mercial banking system we are setting up. It is not an investment
banking system. People who want an investment banking system
are at liberty to organize one and have organized one. The Fed-
eral reserve system is a commercial banking system. Its assets should
be liquid. It should be amply able and cheerfully willing at any
time to respond to the demands of agriculture, commerce, and indus-
try. and that can ot be if it is gong into the investment banking
business. You know that. . L

Mr. Pore. Well, sir, I can only say that if, for example, in times
of tight money you restrict borrowing against a perfectly legitimate
expansion of capital investments in industrial or public utility con-
cerns, that require long-term credit, and if the receptivity of the
market should happen at the time of issue to be nonreceptive, 1’t
would require the carrying over of the time of the loan of a bank,
then as to the legitimate long-telim bo;rown;)gs of such public utility
or borati ou just keep them from borrowing. .

Si%r&tz;?téﬂ,sgj Un]der thepprovi_sions of this .bl , any national
bank may gamble its head off if it wants to with its own assets,
with the money of its depositors. It is not affected by this bill in
doing that, but it is prevented in that circumstance from coming
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and recouping itself at a Federal reserve bank in order to expand
and exploit that sort of operation. Don’t you think that ought to
be done?

Mr. Pore. I think, of course, that is a commereial banking mat-
ter. I am presenting this situation to you on general terms as an
investment banker. oo

Senator Grass. But I am asking you now as to that specific pro-
vision of the bill. Do you think that a commercial bank, a member
bank of the Federal reserve system, should be permitted—and it
is not permitted by law now—to. have access to the rediscount fa-
cilities of the Federal reserve bank for speculative purposes?

Mr. Pore. When you say “ speculative purposes” I answer I am
not enough familiar with the speculative interests to answer you.
If you mean speculative from the pure sense of being bad, why, L
think it is right if it is bad. I do not know exactly what specula-
tion means.

Senator Grass. Do you think we should distinguish in the law
between bad and good speculation? Do you think we could do that?

Mr. Pope. If in the matter of investments it is the hope of having

a fellow give up his speculation, then I think there is included in
the provisions a blocking of the legitimate long-term borrowing of
industry. )
- Senator Grass. Do people invest for an hour? Do they invest for
any period of time that requires them to stand at a ticker and ascer-
tain the state of the market at any 15 or 20 minutes thereafter? Do
you call that investing?

Mr. Pore. I wouldn’t think that investing; no.

Senator Grass. Well, I don’t think so, either.

Senator BuLkiey. Did you tell us how many members of your
association there are?

Mr. Pore. Approximately 500 members. That does not include
the additional number of branch offices, but the principal offices.

Senator Burkrey. The members are institutions and not indi-
viduals?

Mr. Poee. They are not individuals—yes, I think there are indi-
viduals. They may be either so long as they are qualified under
the by-laws of the Investment Bankers’ Association of America—
partnerships, corporations, affiliates, or individuals.

Senator BuLkLEy. They are units in the form that they do business.

Mr. Pore. In the form that they do business, and according to the
character of their operations, and the personnel and size of their
organization.

Senator BurLkrer. Can you tell us how many of these members
are either commercial banks or affiliates of commercial banks?

Mr. Pore. Well, I can not tell you exactly.

Senator BuLkLEY. Give it to us approximately.

Mr. Pore. Approximately 110 that are either bank affiliates or
gomll{nercml or national or member banks or bond departments of

anks.

Senator BuLkrey, That is what I mean. About a quarter of them.

Mr. Pore. Yes, sir.
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Senator BurLxrey, Could you tell us what that proportion would
be as relates to the importance of their business? ~ Would the bank
nlneml()ler?s be more than a quarter based on the amount of business
they do?

Mr. Pork. I should think without having any compilation of it
that it would be much more. -

Senator Burxvrey. More nearly half?

Mr. PorE. I should think it might be possible, because the capital-
ization of bank affiliates is in many cases larger than others.

Senator BurkLey. Exactness is not necessary. I only wanted an
idea of it.

Mr. Pore. Possibly one-half.

Senator BrookHART. Are there other institutions outside similar to
your organization, or is everybody in your organization who is in
this kind of business?

Mr. Pore. Everybody in the association is in the investment-bank-
ing‘ business. .

Senator Brookuart. But I mean are there other companies outside
that are not in your association?

Mr. Pore. Yes, sir.

Sfxlutor Brookrarr. Have you any idea how many of those there
are?

Mr. Pore. No, sir; I have not. .

Senator Gore. What is the capitalization of the First National
Bank and its affiliate? - L

Mr. Pore. The First National Corporation is capitalized and has
a surplus of $25,000,000. .

Senator Gore. How much is it capital?

Mr. Pore, It is $16,000,000. . .

Senator Gore. What is the capitalization of its affilinte?

Mr. Pore. Which one? That is, the First National-Old Colony
Corporation is the one I am talking about. . .

Senator Gore. What is the capitalization of the First National
itself?

Senator TowxnsExDp., Do you refer to the bank?

Senator Gore. Yes, sir. .

Mr. Pore. It seems that I should know definitely, but I can not
recall the exact figures. The capital and surplus of the First Na-
tional Bank of Boston, I think, is approximately $70,000,000. .

The CuarraaN. Is there any further statement you would like
to make, Mr. Pope?

Mr. Pore. No, sir. . . .o

The Cramaax. The committee will now stand in recess until 3
o’clock this afternoon. when it will reconvene in the hearing room of
the Interstate Commerce Committee on the gallery floor of the
Capitol. The first witness at that time will be Harry J. Haas,
president of the American Bankers’ Association. Is he here?

A Voice. Yes, sir.

The CHamrmaN. A

ean.
(Thereupon, at 1.10 p. m. Wednesday, March 23, 1932, the com-

mittee recessed until 8 o’clock p. m. of the same day.

nd we will try to hear Doctor Edwards if we
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AFTERNOON SESSION

Pursuant to the expiration of the noon recess, the committee recon-
vened at 3 o’clock p. m.

The CHamryMan. The committee will come to order. The first
witness will be Harry J. Haas, president of the American Bankers’
Association.

STATEMENT OF HARRY J. HAAS, PRESIDENT AMERICAN BANK-
ERS’ ASSOCIATION, AND VICE PRESIDENT FIRST NATIONAL
BANK, PHILADELPHIA, PA.

The Craiexax. Give your full name and address and official posi-
tion, Mr. Haas. .

Mr. Haas. Mr. Chairman and gentlemen. I represent the Ameri-
can Bankers’ Association, representing 16,000 banks. My name is
Harry J. Haus, president of the Ainerican Bankers’ Association, and
vice president Fivst National Bank, Philadelphia, Pa. .

The Cuamrman. Do any members of the committee want to ask
any questions, or let him go ahead and make his statement?

Senator Towxsexp. Have you a prepared statement, Mr. Haas?

Mr. Haass. Yeos, sir; I have. If I may read just a short statement
I have heve, Senator.

The Ciairymax. -You may proceed.

Senator TowNseExn. You have read the bill ¢

Mr, Haas. Yes.

Senator Towxsexp. And you are familiar with it?

Mr. Haass. Yes. .

Senator Towxsexp. Are you making comments on the bill, as to
how it should be improved or clmngecf? }

Mr. Haas. No, Senator; we have had an analysis made, an analy-
sis has been completed, but we have not had it typed to this moment.
out we expect to have it ready this evening.

Senator Townsexp. That will include both your criticisms and
the constructive side of your argument as well?

Mr. Haas. Yes; and with your permission we would like to have
that put into the record before you finish these hearings, if that i:
agreeable to you.

The CuairyaN. How long a statement is it?

Mr. Haas. That is a full analysis of the bill.

The CHarMaN. If there is no objection—

Senator Grass ﬁinterposing). By whom is it made?

Mr. Haas. We have all been working on it, Senator; we have all
sat around with the interim committee of the American Bankers’
Association. We have had some other people working on it.

_ Senator Guiass. Can you tell us who they are?

Mr. Haas. We have Mr. Edwards. Mr. Edweards is here to tes-
tify this afternoon, from the College of the City of New York. And
a Mr. Willard.

Senator Couzexs. Mr. Chairman, I do not think we ought to have
that put in the record. I think it onght to be read before the cum-
mittee, so we can ask questions. I hope that it will be arranged
so that the criticism will be read before the committee.

Mr. Haas. Whatever you wish, Senator.
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Senator Covzens. Is that agrecable, Mr. Chairman?

The Cmamiran. Certainly. It will not be printed umless it is
unanimously agreed upon by the committee. I 'share with the Sen-
ator from Michigan the view that it had better be read, so that we
will know what it is. But you say it is not ready yet; is that it?

Mr. Haas. Noj; that is not ready yet, Senator.

The Cmamryran. We will be here next week. It can be presented
by some members of your coninittee next week?

Mr, Haas. Yes.

Senator Grass. We should have as little duplication as possible.
If Mr. Edwards is to appear in person, may he not state his views,
and present facts here so that he may be interrogated upon it?

. Mr._tHAAs. All right, Senator. We thought yon might like to
have it.

Senator Towxsenp. Mr. Haas, you are aware under the resolu-
tion that the hearings close on Thursday ?

Mr. Haas. Yes; we are aware of that, Senator,

HSenzntor Frercuer. Did you appear before the subcommittee, Mr.
aas :

Mr. Haas. No; I have not.

Senator FLercHer. None of these gentlemen you mentioned were
heard by the subcommittee?

Mr. Haas. They have not been heard.

Senator Grass. Oh, the President of the American Bunkers’ Asso-
ciation at that time was heard, and the chairman of the legislative
committee at that time was repeatedly invited to be heard. So that
we do not want to get the impression in the record that we had a
private conference over the matter, and did not give them oppor-
tunity to be heard.

Mr. Haas. What the Senator says is correct, Mr. Chairman.

The CramAN. Seven volumes of testinony were taken.

Mr. Haas. That was under a former administration of the Ameri-
can Bankers’ Association. Qur administration changes the first week
in October.

Senator I'veroner. When did you become president ?

Mr. Haas. The first week in October.

Senator Frercuer. Of last year?

Mr. Haas. Of last year; yes.

Senator Frercuer. I think it would be all right for him to make
his statement.

Mr. Haas, The statement I have is very brief.

The CrHAIRMAN. You may proceed.

Mr. Haas. Thauk you.

We have carefully analyzed the provisions of S. 4113, section by
section, and after due deliberation the interim committee of the
American Bankers’ Association has, by resolution, registered its
opposition to the bill.

Ve are of the opinion that it would be a serious mistake to pass
a bill at this time, having so many provisions of a deflationary and
regulatory nature which would, in our opinion. canse the withdrawal
of a considerable number of members of the Federal re<erve system.
e believe that its effect would be injurious, not only to the member
banks, but to the business interest of the country.
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There are certain provisions of this bill which directly affect the
interests of particular classes of bankers who are members of our
association. These special matters will be presented later by repre-
sentative bankers who will show how certain provisions of this bill
affect them. .

I wish in my presentation to indicate to you some of the broader
aspects of the bi.lf which affect all bankers and also the general public.
I will therefore submit the effects of this bill on the following:

1. Federal reserve system.

9. The Treasury of the United States.

8. The member banks.

1. The securities markets.

5. General business.

FEDERAL RESERVE SYSTEM

One of the fundamental principles of the Federal reserve act was
the rejection of the EurO{)ean plan of central banking and the adop-
tion of the American policy of regional or local banking. The act
did not set up a single central bank, but, instead, 12 banks, and so

ave full recognition to the principle of local independence and
gecentralization.

The proposed bill in various sections (see sec. 12-A, 11, 8 and
12-g), departs from this regional principle by centralizing powers
in the Federal Reserve Board and by impairing the autonomy
which each of the 12 F¥ederal reserve banks Il,mve so far possessed.

THE TREASURY OF THE UNITED STATES

The Federal reserve act wisely provided that the reserve system
should act as fiscal agent for the Government, and should facilitate
the marketing of United States obligations, In the coming years
the volume of such Federal financing is bound to be heavy.

The proposed bill would seriously interfere with such Treasury
financing, by checking the ready marketing of United States issues.
In section 11 the proposed bill places a penalty on the holding of
such securities by member banks which are the most important buyers
of United States bonds. :

MEMBER BANKS

We, as bankers, fully realize that-our business is quasi public in
nature and therefore Government supervision is necessary. For
this reason, Congress in the past has developed the national bank act
and the Federal reserve act, with its numerous amendments, but all
this legislation has accepted the fundamental principle that final
responsibility for bank management and bank policy rests with the
individual banker himself, )

The proposed bill transfers some of this responsibility to the Fed-
eral Reserve Board at Washington. We are of the opinion that
such banking powers were not mtended. under the Federal reserve
act, to be conferred on the Federal Reserve Board, but that the board
was intended to be an organization to exercise supervisory powers
and not to control banking operations, )
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SECURITIES MARKET

There have been four outstanding national movements inaugu-
rated by a nonpartisan movement which were intended to arrest
the progress of extreme deflation and to stabilize conditions. We
refer to the organization of the National Credit Corporation and
the citizens’ reconstruction organization. Also the passage by Con-

ess of the Reconstruction I'inance Corporation bill, and the Glass-

teagall bill. We are fearful that the proposed bill will, to a large
extent, nullify these efforts by causing a further liquidation of securi-
ties which would decrease their market value at a time when the
owners are not able to withstand further losses.

Senator BraiNz. Mr. Chairman, is there any objection to inter-
rupting there ? :

Lhe Coamran. I would just ask—would you rather finish the
statement first?

Mr. Haas. As you please, Senator.

The CuamryaN. Go ahead and ask the question.

Senator Braixe. What I was interested in was not an academic
discussion of this whole field, because that has been covered by Sen-
ator Glass,

Mr, Haas. Yes.

Senator Brarxe. But with respect to the specific thing you have
just read, will you point out what is in the bill that you fear will
do the thing that you fear will be done?

Mr. Haas This particular point I had in mind is section 15. I
spoke to Doctor Willis about it, and he has corrected me on a matter
here in section 15 on page 36, the ratio of * 15 per cent of the amount
of the capital stock of such association actually paid in and unim-
paired and 25 per cent of its unimpaired surplus fund.”

I had in mind that it referred to the aggregate securities which a
bank might hold in its portfolio, but the doctor corrected me on
that—and I think the people generally believed that. That is the
reason I quoted it, because I understood it in that way, and perhaps
the wording of it might be more explicit if it referred to only one
security, and I am now told that that is what it means.

Senator Brooxmarr. The governments, you mean?

Mr, Haas. No, outside of governments; other securities.

Senator Grass. Noj “ governments ” are expressly excluded.

Mr. Haas, Are excluded; ves. [Reading:]

The business of purchasing and selling investment recurities shall hereafter
be limited to purchasing and seclling sueh securities without recourse, solely
upon the order, and for the account of, customers, and in no case for its own
account, and no such association shall underwrite any issue of securities; ex-
cept that any such associantion may purchase and hold for its own account
investment securities to such an amount and of such kind as may be by regu-
lation prescribed by the Comptroller of the Currency, but in no event shall the
total amount of such investment securitics of any one oblizor or maker held
by such association exceed 10 per centutn of the total amount of such fssue
outstanding, nor shall the totul amount of the securities so purchased and held
for its own account at any time exceed 15 per centum of the amount of the
capital stock of such associntion actually paid in and unimpaired and 25 per
centum of its unimpaired surplus fund.
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I think people generally think that that means the total amount
of securities which they hold.

Senator Frercmxer. It says distinctly.

Senator Grass. “ One obligor.” ) .

Senator Frercuer. “ Total amount of such investment securities
of one obligor or maker.”

Mr. Haas. That referred to the 15 and 25 per cent.

Senator Frercuer. I do not know if there is any other provision
in there—

Senator Grass (interposing). I may say to Mr. Haas that I was
interrogated on that point by one of the New York newspapers im-
mediately after the first print of the bill came out, and I gave out a
statement in which I undertook to point out that it referred to any
one obligator. I am rather surprised to be told that people generally
think it means something different.

Mr. Haas. I am expressing, Senator, the views that we had in our
meeting, and I do not think any of us really got that point until I
talked to Doctor Willis about it to-day.

Senator Grass. That is not our fault. .

Mr, Haas. Noj that is not your fault. I am perfectly willing to
change that on the information which I have gotten here.

The Reconstruction Finance Corporation seeks to enable banks to
carry investments which are sound but temporarily unmarketable ex-
cept at a substantial loss.

Senator BurLkrey. That would not be applicable.

Mr. Haas. That would not be applicable. I am very glad to have
that straightened out, Senator.

Senator Grass. You ought to be given an apportunity to rewrite
that statement.

My, Haas. I will be glad to eliminate that, Senator.

Recent national movements have recognized that business recovery
can not come about through decreasing the value of investments and
commodities, but rather by stabilizing the prices of investments and
commodities at somewhere near their real value. This desired condi-
tion can not be brought about by reducing the volume of credit, but
rather by inereasing the amount of available credit.

The (Glass-Steagall bill very wisely provided for the release of
approximately seven hundred million in gold to secure Federal
reserve notes. The enactment of this bill would have just the oppo-
site effect and cause an increase of approximately $227,500,000 in
gold reserve through the increase in reserve requirements against
time deposits.

I am told that that figure—the sum is quite different, but I have
quoted it. I took my figures from a statement which I saw of the
amount of deposits affected, and figured 7 per cent on those deposits,
and the 35 per cent gold reserve, and got this figure. Their fgure
is somewhat higher, I think over a hundred millions a year, one hun-
dred and twenty-five millions a year for the year, I believe.

Senator Grass. Our figures based on one set of estimates were
seventy millions a year.

Senator BuLkLEY. What did you say it should be?

. Mr. Haas. My figure was made up from the figures which I saw
in a newspaper article, the effect of the deposits and the amount of
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reserve that would be increased from the savings reserve to the com-
mercial reserve, and figured the gold back of it, the gold back of the
deposits with the Federal reserve bank. In other words, as you
increase the reserve fund deposits, the only reserve we have now is
the reserve carried at the Federal reserve bank, and if the Federal
reserve banks deposits increase, their deposits increase, and they have
to carry 35 per cent gold, and this 35 per cent gold is represented by
my figures £227,500 00.

Senator Grass. That is not necessarily gold. They can carry 35
per cent lawful money., It does not involve any intrenchment upon
the free gold. The whole matter can be adjusted by rediscounts.

Mr. Haass. But it does increase the deposits of the Federal reserve
bank to that extent, that the member banks have to carry additional
gf;e.serve, and the Federal reserve bank must carry its reserve against
i

Senator BrooxHART. Suppose of those reserves the surpluses were
deposited in some other bank instead of the Federal reserve bank;
would it not have the same effect?

Mr. Haas, Well, you would be multiplying the deposits. You
would carry reserve. If they deposit with another bank. That bank
would have to carry the reserve.

Senator Brooknart. You say they deposit in a Federal reserve,
and that it increases their reserve they must carry. Dut if you
redeposit in a New York bank, would that not have the same effect
up there?

Mr, Haas. Yes; just gass it on,

Senator BrooxrArT. So that is just as broad as it is long.

Mr. Haas. Yes; but if we carry——

Senator Brooxizart. If you kept it in your own bank, it would
make your own reserve that much bigger, would it nott?

Mr, %—IAAS. In case we pass it on to another bank, Senator, we
would deduct it from our gross deposits before calculating reserves.
You see, the net deposits is the figure that is calculated.

Senator Brooxmarr. Yes; but if you deduct it, they add it in,

Mr. Haas. They would have to add it to their deposits, but we
could deduct it from our gross deposits before calculating our
reserves. If the bank is a member of the Federal reserve bank sys-
temn, they would have to carry a reserve on it. That iz, the Federal
reserve bank would have to carry gold or legal against it.

Senator Griss. The very simple meaning of this reserve provision
of the bill, as I stated this morning, is that every time we have under-
taken to adjust reserve requirements of the banks we have been con-
fronted with hostile comments, as my colleague. Senator Bulkley,
will recall, because to him was confided the reserve section of the
original Federal reserve act. We were told at that time that it was
impossible to make the proposed readjustments within a_8-year
period. As a matter of fact, the first adjustment was made, as I
recall, in 11 months. We were told at the time that the banks had
not the resources to comply with the law within three years, and
they complied with it in much less time. We reduced the reserves
from around 25 per cent to 18, and then to 18 per cent, releasing
an immense amount of credit for investment banking purposes.
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Then not so very long ago we reduced the reserves behind time
deposits to 3 per cent, and the testimony and information secured
by a subcommittee all 1s to the effect that at least 80 per cent of the
banks of the country have engaged in the practice of so manipulat-
ing their demand and time deposit accounts as to take advantage
of this low reserve until the average reserve at the banks is ridic-
ulously too small. .

Mr. Haas. Senator, may I say—speaking for my own bank and
my own experience in the bank, we have never— i

"Senator (3rass (interposing). Just let me finish that right there.
Now, then, what we are proposing here is not anything of a revo-
lutionary nature. We are simply proposing to restore—

Mr. Haas (interposing). I know what you mean.

Senator Grass. Behind time deposits the reserve that was required
until very recently, in order that this manipulation of reserves shall
not longer be resorted to. And we do not do it immediately; we do
it over a period of five years. Ve give the banks five years in which
gradua%}' to readjust themselves to this situation.

Mr. Haas. Senator, I have in mind a report of the committee
appointed by the Federal Reserve Board to endeavor to find a scien-
tific reserve on the activities of the account, and not on the amount
of the balance, and I am just wondering whether you have given
that any consideration.

Senator BuLkLeY. Do you like that?

Mr. Haas. I think it is all right, Senator. I think that the bank
that has the active deposits and the bank that has the big turnover,
certainly should carry a larger reserve than the bank that does not
have the turnover. Doesn’t that sound sensible and reasonable?

Senator BrLkrey. That is what I think; yes.

Senator Grass. I think that, and our committee thought that.

Novw, let me ask you one practical question: That proposition is
revolutionary, is it not?

Mr. Haas, Yes.

. Senator Grass. Suppose we were to undertake now to embody
it in this bill.  What do you think would happen?

Mr. Haas. It would be a campaign of education.

Senator Grass. There would be a campaign against this bill—isn’t
that a fact?

Mr. Haas, I think it would be a campaign of education.

Senator Graiss, I say-——

Mr. Haas (interposing). I think you have an argument there.
I think you can go right before the public and you can educate them
to the activity of the account as a scientific means of carrying this
reserve.

Senator Grass. You do not require any education to follow this
readjusting of the reserves here?

Mr. Haass. Noj they are accustomed to them.

Senator Grass. We maintain the existing form, and we simply
restore the reserve to avert a continuance of this manipulation, and
there is not a country banker in the United States to-day that can-
not understand this instantly. :

Mr. Haas. They understand this method; that is right.
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Senator Grass. Now, suppose we introduce into this bill this
revolutionary theory of v elocity reserves. Do you think it would
be instantly and cheerfully accepted by the banks of the country?
Already the New York banks have bitterly protested against it?

Mr. itL\.\s. Senator, I will answer your question in this way: I
will remind you of something that happened a good many years ago,
probably you remember when you were Secretary of the Trensury,
when you were discussing the Liberty loans, and Mr. Crosby said,
“I wonder if Tiffany would understand this. I wonder if Tiflany
will understand this.” Finally, Mr. Warburg said, “ What has
Tiffany got to do with this? He is a jeweler in New York.” M.
Crosby said, * No, not my Tiffany. My Tiffany is a country banker,
and if he understood it, I am sure everybody on the committee would
understand that.” Do you remember that?

Senator Guass, Yes. Don’t, you wonder whether the average
country banker will understand your proposed velocity theory? I
am not dissenting from it.

Mr. Haas. Yes; I think it would be a campaign of education.
This is the easiest thing to understand.

Senator Grass. I know, but we haven’t got time to carry on a
campaign of legislation before Congress with a very short while
of this session.

Mr. Haas. Senator, it would be consistent with my position, be-
cause I am urging delay.

Senator Grass, You do not want any legislation now, do you?

Mr. Haas. It would be consistent with my position.

Senator Gork. I would like to ask a question there, because I want
to get educated myself. Do some of the banks now favor this
velocity theory?

Mr, ‘Haas. I think some of them do, some of the larger ones,
except this one thing, Senator: I do not think it would be fair to
figure in that velocity reserve disbursement checks. For instance,
we have several large corporations, and probably the day before the
close of the month they bring us a large check, and then they check
out their dividend checks, and they come in straggling along, many
of them come in in about two days, but some of them are outstanding
a longer time.

If you exempt those disbursement checks, I think it is perfectly
fair. I think it is right that a bank having a heavy turnover,
should carry reserve according to the turnover. But I would not
consider that a turnover.

Senator Gore. Just one other questiom: Would it be feazible to
apply this theory to the bank who desired it, or is it necessary to have
a uniform system?

Mr. Haas. I think you would have to have a uniform system.

Senator Gore. I was going to ask whether you would not prefer
the Federal Reserve Board or the Comptroller to have the power to
use discretion there.

Mr. Hass. Well, I think there is something in that, Senator.
Surely there is an idea; yes. Certainly the city banks, having a
large turnover, woukl be more familiar with that, but you would
have to educate the country banks.
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Senator Grass. And yet the New York banks came out instantly
against it as soon as it was proposed. .

Mr. Haas, If you made disbursements— .

Scnator Grass (interposing). You know, we embodied it In one
print of the bill. 'We embodied it in one print of the bill, and gave
a period of five years to establish it, and we finally concluded that
some of us need not bother with what is going to happen five years
from now. Some of us will not be here then. -

Mr. Haas. I hope so. [Laughter.] :

Senator Grass. And therefore we struck it out.

Mr. Haas. May I just correct a remark of Senator Bulkley through
rou? .

) The Cramrsan. Go ahead.

Mr. Haas. You are quite familiar with this reserve. YWhat would
you think of eliminating disbursement checks if you should adopt
the activity reserve? ]

Senator BurLkrey. I have not heard the suggestion before. It
strikes me favorably. I would like to consider it a little more.

Mr. Haas. It hardly scems fair.

Senator BuLkLEY. 1 see your point.

Mr. Haas. That is not a turnover; that is a temporary disburse-
ment, and when those dividend checks are depesited by the customer
and he checks against that, then it does represent a business trans-
action.

Scnator BuLkrLey. Yes; I sce the distinction.

Senator Grass. My reaction to that is just this: You note this
point of objection in this intricate, technical proposition; some
other banker will note another point, and some other banker still
another, and interminably so. Therefore, it has seemed to the sub-
committee that we had better adhere to the simple form and put a
stop to this manipulation of deposits. Five years from now vou may
prevail. Go ahead, sir.

Mr. Haas. It is quite possible that under the provisions of this
bill, commercial business not entitled to bank credits on its single-
named note might not be able to get accommodation on good market-
able securities, if its depository bank had already reached the limit
of Federal loans as provided by this bill.

I have in mind. Senator, in our city, a very large substantial bank
or banks. They are members of the Federal reserve system really as
a patriotic duty. They do not do & commercial business. They loan
on collateral practically entirely, and if there is a limit fixed on their
collateral loans by the Federal Reserve Board, and a customer of
their bank comes 1n and wants some money on good marketable col-
lateral and they-are up to their limit as fixed by the board, they
would be really subject to criticism from their board of directors
and their officers about belonging to the Federal reserve system.
They do not have commercial paper. I think one of them, with
total deposits of around a hundred million dollars, has about $1,000,-
000 in paper. They do not separate their classification of loans, but

'Y do know the nature of their business, and it is practically all col-
lateral business,

Senator Grass. That seems to be an exceptional case. TUpon the
official report of the extent of banking operations of the Federal
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reserve system, I gave the figures for the whole country, showing
that the member banks of the system at that time had eight and a
half billion dollurs of usable paper and were discounting to the
extent of less than half a billion.

Mr. Haas. Senator, probably the reason for that is that it is so
much more convenient——

Senator Grass (interposing). I am not talking about the reason
for not rediscounting; I am saying that according to this official
report there was an abundance of eligible paper, and in conversa-
tion with this very official night before last, he still insists that there
is an abundance of eligible paper generallyl'). )

Mr. Haas, Of course, there may be a bank here and there that
is not supplied with eligible paper, and that deficiency may arise
from various causes.

HSen?ator Frercuer. What percentage would you suggest, Mr,
ans

Mr. Haas, Beg pardon?

Senator FrLercurr. What percentage would you suggest?

Mr. Haas. Senator, I do not know, really. I think the bank must
govern its business according to its needs, as long as they are legiti-
mate needs and they are legitimate customers. These banks that
I have in mind, that is their legitimate business, and their customer
wants to borrow and he has good collateral, and they are in shape
to’loan it to him; they certainly want to make him the loan.

Now, take our case, a commercial bank of our nature, our own
securities and our own collateral loans will fluctuate with seasonal
requirements. If business is active, we have more customers’ notes
in the making that can be used at the Federal reserve bank. If
business is quiet, we do not have the making of those notes, and
naturally we have to use our money some way in order to get a rev-
enue out of it, and we make the investments that we can make at
that time, but those investments % down——

Senator Grass (interposing). Have you any reason to suppose
that the Federal Reserve Board would not administer the provisions
of the law with good banking judgment?

Mr. Haas. I have no reason to think that they——

Senator Grass (interposing). It is left within the discretion of
the board to make these adjustments.

Mr. Haas. Except that it does centralize authority. If it cen-
tralizes authority }) think it would be more in keeping with your
establishment of the Federal Reserve System with 12 banks in place
of n central bank, without doing a central bank business.

Scnator Grass. The Federal Reserve Board was .established here
at Washington expressly for the purpose of supervisory control of
the Federal reserve banking system. It is an altruistic board, no
member of which is permitted to have any banking interest what-
soever, and the theory was that it would be a board composed of
experienced, discerning, disinterested persons, who would administer
the banking system in a_practical and a fair way to all the member
banks of the system, and what I am asking now is, if you have any
reason to suppose, this matter being left to the discretion of the
Federal Reserve Board, that it would not fix a Fercentnge that would
enable every bank within reason to operate in this particular matter?
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Mr. Haas. Senator, I have no reason, except this, that the Federal
Reserve Board is an appointive board, and the boards of the 12 Fed-
eral reserve banks are largely elective. Somehow, I lean to an
elective board, rather than to an appointive board for the regulation,

Now, I assume that when it says the Federal Reserve Board shall
fix o percentage of the maximum loan on collateral they mean not
in excess of a hundred per cent. I may be wrong. There is nothing
in there to give me a cue about that. I may be wrong, but I am as-
suming that it is a hundred per cent that they may loan on col-
lateral, and that in a number of banks that X know about, it would
be a very unfortunate thing. .

Senator Grass. Would if not be a very unfortunate thing for the
depositors in some banks if the hundred per cent should be exceeded ¥

Mr. Haas. Well, I would not say any well-managed bank, Sen-
ator, that it would be—

Senator Grass (interposing). Oh.

Mr. Haas. Any difficulty.

Senator Grass. Have you come to the conclusion that all banks are
well managed ?

Senator Burkiey. I think it is perfectly clear that that is not
limited to a hundred per cent. In fact, in one draft of the bill
that we had, some words were in there that I think should have
stayed to make that clear.

Mr. Haas. What was it in there for?

Senator BuLkLey. Simply put in there whether a hundred per cent
or more, whether more or less than than a hundred per cent.

Mr. Haas. More or less?

Senator BuLKLEY. Yes.

Mr. Haas, Well, if it were more or less——

Senator Grass (interposing). These words were stricken out be-
cause we assumed that is what was meant.

Senator BuLkrey. I think it is meant, but I think you wrote those
words in there to make it clear. Mr. Haas has developed my thought
for me by misunderstanding it again.

Mr. Haas. It says a percentage of the capital or surplus. You
naturally assume that it is restricted-—

Senator BuLkLey (interposing). I find a good many do assume
that, and that is the reason that those other words should be in
there, but it certainly is not the intent of the language to confine
it to a hundred per cent.

Lcjir:tHAAs- I have but very little more, Mr. Chairman, if I may
read it.

We believe that the ground work has been laid for an improve-
ment in business. )

Many large business concerns have mapped out plans for the
expenditure of large sums in the employment of labor and the
purchase of materials, but we sincerely believe that their plans
will be interrupted or held in abeyance should they be fearful of
legislation affecting their business adversely.

We believe that the enactment of this bill making sweeping
changes in the National Bank act; the Federal reserve act; concen-
trating additional powers in the Federal Reserve Board; and in the
Federal reserve banks, and the control provided for the adminis-
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tration of member banks, would be most harmful to the Federal
reserve system, member banks, and to business in general at this
particular time.

The CHamrdran. Is that all?

Mr. Haas. That is all

Senator Brooxmart. You mentioned something about some securi-
ties being restricted or reduced by this bill. Can you give us any
specific lines?

Mr. Haas. That is the part that we are going to delete, Senator,
the 15 and 25 per cent. It refers, as I understand it now, to one issue,
and not the entire holdings of the banks. I do not recall any other
section.

Senator Brooxmarr. You think that is a high enough percentage of
any one issue?

Mr. Haas. For one issue?

Senator Brooxmarr. Yes.

Mr. Haas. Well, in my banking experience I have not handled
anything quite as large as that. We are rather modest.

Senator BrooxHART, What I meant is. notwithstanding that cor-
rection in the meaning of it, you have still said in conclusion that it
is going to hamper certain business and employment of labor. You
did not say anything about the price of farm products, whether it
would reduce them any lower or not. I would like to know now
what these lines are that it is going to interfere with.

Mr, Haas. The lines of credit?

Senator BrookHART. Yes.

Mr. Haas. Senator, we tried to codify the Pennsylvania bank laws,
and we tried to make restriction in the Pennsylvania bank laws, and
we just could not get it over in Pennsylvania; we just could not do it.
We had some institutions that handled whole issues, and they said
they could not do it, and would not ride along.

Senator BroormART. Do you remember a particular line that was
developed because of that situation?

Mr. Haas. The line of business?

Senator BrooxiiarT. Yes .

Mr. Haas. In these particular cases they did handle them. They
handled them and sold them, and they are perfectly good securities.
The one I had in mind was a very excellent steel company. No rea-
son why they should not handle those securities. The public bought
them.

Senator BrooxmarT. And then they have depreciated like all other
securities since?

Mr. Haas. I suppose so. .
Senator Grass. Did you ever hear of a security that was not per-

fectly good, that somebody wanted to borrow money on it?

Mr. Haas, Yes; technically, Senator, I have seen a lot of them, but
we did not take them.

Senator Grass. Practically you have seen more than you have seen
technically : at least, some banks have.

Senator Brooxmart. We have had a good deal of evidence and
testimony that there has been an overdevelopment, not only in rail-
road equipment, but in manufacturing and other lines. That means
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that there have been a lot of issues put out that never ought to have
been put out.

Mr. Haass. Yes. . .

Senator BrooxHART. Don’t you think that is the situation?

Mr. Hass. Well, I can not imagine that any reputable house would
knowingly and willingly put out anything that did not have fair
prospects. Something might happen later on that would change the
picture, as it does happen. ) )

Senator BroOKHART. You as a banker advise your clients about
buying stocks and bonds from time to time, do you not?

Mr. Hass. Well, let me say this, Senator: Many times they come
in and ask you for your opinion, and they do not want your opinion
at all; they just want you to agree with them.

Senator Brooxnakr. And you agree with them, do you, as a mat-
ter of course?

Mr. Haas. I do not.

Senator Grass. Unhappily, some bankers do.

Mr. Haas. T do not.

Senator Broormarr. In 1929 you would advise the buying of those
stoc}:s? and bonds at those high prices, would you not, before the
panic

Mr. Hass. Senator, I do not know anyone that I advised at that
time to buy any securities.

Senator Brooxmarr. Did you warn them that a panic was ahead
and that they were overinfiated?

Mr. Haas. I did not say on such and such a day there was going
to be a panic or anything of that sort.

Senator BrooxmarT. Well, you did not say there would be at any
time, did you?

Mr. Haas. But there are a lot of people that we advised to lighten
their loads. -

Senator Brooxmarr. You know that everything practically was
overinflated at that time, do you not—or did you see that?

Mr. Haas. There are enough statistical services that pointed that
out, but you know the—

Senator Brookuart (interposing). Most of the statistical services
said that we had reached a new economic era, a new economic level,
and most of the financial experts sized it up that way, did they not{

Mr. Haas. Yes; they said with our Federal reserve system we were
never going to allow a panic like we had before.

Senator Grass. Well, you never have?

Mr. Hass. No money panic.

Senator Grass. Oh, well, then. The reserve system did not under-
take to guarantee good bank management to prevent the failure of
banks that engaged in wild speculation.

Senator Brooxrarr. Wasn't this enormous inflation due to the
advice of the banks and investment companies for the marketing of
those inflated securities? °

Mr. Haass. I would not want to say, Senator. I would not want
to go on record as making that statement.

Senator BrooxsAnrT. You do not want the banks hei
share of the blame, then, for that? ant the banks to take therr
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Mr. Haas. T think anybody who made a mistake ought to take a
share of the blame, but I would not want to make a broad statement
of that kind.

Senator Brooxmart. Further, are not those values still inflated?
Are they not still too high?

Mr. Haas. I do not want to be a prophet or the son of a prophet
and say what is going to happen to these securities.

Senator BrooxHart. If they are some 40 per cent above 1914 and
commodit?y prices are below, there is still something out of joint, is
there not

Mr. Haas. There is quite an economic question there that is quite
a difficult question to answer.

Senator Covzexs. Has that anything to do with this bill that we
have before us, Senator ¢

Senator Brooxzarr. I do not know whether it has or not, and I
do not kmow whether any of these questions have.

Mr. Haas. The suggestion has been made to me regarding page
48, section—oh, this is a different one. [After a pause:] Mr. Chair-
man, it hag been suggested to me that on line 18, page 30, of the
March reprint of the act, after the word “ securities ”” there be added,
“ of any one obligor.”

Senator Grass. What section ?

Mr. Haass. This is section 15, Senator, on page 36 of the March
issue, line 18.

The nmount of the securities so purchased—the amount of the securities
of any one obligor so purchased and held for its own account at any oue time
exceed 13 per cent of the amount of the capital.

The Crarorax. Mr. Haas, it is possible you have the older print.

Mr. Haass. I have; yes, sir.  In the latest print, it is line 153, page

86. . " .
Senator Frercuer., Line 13, after the word  securities,”  of any

one obligor.” . ] .
Mr. Haas. That is line 15, “ the amount of the securities of any

one obligor so purchased and held for its own account.” That is a
little more enlightening. .

Senator Grass. Well, that is what it means.

Senator Brooxirarr. If that is put in, do you still insist, as you
did in the conclusion of the statement, that it is going to restrict
busines: und injure the production and development?

Mr. Haas. The amount of any one obligor?

Senator BrookHsRT. Yes. . )
Mr. Haas. I have not given enough consideration, Senator, to

just how much they ought to loan. Personally, I want o keep pretty
close to shore on the amount that I would want to loan to any one
obligor. . .

Senator Grass. How can it deE;ess business, or have any effect
upon existing holdings, when the bill states expilcltly that hereafter
this may happen? ..

Mr. Hass. Speaking of the * one obligor *1

Senator Grass. No; not of the one obﬁgor.

Mr. Hass. Or of the whole bill?
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Senator Grass. You say this thing would depress business and
cause banks to unload their securities on the market at a loss. It
does not require that at all. It says, “ Hereafter.”

Mr. Haas, Where is that? o

Senator Grass. “ The business of purchasing and selling invest-
ment securities shall hereafter be limited to purchasing and selling
such securities.”

Senator Couzens. At the top of page 6, line 3.

Mr. Haas. What I have in mind is this: It says “hereafter.”
But a business is growing, and how are they going to regulate the
future volume of their business, by a new restriction, or by the old
system? If they are just a stationary

Senator Grass (interposing). If that bill becomes a law, they
regulate their banking activities by the requirements of this act.

My, ¥laas. If their business was stationary, and they had this ratio
all right, but their business probably is going to grow and develop;
I am speaking of collateral loans, now, Senator.

Senator Cotzixs. Is there any difficulty in dividing up the busi-
ness between different banking interests, i1f what you say would be
the case?

Mer, IHaas, No.

Senator Couzexs. Why is this such an obstacle?

Mr. Haas. I do not say it ix, Senator. I really haven’t any defi-
nite percentage in mind.

Senator Coczexs. That is what I understood you said, that this
bill was an obstacle. I do not see any objection, if business expands
in the future, to dividing up the business between several banking
institutions, and still live within the law.

Mr. Haas. I probably did not make myself clear on that. My
thought is this, that a bill of this kind that makes so many changes
in the bank act and in the Federal reserve act and shifts additional
f‘owers to the Federal Reserve Board and additional powers to the
Federal reserve bank and more detailed regulation of the Federal
bank, wounld be most unfortunate at a time like this, when business
is trying to get under way. There are certain plans, large plans,
of large organizations that are willing to spend considerable money
to endeavor to build up business, and start the wheels going.

Senator Brrnirey. Will you name some one plan as an example
that you think will be interfered with by this bill?

Mr. Haas. Well, I might say that certain lines would feel un-
certain about the future.

Senator BrrkLey. What one would be?

Mr. Hass. T might say the automotive business. I am just throw-
ing that up in the air.

Senator Cotzexs. That is where it is already.

Mr. Haas. I saw an editorial this morning in a Washington paper
which mentioned——

Senator Corzexs (interposing). Which said, “ Kill the bill.”

Mr. Haas. That the automotive industry had certain plans to
progress.

Senator Cotzexs. Yes; but X think that they are well within their
facilities, though.
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Senator Braine. I might say that there is always danger of quot-
ing an editorial from the Washington Post.

Mr. Haas. Yes; well, I was not initiated,

Senator Burkrey. Did that really make an impression on your
mind, Mr, Haas?

Mr. Haas. I read it, yes; but I had a report of the automotive
industry before that.

_ . Senator Burkrry. Will you tell us just how this would disturb
the automotive industry ¢

Mr. Haas. I think any industry that contemplates spending a lot
of money for development and trying to sell their product, would
want to see stable conditions.

Senator BuLkLEy. You do not think this bill tends toward stabiliz-
ing conditions?

Ir. Haas, I would not think right now, I think it disturbs them.
Vge havia had a terrific wallop over this period of the mental attitude
of people.

emﬂor Burxiey. You think any effort to avoid a recurrence of it
would be disheartening?

er. Haas. Noj; I would not say any effort to avoid a repetition
of it.

Senator Couzexs. What would you suggest to avoid it, then?

Mr. Haas. A repetition of—

Senator CouzENs. A repetition of what Senator Bulkley is talking
about. _If you do not want this, what do you suggest ?

Mr. Haas. I would say if we were given a rest for a while, it
would help a lot.

Senator Grass. Do nothing?

Mr. Haas. We have had the National Credit Corporation, which
temporarily had a very fine effect on the banks. It stopped bank
failures for a while, and then they started in again.

Senator Gore. Which do you refer to now, this voluntary———r0

Mr. Haas %interposing). The National Credit Corporation. That
was the 1st of October last.

Senator Gore. How long did it stop those suspensions?

Mr. Haas. I do not just recall, but immediately there was a reduc-
tion in the number of bank failures. I do not have the figures.

Senator Grass. I would be glad to have you point out any single,
solitary provision of the Federal reserve act as it exists in this bill,
that would discourage General Motors or any other industrial enter-

rise, or ar?' other commercial or agricultural enterprise from doing
usiness. 1 have had the conception that the Federal reserve act
as it exists, and particularly under this bill. as an adilendum to it,
offers every safe, and almost every conceivable, opportunity to busi-
ness. Business paper may be rediscounted without any limitation,

Mr. Haas. Well, perhaps people in a different period, where their
mind was more at ease and more at rest and had not gone through
an experience like they have gone through in the last couple of years,
might look at things more calmly.

enator GrLass, We want to avoid a repetition of that experience,
That is what we are trying to do.

Senator. Bargrey. When is the best time to treat a patient, when
he is sick, or wait till he gets well again?
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Mr. Haas, It all depends on whether you want to operate, or give
him medicine. L. )

Senator Barkvrey. Regardless of whether it is an operation, or
whether it is a medical treatment, you know that old couplet about
“YWhen the devil is sick he is a saint; and when the devil is well,
he is a devil.”

Mr. Haas. Noj; I had forgotten about that.

Senator Barxiey. If we wait until we get back to our prosperous
times, we will forget all about this, and we will not want to do any-
thing because it will put us back where we are now. So when do
we want to operate?

Mr. Haas. Well, I say it would be an ideal situation if we could
level the peaks of prosperity and fill up the valleys of depression,
but I do not know tﬁe saint that could do it.

Senator Grass. We are extending increased opportunities to busi-
ness here, and we authorize national banks to engage in all forms of
banking business and undertake all types of banking transactions
that under the laws of the State in which that bank is situated may
be permitted, that are not contrary to the existing laws. and I would
be obliged to you, Mr. Haas, before you conclude, if you would indi-
cate what provisions of this bill specifically or incidentally restrict
the operations of the Reconstruction Finance Corporation or of the
banks under the so-called Glass-Steagall bill.

Mr. Haas, What I have in mind, Senator, is this, that if there is
anything to depress the values of the assets of banks under their
present value we are going to have more trouble.

Senator GLass. Do you think that anything could possibly happen
that would disturb the situation any more than the tg.ings that have
ha.p_pe?ned and which we are now seeking to prevent happening
again :

Mr. Haas. Well, I should hope that they would not be as bad as
they have been, and with all the reconstruction propositions, and
rehabilitation of this, that, and the other thing, it certainly has iin-
proved the situation, and we have not had the bank failures. But
if somethlnghis going to depress the security market, the bonds of
ﬁa{xks, and the investments of banks, they are going to have to have

elp again.

Senator Burxrey. Do you suppose that it could be possible that
there would be a bank depositor in the United States that thinks
there is something wrong with banking practice and that something,
perhaps, should be done to correct it ?

Mr. Haas. Well, you have 48 States—48 different State laws. You
have the national bank act; Federal reserve act, for the national
banking business. I think to a large extent you have to know each
banker and the type of banker you are doing business with. If he
is a good banker you will have a good bank. If he is not a good
banker you will no have a good bank, no matter what your law is.

Senator Brooxmart. Do you think all of these banks that have
failed, the failures were due to the fact that the bankers were not
good bankers?

Mr. Haas. Well, now, I would not want to go on record on that.

Senator BuLkLEY, I certainly know lots of bankers that I regard
as good bankers and I am very much afraid of the state of mind of
their depositors to-day.

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



NATIONAL AND FEDERAL RESERVE BANKING SYSTEMS 75

Mr. Haas. I will say this, Senator, it is so much easier to run a
good bank than it is to run a poor bank.

Senator BrookHART. Is it not true that most of these banks have
failed because of economic conditions that were forced on them?

Mr. Haas. Many of them have in certain sections of the country
where they have had unusual conditions, like drought and crop fail-
ures, and things of that kind. .

Senator BrookHART. In the agricultural States, they said to the
banlkers, “ Lay off of farmers’ loans. They are not sound. They are
not liquid. Buy these long-time bonds.” About 5,000 banks were
closed with farmers’ frozen paper. And then they loaded up with
the long-time bonds, and then in 1929 they came along and they were
deflated more than the farmers’ paper, and now they are being closed
because they have got the bonds. .

Senator Couzexs. Are gou going to have any more witnesses this
afternoon, Mr. Chairman?

The Crmairyan. There will be another witness.

Senator Frercmer. How do you account for the fact that there
were only nine bank failures in Canada last year?

Senator Grass. Last year?

Senator FrerceERr. Last year.

Senator Grass. No; they have not had but one bank failure since
1914,

Senator Frercuer. I understand there were nine.

Mr. Haas. Their system is very flexible.

The CraimyaN. When one fails that means 500 fail, does it not, or
a thousand, or two thousand?

Senator Frercmer. Five of these paid the depositors in full, and
only four did not.

Mr. Haas. There have been no failures recently, Senator.

Senator BuLkrey, Mr. Haas, aside from the advisability of actin%
at this time, or the inadvisability of it, is there anything i this bil
that is unsound in itself?

Mr. Haas., Unsound theory? . .
Senator BuLkrey. Yes; is there anything in the bill that is affirm-

atively bad, leaving aside the question of whether it is wise to do
it now or some other time?

Mr. Haas. Well, I would say that there are certain provisions
as I have tried to outline here, in the bill that would be dgtrimentaf
of the interest of some of the member banks, because of the charac-
ter of their business.

Senator BuLkLEY. You mean the instance where you have a hun-
dred million dollar institution with a million dollars worth of redis-
countable paper? Is that the sort of example you meant

Mr. Haas. % do not think that I understand you.

Senator Burkrey. You gave an instance of a great institution.

Mr. Haas, Yes.

Senator Burkiey. Is that what you mean by your statement?

Mr. Hass. Take the collateral loans in our bank, if we have a2 com-
mercial demand for money. we are an active bank, we take care of
our commercial demand. That is our first job.

Senator BuLgLEY. Yes, sir.
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Mr. Haas. If we have money left over we have to use it in some
way to produce an income for the bank. ]

During this easy-money period, we could have increased the de-
posits of our bank millions of dollars, but we would not take the
money, because we could not do anything with it, they wanted a high
rate of interest, and we refused to pay it, and if we had taken it and

aid the rate of interest and put it into the kind of securities and
investments that would have enabled us to pay that rate of interest,
we would have lost a great deal of mone{.

Senator BUuLKLEY. at is there in this bill that makes that any
worse?

Mr. Haas. The collateral loans.

Senator BuLkLey. Do you mean the possibilit{ that they might re-
strict your percentage of collateral loans? Is that what you mean?

Mr. Haas. Yes.

.Selnn?tor Burkrey. The possibility that it might be restricted un-
wisely

Mr. Haas. Yes; that is right.

Senator Couzens. What would you say to Congress fixing the
amount instead of leaving it to the Federal Reserve Board ¢

Mr. Haas. I do not know whether you can fix it, Senator, under
any percentage or any yardstick. I think the bank has to regulate
its loans according to its business needs at that time. '

Senator Couzens. What is your experience over these three kinds
of periods that you just spoke of, bad times, fair times, and good
times? What does your experience indicate that the percentage of
deposits was investeg in security loans? :

Ir. Haas. Well, they have gone up when the commercial demand
was low, and there was an active demand for money on collateral.
On brokers’ loans we never lost a dollar.

Senator Couzexs. But what percentage of your loans?

Mr. Haas. I do not recall, Senator.

Senator Couzexs. Don’t you have an idea how far you went up at
any time?

Mr. Haas. Not just ofthand.

Senator Couzexs. You haven’t the slightest idea?

Mr. Haass. Oh, I have an idea, yes; but whatever I would give you
would simply be a guess.

Senator Couzexs. That is what I am asking you, to give us a guess
so that we could get some light on it.

Mr. Haas. I would say 10 per cent.

Senator Couzexs. Of your deposits?

. Mr. Haas. Of our gross deposits.

Senator Couzexs. Then during the demands for your customers,
how low would you go down, or would you wipe that out entirely?

Mr. Haas. No; we would not wipe them out entirely. It is nec-
essary to have some money that you can call and get quickly as a
secondary reserve in the shape ofy collateral loan, that you can im-
mediately call, that you do not have to wait for the maturity of an
obligation but can call immediately.

Senator GLA§3. Do you know of a panic we have ever had in this
country that did not result from the call system, call-loan system?
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Mr. Haas. You mean, Senator, that all of them have been caused
by call loans?

