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Hovember 25, 1938,

MESMORANDUM:

In March, 1933, you declared & National Emergency.

It should be terminated before your term expires. Yet it can-
not be safely terminated until a banking system has been
created which can withstand the impset of changing economic
conditions, and a coordimation of Federsl banking supervision
hes been established that will be capable of exerting its in-
fluence towards the control of am inflation or towards cushion-
ing & deflation when either of these conditions becomes danger-
ous to the national economy.

The Administration's courageous and effective actions
in dealing with the most acute banking collapse in history have
evoked universal commendation. The restoration of confidence
in the benks and the subsequent recovery, however, have tended
to obscure the fact that our benking system remeins fundamental-
ly unsound. It has been dealt with on an emergency basis. It
needs now to be dealt with on & broader, more permanent basis
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of reconstruction so that it can function effectively &s en
integral part of the Government's mecheanisms for coping not
only with potential future emergencies of inflstion or de-
flation but also with an emergency that might be ereated by
the international situstion. The effective organization of
the banking system is & basic and essential part of any com-
prehensive program of preparedness.

The system is not now so organized. Responsibilities
and authority are scattered among varlious agencles; there is
much overlapping, duplication, comnflicting jurisdietiom; there
is lack of uniforaity both in practices and in policies so
that, as for example in connection with the Administration's
easy money policy, efforts of the Treasury and of the Reserve
System to carry out that policy tend to be frustrated because
some of the agencies pursue contrary practices or policies;
the system is characteriszed by numerous parslyzing dis-
eriminations as between member banks of the Reserve System,
insured bsnks and State banks not under Federal supervision;
enforcement of sound banking standards and the Government's
ability to carry out national poliecy in the public interest
become a mockery when banks may at will escape supervision by
the Federal authorities. This makes for the "competition in
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laxity®™ which has long been & blot on the American banking
systen.

Because of the multiplication since 1929 of Federal
agencies either with supervisory or lending powers, or both,
the situation has become sven more unsatisfactory, and the
need for reorgsnization, consolidation and simplification the
more urgent. An excellent precedent is to be found in the
Adainistretion's bringing together under the Farm Credit Ad-
ministretion of the scattered suthorities that previously
were divided among the Federal Farm Board, the Federsl Farm
Loan Board, the Recomnstruction Finance Corporation, the De-
partment of Agriculture and the Treasury Department. As the
President declared, this reorganization of the farm credit
powers was "to eliminate overlapping, prevent duplication,
settle conflicting jurisdictions--in short, to provide & more
efficient, logicel and consolidated credit service for the
farmers at low cost.”™ The same general reasons apply with
even greater force to the banking situation today. Another
precedent is to be found in the Administration's merging in
the Home Loan Bank Board supervision of the operstions of the
Home Owners' Loan Corporation, the Home Loan Bank System, the
Federsl SBavings and Loan Associations and the Federal Savings
and Loan Insurance Corporstion.
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In striking contrast, the attached chart portreys
the disorganized, complex and irrational structure of the
Federal banking sgencies.

Beyond these conspicuous structural defects, how-
ever, the banking system is in no position today to withstend
another severe inflationary or deflationary crisis, and the
Federal authorities are without adeguate means of exerting a
control over the vast and volatile credit reservolirs, swollen
by the fortuitous inflows of foreign capital and gold, nor has
the banking system any adequate means of protecting the
domestic economy from these foreign movements.

If the Federal Reserve System, with its nation-wide
organiszation, extensive equipment and trained personnel, has
any basic justification for existence it is to exert an in-
fluence towards greater economic stability and to mitigate
speculative credit excesses and inflationary or deflationary
extremes. Yet while the Congress has vested the Reserve System
with certain powers to cope with such credit developments,
those powers today are wholly inadequate, and the Reserve
System is placed in the untenable position of having & tre-
mendous responsibility which it is incapsble of discharging
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because of lack of adequate powers and divided and confliecting
banking authorities scattered among Federal and State juris-
dictions.

In the past five years there has been an addition of
seven billion dollars to the monetary gold stock of the country,
resulting prineipelly from a flight of espital from Europe. On
the basis of reserves created by this gold there could be 2
credit expansion that would wreck our economic machine. Yet
there is no power in any agency of Government to take action to
control these reserves, except the power of the Treasury to do
so by inereasing the public debt. This is politicelly difficult
and would result in a rise in the cost of borrowing. If the
Treasury had to borrow a constantly inereasing amount for the
purpose of steriliszing present excessive gold stocks, as well
a8 future inflows, the result would be an inerease in the
interest cost not only om the amount borrowed for this purpose
but also on ell borrowing thet the Tressury had to undertake.
Some method other than this must be devised for discoursging
the inflow of foreign capital and gold and for controlling the
effects on our economy of the gold that has already come to
this country and that may come in the future.

