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November 25, 1388,

MEMORANDUM:

TO « The President

FROR -~ Chairman Hecles

In Nerch, 1958, you declsared a National Emergency.
It should be iterminsted before your term explirea, Yet it can-

not be safely terminsted until e benking system has been
creatod which can withatand the impect of changing ecomomioc
conditions, snd a coordination of FPedersl banking supervision
has been esteblished that will be capable of exerting its ln-
fiuence towards the control of an inflation or towards cuashion-
ing & deflation when either of ithese conditions becomes danger-
ous to the natlonel economy.

The Administration's courageous and effective actions
in dealing with the moat acute banking collapse in history have
svoked universal comsendation., The restoration of confidence
in the benks and the subsequent recovery, however, have tended
to obsoure the fact that our banking systsn remains fundamentel-
ly unsound. It has been dealt with on an emsrgency basls. It

needs now to be dealt with on & broader, more permanent basis
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of reconstruction so thst it can function effectively as an
integral part of the Government's mechanisms for coping not
only with polentlal future emergencies of inflation or de-
flation but slso with an emergency that might be created by
the internstiocnal situstion., The effective organization of
the banking sysiem iz & basic and ezsesntial part of any com
prehengive progras of preperedness.

The syatem is not now so organised. Responsibilities
end authority are scattered smong warlous egencles; there is
much overlapping, duplication, conflieting jurisdictiom; there
is lack of uniformity both in practices and inm policies ao
that, as for example in comnection with the Administration's
easy money policy, efforts of the Treasury and of the Heserve
System to carry out that policy tend to be frustrated because
soms of the sgencles pursue contrary practices or policiles;
the system is characterlzed by mumerous peralyzing dis-
crizminations as between meaber bhanks of the Reserve System,
insured benks end State benks not under Federal supervisionj
enforcement of sound banking standards and the Government's
ability to carry out national polley in the public interest
becone & mockery when benks may &t will escape supervision by

the Federal authorities. This mskes for the "competition in
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laxity* which hes long been & blot on the American banking
system,

Becsuss of the multiplication since 1929 of Federasl
egencles elther with supervigory or lending powers, or both,
the situation has become even more unsatisfsctory, and the
nead for reorganization, consolidation and simplificztion the
more urgeat. An excellent precedsnt is to be found ia the
Administraetion's bringing together under the Farm Credit Ad-~
ministration of the scsttered suthorities that previously
were divided among the Federsl Farm Board, the Federal Farm
Loan Board, ths Reconstruction Finanes Corporaticn, the De-
partment of Agriculture and the Treasury Depertment. As the
President declared, this reorganization of the farm credit
povers was “to eliminete owerlsapping, prevent duplication,
settle conflicting jurisdietions-—in shorti, to provide & more
efficient, logicel and consclidated credit service for the
farzmers at low cozt.®” The same genersl reasons apply with
even greater force to the banking situation today. Another
precedent is to be found in the Administretion’s merging in
the Home Loan Bank Board supervision of the operstions of the
Home Owners' Loan Corporation, the Home Loan Bank System, the
Faderal Savings and Loan Associztions and the Federal Savings

and Losn Insurance Corporstion.

Federal Reserve Bank of St. Louis



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

In striking contrest, the attached chart portrays

the disorgeualzed, complex end irrstional structure of the
Federal benking agencies,

Bayond these conspicuous structursl defects, how-
ever, the banking system is in no position today to withstand
another severe inflationary or deflationary erisls, and the
Fedaeral authorlties are without edequate means of exerting &
control over the wust and voletile credit reservolrs, swollen
by the fortultous inflows of foreign eapitel end gold, nor has
the banking system any adequate mesns of protecting the
domestic sconomy from these foreign movementis.