Senator Grass. Yes; in one way or another.

Mr. Haas. Well, I have not analyzed all of them just to see
whether that is the cause. I am wondering whether it is the cause or
the effect, Senator. Now, you take——

Senator Grass (interposing). Is it not a fixed system of the aver-
age bank to maintain what it calls its standard rate of discount,
never giving to the commerce or industry of the community the ad-
vantage that ought to ensue from easy money and easy credit, but
bundling it up—I think that was under the old system before the
adoption of the Federal reserve act—bundling it up and sending it
to the money centers to be loaned on call at a nominal rate of
interest ?

Mr. Haas. Well, of course, the corporation business or the private
business that has been sent to the money centers to be loaned on call
has taken care of itself by the clearing houses that have passed their
own particular rules,

Senator Grass. I am not talking about loans now for others; I
am talking abouf the banks themselves.

Mr. Haas. The clearing houses have themselves passed rules pro-
hibiting the members from making loans for account of others.

Senator Grass. Oh, yes; and may rescind them day after to-mor-
row for that matter, if we do not put a provision in the statute. But
I am not talking about loans for others; I am talking about the bank-
ing system itself. Generally, do not the banks of each community
have what they call their standard rate of interest from which they
are always reluctant to depart, no matter what the condition of the
money market is?

Mr. Haas. I will say that the customer of a bank gets a rate of
interest commensurate with the type of account which he carries.
Naturally, the customer that carries a very good balance in the bank
and you analyze his account find it profitable. He would expect the
very lowest rate which you could possibly give him.

Senator Grass. But what I am asking 1s: Do many banks give a
rate below their standard to the average borrower, no matter how
easy money is?

Mr. Haas. Well, Senator, many country banks, you know, have a
standard rate, and that is 6 per cent. .

Senator Grass. That is what I am saying—or more, I say “or
more.”

Mr. Haas. I am talking about Pennsylvania particularly. The
country bankers get generally 6 per cent. ]

Senator Frercuer. Is that the legal rate in Pennsylvania?

Mr. Haas. Yes; except by contract.

Senator Brooxmarr, How about city banks? Do they have a
standard rate, too? .

Mr. Haas. No. What I meant, Senator, in explaining that, is
that the rate is based on the character of the man’s account, the
amount of balance he carries, whether the account is profitable,
how mueh work you do for him. Take, for instance, one with a
large balance carried in a city bank. If you look at it and on the
face of it you might think that it is profitable; you would think that
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you could give that man a low rate for money; but when you analyze
that account you find that the activity of the account does not give
you any profit. You can not even pay him interest on his account.

Senator BrooxHuArT. There is a certain portion, though. of surplus
credit that you send to New York particularly, even from Phila-
delphia, is there not?

Mr. Haas. Yes, Senator.

Senator Brooxmart, From all over the country?

Mr. Haas. We have not had a New York loan for ages. e hap-

n to have one loan in Chicago, and that was simply because we

ad a customer there.

Senator Brooxnart. I mean to send to New York banks for re-
deposit.

Mr. Haas. We would not do that, Senator, just to carry balances
there and just to carry money there. We do that for the service
which they render us. For instance, we have many thousands of
coupons that are payable in New York, and we have to send them
to some one in New York.

Senator Brookirarr. You maintain a balance there all the time?

Mr. Hiss. We maintain a balance there? )

Senator BrooxHART. You get an interest on that?

Mr. Haas. Yes; according to the clearing-house rule.

Senator BrookHarT. What is that rate now?

Mr, Haas. One-half of 1 per cent.

Senator Brooxmarr. The banks out in our country, when they
have a surplus they charge a farmer 7 or 8 per cent and business 6 or
7 per cent. The eastern part of the State is lower than the rate
in the western part, but they send surpluses down to New York for
this one-half of 1 per cent 1n order to maintain that standard rate.
Is that not the pretty general custom over the country?

Mr. Haas. Well, I would hate to accuse them of doing that,
Senator, just to get a half of 1 per cent. I think they send it down
to have it available when they want it.

Senator Brooxmarr. Most of the time they have got a higher rate
than that, have they not?

Mr. Haas. In New York?
ffSeglator BroorHarT. Yes; since the Federal reserve act went into
effect.

Mr. Haas. Orver a long period of time now we have had a very low
rate. As a matter of fact, they were considering:

Senator Grass (interposing). Yes; but prior to the adoption of
the Federal reserve act the normal commercial rate was 2 per cent,
was it not?

Mr. Haas. Yes,

_ Senator Gore. Why do you pick on this one-half of 1 per cent
in New York? You say they do not pay any attention to the Vol-
stead Act there anyway.

_ Senator Brooxaarr. I made a comparison of it once, and I found
1t was 13} per cent for quite a long time after the Federal reserve act,
and I think it got up once to 214, which was the highest, I believe,
that they ever paid on that money. ’

Mr. Haas. Yes; I would say that is right.

Senator BrooxHarr. Since the panic it has gone back down to
this one-half of 1 per cent.
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Mr. Haas. Senator, I would not like to say that a bank out in your
State sends money to New York to get that half of 1 per cent.

Senator Brooxmart. Well, they had better get that than nothing,
had they not?

Mr. Haas. Oh, yes; rather than to—they would have to carry it
somewhere. They either carry it in some bank or cash.

Senator Brookmart. Would it not be better banking and better to
them if they would lower their interest rate at home down to where
people could afford to pay it and lend it at home?

Mr. Haas. That is a matter for them to work out.

Senator Brookmarr. Would not the whole banking system be
sounder if the interest rate were lowered all over the country so that
business could afford to pay it?

Mr. Haas. Senator, if you were starting with a clean slate, if we
were trying to have an ideal banking situation and we started with a
clean slate of no interest on any kind of deposits, then, of course, we
could have saved 38 to 50 per cent of the banks’ gross expense on
interest on deposits. Now, 1f we start with a clean slate, no interest
anywhere, neither State bank, national bank, or trust company pay
no interest, why, of course, we could afford to do business all along
the line on a lower basis of income.

Senator BrooxmHART. You mean by that you start by paying too
high an interest rate to a depositor and then vou collect off of the
public too high an interest rate to make it back?_ )

Mr. Hass. You have to govern the rate according to your business,
your cost. What is your cost? The cost of the banking business is
so much, and it takes from 38 to 50 per cent of your gross income to
pay the interest which the banks pay on their deposits.

enator BrookHART. I do not know that that is particularly ma-
terial to this bill, but I do think that interest rates charged by all the
banks and all the other lending companies are higher than the
American people can ever afforil to pay, Ligher than American pro-
duction can stand. .

Mr. Haas. Senator, I am just wondering——

Senator Grass (interposing). I am just going to say we are not
trying to restrict that in this bill. . )

Senator BrookHART. Noj; that is outside the hill.

Mr. Haass. Just on your point. Senator, I am just wondering
whether you make a distinction between short-time money and long-
time money? .

Senator Brookmart. I think it is all too high, short and long and
the whole business, except these particular situations we have just
described in the New York bank. They are low enough.

Senator BougLey. Mr. Haas, I would like to go back to something
we were talking about a_few minutes ago and sce if we can_under-
stand it a little better. See if I understand you correctly. I think
you said your bank was refusing considerable sums on deposit because
vou did not think it was wise to use the money on collateral loans at
this time and did not have any other use for it; is that right?

Mr. Hias. No. I would like to correct you on that. e did not
think we could handle it satisfactorily at a profit. In other words,
it was not permanent money.

Senator BoLELEY. Yes.
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Mr. Haas. We could not employ it satisfactorily at a profit. At
that particular time call money was 1 per cent.

Senator Gorpssoroteir. That was the rate of interest required?

Mr. Haas. It was higher than that., We would have to pay one-
half of 1 per cent for the services of lending that money; tﬁerefore,
we would have a loss. So why load yourself up with a lot of busi-
ness that is going to give you trouble and make you lose money?

Senator BuLkrey. You are assuming you are paying interest on
those deposits?

Mr. Haas. Yes. That is what they wanted.

Senator Gore. Where is this?

Mr. Haas, The First National Bank of Philadelphia. They were
lending the money.

The Cuamnax, If we are through, I will call the next witness.

Senator Grass. I would like to ask one more question and then
I will desist: Why do you think there should be a discrimination
against commercial loans which are restricted by the existing bank-
ing act and not authorize the Federal Reserve Board to determine
the volume of loans to any one person or concern on collateral
security? Why do you think collateral security should be favored
as against commercial ¢

Mr. Haass. Senator, I did not mean to cenvey the idea about the
collateral security in regard to one loan. I meant in the aggregate;
the aggregate amount of the banks’ loans on collateral, not to any
one person.

Senator Grass. I understand. You did not mean that. You had
a misinterpretation of the law.

The Cuawryax. The next witness is Doctor Edwards.

STATEMENT OF GEORGE W. EDWARDS, NEW YORK CITY

The Crammax. How long a statement do you care to make?
Have you a statement prepared ?

Mr. Epwarps. I have no statement prepared.

The Cmarryax. How long would you hike to take to present what
you have to present?

Mr. Epwarps. Less than half an hour.

The CaatryaN, Are ther any questions to be asked by the mem-
bers? You may proceed.

Mr. Epwarps. Mr. Chairman, I just thought in order to same time
I would like to express my opinion and answer some of the ques-
tions that were put this afternoon, with special reference to some
of the provisions of the act and the possible regrouping of some of
the provisions under certain special topies.
) Se?nator Burxrey. Excuse me. What is your banking connec-
tion?

Mr. Epwarps. I have no banking connection. I am prof
economics at the College of the Cit; of New York. professor of

First, on the point mentioned by Mr. Haas—the trend toward cen-
tralization of control in the act in reference to both the Federal
reserve banks and also the member banks—the bill provides that
the open market operatious of the reserve banks should be controlled
by a committee of which each district appoints one member. That
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is, section 10 on page 11, which really transfers the control from
each Federal reserve bank to the committee. And then a second
point, regarding the member banks already brought up to-day for
consideration: Section 3 on page 3 and scction 8 on page 9 take the
investment credit operations of each bank, each individual member
bank, and put it under the control of the Federal Reserve Board.
The question was asked, Would the board be in a better position to
know the investment credit operations or the extension of investment
credit by individual banks? I would express my personal opinion,
I doubt it. I believe the member banks are closer to the investment
credit situation than the board. Of course, I am only expressing
my own personal opinion on that point.

Senator Grass. With respect to your first proposition there:
What is your objection to the open-inarket committee established
by this act?

Mr. Epwarps. That this should rest really with the bank than
with a separate committee, becnuse certain districts have much larger
open-market operations than others.

Senator Brooxmarr. Would not that centralize the control more?

Mr. Epwarps. I mean the committee brings about——

Senator Brooxirarr. That comes from the banks. That decen-
tralizes.

Mr. Epwarps, At the present time each bank has its own open-
market policy.

Senator Grass. I am astonished at any such statement as that.
There is an open-market committee. . .

Mr. Epwarps. Yes; but I mean this really, in turn, gives cach
bank only one vote on the entire committee.

Senator Grass. Why should it have any more? . .

Mr. Epwanps. But should not each bank, Senator, if possible—

Senator Grass. What different operation does this statutory pro-
vision for an open-market committee have from the regulation now
in existence?

Mr. Epwarps. Would it not transfer more control from the banks,
from each individual bank, than at the present time, Senator?

Senator Grass. Why, no; of course not.

Mr. Epwarps. If that would not be the effect, I would not have
any objection to it. .. .

enator Grass. It is just enacting into statute law a regulation
that the Federal reserve system has now. o

Mr. Epwanps. If it does not lead to more centralization, there
would not be any objection to it, Senator. i

Senator Grass. You ought to be sure it does lead to more centrali-
zation before you criticize it. Have you read that [offering copy of
Part I of the hearings] ? .

Mr. Epwarps. I have seen the act; yes, Senator. That is not as
important as the centralization of shifting investment credits from
the individual banks to the board. I think that, really, is possibly
more important. Answering your question before—

Senator Grass. I did not address myself to that phase of yonur ob-
jection. I wanted to take the thing in order. You object to the
open-market committee that we provide here, which is simply a trans-
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fer to statutory requirement. TUnrder the existing regulation of the
board they have an open-market committee.

Mr. Epwarps. Yes.

Senator Griss. One member of which is selected by each Fed-
eral reserve bank, . .

Mr. Epwaros. May I ask you a question, just for my own infor-
mation? What is the purpose of the committee as compared with
the present committee{

Senator Grass. It is exactly the same. It is just simply to legal-
ize the thing. In other words, we are putting into the statute here
practically an existing process. )

Mr. Epwanrps. Then, of course, there would not be any objection
to that.

Senator Grass. I did not think there would be any. I thought it
would develop what objection you had. Now, as to the member
bank proposition, of course, there is a disagreement about that.

Mr. Epwarps. That point was raised this afternoon—the question
of credit policy, and would it intensify deflation. I believe it would.

Senator Grass. Why would it; for example, if the Federal Re-
serve Board would put no limitation upon the volume of security
loans that a member bank might make ¢

Mr. Epwarps. Because some of the security loans might be used
for a productive purpose and not for speculation.

Senator GLrass. I say, suppose the Federal Reserve Board should
ut no limitation on it. That is a permissive provision of the bill,
t says the Federal Reserve Board may do this. Suppose it should

not do it. How would it be restricted? And suppose it would put
the limitation at a point where it would never be abused. How
would there be any deflation?

Mr. Epwarps. There would not be with that interpretation. But
there are certain sections that I believe. Senator, would lead to the
deflation at the present time. I am referring to some of the indi-
vidual provisions. .

Ser;ntor Gurass. Just point them out and state whether they do
or not.

Mr. Epwaros, Section 11, page 23,

Senator Grass. I am very familiar with that section. I have been
dreaming about that for the last 10 years.

Mr. Epwagrps. I still believe, Senator, there is a distinction which
could be drawn; but would not the effect of that, Senator—that
section 11 be to check Federal financing?

_Senator Grass. Not the least bit in the world. Let me ask you
right on that point, to show, as I conceive, the inconsistency of some
of the critics of this bill: Are you in favor of retiring at one fell
swoop all of the national bank speculation ? ©

Mr. Epwarps. No. Youn mean at one time?

Senator Grass. Yes. Do you think that would have an adverse
effect upon Government securities, upon United States bonds?

Mr. Epwarps. That would not; no.

Senator Grass. Why not?

Mr. Epwanps. Because you would issue other notes in its place,
probably.
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Senator Grass. You could issue an interminable number, just as
many bonds as Congress authorizes or certificates of indebtedness
as the Treasury may care to issue, despite anything in this bill.
The point you are trying to make now is that if the brokers are
denied the right to get unlimited access to the Federal reserve bank
on 15-day paper for their uses, that that would impair United States
securities. Is not that the point you are making?

Mr. Epwarps. No; I would not make that point. That is not what
I want to make.

Senator Griss. How would it impair Federal financing?

Mr. Epwarps. In the first place, on the question of brokers, I find
myself in sympathy with any provision in that act.

Senator Grass. Everybody is in sympathy with it, but nobody
wants to do anything to stop it.

Mr. Epwanps. I believe, though, certain provisions could possibly
be changed. One way to attain your ideal, which certainly is neces-
sary, is the checking of speculation.

Senator Grass. I am interested to know right now, at this point,
in_what way will that section 11 interfere with Federal financing?

Mr. Epwarps. I would say, Senator, in this way: That particu-
lar provision adds a penalty of 1 per cent on the advances supported
by Gnited States Government securities.

Senator Grass. Not necessarily.

Mr. Epwarps. Is that the intent of that clause, Senator?

Senator Grass. Go ahead with that proposition.

Mr. Epwaros. Therefore, the banks would be that much discour-
aged from buying securities, buying Government securities, because
they can not use them as freely as they can at present, because of
the high penalty. ) .

Senator Grass. Would not that be true in the case of the retire-
ment of nearly $800,000.000 of national bank circulation? They
could not use United States bonds for speculative purposes?

Mr. Epwarps, Is that practical, though—the retiring of the na-
tional currency?

Senator Grass. Let us ask the Secretary of the Treasury. He has
five times recommended it to Congress. ) o

Mr. Epwarps. But your banks do not want to give up their rights.

Senator Grass. What? ) .

Mr. Epwarps. The national banks would not give up the right.

Senator Grass. They would have to give it up if the Secreiary of
the Treasury retires the national bank circulation. Why would not
they?

Mr. Epwarps. I mean without—

Senator Grass. I am asking you if, as a matter of fact. we should
withdraw national bank circulation based upon United States bonds,
would that have any effect upon the market? )

Mr. Epwarps. For United States Government bonds? I believe
it would.

Senator Grass. That has been recommended by the very gentle-
men who inspire this objection here to this proposition.

Mr, Epwarps. I believe the retirements would have the very same
effect. This particular clause would in that way by that much
restrict the market for United States Government bonds.

Senator Grass. Go ahead.
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Mr. Epwarps. Answering your question about the circulation
privilege: That gives the Federal bonds that much more market.

Senator Grass. Of course, I know that. That is the reason I am
asking you if the withdrawal of the privilege would not affect
Federal financing,.

Mr. Epwarps. My answer is yes, Senator; by all means. I also
had down the section 15, which was reinterpreted. )

Senator Grass. Is that your only objection to section 11—the 1
per cent penalty?

Mr. Epwarps. I have a second interpretation, Senator.

Senator Grass. Right on that point, before you leave it, I want
to call your attention to the fact that in the existing law the Federal
reserve bank is authorized, subject to review by the Federal Reserve
Board, to make that rate of discount anything it pleases. Would
not that tremendous power rather impair Federal financing?

Mr. Epwaros. I would not like to see the board have the power.

Senator Grass. Well, it has it, and it has had it ever since that
provision of the law was enacted. The Federal reserve bank, sub-
ject to review and determination of the Federal Reserve Board,
has the right now, under existing law, and it has had it for 16
years, to determine the rate of rediscount for 13-day paper sustained
by F%deral reserve securities. That is a tremendous power, is
it not

Mr. Epwarps. Yes. I did not understand first your statement. I
will change my answer.

On section 15, page 36, that point was cleared up to-day. It does
not refer to the total securities.

Senator Grass. That is cleared up.

Mr. Epwarps. Senator, if it does refer to individual security, I
believe that percentage is far too high. I mean, if the interpretation
of that particular clause means that a bank can put 13 per cent of
its capital and 25 per cent of its surplus in one issue——

Senator Grass. You think that ought to further deflate it?

Mr. Epwarps. That is not deflation, Senator. I would not call it
deflation. I am serious in that point. I would call that

Senator Grass. A safeguard?

Mr. Epwaros. Allowing them to have——

Senator Grass. You would call that a safeguard?

Mr. Epwaeps. I would call that permitting them to put too many
of their eggs in one basket. :

A third point: Section

Senator Braine. You might elaborate that proposition that the
percentage for these individual finances is too great.

Mr. Epwarps. If it refers to the amount of securities, the amount
of funds which a bank could put in one issue, that percentage would
certainly be too high.

Senator Grass. You think it is too high?

Mr. Epwarps. If you could so interpret it as to refer to one par-
ticular issue.

Senator Grass, Are you aware of this fact: That in the answers to
our interrogatories, our questionnaires sent out, it developed that
many of the banks are loaning immensely higher than this restric-
tive provision? -
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Mr. Epwarps. That is certainly an error.

Senator Grass, That you think is too high?

Mr. Epwarbps. It is certainly an error.

Senator Grass, They are committing a lot of errors, and a lot
of banks are committing them, too.

Mr. Epwarps. If you take the restrictions laid down by some of
the States and the amount which they can lend to any one borrower,
the restrictions are far below even 50 or 25 per cent. That is merely
a side comment. It was just the interpretation referring to the
one issue. .

Senator Grass. We want it as one of your main comments, because
it is peculiar. Everybody else says that we are too restrictive, and
now you say we are not restrictive enough.

Mr, Edwards. Not if it refers to one issue, Senator.

Senator BrooxHarr. Is not 10 per cent about the usual limit in
one issue in the State laws?

Mr. Epwarps. There are some exceptions in the case of local issues.
That is, if it is the holding of a bond of a city within that State,
they sometimes make an exception.

Senator BrookrarT, But this is about 15 per cent and even 25 per
cent of the surplus. That is too high.

Mr. Epwaros. Too high. That is it.

Senator BrooxHART. I am inclined to agree with you on that
myself.

The Cuarrmax. Proceed. We want to close here at about 5
o’clock.

Mr. Epwaros. The third point is section 26, page 49, referring to
national banks, repeals many of the exceptions to section 5200 of
the national banks act.

Senator BLaixe. You have a different citation. I do not see any
repealing provision in 49.

Mr. Epwarps. Section 26, the bottom of page 49. That, I believe,
might be interpreted by the ¥ederal Reserve Board and a ruling
made. It might discriminate against agricultural loans.

Senator BroosHART. Are there any of those now? Can a farmer
get a loan anywhere now that you know of?

Mr. Epwarps. I believe under the exceptions of section 5200 at
the present time he does.

Senator Bargrey. Theoretically?

Mr. Epwarps. I belicve probably in practice he is receiving credit.

Sde_lgator BroorHART. My understanding is he can not get any
credit.

Senator Grass. Do you think the national banks are loaning in
large measure to farmers?

Mr. Epwarps. Speaking of the banks themselves, Senator, fully
and certainly they are not.

Senator Grass. What is the section you are referring to?

Mr. Epwarps. Section 26, Senator, page 49.

Senator Brooxmarr. The bottom of page 49.

Senator Braixe., There is nothing in section 5200 of the Revised
Statutes that would permit you to construe it.

Mr. Epwarps. I would say it may possibly. It would probably
depend on the Federal Reserve Board. I mean, it is one of the pos-
sible trends for deflation,
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Senator BrooxmarT. I can not see where it restricts farmers’
credit compared with what he is getting now, because he is not
getting 10 per cent, or 1 per cent, or one hundredth. .

Mr. Epwarps. Section 510 exempts certain types of borrowing
under the 10 per cent provision. .

Senator Brooxmarr. It says they may not lend in excess of 10
per centum of the capital. .

Senator Grass. That is the old question of collateral security.
That does not relate to commodity supplies. It relates to collateral
securities, which has a very definite meaning in banking parlance.

" The CEAmMAN. And which has been the practice for a long, long
ime.

Senator Grass. Yes; certainly,

Mr. Epwarps. Then, going back to section 13, page 28—

Senator Braine., Which paragraph? PamgrapTl A and (2) and
(3% under Bt

enator Grass. Is that the reserve section of your bill?

Mr. Epwarps. Yes; the reserve section.

Senator Grass. Very well.

Mr. Epwarps. That raises the reserve question again. I just raise
the thought whether or not that particular section would bear down
heavily on the country banks because of their large amount of time
deposits, and, possibly, true savings deposits as against the time
deposits as it would in the case of city banks. My personal opinion
is that the first draft of the act, which drew a distinction between
time deposits and savings accounts, was one of the most important
sections in the first draft, .

Senator Grass. But we are talking about this draft.

Mr. Eowarps. Coming back, if you take this section, I believe that
would hit the country banks and part of it would hit the city banks.
Also, as an effect on deflation, you mention, Senator, that it would
lead to the increase of nearly $70,000,000 a year.

Senator Grass. Those were our figures, I think, were they not?

The Cratryax. Let us get in the record the percentages gradually.
We z?lre talking about sums of money here. YWhat 1s it the first
year

My, Epwanps. Even at $70,000,000 a year it would.

Senator Grass. The figure should be at the rate of four-fifths of
1 per cent.

I’}.‘he Cramarax. Let us get this in the record. At the rate of four-
fifths of 1 per cent the first year. )

Mr. Epwarns. Of course, the calculations may differ. The caleu-
lation that I made was a total of $650,000,000 over a 5-year period.
Of course, I may have made a broad interpretation. I think it was
$130,000,000 a year. That would, of course, result, that could only
be attained by liquidation of both commercial and investment loans
to meet those high requirements.

Senator Grass. The increase would be met by the discounting, of
course.

Mr. Epwarns. May I make one last point and hurry along?

The Cramryax. Go ahead. L

Mr. Epwanrps. The act does legislate against Investment credit in
section 11, page 25, and in section 14, page 33.
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There is one more point there I would like to bring out. Tn sec-
tion 14, page 33, the investments of national banks are limited to
legal investments. I do not like to express a doubt on the value of
limiting investments to legal investments. There is no doubt that
there must be protection for savings, but whether it is wise to limit
it to legals, I doubt, because limiting investments to legals tends to
create a nonoflicial market for those particular bonds and tends to
raise their price, at times, beyond their true value, as mentioned
this morning,

Senator Brooxiart. What are the legals and what are nonlegals
that you refer to? What do you mean by those terms?

Mr. Epwaros. In most States the savings banks can put their
funds only in certain types of investments.

Senator Brooxmarr. That is, you do not want to limit this in-
vestment to what is authorized by State laws?

Mr. Epwarps. Yes. X wonder if there could not be a better sys-
tem; thai that provision could not be improved.

Senator BrookHART. You would have to define the limit accord-
ing to State laws.

Mr. Epwarps. Yes. Could not it be better defined?

Senator BrooxHarT. The {)urpose of this, I take it, was to make
the national bank system as liberal and equal with the State system
as possible.

AMr. Epwarps, That is framed in accordance with that policy. It

may be a bad poliq{'.

S};nator Grass. You want to malke it more liberal ¢

Mr. Evwarps. I think possibly sometimes less liberal.

Senator Griss. Where would you lodge the discretion? Would
you state it in the law or would you lodge it altogether in the indi-
vidual bank?

Mr. Epwarps. No. That discretion, of course, should be lodged in
Congress, not in the board.

Just one last point. Senator: Many of the provisions of the act,
as the Senator described this morning, legislate against investment
credit. I would like to suggest the distinction should be drawn be-
tween investment credit used for speculation and investment credit
used for productive purposes.

Senator Grass. That is what we have tried to do.

Mr. Epwarps. Would not you say that you could restrict the
amount ¢

Senator Grass. Investment credit, you know, is restricted and has
been for 18 years, since the acoption of the Federal reserve act.
The soundness of security is not the only thing about banking busi-
ness, you know, particularly about commercial banking business.

Mr. Epwarps. The soundness of commercial paper as well.

Senator Grass. I say the soundness of it is not the only thing.
The liquidity of it is a very vital consideration.

Mr. Epwaros. Senator—

Senator Grass. That being so, the original act provides that access
to the Federal reserve system should be denied to investment secu-
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rities. It has been there for 18 years, in section 13 of the act.
[Reading:]

And the Federal Reserve Bourd may make advances to its member banks on
paper defined as eligible by the Federal Reserve Board for collateral, com-
mercinl, and industrial purposes.

That is the aflirmative statement. Then, the negative statement
is that [reading]—

Such definition shall not include notes, drafts, or bills covering merely in-
vestments issued or drawn for the purpose of carrying or trading in stocks,
bonds, or other investment securlties except bonds of the United States.

That has been there for 18 years. Would you amend that? It is
true we were told this morning that it had been practically a dead
letter; it had not been in force. That is why we are here now, and
that is why the country is in this condition now.

The Cuamryax, Are you throught

Mr. Epwarops. Yes.

The Crmamnyax. 1 think you said you felt the law would make in-
vestment credits difficult. Is not that the main trouble with this
country to-day—there has been too much of the money that should
be liquid that has gone into long-term investments?

Mr. Epwaros. 1 make a distinction, Senator, between investment
credit applied to speculative purposes and investment credit applied
to productive needs.

The CHarrorax. But are we not limited in permanent investments
to the earnings of our people throughout the year, and if we exceed
that we get frozen assets?

Mr. Epwarps. Yes.

The Cuarmraray. And is not that the trouble with us, or one of the
troubles with us?

Mr. Epwarps. An excess of credit applied to speculative purposes.

The Cnairyax. But is there not also an excess of funds applied to
long-term seccurities that have become frozen so that commercial
credits and little loans that the average borrower could get are not
available any more?

Mr. Epwarns. Banking houses have gone into long-term bonds and
the like of them.

Senator Grass. Exactly. The claim that has been made to us most
persistently is that stock exchange credits are infinitely more liquid
than credits for productive purposes.

The Cmamyax. I want Doctor Edwards’s view on that. He is
applqaring here as an expert, connected with and representing banks’
credits.

Mr. Epwanvs. I am not representing a banking group.

The Cramyan. You were brought here by them?

Mr, Epwarps. Yes.

The Cramrytax. They testify you have been representing them.

Mr. Epwarps. I have not.

Senator Grass. I supposed he was representing the American
Bankers Association.

Mr. Epwarns. I would like to draw a distinction there. X deny
the claim of being an expert and also representing the American
Banking Association. I just would like to express, merely as a
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student of banking, the one theory that I believe, that the act in that
particular respect, of checking the amount of investment credit
would, I believe, check business revival.

The Cramax. At the same time our difficulty is due to too much
of it. But you think if we do not have some more of it, we will go
still deeper

Mr. Iipwarps. I want to draw a distinction there. Here is the
difference I would like to male.between long-term credit applied to
a purely speculative purpose and that apphed to a productive pur-
pose: A speculative purpose is one trying to make a profit out of a
rise in the value of some commodity or in the value of a security.
Certainly Federal reserve credit should not be used for that purpose.

The Cuamsian, Certainly. We agree with you on that.
19ggnator Grass. It was used chiefly for that purpose in 1928 and

The Cuarryrax. That is what we are trying to prevent. But even
going into the more legitimate lines of investment credit, leaving out
zeculation, can you even get too much of it, then—too much of your

nds going into these long-term securities {

Mr. Epwarps. Yes.

The Comamman. And brinF on a frozen condition, bring on the
very thing we have got now

Mr. Epwarps. It certainly can if you have too much of it.

The Crairaran. You do not think we have too much of it?

Mr. Epwarps. We have had too much of it, unquestionably.

The Cramaan. You think we ought to have some more?

Mr, Epwanrps. For investment credit for productive purposes,
I would say yes.

The CHamaan. To produce what? More automobiles or more
gasoline stations or more wheat?

Mr. Epwanrps, At the present time to produce more goods.

The CHAmwaN. That can not be sold?

Mr. Epwarps, That could be sold.

The CHATRMAN. Name some of them.

Mr. Epwanps. If the buying power were there.

The Cmairyran. Yes; but what goods?

Mr. Epwarns, We need at the present time more credit.

The Caamyan., Well, you say for the production of more goods?

Mr. Epwarps. Yes.

The CramaaN. What goods have you in mind?

Mr. Epwaros. Those lines that have an insufficient supply.

The Cuamaran. There may be such lines. I have not found them.

Mr. Epwarps. But there are such lines. May I make a little illus-
tration just to prove it?

The CuamaraN, I wanted to %et your opinion on that. We are
anxious to get that. ¥We admit there is room for many views here.

Ld.fr.?EDWARDS. May I illustrate that one point of investment
credit

The CramrdtaN. Certainly.

Mr. Epwarps. Here is 2 small business man that either can not get
credit at the present time or not sufficient credit. He holds securi-
ties. He is dealing in a business that does not produce a commodity.
He is dealing in service, H'e can use his securities to obtain a loan
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for a business purpose, and I believe it would injure that type of
lender. e .

The CHaMAN. You mean what would injure, what provision in
this bill ¢

Mr. Epwarps. The general trend of the act would check the
amount of credit on investment securities. .

The CHamyaN. There may be such an individual. I have been
trying to get in touch with business men. I am wondering whether
1 per cent of the business men are carrying these securities.

Senator BurkrEY. What o?peration have you in mind that would
have to be financed that way? . ) o

Mr. Epwarps. Suppose you have a line that is not dealing in
commodities or is not dealing in finished goods.

Senator BuLgrey. Dealing in what, for instance?

Mr. Epwarps. Let us take a firm, an architectural firm, to_give
you one illustration, that does not deal in any commodity. It is,
possibly, a surveying company. It wants to raise money. It can
notdget its own credit. It has to put up stocks and bonds to receive
credit.

Senator Burxrey. What is to prevent it?

Mr. Epwarps. I would say the general trend of the act is to limit
the amount of that credit which can be extended.

Senator BuLkLEY. You mean that they want to borrow more than
10 per cent of the capital and surplus of the bank?

Mr. Eowanps. No. The individual borrower would get no credit
whatsoever if he could not offer an investment security.

Scnator BurkLey. I do not quite see what this bill does to him,
how it makes it any worse.

Mr. Epwarps. It tends to restrict the amount of credit which can
be loaned on investment security.

Senator Braixe. Let me see if I understand you. You maintain,
Doctor Edwards, that before you can start business, start activities,
you must have a rise in the value of stocks and bonds at low divi-
dends? Is that your theory?

Mr. Epwarps. That would be the result.

Senator Braine. And that you have to have that before business
can start?

" Mr. Epwarps. It needs more credit.

Senator Bramxe. I just wanted to get that. That is your theory?

Mr. Epwarps. Yes.

Senator Braixe. There are a great many economists, of course,
who hold to that proposition, and also that in developing new busi-
ness it is essential to provide for credit. Is that your theory?

Mr. Epowaros. Yes; and also do it through investment credit ap-
plied for a productive purpose—I mean the act really accepts the
assumption that all classes of investment credit are bad. I believe
there are—

Senator BuLkreyr. Where did you find that all classes of invest-
ment are bad ?

Mr. Epwarps. Because the act tends to restrict the amount of in-
vestment credit that the hanks wounld lend.

Senator BuLkrry. If it is bad, would not the act prohibit it?

Mur. Epwarps. I do not believe all classes are bad.
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Senator BurLrrey. The act does not presume it, either, and could
only restrict the amount.

Mr. Epwarps. It does not restrict the amount.

b Senator Buukrey. Certainly it does, no matter how good it may

8.

. Mr. Epwaros, Are you not hitting both the production uses of
investment credit and the purely speculative uses?

Senator BuLkLeY. Aren’t you going to refuse to distinguish be-
tween what is liquid and payable in a short term, sir, and what
is frozen?

Mr. Epwaros. I am distinguishing between investment credit used
for speculative purposes, where no wealth is produced, where you
simply are turning over commodity values and society does not gain
from it, and investment credit which can be applied to productive
uses. As a matter of fact, that is the system under which we live
at the present time.

Senator BrooxHART. You are going to prohibit credit for specula-
tive purposes?

Mr. Epwarps. Absolutely.

Senator Brooxnarr. And use it for productive purposes?

Mr. Epwarps. Yes.

Senator Grass. But if it is a class of credit you can not realize on,
that is' unliquid, if you choke up a Federal reserve bank with that
nature of credit, you circumscribe, you curtail its ability to respond
gromptly and adequately to the current requirements of commerce.

s not that so?

Mr. Epwarps. I would say that that depends on how you define
liquidity. If you mean liquidity means marketability, I would say
no.

"Senator Brooxsart. You want to prohibit speculative liquidity
as well as speculative freezing, do you?

Mr. Epwarps. No; but I believe this: I believe that we have to
regard actual fact to-day. I mean we are living in a banking system
where the banks extend both investment and commercial credit.
That is the situation which was developed especially in the last
10 years.

This morning the Senator mentioned the fact that the committee
10 years ago—I mean in 1920—was considering the fact of this
trend. I believe had the Congress at that time taken action to
prevent that trend—from 1913 until that time—they could have
effected that result. Whether it was for good or bad, I do not know.
I believe if the act was passed to-day, the checking of that trend
of investment credit woulrzl intensify deflation.

Senator Grass. There is no check upon investment credit. We
have in this country an investment banking system, the president of
which was before us this morning. Anybody is at liberty to organ-
ize all the investment banks that he wants to organize.

Mr. Epwagrps. But, Senator the investment dealer—I am not
speaking of affiliates; I am speaking of the investment dealer who
in the coming months must supply the country with investment
credit. He needs a certain amount of assistance from the commer-
cial banks at the present time. .

Senator Brarxe. Well, reducing your propositions to terms which
I may better nnderstand than I do these other theories, you feel that
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it is essential to have some element of inflation, whether in the credit
system or in the monetary system?

Mr. Epwaros. I would again draw a distinction between produc-
tion and nonproduction inflation. YWhere you apply that money-—-

Senator BrLaiNe. I recognize the distinction you make.

Mr. Epwarps. Where you apfly that money for purely specula-
tive needs, where you are simply giving credit for the purpose of
raising security values, certainly, no. Where you appl{ credit
to-day for production purposes, to get people back to work, I can
not see any harm in it. I believe we need it.

Senator Grass. Are not agricultural and commercial and industrial
activities productive of anything?

Mr. Epwarps. Yes.

Senator Grass. They have free access to the Federal reserve bank-
ing system.

Mr. Epwarps. But, Senator, those industries to-day need invest-
ment credit as well as commercial credit.

The Cramman. Do they need to enlarge their plants or do they
need some money for operating expense, or do they need some custo-
mers to buy the goods?

Mr. Epwarps. All three.

The CrarrmaN. The testimony we have had in this hearing is that
nearly every industry is overbuilt. The American milling industry
is overbuilt so that only half of it optf,rates; the railroads do not get
enough business to keep going, and ships do not; hotels are not full;
and apartment houses are not full. We produce all the agricultural
products the country can use and then some. Where is it that we
need to expand?

Mr. Epwarps. We do not need to at the present time. As you
know, in the banking situation, many of our corporations to-day
need long-term and not short-term credit.

The CHaRMAN. For expansive purposes, to enlarge their plants?

Mr. Epwaros. Noj to start industry. This is the point——

Senator Braine. Let me say in that connection that that is the
complaint I received from industry respecting the Reconstruction
Finance Corporation,

Mr. Epwarps. May I just bring out one last point, sir? I think
you have to realize that to-day our system of financing, especially in
the last decade, has changed. Where even 10 years ago we financed
through commerecial credit, industry to-day finances through invest-
ment credit; and I do not believe the act recognizes that change.

Senator BrookHART. Is it not a fact in this situation we have
underconsumption quite as much as or more than overproduction$?
with seven or eight million men unemployed, they can not buy any-
thing. Twelve million farmers are at the verge of bankruptcy,
with not enough to pay their interest and taxes. They can not buy.

Senator Grass. The Farm Loan Board are feeding them. They
do not have to buy.

Senator BrooxmArT. The Farm Loan Board is feeding I do not
know who. They are not feeding any farmers; I know that. Is
not thq trouble that before we can increase this production we have
got to increase the buying power of these people?

Mr. Epwaros. Yes, sir.

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



NATIONAL AND FEDERAL RESERVE BANKING SYSTEMS 93

Senator Brooxmart. So far as the farmers are concerned, they
have got to have 8 or 10 years before they can buy what they ought
to buy. Is not that true?

Mr. Epwarps. That result may follow.

Senator Brookmart. Yes; and so far as these laborers are con-
cerned, they have got to have a job before they can buy anything,
is not that true?

Mr. Epwarps. That is the first consideration.

Senator Brooxuarr. If private business can not start in enter-
prises to do that, has not public business got to do it?

Mr. Epwarps. I believe private business could, Senator, if it
received enough long-term credit.

Senator Brookmarr. But it had the full say-so and the full
credit of the country and the control of it and everything else; and
they led us into this and then they come down to Congress and ask
for $2,000,000,000 to start it up again.

The CHarraraN. And enforce it.

Senator Brookaarr. Yes; and that does not appear to be enough
to enforce it.

Senator Braine. I wanted to get to this proposition which the
witness has suggested and it may be a very practical thing: Have
you any suggestion by which the committee could distinguish be-
tween the two types of investments which you differentiate in, in
& law—that is, a practical proposition ¢

Mr. Epwarps. I would say this, without being considered incon-
sistent in my remarks by the Federal Reserve Board: I would say it
could be put in the act and then so worded that the board can inter-
pret that particular provision the same as it does by its rulings.

Senator Grass. That would be centralization of power.

Mr. Epwaros. I made the remark before that would be merely
giving the board the powers it has at the present time to interpret
the Federal reserve act. .

Senator Grass. You want the board to have that centralization
power, but nobody else, is that the idea?

Mr. Epwarps. No. It is giving the same power they have already.

Senator Braine. Would you be kind enough to draft a provision
that would distinguish between the two types of investment?

Mr. Epwaros. I would be glad to. I think it is important.

Senator Brarxg. I think it is a rather serious proposition.

" The CuatraaN. If there are no further questions, we will adjourn
until 10.30 to-morrow and meet in the Banking and éurrency room in
the Senate Office Building. . .

(YWhereupon, at 5.10 o’clock p. m., an adjournment was taken until
Thursday, March 24, 1932, at 10.80 o’clock a. m.)

111161—32—p1r 1—7
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OPERATION OF THE NATIONAL AND FEDERAL RESERVE
BANKING SYSTEMS

THURSDAY, MARCH 24, 1932

Uxrrep STATES SENATE,
Coarmrrree o8 BaNkiNg axp CURRENCY,
Washington, D, C.

The committee met at 10.30 o’clock a. m., pursuant to adjourn-
ment on yesterday, in its hearing room in the Senate Office Building,
Senator Peter Norbeck presiding.

Present : Senators Norgeck (chairman), Brookhart, Goldsborough,
Townsend, Walcott, Couzens, Fletcher, érlass, and Bulkley.

The Cmamaan. The committee will come to order. The first
witness will be Mr. Mills. Come around to the committee table
and take a seat opposite the commmittee reporter.

Mr, Mmis, All right, Mr. Chairman.

The Cramsran. We understood that you and Mr. Lord are here
fr011:1 ?Detroit, and that you two together will have an hour. Is that
right

Ir. Mmrs. That is correct, I believe,

The CrarMAN. Just go ahead and give your name, residence, and

business connection for the purpose of the record.

STATEMENT 0F WILSON W. MILLS, DETROIT, MICH., CHAIRMAN
OF THE BOARD OF DIRECTORS OF THE FIRST WAYNE NATIONAL
BANK OF DETROIT

The CHamrMAN. You may proceed if there are not any questions
at this time by members of the committee.

Mr. Muas. %Ir. Chairman and gentlemen of the committee, I have
not prepared a statement. I thought if it meets with your approval
1 should like to discuss generally a few sections of the bill, 5. 4115,
that do not to me at least appeal very much and which I think
would be very disadvantageous to banks, to the community, to busi-
ness, and in general to the country. What I shall have to say
does not apply to the entire bill at all, but will apply to various
portions of it. .

I think in the first place if it meets with your approval I should
like to discuss section 14, having to do with real estate and primarily
with mortgages. And in that connection if you will forgive me I
shall have to talk about our bank somewhat, because I think it is in
a somewhat unique position in that respect, and incidentally I know
more about it than I do about some others.

95
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This bill would limit the amount of real-estate mortgages that a
national bank or any member bank of the Federal reserve system
may hold to, in effect, 50 per cent of the time deposits. .

Our bank in Detroit is a consolidation of five or six banks which
has taken place over a period of several years. Detroit is some-
what different from New York and other cities in that mortgages in
Detroit, and in Michigan, I might add, are held by banks for the
most part and not by outside companies. Insurance companies and
others, for instance, do not have large Michigan real-estate mort-
gages, and the mortgage companies as a rule are rather small insti-
tutions.

Under the proposed bill our bank would be permitted to hold 50
ger cent of its time deposits in mortgages, or $146,000,000, our time

eposits being twice that amount. That would be the maximum
amount we could hold.

In so far as our mortgages, generally speaking, are concerned, I
am proud of them, because in Detroit some seven or eight years ago
they instituted a system of requiring amortization of mortgages
every year. Mortgages now are reduced by all Detroit banks; that
is, they are required to be reduced at the rate of 10 per cent a year
on the principal, or 214 per cent quarterly.

I will say that our motgages, by and large, are in good shape. Of
course, we have some foreclosures, there is no question about that;
but when a man has paid down a substantial amount of his mort-
gage, of course, that mortgage as it stands is still good ; and—-

enator BrooxuarT (interposing). Are those mortgages that you
hold on farm or city properties?

Mr. Mmis. We are a city bank and the mortgages that we hold
are largely city mortgages, on homes and improvements.

To show you our volume, I will say that we have over 53,000
mortgages, and that the average amount of each mortgage is less
than $3,000, or about $2,900. And I should say that around 95 per
cent of our mortgages are on residence properties in which the
people live. .

Senator BrooxHaRT. Do you remember how much of those mort-
gages are on farms or agricultural properties?

Mr. Mmis. Very little. We are a city bank and operate in De-
troit, and we have practically nothing on farms. In Michigan that
kind of mortgage goes to the local banks located in the farming
communities. e are in a manufacturing community and our mort-
gages are largely on homes.

enator Broormart. Would gou say that what you have said
about your city mortgages would apply to farm mortgages too, that
they are in about the same position?

Mr. Mirs. I should say that they have about the same percentage
of farm mortgages throughout the State. But I think that all the
banl;s in Michigan have not insisted upon similar amortization pay-
ments. :

Senator Brooxmarr. You mean as to farm mortgages?

Mr. Mrirs. Yes, sir. But on residential mortgages they have. At
the present time we have $155,000,000 of mortgages.

Senator FLercaEr (presiding). You may proceed.
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Mr. Mmxs. This bill goes on to provide that in addition to regular
mortgages; that is, those classified as such, that all real estate of a
bank-is to be classified as mortgages; that is. not only its other
rg‘lll estate it may have acquired, but also its bank premises and
offices.

Our bank has approximately 175 branches throughout the city of
Detroit. Michigan does not have state-wide banking, and branches
are limited to the city in which the bank is located. So, as I have
said, we have about 175 branches, and those branches

Senator TowxNsexp (interposing). Are they all in the city of
Detroit?

Mr. Muuis. Yes, sir. The bill further goes on to provide that
loans shall be counted as mortgages and so classified where the ulti-
mate payment of the loan is predicated upon the value of real estate.
In other words, as I read this bill it is intended to elas<ify as mort-
fnges any obli%lcteion founded upon or connected with real estate.

t might have been originally a collateral obligation or any other
kind of obligation, but 1f there is a gnarantee signed by some indi-
vidual whose worth is in real estate then immediately. as I read the
bill, it would classify that particular loan as a mortgage.

Senator FLErcHER (presiding). What time do you generally allow
on mortgages?

Mr. Mrmis. Mortgages have been made over a period of three
years, with the provision that 214 per cent is to be paid ynarterly
on the principal. If those payments are made, then at the end of
the 3-year period we just continue the mortgnge so long as the
mortgagor continues to make the same amortization payments upon
the principal. In other words, I mean we do not require a new
mort%age, ecause we think the old mortgage is better for all con-
cerned.

Senator Brooxiiart. Is that written into the terms of the mort-
gage, or is it merely a matter of policy? .

Mr. Mmnuis. It has become a matter of custom. All banks in De-
troit do the same thing after the 3-year period under the conditions
I have described.

Senator BrooxHART. But you could require a new riortgage for
any reasons you might think proper, and require it be given at any
moment. :

Mr. Mmxs, Yes. But we have not done it so long as the payments
are made, because we think the old mortgage better than to take a
new mortgage. It cuts off the possibility of any subsequent liens on
the property. .

Senator Towxsexp. Have you any suggestion to make to the com-
mittee that you think would meet your objection in this connection?
I mean anything that might be written into the bill?

Mr. Miwis. Might I come to that after I have made one more
statement ? )

Senator Towxsexp. Certainly.

Mr. Mixs. The bill also provides that on each examination, and
in practice there have been two examinations a year, although it is
provided that there may be three, that every mortgage shall be

appraised.
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With 58,000 mortgages held by our bank, and with an examination
to be made two or three times a year, you can see what it would
mean. And I do not believe that the value of real estate or the
condition of mortgages changes rapidly enough to warrant any such
exnmination. . . )

Coming down on the train this morning I was talking to Mr. J.
Walter Drake, who is the receiver of a closed trust company in
Detroit, and he told me that they had two men appraising mortgages,
and they have some 300 of them, and that in order to make proper
appraisals of the properties would require 70 days.

Senator Towxsexp, In the case of something like 300 mortgages.

Mr. Miris. Yes, sit.  Under our present classification we have
actually 53.000 mortgages, and, if you were to add to that number
all of our bank premises, together with all loans the payment of
which is predicated eventually upon real estate, it would mean about
80 per cent of our loans that would have to be examined at least
twice a year, which would mean an endless job. .

My own view of this proposition, for what it may be worth, is
this: That it would be better in view of the bill permitting na-
tional banks in general to make mortgages, to put them to some
extent under State laws with a clause simply permitting national
banks to make mortgages under the same conditions as if they were
State banks in that particular State. It seems to me that would
meet the situation.

Senator BrooxHaxr, To have State laws apply as to mortgages
in this connection.

Mr. Mruis, Yes, sir. It seems to me that would meet the situa-
tion, plus the fact that I do not believe it possible to appraise the
vast volume of mortgages such as exist in our case, as is proposed
in this bill. I will admit that onr bank is somewhat unique alo:
that line, and it has probably more mortgages than any other ba
in the country, some 53,000 mortgages without including the other
classifications that seem to be provided here.

I think it would be wise to permit State law to govern as to in-
vestments in mortgages. That is particularly true in our case. We
have this large amount of mortgages which have come along under
State law, and our bank is a system of consolidations of six or seven
ditferent banks only one of which was a national bank, the others
heing State banks.

The next item that I shonld lhold forth on, with your permission,
is paragraph 13 on reserves.

Senator Frerciter. Section 13 of the bill, you mean?

Mr. Mmrs. Yes, sir. Under the present law members of the
Federal reserve system have to keep on deposit with Federal re-
serve banks in the case of country banks 3 per cent of their time
deposits and 7 per cent of commercial deposits.

Senator Towxsexp. You mean under the present law?

Mr. Miuts. Yes, sir. In the case of reserve city banks still 3
per cent of its time deposits and 10 per cent of its demand deposits;
and in case of central reserve city banks 3 per cent of their time de-
posits and 13 per cent of their other deposits shall be held and
maintained with the Federal reserve bank of its district. No interest
of course is paid on these deposits to the member banks by the Fed-
eral reserve bank in which the deposit is kept.
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This proposed bill leaves reserves on demand deposits where they
are, but it increases the reserves in the matter of deposits with the
Federal reserve bank of the district, in case of time deposits, from 3
per cent and 7 per cent to 10 per cent. There is the flat reserve re-
quirement of 10 per cent on all deposits which is to be required under
f)heleﬂt{erms of this bill to be kept on deposit with the Federal reserve

ank.

Senator Towxsexp. You are referring to city banks?

Mr. Miris. No; I am referring to all banks. They have to keep
on deposit under the proposed bill over a period of time, and they
are given a short period of five years to step it up, but they are
required to keep 10 per cent of demand and time deposits with the
Federal reserve bank of the district.

Senator Towxsexp. It says 7 per cent here in the bill.

Mr. MmLs. I owe you an apology. It is 7, 10, and 13 per cent, all
based on the same classification, without differentiation between time
and demand deposits. I personally do not follow the theory back
of that. I happen to have studied a report, which I presume has been
presented here, but if not I should like to present it for the record,
if it may be done—the report on bank reserves of the Federal reserve
system.

ySenator Grass. I will simply say to you that we sat up with that
for a month.

Mr. Mrrs. Well, to me at least, Senator Glass, the provision which
they -suggest is very sound, because when you take time deposits you
must remember that activity in time deposits is very small and not
general. It is nothing like as large as it is in the matter of ordinary
comercial deposits.

Senator Grass. But when you transfer demand deposits to time
deposits and use them indiscriminately, as banks have been doing
ever since we reduced the reserve behind time deposits, you have
a situation in which the average reserves of a bank are drawn down
tremendously.