Federal Reserve Bank of St. Louis



Digitized for FRASER
http://fraser.stlouisfed.org/

Qs-

It is also highly desirable to discontimie purchases
of silver which likewise further increase the excess reserves
of the banking system. The silver program is an unnecessary
and useless one for monetery and credit purposes and serves
solely as a subsidy to silver producers. That the silver
policy is not even politically justifisble is indicated by the

attached resolutions of the American Mining Congress.

Not only does the present set-up foster inefficiency,
but it leads to disputes over authority and results in the
frustration of monetary and credit policies by actions of super-
visory agencies. 4s a recent example, at the President’'s re-
quest last spring s conference of the Federal banking agencies
wes called under the leadership of the Secretary of the Treasury
for the purpose of better coordination of bank examination
policy. After extended discussion and compromise, an agree-
ment was finslly reached, coupling with it & modification of
the Comptroller's Regulation. Sympathetic and understanding
administration is necessary to carry out the purpose and spirit
of the agreement in practice. Such administration is not to be
expected when there are wide differences of interpretation and

application of the terms of an agreement representing a com-
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promise of widely divergent views.

Outworn examining practices have mot only frustrated
Administration policy which the Treasury and Federal Reserve
have sought to carry out, but have served to accentuate de-
flation on the downswing end to encourage over-expansion and
speculation on the upswing. Congress has recognized by legis-
lation and the Reserve suthorities are endeavoring to follow
the prineiple of taking monetary action so as to reduce the
violence of both inflation and deflation. Both the Ad-
ministration and the Reserve suthorities have consistently
followed an easy money policy designed to encourage bank lend-
ing and investment so as to stimulate business, which, im turn,
would relieve the Government of a corresponding amount of
public borrowing. The effect of these policies and actions
is largely nullified when bank examiners following outwornm
methods entirely unrelated to mometary policy, criticize the
banks for making the kind of loens which are reguired by the
communities in which they operate.

Old-fashioned bank examination wmethods, still being
pursued, attempt to force banks to liguidate on the downswing,
thereby accentuating deflation and undermining the banks' loans
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end investments. This noi only discourages the banks from
making new loans at the very time the Government is attempting
to encourage them to do so, but it places additional burdens
upon the Federal budget by requiring the Government to set up
Federal agencies to supply the credit which the banking system
is thus discouraged from supplying, and to expand the supply
of money and put it into eirculation through relief and other
programs beceuse of the deficiency resulting from bank liguid-
ation and the failure of private credit to expand.

The time for improving the quality of bank assets is
under boom conditioms. That is when banks make loans and in-
vestments that later get them into trouble. However, this is
the very time when bank examination policy fails to discoursge
unsound loans end investments because it persists in measuring
value by the artificial yardstick of ticker quotations, which
ere likely to be as unrepresentative of true worth in a
speculative period as they are whem all prices are abnormally
depressed.

I have set forth the foregoing at some length not
only as an example of conflicting policies, due to the existing
diffusion of authority, but because this case particularly re-
flects the necessity for close coordination of benk examination

Federal Reserve Bank of St. Louis



Digitized for FRASER
http://fraser.stlouisfed.org/

and investment policy with Government monetary poliey.
Authority over monetary policy is largely useless
unless such authority is closely integrated with bank ex-
emination and investment policy. In prineiple, authority
over all these functions should be vested in one agency,

but, in any case, should be vested in closely coordinated

agencies.

These problems should not be left for consideration
later than this winter inasmuch as & year from now the country
will be on the eve of a presidential election. The banking
holiday should be terminated before that time. To leave the
situation until after 1940 would involve a delay that might
prove disastrous in the face of future speculative and in-
flationary potentislities and taking into account world con-
ditions together with the exposure of our credit system to
foreign influences.

To let the situation drift would not only indicate
unawareness or unwillingness to face it, but would give the
opposition an opportunity to make an issue of it in the 1940
campaign. If the Administration were to put the responsibility
up to Congress at this session, not only would there be no
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opportunity to make such & case ageinst this Administration,
but responsibility for future consequences would be upon the
shoulders of the Congress.

The progedure
It would be desirable if the President in his message

to Congress would in a paregraph or two indicate in a generel
way the need for further constructive banking legislation to
enable the banking system to deal more effectively with the
present situstion and future developments. Then, in its annual
report to Congress, the Board of Governors, it seems to me,
should make & reasonably complete statement of the existing con-
ditions and express willingnesa to appear before Congress, if
called, to advise on appropriste legislation. Or, should the
Board for any reason not see its way clear to make such & re~
port, then the Chairmsn at least should do so.

