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June 23, 1938

Dear Mr. Berle:

In eccordance with our telephone
conversations, I am enclosing confidentially
& suggested statement which represents whet
I think the President should give to the
press end the public in summing up the re-
sults of the bank examinstion review proupted
by his recovery message to Congress. It siso
represents what I believe would be the most
sffective summery and one that would be of
reel benefit both from the standpoiat of the
Administration and particularly that of smalle-
er businesses and the banks--though, of course,
I know that the President himselfl could put it
in words that are more trenchant.

I feel a strong responsibility for
making this suggestion because I had requested
the President to include in his messsge this
move to lift restrictive policies by the sever-
el Federal bank supervisory egencies as & means
of helping to facilitste the flow of the super-
sbundence of bank credit alreedy existing and
atdded to by his recovery program. In fect, the
Board's willingness to reduce reserve require-
ments was closely connected with the expectation
that restrictions on the banks would be lifted
if the President requested it, as he d4id in
effect in his messsge. I feel thet something
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very worthwhile hss resulted for which he is
entitled to great credit, but thet the effect
will be completely lost if what is eccomplished
is announced merely as a2 further siep to "pro-
tect the benk depositor™, es if we had not been
protecting him heretofore, Howsver, I do not &
need to elaborate the subject to you becsuse I b
know you have s full appreciation of it. I .
merely felt thet my responsibility to the

President would not be discharged unless I made

every effort to let him know my own view zs to

the significance of this program on which the

benking sgencies bave unanimousaly sgreed, not

without reluctance on the part of those of the

old school who resist all chenge or adaptation

to moderns conditions and represeant the typiecsal

bank examiner mentality. '

Sincersly,

K. 3. Bccles,
Chairman.

Honoreble A. A. Berle, Jr. '
Assistant Seeretary of State |
Washington, D. C. o
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In my messsge to Congress om April 14, I snnounced the
desterilisation of approximately §1,400,000,000 of Treasury gold,
accompanied by sction on the part of the Federal Reserve Board to
reduce reserve reguirements by about three-guarters of a billion
dollars, for the purpose of making additional bank resources avail-
able immedistely for the credit needs of the country. At the same
time I expressed the hope thai Federal benking supervision could be
better coordinated, with a view to facilitating the flow of credit
for commerce, industry smnd agriculture.

The Secretery of the Treasury initiated a serles of con~
ferences with representatives of the Federal Deposit Insurance
Corporation, the Office of the Comptroller of the Currency, and
the Board of Governors of the Federal Reserve System for the pur-
pose of reviewing the policies and regulations of the Federal
banking supervisory suthorities and determining wherein they =ight
be improved and better coordinsted im furtherance of this ob-
jective, consistent with sound banking prineciples.

'thqhhn‘mlm-graduponaﬂmhithdton
a program which for the first time brings asbout complete uniformity
in the rules and regulations to be followed by the Federal agencies
in their adminietration of all bank examinstions under their re-
spective jurisdictions, This is an important forward step in re-
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moving from the field of bank supervision sources of conflict and
of irritation that do not make for the efficient functioning of
the banking system.

Beyond this, however, the program adopted should be
of benefit both now and im the future in two important respects;
first, by opening the way especially for the small and medium-
sized business concerns to obtain needed credit from the banks,
and, second, by relieving pressures that tend to reduce ocutstand-
ing credit or prevent extension of new credit to sound borrowers.

The program includes a broad revision of the Regulation
of the Comptroller of the Currency governing benk investment policy.
It provides that member banks of the Federal Reserve Systea mey pur-
chase investment securities, of such sound value or so secured as
reasonably to assure payment, issued by established commercial or
industrial businesses or enterprises that can demonstrate the ability
to service such securities, withoult requiring that the securities be
offered for public distribution or that they must be readily market-
able, provided, however, that they mature not later than 10 years
after the date of issuance and thet 75 per cent of the principal be
amortized at msturity by substantial, periodic psyments, none of
which would be reguired during the first year.