Mr. Mirrs, The average of reserves have gone down, but the Fed-
eral Reserve Board has said that the present reserves are ample to
do all business they wish to do. This report sets forth that they
have no complaint against the total reserves on deposit; that they
give them ample working capital in order to conduct their operations.

This provision of the bill would not only increase—and this is
only an estimate, Senator Glass, because I have not been able to get
the figures on the three classes of reserve banks, country, reserve
city, and central reserve city—well, I do believe it would increase
the total reserves under the proposed bill by some 30 or 35 per cent,
which under the report of the committee on reserve banks of the
Tederal reserve system is not at all necessary, because they have said
they have ample resources to conduct the business they wish to con.
duct and in the way they wish to conduct it.

To answer your observation, Senator Glass, to the effect that
banks transferred certain deposits which are really commercial or
demand deposits into time deposits _in order to obtain the benefit of
lower reserves, if there is any activity in those accounts, and if the
activity approximates—or whatever it may be—the reserves would
still be computed on the daily charges to individual accounts.
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To me that is an automatic way of handling it, a simple way of
handling it, and does not penalize time deposits. .

If you will take the case of our bank, we had on deposit with the
Federal reserve bank, on which we had no interest at all, something
over $22,000,000. That was our reserve deposit. In the case of the
proposed bill, that would be increased to $45,000,000. And agamn I
will say that I think we are in a somewhat unique position, because
we are primarily a savings bank, but our reserve deposits would be
increased to $45,000,000—something over 100 per cent. .

Senator Grass. You understand that we are simply returning
here to the requirements of the law before this recent change was
made in the matter of reserves.

Mr. Mirs. As I read the report of the committee on reserves,
Senator Glass, that is not the case, because prior to 1917 and prior
to the enactment of the present reserve act, there was still a differ-
entiation in favor of time deposits as against time deposits in the
way of reserves.

enator Grass. But when banks manipulate their time and de-
mand deposits so as to take advantage of the lower reserves, what
are you lgoing to do?

Mr. MiuLs. My answer about reserves is based on activity in the
main.

Senator Grass. You are in favor of the velocity method of reserves.
Do you think the banking community generally, and particularly
country banks, would want that done? .

Mr. Muus. I think they would.

Senutor GrLass. Which is revolutionary.

Mr. Mirs, I will grant you that it is very different.

Senator Grass. We have been told by those who have alread
appeared before us that we ought not to do anything to distur
existing conditions, not even this simple method of returning to the
former reserve requirements under the existing form of counting
reserves. Now if we were to adopt this revolutionary proposition,
do )ii)%l think the banking community would not be disturbed by it
at a

Mr. Mmus. No. Taking all of the banks in the country the result
would be——

. Senator Grass (interposing). Not the result but the reaction on
the minds of the bankers of the country in general.

Mr. Mmis. That is why I have to speak of the result. The result
for the country at large would be about the same reserves that they
have now. I should say there would be no difference. Some banks
that have a very large turnover in their accounts would not like it.
But I think the very fact that there is that heavy turnover in _ac-
counts is a reason which points to having the reserves computed in
that way.

If you will take a savings account that has no activity in it at all
to spesk of, two or three entries a year, I can see no justification
in the case of a reserve city bank of requiring a reserve of 10 per
cent to be kept on that account. In other words, increasing those
reserves, as against that particular account, some 233 per cent. This
proposed bill does increase the reserve on time deposits from 133 per
cent to 333 per cent depending upon the location of the bank.
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Senator Grass. It simply restores the reserve to what it was
before the banks manipulated deposit accounts to such an extent as
to reduce the general average of reserves. )

Mr. Mrus. The purpose of the reserve, in addition to enabling
a bank to have some control over its liquidity, is to furnish the Fed-
eral reserve with ample capital, and they say the present method does
give them ample capital. .

S_en:lz’;or Towxsexp, You mean ample resources or reserves and not
capita

Mr. Mizrs. Yes; ample resources, in order to conduct their credit
operations. And this would increase the reserve of the Federal
Reserve System by a very substantial amount.

Senator Brooxmarr. Would you suggest some appropriate defini.
tion or division of deposits so as to indicate what would be called
time deposits and what active deposits, in order to meet this sit-
uation? )

Mr. Mmrs. If you would call them active, I think the answer
would be, what is the actual activity in the account by the depositor?
If a depositor continues his account right along and checks it out
an average of once a week, that is an active account, and a high
reserve should be set up. But——

Senator BrooxHarr (interposing). Suppose he were to make a
deposit for six months and then were to check it out at the end of
four months.

Mr. Mius. You have your activity based on your past record.

Senator BrookmArT. In other words, if the depositor checks it out
before it is due you would call it an active account.

Mr. Mirs. Well, I don’t know that you could say that. It would
be based upon the previous experience over a period of three months,
You would have that experience to guide you on what your reserves
should be.

Senator Couzens. Is there any ‘way, when a depositor makes a
deposit, to tell whether it is a time deposit or demand deposit?

Mr. Moxs. Every deposit is made either as a time or a demand
deposit.

enator BrooxEART, And if it is a time deposit he can not draw
it out until the time is up unless the bank consents to it.

Mr. Moas. That is true, but a bank in nine cases out of ten will
consent to his withdrawing it ahead of time, and the only penalty
that that man pays is a reduction in the interest rate he would have
got for the longer period of time.

If you will permit me to again cite the case of our own institution
if & man makes a deposit for three months it is a time deposit, an
he is entitled to 8 per cent. If he takes that money out within the
three months’ period he does not get interest at the rate of 3 per
cent, but the deposit is considered a demand deposit upon which he
gets interest at the rate of one and a half per cent.

Senator BrooxrArT. Why not figure it from that time on as an
active account? :

Mr. Mmuxs, I think it would be figured as an active account. If
you should apply that rule it would cover the situation, and activity
of account is, 1 believe, the only fair one to be applied.

But if vou take the method in the bill it would increase our reserve
to the Federal reserve bank by approximately $25,000,000, upon
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which we are to get no interest from the Federal reserve system. In
order to make ug for the loss of interest on $25,000,000 of funds so
held, I can see only three things we could do: We would have to
increase the rate we charge borrowers because of the fact that wa
would be losing interest on an additional $25,000,000, and then we
uld have to— ]
WoSenator BrookHakr (interposing). You would say that if a de-
positor put money in as a time deposit and then proceeded to check
against it, the classification of that account ought to be corrected.

Mr. Mixs. I think it should be, and I think it would be fully
corrected under this proposed velocity method.

Senator BuLkrey. If we adopted the velocity system of compu-
tation, then you agree that a distinction between time and demand
deposits could be fairly eliminated. .

Mr. Mits. Yes; because I think velocity is the total test of re-
serves. The only purpose in having a reserve is to have the money
when you want it, and the velocity test should be applied.

Senator Towxsexp. Will you now go ahead and finish your three
thoughts that you started on? )

Senator Brarxe. Mr. Mills, you were interrupted by a question
before you completed your statement. You said there were three
things that might happen. Will you now go ahead and state them?

Mr. Muuxs. There are three things I will say that could be done
in order to compensate us for having to keep the extra sum of
$25,000,000 on deposit with the Federal reserve system without in-
terest. ~ Of course we would have to make up the revenue lost on i,
and the only methods I can see by which that might be done would
be: First, to increase the rate that we are now charging borrowers
on present and future loans. It would have to be raised from 6
to 7 per cent, or some other rate; and 7 per cent is our maximum rate
in Michigan.

Second. We would have to—

Senator Couzens (interposing). Of course you could decrease the
amount of interest paid by you.

Mr. Mmis. Yes; and that would include the other two things
that we might do. The other results that might be obtained would
be: To decrease the rate that we pay on commercial accounts; and,
next, to decrease the rate that we pay on time deposits.

If we wanted to put the burden where it would fall under this
bill, it would have to go to reducing the rate paid on savings de-
posits, because it is on them that we would have to keep the larger
reserve under the proposed bill. This would be unfortunate.

Senator Towxsexp. What do you pay on savings accounts?

Mr. Miris. Three per cent.

Senator FrercHER. How do your deposits compare as between
time and savings accounts, or whatever your classifications may be?

Mr. Mmrs. We consider all deposits of over 30 days as time
deposits, which are usually savings accounts. On straight savings
deposits—and we have also demand deposits as distinguished from
time deposits—we have $143,000,000 of demand deposits, and
$276,000,000 time deposits. So, as I have said, we are hit very
strongly by this proposed increase in the matter of reserve, which
must ultimately fall on somebody, and would be of no benefit to us
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certainly, and so far as I can see, would be of no benefit to the
counu:{.

I will say that the method I have suggested is not my own sug-
gestion, as to the velocity system. It would increase our reserves
very co:mderably, but it would not increase them anything like 100
per cent. : )

Senator Frercuer. It was testified here by one witness that we
would have to undergo a process of education in order to get that
plan accepted. What have you to say about that?

Mr. Miis, Well, it is a perfectly simple matter of operation.
The Federal reserve system has the figures and all they would have
to do would be notify the banks of the basis. and that would be based
on experience, as to what their reserve requirements are. I think it
is the most simple method of computing reserves I have ever scen.

Senator Gr.ass. But certainly it 1s not as familiar to the banking
community throughout the country as the reserve system that has
been in existence for 50 years.

Mr. Miis. It is not as familiar as that; no. But. after all, the
banks ought to know a good deal about collateral loan~ now that the
bill proposes to stop some of that which has been done.

Senator Grass. What we are proposing is simply over a period of
five years, which is a good long time, to add an almost inappreciable
percentage in order to restore the reserves to what they were for-
merly and not so many years back.

Mr. Miwts. There has always been a differentiation hetween time
and demand deposits:

Senator Grass. Yes.

Mr. Miuis. And this bill wipes out that differentiation entirely.

Senator Grass. And who is to blame for that! The manipula-
tion by bankers in the matter of their time and demand deposits.
It never was intended that those deposits ~hould be manipulated in
that way in order to give a bank the advantage of the reserve behind
time deposits.

Mr. Miris. I do not know what the experience has been in other
arts of the country, but I do not know that in Michigan there has
een very little of that sort of manipulation. That is. o as to call

an account a time deposit when it is actually a demand deposit.
Take the case of our time deposits and they have been very constant.
They have gone off a little, it is true, but are quite constant. Qur
demand deposits change. They are volatile accounts. upou which
there should be to my mind a much higher reserve than as against
time deposits. In the very nature of things there shonld be a much
higher reserve against demand deposits as distinguiched from time
deposits.

Senator Frercaer (presiding). You have a few minutes move, Mr,
Mills. Suppose you proceed with your suggestions.

Senator Grass. Mr. Willis, the technician of the committee, would
like to ask Mr. Mills some questions.

Senator Frercuer (presiding). Doctor Willis may proceed.

Mr. Wirrts. I want to ask a guestion or two about the working of
this valuation matter you spoke of. Yon did not intend to express
the thought that the Comptroller of the Currency would have to
examine each of these mortgages if this bill were enacted into law
for the purpose of changing its worth, did you?
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My, Mmrs. The way I read the bill it provides that he shall
xamine them. )
¢ Mr, Winus. I see you are looking at the bill. Glance at page 33.

Mr. Miuts. On page 33, beginning on line 4, it says (reading):

Such valuations shall be revised by the Comptrolier of the Currency at the
time of each examinatlon of the bank making the loan and he shall have power
to order changes therein and to require the adjustment of loans to such revised
valuations.

Mr. WirLis. Yes; but that does not mean that he has to order g
bank to dispose of the loan unless he chooses in an individual case.

Mr. MiLis. No. But in order for the Comptroller of the Currency
to do that he would have to examine all mortgage loans. .

Mr., Wi, Yes; but he would not have to have them examined
individually through a physical valuation obtained by visiting all
of the properties. From the answer you gave it occurred to me
perhaps yvou had that thought in mind.

Mr. Mirs. Well, if an examiner under the Comptroller of the
Currency is simply to take the valuations that are on the books of
the baul, that is'one thing. But certainly the wording of the statute
is wide enough and broad enough to require, in fact, I should say
that it does require, an examiner to make revised valuations.

Mr. Wirus, It is left to the discretion of the Comptroller of the
Currency. He is to revise valuations as may be proper and necessary
according to his judgment, and will use his own judgment in that
matlter, and then will decide whether he will require a change to be
made.

Mr. Mrmis. Yes. But if he is to revise valuations I should say
that lie can not do it unless he makes examinations of the properties.

Mr. Wiruss. Of course, he would do that as often as necessary.
But in a2 good many citles of the country, and in many farming
sections also, isn’t it true that notable changes have occurred in real
estate values, perhaps because of some local condition that has
brought them down?

Mr. Mrmis. Ol, yes. Like every other commodity the value of
real estate has come down.

Mr. WirLis. Suppose that fact i well known in a given com-
munity, say. in Minnesota, so that it has become a recognized fact
that there has been a general decline in all land values as indicated
by recent sales, amounting to 10, 13, or 20 per cent. It would not
be necessary for the Comptroller of the Currency to visit every indi-
vidual property covered by a mortgage in order to make sure of that,
would it?

Mr. MiuLs. He would not have to do it if they are all off in value.
But we find in addition to general conditions that there are many
considerations entering into any consideration of mortgages, such as
a change in a particular neighborhood. Values in that particular
neighborhood may be going down, and it may be true of only two
or three blocks in a city, and if a real-estate valuation is to be of any
benefit at all an examination would have to be made of those
properties,

Mr. WoLs. That might be your judgment as to whether the valu-
ation would be of any benefit or not. But I was trying to bring out
what is described here in this bill, which is, that the Comptroller
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of the Currency shall look over the situation and revise values when
it seems to him wise to do so. Isn't that true?

Mr. Mizes. No. While it is true that he has to revise values and
change values if he sees fit, at the same time if he is to make any
definite revision of values he must sufficiently inform himself to do so.

Mr. Wmuis. Quite so. He has to have general information that
will enable him to revise valuations.

Mr, Muts. Yes.

Mr. WrLrts. Now, in that event he will simply be doing what he
does in reference to ordinary collateral loans.

Mr. Mrurs. But there he has statements both as to the market for
the collateral and the financial responsibility and so on of the
borrower. )

Mr. Woiis. Precisely. So that this provision of the bill would
merely ask him to do for real-estate loans what he now has to do for
collateral loans.

Mr. Mnxs. But there is quite a distinet difference in the methods
by which each may be done. In the one case an examiner will come
into the office and will be furnished with the necessary statements
and data upon which to base a judgment. While the other requires,
if it is to be done at all properly, and I will assume, of course, that
the Comptroller of the Currency would do it in a proper way, he
would have to appraise the properties.

Mr, Wirris. We must assume that if he does it at all he will do it
in the proper way, or will at least do it as in the past.

.. Mr. Miurs. But in the past there has been no statute requiring
him to make revised valuations.

Mr. Wiizis. But he has had to do many other things in the past
without specific order.

Mr, Mirrs. Yes, sir.

Mr. WirLis. He does not go into the field in order to make a valua-
tion of Uniterl States Steel or Bethlehem Steel.

Mr. Mis. No, sir; for he knows the market value.

Mr. WiLrrs. You mean the quoted value?

Mr, Mirrs. Yes, sir; he knows the market value.

Mr. Wirwis. The provision is intended to establish some kind of
control over real-estate loans and of land values as security for loans.

Mr. Mous, The difference is simply this, that in the matter of
security loans you have a well-known place where you can go to
find market values.

Mr. Wmuias. Is it any more difficult in the one case than in the
other?

Mr. Mirrs. Yes, sir. The only way to find out in the case of real-
estate loans is to make an examination.

Mr. Wirwis. But the object is the same in both cases?

Mr. Mnas. Yes, sir.

My, Wnis. Isn’t it a fact that a great many banks at the present
time have a vast body of overvalued real-estate loans due to the
slump? )

M£ Mires. Yes; doubtless many are overvalued at this time in

.that they are over 50 per cent of value.

Mr. Wirrts. Isn’t it desirable to bring them down as soon as we

can by recognizing the fact that there is a necessary write-off there
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althc;ugh not by forcing it to be done in an uncomfortable or difficulc
wa

l\}ir. Miirs. Yes. But under the figures that I have cited to the
committee in our own case, the maximum amount that we could have
under the proposed bill would be $146,000,000.

Mr. Wruts. You mean $146,000,000 of what?

Mr. Mrs. Of mortgages.

Mr. Wiuris. To be held by your bank--based on what?

Mr. Mirs. Based on our time deposits, under that provision of
this bill. It gives us $228,000,000.

Mr. Wrus. In making loans is there anything to prevent a bank
from making them ou the amortization plan so that the lender has
the power to reduce them?

Mr. Murs. We always do that. .

Mr. Wirns. You have the power to compel a regular paying off if
you want to?

Mr. Mees, Yes; and we have always done that.

Mr. WiLLis. Now, about the time deposit situation: You are fu-
miliar with the reserve plan that you spoke of.

Mr. Mives. Yes.

Mr. Wrturs. That fixes 2 maximum limitation.

Mr. Miis. It does, 15 per cent.

Mr. WirLis. Do you think that a good plan? Would you keep
that in the bill{

Mr. Mies. In reading that report I referred to I have under-
stood that only two banks would be affected; that of all member
banks only two would obtain any benefit by keeping the maximum
of 13 per cent in.

Senator Bunkrey. Why should there be a maximum in the bill?

Mr. Mrrs. I do not know what two banks are referred to in the
report, but I presume those two banks have some unusual circum-
stances whereby they know that funds are coming in. For instance,
I can understand it in the case of a bank that has only one or two
factories in the community. For instance, we have a town in Michi-
gan—>Marysville—where there are on or two factories, and I would

resume that a bank in that location, having nothing to support it
ut the workmen and those one or two factories, would have an ex-
ceedingly high turnover of accounts.

Mr. Witus. You say—

Senator BuLrLEY (interposing). Mr. Haas suggested on yesterday
that we might put an exemption in this provision in favor of dis-
bursements for pay rolls or dividends.

Mr. Mts. Well, that would mean a deduction, but you would
still be penalizing, and that is the vice of the thing to my mind, the
time deposits——

Senator BuukrLey (interposing). Wait a minute. What are we
talking about now? I am talking about a system that would not
penalize them,

Mr, Mirs. Then X beg pardon. I thought you said that what you
had done was not what the bill proposes but would be a thing that
does not penalize savings deposits.

Senator BuLkLey. I am talking about the velocity system that you
are advocating. -
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Mr, Mis. The velocity system does not penalize regular time
deposits.

Senator Burkrey. I did not see what you meant. I told you that
Mr. Haas suggested to us on yesterday that we make an exemption
in favor of disbursements for pay rolls.

Mr. Mmus. All right.

. Senator BurkLey. Can you give us your reaction to that? That
1s an answer to the proposition you presented a minute ago about how
there might be exceptional circumstances.

Mr. Miues. I think it might be proper to use that, and remove the
15 per cent maximum limitation tlimt is proposed.

enator BuLkrex. I will say that I (E) not like the 15 per cent
maximum limitation.

Mr. Miuis. I think that might do it. That is the only case where
I can see there might be a necessity for having a maximum limitation.
Probably if dividends and pay rolls were exempted they would relieve
any necessity for a maximum.

Mr. Woss, If that plan were to be adopted I understand you
would eliminate the maximum entirely.

Mr. Mirrs. If pay rolls and dividends and that type of activity
were exempted we escape the situation which you suggested.

Mr. WiLpis. In other words, if we were to revise the whole thing
all the way through that would cover it.

Mr. Mirrs. Yes, sir.

Mr. Wrris, But if you had to take it as it stands, would you leave
the maximum in or not?

Mr. Mirrs. Yes; and the reason I say that is that I have con-
fidence in the gentlemen who made the report, of only two banks
being affected. And I have complete confidence in those gentlemen.

Mr. Wniuis. Then you take it on faith.

Mr. Mmas. As to these two cases, yes.

Mr. WiLuis. And if you had a maximum you would have no ob-
jection to having a minimum, would you?

My, Mitrs. If the minimnum is very small. I think that would
almost follow from the turnover in the accounts.

Mr., Wirrs. There is a minimum in the bill.

Mr. Miris. You mean in the report?

Myr. Winis. You would be perfectly willing to add also a mini-
mum figure, say, representing the present level of reserves now held,
wouldn’t you? . )

Mr. Mmrs. I would if that were applied with a differentiation of
time and demand deposits.

Mr. Wnts. Quite so.

My, Mirs. Yes.

Mr. Wnuis. You noticed in the reserve statement that there is a
provision for counting Federal reserve notes in vaults as a part of
the reserve.

Mr. Miris, Yes.

Mr. WiLis. Do you favor that or not?

Mr., Mmrs. Under the present law there is counted as reserve only
money in Federal reserve banks. I personally think money in vaults
should be counted the same as money in reserve.
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Mr. Wirris. For long years national bank notes have not been
counted that way.

Mr. Micis. No, sir.

Mr, Wmris. Would you differentiate between them?

Mur, Mrs. No, sir.

Mr. WiLis. You would not count reserve notes in vaults as a part
of it?

Mr. Mixs. No, sir.

Mr, Wirris. That would make a pretty material alteration in the
working out of this provision.

Mr. Miris. Yes, sir; and I think pro;’)erly.

Mr. WriLis. At the present time isn’t it a fact that our reserves
have fallen to a very low level ?

Mr. Mrrs. How do you mean? :

Mr. Wiris. I give this merely from memory and subject to cor-
rection—I do not think I had better give the name of the bank. But
I recall in a bank circular a couple of years ago the reserve was fig-
ured at about 6 per cent, computing cash held as a percentage of the
entire outstanding deposit liabilities of the country.

* Taking this as a basis on which to figure reserves, say, 6 per cent
represents the real reserve power of the country as a whole. Would
you think that about right?

Mr. Mms, My only answer to that is that this report to which I
have referred shows the average for the country as 8 per cent.

Mxé. Wiruis. Do yoy mean figuring it in that way or in some other
way

Mr. LtIn.Ls. Under the present law the average for the country is 8
per cent.

Mr. Wrris. .But if f'ou take it the other way, which is intended
to represent a real relationship between outstanding deposits and
cash on hand, it gets down lower than that. I gave the figure
from memory, but I think it is 6 per cent. Figuring it the same
way for later dates you would get a still further reduction. Are
not reserves at the present time too low for safety?

Mr. Mmus. I think nof. I do not know of any bank that has
failed on account of improper reserves. I know banks that have
failed for lack of liquidity, and so forth, but not on account of
improper reserves. I do not believe there is any longer any real
relationship between reserves and liquidity.

Mr. Wn.mg. Do you think the banks at the present time have
plela\xity I?If real%‘%nilllt%bll(; material?

Ir. Mois. We ow that they have not got plenty on account
of the debates I have seen in the Sen}z’lte. got plenty

Mr. Wouais. I should rather have your experience as a banker.
. Mr, Mus, If you exclude, as I assume you do, securities which
may be eligible under the é‘rlass—Steagall bill, and if by eligible
securities you mean those which in the ordinary and natural course
may now go to a Federal reserve bank, according to reports of
the last two call dates, I know the banks have not very much eligible
paper left to go to the Federal reserve system with.

“his condition is due to two causes: First, corporations that have
ordinarily made that paper and borrow have liquidated their inven-
tories into cash and they are not now borrowing. That paper is
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nonexistent. Take practically all of the motor companies around
Detroit, and we have not any of that paper on account of the low
state of industrial activity.

Senator BurkLey. You say there is not very much eligible paper
left. How much is there?

Mr. Mirrs. Of course, it varies with the different banks.

Senator Burkrey. I mean in the aggregate what does it amount
to as to paper that is eligible?

Mr, Ml.)mns I think that report which was given to the Senate—
and if you will bear with me one moment I will look it up for you.

Senator BuLkrey. All right.

Mr. Mirts. On September 29, 1931, and I am now quoting from
pafe 4341 of the Congressional Record, it appeared that there were
only 91 banks which at that date had exhausted their eligible re-
serves at the Federal reserve banks from eligible paper. Twenty
per cent of those banks had less than $10 of eligible assets for $100
of total loans. Two hundred and thirty-one banks on that date
reported that they were using 70 per cent or more of their eligible
assets to borrow. They were in the danger zone.

Now, since that time deposits have declined. And here in this
debate, which was in early February of this year, it is shown to be
$2,250,000,000 or 11 per cent. So that in the period between Septem-
ber 29, 1931, and February of this year there has developed a very
much tenser situation. I have not the present figures but I know
in our own bank we perhaps have less than § per cent of our paper
eligible for rediscount.

r. Wris. Would your situation be exceptional?

Mr. Mmus,. I do not believe that is exceptional in Michigan.

Senator Grass. Let me say that in an interview I had with him as
late as last Saturday evening, the chief of banking operations in
the fﬁ‘lederal reserve system stated to me that the banks had ample
eligible paper. i

. Mrxrs. Then I do not know where they get it?

Senator ByLrLey. Did he say how much they havet

Senator Grass. No. He simply made that statement.

Mr, Mmnurs. We were discussing the 15-day loan proposition. At
the call date in September the banks were all asked to include an
estimate of what their eligible paper was. We made such an esti-
mate. Likewise we were asked to do the same thing on the last dag
of December, and we did it. In our own case we found it ha
dropped very much. And I have been told by the State bank com-
missioner of Michigan that that situation is true throughout
Michigan. .

Seng?or BuLkgLEY. As I recall the situation it developed that there
was about three billions of dollars of eligible paper held by banks
and not rediscounted. That seemed quite inconsistent to my mind
with your statement that there was only a small amount. 1 would
call it a substantial amount.

Mr. Mrrs. You are referring now to the country as a wholef

Senator BULKLEY. Yes.

Mr. Mris. I do not know what that amount would be for the
country as a whole. But I can give you my belief that in Michigan
there is not more than 5 per cent of the paper eligible.
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Senator Grass, The figures used in that debate were based upon
official reports, were they not?

Mr. Mms. Yes, sir. There has been, of course, a great deal of
water over the dam since September. Deposits have gone off and
industrial activity has been curtailed, and there is less borrowing
by industrial concerns whose paper 1s eligible than there was In
September. . )

enator BurkLey. I think it would be fair to expect an estimate
up to date to show less eligible paper at this time.

Mr. Mmuxs. Yes, sir. )

Senator Grass. Very likely, and also a_greater volume of redis-
counts. But, as to that, I do not know. I have not had any official
figures.

gélenator Burkrey. Rediscounts are going down. . .

Mr. Mmas. Mr. Chairman, my time is going down, and if I might
malke one or two more statements I should like to do so.

Senator Frercmer (presiding). The average reserve you have
given is now 8 per cent. Suppose this bill became a law, how would
that be affected, what would be the increase?

Mr. Mruas. It would be very considerably higher, because the
country bank reserve would be 7 per cent. Reserve city banks
would be 10 per cent. Central reserve city banks, which are the
largest banks of the country, would be 13 per cent.

enator Grass. They are now behind demand deposits.

Mr. Muus. Yes; but I was speaking of all deposits. That meant
that all deposits would be raised l§>robably close to 10 per cent on an
average. I would think it would be probably over 10 per cent,
because the large amount of deposits are in the larger’ cities where
the reserve would be raised to the higher point.

Senator Frercaer. You think that unnecessary for protection?

Mr. Mms. I think it is unnecessary for the purpose of protection,
and that the results by way of increase of interest charges to bor-
rowers, and decreased amounts by way of interest to deposits both
savings and time, would be disastrous.

Senator Gurass. That would not be the immediate effect, but would
be over a period of five years.

Mr. Mis. Yes. But to follow that up I will say, as these in-
creased reserves were required to come into the Federal reserve bank
the only way member banks have of making up the loss on the
incrensed reserves would be through the three methods I have men-
tioned. If I know human nature, and I think I do, I will say that
just as sure as the sun will rise the banks will try to equalize that
loss in earning power.

Senator Grass. Banks certainly have their share of human nature
because whenever they have appeared here they have wanted us to
reduce the reserves and we have done it. e have reduced the cen-
tral bank reserves from 25 per cent to 13 per cent, and we have
reduced the country bank reserve from 12 to 7 per cent.

Mr. Mmrs. Do you think it is fair, Senator Glass—and I realize
you are not a witness, but I am—still do you think it fair to go back
to reserve requirements prior to the Federal reserve act? There was
a reason then for a larg,

: er reserve, because there t
to which banks could go for borrowings. Was no central body
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Senator Grass. Of course I have not suggested that or I would
not have agreed to reduce them.

Mr. Murs. That is my point.

Mr. Wmus. You have noted the valuable provisions for profit
makin en to member banks. Wouldn't those offset any expense?

Mr. iﬁfu.s Do you mean the liquidating corporation?

Mr. Wis. Yes. And the fact that national banks have the
power of doing business on the same basis as State banks unless
specifically pro'l’\ibited.

Mr. Mmis. Take the liquidating corporation, and I think oppor-
tunities for profit are questionable.

Mr. Wnus. It de{)}ends on how they are managed.

Mr. Mrmis. Yes; but that also requires an additional investment
being made in the corporation by banks, and profits on that are fixed
at 30 per cent of the profits in one year. As I read the bill there is
ilo guaranteed return in anywise from there. Profits are not cumu-

ative.

Mr. Wirwis. If a bank gives up the stock it gets the benefit.

Mr. Miris. It gets the benefit to its assets. DBut there is a ques-
tion whether there would be any benefit therefrom.

Mr. Wmwrs. It also receives future earnings or balance of surplus.

My, Mmas. I think this is the way to answer that question: That,
if the bill should give an option to member banks to subscribe to
stock of a liquidating corporation, I doubt if any bank would exer-
cise the option to subscribe, for the reason that the chances of profit
are speculative.

Mr, Wmis. I supgose we have all refused to take advantage of
opportunities we ought to have taken advantage of.

Ir. Mrirs. Yes; and likewise often have taken advantage of
what we thought were opportunities of which we should not have
taken advantage. .

Senator Grass. Your dividend under the law as it exists is specific.
That is, an opportunity to earn an increased dividend, is it not?

Mr. Mis. {)Vell, our dividend under the present law is 6 per cent.

Senator Grass. That is what I say.

Mr. Mmas. But we do not get, as I read the proposed bill, any
6 per cent on anything else which is guaranteed.

Senator Grass. You get whatever dividend is made.

Mr. Mrus, We get whatever is made on the operation of liquidat-
g closing banks.

‘Senator Grass. I say, this is an additional opportunity for an
increased dividend.

Mr. Mnas. It is an additional chance. I would not use the
word * opportunity,” because I do not think it resolves itself into
that, Senator.

Senator Grass. Do you think the proposed stock assessment there
would be a great hardship on the banks?

Mr. Mirs. Noj; I think after all the banks have to be somewhat
in the position of helping out each other, and I haven’t any particu-
lar fault to find with the liquidating copporation.

Senator Grass. You have got more sense than some of the wit-
nesses we had.

Mr. Miis. Well, that may be something against me, Senator.

in
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Senator Grass. We have had witnesses to object to an assessment
of one quarter of 1 per cent on the individual banks to help them-
selves, and they had no criticism to make, apparently, of the larger
assessment made by this National Credit Corporation in New York.

Mr. Mixs. We all joined in the National Credit Corporation.
Speaking of the activities of the National Credit Corporation in
Michigan, with which I have been rather actively connected, that is
one reason that leads me to believe there will not be a great deal of
profit in this opportunity, as Doctor Willis has designated it, of
joining in this liquidating corporation. I do not believe there will

e a profit in that operation at all. I do believe, however, and the
National Credit Corporation” has convinced me, that banks to a
certain extent have to and should help out each other. I think that
refers to anyone that is connected with the Federal reserve system. I
haven’t any fault to find with it. .

Senator Grass. That is the real purpose of that, and then it is
protection to the depositors in member banks. It is an assurance to
them that they will get whatever money is coming to them within a
reasonable length of time and not be delayed by receiverships that
extend over very protracted periods.

Mr. Mrmrs, I think that is true. I do not want to get into a lot-
of details in the wording of this, but I must say that in the sub-
sceription to the class B stock by the Federal reserve bank the total
amount subscribed by the Federal reserve bank, a quarter of the
surplus, I think, is generous. I haven’t any complant to find on
that., I do think that the amount that the Federal reserve banks.
have to pay in at the moment is rather small, and that amount
should be increased. In other words, the burden that the member
banks pay is far greater at the moment than the Federal reserve
banks pay. Eventually the Federal reserve banks pay a very sub-
stantial amount, which I think is probably proper enough.

I think, for instance, that the banks—I am not spealking of the
Federal reserve banks but the member banks—should be given a
similar opgortunity to pay their subscription and not to pay their
one-half of 1 per cent within 90 days and the balance when called
for. That may be a little strong. gertainly, it is not right to have
the whole Federal reserve system only put up, as it stangs here, the
figures I have, $136,000,000, when they can put up a great deal more
without really feeling the burden. I think that process is not rapid
enough; it hasn’t enough velocity to get the funds from the Federal
reserve system.

Senator Burxrey, I am particularly interested in your statement
that you I(io. 1??,{‘1 l:;eheve the liquiclllating corporation will make any
money. it that you presume they will pay too hi i
the asects of tho closed banks? 0 | o) 100 high a prico for

Mr. Mmis. It all depends on the management,

Senator BuLgrey. Well, it does depend on the management, but
what is your presumption{ Do you think that they would buy
them for reckless prices?

Mr. MuLs. No; I would not think that they would buy them for
reckless prices,

Senator Burxrey. Then how can they fail to make money ¢

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



NATIONAL AND FEDERAL RESERVE BANKING SYSTEMS 113

Mr, Mrres. It is a question of carrying the items for a very long
period of time. Some of these items will have to be carried 20
vears, and I think as a banker I would prefer to have the profit that
a bank makes from its interest account than I would in making a
long-term investent.

Senator BuLkrey. Are you really sincere in your statement that
You would have to carry an asset 20 years?

Mr, Miues. I think some of these assets will be absolutely unsala-
ble. For instance, on some mortgages the real estate will have to be
carried, because it is unsalable for any kind of a price.

Senator Burxrry., Why should they pay a higher price than
anybody else who is buying the same thing?

Mr. Miwrs. It gets back to the human judgment. Isn’t that cor-
rect? If it did not, we would not be in the position we are in now.
-, Senator Burkrry. Then you do assume that they will pay exces-
sive prices? :

Mr. Mmrs. I do in some cases. They will exercise good judg-
ment, but it will be mistaken judgment.” No bank, Senator. as you
know, would make a bad loan if they thought it was bad at the time
that they made it. That would be precisely the case with this
liquidating corporation.

Senator BuLkirey. I think liguidators are a little different from a
going bank. -

Mr. Mirs. Yes; they are different, but they also make mistakes—
I am not saying anything else but honest mistakes; mistakes in
judgment. .

Senator Grass. We do not understand that you are particularly
opposed to the liquidating corporation.

Mr. Mms. Noj like everybody else, I think I can improve a
little bit on it, but I haven’t any real objections to it. I think that
the amount to be contributed by the Federal reserve bank as such
should be stepped up more initially and the amounts to be com-
puted by the member banks should initially be decreased. I have
no objection whatsoever with their total amounts.

Senator Grass. It is one-quarter of 1 per cent. Do you think it
ocught to be made less than that?

Mr. Mirrs. Noj; I haven't any objection to that, provided that you
increase the amount from one-half of 1 per cent of one quarter of
the surplus to be put up by the Federal reserve bank. That, I think,
is altogether too low.

Senator Grass. When we hear from the Federal reserve banks we
will probably be told that it is altogether too high.

. Mr. Miis. Very likely. That, again, is human nature.

Senator BuLkrey. Is 1t not true that whatever is contributed by
the Federal reserve banks is an asset of the liquidating corporation
and presumably an earning asset, and the class B stockholders get
all the benefit of it without any dividend to the Federal reserve
banks?

Mr. Mis, That is true, except that the dividends are not made
cumulative in any respect. They get up to 30 per cent of the earn-
ings in any one year. It is not cumulative.

" Senator Burkrky. But the amount of surplus is cumulative, so
that there is more and more paid in surplus?

Mr. Mmxs. That is true. That accumulates.
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Senator BuLkrLEy. And that becomes an earning asset?

Mr. Mius. That presumably becomes an earning asset over a
period of time. .

Senator Grass. If they have the same number of bank failures
within the next few years that they had in the last few years that
corporation will be pretty active, will it not?

Mr. Mices, They will e active, and you will not have anybody to
run it on that basis, Senator.

Senator FLercurrn. Is there anything else that you want fo men-
tion?

Mr. Mmrs. I do; but I do not want to take Mr. Lord’s time.

Senator FrercmEr. State the points rapidly that yon want to
make. We had better go on and finish.

Mr. Mirrs. Now, I realize I am getting on some pretty debatable
ground with you gentlemen, particularly Senator Glass. Our bank
happens to be a member of a holding company group, no other
banks of any large consequence in it except a trust company. We
have one state bank ontside Wayne County that is owned by the
holding company. That is all that we have. Mr. Lord, who will
follow me, is also in the holding company.

In Michigan at least there are no banks which have been members
of holding companies that have closed their doors or had any mora-
tortumis or anything else. except paid their depositors when they
wanted it. In Michigan we have had 112 banks closed during 1931.
Michigan does not permit its State banks to engnge in banking
beyond’corporate limits.

My own view is that the drafters of this bill obviously believe in
wider than present banking limits. That is, the banking limits
should be wider than they now are. It even goes so far as, in cer-
tsain circumstances, to permit banking to be done in two different

tates, -

Senator Grass. Only to a very, very limited extent in extraordi-
nary circumstances.

Mr, Mrris. Yes; in proper circumstances, but it at least generally
contemplates that banking will go to an extent of state-wide bank-
ing.

Senator Grass. Yes.

Mr, Mizzs. In our case in Michigan I can see no reason, if the
drafters of this bill are in favor of state-wide banking for not going
sled length and saying: “All right, every national bank can go sled
length.” Certaian, the results in Michigan have been perfectly
splendid. There have been no failures of any banks in Michigan
that have been members of the group. There have been no mora-
toriums of any of those banks. Those banks have met their cus-
tomers’ demands when they have been made, as against the 112
banks that have been closed.

Senator Grass. You would say that regardless of State laws on
the subject?

Mr. Mms. I would, regardless of State laws, because if there is
strength, that would solve fully in Michigan, in my judgment,
Senator, all objection to group banking. There would not be any
group banks left. They will just go out of business.
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Senator Grass. I understood the committee would say that too,
and cheerfully, if they could get the bill through Congress. '

Mr. MrLrs. That is a matter that I can not judge.

Senator Grass. Well, you may judge the future by the past. It
took us 16 months to get the limited branch banking facilities that
are granted in the McKadden bill.

Senator Brooxmarr. Some of us think that was too quick.

Senator Grass. Exactly,

Mr. Mres. I wanted to make that statement. Now, the holding
companies—I know they have been damned up one street and down
the other, but all the holding companies in Michigan provide for.
double liability on the shares of stock of the holding company.

Senator Grass. If that is true, there is no reason why the holding
clompzzmies in other States should not be required to have that, is
there?

Mr. Mirrs. I do not know of any reason. We have done it volun-
tarily. Both holding companies in Michigan have done that volun-
tarily, and there is double liability on holders of stock of holding
companies.

Senator Brooxmart. The fact that your holding companies have
done well in Michigan does not mean that they have throughout the
United States?

Mr. Mriris. No; they have not. So I will say, Senator, I will
grant you that in some places they have not.

Senator BrookmarT. I was out in Louisville and waked up in
the morning and a group bank went down and also carried with it
100 or 150 banks.

Mr. Mirrs, If the Congress of the United States had passed a
law to the effect that you could have had branch banking and
branch banking in the future, the provisions as set out by this bill,
by a national bank, irrespective of the State, I do not think that vou
would have had many holding companies in existence at all. The
necessity for them would not have been there.

Senator Broorrarr, Of course, a holding company may have been
a little worse than a branch, but not much.

Senator Grass. Oh, yes.

Mr. Mirs, They are open to certain abuses in certain cases that
others are not. Before I leave, I just want to make three state-
ments

The Cuamyax. There have been some inglorious failures of
branch banks, too.

Mr. Mirrs. There have been, but I think if you look over the
history of the failures you will find an infinitesimally small number
of failures of branch banks.

Senator Brooxnarr. How many branches did the Bank of the
United States have up in New York? o

Mr. Mirrs. I can not answer that, but I would be surprised if they
had more than three or four branches in New York City. I do not
know. I would be surprised if there were more thun that.

The CramryMaN. OQur committee was informed some 50 or GO.

Mr. Mmuts. I did not know that. I am not familiar, But I
would doubt if they had that number of branches.
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The Cramryax. One fact was brought out rather strongly: The
money involved in bank failures in the State of South Dakota was
not much over $50,000,000, and we have been thoroughly advertised
for the large number of bank failures. Here is this big branch
bank in New York that went down with over two hundred millions,
one single bank, dragged down four times as much as all the failures
in my State did. And still we are told we have a poor system out
there because we have so many bank failures.

Mr. Miris, Well, taking your own statement, Senator, do you
think if the banks there had united so that the strength of each
would have been the strength of the other-—of course you would
“have had the wealmesses also—there would have been the same
number of failures? .

Senator Brooxmart. Yes; with the price of corn and hogs and
wheat and oats the way they are. .

Mr. Mmis, You would have had the failures anyway, it didnt
make any difference, is that it, Senator

Senator Brookuart. You are going to have failures of your com-
binations in Michigan, because they will quit buying Fords pretty
soon.

Mr. Mixxs, The failures there had no relation to groups.

Senator Towxsexp. Are there other provisions in the bill that
vou oppose that you have not referred to?

Mr. Miurs. Yes; just two or three, if I may state them. I would
like to have them on the record, if I may.

I personally feel, and I feel strongly, that the Secretary of the
Treasury should be a member ex officio of the Federal Reserve Board.
I also believe that the open-market operations had rather be con-
ducted by the banks than by the board. T also feel—I do not under-
stand the reason for a higher interest rate on borrowings from the
Federal reserve bank where those notes are secured by Government
obligations than where they are secured by eligible paper.

Senator Grass. There is no difference except on 15-day notes.

Mr. Mirrs, That is on the 15-day note, and there is a difference
of the differential of the interest rate of 1 per cent on that, although
‘those notes are backed by the obligations of the Government of the
United States, and, of course, the paper that is issued on it is backed
by an obligation as a whole of the 12 Federal reserve banks.

Senator Grass. There is no difference between commercial paper
and Government securities, but on 15-day paper it is a special privi-
lege.

Mr. Mmxs. Yes; but if a bank comes in and simply rediscounts
eligible paper it has a preference rate of 1 per cent, rather than if it
comes in and borrows on Government paper.

Senator Grass. For 15 days?

Mr. Mirrs, Yes.

_ Senator Grass. Oh, no; not at all.

Myr. Miis, I think so, Senator.

Senator Grass. Well, loolt and see.

Mr. Wirris. Page 25:

Any Federal reserve bank may make advances to its member banks on their
promissory notes for a perfod of not exceeding 15 days at rates to be established
by such Federal reserve bank, which rates shall in all cases be at least 1 per
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cent higher than the rediscount rate then in force at such reserve bank, 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 provislons of this act, or by the deposit or pledge of
bonds or notes of the United States.

_Senator Grass. Well, what is the difference? That is a 1 per cent
higher charge upon 15-day notes of banks where those notes are
backed at least by obligations of the United States. Or eligible
paper.

. Mr. Muus. Or eligible paper, but in either case if the note itself
is increased by the 1 per cent there is a higher charge than if they
simply rediscount commercial paper.

‘Senator Grass. On all 15-day paper?

Mr. Mrxs. On all 15-day paper.

Senator Grass. Direct promissory notes?

Mr. Miuis. Yes; direct promissory notes.

S_in%tor GrLass. And yet there is no difference between the se-
curity

Mr. Miris. No; but why should a bank be penalized in borrowing
for 15 days, you say on Government paper, when it could obtain
those funds by taking in and rediscounting customers’ paper?

Senator Grass. It 1s not under that section.

Mr. Mmis. T do not read it that way, Senator.

Senator BurLkrey, I think the answer to Mr. Mills’ question is
that fundamentally they ought not to have the right to borrow on
Government securities at all.

Myr. Mmus. If that is the case, then you reach the point where,
in my judgment, the operation of the Treasury Department of the
United States would be hampered. It would just raise the devil—
pardon my language—with everything.

Senator BrrkLey. That is the question of the Treasury leaning on
the Federnl reserve again.

Mr. Miis. Yes; exactly, and I think it will have to lean on it.

Senator BuLkrLeEy. We simply do not believe it. We believe the
Government is pretty good, whether there is a Federal reserve
system or not.

Mr. WLis. In some instances it is their practice to make Lom-
bard loans.

" Mr. Mmis. Yes; Lombard loans at higher rates, These are not
Lombard loans. The Glass-Steagall bill is the Lombard feature.

Mr. Wms. It is often contended that they are Lombard loans,
but in reality those of which we are speaking are much nearer the
true Lombard loan.

Senator Grass. The question is putting into use Federal reserve
facilities for stock-gambling purposes. That is the real purpose.

Mr. Mmws, Senator, I know that is the purpose. I think it goes
much further than that, and while I have no desire to use the Federal
reserve funds for stock-gambling, I think the medicine here is Foing
to cause another serious disease, Government financing. I feel that
very strongly. . . ..

Senator Grass. Do you feel that the redlacountmf provisions of
the Federal reserve act, which were intended to be the major provi-
sions of the act, have simply been submerged by the open-market

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



118 NATIONAL AXD FEDERAL RESERVE BANKING SYSTEMS

operations of the Federal reserve banks, dominated by the New
ork bank and by the stock-gambling use, with the 15-day paper for
stock-gambling purposes? .

Mr. Miss. They use the 15-day paper for many, many other
things, Senator. .

Senator Grass. Not for many other things. .

Mr. Mmis. We have used that for the purpose of the 15-day period
to help the city of Detroit in its operations in order to lend money
to the city of Detroit to enable it to meet payrolls, and all that kind
of things. We have had to use the 15-day paper on account of the
shortage of the other paper. We have had to useit. And I think it
is next to impossible to use the eligible paper, anyway. They have
a bunch of clerks over there that if the “t” is not crossed they will
throw it back at you. It is so much easier to use the Government

aper.
P enator (irass. Would you object to that provision if we should
eliminate the 1 per cent penalty? .

Mr, Micis, I think that would help it very much, with this pro-
viso—I read in the morning paper——

Senator Grass (interposing). Before you leave that particular
point; you will note, of course, that under existing law the F'ederal
reserve bank has unqualified right to put any penalty there it pleases.

Mr. Mrirs. Yes.

Senator Grass. Subject to review and determination of the Fed-
eral Reserve Board.

Mr, Moas, Yes, it has.

Senator Grass. So that we give a stated percentage, but the Fed-
eral Reserve Board, under existing law, can not only name that
minimum percentage but they can name a higher percentage.

Mr. Mmis. That is true.

Senator Grass. That has been true for 16 years, has it not?

Mr. MiLs, That is true. No question about that.

The only other thing I would like to state, DMr. Chairman, is this:
I saw in the morning paper—as I read this act there is this clause,
the investment clause, 15 per cent of investment capital from 25
ger cent of surplus. The newspaper at least quoted, I think it was

enator (3lass and Doctor Willis, as stating that the intent was only
to have those provisions apply to the future and not the present.
The law as it reads clearly, in my mind at least, provides that the
excess securities would have to be disposed of. That is in section 15,
I think, page 86. If the paper was correctly quoting, that this
statute was not intended to provide that any bank should have to
dispose of these tremendous quantities of securities of the reserve
accounts—

Senator BuLkrey. It does not really mean any such thing.

- Mr. Mgrxs. It says that, I believe.

Senator BuLkrLey. I know it. I think the language is very un-
fortunate myself. :
_Mr. Wients. What lunguage is there there that indicates the neces-
sity of a sale, please? We might stick to that point and get your
view on that.

Mr. Mirrs. “ But in no event shall the total amount of such invest-

ment securities of any one obligor or maker held ”—the words are
¢ and held.” .
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Senator Burxtey. That means the one obligor, although I would
not have read it that way myself,

Mr. Wirris. You see, Mr. Mills, the provision in lines 2 and 3
states that “The business of purchasing and selling investment se-
curities shall hereafter be limited,” and so forth. That qualifying
clause runs on down to the end of the sentence.

Mr. Mrcrs. We discussed this at a meeting we held in Detroit, and
that question was raired. I think the language is exceedingly blind
on it.

Senator Bunkiey. Yes; it ought to be changed.

Mr. Mmurs. The language should be changed so as to make that
intent clear. Because, if that should stand. the results would be
terrible to the liquidations that the banks would have to make. If
it means only as to the future. I would like to ask this question:
If this change is to be made what is to happen to future pnrchases
until the portfolio gets in this new required shupe? Tn other words,
the banks are holding in excess of the amounts permitted under this
particular section. T then take it that it is nnderstood that they
are not required to immediately civest themselves of sneh holdings,
but in the future they ean not go over:

Mr. Wruias (interposing). They are not to enter into any new
contract or make any new loan. .

Mr. Mmrs., And thoge provisos are limited and they are not to
make investments on the total portfolio of the bank but on the total
obligations that any one bank holds. Thank you, ventlemen. I am
sorry to take so much longer than I intended.

The CrairaraN, The next witness is Mr. Lord.

STATEMENT OF ROBERT 0. LORD, PRESIDENT GUARDIAN DETROIT
UNION GROUP AND GUARDIAN NATIONAL BANK OF COMMERCE,
DETROIT, MICH.

The Cumamuax. Give yvour full name and address and business
connections to the reporter.

Mr. Lorp. Robert O. Lord. president of the Guardian Detroit
gnion Group and also of the Guardian National Bank of Commerce,

etroit.

Senator, Mr. Mills has covered in a general way the Detroit situ-
ation. I might, to get the picture in the minds of this committee,
state that the Detroit Bankers Group, of which his institution is a

art. confines its activities to Wayne County. Our own group of

anks covers the industrial section of Michigan in the lower
peninsula. s ) L

If I may be privileged to do so, I think it might simplify the mat-
ter, on account of lack of time, if I read the statemént that I have
and answer any questions that might be put.

Senator Couzrys. Have you had any experience, Mr. Lord, as a
bank examiner? .

Mr. Lorp. No, sir. I have had 26 years’ experience in a bank.

Senator Coczexs. Yes; I was just wondering what your experience
was.

Mr. Lorp. The Guardian Detroit Union Group (Inc.) is a cor-
poration organized under the laws of the State of Michigan. Its
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principal assets consist of all or practically all of the capital stock,
except directors’ qualifying shares, of the following banks and trust
companies :

Guardian National Bank of Commerce of Detroit.

Union Guardian Trust Co.. Detroit.

Michigan Industrial Bank. Detroit.

Highland Park State Bank, Highland Park.

Highland Park Trust Co., Highland Park.

Bank of Hamtramek, Hamtramck.

Guardian Bank of Grosse Pointe.

Guardian Bank of Dearborn.

Guardian Bank of Royal Oak.

Guardian Bank of Trenton.

City National Bank & Trust Co., Baitle Creek.

Union Industrial Trust & Savings Bank, Flint.

Grand Rapids National Bank.

Grand Rapids Trust Co.

National Bank of Ionia,

Union & Peoples National Bank, Jackson.

First National Bank & Trust Co., Kalamazoo.

Capital National Bank, Lansing.

City National Bank & Trust Co., Niles.