If the Federal Reserve System, with its netion-wide
organigation, extensive equipment and treined personnel, has
any basic justification for existence it is to exsert an in-
fluence towards greater ecomomic stability and to altigate
apeculative credit excesses and inflationary or deflationary
extremes. Yot while the Congress has vested the Reserve Systea
with certain powers to cope with suech erediti developmentis,
those powers itoday sre wholly inadequate, and the Resorve
Systesm is pleced in the untenable position of having & tre-

mandous responsibility which it is incepeble of discherging
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becsuse of lack of edequate powers snd divided and eonflicting
benking authorities scattered among Federel and State juris-
dietions.

In the past five yosars there hes been an addition of
seven billion dollars to the monetary gold stock of the eountry,
resulting principelly from a flight of capltal from Europe. On
the basis of reserves created by this gold there eould dbe a
credit expsnsion that would wreck our econcmic machine. Yet
there is no power in any agency of Government to teke action to
control these reserves, except the power of the Treasury to do
80 by inersasing the public debt. This is politically difficalt
and would result in a rise in the cost of borrowing. If the
Treasury had tc borrow & constantly incrsasing amount for the
purpose of sterilizling present excessive gold stocks, as well
as future inflows, the result would be an incresse in the
interest cost not only on the smount borrowed for this purpose
but also on all borrowing that the Treasury had to undertuske.
Some method other then this must be devised for discoursging
the inflow of forelgn capitel end gold and for controlling the
sffects on cur economy of the gold that has alresdy come to

this country and that may come in the future.
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It i3 also highly desireble to diacontime purchases
of sllver which llkewlse further increase the excess raserves
of the banking system. The silver program is an unnecessary
and useless one for monetary end credit purposes and serves
solsly a2 a subsidy to silver producers. That the silver

policy is not sven politiecally justifisble is indlcsted by the

attached rasclutions of the Anerican Bining Congress.

Bot only does the present set-up foster lnefficlency,
but 1t leads to dlsputes over suthority and results in the
frustretion of monetary and credit policiss by actions of super-
visory agencies. 4&s & recent example, at the President's re-
quest lsst spring u conference of the Federal banking agencies
vas cciled under the leadership of the Seoretary of the Treasury
for the purpose of batior coopdination of bank examinatlion
policy. After extended diacussion mnd compromise, an agree-
ment was finslly resched, coupling with it & modification of
the Comptroller's Regulation. Sympathetic and understanding
administration 1s necessary to carry out the purpose and spirit
of the agreement in prectice., Such edministration 1s not to be
expected when there are wide differences of interpretation and

applicetion of the terms of en agreeaent representing & com
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promise of widely divergent views.

Outworn exsminlng practlices have mot only frustrated
Adainistration policy which the Treasury and Federal Reserve
have sought to cerry out, but have served to accantuste de-
flation on the downswing and to encourage over-expansion and
speculation on the upewing. Congress has recoguized by legls—~
lation and the Reserve authorities sre endeavoring to follow
the principle of taking msonetsry action so aa to reduce the
violence of both inflation and deflation. Both the Ad-
sinistration and the Reserve suthorities have consistently
followed an essy money policy designed to encourage bank lend-
ing and investment so es to stlmilate businesas, which, in turn,
would relieve the Government of a corresponding smount of
public borrowing. The effeet of thsse policies snd actions
is largely mellified when bank examiners following outworn
methods entirely unrelatsd to monetery pollicy, eriticize the
benks for making the kind of loans which are required by the
commnities in which they operate.

Uld~feshioned bank examination wmethods, still being
pursued, stteapt to force banks to liquidats on the downswing,

thereby accentuating deflation end undermining the banks' loans
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and investments. This not only discoursges the banks from
saking new loans at the very time the Government is attempting
to encoursge them to do so, but 1t places sdditionsl burdens
upon the Federsl budgei by requiring the Government to sel up
Federal egencles to supply the credit which the banking aystem
is thus discouraged from supplying, and to expand the supply
of money end put it into oclrculstion through relisf and other
programs because of the deficiency resulting froa bank liquid-
stion and the fallure of private credit to expand.