This course seems io me to be far preferable at this
time to attempting to bring about an agreesent smong Federal
banking agencies upon a specific piece of legislation, which
would be regarded as an Administration bill and would be almost
certain to be attacked on partisan grounds. Moreover, as you

are aware, the members of Congress are jeslous of their pre-

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



rogatives and resentful at having any one agency present cut-
and-dried legislation for passege. ILf the President requested
Congress to sssert this prerogative and to work out necessary
legislation, hostile members of Congress would net be able to
side~step the responaibility, and all agencies interested in
the legislation would have an equal opportunity to present
their views.

If legislation resulis, the credit would redound to
the Administration. Whereas, if Congress fails to aet after
having been requested to do so, the onus will be on the Congress
or on the groups that blocked setion. Instead of leaving an
issue for the Republicens to make much of in 1940 end sgainst

which the Democrats would find it diltﬁmlt to make & defense,

those responsible for blocking the legislation will be on the
defensive.

I believe that Congress would be willing to initiate
2 program bringing sbout a merger of Federsl banking supervisory
agencies that would largely avoid conflicting jurisdictions and
effect a much better set-up of the Federal agencies.

The Comptroller of the Curremsy is almost entirely to-
day an examining agency for national banks, the other functions
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of the office being minor. The Federal Reserve System ex-
amines State member banks. The Federal Deposit Insurance
Corporation examines State insured banks that are nonmembers.
It would seem to me to be politically fessible to obtain
legislation which would merge the examining functions of the
Comptroller's office and of the Pederal Reserve Systea with
the Federal Deposit Insurance Corporation, whereas any other
method of complete consolidation of these funetions would, in
my opinion, be impossible to obtain from Congress. This
would be logical because all of the banks now examined by the
various Federsl sgencles are insured banks. This would place
in one agency all Federsl examination, supervisory and cherter-
ing functions, while there should be consolidated in the Re-
serve System all of the regulatory functions, thus eliminating
the numerous discriminations now existing between member banks
and nonmember banks. Attached is a& memorandum showing the
many existing diseriminetory provisions of law.

If this were done, it would be importsnt, however,
to have examinations, chartering, supervision of trust depart-
ments, snd other supervisory functions ecarried on with close
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coordination with the Federal Reserve. To bring this about,
I would suggest, if called upon to testify, that the Chairman
of the FDIC be appointed to the vacancy now existing on the
Board of Governors and that the Chairman of the Board of
Governors be put on the FDIC to fill the vacancy on that Board
which would result from merging the office of Comptroller. I
would suggest that the third member of the FDIC be designated
by the Secretary of the Treasury to represent him on the FDIC
Board and to serve at his pleasure. The effect of this would
be to have on the FDIC Board two out of three members who are
also members of the Federal Reserve Board. This would afford
an excellent opportunity to work out a harmonious and co-
operative program of relations and of integrating examination
with monetary policy. In the new Federal Reserve Bullding there
is considerable available space and there is alsoc an sdjoining
vacant building lot for future expansion of all the offices re-
quired by such a merger. This joint housing would, in turn,
eliminate duplication of statistical amnd other funetions.

I mention the foregoing possible solution of the
orgenization problem, but should some better set-up be devised,
or should you prefer some other course, I would naturally wish
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to defer to your judgment. WMy own guiding view is merely

that the present set-up is unsound and impracticel, and I

am not wedded to any ome solution but only to the necessity
of getting some solutiom. The most practicable compronise,
I think, would be the plan suggested, calling upon both the
Reserve System and the Comptiroller's office to give up their
examining funetions to the FDIC, then coordinating the FDIC
and the Reserve Board so that policies, now and in the past
repeatedly in conflict, may be harmonized.

An important part of this pattern, I think, would
be to do away with the existing legsl berriers to membership
in the Reserve System, and, in fact, to secrap altogether the
restrictive membership requirements, by blanketing all insured
banks into the System and requiring that they carry their re-
serves with the Reserve banks, at the same tiume, of course,
being emtitled to all of the privileges of the Reserve System.
One provision that I favor, which would, in my judgment, make
this proposel more attractive to the insured banks, would be
that they be relieved of paying insurance assessments on the
funds they carried with the Reserve banks as reserves. This
would also have the desirable effect of tending against the
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over-concentration of correspondent bank bslances in the large
money centers, chiefly in New York. It would bave an incidental
effect of serving to put a bottom of 1/12th of 1 per cent on
interest rates.

I would also recommend, if asked, that the Federal
Reserve System be completely freed from private banker influence
and made unequivocally a public body. While the truth is that
the System is not banker dominated, it has been much eriticized
by Patman, Coughlin and others because private bankers are on
the boards of the twelve Federal Reserve banks and because member
banks hold stoek in the Federal Reserve banks, on which stock
they receive a 6 per cent dividend, a rate that is out of line
with current returns.