First National Trust & Savings Bank, Port Huron,

Second National Bank & Trust Co.. Saginaw.

All of these institutions are located in the lower peninsula of the
State of Michigan. The banks of this group serve more than 400,000
depositors, offering them the complete protection that is demanded
in these times when large resources, liquidity, and directorates com-
posed of men whose names are synonymous with honesty, integrity,
and high principles are necessary to convince depositors of complete
security. In spite of the fact that during the year 1931 112 banks
were compelled to close their doors in the State of Michigan alone,
all of our institutions successfully weathered the storm and no de-
positor in these institutions suffered any loss.

The group company does not own or control any banks, trust com-
panies, or financial institutions located outside of the State of Michi-
gan. The stock of the group company, consisting of 1,544,844 shares
of $20 par value, is held by upwards of 8,000 shareholders, and more
than 92 per cent of the shares outstanding is owned by residents of
the State of Michigan. Aggregate deposits of the institutions named
above totaled on December 81, 1931, $349,398,000, with total custom-
ers exceeding 400,000, as 1 have stated.

Senator Gore. How many different institutions? Pardon me.

Mr. Lorp. Twenty-one banks and trust companies, Senator.

These banks and trust companies became a part of the guardian
group through the exchange of ‘stock on an appraised book-value
basis. None of the institutions were bought for cash. The group or
bolding compaty was organized in accordance with law and with
the full knowledge and approval of the State authorities.

In order to give to each local community management which has
a primary interest in the welfare of that community and in the pros-

perity of industry and of the individual there located, there was in-

cluded in the by-laws of the holding corporation the following
Article VI:

‘Whenever at any meeting of the stockholders of a bank or trust company of
which this corporation shail at the time own 75 per cent or more of the out-
standing stock, an election of a board of directors is held, the shares of such
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bank or trust company owned by this company shall be voted in favor of the
election of a board of directors of which at least 75 per cent shall consist of
directors residing in the municipality where said bank or trust company is
located or within a radius of 50 miles thereof.

As a matter of fact, with the exception of 2 or 3 of the 21 insti-
tutions, or rather of the dozen or more institutions outside of the
limits of Detroit, we do not have representation of these boards.
Their own boards govern the banks entirely., Where we have mem-
bers it has been at the invitation of the local institution.

‘While the lower peninsula of Michigan has excellent disersification
'of agriculture, this district, and Detroit especially, is best known
throughout the world for the manufacture and distribution of motor
cars and automobile accessories, an industry which affects directly or
indirectly the welfare of more than 10 per cent of the population
of the United States.

Any legislation which adversely affects the banks in Michigan
will, in turn, affect the motor industry and will thus indirectly affect
a vast number of individuals throughout the entire nation.

As indicating the importance of the motor industry to this country
and to its other industries as well as to the farmer, might I remind
the committee that 10 per cent of all cotton, 14 per cent of all tin,
15 per cent of all finished steel, 15 per cent of all copper, 17 per cent
of all aluminum, 18 per cent of all hardwood lining, 30 per cent of
all nickel, 51 per cent of all upholstery leather, 68 per cent of all
polished glass, and 82 per cent of all crude rubber goes into the
manufacture of motor cars and their accessories.

More than 58 per cent of the aggregate banking resources of Michi-
gan are included in the two banking groups—Guardian Detroit
Union Group and Detroit Bankers Co. These two groups on De-
cember 31, 1931, showed aggregate resources of their banks and trust
companies amounting to more than $1,090,000,000 of which about
$888,000,000 was in national banks, representing 8314 per cent of the
national bank resources of the entire State of Michigan, more than
$84,000,000 was in State banks, and more than $118,000,000 in trust
companies.

Incidentally, these two groups, out of total subscriptions to the
National Credit Corporation from Michigan banks amounting to
$18,410,912.80, subscribed $7,752.553, or nearly 58 per cent—

Senator Gore (interposing). How much did they pay?

Mr. Lorp. Thirty per cent assessment, I think.

Senator Gore. That was paid——

Mr. Lorp., That was paid by all of the banks subscribing, I think
that is correct—the balance being subseribed by 293 other banks in
Michigan. Furthermore, neither of these groups nor any banks——

Senator Frercrer (interposing). May I ask you there what be-
came of this National Credit Corporation?

Mr. Lorp, Still in operation.

Senator Frercuer. Going ahead?

Mr. Lorp. They are making no new loans at the present time in
Michigan. I can not answer for the other districts.

Senator Frerceer. They are unloading it onto the Reconstruction
Finance Corporation? .

Mr. Lorp. They are making no new loans but are renewing present
loans as they mature.
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"Furthermore, neither of these groups nor any banks in these

oups found it necessary to avail themselves of loans through the
%rational Credit Corporation. In other words, their resources were
contributed in substantial amounts for the protection of other Michi-
gan institutions as well as other institutions throughout the country
making use of the facilities of the National Credit Corporation.

These two groups have been a bulwark of strength during the
financial hurricane of the past two and a half years. Speakin
only for the guardian group, our institutions alone, or jointly wit
others, have been instrumental in protecting deposits in other banks
in aggregate amount of more than $65,000,000, with depositors num-
bering more than 150,000, located throughout the State. Without
such strength and such help there must inevitably have been tre-
mendous losses to business and individuals. .

The State of Michigan is just now beginning to show signs of
returning confidence in its banks and in its industries. Funds are
starting to come from safe deposit boxes and other places of hiding.
This may be attributed in large measure to the effective help, bot
practical and psychological, of the national legislation by which
there was createflythe National Credit Corporation, the Reconstrue-
tion Finance Corporation, and also the Glass-Steagall bill. All of
these measures have been designed wisely to permit the proper ex-

ansion of credit, and to aid existing agencies in taking care of the

ancial requirements of industry, commerce, and of the individual.

Unquestionably, during the years preceding 1929, many unsound
practices developed in certain phases of the banking business, as in
all business and industry, principally in respect to securities com-
panies affiliated with banks. Such abuses can be eliminated or pre-
vented without disturbances to the banking business, to the entire
industrial structure of the country, or to public confidence. Those
who are proposing remedies for past or present ills should bear in
mind that the patient, at least as we see 1t, is only now starting to
recover and that a major operation in the present state of financial
health of the £atient may result in a relapse or even in the death of
the patient. Perfect rest and quiet with an occasional stimulant may
bring about the quickest and surest recovery.

Commenting generally upon this Senate bill 4115, many of the
provisions are sound and constructive, especially the establishment
of an agency for the liquidation of the assets of closed banks.

The provisions of the bill covering affiliates are presumably aimed
at securities companies. In the case of unit banks, there is no sound
reason why such banks, whether operating under national or State
charters, should not have as affiliates a trust company, & building
company owning the property in which the banking quarters are
located, or a safe-deposit company. In the latter case it 1s especially
desirable, as the liability of a safe-deposit company is impossible to
ascertain or to fully cover by insurance. Such affiliates have demon-
strated in years past their usefulness and desirability.

If it is wise to eliminate security company affiliates, this can un-
doubtedly be done within a reasonable period of time. To attempt
to force them out of business immediately would result in further
liquidation at sacrifice prices that would affect the general public
even more than the securities companies themselves.
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In that connection I might state that in our own group many
months ago we commenced liquidation and dismemberment of our
securities companies. The institutions at the present time are not
in the security business,

If branch banking is to be preferred to group ownership of banks
and trust companies, then the bill should either permit branch bank-
ing within State limits or other approved areas, regardless of the
laws of the State or States in question; or the bill should permit the
existing groups to consolidate their member banks into a single insti-
tution and operate such banks which are now members of a group
as branches, regardless of the law or the State or States in question
with 8 further restriction if deemed wise that no new branches shali
be permitted except as the State laws may permit.

resumably, the purpose of section 20, subsections (b) and (c),
is to prevent the evasion of the double liability on bank stocks
through the ownership by a holding company of such bank stocks.
In the case of the Guardian Detroit Union Group, we recognized at
the time of our incorporation nearly four years ago that the double
liability protection to depositors should be preserved. Our charter,
and in fact our stock certificate itself includes the following provi-
sions—I would like for the information of this committee to have
you see how that is worded [passing specimen stock certificates to
members of the committee]. There are some stock certificates, and
on the back is that provision, which is a part of the certificate.
That provision is as follows:

The holders of stock of this corporation shall be individually and severally
liable (in proportion to the number of shares of its stock held by them respec-
tively) for any statutory liability imposed upon this corporation by reason of
its ownership of shares of the capital stock of any bank or trust company,
and the stockholders of this corporation by the ncceptance of their certifi-
cates of stock of this corporation severally agree that such lability may be
enforced In the same manner as statutory liability may now or hereafter be
enforceable against stockholders of banks or trust companies under the laws
of the United States or the State of Michigan. A list of the stockliolders of
this corporation shall be filed with the banking commissioner of Michigan and
the Comptroller of the Currency whenever requested by either of those
officers.

So long as this double liability is carried through to the holders
of the stock of the group company, there is no more reason for a
group company to be compelled to carry a reserve to protect that
double liability than there is for the national or State banking
departments to require the individual holder of stock in a unit bank
to deposit cash or securities to cover his own personal double liability
in case his bank should become insolvent. .

I am in hearty accord in permitting the proper authorities full
power to examine each and every corporation owned by a holding
company—and the holding company itself; and there should be no
objection to furnishing the authorities periodically with a complete
list of the portfolio of securities owned. ] )

The bill includes restrictions against group banking which seem
to me to be both unnecessary and unfair, in view of the record and
standing of the group-banking institutions. None have failed to
my knowledge wﬂre they have been honestly and conscientiously
run. Dishonesty is just as responsible for the failure of unit banks

as it is for group banks or branch banks,
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The existing groups have probably contributed vastly more to the
stability and safety of the smaller communities throughout this
country than have the unit banks, due to their financial strength
and to the confidence in which they are held by the public. Accord-
ing to the testimony of Governor Young of the Federal Reserve
Bank before the Banking and Currency Committee of the House
on March 19, 1930, group banking at that time included 2103 banks,
or one-twelith of ‘the total number of banks in the country with
total loans and investments of about $11,200,000,000, or nearly one-
fifth of the aggregate loans and investments of all banks in the
United States. )

It seems to me especially dangerous at this time to either destroy
or impair, by legislation, banking institutions representing so great
a percentage of the entire banking resources of this country. The
repercussion upon industry and the public would be far more serious
than the effect upon the zanks themselves. The present is far too
critical a period in the financial and industrial life of this Nation
to enact legislation which does not have the fully approval of the
Treasury Department, the Federal Reserve experts, the department
of the Comptroller of the Currency, and the approval of the ablest
and soundest banking minds of the United States, as well as the
approval of this committee,

To refer to the bill itself and the specific provisions, I have a few
comments on some of the provisions.

Section 2 contains a definition of “ affiliaves ¥ which seems to be
so broad as to include industrial corporations, the officers and di-
rectors of which might happen also to be either directors or officers
of local banks. That undoubtedly can be clarified either by ruling
or by change in the wording.

Section 8, I think, js in the main constructive. The argument has
been made that it will force a vast amount of securities out of the
banks and onto a market which can not absorb them.

Senator FrLercuer, What do you think about having the Secretary
of the Treasury as a member of the board ?

Mr. Lorp. I see no reason why he should not be on the board,
Senator.

. Section 3, as I read it, is so drawn that there are possibilities of
circumstances where a correspondent bank could not lend to its
country correspondent, which might be a savings bank or a small
country institution, even though such security as was presented was
entirely satisfactory, and even though the bank applying for the
loan might be having a serious time in the way olf3 withdrawals.
I think that section could undoubtedly be clarified so as to prevent
such a situation, Section 4 %revents in our own case the institutions
which are members of the Federal Reserve Bank from voting for
a director of the Federal Reserve, of our own Federal Reserve Bank.,
That is not to us particularly important, except as a matter of
E)rmclple. Section 5 seems to me satisfactory. Section 6 satisfactory.

have no comment on section 7. Section 8 I believe has been clarified
already by the testimony of yesterday with regard to this percentage
which a bank may loan of its capital and surp%us. Section 9 is satis-
factory and conforms to the practice which our own institutions have
been following ever since we started.
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Section 10 has been discussed by Mr. Mills and he spoke of the
figures. It does seem to me that a good many institutions have done
their part in contributing to the liquidation of closed banks already.
In the case of the American State Bank of Detroit, which was taken
over by all of the other bauks in Detroit, the cost of that is a great
deal more than we would have to contribute already. It is a great
deal more than our subscription to this new liqumdating corpora-
tion. Our own group will have to stand the expense of about two
and a half million dollars to save the deposits of 150,000 depositors.
‘We are glad to do it.

Senator Brooxmant. Does that mean the rate of contributions is
too low in this bill?

Mr. Lorp. No, sir: I think the rate of contribution of the Federal
reserve bank is too low. The proportion, as I figure it out, the
member banks would subscribe in round figures is $127,000,000, and
they would be asked to pay at once half of that. or $068,500,000. The
Federal reserve banks would subsecribe $260,000,000, with $1,300,000
to pay in with their subscription, and the balance called for on 90
days’ notice. They pay in a quarter of one per cent of their sub-
scription, if I remember correctly, and the balance of their sub-
scription, which is one-quarter of their surplus, is subject to call on
90 days’ notice.

Section 11: Yon gentlemen have heard a great deal of discussion
as to the effect of the market value of the United States Government
bonds, and possible difliculties of the Government handling its
financing if that })ennlty rate of 1 per cent on 13-day loans on
governments is included.

Personally, I think it would be wise if Government securities were
eliminated fromn that, because, unquestionably. there must be a sub-
stantial amount of Government financing within the next two or three
vears, either to meet maturities or to cover the deficit.

Then section 11 does not in any way increase the amount of eli-
gible paper. It does put a premium on eligible paper from the
standpoint of borrowing purposes if the paper is discounted rather
than used as collateral. In our own largest institution, the Guardian
Nuational Bank of Commerce, located in a highly industrial city, with
total deposits of about 150.000.000. I do not believe that we could
pick out of our loans $5.000,000 of eligible paper. The primary in-
dustries in that community are not borrowers at any time.

Section 12 I have no comment on.

Section 18, which Mr. Mills discussed in full detail on the ques-
tion of the reserve situation, I think does impose a hardship. and a
considerable hardship. on banks throughout the country which have
a preponderance of savings deposits. In our own institutions, par-
ticularly the Guardian National Bank of Commerce of Detroit, we
have the smallest percentage of time deposits of any institution in
town. It would not seriously affect us, but with institutions which
have a vast amount of savings as compared with their commercial
deposits or demand deposits. it would increase the reserve require-
ments very substantially and at considerable sacrifice. In our own
group our time deposits average only about one-third of our toixi
deposits.

111181—32—p1 1—-9
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Mr. Wnis. Do you recall the average amount of the time deposits
per depositor?

Mr. Lorp. Excuse me? L

Mr. Witnis. Do you recall what the amount per depositor is—the
average amount? . .

Mr. Lorp. I think our time deposits would be about 125,000,000
and I can not tell you the number of our savings depositors; |
should say perhaps 823,000. So that you can figure it out that way.

Senator Gore. You have not figured out the average per depositor?

Mr. Lorp. Noj; I have not, Senator.

Mr. Mills spoke also of section 14. .

Senator Gore. Just one minute, please, sir. You say one-third
of your time deposits? .

Mr. Lorp. One-third time and two-thirds demand deposits.

As regards section 14, Mr, Mills spoke of the requirement, which
we both, I think, understood the same way, as to the appraisal by
the comptroller of property securing real estate mortgages, when
the comptroller makes his examination three times a year. n De-
troit it would almost be a ph1ysicnl impossibility. Our own institu-
tion, that is the Guardian National Bank, our biggest institution,
has about 5,000 mortgages, and I think the First E\Vnyne National
Bank has 53,000, and for anybody to attempt to appraise those prop-
erties would be a continuous job and an impossible job.

Mr. WiLwts. You mean there it would be impossible to value if
the valuations were made by repeated visits of expert people to the
proPenies themselves?

Mr. Lorp. Yes.

. Mr. Wiuss. But it would be entirely possible to give a compara-
tive estimate of the average reduction in value which had taken
place, would it not, without any such elaborate visitation?

Mr. Lorp. I think it would if you classified the properties,
Mr. Willis.

Mr. Wiis. And there is nothing here, seriously, that would pre-
vent the comgtro}ler from requiring that, is there

Mr. Loro. I think there is nothing to require an inspection of the
mortgage loans by the comptroller; no.

AMr. Witis. It would be feasible if it were done in that manuer,
with that flexibility; that is, it would not have to be done three or
four times a year{ There is nothing here to indicate he must do
that. He may revise the valuations in any way he may choose—isn’t
that truef L -

Mr. Lorp. I think it is. Of course, the banks in Detroit, I think
very generally, have the amortization provision in all of their mort-
gages, so that every three months or every six months, as the case
may be, there is 2 payment on the principal as well as the payment
of llfte%ft. I

r. WiLLis, 1 seems to me, from what both vou and Mr. Mills
have said, in an institution managed as vours are th?s :\I'z)hl\dml}:
peguhnrly &asy to apply. - ’

enator Grass. Would it help any to exe:
from the operation of the lnwg ) mpt the smaller mortgages
_ Mr. Loro. Senator, I do not know, because our
in our own institution runs under £3,000, which
have been paid down. ’

average mortgage
shows how they
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Senator Grass. Well, I say

Mr. Lorp (interposing). You could pick out mortgages over
§5,000 or over $10,000 and have the comptroller check those or spot
check them. That could be done. I think it would muke it simpler
at least; yes, sir,

Mr. Wirwis. Is it not true, Mr. Lord, that in a great many cases
where the banks have loaned on collateral security the examiners
have been rather severe in penalizing them, compelling them to mark
down bonds they held. It is taken for granted constantly that the
real estate stays right at the original loan value, so that those insti-
tutions maintain a considerably inflated asset value?

Mr. Lorp. I think that is true to some extent, Doctor Willis, but
the requirement that the mortgage when made should not exceed
50 per cent of the valuation of the property I think was designed
to cover the fluctuation of property values. There is not any ques-
tion that real estate values in Detroit and in every section of the
country have dropped. Noborly can deny that.

Senator Gore. In about the snme proportion as securities apd
commoditics, would yon say?

Mr. Lorn, I should say that security values have dropped more
drastically and commodity values also.

Mr, Wicets. But the-banking authorities are now engaged in hav-
ing tl?le security values marked off on a reasonable basis of adjust-
ment .

Mr. Loro. That is true. Of course, it is a very difficult thing
to judge what the market value is of real estate. You or I may
have an opinion as to the value of real estate and our appraisal
may be perfectly sound, but to try to sell it at that price under con-
ditions existing to-day may be impossible,

Mr. Winigs. There is nothing here, according to your reading of
it, is there, that would enable the comptroller to reguire the imme-
diate disposal of a loan; merely that he is allowed to revise the
valuation in order to bring out the fact that a given loan is under-
margined )

Mr. Lorp. Well, it was not clear in my mind, Doctor Willis. what
the comptroller might require; whether he would require you to write
a $3.000 mortgage down to $3,000 or $4,000, or whatever was in his
opinion a fair amount on the valuation, or how it was done. I think
it would certainly be a help to have it clarified.

Senator Covzexs. Isn’t the language too broad as it is in the bill2

Mr. Lorp. It is broad.

Senator Couzexs. That is my view. It is too broad, because, ob-
viously, these small borrowers can not put up additional securities
to make the loans good if they are deficient and found by the ex-
aminer to be so.

Mr. Lorp. I thick that would be almost impossible to carry out,
Senator. to go back to the man to whom you had made a mortgage
and ask him to put up $500 more or $1,000 more, especially if the
mortgage is in good stinding, because you have a contract with
him; he agrees to pay interest and a certain amount of principal

Mr. WirLis. You see, the point is this: In connection with the
other provisions of the bill the object is to arrive at what is the
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valuation, and in order to get a correct valuation of the present
assets, the statements of the banks of the country at the present
time do not present a correct asset value of the holdings of the bank.

Mr. Lorp. Don’t you think, Doctor Willis, that the borrower on
2 mortgage—we will say that the mortgage is in pretty good stand-
ing.

%\Ir. WiLnis. Yes.

Mr. Loro. At the time it was made it may have been a 40 or &0
per cent mortgage, and to-day it might be a ¥3 or 80 per cent mort-

gage.
ﬁlr. Wirrrs, Yes.

Mr. Lono. Don’t you think that some weight, some credence.
should be given to the personal, moral risk?

Mr. Wiuis. Absolutely.

Mr. Lorp. And to the financial responsibility of the maker of
the mortgage, as well as on any loan?

Mr. WiLLs. Unquestionably it should be. It is merel]y;nthe ques-
tion, I think, to be decided, and it is always desirable to know what
collateral or supporting property there is there in the case of real
estate just as you want it in the case of a collateral loan, in order
that the bank itself may be apprised of its weaknesses and then
left to correct them in so far as they can be corrected. .

Mr. Loro. I think, unquestionably, Mr. Willis, that the intentio
of that provision is a good idea, and could be followed out perhaps
by changing the worging of that section and making it a little
more workable from the standpoint of the banks, either by banks
setting up reserves, as they do, to take care of losses, whether they
are real-estate mortgages, or bonds, or commercial paper, with spot
check by the comptroller to know what condition they are in.

Mr. Wrus. It is revaluations that are called for here, and it is
true that, according to the information available on the subject.
such work is now very much neglected in examinations of banks
throughout the country.

Mr. Lorp. The examiners do, however, Mr. Willis, point out to
the banks and list the mortgages that are in default.

Mr. WiLLis, Yes.

Mr. Lorop. Which immediately calls it to the attention of the board
of any bank,

Mr. WiLLis. Certainly.

Senator Grass. Is the average bank examiner equipped with the
essential knowledge to determine the value of real-estate mortguges!?

Mr. Lorp. No: I would say not. I think you would find it very
difficult to get men qualified to appraise real estate,

Senator Frercmer. Does the law of Michigan require that you
should not loan over 50 per cent of the value?

Senator Grass. Sixty per cent of the value.

Mr. Lorp. We only loan 50 per cent.

Senator Grass. The State law permits 60 per cent.

Senator FrLErcuEr., But your practice is to limit it to 507

Mr. Lorp. Yes, sir. I venture to say that we have many mortgages
that are over 50 per cent of the present valuation, that are in per-
fectly good standing.
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Senator FLErcHER. Yes: and you can have a bunch of real-estate
agents in your town or community examine a piece of property and
one of them may put a value of $50,000 and another a hundred
thousand.

Mr. Lorp. Correct. Appraisal is a matter of opinion.

Senator FLETCHER. Yes. I do not see how a bunk examiner ean
tell much about that, no matter how good an inspection he made of it.

Senator Grass. We have had that illustrated in my own town in
the last few months. A half a dozen real-estate agents were sim-
moned before a commission or court to estimate the value of certain
properties to be condemned by the (overnment, and not a one of
them agreed with another.

Senator Brooxnart. I think the bank examiners have agreed to
beat down the valne of farm real estate everywhere.

Mr. Lorp, It would apply just as much to farm mortgages as it
would to city mortgages. As that provision now stands in the
bill, so far as our own institutions are concerned, I would not
dare make another mortgage, because I do not want the responsibility
of going out to a man to whom we have loaned money on the mort-
gage and saying, “ You must give us $5,000 more to protect the mort-
gage and keep 1t satisfactory for the comptroller.” We could not
do it.

Mr. Wirris. May I bring out the point again—there is nothing
here to require you to do that, is there?

Mr., Lorp. It is by inference.

Senator Couzexs. I would like to ask Mr. Willis what thig
language means, then, on page 33, where it says:

Such valuations ghall be revited by the Comptroller of the (‘urreney at the
thue of each examination of the hank muking the loan. and he shall have
power to order changes therein aud to requive the adjustment of loans to
such revised valuatione<,

Mr. Wiuis. He has the power to do that in cases where the situa-
tion is such that it undoubtedly needs it.

Senator Cotzexs. That is unreasonable power in the case of real-
estate loans.

The CrHARMAN. Does he not have that now?

Mr. Loro. I doubt if he has if the mortgage is in good standing,
Senator. That provision would frighten me so that I would not
make any more real-estate loans in our bank, with that power on
the part of the com'ptroller.

TKe Cramax. The examiner can order you to charge off any
part, no matter how good a standing it is in, if in their opinion it is
not—

Mr. Lorp (interposing). But if it is in good standing you have
a pretty good argument, Senator.

he CrzamraN, Oh, ves: you might have a Food argument, but
paper could be kept in good standing that would not be good paper.

AMr. Lorp. I do not think the comptroller ever does that.

The CramyMaN. No: I do not say he does it, but he could do it?

Mr. Lorp. Yes; he could do it.

The CuamryaN. Yes; in other words, he could now.

Senator Burkrey. In other words, you would not fear anything
that he would do under existing law, but you do fear some rash
action that might be taken if the law were changed?
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Mr. Lorp. I do. I fear it under the situation.

Senator Couzexs, May I ask Mr. Lord to look at page 32, be-
ginning with line 21% It says:

A loan secured by real estate within the meaning of this sectinn xhall be In
the form of an obiigution or obligations secured by mortzage. truxt deed, or
other such instrument, upon renl estate, when the entive amount of xuch oblign-
tion or obligations is made or is sold to such assoclation.

Would that prohibit any participation in a loan based upon real
estate?

Mr. Lorp. It is not clear to me, Senator.

Senator Couzexs. I would like to ask Mr. Willis if he would not
so interpret it.

Mr. Wirws. I beg pardon, Senator; I do not think I quite got the
question.

Senator Couzexs. With respect to that provision beginning on
line 21 of page 32. would that prohibit the participation of a bank
in a loan because it says the whole loan must be sold to the associa-

tion?
Mr., WizLss. I should not think so; no, sir. Not necessarily, no.
What it says is:

A loan secured by real estate within the meaning of thls section shall be
in the form of an obligation or abligations secured by mortgage, truxt deed, or
other such instrument upon real estate when the entire amount of such obligu-
tion or obligations is made or is sold to such association.

That is to suy, if the association is the only holder there it is to be
protected in that particular way. Now if it is a part holder, along
with, say, three or four other banks. in a large mortgage, the mean-
ing I should think is that it might be protected in some other way.
That is to say. that a different kind o protection could be used.

Senator Covzexs. That would have to be modified, because I could
not interpret it in any other way than I would have to buy the whole
obligation if I was buying one of those mortgages. o

Mr. Wriuis. I do not think so, sir.

Senator Couzexs. It certainly would have to have a clearer in-
terpretation if I were to follow 1it.

Mr. Loro. Is it not intended to mean that the total obligation or
obligatious outstglnding, and that whether you own a part of it or
own only a fraction, it shall not exceed 50 per cent?

Senator Cotzexs. But that limits the amount of the loan on the
property.

Mr. Lorp. Yes.

Senator Cotzexs. Under any circumstances. But this provision
requires you to take the whole obligation. us I understand it, if I
read English correctly.

Mr. Wrins. 1 thinf{ the provision requires the banker who has the
obligation to have it secured in that way, but if he is lending with
others he can secure it in another way. ° )

Senator Couzens. There is no provision for that. It can not
possibly be construed that way, if I read English correctly. How-
ever———

The CramMax. I would like to ask the witness a few questions,

bq:hift you desire to complete your statement you may go ahead
with it.
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Mr. Lorp. I think I am practically through. We were discussing

section 14.
.. In section 15, as I understand it, the bank’s portfolio is not lim-
ited, except to the extent of 15 per cent of the capital and 25 per
cent of surplus to any one borrower or obligor.. Sections 16, 17,
18, and 19 are satisfactory.

Section 20 I have already spoken about, and particularly para-
graphs (b) and (c), which are very diflicult from the standpoint
of our own group, and I think of most banking groups. We think
we have protectecf the depositor due to the double liability, which
was our own thought, not the thought of the banking department
in Michigan nor the attorney generaE

Section 21 refers also to group and branch banking, and I have
already stated our position.

Senator Couzexs. In other words, you object to that whole pro-
vision limiting the voting power of the group; is that it?

Mr. Lorp. Section 21, Senator, is in regard to branches, is it not?

Senator Couzexs. I mean there is a provision there regulating the
voting :Eower of the group bank.

Mzr. Lorp. Senator Couzens, if the banks are permitted to vote
under certain provisions and subject to good behavior, I amn not a
bit afraid of that. e will behave.

Senator Grass. The purpose of that, as you know, was to prevent
the holding comFany from controlling completely the Ifederal
reserve bank itself.

Mr. Lorp. I understand that. I think that is perfectly proper,
that there should be a division so that they could not. In our own
district neither of our groups could control it, because there are
plenty of independent banks—I do feel, however, that if groups ave
to be limited in any way as to their power to do a banking business
separatelg', according to the units, we have got to have some place
to go. My suggestion. as made in this memorandum, was that
branch banking should be permitted regardless of the State laws, for
national banks, or that the groups be allowed to take their present
vnits and organize them as branches with no powers of extension,
if it is thought wise, unless the State law permitted it.

Mr. WirLis. As national banks?

Mr. Lorp. As national banks; yes, sir.

Senator Griss. I think you wounld not experience any difficulty
in convincing the subcomniittee on that point if the subcommittee
could feel that it is possible to get snch provisions through Congress.

Senator Couzexs. Would you be willing to abandon group banking
if branch banking was permitted throughout the State?

Mr. Lorp. Yes, sir; and we would put our banks into one institu-
tion, a national bank. Of our institutions the larger ones are all
national banks, but the Highland Park State Bank and the bank in
Flint and two or three small banks are State institutions. Most of
them are national institutions.

The CuamaN. I am not sure that I understood what you meant
there. Of course, each bank is operating under its own charter?!

Mr. Lorp, Each bank is operating under its own charter. Each
bank, under the group company’s by-laws, must have at least 75 per
cent of their directors locaf men.
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The CuAtraAN. And how much of the stock is held by the holding
company in each instance?{ . .

Mr. Lorp. Except for one case, we own all or practically all—in
most cases we own all except the directors’ shares. L.

The CHARMAN. You protest against the ;léﬁﬁested provision in
this bill of building up a reserve to protect s olders’ liability; is
that your feeling, that your stockholders are legally bound for double
liability at the present time?

Mr. Lorp. Absolutely. i .

The CuamaaN. Has this form of agreement that they signed been
submitted to the attorneys at the Comptroller’s office to its bind-

ing effect? . .

%ﬁ‘. Loro. I believe they have seen it, although the holding com-
pany is a State corporation. It was submitted to the attorney gen-
eral of the State of Michigan and the banking department there, both
of whom approved it.

The CuamMAN. Both of whom held that they could hold them the
same as though they were stockholders in the bank?

Mr. Lorp. Yes, sir.

The CriamuaN. But your banks are not all in one State?

Mr. Loro. They are; all in Michigan.

The CrarmaN. They are all in Michigan?

Mr. Lorp. We have no institution of any kind outside of the State.

The CumairmaN. The liability of national banks would be en-
forced in the Federal court, and the others is the State courts, of
course?

Mr. Lorp. Correct.

The Cmairatan. Should this not be a matter to be submitted to
the comptroller’s office for their consideration?

Mr. Lorp. Yes, sir. I think they do know about it, Senator.

. Senator FrercHER. As a matter of fact, as stockholders in your
institution you own all the stock practically in all of those?

Mr. Lokp. Yes; but the owners of the stock of the company that
owns these banks have that double liability through the provision
in our stock certificate. In other words, you not on%y have the indi-
vidual double liability passed on the holders of stock in the holdin
company, but in addition you have whatever other assets the hold-
ing company may have as protection. You have a greater protec-
tion than merely the double liability of a unit bank.

Senator FrercHER. The double liability attaches to the stock-
holders of the holding company?

Mr. Lorp. Of the holding company; yes, sir.

The Caamuax. Under a form of agreement that they sign and
that is indorsed on the certificate.

Senator Grass. There is double liability in many of the unit banks
but it does not amount to much, does it?

Mr. Lorp. That is ve? true these days, Senator Glass.

The Cramaan. May I ask—there are a dozen or so large groups
throughout the country, are there not?

Mr. Loep. Yes, sir; think there are more than that.

!-! (’{‘hen(?}nmmm. fIzhere is a larger number of large groups than
oze . R ‘ -

Alr. Lorp. I do not think as large as we dre. In our own State
there are the two principal groups, and I understand there are others
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covering the northwest section, and there arc the groups in Utah
and adjacent States, and there is the group in New York and also
other groups in the Southeast.

The Cramyan. Do you know whether any other groups use this
form of certificate, bringing the stockholders in the holding company
under the double iiabilit.y‘t

Mr. Lorp. The Detroit Bankers, which is in Michigan also, and I
believe Wisconsin Bank Shares Corporation. I do not know whether
others do or not, Senator.

The CmamaN. In other words, so far as you know, there are
just a few of them that follow that.

Mr. Lorp. I know that some do. Whether they all do, I can not

say.
’ '}i‘he Caamman. You realize, of course, the effort of the commit-
tee to protect was due to the fact that the committee did not believe
that it was a_general rule to hold the stockholders in the holding
company to double liability. In fact, some members of the com-
mittee believed the whole purpose of the organization was to evade
a good law that provided for stockholders’ liability.

Ir. Lonp. That was not ours, because we put it in the charter
when we organized. .

The CramyaN. No; I see, because you stuck to it and carried it
through. .

Senator Frercaer. Do you object to these three reports a_year?

Mr. Lorp. It means a little more work, but we do not object to
an thing along that line. L

%he Cramyax. Do I understand that you feel it is absolutely
necessary for the affiliate corporation to own the bank building, the
safety deposit boxes, and other parts of the banking institution ¢

Myr. Lorp. Institutions that are tied into the banking and trust
business pure and simple. . ]

Senator Gore. Where it effects an economy in the operation of
the bank?

Mr, Lomp. Yes. sir. )

The Cramyax. Do vou feel that the measure as drawn is too
drastic in that respect?

Mr. Lorp. Yes; I do. )

The Cmamiax, Could you suggest some wording that would
avoid that part of it and still accomplish the purpose aimed at by
the subcommittec ? ] ) )

Mr. Lorp. I think I could if I were given a little time and I knew

xact purpose of the subcommittee, .
th%‘ﬁe Cnl‘)smimx. Will you confer with Doctor Willis about that?

Mr. Lorp. I will be glad to. . . L

Mr. Wizs. You are aware there that in section 24, I think it is,
the bank is allowed expressly to hold stock; that is to say, the
prohibition against their holding stock is limited by the statement
that those institutions that are specially provided for by law are
not included? You noticed that, did you not?

Mr. Lorp. Yes. )

Mr. WiLus, Of course, that covers the safe-deposit company?

Mr. Loep. Yes, sir. But the definition in section 2 is too bread

to pick it out.

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



134 XNATIONAL AND FEDEBAL RESERVE BANKING SYSTEMS

Mr., WiLuis. Here you have a specific exemption, and with the
statement in section 4, I think

Senator Gong (interposing). Would it be permitted, Doctor, for
the banks in the corporation to own the stock of the members who
owned the buildings? )

Mr. WiLis. The law permits that now under our regulations.

Senator Gore. Yes: would that be permissible under this law?

Mr. Winws. I said that in connection with the testimony yester-
day. and then somebody suggested that we add the words “or
regulation.”

Senator Gore. There was an example of that in my State, where
there has been a large 32-story building constructed there recentl
by the First National Bank. The man who wrote me about it
thmll\ght that the bill as drawn would permit the bank to own the
stock.

Mr. WiLLis. If we were to add the words “ or regulation ” where
the word “ law ” is used in the section relating to that. I think there
wounld be no danger that anything of the kind might be inferred.

Senator Covzexs. Just what is the necessity of organizing an
aftiliate to hold safe-deposit stock and building stock? What is the
necessity for that!?

The Cnammax, The witness suggested something abount that.

Mr. Lorpo. There maye be $1,000,000 in securities in the safe-
deposit boxes or $500.000,000, and there is no way that you can tell
what your liability is. because yon do not know what is in those
boxes. We all carry tremendous blanket insurance. We carry, and
every institution in our group, the big ones, up to $2.500.000.

Two and a half million dollars would not be a drop in the bucket
to the amount of securities that might be in your safety vaults, and
you have no way of knowing how much is in there. I do not believe
1t is sound, from the standpoint of bank depositors or trust compan
depositors, to tie that liability on an institution which has deposi-
tors’ funds in it. The man who puts his money in the safe-deposit
box realizes that linbility. The depositor should not be asked to
take that risk.

: Sex?mtor Frercurr. Did you state how many stockholders you
have

Mr. Lorp. Over 8.000, Senator,

Senator Gore. The point made in this letter I had was that the
hank building was largely devoted to offices, used as an office build-
.ing. and the relationship between the bank and its tenants or occu
pants, if the bank owned the bunilding outright, might give rise to
irritation or friction that might be obviated if a different concern
owned the building. ,

Mr, Lorp. I think that is true, Senator, from the standpoint of
operations.

Senator Gure, Yes; that was the point.

The Cramrmax. This 15-day provision has been the subject of
much controversy, and there is & wide difference of opinion on it, and
an honest one, I am sure of that. Have you thonght of making the
use of that provision subject to the approval of the Federal Reserve
Board and onlz using it for emergency purposes?

Mr. Lorp. The 15-day loan?

The Crmamyan. Yes.
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Mr. Logp, If I understand your question correctly, we use the
15-day loan for borrowing from time to time, and use Government
bonds rather than put up eligible paper, because of the difficulty
O

The Cuamax. The only difficulty that comes from it is from
some abuse, I think not from the provision itself. but it lends itself
so easily to certain abuses, such as the Wall Street boom, and T was
wondering whether this might be made mnore practical if we shounld
srovide that it should only be used upon the approval of the Federanl

eserve Board and then could be used in every legitimate emergency.

Mr. Lorp. May I answer your question by telling you how the
Federal Reserve Bank of Chicago handled just that situation during
a time of very high call money—and when other money rates were
high also. The banks in Detroit very generally were borrowing sub-
stantial sums of money, and they were using their Government bonds
and their eligible paper and anything they had. Mr. McDougall,
of the Federal Reserve Bank of Chicago, came to Detroit and warned
the banks there that they were not under any circumstances to
borrow money to loan on call in New York, regardless of the profit
they might make. In other words, the Federal reserve bank has in
the pastebrought pressure to see that it was not abused. and they can
step in to-day, under their powers, their broad powers, and tell a
bank that “ We will not loan you on Government securities so long
as you are lending money on call in New York.”

Senator Grass. But you will recall the fact that when the Fed-
eral Reserve Board, in an exceedingly mild or_general wagy under-
took to admonish the member banks in New York in 1029 against
excessive use of the Federal reserve facilities for investment pur-
poses, perhaps the outstanding banker in New York City practically
told the Federal Reserve Board to go to hell?

Mr. Lorp. I did hear something about it.

Senator Grass. That he intended to rediscount to the extent of
§25,000,000 the next day and to loan it for stock investment purposes,
and that his obligation was to the market rather than to the bank
of which he was a sworn director; you recall that, don’t you?

Now, with respect to that provision, if I have not already said
for the record, and maybe it can not too often be said, it has a his-
tory. When the Federal reserve system had been in existence two
and a half years without that provision, and when it was incorpor-
ated in the act as a war measure, avowedly, its purpose being to
prevent a bank fromm being suddenly embarrased overnight by any
extraordinary thing that might happen in war times, Europe then
being in the World War, and when it was incorporated in the act
over bitter opposition, it was done with a gentleman’s agreement
that after the war it should be eliminated.

And this significant fact attaches to the history of that act. At
that time the indebtedness of the United States. the bonded indebted-
ness of the United States, was less than a billion dollars, of which
amount the national banks owned $748,000,000 for circulation pur-
poses, it was computed that fiduciary funds, estates and individunals
owned at the very least $150,000,000 of United States bonds.

_So that at the time of the incorporation of this provision of the
bill in the act there were perhaps, it is fair to say, less than a
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hundred milliéns of dollars of United States bonds available for this
purpose. And yet, over a'given brief period during this riot of stock
gampb?l?ng in New York, 10 of the New York banks alone borrowed
from the Federal reserve bank approximately a billion dollars on
15-day paper. .

So that you may see from that statement, I think——

Mr. Lorp (interposing). I see what you intend.

Senator Grass. I should discern from that statement that- the
original purpose of that provision has been frightfully perverted to
an evil use,

Mr. Lorp. Would it be possible, Senator Glass, to make that pen-
alty subject to the discretion of the Federal reserve bank, if in their
opinion the borrowing facilities of the bank were being. abused?
That would make it ‘compulsory.

Senator Grass. It was.made so for 16 years, and somebody, I do
not undertake to say who, had not courage enough to exercise the
power that the act gave him, even when the abuses were so frightful
as to have brought on the very situation that the country finds itself
in now.

Senator Gore. Mr. Lord, you did not quite finish your statement
as to why you used Government securities instead of commercial
paper. '

Ar. Lorb. When you rediscount eligible paper at the Federal re-
serve bank you must furnish statements. Our experience with the
bank is that they are supertechnical, and that it is a véry difficult
thing to get eligible paper through the bank and get it approved
without going t rpu%l a great deal of work, in our opinion unnec-
essary. Our credit files are available to them if they want them.
It is so much simpler, when you are running short a million dollars,
or $5,000,000, or whatever the amount is, to leave your Government
securities there and borrow against them, It may be only & question
of one day borrowing. It may have nothing to do with the lending
of money on securities.

Take our own institutions with these motor companies.

Senator Gore. It is just a queéstion of the mechanics of-it?

Mr. Lom).~Senut(_>r, let me give you .an example in connection with
the -motor companies: The Ford Motor Co. carries accounts with
most of the banks in Detroit. We have one of their very active
accounts. The Ford Motor Co. pays its bills on the 20th of the
month. There have been times when they would ‘draw $35,000,000
In one day to pay their .bills. ' The only way you can handle an
;l:::l)‘l:mt oritt'hnt km(%1 113 to caT a tremendous amount-of Govern-

securities or call loans: ‘There are just two ways you can meet
a 35,000,000 wnthdraw:al in one day anci meet it pry:pzrly,- and we
find that the most satisfactory way to do it is to carry an extensive
amount of Gov.emment securities, so that if the Ford Motor Co.,
instead of drawing twentﬁ' or twenty-five inillion, as we might éxpect,
‘gé':e‘:fe?’&on?{oﬁgsbge ta fe ourd Government bonds to the Federal
7 rrow for a ‘ atil t
bagx nos 15 Ia)rmal aggain, ay, or two days, or a week, until the
enator Gore. It is the mechanical facilit ing it more con-
venlently, one kind of paper against the otheg?Of using

Mr. Loro. It is the mechani ers, , )
ment bonds. anics that makes it simpler to use Govern
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Senator Grass. Undoubtedly it is a question of that description,
and if it were used only for that purpose, why, perhaps there would
not be many valid objections to it.

Mr. Lokp. Senator, supposing that you put a provision in that
so long as that bank was lending money on call in New York they
should be penalized 1 per cent? Don’t you think that would cover
your point?

Senator Grass. It might be so. We might modify that 1 per
cent penalty, though you understand that the Federal reserve bank,
subject to review and determination of the Federal Reserve Board,
has that power now—but it is not exercised. .

Mr, Lorp. Can't they be persuaded to exercise it? Mr. McDou-
gall exercised it in the Chicago district.

Senator Grass, We were actuated by the knowledge that they had
never exercised it, and therefore we put the penalty in there,

Senator Frercuer. What does that amount to to these people that
are making 20 per cent, a 1 per cent penalty ¢

Mr. Lorp. It is not that, Senator; it is the penalty of 1 per cent
against the people who are borrowing for legitimate purposes not
for the bank which s getting a big percentage on call.

Senator FLETcaER. 1 mean these people who use this for speculation,

Mr. Lorp. If you mean that 1 per cent penalty to the banks when
they are lending on call to New York, I will agree to that. It would,
however, penalize the legitimate transaction.

Senator Grass. You would have no objection, then, to that pro-
vision if we were to modify or eliminate that 1 per cent penalty?
You would have no objection to the requirement of the provision
that if, upon due notice and warning by the Federal Re-erve LBank
and Board, a bank persists in extending its loans on stock as collat-
eral it should be penalized by suspension

Mr, Lorp. I would be perfectly willing to have that provision.

Senator Grass. You think that is all nght?

Mr. Lorp. Absolutely, so far as our iustitutions are concerned.

Senator Grass. Have you any knowledge of any Federal reserve
bank ever buying a dollar of commercial paper in open-market
transaction ?

Mr. Lorp. Ever buying a dollar?

Senator Grass. Yes; of commercial paper. Has there ever been
any attempt since the institution of the system to create a market
for legitimate commercial paper?

Mr. Loro. Senator, I think since the organization of the Federal
reserve bank there has been such a tremendous amount of financing
doue by corporations which has taken them out of the commercial

aper market that it is difficult to answer your question. QOur own
Institutions in times past, not in the last two or three years, have
been substantial buyers of commercial paper.

Mr. WirLis, But the reserve banks?

Senator Grass. I mean the reserve banks.

Mr. Loro. I think not. .

Senator Grass. In its open-market transactions? . o

Mr. Logp. No. I do not know. I never heard of their doing it.

Senator Grass. It has confined itself to purchasing collateral
cecurities rather than making a market such as'the European market

for commercial paper? :
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Mr. Lorn. If you are speaking of the Federal reserve banks them-
selves—

Senator Grass. Yes. .

Mr. Loro. They have confined themselves, as I understand it, to
the purchase of Government securities, notes, Treasury certificates,
bankers’ acceptances, and the acceptance and rediscount of com-
mercial or eligible paper that the bank might have.

Senator GrLiss. But they have never undertaken to make a market
for current commercial transactions?

Mr. Loxp. Not to my knowledge; no, sir. .

Senator Goxe. Mr. Lord, you stated that two-thirds of all of your
deposits were demand deposits. Could you state or estimate what
proportion of your demand deposits represent deposits of actual
cash or cash items distingnished from credit, so to speak, resulting
from your loan-discount operations?

Mr, Lorp. I think that would be a very difficult thing to judge,
Senator, because—

Senator Gore (interposing). You could not approximate it?

Mr. Lorp, I might answer the question by saying that we do not
like to take new accounts that open with a loan, as a matter of policy.
We prefer that the deposit be made in cash or checks rather than by
credit ({n a loan, even thongh the depositor is entitled to have credit

ranted.
g Senator Gone. Less than half would probably represent actual
cash. The other is—-

Mr. Lorp (interposing). No: I should think a good deal more
than half would represent actual cash deposits, becuuse, while I am
sure we have a good many small depositors who might not represent
deposits in cash, the larger amounts, the deposits of the big corpora-
tions, are in cash rather than by credit. It is not a question of credit
with them.

Mr. WirLis. By cash there you mean cash or by check?

Mer, Lorp, Yes.

Senator Gone. Cash or equivalent of cash?

Mr, Loro. Ye-.

Mr. Wipis. May I ask you one further question, Mr. Lord!?

Mr., Lorp. Yes.

Mr. WrLis. You notice in the latter part of this bill a plan for
removal of officers of banks who in any way are responsible for
unsafe or unsound practices.

Mr. Lorp. I am also in favor of it.

Mr. Wirris. In favor of it?

Mr. Lorp. If you do not remove them we will.

Mr, WiLLs. But, in general, do you think there is any unfairness or
hardship?

Mr. Loxp. No objection at all.

The Cramoiay. Your suggestion as to the groups would be this,
:}r:at }l;e?y would be regulated but not extended?! Is that your

ough

Mr. Lopp. Unless the State laws permit it. I think the provision
you have in as to that territorial provision is excellent. I think
that is fine. The objection I have to the bill as it stands to-day
is that there is no branch banking permitted except in States where
the laws of those States permit it.
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. The Cramaray. Would you override the sovereignty of the State
in a matter of this kind? Is there not a great deal of danger in
doing that?

Mr. Lorp, Perhaps.

The CHamax. Are you not getting centralized too much now
and taking this power and that power away from the States?

Mr. Loro. I am in favor of doing it for the national banks., The
States have no control over national banks now.

Senator Griss. Now that the exceedin%ly conservative chairman
of this committee suggests an objection of that sort, just what sort
of objections may we encounter from the radical members?
[Laughter.]

Senator Gore. When the reds get after it?

Mr. Lorp. Senator, the question of branch banking is a very
interesting one, and I think that, frankly, it is the ultimate solu-
tion of our banking troubles. If it can be handled in such a way as
to prevent a centralization of power in one place I believe it would
be the solution. .

The Caamazax. Well, I think your “if ” is the main part of your
statement.

Mr. Lorp. All right; supposing that the directors of a bank per-
mitted to have branch banking within the limits of the State must
be 90 per cent residents of that State?

The CaamrmaN. Well, I certainly share your view that it should
not be located outside the State but should be owned by the people
of the State, if you want to avoid centralization.

Mr. Lorp. Of course, you can not prevent ownership of stock
passing from one locality to another, but you can prevent a directo-
rate living in New York or San-Francisco and attempting to operate
a corporation elsewhere.

The CrarryxaN. We all know that directors are sometimes just
dummies. They are just representatives of some one who lives at a
distance.

Senator Gore. Would it be feasible to prevent stockholders who
live outside of the State from voting? You know that that was
done in United States banks.

Mr. Lorp. I think it would. That is a legal question. But that
would answer your question as to the directors being dummies,

Senator Grass. The subcommittee would not go into mourning
altogether if you were to prevail upon Congress to take that view
of it. I would not.

Mr. Lorp. Can you prevail upon Congress to take that view,
Senator?

Senator Grass. I do not know. It seems that I can not prevail
upon the Banking Committee to let us 1ﬁmss a reform banking bill.

The CaarraraN. If that is all, we will close the hearings for to-day
and there will be no further hearings until to-morrow at 10.30 in this
room. We had two other witnesses on for to-day but they are
not here.

(Whereupon, at 1.053 o’clock p. m., the committee adjourned to
meet again at 10.20 o’clock a. m. of the next day, Friday, March
25, 1932.)

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



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



OPERATION OF THE NATIONAL AND FEDERAL RESERVE
BANKING SYSTEMS

FRIDAY, MARCH 25, 1932

Uxrrep States SENATE,
Coxanrtree oN Bankixe axp Cukrexcr,
Waskington, D. C.

. The committee met, pursuant to adjournment on the previous day,
in the committee room, 803 Senate Office Building, at 10.830 o’clock
a. m., Senator John G. Townsend presiding, in the absence of the
chairman,

Present: Senators Townsend (presiding), Walcott, Carey, Watson,
Fletcher, Glass, Wagner, Bulkley, Morrison, Gore, and Hull.

Senator TowNsexp (presiding). The committee will be in order.
Senator Norbeck has re%uested that I preside for a moment. The
first witness will be Mr. Percy H. Johnston, New York.

STATEMENT OF PERCY H. JOHNSTON, PRESIDENT CHEMICAL BANK
& TRUST CO., CHATRMAN BANKING AND CURRENCY COMMITTEE
OF MERCHANTS ASSOCIATION OF NEW YORK, NEW YORK, N. Y.

Senator Towxsexp (presiding). Mr. Johnston, will you take a
seat there and give your name and address to the reporter?

Mr. Jorxston. Percy H. Johnston, president of the Chemical
Bank & Trust Co., New York, an institution owned by 14,000 stock-
holders, domiciled in every State in the Union. Also as representing
the Merchants Association of New York, as chairman of tgeir bank-
ing and currency committee, which is the largest business organiza-
tion in any city in America, with some seven or eight thousand
business memberships. ’ '

Senator TowxnseExp (presiding). Mr. Johnston, have you a written
statement? ’

Mr. Jomxstox. Yes, sir; I have.