The program provides, with respect to bank examination
reports, that what has been commonly called the "slow" column
will be abolished altogether. In place of this, and of the columns
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heretofore headed "doubtful” and estimeted loss®, there will be
substituted the designations, 1I, III, and IV, which are to be
defined respectively for the listing of losns that are scmewhat
doubtful, more doubtful, snd in which loss is estimated. The
"alow" golumn has long been & mlsnomer sand & cause of complaint.

The important fact, however, 1s not the designetion of
the columms, but the clesr recognition thet in meking loans,
whether for working cepitel or fized eapitel purposes, the banks
should be encvursged to place the emphasis upon scundness rother
than upon llquidity or qulek maturity.

8imliarly, the revised examinestion procedurs clearly
recognises the principle that bank investments should be consldered
in the light of their inhereni soundness rather than on & baslis of
day to day market fluctuations or liguidating valus. The soundness
of the banking system depends in the last anslysiz upon the sound-
ness of the country's business and iadustrial enterprises. It
should mot be measured by the precsrious yardstiek of tieker
guotations which often reflect speculstive and not trus eppraissls
of intrinsic worth., In thelr purchase of securities the banks
should be encouraged to iavest, notl to speculate.

degcordingly, the revised procedure broadly divides se-
curities into those of investment quallity and those of speculative
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or sub-stunderd charscter. The former will be listed in Group
I, the latter in Group Il. Defsulted bonds end stocks will he
listed in Groups I and IV, respeciively.

It is estimeted that spproximestely 90 per cent of the
totel securities held by the bunks are of luvestaent quality and
will be earried in Group I. In conformity with the principle of
meesuring sueh securdties by lavestwent and sot by fluetuating
wsricet stendards, delly quotations will not be taken imto account
in exsainetion rejorts, which will regulre that such securities
be ghown at their book walue whether they be listed or unlisted
securities. By thus severing bank investlaent from the ticker,
banics will be encouraged to purchsse ihe securities of sound
inerican business and industrisl concerns, whether large or amall,
for their true worth and mot for speculative gaius.

Sub-standerd or speculstive secarities, to be carried
in Group II, are estimated to coaprise not more than 5 per cest
of the banks' holdings, end will be shown in exaainsatlion reports
at thelr avarage market prise for the 18 wmontha preceding the ex-
salnation, a method which would sore scourately refleet intrinsic
velues inm this group. Uanlisted securities in this group will be
shown at estimsted walue. In the case of Group III and IV ge-
curities, net depreclstion will continue to be classified as loss.
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In estimating the net sound capitel of beské, Ehe
totel of lomns elassifisd as loss, as well as the total deprecie-
tion in defsulted bonds end stocks will be deducted. In sddition,
50 per cent of the more doubtful losns, as shows in Class III and
50 per cent of the nel depreciation of the sub-standerd bonds listed
in Group II, will be deducted. Previcusly, the total of all of the
loans classified as doubtful has been deducted, but experience has
shown that not more then half result ia loss. Likewlse, in the
mtmmhumﬂcturdIor.mmﬁmuu-
fleeted by curreat merket quotations for the eatire ianvestment port-
folie. | |

A primery purpose of the program is to emcoursge the
private banklng system of the country to adapt its leading snd
investsent functions to present-day requlrementis of comaerce, in-
dustry and agricaulture. It will afford the banks a brosder oppor-
tunity for service to the comsanity and for profiteble outlet for
some of their abundant, idle funds. If the benks will avail them-
selves of that opportunity, the necessity will be diminished for
ereation of government sgencles to furanish eredit facllities which
the banks should provide. & first step in stopping defletion re-
quires that eredii contraetlion in the banking system be arrested.
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This iz essential in order to provide a basis upon which necessary
expansion can be brought sbout. This program should sssist in
halting private eredit contraction and emcouraging private credit
expansion which in turn will lessen the need for reliance upon
public eredit. Thereby it can conmiribate to generzl economic
health upon which the welfare of the public sas well as of the
banker and bank depositor depends.
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