I, sccordingly, would recommend that bankers be re-
moved from the directorates of the Federal Reserve banks; that
such directorates consist of three representatives of commerce,
agriculture and industry who would be elected by the banks; that
three others representative of the public interest be appoinmted,
as now, by the Board of Governors, and that a seventh director
be chosen elther from among or by State bank supervisory

authorities. This would reduce the number of directors from
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nine, as at present, to seven, and would give the Boerd an
equal number with those elected by the banks, while the State
banking euthorities would be represented by the seventh member.

I would also recommend that the Reserve bank stock
be done away with entirely, as it is not necessary. I would
suggest that the Reserve Syastem be permitted to accumulate in
its capitsl eccount out of earnings a sufficient amount to off-
set the loss of capital due to paying off the stock, but all
earnings in excess of such amount to be paid into the Treasury
each year as & franchise tax. These two chenges would remove
two principal, though exaggerated, complaints agsinst the
present set-up of the System.

It is also important that the Reserve System be given
increased power to deal with foreign balances, perticularly
those of foreign governments and foreign central banks. Like-
wvise, the Reserve System should have restored to it the power
to bay Treasury bills directly from the Treasury as can be done
by every other centrsl bank in the world.

There are varlous other recommendations I would make,
if called upon, which I feel would strengthen and simplify the

existing banking system, but the foregoing sre the prineipal
and most important ones.
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It would be very helpful to me to feel that I had
your moral support in connection with remedying the banking
situation at this time. I would not want to make recommend-
ations contrary to your wishes, if I should be asked to testify
before Congress. The steps I have outlined would, I think,
meet with & minimum of political resistance, while accomplish-
ing desireble results.

Retention of Reserve System
8ince no modern economy can get along without a

central benking organisastion, I have assumed the continuance
of the Beserve System in any plan of reorganizetion. The Re-
serve System, created nearly & guarter of & century ago, per-
forms numerous essentisl functions for the banking system, and
if abolished would have to be replaced by some other system to
perforam the same functions. The Reserve System has an extensive
physicel plant, consisting of the 12 Federal Reserve banks with
their 24 branches and agencies, located in principal cities
throughout the country, and the Board of Governors in Washington
occupying a recently constructed building with ample facilities
to accommodate all existing Federal banking functions, and with
material sevings in the elimination of duplicatiom. 411 of this
represents & large investment in property. In addition, the Re-
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gerve Systeam has a continuing and trained personnel both in
the field and in Washington.

The Board of Governors of six members now--seven re-
quired by law—has its own trained staff of lawyers, examiners,
statisticians, economists, ete., the personnel in Washington
numbering more than 350, Under the law the Board is a con-
tinuing agency, and it is able to contribute thsl expertness
which follows from continuous service. It is able to devote
its full time and resources to the single purpose of dealing
with benking and monetary matters. The present Board was
selected entirely by this Administration. It is one, there-
fore, in which the President can have confidence. Under ex-
isting circumstsnces, the Board is in the unenviable position
of lacking suthority to discharge the responsibilities imposed
apon it by law, and I question whether the Board ean hold or
continue to sttract the services of public-spirited men if this
situation 1s not remedied.

Speaking for myself, I would not wish to continue in
the Chairmanship of a System which in the minds of the publie
and of Congress is charged with great responsibility for ex-
ercising controls over domestic credit and monetary conditions,
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when, in fact, as it exists today, the System's powers and
authority are largely limited to the performance of mechanical
functions.

In conclusion
Fithout venturing to speak for other members of the

Board, I, as the Chalrman, find myself in the situation where
I would be open to the charge of failing in my public duty,
end I feel that I would be equally remiss in my obligetion to
the President, if I were to let the impression stend that I
felt that the banking situation was safe, and that no steps
needed to be taken to safeguard it against the dangers shead.
My term expires a yesr from February, and I have no right
choice, it seems to me, except to bring to your sttention well
in sdvance of the end of my term the necessity for remedisl
action before the problems become acute, and there is a flare
back of eritieism. Otherwise I would be jusily charged either
with not knowing the facts or withholding thes for some
reason. While my reappointment, a year from February, may be
out of the question for other reasons, in any case, as I view
it, I should not put the President in the position of con-
sidering for reappointment an official who had so fer failed
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in the discharge of the responsibilities of his office.

I think it is clesr thet, as Chairmen of the Board,
I have a responsibility to bring these genersl considerstions
to your attention so that, if you consider it appropriste to
do so, you msy include in your message the request that the
Congress take cognizance of the situation with & view to pro-
viding the necessary remedies snd safeguards. Thereby, I
feel, the Administretion will have dome its pert, and the

responeibility for action will be clearly upon the Congress.

Attachments.
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