Senator TowxseExp (presiding). You may proceed.

Mr. Jouxsrox. Mr. Chairman and gentlemen, I should like to
say first that I have much sympathy in any measure that is pro-
pounded to strengthen the general banking situation. I spent I
think six of the best vears of my life in the Treasury Department as a
national-bank examiner and national-bank examiner at large, try-
ing to bring those conditions about over the country. I am somewhat
familiar with many of the weaknesses that the Government has been
confronted with and that the various supervising boards and super-

intendents of banks have met with.
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Speaking now of the proposed Senate bill 4115, the passage of
this bill at this time would destroy all effect of the remedial measure
looking to an ending of deflation. It would bring about a large
deflation for the following reasons:

The security business i1s made outlaw and credit can not come
from banks to carry on this business. The bill is aimed to break up
the distribution of long-term securities, through its limitation on
the extension of bank credit against collateral. This would prevent
refunding of municipal, railroad, or industrial loans.

Banks may not use the Federal reserve to facilitate carryin
bonds. So practically banks could not borrow from the Fetzara
reserve at all and have a bond account.

This would force further liquidation of all bonds except United
State Government.

The penalization of 15-day borrowings would make United States
bonds less desirable, would handicap the United States Treasury in
its necessary financing, and would increase the rate on Governients,
and thercby the interest rate on all classes of securities, and de-
preciate the market price of all existing securities. The 15-day
borrowing is essential in periods of depression where eligible paper
is not available for rediscount.

The requirement for revaluation of all real estate owned by banks
and real estate loans to market value would render many banks in-
solvent and compel their closing. Has real estate any “ market
value ” to-day? :

The prohibition against banks owning more than 10 per cent
of any particular issue of securities would compel the dumping of
large holdings of inactive bonds on the market.

The provision segregating the best assets of a bank for its time
deposits would, in the case of many banks having a large propor-
tion of time deposits, likely frighten demand depositors in those
banks and bring on large withdrawals of demand deposits. This
would be particularly felt by the country banks.

Authority of Federal Reserve Board to fix from time to time
for any member bank the percenta(%e of the capital and surplus of
such bank which may be represented by loans protected by collateral
security is a power that should not be vested in any governmental
body. It destroys the free functioning of the banks and robs di-
rectors and owners of their rightful privileges.

The compulsori requirement of member banks to supply capital
for the Federal Liquidating Corporation is essentially unfair. It
forces member banks to supply capital and take risks with no hope
of gain other than receiving 6 per cent interest, if the corporation
should earn it. There will be heavy losses, which in the last analy-
sis are forced on member banks. It is just as logical to requii‘e
good industrials, insuranpe companies, and other lines of business to
bail out the failed ones in their respective fields, as it is to ask the
member banks to do so.

Restricting the sale or purchase of Federal funds would seriously
interfere with free operation of member banks, would decrease their
earnings, and would accomplish no good purpose.

It is too much to hope that goodg banking can be brought about
by legislation. After 35 years of banking experience. six vears as
national-bank examiner, I am convinced more laws will not effect a
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cure. Strict rules and careful discrimination in the granting of
charters will go a long way. We have had too many banks and too
few bankers.

Better standards of supervision and examination will be helpful
in bringing about better conditions.

Now, if T may have the privilege of speaking on one or two of
these paragraphs that I have mentioned.

Senator Townxsexp (presiding). You may proceed.

Mr. Jounsron. I should like to say that in making these remarks
very little of it is applicable to my own institution of which I am
the president. As far as 15-day borrowing is concerned I do not
know that we ever made a 13-day loan, We used the Federal reserve
bank in the year 1931 three days; in the year 1932 we have not used
it a day, and in 1930 we used it seven days, and during the boom,
when money was 15 and 20 per cent, we made no use of the Federal
reserve to borrow money to reloan on stock-exchange collateral.

Senator Grass. If you could exist in such a solid state without
the use of the 15-day paper, why would it destroy the balance of the
banking community? o

Mr. JoaxstoN. Many banks, Senator, haven’t other paper that is
eligible for rediscount. They are forced to borrow on their Govern-
ment bonds. As you probably know, most of the banks carry large
amounts of Government bonds at the Federal reserve bank. I think
the real reason that most banks prefer to borrow on Government
bonds is in convenience. It is very easy to send over their note and
ask them to attach so many Government bonds or set them aside for
the protection of their note.

Second, notwithstanding that we have tried in the Federal reserve
to make borrowing more popular in member banks, or rediscounting,
there has always existed a prejudice among banks from having to
borrow on bills payable or rediscounts. Most bankers do not want
to take their customers’ paper out of their files, indorse it over to the
Federal reserve bank, and then take it up later and take it back to
the bank, and when the customer has paid off his notes he discovers
that he has had his paper pledged to the Federal reserve bank.

Senator Grass, Then do you think the Federal reserve system is
totally inacceptable or undesirable?

Mr. Jounstox. No, Senator; I think it is a very desirable set-up.

Senator Grass. That is what it was meant for, to rediscount paper
of a customer of an individual bank?

Mr. JornsToN. Yes; but you can not overcome prejudice, Senator.

Senator Grass. Well, if prejudice exists to such an extent that
rediscounting gets to be an inappreciable function of the bank, what
is the use of the Federal reserve system at all?

Mr. Jonxsrox. I think its principal use is in the time like we had
in the war: I mean in a time of great stress.

Senator Grass, Then, you want us to have another war in order
to make it available?

Mr. JouxsroN. No; I would not say that. The thing I am saying
is this, that banks as a class—I think over 90 per cent of them—
would prefer to borrow on their Government bonds than to take
their paper out and rediscount it, due to the fact that there has
always been a prejudice among bankers against rediscounting paper.
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Senator Grass. But you know very well, Mr. Johnston, that at
the time of the adoption of the Federal reserve act there were not
any United States bonds to borrow on?

Mr. JouxstoN. That is true.

Senator Grass. Then, you think it was futile to set up the Federal
reserve system because you did not have United States bonds to
borrow on?

Mr. JounsToN. Not at all.

Senator Grass. Well, I just do not get your logic.

Mr. JorxstoN. I just do not get yours, sir, if you will pardon me.

Senator Grass. Mine is that we set up a system to enable member
banks of that system to rediscount their eligible paper when they
had exhausted their ability to respond to the demands of commerce
and of agriculture, so that they might continue to respond.

Mr. Jomrxsrox. They do that now, Senator, but they use their
Governments first.

Senator Grass. But I say, at the time the Federal reserve act
was enacted, there were not any Governments for this use.

Mr. JonnsTton. That is true.

Senator Grass. Then, do you think it was futile to have set up
the Federal reserve act?

Mr. Jonxsron. Not at all; but we live in a changing world, and
we have issued a large amount of Government bonds in this country,
and we have made them eligible for borrowing at the Federal reserve
banks, and the banks would rather borrow on the Government bonds
than on the eligible paper.

Senator Grass. At the time we instituted the Federal reserve bank
there were less than a hundred million dollars of United States
bonds available for this 15-day provision of the bill, which was not
in the original act. What is the significance of the fact that over a
very limited period in 1929 10 banks in New York alone borrowed
nearly a billion dollars in United States bonds under the 15-day
provision ?

Mr. Jomuxston. It is very easy to explain. There was a large
amount of money loaned in New York over the country, and when
the panic cane they became frightened and they all asked to have
the money called within 48 hours.

Senator Grass. It had no relation to the stock exchange transac-
tions, you think?

* Mr. JorxsrTox. The money had been loaned to Wall Street brokers,

Senator Grass. Yes. .

Mr. JomxstoN. And the banks called it over the country. The
New York banks stepped in and took it all up and borrowed enor-
mous amounts, as you know, of the Federal reserve, which were very
quickly wiped out in a few days, because the people that called the
money left it to their credit in banks in New York as a rule.

Senntor Grass. But these borrowings were not overnight: they
extended over a period of six months, when we had the riot of stock
speculation in New York.

Mr. Jonxsrox. Not those loans that you refer to as having been
a billion dollars made overnight.

Senator Grass. Yes; just those loans. That represented the
transactions of the first six months of 1929.
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Mr. Jomxsron. I do not think the record would bear that out,
Senator.

Senator Grass. I have the record right here.

_ AMr. JounsTton. All right, sir. I served on the New York Clear-
ing House committee, and 90 per cent of those loans were washed out
within 30 days. ‘

Senator Grass. In January, 1929, $270,000,000 were borrowed un-
der the 15-day provision.

Mr. JouxstoN. Yes, sir.

Senator Grass. In February, seventy-nine million.

Mr. Jouxsrox. We are speaking, though, Senator, of after the
panie.

Senator Grass. In March, one hundred forty-eight million. In
April, one hundred five million. In May, ninety million. In June,
eighty-two million.

My. JornsToN. Yes.

Senator Grass. That was not overnight; that was over——

Mr. Jouxsrox (interposing). I do not believe we are talking about
the same thing.

SelllJatm' Grass. Well, I can not help that. I know what I am talk-
ing about.

Mr. JorxsrtoN. Yes, sir. I credit you with that fully. But X
understood you to say that banks in New York borrowed a billion
dollars. :

Senator Gr.ass. Approximately that.

Mr. JomnsToN. And carried it for six months.

Senator Grass. No; I did not say they carried it for six months;
I said over a period of six months.

Mr. JouxsroN. And the answer I made was that 90 per cent of
it was paid off in less than 80 days. '

Senator Grass. What would have happened in circumstances of
that sort if there had been no United gtntes bonds, as there were
not when we adopted the Federal reserve act?

Mr. Jonxnston. Why, the stock exchange would probably have
closed and there would have been a moratorium.

Senator Grass. Then you do think the Federal reserve system is
of some account?

Mr. Jouxsrox. I do not see how you draw any contrary conclu-
sions from any remarks T made, Senator.

Senator Grass. Well, then, unhappily, I do.

Senator BriLkrey. Mr. Johnston, apart from the prejudices of
the bankers as to what collateral they would prefer to offer, which,
as you say, is merely a matter of prejudice, what is the sound thing
to be rediscounted at the Federal reserve banks? What is the sound
thing on which to judge it?

Mr. Jonxsrtox. I think commeercial paper, without a question.
That is what the law was based on.

Senator Burkrey. Certainly it was. Why shouldn’t we restrict
borrowings on bonds or any other capital asset as distinguished from
commercial paper? How are you going to keep your system pure
and right if you do not maintain the principles it is based on?

Mi., Jomysrtos. Well; vou.know it is pretty hard to purify a
household when it is on fire. : .

Senator BurLkLEY. The fire has pretty well died down now.
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Senator GrLass. You do not want it to burn up twice, do you?
Mr. Jorxstox. I hope not. :
Senator BuLkrEer. I can not think of any better time to purify.
Have you any suggestion about what would be a better time to
pwrify than right now, and why?

Mr, Jounston. I think any major changes in the Federal reserve
would be much better if they can be made in some normal time. I
do not think the country is entirely over its fright. I think any
important changes we make—I am speaking of the 13-day provi-
ston: I am not speaking at all Lecause I haven't any personal interest
whether you have that 13-day or not—but I know the situation in
many banks. Many of them have not the eligible paper to any
extent.

Senator Bruxrey. How many?

Mr. Jonxsrox, A very large amount, I should like to say this

Senator BrrsLey (interposing). How many do you think are
out of eligible paper in the New York district, say?

Mr. Joaxstox. Well. they have very little. I eould not say they
were entirely out. I-should like to give you an illustration of our
own institution.

Senator Girass. The chief of the banking operations of the Fed-
eral reserve system on last Saturday evening told me they had ample
eligible paper.

Mr. Jorrxstox. You mean in the whole system?

Senator Grass. Yes; in the whole system. He had particular
reference to New York. And the official figures were put in the
record when I made my speech on the =o-called Glass-Steagall bill.
showing that they had nearly $3,000,000.000 of eligible paper and
were discounting only about a half billion—tive huudred million.

Mr. Jounston. Fifteen vears ago 90 per cent of the business of
thie bank of which I am president was commercial business and 90

er cent of our income came from those accounts. We have always

een a commercial bank. We are not a Wall Street bank and never
have been a Wall Street bank, The trend of business in the last
12 or 15 years has been commercial business down, down, down.
and last year only 22 per cent of our income came from the com-
mercial business; 28 per cent came from loans on securities. bonds.
and stocks—I do not mean speculative loans; 21 per cent came from
investments, municipal, State bonds, and things like that; 49 per
cent of our revenue came from a class of income that is going to
be largely prohibited under this act.

Senator Grass. Is not the reason of that that the Federal reserve
system has been transformed from a commercial banking system
largely into an investment banking system?

Mr. Jounston. I do not think so. .

Senator Grass. And has favored bonds and securities rather than
commercial paper?

Mr. JornstoN. I do not think so. I think it is just the nature of
what is happening in the country; that the big corporations that
used to borrow money from us do not borrow. They are lending
money.

Senator Grass. Well, ought they be permitted to lend money? -

Mr, JomxsroN, Noj; I am——o

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



NATIONAL AND FEDERAL RESERVE BANKING SYSTEMS 147

Senator Grass (interposing). They are not chartered for that
purpose, are they?

Mr. Jonrxsrox. No; I am glad they are not permitted. You prob-

ably, of course, know that the associated banks in New York have
declined to do it for them by resolution.
- Senator Grass. Yes; I know they did, after I embodied in a pro-
posed bill here a prohibition against it—and the day after to-morrow
when this bill is beaten, if it 1s beaten, they may change their regu-
lation, may they not?

Mr. Jouxsrox. I do not think so.

* Senator Grass. You do not think they may do that?

Mr. JouxstoN. I do not think there is any likelihood of it. I
do not think they did that for any fear of anybody, Senator.

Senator Grass, Oh, I do not apprehend they are afraid of me.

Mr. Jomxsron. I spent six years——
1Senator Grass (interposing). And I hope I am not afraid of
them.

Mr. Jouxsron. No, sir; they do not give you—-

Senator Grass (interposing). Never have been yet.

Mr. JounsToN. The majority of these banks—they are honorable
men. I examined 1,180 of them, in over half of the States in this
Union, and I came out firmly convinced that the men in the banks
are men of honesty and their integrity is as high as anyone, not
even barring the pulpit.

Senator Grass. Yes; but their judgment is not infallible?

Mr. Jorxsrox. No.

Senator GLass. Because the last man of them, almost, opposed the
enactment of the Federal reserve act. I have letters here, just picked
out from my correspondence this morning hurriedly, five or six of
them; one from a country banker, a bank that has $200,000 capital,
calling attention to the fact that he attended the October meeting
in 1913 in Boston, which almost unanimously denounced the enact-
ment of the Federal reserve bill and came near to throwing out bodily
one of the members of the association that ventured to speak a word
on behalf of it, howled him down, would not let him speak.

Senator BrrLkrLey. You recall that, Mr. Johnston, do you not?

Mr. JomxsToN. Yes, sir.

Senator BvLkrey. And there i1s no question but that the majority
of the banks were opposed to it ?

Mr. Jouxsron. Yes, sir; they were, because they did not like the
.compulsory feature. That was the principal reason—like they do
not like the compulsory feature in this Federal liquidation
proposition.

Senator Grass. No; but they voluntarily subscribed 10 per cent
of their capital and surplus to your Federal Finance Corporation——

Mr. Jorxsrox. National Credit Corporation.

Senator Grass. In New York, and this is one-quarter of 1 per
cent.

Mr. Jomxsrox. I would not just exactly say, Senator, that they
voluntarily did it, because I happened to be in the conference over
at Mr. Mellon’s home that night when the President of the United
States asked us to do it. He said they talked to the leaders on both
sides of the Congress and that, as soon as the Congress reassembled,
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they would form the reconstruction corporation and take us out of
this position.

And then not only that; even assuming that we did voluntarily
form it, we elected the board and we supplied the management.

Senator Grass. Yes.

Mr. Jouxstox. And that is what we think stockholders ought to
have the right to do. We believe that is inherent in our Consti-
tution, that the people that own the property ought to have some
say so in the running of the business.

Senator Grass. Do not the member banks have some say so in
running the Federal reserve system? They elect six of the nine
directors of each Federal reserve bank.

Mr. Jouxston. I do not sce that we have very much voice when
we furnish the capital and we are limited to 6 per cent interest, with
no hope of anything else, and when we have to furnish the capital,
\;'hether we want to or not, and that is what we have to furnish in
this.

I do not say that maybe some of these measures are not good,
b}flt I say just do not pick on one cluass of people to furnish the sinews
of war.

Senator Griss. The sinews of war are to be devoted to the service
of that particular class of people. They are given 30 per cent of
the profits of the liquidating corporation. The point I am making
is that there was no outery in the banking community against furnish-
ing subscriptions of 10 per cent of their capital and surplus to your
Federal Credit Corporation in New York.

Mr. Jonnston. Half the banks of the country did not subscribe.

Senator Gore. Those that did paid how much?

Senator Grass. Well, I think much more than half of the banks
of the country subscribed. I grant you they were coerced, but
they subscribed. You note the difference between one-quarter of
1 per cent subscription of half of the banks and the requirements of
the corporations.

Mr. Jomxstoxn. I think it was 2 per cent of our deposits that we
subscribed to the national credit.

Senator Gore. And how much did you pay in?

Mr. Jouxstox. We were called for, I tLink it was 60 per cent of
the subscription, Senator.

Senator Gore. Do you know how much that was?

Mr. Jomwnstox. About one hundred eighty-five or ninety million
dollars.

Senator Gore. I mean your bank.

Senator Grass. You only subscribed that, I nnderstand you to
say, because you were assured by high authority that the whole
thing would be taken over by a new organization?

Mr. Jorxstox. We were asked to do it on that basis, as a quick
st(g)-gap, and we did it.

enator Gore. How much did your bank put up?

Mr. JouxsrtoN. Five millions. .

Senator Gore. You mean you subseribed that much or paid in
that much? .

Mr. Jorxstox. We subscribed five millions and paid in I think it
was three millions, Senator. Now they are going to pay back 15 per
cent of the amount on this coming Monday.
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Senator Gore. Did it render very much service?

Mr. Jorrxsron. Ol, I think it did, without any question. Yes, sir;
I think it did fine work. Part of it was psychological.

Senator Gore. It saved two or three pretty important banks?

Mr. Jonuxsrox. It did, yes, sir; more than that.

Senator Grass. We have made three efforts, psychologically, to
save the country. Now I want to make one, practically, to save it.

Mr. Jouxsrox. Senator everybody believes that. I do not believe
there is 2 man in the banking business that does not believe that
about you. The thing is, we differ with you.

Senator Grass. Yes.

Mr. Jomnstox. Of course, that being the case, one of us has got
to be wrong, one side.

_ Senator Grass. That is right. X was right once and I hope I am
nﬁht again.
Ir. JoENsTON, Yes, sir.

I haven’t anything more to say, Senator, unless you want to ask
questions.

Senator TownseEND (presiding). Are there any further questions
the Senators would like to propound to Mr. Johnston?

Mr. Jouxston. I would like to say this further thing: We are not
interested in time deposits, the saving business. I am not speaking
of that on my own account.

Senator Grass. I would like to ask you, Mr. Johnston, do you
favor the afliliate bankin% system ¢

Mr. JouxsroN. Probably the best thing I could say to you, Sena-
tor, is that we had one of those institutions and we voted in January
to turn it into the bank. It has never been really active. That is,
we never offer securities to the public other than Government bonds
and municipals, and it was not serving any purpose, and it looked
like it was out of style, and for many reasons we turned it in. I
do think there is & place for it. Some of the institutions have built
up very large ramifications, and it would be very disturbing in these
ramifications to unscramble.

There is another thing I would like to say: I wish very much
that your measure about $100 par bank stocks had been passed 15
years ago.

Senator Grass. I wish all of it had been passed 15 years ago.

My, Jorxstox. We were one of those foolish virgins that split our
stock up. But now we have got 14,000 stockholders, and how are
we going to get units of $10 back into the whole? How are we
going to force the stockholders to bring it in? I believe if that was
passed. not to be retroactive but to become active with the passing
of any measure, I think all of the big banks would just as soon as
they could unscramble the situation, because we have got to. Now it
is just impossible, because vou have a whole multitude of people who
are not interested in your bank but they have got stock in half a
dozen banks. We thought it was going to bring more customers.
We were wrong about it: it did not bring more customers.

But I think it would be a great hardship on us if we are going
to try to unscramble this stockholding proposition, because I do not
see how you can force a man to turn in his multiple shares of stock
so that he can get the less number. I just do not see how yon can
force him to come in and buy another share or do something with it.
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Senator Gore. You can not arrange to buy his nine shares, for
example, that he has?

Mr. Jonxsron. Suppose he does not want to sell it ?

Senator Gore. You could not make him do that?

Mr. Jonxsrox. No, sir. We have in our bank 9,000 stockholders
that own less than 100 shares. We have over 3,000 that own less
than 10. I do not know how I am going to get those 3,000 to bring
that stock in and put it all in the pot. T wish I could. )

Senator Grass. Is it not being done by the large corporations of
the country to a considerable extent?

Mr. Jonxsron. Some of them are doing it in capital adjustments
where they are wiping out losses.

Senator Grass. To get back to the affiliate question, Mr. Johnston,
if the affilinte system is to persist do you think it ought to go unre-
stricted as at present? .

Mr. Jonxston. I think it ought to have the same supervision that
the parent institution would have, saimne examination and supervision,

Senator Grass. And no limitations upon the character of its busi-
ness? .

Mr. Jouxstox. I do not think it should be entitled to borrow from
the parent institution any more than any other customer could, on
any different basis from any other customer. In other words, I do
not think the parent institution should furnish its capital or its
capital assets to its affiliate. I do not think that is sound. Of
course, in the period that we have been through, a period of seven
or eight years boom, you might say, many abuses have crept in.
That is human nature.

The thing I want to point out is, after my long experience of gov-
ernmental service—I have examined banks in more States, I think,
than any other examiner ever examined, because I was young and
could take more punishment—I say the meajority of the banks are
honest ; that they are honest at heart; they want to do right.

Senator Grass. Nobody doubts that.

Mr. Jor~stoN. And I am just fearful this bill, Senator, is going
to make it very difficult for them to operate. I do not know what
our bank is gomg to do with 49 per cent of its investments already
in a class, in a field, that this bill practically outlaws.

Senator Gore. Most of that is Government bond investinents?

Mr. Jounsron. In loans on bonds and stocks and securities.

Senator BuLkrLexr. Will you develop what you mean by saying it
“outlaws ” them?

Mr. JomxNsrox. Well, we can not loan on those and borrow at the
Federal reserve bank if the Federal reserve’s agent says we should
not, unless it is in some emergency. This bill practically outlaws it.

Senator Grass. You can not borrow on them at the Federal reserve
bank under existing law, and could not for the last 18 years. It out-
laws, if you call it that, investment loans for rediscount purposes.

Mr. JornsToN. We do not borrow on them, Senator; never have;
do not want to.

Senator Grass. Yes; but you say we are outlawing them here, and
that has been the provision of the Federal reserve act for 18 years,
Mr. Johnston.
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Mr. JouxstoN. Yes; but in this bill here, as I read it, we just can
not do any security business or loan them money, people who are
doing security businesses.

Senator Grass. I think you will have to read the bill again. Let
me call your attention——

Senator BurLkrLey (interposing). Where do you find that, Mr.
Johnston ?

Mr. Jorxston. Well, now, here is one, section 8:

CUpon afllvmative vote of not lexs than gix of ity members the Federal
Rexerve Board shall huve power to fix from time to time for any member bank
the percentage of the capital and surplus of such bank which may be repre-
sented by loans protected by collateral security.

Senator Grass. Why would you say that that outlaws your col-
lateral now? You say the bankers are honest. Do you think the
members of the Federal Reserve Board are honest?

Mr. JouxstoN. We do, but we. do not want to give that power
to anyone. We do not want to give any more power—I do not think
any corporation would want to give any more power to anybody
but to the people who run their business. We might have a set of
men at one time that are very favorable, and we might have another
set of men at another time later on that are unfavorable.

Senator Grass. Do you think the banking business of the country
ought to be left wide open to do as it pﬁaases without legislative
restriction ?

Mr. Jouxston. I think it would be a lot better. It is in England
practically without any restriction, and they have had no failures.

Senator Grass. There are a good many things here that are not
in England.

Mr. Jouvsrox. And the same in the Canadian system; it is pretty
much the same way. I am sure that no restriction whatever would
be much better than too much restriction. We ran 93 years at the
Chemical Bank and did not have a set of by-laws and accidentally
fownd it out, although every examiner had said in his report in
answer to the question “ By-laws satisfactory.”

Senator Grass. Would you like to introduce the English system
here of periodical settlements on the stock exchange?

Mr. Jouxsrox. I do not know that that would be a very bad
thing. I have often thought it probably would be a good thing to
have the periodical settlements.

Senator Grass. We would not have a repetition, then, of such
riots of stock gambling as we had in 1928 and 1929, would we?

Mr. Jorxstox. I think it wonld help lessen that.

Senator Morrisox. Mr. Johnston, what control under the present
law has the Federal Reserve Board of the loans and securities that
the banks in the system may acrept?

Mr. Jom~stox. I do not think they have any. I do not think they
should.

Senator Morrisox. I agree with you very heartily.

My, JorxstoN. I do not think they should. I was this way when
I was in the Government service: I wanted more power to admin-
ister these banks, although I was in the supervising service. That
is the history and trend of our Government. )
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Senator MorrisoN. Under the present law and for some time the
Federal reserve bank, until this 15-day provision was put in it, dis-
counted notes of a character described in the act?

Mpr. Jomnsron. Yes, sir.

Senator Morrisox. And that is about all they did, was it not?

Mr. JounstoN. Yes, sir.

Senator MorrisoN. And the purpose for which the note was dis-
counted controlled its eligibility?

Mr. Jouxstox. That is right.

Senator MorrisoN. And as to the rest of the bank’s funds, why.
they were administered under the laws of the States when they were
State banks who had become members of the system, or 'nder Fed-
eral law that controlled the banking system, and they hud no right
to dictate to the bank how it should invest its funds at ail.

Now you think under this law that they would have such power?

Mr. Jonnsrox., Why, certainly. I do not know how we can op-
erate under it.

Senator Morrisox. You are acquainted with the banking condi-
tions in the States where there are not big cities, are you not {

Mr. Jonxsron. Yes, sir.

Senator Morrison. For instance, North Carolina?

Mr. Jomnsrow. I grew up in one of them, on a farm.

Senator Morrisox. I know you do lots of business down in my
State, your bank does.

Mr. JornsTON. Yes, sir.

Senator Morrisox. Do you think these new provisions giving this
control would be helpful or hurtful to the type of banking done in a
State like North Carolina?

Mr. Jomxston. I think it would hurt it.

Senator MorrisoN. The banks in such areas of the country as that,
the percentage of their business, generally speaking, is nothing like
so large in the character of paper eligible for discount as in the
larger cities, is it ?

Mr. JounstoN. That is true.

Senator MorrisoN. Do you think they could run a bank in a State
like North Carolina with the towns and cities and the general type of
business there purely upon commercial paper?

Mr. JonnstoN. They would starve to death.

Senator Morrisox. They do not do it, do they?

Mr. JounstoN. No, sir.

Senator Morrisox. And in your opinion it would perish them if
they undertook it? And this law seeks to regulate not only what
they will discount but that they will not discount eligible paper
unless the bank is run according to the provisions of this act, or may
not do it? .

Mr. JomnsroN, That is right.

Senator MorrrsoN. And yon do not think that would help us?

Mr. Jounstoy. No. sir; I do not think it would help anyone. I
do not think it is right or fair. “These banks belong to their share-
holders. I assume that they have been classified as a semi or quasi
institution receiving deposits. It is no more than.any other large
company in a semi condition. But I think there are inherent, under
our law and our Constitution, property rights. I do not think there
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should be any more systems set up in Washington or any other place
that are going to have the right to dictate to the boards who are
elected by the shareholders of a bank as to the type of business that
they should do.

Senator Morrisox. You do not imply by that that they should not
have laws regulating honesty and preventing rascality and all that,
when you say they should not be allowed to control the business part
of the bank!

Mr. JouxstoN. Unfortunately, you can not prevent rascality.

Senator Morrisox. Well, you can pass law condemning it.

Mr. JouxstoN. Yes, you can, but we have got to remember that
banking is like life—it is the law of averages. Among the 12
Apostles there was one Judas, and you find them creeping into the
banks, and now we should not punish the bankers who want to run
their banks honestly, who believe that they know how to run them.
They do not want to be punished by having to ask somebody in
Washington just what they can do.

Senator MorrisoN. Well, I think I agree with you; with what I
think you mean. But you do not mean that you do not think there
ought to be laws regulating the integrity of officials of banks?

Mr. Jouxstox. Yes: there should be—just as few as we can have.

Senator MorrrsoN. But you mean that as to how they

Mr. Jounsron (interposing). Invest their money.

Senator MorrisoN. Administer their funds.

Senator Grass. Do you think that the national bank act should
be repealed? It undertakes to do that. It undertakes to determine
what classes of loans national banks should make. Do you think
that should be repealed?

Senator Morrisox. Senator, would you just let me get through
with him, please, sir? It is disagreeable to you. May I?

Senator Grass. Oh, you have the same privilege here that I have.
I ventured to ask a question, but you can go ahead.

Senator Morrisox. What I mean by that, I was asking him some
and just about through with what I wanted to ask him.

There is no law now regulating the right of a member of the
Federal reserve bank to make any Toan which it deems wise to make,
except such criminal laws as regulate the dishonesty of it, is there?{

Mr. Johnston. There are limitations.

Senator Morrison. A Federal bank can not loan money on real
estate?

Myr. Jomxsron. Yes, sir.

Senator Morrisox. They had that, which they wisely changed.
But they can and have been administering their assets subject to
criminal laws?

Mr. Jorxston. Yes, sir. . .

Senator Morrisox. Demanding honesty and integrity and so on,
with a free hand, have they not?

Mr. Jorxsrox. Yes, sir.

Senator Morrison. Do you think it would serve any good pur-
pose to clothe a lot of officers here in the country with the right
to say to these banks that “ If you run your banks in such and such
a manner then we will not discount your otherwise perfectly eligible

notes ”?
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Mr. Jomysrox. I do not think it would. We have clothed a lot
of officers in a certain branch of supervising in connection with
what is known as the eighteenth amendment, and I am very sorry to
say that it certainly has not been effective. I do not believe it would
be very much more effective. I am afraid not, in the banking busi-
ness. I just do not believe we can have six or eight men prescribe
how twenty-five or thirty thonsand banks are going to run over the
country.

Senator Morrisox, Do yvou think if they exercised the power
in that act on a bank in North Carolina it could profitably transact
the banking business?

Myr. Jornstox. It could not.

Senator Morrisox. It could kill it if they wanted to, absolutely,
could it not?

Mr. JouxstoN. Yes, sir.

Senator Morrisox. That is all.

Senator WarsoN. Do you want to abolish the Federal reserve
system?

Mr. Jonxsrox. No.

Senator Warsox. Do you want to amend it?

Mr, Jounsrox. No.

Senator WatsoN. Do you want to let the thing run along just
as it is?

Mr. Jonysron. At present.

Senator WatsoN. You would not abolish the system of Govern-
ment inspection ? ‘

Mr, Jonxstox. No. I could not say that even if I wanted to,
beeause I spent six years doing it.

Senator WaTtsox. I know, but maybe you found out something
about it in six years. Do yeu want to?

Mr. Jomxsrox. No; I think it is a good system of inspection.
Really, it should be better fortified.

Senator Wazsox, Is it helpful or harmful?

My, Jonnsrox. It is helpful, of course. All those are.

Senator Warsox. How far would you go with governmental
supervision ?

Mr. Jounstov. Give them plenty of authority to examine: see
that they live within the statutes under which they operate. I would
give them no power whatever of operation. It is dangerous when
you put the power of ot)emtin,f_r in the hands of governments.

Senator Morrisox, That is the point exactly.

Senator Watsox. Are there any features of this bill that you
would pass if you had your way about it¢

Mr. Jouxsrox. There probably are; yes, sir.

Senator Warsox. What are they?

Mr. Jouxstox. I have to go over it. I have only pointed out—
I did not aim to come here to pick this bill to pieces. I have only
aimed to take out some of the essential things, and I hope Senator
Glass will realize that I have not done that. Senator, I have a very
high regard for you.

sSenator Grass. And I have for you, Mr. Johnston.
er. JouxstoN. And I am not actuated by any selfish motive in
this.
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Senator Grass. I have always judged you as a banker of great
ability. The fact that you have dispensed with your affiliates an-
swered my objection to the affiliate, for that matter. But I do not
exactly bring myself to agree with you on the contention that there
should be no restrictions upon the operations of the individual banks.
You, then, would repeal that provision of the national bank act which
prescribes that not more than 10 per cent of the capital of a bank
should be loaned to one individual borrower ¢

Mr. JomnsroN. You refer to the provision that says no more than
10 per cent of the capital and surplus shall be loaned to any one
institution?

Senator Grass, Yes.

Mr. Joaxston, I think that is a sound provision.

Senator BurkrLey. But it ought not to be a matter of law?

Senator Grass. No.

Senator Burkiey. Is that what you mean—it ought not to e a
matter of law? It is already there, I know; but you would like
to repeal it, would you not?

Mz, Jouxsrox. No.

Senator Burkrry. It is inconsistent with your theory that there
should be no regulation.

Mr. Jornstox. No.

Senator Morrisox. I do not think it is, the police regulations.

Senator Grass. If T may, with the permission of the Senator
from North Carolina. I would like to continue my inquiry.

Senator Morrisox. If the Senator from Ohio will let you, I am
willing,

Senator Grass. Then you would repeal that provision of the law
that undertakes to put a limitation upon real estate loans by a
national bank?

Mr. Jorxsrox. I think all those provisions are sound.

Senator Grass. Well, but not according to your theory. A bank
should be left to do as it pleases; it ought not to be subject to any
supervisory power, Mr. Johnston—that is the record that you have
made here.

"Mr. Jomxsrox. There is quite a difference between supervising
and administration.

Senator Burkiey. What do vou mean by that? What is in the
bill that makes that distinction?

Mr. Jonxsrox. That some board in Washington can tell us just
what we can do with our funds.

Senator Grass. They do not undertake to tell you just what you
can do with your funds. Would you repeal this provision of the
Federal reserve act which confides to the Federal Reserve Board
here at Washington the exclusive right to define eligible paper,
and says, “but such definition shall not include notes, drafts, or
bills covering merely investments or issued or drawn for the purpose
of carryving or trading in stocks. bonds. or other investment securi-
ties. except United States bonds?” WWould you repeal that?

Mr. Jonxstox. I do not think so. It is quite different when
ou
’ Senator Grass (interposing). You said so.

Mr. Jonxstox. It is quite different when you propose to say to us,
“ Because you happen to have a certain per cent of your capital
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funds or your depositors’ funds loaned on a certain class of securi-
ties that may not suit us, you can not use the Federal reserve bank
of which you are a member unless you regulate that amount to just
what we think is proper and right.” That is the difference. "That
is administration; that is not supervision.

Senator Grass. In other words, then, do you think a member bank
may loan if it pleases every dollar of its depositors’ money on specu-
lative securities, and then go, as of right, to the Federal reserve
bank and recoup itself out of the resources of the Federal reserve
bank, and that nobody in control should have the right to say you
can not do that?

Mr. Jouxsron. Of course, that is a pretty broad statement.

Senator Grass. That is stating it.

Mr. Jouxstox. To say a bank would take all its money and loan
it on speculative securities und then go to the Federal reserve to
recoup.

Sen}z)ltor Grass. Well, but you said the bank should be permitted
to operate without any restraint at all.

Mr. Jouxsrox. I say I think it would probably be just as well if
it had less restraint, because good banks are going to run right
whether you have any laws or not, and poor banzi(s, you can not get
enough policemen to make them ; badly managed banks, you can not
get enough policemen to make them run right.

Senator Grass. That is what I say; you think the banking busi-
ness of the country should be left to the judgment of those who have
money invested

Mr. Jonxsrox (interposing). In the main I would say yes. I
would say that the stockholders elect board of directors, and they
should manage it within the laws that we have in the various States
and the Federal reserve system,

Senator Grass. Why any laws in the States at all? If there are
to be no Federal laws to put limitations upon national banking,
why any laws in the States to put limitations upon State banks?

Mr, JorrnsTox. We already have limitations of laws.

Senator Griss. I know, but why have them?

Mr. Jouxsron. It is a question of degree. It is a question how
far you want to go.

Senator Grass. We do not think we have gone very far in this bill.

Senator Warsox. Has governmental inspection and supervision
up to the present time done more harm than good?

Mr. Jouxstox. Ob. it has done more good.

Senator Wartsox. More good?

Mr. Jouxsrox. Why, certainly.

Senator Morrrsox. Mr. Johnston. don’t you think there are other
types of credit that ought to be recognized in our banking system
besides these particular types mentioned in the Iederal reserve act
and made eligible for discount?

Mr. Jomxstox. Of course, that is a question that many people
have given serions thought to. Many people think that municipal
securities or State securities should. T think that the theory of the
Federal reserve system was that the paper should be self-liquidating.

Senator Morrisox. Exactly, but there was no effort in it to dictate
to banks what they should do about individual credits.

Mr. Jomxstox. No, sir.
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. Senator Morrisox. Or other types of credit; but as to that par-
ticular type of credit that that reservoir was put up and to be always
open and ready to furnish currency on such paper as that, but there
was not any provision then to dictate what the banks should do
with other funds, was there?

Mr. JornsoN. No; not that I know of.

_Senator Grass. You will concede that in section 5200 of the Re-
vised Statutes there is an attempt to dictate to the national banks
the classes of credit that they may accord, will you not

Mr. JomnsroN. That is ever increasing in governments and in
central banking. The history of central banking—-—

Senator Grass (interposing). Well, but there are provisions in the
Revised Statutes that undertake to restrain the operations of national
banks, are there not?

Mr. JounstoN. They limit them under the law as to the tpyes
and amount of investments and certain things that they may do.

Senator Grass. That is what I am saying.

Mr. JorxsToN. Yes, sir; it is in the national bank law.

Senator Grass. You think they ought to be repealed, do you?

Mr. JornsToN. I would not say so, but I would not want to give
the power to the Comptroller of the burrency to say just how much
any national bank would have, or any other body in Washington,
or anywhere else.

Senator Gore. Mr, Johnston, there was a good deal of opposition
on the part of the banks to the Federal reserve act when it was
pending, was there not ¢

Mr. JoansToN. Yes, sir; there was.

Senator Gore. A good deal of that opposition was unjustified, as
events have proven?

Mr. JorxsroN. I think that is true, Senator.

Senator Gore. Don'’t you think a good deal of the ogposition was
due just to the instinct of conservatism and the fear of change, and
not to any well-grounded opposition to the bill itself?

Mr. JomnsroN. I was strongly in favor of the Federal reserve
system. In fact, I wrote the first book that came out on it, most

-copies of which I have withdrawn from circulation that I could get
my hands on.

Senator Grass, You mean after it was adopted? )

Mr. JomnsroN. No, sir; just about simultaneously with it. I
followed the legislation. 1 was here and I was very strong for it.

Senator Gore. Did you retire those books from circulation?

Mr. JounstoN. Yes; as fast as I could get my hands on them.

Senator Grass. I would like to have discovered you at that par-
ticular time. .

Senator Warsox. Perhaps he will send you one of his books.

Mr. Jomxsrox. Senator, I do not want to be construed as saying
that I wrote an explanation of what the Federal Reserve might do.

Senator Grass. I understand what you want to say.

Mr. JorxstoN. I do not mean that I had anything to do with the
act. I think the banks’ prejudice against the measure was largely
one that they were compelled to do this. You know, we American
people are independent people. We do not like to be told we just
have to do things. :

111161—32—p1 1—11
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Senator Gore. Oh, I get your reaction on that. You do not like
to be made to do what you have to do.

Mr. JonnsToN. Yes; they would probably have come in, Senator,
if there had been a free-will affair, if they had the choice.

Senator Grass. Yes; like the Aldrich bill that was unanimously
approved at New Orleans before it had ever been read, and that was
very much more comﬂ‘li}so]l;y in its provisions than the Federal
reserve act ever was. e Federal reserve act was not compulsory.
It did not compel a national bank to come in. It might surrender
its charter and transform into a State bank if it wanted to.

Mr. Jouxsron, You would not call that compelling them?

Senator Grass. No. Just as the Aldrich bill provided that if they
did not come in under the Aldrich system, which was to be controlled
absolutely by the banking community, practically their holdings of
United States bonds would be dreadfully depreciated.

Mr. JomnsroN. Senator, I would say, just as a different Point of
view, that is very much like a farmer that says to his son, * Unless
you plow that field up over there you have got to move out of here
and go somewhere else to live.”

Senator Gore. That is what I think.

Senator Grass. Yes; and under the Aldrich bill, * If you do not
%]:ow that field out there, we will take your horses and dplow awa

om you.” That is what the Aldrich bill provided, and you swal-
lowed that without a grimace. Yet you opposed the Federal reserve
act. :

Mr. JorxnsToN. When you say we swallowed——

Senator Grass (interposing). Not you, but the American Bank-
ers’ Association. :

Mr. Jounsron. The American Bankers’ Association; yes.

Senator Grass. Yes. o

Senator Gore. What I was trying to get at is how much of your
present condition is due to the instinct of conservatism and how
much to the fear or fact that this might aggravate the deflation.

Mr. JounsroN. I am sure it is going to make conditions much
worse in the bond market than the deflation. If I am prejudiced,
I do not know it. I do not suppose anyone knows when he is preju-
_diced, anyway. So I may be wrong on that.

Senator Morrisox. Mr. Johnston, is not the effecct of the Federal
reserve system, as they are administering it and as they interpret
it, to depreciate the desirability of all other types of credit except
those enumerated in that act? I want you to get this: I am not
50 much concerned about whether you all are in favor of it or not or
how it will affect you, although I would not want to do you any
harm, any injustice. But ufon the whole country, and especially
the section of country that I in part represent here, will not this
law, these amendments that we are proposing to make to it, further
tend to depreciate the desirability of all other types of credit ex-
cept those short-term, business-in-process credits therein enumerated ?

r. JoansToN. That is my belief

Senator Morrison. Of every type?

Mr. JorNsTON. Yes, sir.

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



NATIONAL AXD FEDERAL RESERVE BANKING SYSTEMS 159

Senator -Morrisox. And vour opinion about that is based on an
actual business contact with the barking life of the whole country,
is it? Your bank is doing business in most of the States?

Mr. Jouxsrox. In every State.

Senator Mornisox. And your opinion is that it would further de-
preciate all other types of credit except those few types enumerated
in there?

Mr. Jomxstox. I think so. I do not know how—-—

Senator Morrison. And do you think that it would be a good
thing for the whole country to do that?

Mr. JorxsToN. I think it would be a bad thing.

Senator Morrison. I agree with you most heartily.

Senator Grass. What additional classes of paper does this bill
exclude from rediscounting operations more than the existing law?

Mr. Jounsrtoxn. I do not think it makes any change in the classifi-
cation of paper to be rediscounted.

Senator Grass. Of course not, but you have just said—

Senator MorrisoN (interposing). But it does make a difference in
the power given these people to %hctate to the banks what they shall
do on the other creditsg

Mr. JornsTON. Yes.

Senator MorrisoN. That is the big thing in the whole business,
is it not, in the new law, that it gives them authority to say to
banks, «Tf you make these other loans then you can not have the
benefit of discounting the paper which otherwise would be eligible?

Mr. Joaxnston. That is true.

Senator MorrisoN. And indirectly control the administration of
the whole aspects of the banks that belong to it; and in the small
towns and cities of the country I believe you have stated that you
thought if that power was exercised they could perish the bank to
death, or make it impossible to profitably do business?

Mr. Jonxsron. I think that is true, and I think it would have a
very disastrous effect on the Federal reserve system.

Senator MorrrsoN. And on the whole country ¢

Mr. JorxsTox. I sincerely say that. I think it would have a very
disastrous effect on the entire system.

Senator Gore. Now, Mr. Johnston, I want to get back to yonr
theory and philosophy of this business. You say that your stock-
holders have invested their capital in the bank and you think they
ought to be allowed to run it?

Mr. Jouxsox. Yes. They ought to be allowed to elect their board
of directors who select the officials to operate the banlk. I think that
is inherent.

Senator Gore. What is the ratio between your capital and surplus
and your total deposits?

Mr. Jomxstox. Our capital and surplus are sixty-five millions
and our total deposits two hundred and seveuty-five or three hundred
million.

Senator Gore. And you make most of your money out.of your de-
positors’ money, do you not?

Mr. JomxstoN. No, sir; we do not.

Senator Gore. A considerable portion of it?
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Mr. Jouxstox. We make some of it; we make about 1 per cent
on our depositors’ money. Our income last year averaged on all
our funds 3.73 per cent.

Senator Gore. One per cent on deposits? .

Mr. JomxstoN. About 1 per cent was made on deposits.

Senator Gore. What I was trying to get at, since your stockholders
derive their profits largely from the deposits, money put m your
bank by your depositors——— . . .

Mr. Jouxston (interposing). Partly, Senator, if I may interrupt.
I think it is about 50-50 from all cupital funds and from our profits
on our depositors.

Senator Gore, Of course, the interest from your depositors repre-
sents quite as much as the capital invested by your stockholders?

Mr. Jouxstox. Their deposits, of course, 1s their money, that we
have to stand ready to give back to them “,f any time. That is
an entirely different relation from the stockholders’ relation.

Senator Gore. Of course, when they deposit it, it becomes yours
instead of theirs?

Mr. Jonxstox. I do not think so. We are only holding it for
them. If you put wheat in the warehouse, I do not think it belongs
to the warehouse man.

Senator Gore. I think the deposits, when they are placed in the
bank, become the property of the bank. They have a right to draw
it out, but you have a right to spend it and use it.

Mr. Jouxstoxn. I could not agree with you on that, Senator.

Senator Gore. Yes; well, that is immaterial anyway.

Mr. JoBNsTON. Yes, sir. -

Senator Gore. It makes the point I am getting at even stronger.
You say the money is still the gepositors’ money. What additional
guaranty do you think ought to be erected to protect that depositor
and see that he gets his money out of your bank, if it is his property
and not yours?

Mr. Jouxsrox. I do not see why he should have any guaranty at
all, because he still retains title to it.

Senator Goue. You think the stockholders, though, having the
property interest, ought to be allowed to run the bank in which his
property is, and yet you think the depositors who put their money in
your hands in trust, according to your theory, ought not to have any
right at all.

Mr. Jorxsrox. He has the right, because he can draw his money
out if he wants to. .

Senator Gore. Yes; but suppose it fails?

Mr. Jouxston. If he puts it in 2 bad bank and it fails he will not
get his money out.

_%e?nator Gore. Noj; but ought there not be some guarantee that he
wi

Mr. Jorrxsrox. I do not think so, unless we are going to guarantee
all elementg of society against misfortunes and evils of all kind.
Of course, if we are going to have socialistic government, then we
ought to giarantee everybody against all manner of things.

Senator Gore. But you are making your point now that stock-
holders, having invested their capital in your bank, ought to have
a property rigEt and it ought not to be interfered with,

Mr. Jorxstoxn. I did not say that.
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Senator Gore. That is your general theory.

Mr. Jor~sToN. I say they ought not to ask any Government board
in Washington

Senator Gore (interposing). You said that it ought to be like in
England.

Mr. Jonnsroxn. I think it would be better if it was like that. I
did not say I thought it ought to be.

Senator Gore. You mean you think the stockholders ought not to
be regulated in the use and administration of their pruperty and
property rights, and yet you think a depositor, who puts his property
in your keeping, ought not to have any particular guarantee further
than you state?

Mr. Jounstox. I could not say that I do, Senator. We have been
doing that for 108 years successfully, and if we had had to pay for
the fellow that has not been doing it successfully these 108 years, we
would have had to pay a very large sam.

Senator Gore. I agree with that. I think the banks ought not to
%uarantee everybody’s debts. I think that is what it amounts to.

ut what about the depositors being required to put np a sort of
an insurance on the stock—they are the ones that take out the policy?

Mr. Jouxsrox. Of course, some of them do that now, yvou know.
The Ford Motor Co. operates that way in many of its banks and
pays that premium itself. Other companies do that. I am told. We
have no business of that nature. e have never had anyone who
wanted to put money with us on that basis; only on our long record
of honesty and integrity. We do not want it.

Senator Gore. Do you pay interest on commercial deposits?

Mpr. Jonxsron. Yes; we pay interest of 1 per cent,.

Senator Gore. What proportion of your deposits are demand
deposits?

Mr. Jouxnsrox. Practically all of them: 90 per cent.

Senator Gore. And could you make an estimate of what propor-
tion of demand deposits result from the actual deposit of cash and
cash items and what results from loans and discounts, credit trans-
actions?

Mr. Jomnston. Oh, the great bulk of deposits come from the
deposit of checks and cash.

enator Gore. No cash items?

Mr. JouNsTox. There is practically no borrowing. Our borrow-
ing is down to 20 per cent. It has just disappeare(f. They are not
borrowing. We want more business. We would like to take on
$50,000,000 of it to-day if we could find it over the country.

Senator Waexer. Is it that there is no borrowing becaunse there
are no loans being sought or because loans are being sought but are
being refused by the banks?

Mr. JouxsroN. No, sir; they are just not borrowing.

Senator Waoxer. That question has been the center of much con-
troversy in the Senate.

Mr. JomxsToN. These companies all raised their capital during
our hectic days.

Senator Gore. How is that?

Mr. JorxstoN, The companies during the boom period from 1922
on up to 1929, many of them, increased their capital and took in so
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much money on capital funds that they do not have to use the
banks. .

Senator Grass. And loaned a good deal of it on the stock ex-
change? . )

Mr., Jomxstox. Many of them did; yes, sirj took it out of the
banks and did that, and they got frightened in 29 and asked us
to pay it back to them, and that is when we went to the Federal
reserve and borrowed that hu%e sum of money for a very short time.

Senator MornisoN. Now, Mr. Johnston, if this law were passed
like it is would it not be necessary for most of the banks in the South
and the agricultural sections of the country, where there are not large
cities, to collect largely their present credits and reinvest them or
lose their right to discounts under the Federal reserve system{

Mr. Jouxsrox. Unless the big banks in the centers would supply
them.

Senator Graiss, What provision of the bill requires that?

Senator Morrisox. The provisions in which:

Senator Grass (interposing). I am asking Mr. Johnston what
provision of the bill requires that.

Mr. Jouxston. Well, it is in the limitation of the type of business
that they can do.

Senator Grass. What is the limitation on their rediscounts in this
bill? What limitations are different from the existing law?

Mr. JorxstoN. I do not know that there is any limitation, but
there is a threatened limitation that you can not borrow at all
unless you do to suit some board here in Washington.

Senator Grass. I am asking you to point to that provision of the
bill that requires the country banks to dispose of all of their loans
and collateral before they can get accommodations at the Federal
reserve bank.

Mr. Jorxsrox. Well, under this correspondent bank provision in
this bill where it says that you can not have a correspondent if you
do not do certain things, I take it to come under there.