The time for improving the quality of bank sasets is
under boom conditions. That is when banka make loans and in-
vestmanta thet later get them into trouble. However, this is
the very time when bank examination policy falls to dlseourage
unsound loans end investments becsuse it persists in measuring
wvalue by the artificial yerdstick of ticker quotailons, which
are likely to be as unrepresentstive of true worth in a
speculative period es they are when all prices are abnormally
deprassed,

I have pet forth the foregoing at asome lengih not
only as an example of conflicting policies, dus to the existing
diffusien of authority, but begezuse this case particularly re-
flacts ihe necessity for close cocordination of bank exsaination
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end investment policy with Covernment monetary poliey.
Authority over monetary policy is largely usslesa
unless such authority is closely integrated with bank 6x-
amination and inveatment policy. In prineiple, authority
over all these functions should be westsed in one agency,

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

agencles,

Thess problems should not be left for eonsideration
latsr than this winter inasmuch sz & year fros now the country
will be on the eve of a presidential election. The banking
holidey should be terminated before that time. %o leave the
situation until after 1940 would involva & delay thet aight
prove disastrous in the face of future speculative and in-
flationary potentislities end taking into account world con-
ditions together with the exposure of ocur credit systes to
foreign influsnces.

To let the situation drift would not only indlicate
unawgreness or unwillingness to fsce ii, btut would glve the
opposition an opportunity to make sn 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 meke such & case sgeinst thls kdwinistration,
but reaponsibility for future consequences would be upon the

shoulders of the Congress.

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

to Congress would in a peregraph or two indicste in a general
way the nesd for further conmstructive banking legislation to
esnable ths benking systea to deal more effectively with the
present situstion end future developments. 7Then, in its annusl
report to Congrese, the Board of Uovernors, it seems to me,
should make & ressonebly complete statement of the sxisting con-
ditions and expreas willingness to sppear before Congress, if
called, to advise on appropriate legislation, Or, shkould the
Board for any reason not see its way clear to muke such & re~
port, then the Chairmun at least should do sc.

This course seoms 1o me to be fer preferable &t this
time to attempting to bring ebout an agreement among Federal
banking sgencies upon a specific plece of legialation, which
would be regarded as en Adminiatration bill and would be slmosti
certain to be attscked on pertissn grounds. Moreover, z& you

are aware, the members of Congress are jeslous of iheir pre-
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rogatives snd resentful at having any one sgency present cut-
and-dried legialetion for pessege. If the President requested
Congress to assert this prerogative and to work out necesasary
legislation, hostile members of Congress would not be able to
side-step ihe responsibility, snd sll agencies interceted in
the legislation would have an equal opportunity to present
thelr viers.

If legisletion results, the credit would redound to
the Administrstion, Whereas, if Congress fails io act after
having bees requested to do so, the omus will be on the Congress
or on the groups that blocked anctlon. Instcad of leaving an
issue for the Republicsna to meke much of in 1840 and sgainst
which the Democrats would find it diffieculi to meke a defense,
those responsibls for bloeking the legislation will be on the

defensive,

Yorm of le

I belisve that Congress would be wllling to initiate
a program bringing about a merger of Fedarsl banking supervisory
agencies that would largely avoid conflicting jurisdictions and
effect a much betiter set-up of the Federal agencles.

The Comptroller of the Currency is almost entirely to-

day an exawining agenecy for natlonal benks, the other functions

Federal Reserve Bank of St. Louis



- 12 -

of the offiece being alnor. The Federal Reserve System ex~
anlnes State member banks. The Federal Daposit Insursnce
Corporation exanines State insured benks that are nonmembers.
It would seem 1o me to be politicelly feaaible to obtein
lagislation which would merge the examining functions of the
Comptroller's office and of the Federal Reserve Systea with
the Federal Deposit Insurance Corporstion, sherees any other
method of complete consolidstion of these fusetions would, in
my opinion, be impossible to obtsin from Congress. This
would be logicel because ell of the benks now exsained by the
various Pederal agencies are insured banks. Thls would place
in one agency all Federal exsmination, supervisory and charter-
ing functions, while thers should be congolidated in the Re-
serve Systenm all of the regulatory funotlons, thus slinminsting
the numercus discriminations now exiating between membsr banks
and nonmember banks. Atf{ached 1s a memorsndum showing the
aany existing discriminatory provisiong of lsw,