Senator Grass. You think that that provision of the bill requires
all of the banks throughout the country to dispose of all of their
collateral loans before they can get accommodation at the Federal
reserve bank?

Mr. Jomxsrox. T think many of them. As I read it and study
it, it would seem to me that we are going to have to abandon a
great deal of our business in many of the States. Many of our
customers, for example, many mortgage bond companies, that we
have been doing business with, many agencies that we have supplied
credit during two or three months while they were collecting these -
loans, the large life insurance companies—all those are going to be
classes of securities that are going to be taboo here for us to have.

Senator Morrisox. What T am driving at is that if the bank is
now in that condition, if they are, and then apply for discounts of
notes. then they can refuse to discount it, if the bank is in the con-
dition condemned by that act. And I ask you if it is not a fact
in your opinion that most of them are now in that very condition.

Senator BrLkiey. What provision? I would like to know what
it is.

Senator Morrisox. That they have got loans other than eligible
paper, real-estate mortgages, individual loans secured by stock or
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ood notes without any security at all. There are lots of them
i that condition all over the country.

Mr. Jouxsrox. They are usually the best, in my estimation.

Senator Morrisox. Yes; all those types of loans. "If the bank had
such an assortment of that sort of credit as was condemned by this
new law, then it would be necessary for it to collect those credits
and change them into the uncondemned character. Don’t you think
that that would tear the South all to pieces, if that were undertaken
at this time?

Mr. Jouxsroxn. I am afraid it would. I hope it does not happen.
We are very large lenders of money in the South, as you know,
Senator.

Senator Griss. Mr. Johnston, do you think that is true? Do
you think there is any 1provision of this bill that requires that ?

Senator Morrisox. 1 do

Senator Grass. I did not ask the Senator from North Carolina.

Senator Morrisox. I answered you, though.

Senator Grass. I asked the witness on the stand. Again, I would
like you to point to the provision that requires that.

Mr. Jomxsron. I am fearful that is a tendency of the legislation,
Senator.

Senator Burkrer. In what provision, Mr. Johnston?

Mr. Jomxsrox. Well, let me get the section here. Of course, I am
not quite as familiar with these sections, as to the numbers, as you
are.

Senator Brrxrey. We would like to know where you got that
impression,

enator Grass. While you are looking it up you might incidentally
answer this question, Mr. Johnston: Do you not know that power
is lodged in the Federal reserve bank now to refuse all rediscounts?

Mr, Jomxstox. Yes, sir. I think, Senator——

Senator Grass (interposing). Tremendous power, is it not?

Mr. Jom~srox. If you will permit me to say, I think you have all
the power now. I think you had it in precise terms.

Senator Grass. That is an immense power, is it not?

Mr. Jomxstox. I say I think you had the power that you are
really seeking to correct this stock and bond matter——

Senator Grass (interposing). It has not destroyed the banking
system, though, has it?

Mr. JorxstoN. Oh, no; but I think the Federal reserve could have
cured it by raising the discount rate, which the Federal Reserve
Board did not do. They did it finally, after the horse had gotten
out of the barn.

Senator Griss. Do you think the board has had this power all
along?

Mr. Jomxstox. I think the power to raise the discount rate—

Senator Grass (interposing). Do you think it has the power to
cure this situation?

Mr. Jom~stox. To cure the speculative situation by raising the
discount rate.

Senator Grass. It did not destroy the banking situation because of
that?

- Mr. JorxsoN. No.
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Senator Grass. Well, I say, to cure the situation—

Mr. JomxsTox (interposing). I think that is a_power that be-
longs to the board, in the Federal reserve bank. I really think it
belongs to the Federal reserve banks.

Scnator Grass. The Federal reserve banks have complete power
to decline any loan that they please; isn’t that true?

Mr. JouxsTon. Yes, sir.

Senator Grass. Exactly. Courts have decided that.

Senator BurkLey. I would like to see that language that you think
is going to “ ruin the South.”

f[r. onINsTON. Senator, you are speaking from it. You have
asked me o question.

Senator Morrison. Section 8, it says:

Subsection (m) of section 11 of the Federal reserve act, as amended, is
amended to read as tollows:

“ Upon the aflirmative vote of not less than slx of its members the Federal
Reserve Doard shall have power to flx from time to time for any member
bank the percentage of the capital and surplus of such bank which may be
represented by louns protected by "—

Not stock exchange collateral or speculative collateral but * col-
lateral security.”

And the spirit behind this bill and all of it makes it very clear
to me that the whole purpose of it is to see to it that these banks
do not invest extensively except in the character of the paper
favored by the gentleman behind the legislation. It will give them
that power, and there it is, and if they should condemn the types
of credit come to be called “ frozen ” and all that simply because it
is not payable in 90 days or 6 months and commercial {)usiness-in-
process, they could make every bank in the country reform the in-
vestment of its securities to meet with their demands, and under
it, if they carry it out, the spirit that they have radiated from there
all the while, all over this country, why, the banks could not loan
on anything but those types of security that the gentleman behind
this bill seems to have exalted into the only important credit in this
country. That power would Eive them the power to practically break
up banking in my section of the country and make it worthless to
the people.

Now, why couldn’t they do it under that?

Senator Burkrey. I do not want to argue the question at this
time. I am trying to find out the witness’s views about this.

Senator Morrisox. Neither do I wish to argue it, but you and
Senator Glass seem to wipe the face of those of us that do not agree
with you about this, with your ideas on it and all that, and I simply
give you my retort.

Senator BuLgrey. I am sorry the Senator construed it that way.
I surely did not address any remarks to him.

Senator MorrisoN. I heard them.

Senator Gore. Do you think it is wise to change the provision
prohibiting the national banks making loans on real estate?

Senator MorrisoN. Let us get his answer to that.

Senator Burrrey. Yes; I want to get his answer to it.

Senator MorrisonN. Why can’t they under that power regulate the
collateral security, say how they shall invest all of their funds
where they had collateral §
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Mr. JomxsroN. That is a question that many people differ about.
Everyone knows that real-estate loans in periods of depression
are slow loans, the most difficult to dispose of. Part of our great
trouble now that is going on over this Nation is our real-estate
situation.

Senator Grass. Everybody knows that existing law put the limita-
tion upon real-estate loans.

Mr. JouxstoN. Yes. And I am rot certain that it was a wise
provision, Senator, to permit national banks—we should not over-
look the fact— ]

Senator Morrison (interposing). Mr. Johnston, I asked you a
question: Why under that law—it is not a question of the wisdom
of doing it or not doing it—would not they have the power to make
a bank reform its loans according to——

Mr. Jomysrox (interposing). To what they thought was—

Senator Morrisox (interposing). Wise? Now, the question of
what is wise or not you and I might disagree about, or the rest of
us, but that does give them that clear-cut power, does it not?

Mr. Jomxsrox. 1 think so.

Senator MorrisoN. And under it they could absolutely control
what percentage would be loaned on any kind of collateral.

Mr. JomnsTon. I do not want to give anybody that power.

Senator Morrisox. I do not either.

Mr. Jorxsrox. I would rather go back to farming in Kentucky
than to operate a bank under that.

Senator Grass. Mr. Johnston, has not the board of directors of
every individual bank that power?

Mr. JorxsToN. Yes; they should.

Senator Grass. You do not want to give it to anybody.

Mr. JorxsToN, They should. They are the owners of the bank—
the stockholders—and the directors are selected by the stockholders.
That is quite different from giving it to some Government official.
I do not think the banks need policemen. That is the thing. I just
don’t think they need policemen.

Senator Grass. I say you think the banking business ought to be
done without restraint?

Mr. Jorxston. No; I would not say without any restraint.

Senator Grass., Without legislative restraint ?

Mr. Jouxsrox. There should be limitations on everything, but I
think most of the bankers are going to continue this business hon-
estly, whether there is ever any reserve act or any Federal reserve
bill or not, and there are going to be great periods of depression and

eat periods of deflation of values. I do not think we are going to

d any cure in any legislative action for those things.

Senator CarEY. Don’t you think there is danger tt;ghat this is going
to drive a lot of them out of the Federal reserve system that are
now members?

Mr. JouxsToN. Yes; there is no question about that.

Senator Grass. Ol yes; there is a question about it. We think it
will bring many in. So there is a question about it.

Mr. JorxsToN. No question in my mind.

Senator Carey. Mr. Johnston, don’t you think the present restric-
tions have had the effect of keeping a good many out?
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Mr. Jouxstoxn. I think it prejudices the Federal reserve system.
I think that prejudice exists to-day. i

Senator Gore. What is the amount of your deposits?

Mr. Jounsrtox. About $300,000,000. )

Senator Gore. I mean the average deposit is how much? How
many depositors have you!

Mr. JoaxsToN. About 35,000. .

Senator Gore. I was wondering what frou would think about a
small tax on depositors to guarantee small deposits, say deposits of
less than $2,500; not a tax on the bank but a tax on the depositors.

Mr. JouxsToN. Voluntary or involuntary ?

Senator Gore. Well, I have been considering both. At least one
bank, say, in every community mandatory, but others come in or not.
If it is true—and I may be wrong—that the runs on banks are
generally started by the rather small depositors who put actual cash
in the bank, put money in the bank——

Mr. Jouxstox (interposing). That is not true, Senator.

Senator Gore. Isn’t it?

Mr. JounstoN. The smart fellow gets out first and he is the big
depositor. What we call the national money, the big chain stores
and tobacco companies and that type of people, they get out first,
loug before the little fellow ever hears of it.

Senator Gore. Are they the ones that take—it is the psychology
I was trying to get at. The man who understands the situation 1s
not disposed to take to panic; it is the little fellow that does not
know much about it that kind of gets stampeded and rushes to the
bank and demands his money. Am I wrong about that?

Mr. JoansTox. Yes; I think you are. You see him walk in the
door to get his money. You do not see the large depositor that checks
his out that goes through the clearing house.

Senator Gore. But most of these banks that I have in mind are
not in these cities like New York and these five or six big cities.
I think there was only one big one that failed in New York. But
take it out over the country and these four or five thousand banks,
of course they have not all been preceded by runs, but there have
been runs. Were those runs not generally started i)y small deposi-
tors who did not know much about the situation?

Mr. JouxstoN. Well, now, in the smaller banks, of course, that
would be true, because they have not any large depositors.

Senator Gore. Yes.

Mr. Jomnsrox. And these people hear rumors and they get uneasy
and a bank has failed over in some neighboring town.

Senator Gore. And some friend has lost money.

Mr. JorxsroN. And some fellow has lost money, and they think
they had better take theirs out and put it in a safe place.

enator Gore. Now, the depositor who does that is the man who
has put money in the bank, is it not?

Mr. Jomnsrox. Yes, sir.

Senator Gore. Not the man who has deposited under a loan. What
I was trying to fet at, this proposition would prevent him from
starting a stampede in the first instance. I think the depositor ought
to pay for it just like any policyholder ought to pay his premium.

r. JorNsToN. I think that theory is sound. %f & man is asking
for protection he ought to pay the premium.
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Senator Gore. I think, just like life insurance companies, the
policyholder ought to be made to pay the premiums.

Mr. Jomxsox. I do not think the good banks ought to be assessed
to pay for the bad ones.

enator Gore. I do not think any of the banks ought to be assessed.
I think the depositors who have the advantage of the insurance ought
to pay for it.

Mr. JorxnsTON. You sgeak of the people becoming frightened.
There was a woman that had a cook, and sﬁe sent her on a httle trip
somewhere and while she was gone she concluded she would fix the
room up, she had been there so long, and when she threw the mat-
tress out she found $3,000 under the mattress, so when the cook came
back she made her go and put it in a bank, and a iveek later that bank
failed and the woman went in and told the cook how sorry she was
that she had lost her money, and she said, “ You needn’t to worry.
I went down the next day and took it out.”

So that is the 1;‘)sychology of a lot of people. They are just fright-
ened in times like this and they take out their money.

Senator Gore. I think about a hundred banks failed down in
Mississippi.and it probably started in a garage where some man
said that such and such a bank was going to fail and he wans goin
to take his money out, and his neighbor told it to somebody else, an
they went and took their money out, and so did everybody else, and
broke the bank.

Mr. Jornstox. The reason that banks failed was their lack of
liquidity. We could not have kept the banks of this country liquid
and built this great Nation. It just can not be done. The banks
have served a wonderful place in this Nation. I grew up in one of
them. I know the good they are doing in the community. Those
banks can not be liquid. The man that is loaned the money can
not pay it back until he has an income somewhere from farm prod-
ucts or something else, and most of those loans are not liquid loans,
and when the time comes that depositors want to take their mone
out the only place they have to go is to their Federal reserve bank
or to their correspondent bank.

Senator Morrisox, Now, Mr. Johnston, generally speaking—and
I suppose we could get the figzures—what percentage of the credits
of tll;e member banks of the Federal reserve system are in eligible
paper, eligible for discount?

Ir. JorxsToN. Of course, I do not know. Senator Glass has
the figures here, the amount. I do not believe the banks of the coun-
try have an average of over 15 per cent of paper that is eligible for
rediscount.

Senator Morrisox. And in the small towns and smaller cities and
agricultural sections of the country the percentage is much less!?

Mr. JomxsToN. As a rule they have less.

Senator Morrisox. And there is not enough of that paper to run
the bank on, is there? .

Mr. Jouxsrox. No. There is if people would just be steady,
would not come in and get frightened. In the old days. normal
times, you take when I was an examiner, 1907, 1908, 1909. 1910, 1911,
1912, why, a bank would run on 15 per cent reserve very comfortably
and nobody was frightened. But—
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Senator MorrisoN (interposing). I mean -they could not run a
bank on that type of credit alone?

Mr. JorxstoN. Oh, no. Of course, the banks closed down—take
these big failures, sometimes with 50 per cent liquidity.

Senator Morrisox. Don’t you think some consideration should be
given in the law to the tyEe of credits in which the banks under the
law, and even those members of the Federal reserve system, invest
the larger part of their capital? .

Senator Grass. Mr. Johnston, would you say there is less restraint
upon State banks than upon national banks?

Mr. Jounston. I think so.

Senator Grass. In matters of discretion of that sort!?

Mr. JomxsToN. Yes, sir; I think there is less restraint upon the
State banks than on the national.

Senator Grass. Has that anything to do with the fact that of the
4,000 banks which have failed within the last two years five to one
are State banks?

Mr. Jouxsrox. I do not think so much, Senator. I think the fact
that the State banks are so much smaller, I mean smaller per unit
average, that they have not been able to get the management.

Senator Grass. You do not think the character of thelr portfolios
has anything to do with their failure at all?

Mr. Jomxsrox. I think that is responsible for the failure, but then
the character of the portfolio is due to the management.

Senator Grass. Why, of course.

Mr. Jomxstox. The small banks can not get the management.
They can not pay for the type of management. It takes just as
mmuch intelligence to manage a $500.000 bank as a $500,000,000 bank,
and I know what I am speaking of.

Senator Grass. I understand ; and not having that wise type of
management, they prefer to fill their portfolios with unliquid assets
and when the trouble comes, they erash—isn’t that true?

Mr. JorxsToN. Too late, you mean—yes, sir; that is correct.

Senator Frercaer. Isn’t that bank failure proposition largely due
to lack of confidence in hanks? Haven’t we got to do something
to build up confidence in the banks?

Mr. JornsToN. Yes, sir.

Senator FiercHER. To get rid of this fear and apprehension.
That is the thing to do. %ou do not think it ought to be done by
any system of guaranty, but something must be done to restore
confidence in the banks—isn’t that true?

Mr. JorxstoN. Yes. I just do not know exactly what is the best
thing to do, either.

Senator FLETCHER. Yes.

Mr. Jornsron. Of course, the Reconstruction Corporation and the
National Credit have done a great deal of good.

Senator FrercHER. If you can throw around the banking system,
not so far as the laws are concerned, as we are trying to do_here,
but to establish confidence in the banks, assure the people that banks
will be safely conducted—that is what they want; they want safety?

Mr. JorxnsToN. Yes; but I do not think this will do it. I think
it will make it worse.
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Senator MorrisoN. Now, Mr. Johnston, when these larger banks
have broken, they have usually carried down a string of Iittle ones
with them, have they not, and one reason there were so many more
little ones was because one, when it broke, would break and topple
over about 10 of its connections?

Mr. Jomnstox. Yes.

Senator Morrisox. Don’t you think if we had had the Glass-
Steagall bill that we have recently passed, giving the Federal
reserve system larger instead of less rediscount power, many of those
banks that did break would have been saved?

Mr. JornstoN. I think that is true.

Senator MorrisoN. And they would have not only been saved
themselves but would have saved dozens of little ones that went
down with them ?

Mr. JorNsTON. Yes. .

Senator Morriso~N. And that the banking trouble was due not to
loose laws so much as the lack of rediscount power anywhere for
the character of securities which the banks had?

Mr. JouxNstoN. Due to that and the banks were not liquid. There
have been lots of good, perfectly solid, banks that have had to
close their doors, in my opinion, any number of them.

Senator MorrisoN. They were not liquid because they did not
have enough paper eligible for rediscount?

Mr. Jounsrton. That is right.

Senator MorrisoN. And yet their paper was good and if they
could have found some rediscount power, as the Glass-Steagall bill
now gives——

Mr. Jonnsrton (interposing). It would have saved many of them.

Senator MormisoN. Many of them?

Mr. Jomx~stoN. Yes, sir.

Senator MorrisoN. Your National Credit Association saved a great
many of them that would have gone, did it not?

Mr. JomxsToN. Yes, sir.

Senator MorrrsoN. I know down in my State you kept them from
absolutely being wrecked.

Mr. JouxsToN. We are familiar with what you did there.

Senator MormisoN. Yes; yvou put about $11,000,000 in there, with
all the fun being made of it.

Mr. JornsToN. Yes.

Senator MorrisoN. And saved bank after bank that is now on its
feet and going.

Mr. JorxstoN. Not only the National Credit but the large banks
that joined with them. You know that. Theyv were fifty-fifty.

Senator Morrisox. So our trouble was not less rediscount power
but a lack of adequate rediscount power, was it not?

. Senator Towx~sexp (presiding). Are there other questions from
Senators?

Senator Burkrex. Yes; I still want to know whether Mr. Johns-
ton says that it is this section 8 that is likely to “ ruin the South.”

Mr, JomnstoN. I would not put it that strong.

Senator BuLkrey. I thought you did put it that strong.

Senator Grass. If Virginia is classified as a southern State, I have
renounced that proposition altogether.
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Senator BoLkLEy. Just a minute. If that was not Mr. Johnston’s
statement I certainly misunderstood him. I thought he made a very
alarming statement. L.

Mr. Jomnstox. The Senator asked me a question if I thought
this was goin to seriously interfere with the operation of those
banks in l\ortg Carolina end I said, “ Yes; I do.” .

Senator Burxrey. And I think you said it would ruin the banks
in North Carolina. .

Mr. Jouvstox. I could not make a statement that anything
would ruin the banks.

Senator BuLkLey. You do not mean that? .

Mr. Jomxston. I did not mean that. If I made it I should like
to correct it. .

Senator Carey. You feel that the way it would be administered,
not the act itself, if the Federal Reserve Board would classify such
paper—

Mr. Jorxsrox (interposing). I would not want to take that chance
with such a board.

Senator Grass. You know it requires six members of the board
to take that action?

Mr. Jomxstox. Yes, sir; I see that. I would not want to take
it even if it required ﬂfty. I would not want to give anybody that
power.

Senator Griss. You do give somebody that power. You give the
board of directors of each unit bank that power.

Mr. JounstoN. Yes, sir.  The stockholders give them that. The
stockholders have that right. There is quite a difference in what
the stockholders choose to do with their property and what some
legislative body chooses to do with it.

Senator Grass. As a matter of fact, the stockholders do mnot
manage the bank; the directors manage it¢

Mr. JonxsroN. They elect the board, of course. They can not
manage 1t.

Senator Townsenp (presiding). Senator Bulkley, do you want to
ask a question?

Senator Burkrey. Yes; I want to §et back to Mr. Johnston’s state-
ment about the tendency of this bill to outlaw the lending on col-
lateral security. Did you really mean that it will  outlaw ¥ it?

Mr. JouxsroN. Yes. I do not know what we are going to do with
$200,000,000 of assets that are in our bank under this law.

Senator Burkrey, Will you explain that, please, what it will do
to you and under what provision? I would like to correct that if it
is as bad as that.

Senator Grass. Yes. All of us would. [After a pause:]

Senator FLErcHER. Section 15, I expect it is. If you do not object,
m‘z;ﬁ‘} ask Mr. Johnston in that connection, not interrupting Senator
Bulkley? . :

Senator Bursiry. I do not think you can ask any questions now
without interrupting me.

Senator Frercrer. Then I do not interrupt. Go ahead and fin-
ish. I will take my own time. I thought you were not asking any
question and I would put in one on the side.

Senator Burxrey. No; that is all right.
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Senator Grass. Do you mean the section on page 37, section 15, at
the bottom of the page, “ The business of purc%asing and selling
investment securities

Senator FrercHER. Page 36, I think it is.

Senator Grass. “ Shall hereafter be limited to the purchasing and
selling of such securities,” and so forth?

Mr. JomnsToN. Section 8 confers too much power on the Federal
Reserve Board. It appears from the language used that the board
may restrict within its discretion all loans made by member banks
which may be secured by any type of collateral. The Federal Re-
serve Board may, also, by direct action prohibit any member bank
from increasing “ loans protected by collateral securities ” upon pain
of suspension for one year from all Federal reserve rediscount priv-
ileges. It gives the Federal Reserve Board power to fix from time
to time for any member bank the percentage of capital and surplus
of such bank which may be represented by loans protected by col-
lateral security.

Senator BurxrLey. Now, Mr. Johnston, we have just been over
that. . Surely you do not mean that that outlaws mn{dng collateral
loans

Mr. Jouxsron. I think it would.

Senator BuLkLEy. Outlaws it?

Mr. JouNnsroN. Yes.

Senator BuLkieEy. You could not make a collateral loan under
that section?

Mr. Jorxston. I think we could make them, but I think we might
find ourselves herded up within two or three weeks by some bod
or Government official that would say, “ Don’t you have this. We
do not like some portions of that.”

Senator Grass. What “some body,” what “ Government official,”
and under what process?

Mr. JounsTtoN. The board, the Federal Reserve Board.

Senator Burxkrey. Will the members of the board make an im-
proi)er ruling ?

Mr. Jomxsrox. I know, after——

Senator BuLkLeEY (interposing). I want to know if that is what
you mean by saying it “ outlaws collateral loans.”

Mr. JorNsToxN. stolutelv.

Senator BuLxrLex. All right, that is something I can understand.

Mr. JornsTon. We do not want to give that power to any board.

Senator Burkrer. That is a different statement from saying that
it ¥ outlaws collateral loans.”

Mr. Jorxsrox. In effect, I think that is what it does.

Senator BurkLey. All right; I want to know if there is anything
else that outlaws collateral loans.

lhIr. JorxsroN. I think there is a lot in here. There is a tendency
to do it.

Senator Borrrey. Well, I would like to see what it is.

Mr. JouxsroN. Senator, this bill, as I read it, gives the power, as
I have said a number of times here, that we do not think any bank
should give to any Government agency.

Senator Burrrey. Yes; I understand your view about that.’
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Mr, Jomnerox. And that gives you that power in relation to that
amount of collateral loan—that is, the Federal Reserve Board—gives
it carte blanche. - . )

Senator Burkrey. I just want to know if Kou think that that par-
ticular provision justifies your statement that collateral loans are
outlaweg. <.

Mr. Jounsron. I think the whole tendency of this is to outlaw that
type of business.

Senator Burkrey. Yes. Well now, some of my colleagues here
suggest the meaning of the word “ outlaw,” that it gives the board
the right to compel them to dispose of certain loans. I take it that
the word “outlaw ” means something entirely different from that
and means that you are prohibited from making collateral loans at
all.

Mr. JoansroN, No. The word “outlaw ” just means that those
loans are just out. It would be just out of the law, you see.

Senator BuLsLEY, You mean that it prevents you from making
any collateral loans at all¢

Ir. JonnsroN. It might. I do not say it does. It rests entirel
with some other board and not with the owners of the bank. W{
do not want to give that power.
Senator Burkrey. I appreciate the viewpoint, that you do not
want to give the power, that is perfectly understandable; but I am
trying to understand your statement about outlawing collateral
loans. You do not mean that it puts you out of making any col-
lateral loans?
Mr. JouxstoN. I think we can make some. I do not know how
many we could make, do not know how many it would be safe
to mnke. I do not know what some board in its wisdom some da
would say we should make. I would be afraid to run that risk. {
should like to have & very early determination if we were faced
with it, because you know 1t is very easy to make loans, not always
easy to get them back in.
Senator Gore. You have noticed that?
Mr. Jouxsroxn. Yes, sir. I think everybody appreciates that. I
do not think there would be any argument on that, Senator.
Senator BuLrrey. Your objection should stand on that section?
Mr. JorxsTON. Yes, sir.
Senator BuLxkrEy. You do not mean anything else. All right;
on this idea in your gepared statement here concerning ¢the
prohibition against banks owning more than 10 per cent of any
Karticular issue of securities would compel the dumping of large

oldings of inactive bonds on the market,” can you tell us how
much they would be compelled to dump$

Mr. Jomxstox. No; but I know there are quite larze amounts,
Senator.

Senator Burkrer. What would be your definition of *large
amounts ” ¢

Mr. Jomxston. Oh, running into many millions. -

Senator BrLkrey. ¢ Many ” meaning three millions or a hundred
million?

Mr. JOnNSTON. Probablg two or three hundred.

Senator BurLkLEY. Probably two or three hundred millions?
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Mr. Jonxnstox. I do not know how much, but I do know there
are banks that .got caught in this avalanche with a large holding
of these securities. e have helped many of those people, some
in your district, you probably know. We haven’t any ourselves.
We would not put more than 10 per cent in any one security in any
one State, Senator, Kansas or the State of Kentucky, for instance.

Senator BuLrLEY. I want to get your opinion of how much this
matter would affect the whole market, and I would like for you to
give me a combined view on the two limitations. There is a limita-
tion of not more than 10 per cent of any one issue and that the
amount shall not exceed 15 per cent of the capital and the 25 per
cent of the surplus of the bms: itself.

Mr. Jomnstox. I think that 10 per cent of any one issue is a very
safe measure. I doubt the wisdom of putting it in now and throw-
m;é these bonds on the market.

enator BuLkrEy. If it did not mean that, if it only meant with
respect to future underwritings, your objection would be removed?

Mr. JounsroN. I think it woul}(71. I think it would be very safe.
b Sg;ator BuukLey. And both limitations would be sound on that

asis

Mr. Jor~sroN. You probably know that what caused a great deal
of trouble is the constant forcing on the market of bonds. You
grobably know the Government has opened at the Federal reserve

ank in New York a big agency to dispose of these bonds of failed
banks. The thing is to get somebody to buy them. If we throw
2 lot more on the market at this time——

Senator BuLkrLey (interposing). Yes; but right there I am tryl;%g
to get your idea of how many would be thrown on the market. We
want to analyze the effect of this thing. L

Mr. JomxsroN. I could not tell you how many, but I think it
would be a very substantial amount. .

Senator BuLkrxy. You think the two limitations together might
force the sale of five hundred millions

Mpr. Jouxnsron. Yes; I do,

Senator Burkrey. Maybe more than that?

3Mr. Jomxsrtox. Maybe more, .

Senator BuLkLey. You think it might be as high as a billion
dollars?

Mr. JorxsToN. Yes. . . .

Senator BuLkrey. You think it might be as high as a billion?

Mr. Jomxsrtox. I thought probably it might. I certainly would
want to give some time on that. If that was going to be enacted
I would certainly give them two or three or four years so that they
could market those bonds, without taking very heavy losses.

Senator BuLkLEY. But 1f it only relates to future acquisitions it is
all right?

Mrg Jorxnstox. I would not have any objection to it personally.

Senator Grass, That is what it relates to, if you mlf just read
the bill

The business of purchasing and selling investment securities shall bereafter
be limited to purchasing and selling—

111161—32—pr 1—12
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It does not require you to unload a dollar.

Mr. JounsToN. What page is that on, please, Senator?

Senator Frercuen. Page 36. .

Senator Grass, Page 87, at the bottom of page 87, if you have the
same print of the bill that I have.

Mr. JomnsToN. It says here—
but in no event shull the totnl amount of such investment securities of alny one
obligor or maker held by such association exceed 10 per cent.

Senator Guass. “ Hereafter—hereafter to be held.”

Mr. Jouxsrox. I do not see any “ hereafter ” here.

Senator Grass. The “ hereafter ” relates to the whole paragraph,
Mr. Johnston.

Mr. JoraxsToN. What line, Senator, please, is the word “here-
after ” on? Maybe I have a different copy.

Senator Grass. It is on your print, page 36, line 8, “ The business
of purchasing and selling investment securities shall hereafter be
limited to purchasing and selling—"

Senator BuLkLEY. In fairness to the witness, I would like to say
that I do not think that that is as clear as it ought to be myself.

Mr. Jomnston. 1 see now, Senator, what you mean, and it is
probab% what you intended. I am very frank to say that it has
fooled all of us—I mean the language has. We did not understand
it that way. It has fooled some of the best lawyers that we have
been able to employ—Rushmore, Bisbee & Stern, counsel for the
clearing house committee. Mr. Hartfield, I think, it has fooled.

Senator Grass. I am simply indicating what was the purpose of
the committee.

Mr. JouxsroN. Then we are together on it.

Senator Burxrey. Now, Mr. Johnston, I would like to say just
one more thing in reference to your general statement about the
banks having a free scope to do as they please on the basis of the
stockholders owmx:]g them. Senator Gore pointed out the invest-
ments that are made by the banks are probably 7 to 1 other people’s
money as against the stockholders’ money. That is one thing.

Mr. Jouxsrox. I say 5 to 1.

Senator BuoLkrey. Well, 5 to 1. You yourself in the early part
of your testimony advocated a careful restriction of who should
go into the banking business, and that has got to be done by Gov-
ernment authority, and you know that a bank charter is a valuable
franchise, and when people accept a bank charter or any other
public franchise they expect a measure of public regulation, and
you know that there is not a bank stockholder living 1n the United
States that bought his stock with the idea that a bank was entirely
free to go its own way. Evelg'one expected reasonable regulation
from Government agencies, and I do not think you really believe
what you intimated here in the first part of your statement.

Mr. Jomxsrox. I think you refer to the fact that I said that
the British banks had been very successful with practically no

regulation.

_ Senator BuLkLEY. If we start an argument on the British bank-
ing system we get into so many ramifications that I do not think
it would be profitable. I am talking about American experience and
tradition as long as America has existed.
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Mr. JounsroN. America is under even more regulation than prob-
ably all of the rest of the banks in the world nmﬂlas not done very
well, because it had too many banks.

Senator Grass. Do you think there is an intelligent stockholder
of a national bank who would be willing to accept the stockholders’
double liability if he supposed the bank would be operated without
restraint or restriction of any sort?

Mr. JorwsroN. Lots of them.

Senator Grass. Intelligent stockholders?

Mr. JorNsTON. Yes, sir.

Senator Grass. They are not stockholders; they are gamblers.

Mr. JornsToN, I would much rather—ell, say it is gamblers—I
would much rather bet on the management than I would on the
Government supervision—and I have been on both sides of it.

Senator TowNseND (presiding). Thank you, Mr. Johnston,

Senator MorrisoN. One minute, Mr. Johnston. How do you in-

terpret section 9:
. No national banking association and no member bank shall make any loan
or any extension of credit to any affillate organized and existing for the pur-
pose of buying and selling stocks, bouds, real estate, or real-estate mortgages,
or for the purpose of holding title to any such property, or Invest any of its
funds in the capital stock, bonds, or other obligations of any such aflliiate,

What do we mean by that?

Mr. JomxnsToN.- I think if you had a mortgage company connected
with your bank, building and loan company, or anything else that
was affiliated with you in some way, it would take them all in—a
security company or any kind of company. .

Senator Morrison. How much afliliate? Is there danger in that
word © affiliate ” there?

Mvr. Jornston. I think it ought to be made very clear.

Senator Gore. It is defined in the early part of the bill.

Senator MorrisoN. They have a definition of it in there,

Senator FrLercHER. Mr. Johnston, may I ask you now, if I am not
interrupting anybody, is it not a fact that the banks of the
country——

Senator Mogrisox (interposing). Senator, would you let me get
through with mine?

Senator Frercmer. I am through entirely. I quit.

Senator Morrisox., Well, sir, all right. .

The term °affiliate,’ ” it says here. - includes a trust company, a
finance company, securities company. discount or acceptance com-

any, investment trust, or other sunilar institution, or a corporation,”
Eut does not anywhere say “in which they own a certain interest,”
and the word “ affiliate,” 1t seems to me. there would mean anybody
that you were doing business with, under that definition of it.

Mr. JomnNsrox. 1t is very broad language, and I think should be
clarified as to what it really means. I do not know just exactly what
it means. It just covers everything, it seems to me.

Senator Mornisox. And it does not require you to own any interest
in it at all. )

Mr. Jomxnstox. If you are affiliated with it you can not do any
business with it.
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Senator Townsexp. Thank you, Mr. Johnston, .

Mr. JonxsToN. Senator, I am very appreciative of your letting
me loose. .

Senator Townsexp, Well, we have Mr. Hawes, from St. Louis
here, but he will probably require an hour. What is the pleasure of
the committee ? ghall we continue now or recess until 2 o’clock?

Senator WacxNEer. Recess until 2 o’clock.

Senator Towxsexp. Then, the committee will stand in recess until
2 o'clock, and we shall hear Mr. Hawes and two other gentlemen.
But there will be no meeting of the committee to-morrow.

(Accordingly, at 12.30 o’clock p. m., a recess was taken until 2
o'clock p. m. of the same day.)

AFTER RECESS

The committee resumed at 2 o’'clock p. m., at the expiration of the
recess.

The CramaiaN. The committee will come to order. Is Mr. Hawes,
of St. Louis, here?

Mr, Hawes. Yes; Mr. Chairman.

The CHamaaN. Take a seat at the committee table o posite the
committee reporter, please. Now, you may go ahead and give your
name, residence, and business.

STATEMENRT OF RICHARD S. HAWES, PRESIDENT ST. LOUIS CLEAR-
ING HOUSE ASSOCIATON, SENIOR VICE PRESIDENT OF THE FIRST
NATIONAL BANK OF ST. LOUIS, ST. LOUIS, MO.

The CratRMAN., You may proceed with your statement.

Mr, Hawes, Mr. Chairman and gentlemen of the committee, I ap-
pear before you as a representative of the St. Louis cleari.n%house,
an association representing the banks of St. Louis, and probably a
great many banks in the ﬁJSS]BSl issippi Valley, because of our connec-
tion with them.

Let me prefix anything I mgg' say by the statement that we feel
this bill was introduced with the thought of having a constructive
and effective measure of bank regulation, and that while we may
disagree with you as to some of the provisions contained therein
alllldbclllg in fact disagree, yet we realize the spirit which inspirecf
the bill.

We feel, however, inasmuch as this le%'slation is probably of more
far-reaching character than any that has been introduced in the
Congress since the Federal reserve act, and to which Senator Glass
gave then such outstanding service to the country by having it en-
acted, that this bill should not at this time be given right of passage.
The country is going through a period just at present which is trying
the nerves and the stamina of the bankers of the Nation. Ve are
going through a period unprecedented in the history of finance, or
at least that is true in my judgment, and therefore to enact legisla-
tion which will so violently change the method of operation of banks,
during any such period as the present, appears to me to be unwise.

We are ol]i)eful, therefore, that your committee will consider these
facts and will give due thought to whether this legislation should not
be laid over until a more propitious time is evident.
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With these brief preliminary remarks, I should like to turn, if X
may. to several sections of the bill and make comment thereon. And
I will say quite frankly that if my interpretation is incorrect I shall
be happy to be set right, but the interpretation that I place upon the
bill, as evidenced in the memorandum which I have before me and
which I shall not take any longer time in presenting to you than you
gentlemen desire.

Senator Towxsexp. Before you make your statement let me ask
you a %uestion: Do you think it would be unwise to have any legisla-
tiortx a?ecting banking just now? Is that your feeling about the
matter

Mr. Hawes. Just at this time, yes; that is my feeling,

Senator Towxsexp, That is all I wish to ask at this time.

Senator Warcorr. I should like to ask you a question along that
line: Have you studied the bill with the idea of picking out the
good in the bill, or have you only confined ﬁ'our attention to what
you think are the faults of the bill? In other words, is there not
In your opinion a large proportion of this bill which is not only
useful but important constructive legislation.

AMr. Hawss, I shouldn’t say there was a large proportion. There
are certain features of the bill which are constructive, but not a
large portion of it.

enator Warcorr. Could you give us in the course of the hearing
and at your own convenience a reference to those portions of the
bill you substantially agree with?

Mr. Hawzs. I probably could, but that would necessitate my going
over the bill again and studying it. I have merely made a memo-
randum of those features which I think might be destructive or
hurtful. And this is not done just as a matter of criticism, but
in a spirit of trying to present constructive thoughts by way of
amendments of certain sections so as to make them less hurtful
than I think apparently they are as now presented in the bill.

The CramyAN. You may proceed now with your statement.

. Mr. Hawes. My first reference is to section 8 of the bill, * Limita:
tions on Security Loans ”: In my judgment collateral loans should
be more clearly defined in that section. How far-reaching is this
section? Does this prohibition against security loans include loans
on commodities or real estate Eledl‘ged by a corporation or individual?

This clause confers upon the Federal Reserve Board new powers
of direct action of great consequence. The board may restrict within
its discretion all loans by member banks, which may be secured by
any type of collateral. The Federal Reserve Board may also, by
direct action, prohibit any member bank from increasing “its se-
curity loans” upon penalty of suspension for one year from all
Federal reserve rediscount privileges.

This section also by indirection repeals all of the exceptions to
section 5200 of the Revised Statutes which governs the amount
which a national bank may lend to a single customer and makes the
absolute limitation of 10 per cent of capital and surplus apply to
all classes of loans including those secured by warehouse receipts,
bills of lading and other such documents.

This section is designed toward further deflation and it is esti-
mated $1.841,000,000 1n securities would have to be sold, and the
intent of it is to penalize banks which lend upon collateraf security.
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Senator Grass. Mr. Hawes, you heard the testimony given here
this morning. Do you persist in that view that that is a_require-
ment of that section of the bill in spite of what was said here this

morning$ .

A, ﬁawr:s. That is my view of it, Senator Glass. That is, unless
it is changed or modified. *

Senator TowxsExp. You have no language to suggest that you
think might be put in that section which would make it satisfactory
to you, have you? .

Ar. Hawes. Well, a clear definition of security loans might be
made so as to include, in event it is the desire of the committee to do
so, what are known as so-called call loans on Wall Street.

Senator Towxsexp. Would it be satisfactory to you if that
lan, ﬁwem ut in there and this section were so clarified?

Liﬂ‘l.n wEs. No, sir; it would not.

Senator Grass. Mr. Huwes, what is the ordinary meaning in
bnnkiniﬁ)arlance of collateral security ¢

Mr, Hawes. It means security of any kind held on a note of an
individual or corporation. That security may be stocks, bonds
;vsltm::, corn, tobacco, or any other commodity, and it may be rea

a '

Senator Grass. Do you mean to say that you would call corn,
wheat, and tobacco a collateral loan?

Mr. Hawzs. Absolutely.

Senator Grass. That is, do you mean that corn, wheat, or tobacco
would be collateral security?

Mr. Hawes, Yes, sir,

The Cmamdaw, I take it that Mr. Hawes means warehouse re-
ceipts for those commodities.

enator Grass, Oh, is that it?

Mr. Hawes. Why, of course that is what I mean.

HThe Crareuax, You may proceed with your statement, Mr.
awes.

Mr. Hawzs. Now, I will take up section 8, “ Collateral loan limi-
tations of member banks.”

We feel this section confers too much power on the Federal Reserve
Board. It appears from the language used that the board may
restrict within its discretion all loans made by member banks which
may be secured by any tyvpe of collateral. The Federal Reserve
Board may, also, by direct action, ])rohibit any member bank from
increasing “loans protected by collateral securities” upon pain of
suspension for one year from all Federal reserve rediscount priv-
ileges. It gives the Federal Reserve Board power to fix from time
to time for any member bank the percentage of capital and surplus
of such banks which may be represented by loans protected by col-
lateral security. We feel that t ower given the Federal Reserve
Board is not of a specific nature. We would assume from the word-
ing that a member bank can not exceed 100 per cent of its capital
and surplus in loans protected by collateral security. Quite 2 la
number of member banks have legitimate commercial and individual
loans secured by collateral which would be affected by this provision,
hence, in order to comply with this section, it would result in either
these withdrawing from the Federal reserve system if such
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loans are in excess of the limit fixed by the Federal Reserve Board,
or in the liquidation of the loans, as it regulates loans of this nature
even when the bank is not borrowing from the Federal reserve

system.

‘We believe that section 8 gives to the Federal Reserve Board un-
n powers of control over the policy management of member
banks which are nonborrowers and who are making loans to their
customers without the use of Federal reserve t. We believe
that section 8, with the amendments we have suggested, gives proper
:ll:d sul_’lﬁcient protection to the membership of the system and to

e public. .

ngt is section 9, “ Laws to aid investments in affiliates.”

This section provides that a member bank can not loan more than
10 ﬂer cent of its capital and surplus upon loans or extensions of
credit to anl affiliate organized for certain purposes or invest in the
securities of such affiliate or accept the obligations of such affiliate as
security where the aggregate of such loans, extensions of credit, in-
vestments, and acceptances exceeds 10 per cent of capital and sur-
plus. This is a serious impairment to the competition which any
member bank may have with a nonmember bank and will discourage
real estate loans and farm mortgages now handled by such affiliates
‘to the detriment of agriculture, home building, and industrial con-
struction.

There are many affiliates of member banks which confine them-
selves to the handling of real estate mortgages and this prohibition
would impede their activities and make competition with nonmember
banks almost impossible. Lo

May I take the liberty of referring to my own institution? We
have a mortgng company affilinte connected with us. In that we
handle no stocks of any character. We make loans on real estate
handle Government and municipal bonds and industrial bonds basgd
on real estate. That affiliate would have to go out of business in
my judgment, if this bill should be enacted into law, and yet we
render a very distinct service to our community through that affiliate,
It makes it possible for us to compete with our trust companies and
State banks who have that privilege under the State laws.

Line 20 on page 10 requires that loans to affiliates shall be secured
by stocks and bonds listed on the stock exchange, with a margin of
20 per cent, and shall be secured by g::per eligii;le for discount or
legal investment for savings banks in the State in which the associa-
tion or member bank making the loan is located.

This prohibits affilinte companies who deal solely in real estate
mortgages or farm loans from using such collateral to borrow from
the parent bank. It is further discriminatory in that in certain
States investments eli%ble for savings banks include real estate mort-
gages. This section, by virtue of this discrimination against real
estate mortgages, would bring about a decided deflation.

Harve the members of the committee any questions on that matter?

Senator Brooxmarr (presiding). I believe not. You may pro-
ceed in your own way.

Mr. Hawes. Section 11, # 15-day reserve loans.”

‘We believe that the penalty of 1 per cent higher than the redis-
count rate on 13-day advances will work a hartﬁhip on the member
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banks of the system. It must be taken into consideration that outside
of the bunks in the large commercial centers other member banks
in the United States have little or no eligible paper for rediscount.
This has been ocensioned by the changed form of financing by cor-
porations through the issuance of preferred and common stocks, so
that there is not at the present time the volume of eligible commer-
cial paper which can be offered for rediscount. Consideration must
alsoge given at the present time to the fact that the quality of the

aper offered has changed to the depressed conditions in agriculture,
industry, and commerce.

We realize it is the intention of the framers of the original Federal
reserve act that Federal reserve credit facilities were to be used only
upon commercial and agricultural paper. Members of the committee
will recall that conditions incident to the World War and Govern-
ment financing made necessary the acceptance bdv the Federal reserve
banks of Government bonds as collateral on 13-day notes.

This has resulted in a majority of the member banks building up
a secondary reserve of Governmnent securities in order that they
might avail themselves of the credit facilities of the Federal reserve
banks and to assist in Government financing,

We believe that this provision is aimed to prevent the excessive
use of Federal reserve facilities for stock-market operations and
therefore a penalty rate is added. We believe that discrimination
should be made between the use of investment credit for purely
speculative purposes, as compared with investment credit used for
productive purposes or for refunding operations, and therefore we
feel that the penalties in this section can well be left to the discretion
of the Federal reserve banks with the approval of the Federal
Reserve Board under such rulings as they may make.

Any questions on that?

Senator Grass., Suppose we should strike out the 1 per cent privi-
lege, would you favor the balance of the provision?

Mr. Hawes. No, sir.

Senator Grass. Then you would not put any legislative restraint
at all upon the use of the Federal reserve facilities for stock-
gambling purposes?

Mr. Hawes. No, sir; but let me explain. I would not put any
restraint on it for stock-gambling purposes because I do not believe
the average bank uses its funds for that purpose.

4 %enutor Grass. But that provision would apply only in case they
o

Mr. Hawes, Yes: but it goes much further than that.

Senator Grass. How much further? .

Mr. Hawes. Well, the very definition that you provide in the
matter of secured loans is a bar to the situation.

Senator Grass. But that definition is in the existing law.

Mr. Hawes. I understand that very clearly, but——

Senator Grass (interposing). Yes. So why do you object?

Mr. Hawes. Does the fact that the Federal Reserve Board may
come into our bank and say, “ You can lend so much money on &
secured basis and over and above that you are ineligible ”; doesn’t
that show you what it would do?

Senator Grass. But it does not say that.
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Mr. Hawes. It does say that in another section.

Senator Grass. Why, Mr,- Hawes, you may loan every dollar of
your money to a broker, and if the Federal reserve bank thinks you
are too far extended in that direction it will say to you, “ If you are
going to increase these loans you can not get facilities of the Federal
reserve bank for that erpose.” That is all that it says.

Mr. Hawes. But I do not think that is all that it says.

Senator Grass. Well, what does it say any more than that?

AMr. Hawes. I do not think that is the intent of the law.

Senator Grass. Well, I know that it is the intent of the bill.

Mr. Hawes. I beg your pardon. I meant to say that as I read
that section I do not think it in fact says that.

Senator Grass. Well, it is plain enough English. Let me read it
to you. [Reading:]

Any Federal reserve bank may make advances to its member banks on thelr
promissory notes for a period@ of not exceeding 18 days at rates to be estab-
lished by such Federal reserve bank.

You know that is a special privilege.

Mr. Hawes. Yes. .

Senator Guass. That is not the ordinary rediscount privilege.
That is borrowing money, a special privilege,

Mr. Hawes. Yes, sir.

Senator Grass. Under the existing statute a Federal reserve bank,
subject to the ruling and determination of the Federal Reserve
Board, has unrestricted power to make that rate anything it pleases,
not only 1 per cent higher that we provide, but 2 per cent or 10 per
cent. It has that power now, as you can see, very definitely.

Mr. Hawes, Yes. .

Senator Grass. I continute to quote that section. [Reading:]

Which rates shall in all cases be at least 1 per cent higher than the redis-
count rate then in force at such reserve bank, subje:t to the review and deter-
mination of the Federal Reserve Board, provided such promissory notes are
secured by such notes. drafts, bills of exchange, or bankers’ acceptunces as are
eligible for rediscount or for purchase by Federal reserve hanks under the
provisions of this act, or by the deposit or pledge of bouds or notes of the
United States.

Mr. Hawes. Any addition to the penality I object to,

Senator Grass. I continue reading. [Reading:]

If any member bank to which any such advance has been made shall, during
the life or continuance of such advance, and despite an official warning of the
regerve bank of the district or of the Federal Reserve Bourd to the contrary,

increase its outstanding lvans mnde upon collateral security, or made to the
members of any organized stock exchange, Investment house, or dealer In

What about that?

Mr. Hawes, Yes; that the penalty shall apply.

Senator Grass. In other words, a concrete example would be that
a given bank in New York may have $50,000,000 of brokers’ loans
outstanding, and this provision does not undertake to interfere with
that status. It may apply with eligible paper to the reserve bank
for additional accommodation. This simply gives the bank the
right to say: Well, we will rediscount )(;8(‘)“ Paper upon the condi-
tion that you do not extend that $50,000,000 of outstanding loans for
stock operations,
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Mr. Hawes. Haven't you overlooked one very important line in
that paragraph you read?

Senator Grass, No; I think not. .

Mr. Hawes. I refer to this line [reading]:

Inerease itz outstunding loans made upon collateral security.

Senator Grass. Yes; I read that.

Mr. Hawes. Then it goes on and mentions bankers’ loans. In
other words, it includes all collateral loans.

Senator Grass. Well, we won’t discuss the matter of definition of
collateral loans. I thought every banker understood, and I thought
I understood what in banking nomenclature collateral loans meant.

Mr. Hawes. Well, Mr. Senator, I do not think any practical
banker in the world will define collateral loans as being only loans
to stock exchange members or investment bankers.

Senator Grass. Here is one important section that you ignore,
found on page 28 of the bill, beginning on line 28. [Reading:

For the purpose of purchasing and/or carrying investment securities (except
obligntions of the United States)—

And so on. In other words, it is literally the language used in
the text of the existing law, which precludes rediscounts upon notes,
bills, and other bank paper drawn for the purpose of purchesing
or investments.

Mr. Hawes, If you are 5om§ to put that provision in, why don’t
you just deliberately say: Call loans are loans to brokers and invest-
ment bankers, instead of penahzmg all collateral loans?

Senator Grass, I do not know of any section of any statute where
there is the expression ¢ call loans.”

Mr. Hawes. I do not, either. I do not know of any statute either
where it says that collateral loans are only loans secured by collateral
of stocks and bonds. -,

Senator Grass. I can read you a provision of the existing Federal
reserve act which is just exactly in accord with that provision
section 18 of the act, which confers upon the Federal Reserve Boar
the right to define eiignble peper, and says [reading] :

But such definition shall not include notes, drafis, or bills covering merely
fovestments or issued or drawn for the purpose of carrying or trading in
stocks, bonds, or other investment securities.

Mr. Hawes. That is all right. But that does not talk about it
as collateral security. That ifies what it is as I understand it.

Senator Grass. Isn’t that collateral security?

Mr. Hawes, Yes, sir,

Senator Grass. Investment securities?

Mr. Hawes. Yes, sir. .

Senator Grass. And that is what this says.

Afr. Hawes. Yes; but there are other securities that are collateral
securities, .

Senator Griss. For the purpose of purchasing or carrying invest-
ment securities, it says.

Mr, Hawes, But it must not increase its outstanding loans made
on collateral securities.

Senator Grass. Yes. .

Senator BrookHART (presiding). But for this limited purpose.
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Mr. Hawes. Yes, sir; and in that way it is penalizing all col-
lateral loans.

Senator BrookHART. I do not think so. I think it restricts col-
lateral down to this purpose.

Mr. Hawes, Well, any two of us are liable to disagree in the
matter of interpretation of the section.

Senator Towxsexp. Lawyers certainly do that.

Mr. Hawes. Yes.

Senator Grass. Suppose we could better define the meaning of
collateral loans, as meaning loans for purchases on the stock ex-
change, would you still want to eliminate that provision of the bill
that would nn]){se a penalty in case of violation of the law!

Mr. Hiwes, Yes, sir. I think it puts too strict and heavy police
power in the hands of a few men.

Senator GrLass. All right. I have nothing further to say on that.

Senator Brookuarr (presiding). You may proceed with your
statement, Mr. Hawes.

Mr. Hawes, I now turn to section 10, subdivision 12-B, Federal
Li%uidat-ing Corporation : .

his section covers the organization of the Federal Liqludath;ﬁ
Corporation and there can be no question but what some meth
of orderly liquidation of closed banks and early payment of money
to depositors should be found. We feel that this matter is of su
urgency that a separate measure should be introduced in Congress
for that purpose. The measure, as now drawn, seems to be in unfair
ratio to the banks, as it requires the banks shall subscribe one-half
of 1 per cent of time and demand deporits and increase subscriptious
as said deposits grow. DBased on a rough estimate, this would re-
quire a c&%tal subscription from member banks of approximately
$150.000,000, or an immediate payment of approximately $75,000,000.

Senator (Grass. You are mistaken in the matter of the amount.
The first call is for one-quarter of 1 per cent.

Mr. Hawzs, Well, I stand corrected in that. In spite of this large
investment the banks are given no voice in the management. The
stock they buy has no votinisglolwer whatever. On the other hand
the Federal reserve bank subscribes one-fourth of their surplus, o
which one-half of 1 per cent is payable immediately, an estimated
amount of $1,500.000. the balance being subject to call on 90 days’
notice and complete control of the corporation is vested in them.

Paragraph Ll.I)I sets aside $200.000,000 from the Treasury of the
TUnited States, which shall be used for the purchase of assets of
closed_nonmember banks. ..

As I read the law that would. as I think, be a discrimination in
the use of the taxpayers’ money in favor of one class of banks.

Senator Grass. You would like to see that provision stricken out
of the bill, would you? . )

Mr. Hawes. No, I should not like to see it stricken out, but X
think this Federal Liquidation Corporation can take care of the
whole Proposition if you organize it. Certainly $200,000,000 of the
people’s money should not be set aside for nonmember closed banks.

Paragraphs O, P, and Q have the possibility of the issuance of
practim a billion dollars of new tax-exempt securities, reducing
thereby the revenues of the Government.
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Senator Grass. Are you opposed to tax-exempt securities?

Mr. Hawes. I am opposed to any great increase in them.

Senator Grass. I am opposed to any of them for that matter. I
wanted to know whether you and I were in agreement on that matter.

Mr. Hawes. Yes, sir; we are fairly in agreement on that.

Now, are there any questions on that section?

Senator Brookuarr (presiding). No. You may proceed.

Mr. Hawes. I now come to section 13, (A) and (B).

This increases the reserve requirement on time deposits to equal
those on demand deposits in five years. This means an increase of
$130,000,000 a year or $650,000,000 in five years additional reserve
which must be carried by the member banks with the Federal re-
serve banks against which the Federal reserve banks must carry
their own reserves of 33 per cent in ﬁold or $227,500,000 in gold for
five years. But that has been modified since by the Glass-Steagall
bill.

To this extent this section of the act nullifies the release of gold
reserve provided by the Glass-Steagall bill. We do not see the
necessity of increasing the amount of reserve carried with the Fed-
eral reserve banks by reason of the fact that at no time since the
creation of the Federal Reserve System has the entire system been
unable to meet the credit needs of its members. As a practical
matter the so-crlled secondary reserves (reserves by cash, Govern-
ment bonds, and eligible paFer) of a member bank is in reality the
primary reserve which would be used, when necessary, for the pur-

ose of building up deficits in reserves and meeting decreases in
Seposits; the reserve carried with the Federal reserve bank being
a sum which decreases only fractionally in proportion to the decline
in deposits of the member banks, and can only be withdrawn under
severe penalties for reserve deficiency. This section, if enacted into
law, would work a particular hardship upon the banks of the country
located in cities where there is not a Federal reserve bank or branch
bank, particularly in the rural sections. e believe that this would
cause a withdrawal from membership of this type of bank throngh
its inability to compete with nonmember banks whose legal reserve
requirements are such as to make their reserves more readily avail-
able to them at all times.

Senator Grass. How many of them withdrew before we reduced
that reserve behind time deposits to 3 per cent?

Mr. Hawes. Well, a very considerable number of them withdvew,
but I do not know the exact number.

Senator Grass. Of national banks, do you mean?

Mr. Hawses. No; nonmember banks; State banks. National banks
can not withdraw.

Senator Gr.ass. Oh, ves: they can. They can change their charter.

Mr, Hawes. Yes; they can go out of existence as national banks
and do that, of course: but tﬁe average national banker does not
want to do that. He is rather proud of the national bank system.

Senator Griss. Some are rather proud of the Federal Reserve,
System, too.

Mr. Hawes. I for one am.

Senator BrookHART (presiding). You may proceed with youws
statement,
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Mr. Hawes. To the extent that member bank reserves are in.
creased against savings deposits and not protective of income, to
that same extent are the bank’s earnings affected. The banks would
of necessity be obliged to reduce the amount paid in interest, which
action would have a material effect upon the millions of savers in
the country. In other words, if you increase the reserve require-
ments of savings banks, we can not atford to pay the higher rate of
interest on that kind of deposit.

Senator TownNsexp. What is your rate of interest in St. Louis on
that kind of deposit?

Mr. Hawes. In St. Louis it is 3 per cent. It just means the differ-
ence of having invested funds and being eble to invest at 97 per
cent, as against 93 per cent as would be the case under this bill.

Senator Grass. To what extent did State banks withdraw from
the system before we cut the reserve behind-time deposits to 3
per cent, and what percentage of them have withdrawn since we cut
the reserve?

Mr. Hawss. I have not those statistics. I do not know. But I be-
lieve that would be the effect of the bill.

Senator Grass. You are suggesting now that if we restore the
reserve behind-time deposits, banks will withdraw from the system,
and I am trying to develop how many withdrew from the system
before we reduced the reserve, and how many have withdrawn from
the system since we reduced it.

Mr. Hawes. I do not know. Can you tell me?

Senator Grass. No. But I wanted to know upon what you based
your broad statement that banks would withdraw if we raised the
reserve.

Mr. Hawes. I did not base it on what you have stated, but I based
it upon what is in bankers’ minds as to increased cost of handling
depositors’ money.

enator Grass. And I am trying to develop what happened under
the two conditions I have mentioned. Until recent years the reserve
behind-time defosits was 7T per cent. Then we reduced that reserve
to 5 per cent. I think it would be interesting to ascertain how many
banks withdrew from the system on account of the 7 per cent require-
ment, and how many have withdrawn from the system since we
reduced it to 3 per cent.
. HAwEs. fthink that would be interesting. However, all banks
did not withdraw because~——— .

Senator Grass (interposing). If [wl'ou had these statistics it might
furnish a basis for apprehension that a restoration of the reserve
would cause banks to withdraw from the system. But my informa-
tion is that more banks have withdrawn from the system during
the period of a lower rate of reserve than did at the higher rate.

Senator BrookHART (presiding). You may proceed with your
statement, Mr. Hawes. = . ) .

Mr. Hawes. Consideration should be given to the use of till money
as reserve, particularly as it affects thousands of member banks not
located a(i]acent to Federal reserve banks or branch banks. This
principle is recognized by the Federal reserve committee makin
recommendations for change in reserve requirements, which provide
that in the case of banks not located in cities where there 1s a Fed-
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eral reserve bank or branch bank, a large percentage of their legal
reserve may be carried in currency or so-called till money.

Senator Grass. Are you in favor of the velocity reserve proposi-
tion?

Mr. Hawes. Yes, sir: I think it would be sound.

Senator Grass. Well, I don’t doubt it would be sound, but do vou
thin%( banks generally would like to see it immediately made effec-
tive '

Mr. Hawss. No, sir; I don’t think they would. But from my own
personal viewpoint I would not object to it particularly.

Senator BrookHART. Does the term “ velocity reserve” have any
well-understood meaning in banking circles?

Mr. Hawes. No, sir; it is a new term.

Senator BrooxHaRT. What does it mean?

Mr. Hawes. It means volume of business handled on any day. It
is the velocity of ins and outs, of deposits and withdrawals.

Senator Brooxrary, Suppose this law should make 80 days the
dividing line between time and demand deposits, then would that
be the way you would determine velocity ¢ .

Mr. Hawes. If an account turns within 30 days, it would be a
matter in terms of velocity whether it would apply on a demand
account, and then in ratio to savings accounts.

Senator Brookmarr. Would it be counted for reserve in the matter
of the definite turnover on demand accounts?

Mr. Hawes. Yes, sir.

Scnator BrookrART. So that one month there would be a larger
reserve than there would be another month.

Mr. Hawes. Yes, sir.

Senator Brooxuarr. How are you going to regulate that matter
in advance?

Mr. Hawes. You can not regulate it in advance under the velocity
method. You regulate it day by day.

Senator Brooxnarr. Well, suppose you are caught with a short
reserve, what would happen to you then?

Mr. Hawes. Well, you would have to watch yourself pretty closely,
I should say. .

Senator BrooxmarT, Then you have to estimate it in advance at
least, don’t you?

Mr. Hawes. Well, as Senator Glass has said, it is rather a revolu-
tionary suggestion. I said I did not object to it and I do not, be-
cause, spe:ﬁnng very frankly, from a personal standpoint, it would
reduce the reserves our bank would have to carry.

Senator Brooxmart. Suppose we were to take time accounts and
say if they were disturbed within 30 days we would put them into
demand accounts and make that the rule, how would that work?

Mr. Hawes. I do not believe I follow you.

Senator BrookrarT. Well, say here is a time account of 60 days,
but the depositor checks it out or checks on it within 25 days.
Bankers I believe say they always honor any demand for them even
though they are not required to do so under the terms of the account.

Mr. Hawes. Well, I do not think that is generally true. My bank
does not do that. 'We do not waive the 31-day notice for depositors
if they want their money. On a five or six months’ certificate we
require them to carry it on through.
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Senator BrooxmsrT. But other bankers have said they do honor
them universally, and thereby save to themselves paying the 8 per
cent interest.

Mr, Hawes. They might also have to withdraw their investments
drawing 5 or 6 per cent interest.

Senator Brooxmaxrr. Perhaps. But I was trying to figure out
some W;Lto define the difference between time and demand accounts.

Mr. Hawss. I think you have it pretty fairly defined in your
Federal reserve act and in your provision here.

Senator Brooxrarr. Thirty days?

Mr. Hawes. Yes, sir; 80 days.

Senator BrookHART. Sup}})‘ose a time account were drawn out
within 30 days would that change it to a demand account?

Mr. Hawes. Well, if it is withdrawn it goes out immediately and
it is not in the reserve at all.

Senator Grass. A great many banks have changed demands into
times, haven't tl%%v? —

Mr. Hawss. Well, now, Senator Glass, I can’t speak for other
banks, but—

Senator Brookxuarr (interposing). The complaint has been made
that they have changed demand accounts into time accounts in order
to get the benefit of the difference in reserve.

. Hawes. Yes; I understand that there has been some such con-
tention made here, but I do not think that has been the rule at all.
Of course, one might say that there will always be bankers who
will evade the rules and the law, but I think bankers will generally
recognize that if there is to be a 81-day notice given, it will be
required to be done that way. I know that if we have a certificate
of deposit requiring 31 days’ notice called, we put it in our demand
deposits. And I think that is the custom in all well-regulated banks.

enator Grass. The testimony we had last spring before our sub-
committee was to the effect that a very large number, if not—well,
to be more specific, we were told that 80 per cent of the banks mani-
pulated their deposit accounts so as to take advantage of the 8 per
cent reserve,

Mr. Hawgs. Wel, Senator Glass, of course I do not know who
testified that way, but I doubt it very much myself.

Senator Grass. All right. .

Senator Brooxmarr (presiding). You may continue your state-
ment.

Mr. Hawes, These provisions increase the cash liguidity, particu-
larly of the country banks, thereby releasing funds for loaning pur-
poses and giving better recognition to the savings accounts than
the proposed bill through the increase of reserves would do to
actinity:

Nowywe come to section 13 gD): This refers to what is termed
as * loans for account of others.” .\ number of clearing houses have
already passed resolutions forbidding their members from making
loans of this character. We understand, however, that it is the
intention of the framers of the act to prevent a recurrence of the
practice of placing loans on call for nonbanking corporations or
individuals.

I think it is wise.
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Senator Grass. Well, we will just frame that provision if you
think it is wise. Some of jyour confreres do not think it is wise,
but we are glad to know that you do, Mr. Hawes.

Mr, Hawes, Thank you.

Senator BrookHaRT (presiding). You may go ahead. .

Mr. Hawes. Section 18 (¥') : The practice of buying and selhn%
Federal exchange has led to a difficult situation in that the Federa
reserve bank can not keep account of the borrowinig of the bank.
This section refers to the purchase and sale of excess Federal reserve
funds. The purchase of these funds, in reality, constitutes a loan.
This section provides that under regulations of the Federal Reserve
Board, a fee must be charged, based upon the rate of discount, then
charged upon 90-day paper of the Federal reserve bank of the dis-
trict in which the bank making such sale or transfer is located.

I think that is a wise recommendation.

Senator Grass. I thank you. .

Mr. Hawgs. Senator Glass, I assure you that I am not trying to
be always eritical. I am trying to give you my thoughts on these
matters as I am best able to see them.

Senator Grass. I am sure of that.

Mr. Hawes. Section 13 (g): This refers to the Federal reserve
power to suspend all dealings in reserve balances for such period
as it may deem best. It also refers to the net differences in amounts
due to and from banks before calculating reserves. Reserves would
include all repurchase agreements. We believe that the provision
adding repurchase or similar agreement entered into by a member
bank to the base for the purpose of computing reserve balances is &

roper one, and that the general Hrnctice of repurchase agreements

etween banks should be penalized.

Section 14: This section refers to real-estate loans made by na-
tional banks, also the se%regntion of time deposits and the invest-
ment of a percentage of those deposits in real estate and the balance
in legal investments. The S:rcentage of real-estate loans is limited
to 15 per cent of capital stock and 15 per cent of surplus, or one-half
of its time deposits.

This provision is discriminatory as between national banks and
other member banks for a period of two years, during which time
much harm might be done to national banks. It also imposes upon
the Comptroller of the Currency as impracticable burden of revising
and reappraising at each examination each real-estate loan made by
a national bank and also by each State member bank.

We consider it unsound to require investment in bank premises to
be carried as real-estate loans, and to be held as security for time
deposits. As practical banlkers it is almost impossible to define un-
secured loans whose eventual safety depends upon real-estate values.
And we have in our bank hundreds of loans that eventally might
depend upon real-estate values, and yvet we did not think so when
we made the loans. It is a realized sound principal that banks
should be limited to a certain degree in their investment in banking
premises. .

That provision requiring segregation of assets behind time de-
posits will show necessity for two fundamental effects. First, it
will drive from ten to twelve billion in money now used for com-
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mercial purposes out of that avenue of activity, and, secondly, it
will encourage individual commercial concerns to place their time
deposits into time money so as to get ndditional security as agninst
the open account upon which they have no preferential position.

The provision requiring an aggregate valuation not to esceed the
agoregate market value in reports to the Comptroller of the Cur-
rency 1is impracticable of operation. |

The new provision that the required reserve against time deposit
shall be counted as a corresponding part of such investmnents is un-
sound as a reserve is a reserve against deposits and is not an invest-
ment.

The provision of properties and securities of any insolvent national
bank held against time deposits be applied by the receiver thereof in
the first place ratably and pro%)ortlonately to the payment 1 full
of its time deposits is another form of funranty of deposits. That
is, securing one depositor against another—which has proven un-
sound in practice in many States—which is intended to repeat
what has already been said, toward the decrease of open accounts
and the reduction of investment funds available to banks and at the
same time invest the funds of savings depositors in what are com-
monly known in commercial banks as nonliquid assets. We do not
believe that this provision is necessary, as in our judgment the exist-
inilnw is adequate and carries the proper regulations.

ny questions?

Senator BrooxkHarT (presiding). No, you may continue your
statement.

Mr. Hawes. Now we will take up section 15: That provision re-
ferring to banking conducted under the laws of the various States
will make it difficult for the comptroller to handle the national
banks as he would have to be thoroughly conversant with the laws
-of the 48 States.

The provision that in no event shall any bank purchase invest-
ment securities in excess of 10 per cent of total amount of any issue
outstanding will be a serious detriment to necessary financing by
many small corporations for protective Eurposes and will work a

ater hardship on industry than on banking.

I think the lunguage from line 7 on page 36 to line 2 on page 87
should be revised and clarified as to the intent of the act, as the
present wording is subject to misconstruction. A reading of this
section creates the impression that while a national bank could
purchase and hold 10 per cent of any one issue of one obligor, lines
14 to 19 on page 36 convey the impression that the total invest-
ment securities which a national bank may hold could not exceed

. 1 per cent of its capital and 25 per cent of its surplus. If this were
true it would., if enacted into law, cause tremendous deflation through
the forced sale of an estimated amount of $2,500,000,000 investment
securities now held by national banks. It is not admitted that the
percentages set forth in the bill are sound for bank operation, and
conservative bankers would hardly view as sound the purchase of
issues of one obligor to an amount which might be considered ex-
cessive.

e understand from the reading of line 22 on page 36 to line 2
on page 87 that a national bank is not to be limited by any of the

111161—32-~p1 1-~—13
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investment securities regulations contained in section 15 as to
purchase, sale, and/or holding for its own account obligations of
the United States or general obligations of any State, or of any
political subdivision thereof, or obligations issued under authority
of the Federal farm loan act and in order that this may be accom-
plished this clause should be amplified.

Any questions?

Senator BrooxHarr (presiding). It scemns not. You may con-
tinue.

Mr. Hawes. We now come to section 18, which seems to be very
drastic. 'This section, it would seem to me, would be very injurious
to investment bankers. As I read it, it would affect not only invest-
ment bankers but business at large, in that it has the effect of pro-
hibiting the acceptance of deposits, the making of loans, or handling
any transactions of a credit nature; that is, of any individual. part-
nership, unincorporated association, and corporations which deal in
securities. This might work a great hardslnp upon the bill market,
where it is necessary for the dealer to purchase at once large blocks
of bills which must be cleared through banking transactions.

This section also prohibits any investment bankers from being
directors or officers of any national or member bank, thereby depriv-
ing the member bank of valuable counsel and assistance. It would
probably nullify section 8 of the Clayton Act, as amended, which
permits that any private banker may be an officer, director, or em-
ployee of not more than two banks, if the Federal Reserve Board
shall issue its permission.

In other words, as I read that section—and I should be glad to be
corrected if my interpretation is not true—no member bank could
accept a deposit from an investment banker or broker or handle their
affairs at all. Nonmember banks only would be allowed to handle
the business of investment bankers,

Any questions?

Senator Brookmnarr (presiding). It seems not. You may proceed.

Mr. Hawes. We now comne to sections 19 and 20 dealing with the
voting power of holding company, and holding company exam-
ination. .

Section 19 prohibits any corporation, association, or partnership
holdin gmore than 10 per cent of the stock of any nntionnPbank from
voting without permit, as provided in section 20, covering all elec-
tions of directors.

Section 20 provides a number of conditions which must be com-
plied with in order to obtain such voting permit.

Assuming that “affiliates” are defined as in section 2 with the
elimination of the words “or a corporation,” we believe that sub-
section A of section 20 providing for examination by and reports
to the Comptroller of the Currency is a proper procedure,

Subsection B and C of section 20 requires an affiliate holding an
amount of more than 10 per cent of the capital stock of a national
bank to set up specifically reserves so as to protect double liability
of stock in that it must hold 10 per cent o¥ the par value of the
bank stock owned in Government bonds and 15 per cent in invest-
ments other than the bank’s stock ; furthermore, this amount so held

:)n\:rsnt élltimntely be brought up to 100 per cent of national bank stock
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This provision is definitely intended to strike at holding com-
panies of bank stocks, but it is so far reaching that in a number of
ing as a division of national banks, who hold substantial stock in
cases it would create a serious situation, and trust companies, operat-
such national bank and are conducted purely as fiduciary institu-
tions, might impair their soundness and service to estates and indi-
viduals. The amount of free assets required is so excessive as possi-
bly to require the dissolution of holding companies—their embarking
on an investment trust business.

But, of course, you gentlemen are familiar with the details. I
should like to ask if this section would have the effect stated on the
affiliate that we have in connection with our institution? In 1929,
three banks in St. Louis were consolidated into the First National
Bank of St. Louis, and in the set-up there is the St. Louis Union
Trust Co., which has one-third of our stock.

I should like to explain that the St. Louis Union Trust Co. does
nothing but a fiduciary business, accepts no deposits. It does not
deal in stocks. It does not deal in bonds, mortgages, or stocks.
It is & purely fiduciary trust company, acting in that capacity.

As T read this bill the St. Louis Union Trust Co., in order to have
a voting privilege in our bank would have to get a permit, and
wonld further have to set up 10 per cent of its capital as a reserve
for the double liability of our stock. And furthermore, this amount
would have to be built up ultimnately to the 100 per cent of the
bank stock it owned.

Now, gentlemen of the committee, there is an affiliate that has
1.0 connection whatever with stocks or bonds of anything but is
doing a purely trust company business. At the same time it now
owns 31 per cent of the stock of our bank. Would that section
apgly to such o case?

enator Grass. That section was intended to prevent holding
companies from controlling Federal reserve banks? In the Minne-
apolis district that may be done now, holding companies may elect
six of the nine directors.

Mr. Wnuts. I think, Mr. Hawes, that your question would be
answered by referring to the definition of affiliate on page 2.

Mr. Hawes. I have been over that.

Mr. Writs. It calls there for a majority. I understand that your
trust company holds a third of the stock of your bank.

Mr. Hawes. Yes. But it also goes on to say in paragraph 3
[reading] :

Of which either a majority of the members of its executive committee or a
majority of its directors, trustees, or other managing officers or directors of
8 national bank or member bank.

Mr. Wriis. Well, Mr. Hawes, you did not mention anything about
that point. Perhaps you would enlighten us on it.

Mr. Hawzs. I am sorry I did not mention it, but practically 80
per cent of their directors are also our directors.

Mr. Wmiis. That would evidently bring vou under section 2 as
an affiliate, but not, I think, as the kind of affiliate you spoke of
first. You there seem to identify yourself with so-called group
banking as described in a later section.
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Mr. Hawes. T might say that our bank owns no stock in any
other bank whatsoever, nor has it any interest in any other bank.

Senator Grass. This provision is intended to apply to group
bankers.

Mr. Hawes. Would it apply to my case?

Senator Grass. Not as you deseribed it.

Mr. Hawes. It would not even if the directors were the same?

Mr. Wiris. It would not fall under the head of group banking,
no. sir. In a case of that kind you would be an affiliate, very
distinetly.

Mr. Hawrs. Then they would have to set up those reserves?

Mr. Wiiis. No: I think not. Of course, one would want to have
all the details before giving a positive answer.

Mr. Hawes. While we are on that, Senator Glass, I do not want
to suil under false colors. I said we have no interest in any other
bank except we do operate the First National Co., which deals solely
in mortgages, Government bonds, municipal bonds, and real-estate

~bonds. It handles no stocks whatsoever.

Mr. WLz, It might do so, however, if you so chose-

Mr. Hawrs. It might do so. It never has, however.

b Mr. Wiitis. The control of that is specified by a paragraph right
ere.

Mr. Hawes (reading) :

SEec. 20. Restrictions on loans to affilintes~—This section extends the 10 per
cent limit on loans to corporations to include all obligations of all subsidiaries.

Therefore how shall subsidiaries be defined, and how far is this
provision to be carried?

Senator Grass. We think we give a pretty comprehensive defini-
tion of affiliates in the bill,

Mr. Hawes, It covers the corporations in there. In other words,
would that cover a 10 per cent limit on a corporation that owned
half a dozen other corporations or one corporation that owned the
stock of two other corporations? Does this limit mean that we could
only lend 10 per cent to the parent company and nothing to their
affiliates?

Senator Gr.ass. Well, I would think so; yes.

Mr. WrLris. What provision is that, Mr. Hawes? I have lost
track of it.

Mr. Hawes. That is section 20, division (a). That is all I have,
Mr. Chairman.

Senator Brooxmarr. Any questions?

Senator Grass. I do not wish to ask any.

Senator Morrison. In this definition of an affiliate here, at the
end of it it says “or a corporation.” Is it not attended with some
possible difficulty? It might mean just any sort of little business
enterprise.

Mr. Hawes. Yes, sir‘; I think it is.

Senator MorrisoN. “Or a corporation.” That might be an in-
vestment company or a bonding company ; it might be a manufactur-
ifng er:iteﬂmse or a store or anything that a bank had to take over
or a debt.
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. Mr. Hawes. That is correct, and that is the reason I asked the
question, how are subsidiaries to be defined?

Senator MorrisoN. The definition of “affiliate” is described ai
the last by saying “or a corporation ® without any medifieation
whatever.

Mr. Hawes. I agree with you, Mr. Senator. I want to thank you
gentlemen for your courtesy.

Senator BrookHART. Mr. Wolfe.

STATEMENT OF EDMUND S. WOLFE, PRESIDENT FIRST NATIONAL
BANK, BRIDGEPORT, CONN.

Senator Broorirarr. You may proceed.

Mr. Worre. Mr. Chairman and gentlemen of the committee, ns
former president of the national-bank division of the American
Banking Association, and as president of a bank in Bridgeport,
Conn., in a manufacturing community. and as representing a State
in which we have, unfortunately, but few members of the Federal
reserve system, we have been somewhat concerned with the general
effect that the bill has had. Not only are we afraid that we shall
have further deflations—deflation from the svstem, but anv oppor-
tunity we had of adding State member banks to the system has almost
passed. There are three main objections that banks of our type find
to the bill, and I am going to confine my remarks, first, in the form
of a written statement, to those three sections.

The sections are: first, section 8, relating to collateral loan limita-
tions: section 18, dealing with reserve requirements: and section 14,
providing for segregation of time deposits.

I feel that section 8 confers too much power on the Federal Reserve
Board in that it appears from the langnage that the board may
restrict, within its discretion. all loans made by member banks which
may be secured by any type of collateral. If the bill were specific,
naming the percentage of capital and surplus that could be so
invested, the banks wonld feel more assured regarding the wording
of this section. which now seems dangerous and uncertain. If. in
naming a specific percentage, it were low it would have the same
objection as naming no percentage. The power thus given the board
is not of a specific nature. Quite 2 number of banks have legitimate
commercial and individual loans secure by collateral. which would
be affected by this provision ; and in order to comply with the section
it might result in these banks having to withdraw from the Federal
reserve system.

Senator Couzrxs. What percentage wonld you suggest not to make
it too low and at the same time not to make it too high?

Mr, WorrE. Senator. not under 500 per cent of eapital and surplus,

Senator Couzens. What percentage of the deposits?

Mr. Worre. Well, the limitation has been with reference to capital
and surplus. It has not been with reference to deposits.

Senator Couzens, It occurs to me it would be better to have the
percentage on deposits rather than on capital and surplus.

Mr. Worre. That may be true.

Senator Couzens. If so, what percentage would you say?

Mr. Worre. That would be difficult to say, except at the present
time, unfortunately, a large percentage of our loans have drifted

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



104  NATIONAL AND FEDERAL RESERVE BANKING SYSTEJS

into just that collateral loan because of lack of eligibility loans and
other exorbitiant types.

Senator Couzens. Would you'say 10 per cent was a reasonable per-
centage of the deposits?

Mr. Worre. That is entirely too low, I would saly;.

Senutor Couzexs, If that is entirely too low, what would you say
would be right? .

Mr. Worre. There is no intention to evade entirely. To be help-
ful in answering your question direct, I could answer it more by
saying what I thouig.ht was too low rather than expressing an
opinion as to what X think would be the proper percentage. At
the present time, as much as 50 per cent.

Senator Couzexs. Is not that too high? .

Mr. WorLre. Under some circumstances, yes; depending on the
type of bank. I think the type of bank and the management of
{he bank would have a lot to do with it and the character of the

oans.

Senator Couzexs. We can not write into the law specifying the
type of management, can wel .

Ir. Worre. Well, you are trying to get authority for the Federal
Reserve Board to control the management so the management has
but little discretion. That is what rather alarms us. .

Senator Couzens. I rather object to that myself. I was trymﬁ
to get at some reasonable method whereby we could take that contro
out of the board.

Senator (GLass. You see. the section relates itself wholly to the
carrying of speculative securities; that is, stock-exchange securities,
and then places that under the discretion of the membership of the
board, defining what they shall be. I have been a little puzzled
sitting here, Dr. Wolfe, hearing objections to giving the Federal
Reserve Board authority in these matters. I pick up the existin
law—the provision as to national bank collection in the Federa
reserve act—and note in scores of instances, where just as much
;{ower is given the board in other matters, and the bunk itself, as
decided by the courts, has unlimited right to refuse to rediscount
for a member bank altogether if it pleases. This power is con-
servatively comparable, I think, to many other powers of the board
by the existing act, and this particular provision, subsection M of
section 8 of the bill, relates itself altogether to carrying speculative
securities.

Mr. Worre. Senator, in that—

Senator Grass, Other people call them [l)’eculative. I sometimes,
unhappily. use the term * gambling.” Maybe that is not that. But
is there any good reasen to suppose that we could be wiser in fixin
legislatively the percentages better than the Federal Reserve Board
may do it? The whole implication of this provision is that the
board may not do it except when circumstances themselves require
that it should do it; and that provision requires. that there shall be
3ongturrence of at least six of the seven members of the. board to

o it.
. Mr. Worre. That is perfectly true, Senator Glass; but I know we
in Connecticut rather view with alarm the unfortunate tendency to
lowering of our holding of eligible paper, and the banks can not
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escape the large holding they have as security loans. So to say what
the percentage is to be is to say that our section would be the same as
any other section of the country and to have the Federal Reserve
Board say a particular percentage would apply right straight
through, and it does not work out that way.

Senator Grass. No; it does not necessarily imply, and certainly
does not require, that the board shall pass a general regulation, It
says “for any member bank.” In other worgs, the situation would
present itself that here is 2 member bank carrying such a high per-
centage of speculative loans that it might be that six of the seven
members of the Federal Reserve Board would deem it desirable to
call upon that bank to change the percentage of its speculative loans,

Mr. Worre. I think the banks as they view the regulation as now
drawn would feel far safer if some percentage were put in there, and,
as previously remarked, that percentage not seemingly too low as to
work a hardship. That might withdraw any objection to that par-
ticular section. But as it is now, it is left so open that even though
it might be applied to only one member bank, conceivably it could
be a}'{) lied to all member banks and voting for it would make that

ossible.

P Senator Grass. It could be that the member banks were makinﬁ
extensive speculative loans, zes, and it might be that the bourd woul
enact a general regulation bgsed upon its intimate observation and
experience with the member banking business that would put a safe
limitation upon it; and it occurred to the subcommittee that we
could better rely upon the board to do that intelligently than by
the committee or by the act itself.

Mr. Worre. Taking our own specific bank and answering Senator
Couzens direct : Our collateral loans at the present time are 50 per
cent of our total loan portfolio. They were, at that figure, about
two and a half times our capital and surplus.

Senator Couzexs. What 1s it of your aggregate deposits? What
percentage of your deposits?

Mr. Worre. About 85 per cent of our deposits. Our deposits are
about $17,000,000. About $6,000,000 collateral loans. :

Senator Couzens. Do you consider the Federal Reserve Board has
functioned properly up to date?

Mr. Worre. That is a rather broad question. I would rather not
answer. .

Senator Couzens, I understand that the reason some of these re-
strictions are placed in the bill is because there is a conviction in
some parts of Congress, at least, that the Federal Reserve Board has
not functioned properly. I assume thut;%ou are afraid you might
be lienulized if you would answer in the affirmative.

Mr. Worre. Not at all.

Senator Grass. I think Mr. Wolfe has given us a sufficient answer.

Senator Couzexs, I think he has, too.

Senator BrazNe. Does not the Federal Reserve Board claim that
it has not certain powers it seems to have?

Senator Grass. The Federal Reserve Board claims that under ex-
isting law—I do not agree with it, I may say—but it does claim that
under existing law its powers in this respect are not definite enough,
and the board itself asks us to make them definite.

Senator Braixe. That is my understanding.
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Senator Couzexns. There is plenty of authority in the bill that has
not been exercised. .

Mr. Worre. That may be true of the authority under the present
bill.

Senator Couzens. I say, under the present bill it has not been
exercised, and we had a distinguished witness here yesterday or
the day before yesterday who thoufht it ought not to be exercised,
that the law should not be enforced.

Senator BrooxHakt. Proceed. .

Mr. WorrE. Quite a number of banks have legitimate commercial
individual loans secured by collateral which would be affected by
this provision, and in order to comply with this section it might
resnlt in these banks having to withdraw from the Federal reserve
system. The effect on the banks not borrowing from the system 1s
practically the same as that on the banks who do borrow, for they
must keep in condition to use the rediscount privileges. I believe
that section 8 gives the Federal Reserve Board unnecessary power
of control over the policy management of member banks which are
nonborrowers.

With regard to section 13, I believe that the increase in reserve
requirements on time deposits as provided in the bill is an unneces-
sary burden on the banks. Experience has shown that the Federal
recerve banks have had ample funds to meet all member-bank re-
quirements. and this additional reserve burden draws from the
working funds of the member banks and transfers unneeded
deposits to the Federal reserve banks. This section. if enacted into
law, would work a particular hardship upon the banks located in the
cities where there 1s not a Federal reserve bank or a branch bank,
particularly in the rural sections. It could not result otherwise than
m g withdrawal from membership of this type of banks through
its inability to compete with nonmember banﬂs whose reserve re-
quirements are not so burdensome. Consideration should be given
to the use of till cash as reserves. -

Senator Grass. Do you think, really, that the reserve require-
ments of the existing law are very burdensome?

Mr. Worre. Not the existing law. I think they may prove to
be in the proposed bill, that increases them.

Senator Grass. Were they so regarded before we made this one
alteration as to time deposits? You know, since the enactment, or
beginning with the enactment of the Federal reserve act, we have
constantly reduced the reserves of the banks. We have never in-
creased them. This rejection of reserves held behind time deposits
to 8 per cent was made, not because it was generally thought that a
reserveé was burdensome, but more to encourage time deposits; and
instead of doing just exactly that the information that we have got
from our questionnaires and from our previous hearing and inquiries
was to the effect that the demand deposits and reserve deposits
had been so manipulated as to take advantage of the 3 per cent for
demand deposits.

Mr. Worre. Is that true? A deliberate shifting to time and segre-
gated deposits.

Senator Grass. Yes, sir.

Mr. Worre. I woulé. like to report I do not believe that has been
the practice in my section of the country. We are only fearful as to
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just what else may be behind the increase in reserve on segregated
savings funds; whether putting them all on the same basis with
regard to reserves is not, after all, a merging, a gradual doing away
with the type of %«;posits which banks in communities such as ours
can not escape. ¢ have a lot of funds that, owing to customers
requirements, have drifted into time deposits. The bank tries to
avoid that because it means increased interest rate paid on them, and
the loss in that respect is much higher than the additional reserve
requirement on demand deposits.

enator Grass. Have you considered the question, and would
you like us to incorporate in this bill immediately the proposed
velocity method of computing reserves?

Mr. Worre, We were rather impressed with the report that that
special committee made. We think that is the scientific way of es-
tablishing reserves—the activity of deposits or reserves as against
deposits, in relation to their activity.

cnator Grass. You think it would readily be preferred by the
banking community generally throughout the United States and
would create no confusion ?

Mr. Worre. I think there has been a very favorable reception to
that report, particularly among those who are technically informed
of the reasons for that form of computation.

Senator Grass. You would think the New York banks should be
technically informed, would you not? The reaction there was very
antagonistic. I did not mean to interrupt you.

Mr. Worre. You did not. Consideration should be given to the
use of till cash as reserves. This principle is recognized 1n the report
of the committee on reserves, which Qrovidw that in case of banks
not located in cities where there is a ¥ederal reserve-bank or branch
bank a fair percentage of their legal reserve might be carried in
currency on hand.

The other subsections of section 18 do not concern the type of
bank that I referred to, and consequently I will not refer to them.
With regard to section 14, I believe there will be much hardshi

. worked on banks in the rural districts having time deposits, an
restriction on the investment of these funds has been so narrowed
that it can not help but hinder the bank in its work. While the na-
tional banks are the backbone of our commercial activity, neverthe-
less in the rural sections there does come the necessity of making
real estate loans. Under the bill the investment in bank premises
and the attempt to define unsecured loans whose eventual safety de-
pends upon real estate value and reserve against time deposits, all
classified as real estate loans, will absorb much of the funds that
otherwise mighsr%o into legitimate real estate loans for the account
of customers. The requirement that the Comptroller of the Cur-
rency revise and reappraise real estate loans at each examination
seems impossible of satisfactory administration, for no usset of a
bank is more difficult of appraisal than a real estate loan. It is fair
to assume that large amount of funds now in commercial use in our
banks will be transferred to time deposits because of the securit;
afforded and also time deposits in excess of real estate collateral,
which deposits are now in commercial use and must be diverted to
eligible securities,

Senator BrookHarr. Have you any questions?
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Senator Frrrcuen. Have you any suggestions of any amendments
by which you could make this bill more acceptable? ]

Mr. Worre. On the particular clauses that I have nmentioned,
Senator?

Senator FLETCIIER. Yes. )

Mr. Worre. I would rather have the present bill let alone than
attempt to change it in the manner that you have—

Senator Grsss. You mean the present law?

Mr. Worre. The present law. Pardon me. .

Mr. Wirwis. I notice you use the word “collateral.” Mr. Wolfe,
frequently in your testimony. In what sense do you use it theref

Mr. WoLre. Depending on the section, Mr. Willis. Which one did
you refer to?

Mr. Wiuis. You were speaking of it right along.

Mr. Worre. As collateral loan?

Mr. WiLuis. Section 8. You spoke of your bank as having a
large percentage of its loans in the form of collateral loans. In
what sense do you use the word there?

Mr. Woure. Listed bonds, stocks, and other securities.

Mr. Wmris, You do not lend much to farmers on warehouse
receipts?

Mr. Worre. Practically none. We are not a rural community.
We are a manufacturing community.

Mr. WiLis. So that In your sense “ collateral loan ** means loans
on stocks and bonds?

Mr. Wovrre. Generally listed securities.

Senator Warcorr. Do you carry any foreign securities?

Mr. Worre, Very few.

Mr. Wiits. In connection with what you say of the change in
reserves there, I notice you say you think till cash should be given a
status as reserves. In the plan that you referred to suggested by the
Reserve Committee, that till cash is made to include national-bank
notes and Federal reserve notes, you remember?

Mr. WoLre. Yes.

Mr. WiLLs, Does that seem to you right, or not, to include those
in the till cash?

Mr. Worre. I see no objection to it. The percentage of them
would be so low it would have no appreciable effect.

Mr. WiLpis. It seems to me one ought not to take a hypothesis of
that kind. Sup*)ose your percentage would be beneficial—we are
making a general rule that applies to cases where they are both large
and small.

Mr. Worre. I would say I see no objection.

Mr. Wrws. No matter how large they were. There has been
somq:1 d:ﬁ'erence of opinion. I should like to know wiat you thought
on that. :

Senator Brookmart. If you count the till cash as reserve, that
would reduce the reserves in the Federal reserve bank?

Mr. WoLre. In the Federal reserve bank.

Senator Warcorr. Mr, Wolfe, with reference to affilintes, have you

given any particular thought to the question of regulating the
affiliates?
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Mr. Worre, Senator Walcott, we have been a little sclfish in
that. Our bank has an affiliate but it is merely a holding company
and not a marketing or underwriting company.

Senator Warcort. I understand, but I was anxious to get your
individual opinion as to the advisability of regulating affilintes along
the lines outlined by this bill.

Mr. Worre. If I do not answer your next question, I would like
to say I think they could bear some moderate regulation.

Mr. WiLLis, About this reserve question, Mr. Wolfe—:m I in-
terrupting you, Senator?

- Senator Wavrcorr. No; I had finished. :

Mr. WiLLis. Do you regard reserves at the present time as too
small or about right?

Mr. Worre. Not as a hardship, Mr. Willis. Lo

Mr. WiLLis. Not as a hardship, certainly; but if you were es-
tablishing reserves, would yon establish them about where they
are now, or larger or smaller?

Mr. WorrFe. About where they are now; and I only have our own
experience in our own type of bank.

Mr, WirLis. Under any new plan, such as this one we speak of,
would it not be well to have a minimum requirement that they should
not be less than they are now, for example? The plan contains a
maximum requirement, as you remember.

Mr. WoLre. Yes; I remember.

Mr. Wrris. Would it be well to go so far as to tuke it without
either maximum or minimum ¢

Mr. Worre. Well, obviously it would be fair for both the maxi-
mum and minimum.

Mr. Wirws. If you had one, you would have the other?

Mr. Worre. Yes. It would naturally follow.

Mr. Wirwzs. If you were going to put in a minimum, would you
think it would be fair to put the two at the existing level ¢

Mr. Worre. I think so; again speaking from our own experience
only, because it strangely works out there is no hardship, and it
meets our wishes very well.

Senator Warcorr. May I insert a question there? Would it in
your city be safe or advisable to have a minimum expressed without
a2 maximum?

Mr. Worre. I see no objection to that, Senator Walcott. I car
not sce how there would be any hardship in that.

Senator GrLass. Would it be wise to have a maximum expression
without a minimum ¢

Mr. Worre. You have done that.

Mr. Wiuis. I notice in your testimony you use the word “seg-
regate ” assets behind savings deposits. That is merely colloquial,
is it not? That is, you do not think this bill does any segregation?

Mr., Woure. It says, * in liquidation.”

Mr. Wirwis, It simply gives a prior lien on certain assets after
the other assets have been exhausted.

Mr. WoLre. But it does specifically say “in liquidation.” Those
time deposits shall be paid out of that.

Mr. Wrnwss. It says these shall be a Erior lien for certain deposits.

Mr, Worre. I do not see anything else to that but segregation.

Mr. WiLs. There is nothing? You do not think——
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Mr. WourE. No segregation in a physical sense, but a form of se-
curity. e

Mr. WiLus. IYn the event of liquidation oply?

Mr, Worre. Yes. . .

Mr. Wiius. But you do not gather there is anything here that
compels the investment of any special amount in various kinds of
assets?

Mr. Worrr.. Except as regulated by one-half.

Mr. WiLis. It is permissible, though. .

Mr. Woure. Yes; but the percentage of any investment—and 1
think the bill is unfortunate in that respect—that is a capital in-
vestment—the percentage in loans whose final Peayment is realized
on real-estate security, would be the hardest problem any bank would
have to determine.

Mr. Wiuus. That is all ?em\issive, however. ) )

Mr. Worre. That is perfectly true; but about that it must go into
accoptable securities up to one-half of your deposits.

Mr. Wouuts. It is not compulsory in any case, you understand.

Mr. Worre. If you are going to invest it—-

Mr. WiLis. You can go on generally as you do now.

Mr. WoLre. You see, we have the %;oblem in Connecticut, par-
ticularly germane to us, where we do have segregation of practical
guarantee of savings in time deposits of our commercial banks, and it
18 quite a problem with us. .

Mr. WiLets, But under this if you wanted to do so, of course, you
could go on using your funds largely as you do now, could you not?
This is simply a permissive limitation.

Mr. Worre. Yes; but in liquidation it is—

Mr. WiLis, A prior lien? :

Mr. Worre. A prior lien, and it tends to drive your commercial
deposits to your time deposits, for two reasons: First, in liquidation
they would be obviously apparently security; secondly, there would be
a higher rate of interest.

Mr. Wns. Other witnesses have testified about the prospect of
driving them in the opposite direction. .

Mr. Woure, There would be some portion of them that would be
driven away.

Mr. WiLnis. So if you get them too high, you would have to con-
trive some way to force them back.
thMr. Worre. 1 would have to get a pencil and paper aud figure

at.

Senator Brookitaur. Is that all? Thank you, Mr. Wolfe.
The next is Mr. Allendoerfer. )

STATEMENT OF G. W. ALLENDOERFER, VICE PRESIDENT OF THE
FIRST NATIONAL BANK OF KANSAS CITY, MO.

Mr. Arrexpoerrer, Gentlemen, I expected to be called for to-
morrow’s hearing and to prepare a statement to-night after havin
learned something about the iethods of the hearing. Since there 1s
to be no hearing to-morrow and I have no prepared statement. if I
may, I will speak from some notes.

* I represent the Missouri Bankers’ Association. I was reared in
a country bank. Our bank in Kansas City is the correspondent for
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a large number of country banks, with whose relations with our
bank I have a great deal to do; and what I have to say will be from
the standpoint of an interior banker with the thought of his country
constituents very close to his heart. The First National Bank, of
which I am vice president, has a capital of $2,000,000 and a surplus
and undivided profits of $3,600,000; total deposits, $i4,000,000; and
$10,000,000 time deposits. The bank is 46 years old, 45 of which
have been under its present management, during all of which time
there have been no consolidations. Qur bank has no affilintes. We
are not interested in branches or groups. We do not sell bonds or
real-estate loans. Our par value is $100, and we expect to remain
an independent unit. )

Senator Gras3. That is a pretty nice bank.

Senator Warcorr. A real commereial bank.

Senator FrercHER. It sounds like a real bank. ,

Mr. AvrexpoErrer. Yes, sir. I have had no opportunity since
the call to come down here was made to confer with——

Senator Covzens. Who called you to come down here?

Mr. AvLexpoerrer. The officials.of the American Bankers Associ-
ation, and particularly the president of the Missouri Bankers Asso-
ciation. I have had no opportunity to talk with officers of that
association or officers of our own b,ani. What I will say will be my
own thinking on this subject.- )

I have, of course, known of Senator Glass for many yvears and
know of his wonderful work in the Federal reserve act and his hand
in recent legislation has been very apparent, and it has been with
much gratitude in my heart that I have known that in his position
we have a nian so zealous for the preservation of the integrity of
our banking and currency system. It is, therefore, with a great
deal of diflidence that I appear in opposition to any bill which he
has snbmitted. If I guess properly the intent behind many of the
Erovisions of the bill, I am in sympathy with the purposes aimed at,

ut the general situation of the country is such that I do not belicve
the bill in its present form and at this time should be passed. We
are just beginning to recover confidence, both the public and the
bankers. This bill contains matters of so much importance and so
difficult to understand quickly that I believe that the bankers and
the public alike will be stunned and that fear of its effect will cause
hesitation and set back our recovery. In my judgment the bill
should be broken up and presented as several subjects so that the
particular features of each part may be concentrated on and given
serious and long consideration, I believe some of them should be
reintroduced and acted on by the Senate: others, if held for a few
weeks or a few months for further concideration, would, I believe,
be somewhat changed before they were presented to the Senate.
Some of them I think could be held for as long a period as two years
without doing any serious damage.

I will not speak on the sections dealing with affiliates, groups, or
branches or capital stock, as others are much better qualified to speak
on those things. The matters about which I will speak are tn a
measure details. Some of them I think are quite important and are
mentioned largely for the purpose of bringing to your attention the
fact that a number of these provisions need glller and more serious
consideration before going to the Congress.
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I mention first, in n general way, that the words collateral
security * should have some definition. .

Senator Frercrer. Will you refer to the sections? .

Mr. Avtexpoerrer. I will, except that “collateral security”
appears in so mnany sections that it is general. .

Senator Burkrry. Will you tell us what is your definition of
collateral security # Lo

Mr. ArLexporrrer. Well, collateral security in its general accep-
tance would include, for example, things which I think you do not
mean to include in that, which I am about to speak of.

Senator BuLkLey. Give us some examples, if you will.

Mr. Aurexpoerrer. Collateral security as generall{ accepted would
include warehouse receipts covering commodities. I think it is not
the intent of the bill to prevent or to hold down the loaning of a
bank in an agricultural community on warehouse receipts secured
by commodities. In our relations with country banks, even some
member banks, we have as collateral to their bi ayabie their cus-
tomers’ notes, a large part of which would be eligible for rediscount
at the Federal reserve bank, but you call it none the less collateral
security. It is collatera] security. That word is generally accepted.

Senator BuLkrey. Wonld the phrase “security collateral ” mean
anything different from “ collateral security *?

Mr, ArrenvoerFer. I am afraid I can not furnish the definition,
but I think one should be provided.

Senator Burkrey. You think it should be put right in the act?

Mr. AvcexpoErrER. I do not see how you are going to get around
having it to some extent defined in the act.

Senator Grass. If a highly intelligent and long-experienced banker
of your type can not define it for us, it leaves us with an almost
impossible task. does it not?

Mr, ALLENDOERFER. I believe that the experts who drew this bill,
if it is reconsidered and a definition sought for, will be able to find
words which will express just the type of collateral security they
had in mind in drawing these sections.

Senator Grass. My dear sir, I can say to you that we have done
everything but sleep with experts, and I have dreamed about them,
and other members of the committee have eaten with them. I have
not.

Mr. AvrENporrrFeR. I8 it in order for me to ask questions, Senator?
3[:}1{" I’nsk, then, whether you have found that a difficult thing to

eme?

Senator Grass. I know very definitely, sir, what I mean by that.
I do not mean warehouse receipts for commodities at all, I mean
more or less speculative transactions represented by the market. I
mean paper defined by the existing act as ineligible for rediscount
by the Federal reserve bank. '

Mr. Avcesporrrer. Would it be, as a suggestion, Ppossible to work
that out by exclusion and say that collaternl security consisting of
warehouse receipts, bills payable secnred by eligible paper or by
Government securities would not be classified as collateral security?

Mr. Wipss, May I call your attention, Mr. Allendoerfer. to section
5200 of the Revised Statutes, in which warehouse receipts are men-
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tioned? They are not described there as collateral. The term *col-
lateral ” is not so used there, as you recall.

Mr. ALLENDOERFER. NoO; T did not recall that.

Mr. Wpss. Is there not danger that if you introduce a definition
of “collateral ” here it will bring vou into conflict with the word
as used elsewhere in the Revised Statutes.

Mr. ALLENDOERFER. Just on the theory of being safe I would like
to see some of these things excluded from the possible classification
as collateral security.

Mr, WiLis. I agree with you.

Senator Grass. Yes. We want to be safe.

Senator Frercuer. Do you think this definition of collateral
security excludes those that were specified in section 5200, that Mr.
Willis mentions

Mr. Avrexpoerrer. In the general acceptance of the words, “ col-
lateral security * notes securef by warehouse receipts on wheat would
be in a classification which I do not think the purpose of this bill
intended. .
52(5;)3nator FrLeErcuER. It is expressly provided for in that section

Mr. ArLLexpoerreR. Yes. Now, in some matters to which I will
call your attention I hope that I may not seem to be nai;fingl. Ido
not mean to be. I am going to speak of some points which I think
are not clear here, and 1f I seem to be silly—I know that they ought
to be clear to me—and they do not do the committee any good, per-
haps the record will help some others who are trying to get this
through their heads and understand it a little better.