If this were done, it would be important, however,
1o have exeminstions, chartering, supervisiom of trust depart-

sents, and other supervisory functiona carried on with close
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coordinetion with the Federsl Heserve. To bring this about,
I would suggest, if celled upon to testify, that the Chairman
of the FDIC be appointsd to the wacsney now existing on ithe
Board of Covernors and that the Chairman of the Board of
Governors be put on the FDIC to f1ill the wscanoy on that Board
which would result from merging the offlce of Compiroller. I
would suggest that the third member of the FDIC be designated
by the Becretary of the Treasury to represent him on the FUIC
Board and to serve at his plessure. The effect of this would
ba to have on the FDIC Board two out of three mezbers who are
slso nsembers of the Federel Reserve Board. This would afford
sn sxcellent opportunity to work out a haraonious and co-
operative program of relations and of integrating examination
with monetary policy. In the new Federsl Heserve Pullding there
is considerable aveiladble spece and there is also an edjoining
vacant building lot for future expanslon of all the offices re-
gquired ly such a merger. This joint houaing would, in turm,
eliminete dupliocstion of statistlesl sand other funotions.

I mention the forsgoing poasible solution of the
organization problem, but should some better sat-up be deviszed,
or should you prefer some other course, I would naturslly wish
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to defer to your judgmeat. My own guiding view 1z merely
thet the preasent sei-up is unsound end iapractiesl, end I
am not wedded to any one solution but only to the necessity
of getting some solution. The most practiecable compromise,
I think, would be the plan suggested, calling upon both the
Reserve System and the Compiroller's office to give up thelr
exanining funstions to the FDIC, then coordinsting the FRIC
and the Reserve Board so thst policies, now end in the past
repeatedly in conflict, mey be harmenised,

dn important part of this patiern, I think, would
be to do away with the existing legsl barriers to membership
in the Reserve 8ystem, and, in fagt, to sorap sltogethsr the
restrictive membership requirements, by blanketing all insured
banks into the System and requiring that they cerry their re-
serves wilh the Reserve banks, at the same ilze, of courss,
being entitled to 21l of the privileges of the Reserve System.
One provision thet I favor, which would, in wy judgment, make
thia propossl mors attractive to the insured banks, would be
that they be relieved of paying insursnce assessmants on the
funds they ecarried with the Reserve bsnks &s reserves. This

woiuld also have the desirsble effect of tending against the
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over-conceniration of correspondent bank bslances in the lerge
monay centers, chiefly in New York., It would have an incidentel
affect of serving to put a bottom of 1/12th of 1 per ceant on
interest rates.

I would also recommend, if asked, that the Federsl
Reserve System be completely fresd from privete banker influence
and made unequivocslly a public body. W%hile the truth is that
the System is not banker dominsted, it has been such eriticized
by Patman, Coughlin and others because private bankers are on
the boarde of the twelve Federal Ressrve benks and because meaber
benks hold stoek in the Federsl Reserve banks, on which stock
they receive a 6 per cent dividend, & rate that is out of lise
with current returus.

I, eccordingly, would recommend that bankers be re-
soved from the directorates of the Federal Reserve banks; that
such directorates consiat of three representatives of commerce,
agriculture end industry who would be eleected by the banks; that
three others representative of the publie interest be appolnted,
as now, by the Board of Governors, and ithai a seventh director
be chosen either from among or by State bank supervisory

authorities. This would reduce the number of directors from
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nine, ap at present, to seven, and would give the Board en
equsl pumber with those elected by the benks, while the State
banking suthorities would be represented by the seventh moember.