I will refer now to page 5 of the act, beginning with line 7. This
is in connection with the subscription to the stock of the Liquidating
Corporation by the Federal reserve banks (reading):

After the aforesaid dividend claims have been met, the net earnings begin-
ning with the net earnings for the year ending December 1, 1632, shall be paid
to the Federal Liquidating Corporation provided for in section 12-b of this
act t?olx‘:d shail be used by said corporation for carrying out the purposes of said
sectfon,

On a first reading of that—and a second and third in my case—it
would appear that the surplus funds of the Federal reserve banks
were being fixed at the figure at which they were on December 31,
1981, which could not be increased by earnings because these would
go into the capital stock of the Liquidating Corporation; which I
object to, first, on the theory that more surplus funds would not hurt
the Federal reserve banks; second, because that limiting of their sur-

lus funds may result in the dividends to member banks being
geferred from time to time instead of being paid annually as was
probably intended. And, furthermore, in a_ 5:nera.l way, the effect-
of that is to divert Government money which otherwise goes into
the general revenue into another arm of the Government without
appropriation. Now, I know that has been done. ‘
nator Burxiey. That is the point. It is in no sense Govern-
ment money. These banks are owned by the member banks and not
by the Government, and it goes, not to another arm of the Govern-
ment, but into another corporation owned by the member banks and-
for their benefit.
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Mr. Artenpoerrer. Yes, Senator. This takes away that part of
the ings of the Federal banks which has in the past been paid
as am tax to the Government; as we think, rather un]ustl{.

Senator Grass. Yes. We think that the Government really ought
to restore tofthe gystem the 147 millions of dollars it has already

tten out of the system.
goMr. AvrexpoerrEr. I will not dispute that with you at all. The
point I am getting at is this: The capital of this corporation is really
to be provided out of Government income to a considerable extent,
if it is considerably Government funds anyway—

Senator Burkiey. I do not think that is a fair statement. We
do not conceive any of this as Government funds. We are simply
deciding that the Government shall stop taking that which in fair-
ness does not belong to it.

Senutor Griss. We think, sir, that the 12 Federal reserve banks
in their essentinl operation do an unrequited service to the Govern-
ment that a long way more than compensates the banks for any
privileges they get from the Government. The fact of the business
is that all of tﬁe Liberty loans and' the Victory loans and the placing
of the Treasury certificates was done largely through the organization
of the Federal reserve banks for the Government without any com-
pensation at all. . . . .

_ Mr. ALLENDOERFER. Senator,-1 quite-agree with you about that.

Senator -Grass. And 1 mulf' say to ({ou, right on that point, that
as that section was origina f drafted by me, before we agreed to
this liquidation corporation, 1 was pro;ilosing to distribute a greater
share of the earnings of the banks to the member banks direct.

Mr. AureNvoErreR. The fault that I am poorly expressing is that,
indirectly at least, the Government is getting some of the money
which it formerly did receive into the stock in this corporation.

Senator Grass. No; the Government is not getting it there. We
have stopped paying that money to the Government and are {aking
it for another purpose of the member banks.

. Mr. AuLenpoErrFER. May I reread part of the sentence I just read,
in order that what I am driving at may be clear? [Reading:]

After the aforesaid dividend claims have been fully met, the net earnings

g with the net earnings for the year ending December 81, 1082, shall
be paid to the Federal Liquidating Corporation, provided for in section 12-D,

Senator Grass. Before you leave that—

Mr. ALLENDOERFER. I am not leaving it, Senator.

Senator Grass. Well, right on that point, you did suggest that it
might be inadvisable to retain Federal reserve bank surplus at the

existing figure.

Mr.niu.mmomm I would rather not have it fixed at that mini-
mum figure,

Senator Grass. Well, what I want to say in that connection is,
the Federal Reserve Board after a long experience with the system
recommended to Congress to authorize a surplus of 50 per cent fixed
and definite. Congress went along and went beyond that, and
authorized a surplus of 100 per cent and an annual surplus there-
after of 10 per cent, and it seemed to the committee that that surplus
was adequate.
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Mr. Artexpoerrer. The point that puzzles me about the, wording
of that which I have just read, is tying in with section 12-B, page 14,
beginning with line 18. This provides for the payment of the re-
mainder of the subscription of the Federal reserve bank based on
their present surplus. )ERending :] ’

The remainder of such subscription shall be subject to call from time to time
by the board of directors upon 90 days’ notice, and annual subscriptions to
such stock shall be made by such bank in an amount equal to one-fourth of
the annual increase in such surplus.

Section 5 says that “ the earnings ” shall be paid in. This section
says that one-fourth of the increase in surplus shall be subseribed.
Now, it may be intended there the increase of surplus earnings out
of additional memberships.

Senator Grass. That is one way the surplus could be.

Mr. ALLENDOERFER. The only way it could be.

Senator BurLkLey. I do not think that is quite accurate, and I
do think you have made a criticism there that needs a little fixing
because, as I conceive it, the surplus is none the less increased be-
cause the amount of it is paid from the Liquidating Corporation.
The stock of the Liquidating Corporation is acquired for it, and it
increases the surplus just the same.

- Mr. Arrenpoenrer, Well, it does seem it might need a littl
smoothing. .

Senator BrrkirEY. I think it does. I think you are quite right.

Mr. AvLexpoErFeEr. While we are on.section 12: The provision
is -that the directors of the Liquidating Corporation shall be the
members of the Federal open-market committee. I just can not see
why the members of the Federal open-market committee should
be selected to handle a liquidating corporation. It is assuined that
the members of the Federal open-market committee are men who
are specialists in that field, and why those men also fit over into a
liquidating corporation instead of the selection of any other men
does not occur to me.

Senator Grass. It avoids a multiplicity of activities, a multiplic-
ity of committees and boards in the system.

Mr. Wiwis. Is it not a fact that the persons who managed the
open-market operations in the past have not been experts in that
field at all, but have been officials of reserve banks who got their
information from persons more or less expert? Is it not also
a fact that when acting as directors of this Liquidating Corporation
they would not do the work themselves, but that they would employ
qualified men for the work of a $218,000,000 corporation so that
they would simply act in the same way that directors of banks act?
Surely their judpgment would be good on banking customs in general.

Mr. ArLexpoErFER. Well, at any rate they are operating officers of
the Federal reserve banks and they are the directors of the Liquidat-
ing Corporation. It seems to me that they are very likely to be in
rather a bad situation. In the first place, the failed bank is likely
to be a debtor to the Federal reserve bank. They are officers of the
Federal reserve bank that lends them the money, and they are the
officers of the Liquidating Corporation that works out the security
of the makers of the notes. The Liquidating Corporation is certain
not to be a very popular proposition. To tie the Liquidating Corpo-
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ration closely with the operating officers of the Federal reserve
banks, it seems to me to be rather bad psychology as to those debtors
who are being forced to liquidate to pay their obligutions held by
the Liquidating Corporation. There is likely to a feeling, 1
seems to me, that * There is the Federal reserve bank set up to save
ns. Now this other arm makes us sell the old homestead in order
to pay that loan.” -

Senator Grass. It would not be any worse psychology than the
receiverships that have been extending over a prolonged period of
time. I had a letter only the day before yesterday from a man from
your State of Missouri claiming that the bank in which he was a
depositor had been in the hands of a receiver for six years, and the
man who had manipulated the whole transaction is a very inih offi-
cial in the Federal Government here in Washington now and he has
not got a cent of his monei' in the whole six years. You could not
imagine any worse psychology than that, And when I was Secre-
tary of the Treasury my attention was called to the fact that a bank
out in Montana. I think it was, had been in the hands of the receiver
28 years and had not been closed.

Mr, Arrexpoerrer. The thought I have, Senator Glass, is the idea
of tying this liquidating corporation and its necessary functions,
identifying them so closely with the Federal reserve bank, which is
supposed to be and is, of course, doing work of a most constructive,
beneficial nature. :

Senator Grass. That is not an unreasonable comment.

AMr. ArrenporrrEr. I am afraid you will find a good many of

mine unreasonable.
. Going down on page 14, a very minor matter, in line 22, reference
is made to the last call date of the year. The call date of the comp-
troller and the call date of the commissioners where the members
are State banks may not be the same—there would be a little confu-
sion as to which call date is meant. That follows on through, onto
page 13, line 6 and line 11. Where banks are called on to increase
the amount of their holding of stock in the corporation by reason of
an increase in their time and demand deposits, it says that this shall
be increased annually. I presume it means that last call date of the
year. though it is not so indi

In line 22 on page 15 we have about the same thing again: That
when new banks go in they are required to subscribe for a propor-
tion of their time and demand deposits. It does not say as to what
date their time and demand detposits shall be taken, whether the
date of the last call or the date of their application for entrance.

. That also carries over onto page 16, line 7, where a member bank’s
time and demand deposits are decreased: That it shall surrender
part of its stock. It does not say there the decrease shall be on some
certain date. If that date is the lust call of the year and approxi-
mates December 31, I think it would be physically impossible for
that bank not later than January 1 thereafter to surrender a portion
of its stock.

Back on page 13, line 9, is a provision that the shares of the
capital stock of the corporation owned by member banks shall not
be transferred or hypothecated. I can think of some very good
reusons that gn'obablv actuated the writer of this bill to put that in.
The effect of that, however, is to make that an absolutely frozen
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asset. No matter how good, the bank owning it positively can not
use it for any purpose. Banks get plenty of frozen assets without
setting one up by legislation.

Mr. WiLnis. Could they not borrow on it at the reserve bank?

Mr. ArrenpoErrer. I would say no. It can not be transferred
or hypothecated. It seems to me that might be modified without
destroying the purpose for putting it in, By something along this
line; that it might be hypothecated with another member bank, the
Federal reserve bank or the Reconstruction Finance Corporation,
provided that the transferee can not surrender that stock for can-
(clellation unless the bank to which it is issued has gone into liqui-

ation.

On page 20 are the provisions with reference to the purchase of
the assets of closed banks by the liquidating corporation, I think
it begins on line 18. It seems to me that it will be next to impossible
for the liquidating corporation to purchase all.of the assets at an
upset price without danger of loss to itself. Tt would be almost
impossible to value in a short period the total assets of an institu-
tion. Now, if they are going to purchase for less than they think
it is worth, even though the excess which they receive is afterwards
turned over to a receiver, it looks like rather strange way to handle
it. But what I am leading to is, if they do not purchase all, but
Burchase part, you then have left a portion of the assets of that

ank being liqmdated by the liquidating corporation and a portion
of it being liquidated by the receiver. If it is a Federal receiver,
you have the comptroller sitting in two jobs, which might not be
too great a conflict, but if the receiver is acting under State laws
as a receiver of a étate bank, also a member bank, there is a con-
flict there, the answer to which I do not try to give you, but I believe
there might be some improvement made 1n that section of the bill.

Senator BrookHarT. On that proposition: This whole liquidating
idea is somewhat the idea of the cooperative banking system, an
in order to carry that out in a sound way, the proper way to do it
would be to take over all the assets at a price where it would be sure
to be exceeded and then return it back in a trade dividend.

Mr. ArLexpoenrer. Well, if that is to be done, then the provisions
for loans to the receivers which occur all through the same section
here are superfluous, because if you are going to take it over in
full by purchase with the excess afterwards returned to them, there
is no occasion for making loans to the receiver.

Senator Brooruirr. Perhaps that is true. I did not write this
section. It had no cooperative ideas in it. .

Mr. Arrexpoenrer. Gentlemen, these suggestions are not intended
to be pin pricks and nagging. What I am trying to get at is that
there are 1n several of these sections points which I think require
some mature and more detailed consideration before the whole bill
goes through as it now is.

Mr. Wiiwis. What would hapPen in this case: Suppose that the
tender of assets was made to the liquidating corporation. It, of
course, would look over the ground pretty carefully before it would
buy a lot of assets of that kind at an upset price. 'Perlmps it would
reject a certain portion of them. Would that not result in a second
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In other words, have you not got to give it a little bit of a bargain-
ing power in order to afford some self-protection to the concernt

r. ALLENDOERFER. I think so. As I see it, though, you get into
conflict with two different groups of people liquidating part of the
bank’s assets.

Senator Braixe. I would like to ask you a question. As I read this
law, does it not establish two agencies to handle closed banks—the
receiver on one hand and this board on the other? Who is in charge?

Mr. ALienpoErrER. The receiver is in charge. Of course, if a
corporation bought a portion of the assets, they would own those
assets and would liquidate them as they thought best, with the re-
striction that it must be with due regard to the condition of credit
within the district.

Senator Grass. And the purchase would enable the receiver

promptly to pay' depositors in the failed bank whatever may be
coming to them. .
. Mr. ALLENDOERFER. Yes. I am quite in favor of the liquidating
corporation. I think it is an essential thing, and one of the early
things that should be done. I am talking away here, tryinilto
have you see that there may be thoughts on these provisions which
are worth some further consideration.

Senator Grass. We are glad to have them. .

Mr. AvrienpoerFer. Which might result in this being taken out
and put through instead of being left a part of the whole bill.

Senator Grass. You want to take out the popular provisions of
the bill, do you, and let us have our bitter fight over those that certain
interests do not want? Is that the idea? C.

Mr. AvLLENDOERFER. No. I know that question is asked.in a good-
natured spirit, Senator.

Senator Grass. Oh, yes. -

Mr. Avzexporrrer. On page 20—we are still talking about this
liquidating corporation—in line 20 it says [reading]:

The corporation after it has realized on thie as<ets shall make an additional
payment to the recelver of the hank equal to the amount of such excess, if any,
after taking a liguidation fee of G per cent of the sum thus realized.

Senator Frercrer. That is page 21, not 20. You said on page 20.

Senator Grass, He has a different print there, perhaps.

Mr. ArLenpoer¥er. Tt is on page 20 of the copy that I have.

Senator Frercrer. That is right. I beg your pardon.

Mr. Ariexpoerrer. The question is coming to my mind on that:
I take it that that 6 per cent is on the total amount of assets which
are liquidated into cash,

Senator Brooxrarr. That is on the cash realized.

Senator Burkrey., On the total amount realized.

Mr. Avrenpoerrer. I would take it so. Now, then, are any of the
costs of liquidation to be deducted from this excess, and is any de-
duction to be made for interest on the advances made by the ligui-
dating corporation during the time that they are carrying this
advance and before they have been reimbursed¥ If that is not con-
templated it seems to me that it is impossible for this corporation
to have any net income out of which to pay any dividends and to pay
its expenses and interest cost on its debentures and so forth for 6 per
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cent of the total amount the collection of which might extend over
a period of several years. It just won’t work.

. Senator BurLkrer. You are not forgetting that it owns assots out-
right and would be entitled to any earnings that might be made on
those assets? .

Mr. ArLENDOERFER. That is what I want to know; whether it
means that. It owns them outright. But it says that the entire
amount recovered in excess of that paid shall be turned over.

Senator BurLkrey. The question now is whether earnings on the
purchased assets would be part of the amount recovered. I should
think not, but perha]is you have raised a fair question.

Mr. WnLis. May I say just by way of interest: We originally had
that much higher, and the reduction to 6 per cent was made after
various computations and data furnished by some of those who had
been engaged in liquidating closed banks. I think it is a very low
figure, G per cent.

Mr. ArLExpoenrrer. Unless some of the cost of liquidation or earn-
ings on assets while in liquidation may Eo to the corporation——

Myr. WiLuis. If the corporation bought certain stocks and bonds
they would belong to it and, obviously, the earnings on those would
apply to the person that bought them.

Senator BuLerey. No dou%t they would apply to him.

Mr. ArcenpoerrFer. The point I would like to make in reply is, if
they apply to them, they would not figure here at all but they would
be earnings on something they owned. If they realized an excess on
it, they would have to turn it back to the receiver. .

- Senator BuLrLey. You can see the income was on a given number
of shares of stock that they bought, and under this language in your
opinion they have figured that as a part of the amount from which
the 6 per cent would be taken?

Mr. Arrexpoerrer. It should not, but I think it is not at all clear.

Senator Frercuen. It says: “ If the amount realized on the assets
so purchased exceed the sum paid therefor, the receiver is to pay -
over this last 6 per cent on the amount realized.”

Mr. ArLeNpoenrFer. Well, the amount received on the assets—shall
we say the principal amount received on those assets? Income will
be received on them in the meantime. Does the corporation retain
the income ?

Senator Frercuer. I mean the amount received on the assets
should be in one fund, and then, if that exceeds what it costs, then
you deduct 6 per cent. .

Senator BrooxHART. I think there is no distinction between prin-
cigal and interest. It is all realized into the corporation there.

Mr. ArrLexpoerrFer. It seems to me there is & point; that the intent
should be expressed a little more clearly.

Senator Bvrkrey. That is right.

Mr. Ariexpoerrer. With that thonght in mind, that the corpora-
tion may not make any money and. therefore. no dividends, the next
gﬁlestion becomes quite silly. But on page 14 the provision is that

e class A stockholders shall receive dividends to the extent of 30
per cent of net earnings in any onc year., Class B stockholders get
no dividends. The life of the corporation is 20 years. It may be
liquidated sooner by act of Congress. If it is liquidated at the end
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of 20 years or sooner, who gets the 70 per cent of the earnings that
has not been paid out? These stockholders? Class A stockholders$

Senator Broogmart. That would all go, by the franchise tax, to
the Treasury.

Mr. Arrexpoerrer, When it goes to the, Government, what be-
comes of it? ]

Mr. Winwis. It seems to me it is clear what becomes of it.

Mr. Arvespoerrer. Would you mind telling me what becomes
of it?

Mr. Wmus. It would be distributed to the owners of the stock of
the corporation. .

Mr. Artexpoerrer. The Federal reserve banks get no dividends.

Mr., WmLis. No.

Mr. ArveNvorrrer. Would they share in this dividend?

Mr. WiLnis, Evidently, nnless you have some other provision,
they would do so. ..

Mr. ALLEXDOERFER. Perhaps so. On page 23 there is a provision
for loans to receivers of banks. I have had no opportunity to look
at the law, but I recall that in the Reconstruction Finance Corpora-
tion the law specifically gives the receivers of failed national banks
the right to borrow from the Reconstruction Finance Corporation,
evidently under the assumption that they do not have a general right
to borrow money. If there is anything in that thought, then this act
should also include authority for a receiver of a national bank to
borrow money. .

Mr. Wius., There has been testimony on both sides before the
committee, both that you do and that you do not have'to do that.

Mr. ALLExDOERFER. It would not hurt to have it in, would it? In
the matter of the debentures of the liquidating corporation it seems
to me that the only market for those debentures is going to be the
banks. They will not be of a character which the public will pur-
chase. Now, if the market for those debentures is with banks and
the need for money from the sale of debentures comes at a time,
naturally, when the bnnkinf situation is bad, then where are the
debentures (,going to be sold
. Senator GLass, My presumption was that none would be sold; that
it would not be necessary to sell any.

Mr. ALLEXDOERFER. Let us hope tﬁmt is true, Senator.

Senator Grass. Unless we are going to have another era of numer-
ous bank failures, which I hcipe we are not ever going to have again.

Mr. ArrenNporrrer. Well, I would not advocate that these deben-
tures be eligible for purchase by the Federal reserve banks or the
Treasury; but if they are not and the bill does not make them so
eligible, then there is no certainty that funds will be available
through the sale of debentures for the liquidation in large percentage
of bank failures such as you had last October.

Senator Grass. There 1s no certainty of it, no. Ay surmise is they
will never have to sell a dollar of those debentures.

élg; HNDOERFER %fh(})lpe not.

ator FLETCHER, If they are tax exempt, do you not think

public might take them? 4 phdoy the

Mr. ALLENDOERFER. I think not. That leads me to this—
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Senator Grass. If we have another era of bank failures such as
we have now, the public will not buy anything, because it will not
have anything to buy anything with.

Mr. SDOERFER. Let us suppose that there may be a limitation
on the amount available for the lictuidntin corporation with which
to pay out the deposits of closed banks. Now, the experience has
been that the wave of bank suspensions begins in the northenst sec-
tion of the country, exclusive of New England, and rather spreads.
That is a section where the bank units are large. If the funds of
this corporation are gon:g to be limited, I do not contemplate with
pleasure the idea that that section of the country, with its large
units, may have failures and that the funds of this corporation will
be paid out in large percentage of liquidation of those banks that
failed first, and when the banks out our way begin to fail, as they
do later, as is usual in those waves, that the funds of the corpora-
tion will be exhausted.

Senator Brooxmarr. The first wave was an exception to that rule.
In these last waves we have had the failures began out our way.

Mr. ALLexpoErrFER. They have not. During my lifetime all major
waves of bank suspensions have come from the Northeast out
toward us.

Senator BrookHART. One of the first was the United States Bank
failure in Louisville.

I think it hits the agricultural section first, and that starts the
failures in the agricultural section of the country.

Senator BraiNe. You believe that the early failures will get all
the money?

Mr. Ariexporrrer. Yes. What I am getting at is, if there is
not to be 2 market provided for these debentures and the amount of
money available for liquidation is to be limited, whether there should
not be some allocation of the funds available into Federal reserve
districts, based on capital participation and ownership of deben-
tures or something of that kind.

Senator Grass. Some persons who have been interested in the pas-
sage of this bill have expressed the hope that this revolving fund
will so accumulate as eventually to enable us to insure deposits in
banks, to guarantee deposits in banks. 1 do not apprehend that it is
going to be so meager that it can not take care of the bank failures
of the entire country and we could not divide it up geographically.

Senator Brooxnagr. If I remember, in 1920, when the representa-
tive of the Federal reserve systemn allocated $36,000,000, or redis-
count privileges to the State of Iowa—well, even in starvation times
they have $600,000,000 of crop production out there, and I remember
the deflation that so-called allocation brought on. Would this plan
of yours be somewhat similar to that?

Mr. Arrexpoerrer. You will recall that this has reference to the
amount of liquidation which depositors will get from closed banks
by the use of available funds in the hands of this corporation.

Senator Grass. Senator Brookhart gave the Federal reserve sys-
tem the compliment of sayin;i——- . o

Senator Braixe. We have had two periods of bank failures within
10 years,

Mr. ALLENDOERFER. Yes.
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Senator BrLaxe. Do you think this fund would be sufficient within
a 10-year period ?

Senator Grass. Senator Brookhart gave the Federal reserve sys-
tem the compliment of saying that its rediscounts in that period in
the State of Iowa were twenty-six times greater than the rediscounts
of all the national banks in the United States put together before
the adoption of the IFederal reserve system.

Senator BrookmarT. Even if that were true, they were very small
compared to our needs at that time in the crops. X
4 genator Grass. I am talking about what the Federal reserve banks
Senator Brooxuart, They made this allotment, and I heard them
say it. I know they said it.

Senator Grass., You went far above the allotment.

Senator Brookmarr. We had $91,000,000 at that time, and they
were calling us for that $55,000,000.

S Senator Grass. You went far above the allotment in one southern
tate.

Senator Brookmart. There is no authority in the law. .

Senator Grass. No; but it was a practical proposition, and in
one Southern State, whose Senators were more vociferous than any
other Senators at all, they exceeded the allotment all the way. No
member bank in the State was less than 50 per cent over its allot-
ment, and several banks were 1,700 per cent over the allotment.

Senator Brookuart. There was not any authority in the law for
an allotment. That was a violation of the law.

Senator Grass. It was not in violation of law. It was just a
practical thing. The system wanted to prevent a few banks from
“hogging ¥ it all.

Senator BrookmarT. I have never seen the necessity of the Sena-
tor from Virginia defending that act of the Federal Reserve Board,
because he has criticized them on other acts.

Senator Grass. I would not. I was not defending the Federal
reserve system. I was just telling you that the Federal reserve
system gives you twenty-six times more credit than all the national
banks in the United States combined have heretofore.

Senator Brooknarr. Yes. I saw letters early in 1919 from the
Federal reserve system soliciting rediscounts and stating that we
were not availing ourselves of the privilege in the KFederal reserve
system; that we ought to send more paper to rediscount. Then a
year later, after we had done that, they were calling that paper and
11:1{Jut us into the worst deflation in the latter part of 1920 that agri-
culture has ever known in the West or anywhere else. I do not
kmow this debate ever will end between Senator Glass and me.

The Crmamman. We will continue it at some other time, Senator
Brookhart. The witness may go on.

Mr. Avvexpoerrer. I should like to speak a word on section 11,
Bage 25, which has reference to the discounting of the 15-day notes

y member banks. I think I may suspect why this section was
drafted, but it seems to me that as it is written it makes the normal
operation among member banks pay a penalty. I do not just see
why we should "pay 1 per cent above the rediscount rate simply
because we want to borrow for only a day or two or three days if
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our bills payable are secured by eligible paper or by acceptances
that are eligible or bonds of the United States. Why do we need
to avoid paying that 1 Eer cent penalty rate by discounting a lot of
notes to maturity and then have them taken up before maturity and
refund of interest paid and all that kind of business?

Senator BuLkLey. Would it satisfy you to make the penalty apply
only to loans secured by Government bonds and not to the loans
secured by eligible paper?

Mr. ALrexpoERFER, Well, now, I have a suggestion on it which
I will come to if I may in 2 moment.

Senator Grass. Before you do that, let me supplement Senator
Bulkley’s question with this question: Would you agree to the bal-
ance of the section if you were to eliminate the penalty of 1 per
cent altogether?

Mr. Avrenooerrer. I might answer indirectly by suggesting an
amendment to it. I am quite sure yes or no is not the right answer
to that question. I do know that as the bill now stands it will have
the effect of making holdings of Government bonds by banks tre-
mendously less desirable than they are at present, for the reason that
they may have to gay that penalty rate if they want to borrow.

Senator Guass. They can rediscount with the support of United
States bonds without paying the penalty.

Mr.g Avtexpoerrer. Rediscount with the Federal reserve bank
bonds

Senator Grass. They are availdble as security; yes. They may be
used to strengthen eligible paper—United States bonds.

Mr. ArLexpoerrer. Without paying a penalty?

Senator Grass. Yes.

Mr. Avienpoerrer. But for a longer period than 15 days?

Senator Grass. Yes.

Mr. ArreNpoexrrer. Well, over on page 26 is a provision that the
board may suspend this penalty provision, and so on for 90 days
at a time and may renew that suspension for one 90-day period. I
take it that that is aimed at an abuse of this 15-day discount period.
Would it not accomplish the purpose that you wish, if instead of
putting the penalty in, with the board having a right to suspend it,
the penalty were not retained but the board were authorized to make
a penalty for 15-day notes secured by Government bonds if desired
and to allocate such temporary provision to specific districts if
necessary ¢ .

Senator Grass..Would you be astonished if told that the board
has had that power for 16 years and has never exercised it?

Mr. ALLexpoerrFER. 1 am astonished to know it.

Senator Grass. That is a fact.

Mr. AxrexpoerrEr. I am just a country boy. I am no expert
on it,

Senator Grass. That accounts largely for this provision here in
the act.

Mr. AvrexpoerreEr. That is a thought, then, Senator, to make
the board do something that they had authority to and have not
done for 16 years? .

Senator Grass. Why, certainly, it is a law, has been a dead letter,
and it has been ignored, and that is the reason why a prominent
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banker in New York ventured to tell the board to go to hell, that
he would not do anything they told him to do. | . .

Mr. ALLexpoErFER. May I ask, then, about this additional period
of 90 days, how long would it be before they could make another sus-
pension{ If it can only be renewed for 90 days, can you at the end
of one renewal then make a new suspension { .

Senator Grass. No. The intention there was to permit an exten-
sion of only six months periodically.

Mr. AvteNpoerrer, One hundred and eighty days. In the mean-
time, the normal operation of that which is convenient and safe and
sound, I think, is interfered with in order to prevent the abuse of
it, which could be done, it seems to me, by action of the Federal
Reserve Board, putting the cart after the horse, instead of the
order in which it is.

Senator Grass. Will you pardon me if I explain again? Perhaps
you did not hear the two other explanations or have not read them.
What was the intent of the law that the normal operation under
that section should be? It is just as clear as the day what the
intent was. That 15.day provision was put into the act after the
Federal reserve system had been in existence for two and a half
years. It was not in the original act. It was put in there as a
war measure, and its normal operation was intended to be to
prevent a bank from being suddenly embarrassed overnight by
any phases of the war activities. It was apprehended at the time,
and accurately apprehended, that this country would get into the
World War—it had not then gotten in—and that provision was
put there then. .

I remind you that at the time there were perhaps less than
$100,000,000 of United States bonds that were available for this

urpose, the balance of the less than a billion dollars of United
tates bonds being held by national banks for circulation purposes
and by fiduciary funds, estates, and individuals.

So that there was that hundred million dollars that might be
used for what was intended to be the normal operation of this pro-
vision. You can judge from that that it was not intended to be
used in a frantic and riotous way for stock speculation purposes.

Mr. AvreNpoerrer. I do.

Senator Grass. You can readily observe that it would have been
imgossible for us to have conceived at that time, for the Con,
to have conceived at that time, that over a brief given period of six
months that provision could be used for approximately one billion
of dollars by as few as 10 New York banks alone. That is why it
was put there. '

Mr. ArteNpoerrer. I thought so,

Senator Grass. And the normal use of it was so designed and
it has been perverted.

Mr. AxieNpoERFER. I thought that was the intent. I thought it
could be accomplished without interfering with the normal operation
by reversing the order of the prohibition. . .

Senator Grass. Well, I grant you that it might be accomplished
without interfering with the legitimate and normal operation of
the law, if we were to expunge the 1 per cent penalty. I am not
saying that that would be in accord with my own judgment or under-
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taking to forecast what the action of the committee or the Congress
would be, but that might be accomplished in that way. So that when
the provision gets beyond the realm of legitimate transaction, and I
mean by legitimate transaction commercial uses, and is being adapted
to frantic stock speculation, certainly it ought to be provided that
upon warning from a Federal reserve bank and the board a bank
that persists in that practice may be by order of the board suspended
from the privileges of the Federal reserve bank. At least, that is
my view.
[r. ALLENDOERFER. I am not arguing that point.

Senator Grass. You can not argue it. You can talk about it.

Mr. ArtexpoErFer. I could not argue it. All I have tried to get
at is that as so set up it does interfere, it seems to me unnecessarily,
with normal operations.

Senator Grass. It interferes with what lately have been normal
operations.

) Mr. Avrexpoerrer. I do not want to trespass on the committee too
ong.

Sg;.nator Grass. We are glad to hear you. Af least I am sure I
am, and I feel that I voice the opinion of the other members.

Mr. AviexpoerrFer. I have heard the discussion of Mr. Wolfe on
the matter of reserves, and will omit thet.

On page 31, line 8, in connection with the provision “ for the sale
and transfer of Federal funds,” I think I know what you are get-
ting at there. I think as written now it prevents normal transac-
tions, which are not aimed at. The word “ transfer ” in its ordinary
acceptance would cover such a sitnation as this: Our country corre-
spondent member bank at Topeka, Kans., wishes to restore their bal-
ance with the Federal reserve bank, writes or wires us to charge
their account, transfer to the Federal reserve bank, $10,000, $100,000,
out of realized funds that they have with us.

Can it be the intent of this section that it covers a transaction of
that kind ?

Mr. Wiruis. Certainly not. Mr. Allendoerfer. because, as you say
here, the words in line %, % unless the Federal Reserve Board shall
have first authorized by general order the making of such sales or
transfers within such district,” and so forth, and it is to be assumed
as soon as this provision goes into effect, if it ever does, you would
have circulars of the Reserve Board specifying exactly how these
transfers should take place. Is that not a reasonable assumnption ¢

Mr. Arrexpoerer. Yes; if the Federal Reserve Board does it.
But why not put it in here, that “ other than balances to the credit
of the transferring bank on the books of the member bank.”

Mr. Wirrrs. Where would you put that in? .

Mr. ArLexpoenrer. I think yvou could put it at the beginning of
the paragraph, that “except for balances to the credit of the bank
asking for transfer, on the books of a member bank.”

Senator Frercrer. What page is that?

Mr. ArrexpoErrer. Page 31, line 3.

Mr. WiLis, It scems to me just offhand that that is not at all
touched by this.

Mr. AvLLExpoERFER. It says “any transfer.” That is a transfer
on the ordinary banking—-
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Mr. Wmus (interposing). No transfer of any balance standin
upon the books of the Federal reserve bank—is that what you mean

Mr. Aurexpoerer. No, no; on the books of the bank making the
transfer,

Mr. Wmrs. Then I do not quite understand you. The lan-
guage is:

No member bank shall sell or transfer to another member bank or to a non-
member bank, private banking house, or banker, any balance standing to its
credit—

That is, to the credit of the member hank.

Mr. ALLENDOERFER, Yes,

Mr. Wrirers (reading) :

upon the books of the Federal reverve bank of its district,

Mr. Avienporrrer. The language that I am clumsily presenting
as a revision is that “ except balances to the credit of a bank on the
books of a member bank, no member bank shall sell or transfer to
another member bank.” .

Mr. Wmras. I do not see how you bring this in as being already
included. I am not trying to make difficulties or mere argument.

Mr. Acrexpoerrer. Well, I may not understand and perhaps I am
all wrong. As I read it, it says that—

No member bank shall sell or transfer to another member bunk or te a non-

member bank, private buanking house. or banker. any balance standing to its
credit—

That is, the member bank’s credit—

upon the booky of the Federal reserve bank of its district in excess of the
balance required by this section, unless the Federal Reserve Board shall huve
first authorized by general order the muking of such sales or transfer.

Now, why need an order of the Federal Reserve Board for us to
transfer to the Federal reserve bank $10.000 of the balance of First
National Banlk of Topeka, Kans.. with us to their credit?

Mr. Wiis. Perhaps you mean to say that if you already have
on the books credit of $10,000 that you want to be able to transfer it
to them.

Mr. Arvexpoerrer. That is right.

Mr. Wiris. There is no reasou why you should not be allowed
to give that in exchange for the $10,000 on the books of the Federal
reserve bank.

Mr. ALLENDOERFER. Yes.

Mr. WiLnis, I do not see any reason why you should. It seems
to me the board in making the regulations would cover that under
this language.

Mr. ArLENDOERFER. It would seem to me so. In that same con-
nection, at the bottom of page 31, line 28—

Senator Grass (interposing). The way the thing has been oper-
ated the reserve with the Federal reserve bank has been reduced to a
minimum.

Mr. Wrwrs. Yes.

Senator Grass. We tried to avoid that.

Mr. ArLeENDOERFER. I am not getting at that point. Line 23:
and the lability created by every repurchase or other similar agreement

entered into by a member bank shall be added to such net difference as ascer-
tained under the provisions of this paragraph.
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Does that “repurchase or other similar agreement” there have
reference to dealings in Federal balances?

Mr. Woris. No; no reference to the Federal balance.

Mr. ArrexpoerrEr. Then does that have reference to a situation
where, if the First Nutional Bank of Topeka—and there is no such
bank—had sold us $200,000 worth of Government bonds at par and
interest with their agreement to repurchase same; does that have to
enter into figuring amount of our deposits?

Mr. WisLis, Yes; if either bank had incurred a liability to re-
purchase anything, that is treated then as equivalent of a deposit.

Mr. AvLENDoERFER. If we are holding United States Government
bonds which Topeka has agreed to repurchase from us, we are to
regard that as a balance due us from the Topeka bank?

Mr. Wicwrs. If I understand you correctly.

Mr. ArLEnpoerFER. The situation is just this: The First National
Bank of Topeka owns $200,000 of Government bonds., They want
to use some money temporarily. They sell us those bonds at par
and interest, with an agreement on their part to repurchase those
at par and interest on demand.

Mr. Wpis, Yes,

Mr. ArLrenpoerrFER. Where does such a transaction, which is ap-
parently described in this wording, affect the amount of reserve
which we have to have?

Mr, Wmizs. It leaves one bank liable for the putting up of the
funds that it has agreed to supply, does it not? As you know,
that repurchase idea has been very extensively availed of in recent
years E)r the purpose of making a different appearance in an
accounting way from that which would otherwise be made.

Mr. Arvexoorrrer. I can not get that, but I just do not see where
that transaction has anything to do with our reserve requirements.
Perhaps it does.

On page 33, if I may skip along a little, on line 17, referring to
real-estate loans in connection with this investment in real-estate
securities by national banks, it says:

Investments in bank premises and unsecured loans whose eventual safety
depends upon the value of real estate shall he counted for the purposes of this
section as real-estate loans.

Now, in Senator Brookhart’s State and in every Western State
where a large part of loans are made to furmers, they are made to
prodi_e crops. The maker will pay if he raises a crop, will pay this
year. If he raises no crop or gets no price, he will pagenext year.

Senator Brooxmart. The last few yvears that has been turned
around in our country. They said to them to “lay off these farmers.
They can not produce anything in three or six months, the limits of
the loans. Youn buy New York bonds, listed bonds.” That is what
they said. )

- Senator Grass. Oh, we gave you farmers six and nine months.

Senator BrookHART. But it takes three years to produce a steer,
you know.

Mr. Arrexpoerrer. Those loans really depend upon real estate.

Mr. WinLis. You call a farm real estate?

Mr. Arrexpoerrer. Yes; I would eall a farm real estate.
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My, Winis. Why is the word always repeated then in addition
to farm loans?

Mr. ALLENDOERFER. Beg pardon?

Mr. WiLLis. I say, why do we distinguish between them lhere in
the law?

Mr. ArLexpoerrer. I do not know.

Mr. WiLnts, Well, it is not fair to assume that where the two
words are used in one place while in another one is used alone there
is a difference between the meaning.

Senator Frercuer. It may be farm loans on crops.

Mr. Aviexporrrer, 11 real estate does not include a farm, why,
I have said all I have to say on that.

Now, I would like to refer a little more to this savings matter,
on page 33, line 20. For quite a while I have been very much in-
terested in the thing that this is aimed at, I believe, and that is the
safety of a savings depositor who, by reason of the possible require-
ment of notice on his balances, may not be permitted to withdraw
from bunks, whereas the customers in the commerecial department
get all of the money before the bank closes. There is a little argu-
ment in favor of it being left as it is, in that the savings customer
gets a Ereferred rate of interest, and therefore gets compensated for
his risk in that.

Senator Grass. Largely that is not a fact, is it, that he gets a
preferred rate?

Mr, ALLNDOERFER. Yes.

Senator Grass. Do not the big borrowers get a rate on their bank
balances that approximate the rate on time deposits?

Mr, ALLENCOERFER. No, sir.

Senator Grass. They do not?

Mr. ALLENDOEKFER. Not in our country.

Senator Grass. They do not?

Mr. ArLexpoerrFer. But I do not oppose teetotally the idea of
segregation of assets as against savings deposits. I submit that it
is awfully hard to do a good job of legislation in that respect at this
time. In the first place, you are setting up there as assets to protect
saving deposits 50 per cent of it in real-estate loans, possibly at
least. Now, nothing could have been more unliquid during the last
few months than real-estate loans, and yet I am perfectly willing
to say that I have not lost my faith in real-estate loans. Some of the
best performances that we have had for trust funds have been by
the real-estate loans. But we are going through a time now where
real-estate loans may justify themselves or may have additional
reproach against their record. It can not be seen just yet.

enator BrookmarT. You mean farm loans or city real estate?

Mr. ArrexpoerFer. Well, I will say both, Senator. I have faith
in both and they are both malking their record.

Senator BrooxHART. You mean there is security in a farm loan
when9 farmers are getting 3 cents a pound for hogs and 25 cents for
corn?

Mr. ALLexpoErFER- Yes. I still have some faith in those real-
estate loans. . ]

The Cuamman. Is vour hope based on any hope in the commodity
price;l gr is it the hope that a farmer can produce hogs at 3 cents a
poun:
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Mr. Arrexpoerrer. No; it is based on experience. I know a
number of farm loans which have been foreclosed on during the last
few months, and the foreclosed property has been sold for cash for
enough to pay the holder of the mortgage.

Senator Brooxmarr, But he probably had a pretty low mortgage.

Mr. ALLENDOERFER. It was a good mortgage.

Senator BrooxHarr. The joint-stock lnng banks are foreclosing
those farms out in your country and mine now, selling them for
little or nothing and buying in enough of bonds at 80 to 40 cents
on the dollar and balancing their books.

Mr. ALLENDOEKFER. As a class, I do not think that we should say
flhat real-estate loans just ought not to be good assets for savings

eposits.

genator Brooxrarr. I think real-estate loans ought to be as they
were for 55 years, the best security we had in the world.

Mr. ArrexpoErrrr. I still think that.

Senator Grass. Yes; but for 55 years, under the national bank
system, in fact until the Federal reserve act was passed, no national
bank was permitted to have a real-estate loan.

Senator BrookHarr. That is true, and I think we ilgot along until
the Senator’s Federal reserve bank came along with some of this
deflation policy and things like that.

Senator Grass. No.

Mr. AvLExpoerrFEr. Now, as to the rest of the investment of assets
to be segregated for savings accounts, I would say this: The State
of Missouri has a savings bank law under which very few banks have
ever been organized, I think almost none operating. at this time.
It is totally antiquated. I presume your answer to that is, Missouri
ought to pass a mew savings bank act. Whose act shall they adopt?
“’ﬁat savings bank act is satisfactory? New York State’s is an

.excellent act. There have had to be suspensions, modifications, ex-
ceptions in it during the last year, due to the uncertainty of payment
of securities which were eligible, and because of the failure of cor-
porations to earn the amount which is required in order to make
their securities eligible.

Senator BrooxHarT. The Bowery Savings Bank was down here
before this committee and claimed to be the biggest savings bank in
the world, and it is organized almost as a cooperative. Some fea-
tures are not cooperative. It has no capital stock. But through all
of this, it has been prosperous and is rather more prosperous to-day
than it has ever been.

Mr. ALLENDOERFER. An excellent bank.

Senator Brookwart. And it has charged & low rate of interest
and everything. .

Mr. ALLeNpoERFER. But the law governing their investments had
to be waived this past year. I do not kmow whose savings bank
law the State of Missouri could copy after.

Senator BroonarT. I do not know whether it was stated or not,
that the law had to be waived or whether securities were sold that
took care of all their withdrawals without any trouble at all.

Mr. ALLENDOERFER. It was not the condition of that bank. VWhat
I mean is that the savings-bank law had to adjust requirements about
their investments.
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Senator Brooxuanr. I think any cooperative idea makes for stabil-
ity in the banking system, for that matter. .

Mr. ALLENDOERFER. The requirements which they had in that law
had to be waived this year. I do not see how anybody can write
at this time a proper description of investments for savings accounts.

Senator Frercuer. How do you operate your savings accounts?

Mr. AvLExpoErrEr. They are merely part of the general assets
of the bank and the general liabilities of the bank, There are no
assets segregated to the savings liability. This act seeks to do that.
What I am trying to say is that I do not see how they can write
such a law defining the assets that may be segregated for the benefit
of the savings customers at this time. That is one of the things I
should like to have left for a period of two years, until there has
been a better demonstration of the results of assets which are eligible
for investment of savings funds in such States as New York,

Senator Frercurr. Would this law interfere with your operation
at all?

Mr. AvLexpoerrer. Oh, yes.

Senator FLercuer. In what way?

Mr. ALLENDOERFER. It interferes in this way: We will have to
segregate assets to meet our savings deposits. Those assets which
we set over to meet those deposits may be 50 per cent in real-estate
loans and the remainder may be in such assets as are permitted for
the investment of savings banks in our State. QOur law does not
amount to anything in that. The answer is, vou should have a new
law. I do not know who can write that new law. There is not any
savings bank gct that I know of which can be taken as a perfect
model at this time.

Stflmtlt?or F¥reroner. You are simply free to operate without regard
to that!

Mr. Arrexpoerrer. Noj we are not. We have a law limiting the
investments of savings banks in Missouri, but that law is so anti-
quated that it is im]I)ossible to act under it.

. Mr. Wiznis. Do I understand you to think that on this page 33,
line 20, and the following, it does not meet that situation ?

Mr. Avvenpoerrer (reading) :

Every such bank may apply the moners deposited therein as time deposits
to the loans herein authorized and the balance of such thne deposits shall he
invested in property and securities in which savings banks may invest under
the law of the State where such national bank is situated, or where there 1s
no such iaw relating to investments by savings banks, in such property and
gecurities as may be specified by the Comptroller of the Currency.

Mr. Wizrss, That would not meet your case, you say?

Mr. Arrexpoerrer. Noj we have a law, a savings-bank law. Banks
have never operated under it. It is still in existence.
th)[lé. Wieis. Would that be regarded as a law actually in effect,

en

Mr. ArreNpoerren. It is in effect. It is on the statute books.

Senator Brooxmarr. Do you ignore it?

- Mr. ALLENpoERFER, If the law should be amended how should it
h;tarr;onded? Whose savings act of what State should it be copied
after?

cn;\eh‘. Witiis. T think the thing to do would be to repeal it in that
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Mr. Avienpoerrer. Well, maybe that is it. On age 86, line 16,
this 15 or 26 per cent which seems so confusing, I believe, has been
clarified in some manner, I do not know just how.

The CramMaN, What page?

Mr. AvirNpoerrer. Page 36, line 15, where it says:
nor shall the total amount of the securities so purchased and beld for its own
account at any time exceed 15 per centum of the amount of the cupital stock
of such assoclation actually paid in and unimpuired und 25 per centum of its
unimpaired surplus fund.

The Crammax. I do not think that any of the witnesses here
found any fault with the intent of the bill. %‘hey wanted it clarified.

Mr. ALLENDOERFER, Yes.

On page 89, line 16:

No national bank or member bank shall perform the functions of a corre-
spondent bank on behalf of any such individuul, partnersbip, unincorporated
association, or corporation— .

Is it the intent by the words “ perform the functions of a corre-

ondent bank ” to mean that we may not receive the deposits, pay

ecks, and handle the account in the ordinary course?

Mr. Wnuris. I do not so understand it; no.

Mr. ALLENDOERFER. It is a little vague to me just what it means.

Mr. Wizis. What would you say was the difference between a
correspondent bank and a depositary bank?

Mr. Aurexpoerrer. I do not know.

Mr. Wozs. You never use the word “ correspondent *? .

Mr. ArLENDOERFER. “ Correspondent ” in our lingo refers almost
exclusively to where we act as a depositary bank for another bank,
and does not refer to where we act as depositary for ¥ corporation,
association, individual, and so forth.

Mr. Wouus. Is not a correspondent in that case one who performs
all banking functions for you in another city, as, for example, your
New York correspondent ¢

A ERFER. Yes; that is right.

Mr. Wius, Performs all your banking functions that you have
to perform in New York?

. ALLENDOERFER. Yes. . .

Senator BrooxHART. If you have correspondents, then, in Kansas
City you perform the same functions for them that New York does
for yout

Mr. ALLENDOERFER. Yes; that is true. Does it mean that we can
not handle the ordinary transactions? .

Mr. Wnus. If you were carrying a degosm account now for your-
self in one of the {‘Iew York banks would you refer to that bank as
your correspondent in New York?{

Mr. ALLENDOERFER. Y es. . .

Mr. Wmas. Or would you refer to it as your depository bank in
New York?

Mr. ArreNpoERFER. Correspondent.

Mr. Wnris. That is a usage that is hardly in line with custom.
Is not a correspondent bank a bank, or that acts for another bank,
that performs full banking functions in another city$ )

Mr. AvnienpoerFer. Well, gerhaps it is, but in our western lan-
guage “correspondent bank ® does not mean just what it does in
your thinking,
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Mr. Wiriis. Is there not a sharp distinction between “ corre-
spondent bank ” and ¢ depositary bank »?

Mr. ALLexpoerrFer. Not in our parlance.

Mr. WiLwis, It certainly is in the usage in this part of the country.

Mr. ArLLExpoErFER. I see.

Mr. WiLLis. But, of course, if there is a difference in usage any-
where, since this is a national statute, the language ought to be made
clearer. . ‘

Mr. AcrLesporrrer. I thought it would be misunderstood over
large sections of the country.

' Ig am only going to mention one other thing. That is on page. 8,
line 7. A i

Mr. WiiLis. Before we leave that, may I ask you one further
question about that?

Mr. ALLENDORFER. Yes. , 7

Mr. Wints. During the recent difficulties, you noticed,. I ‘pre-
sume, the cases in which it turned.out now and then .that a bank
failure had occurred in one of our cities where investigation showed
that it had a number of national banks as. correspondents, although
it itself was in some cases a private bank—an unincorporated private
bank. Offhand would you think that that was a desirable sitiation
or not, that a private banker, say, in New York, largely engaged in
security dealings, should be the correspondent of a national ‘bank?

Mr. ALLENDOERFER. No. .

_Mr.?Wn,us. You agree entirely with the purpose of this pro-
vision

Mr. ALLeENDOERFER. Yes; but it does not say that to me. On page
48, line 7, the provision—
and shall include in the case of obligations of a corporation all:obligations
of all subsidiaries thereof.

I do not believe that that is a proper test of banking credit. Per-
haps I can without offense point to a particular instance, If the
QGeneral Motors Corporation should be a borrower from our bank
and at the same time the General Motors Acceptance Corporation.
a subsidiary connection with separate assets, a{)so carrying an .ac-
count with us, should borrow money from us, I should think it
would not be a violation of-good banking and good banking credit
if we loaned both of them. ]

. Mr. Wmus. Of course, it probably would not, but in many
instances you know from your large banking experience that it
would be?

Mr. ALLENpOERFER. Where it should not be?

Mr. Woris. Yes; where the subsidiaries are -organized for the
purpose of obtaining larger credit?

b Mr. ALueNpoErrFER. Yes. But I do not believe that that is in
ere.

Mr. WirLis. What would you suggest in place of that} .

. Mr. ArrexporrEn. I do not have an oﬂ’Eand suggestion. I think

it is improper to take the time of the committee while I fumble about

;fior.zt. If you care to try me on guessing outside, I will be glad to
o it.
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The Caamsax. Would you submit a draft of your suggestion that
will cover that?

Mr. ArxrLENpoErFER. I will be glad to.

esStgnaj‘,or Grass. Yes, sir; we are not immune, sir, to good sug-
gestions.

Mr. AuLenpoErrer. May I take your time for a second only to say
that I have presented all of these things, some of them minor, some
of them I think highly important, with the idea of stressing the need
for more considerate thought on many of the provisions of this bill
before it goes to Congress.

Senator Grass. I would not like the implication to be that every
provision of the bill has not had prolonged and critical consideration.

Mr. ALLENDOERFER. I am sure, Senator, you know there was no
reflection, no intent to reflect, in my remarks. ~ -

Senator Grass. No; there has not been any haste about it. There
has not been any lack of care about it. It has been gone over and
over and over again by a variety of experts.

Mr. Anrenvoerrer. The consideration by the ﬁeneral banking
public has been very brief. I only got a copy of this a day or two
a

ggenator Gurass. My dear sir, a bill containing almost every single
fundamental provision of this i)ill, with the exception of the liquidat-
ing corporation perhaps, and the last provision giving the Comp-
tro%.ler of the Currency authority to imgose an intermediary penalty
upon offending banks, was introduced by me on June 17, 1980.

The CuamyaNn. That will soon be two years.

Senator Grass. And it has been discussed ever since.

The CramrymaN. And seven volumes of hearings have been sent out
10 all who were interested in it. We have been at it a year now.

Senator Grass. I can take you around to my office and show you a
pile that high [measuring] of answers to questionnaires, operations of
short sales, of long sales too, for that matter, speculative activities
of the btml,:s, every conceivable phase of banking.

Senator FrercHER. That is to encouraie you in the belief that all
you have suggested will be complied with.

Senator Grass, Not will be complied with; will be very respect-

fullfr considered thouglfil
Mr. ArreNpoerFER. Thank you, sir.

The Cmamryan. It is late enough now. So that will be all until
Monday, 10.30 Monday.

(Thereupon, at 5.10 o’clock p. m., the committee adjourned, to
meet again at 10.30 o’clock a. m. on Monday, March 28, 1982.)
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