I would also recomamend that the Reserve bank stock
be done awsy with entirely, as it is not necessary. I would
suggest that the Reserve Systes be permitted to accumulstie in
1ts capitul account out of enrnings & sufficient amount to off-
sot the loss of capital due to paylng off the stock, but sld
earnings in excess of such amount to be paid into the Tremeury
esch year z8 & franchise tax. These two changes would remove
two principal, though exaggerated, somplsinis agesinat tihe
present set-up of the Systea.

It is also important thst the Reserve System be given
inoreased powsr to desl with foreign balances, particularly
those of forelgn governments snd forelign central banks. Tike-
wvise, the Reserve System should have restored to it the power
to buy Treasury billas direectly from the Treasury as can be done
by every other centrsl bank in the world.

There are various other recommendetions I would neke,
if called upon, which I feel would astrengthen and simplify the
existing banking system, bui the foregolng are the principel
and most important ones.
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It would be very helpful to ae to feel that I had
your moral support in connection with remedying the banking
situation at this time. I would not want to make recomsend-
ations contrary to your wishes, if I should be ssked to testify
before Congress. The steps I have outlined would, I think,

aeot with a minimum of politicel resistance, while accomplish-

ing deairable results.

Since no modern economy can get along without a
centrsel banking orgunisetion, I have assumed the continusnce
of the Reserve Systea in any plan of reorgenisstion. The Re-
serve Systeam, crested nearly & quarter of & century ago, per-
forms pumerous essential functions for the benking system, and
if abolished would heve to be replaced by some other system o
perforn the same functions. The Reserve Systea has an extensive
physical plant, consisting of the 12 Federal Reserve banks with
their 24 branches and agencles, located in principal cities
throughout the country, snd the Board of Governors in Washington
cccupylng & recently constructed building with ample facilities
to accommodate all existing Federal banking functions, and with
material savings in the elimination of duplicatiion. All of this

represents a large lnvestment imn property. In addition, the Re-
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serve System has a continuing end tralned personnel both in
the fleld and in Washington.

The Board of Governors of six wembers now--seven re-
quired by law—has its owmn treined steff of lawyers, sxaminers,
statisticlans, economists, etc., the personnel in Washingtom
numbering more than 3$50. Under the law the Board iz a con-
tinuing sgeansy, and 1t is able to coniritute that expertineas
whieh follows from continuous service. It is able to devote
its full time and resources to the single purpose of deeling
with benking and monetary matters. The present Bourd was
solected satirely by this Administration. It 13 one, thare-
fore, in which the President can have confidence. Under ex-
isting circumstsnces, the Board 1z in the uneaviasble position
of lacking suthority to discharge the responsibilities impoasd
upon 1t by law, and I guestion whether the Bosrd can hold or
contioue to attract the services of public-spirited men if this
situation 18 not remedied.

Speaking for myself, I would not wish to continue in
the Chairmanship of a System which in the ainds of the publie
and of Congress is charged with great responsibility for ex-

ercialng controls over domestioc cradil end monetsry conditions,
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when, in fact, a8 it existe toduy, the Systew'’s powers and
aathority ara largsly limited to the performance of mechaniesl

functlions.

in conclusion
¥ithout venturing to spesk for other membera of the

Boerd, I, as the Chairmsn, find myself in the situation where
I would be open to the charge of feiling in @y public duty,
snd I feel that I would be equally remiss in my obligstion to
the President, if I were to let the impression stand that I
felt that the benking situation was sefe, and that ro steps
nesded to be taken to safeguard it against the dangers shead.
My term expires s yesr from February, and I heve no right
choice, it seems {0 me, except to bring to your sttention well
in sdvance of the end of my term the neceasity for remedisl
action before the problems becowe ecute, and there is & flere
beck of eritielsm. Othervise I would be justly cherged sither
with not knowlng the facte or withholding them for soms
reason. While my rsappointaent, a yesar from Februsry, msy be
out of the questlon for other ressons, in any cese, ss I view
1t, 1 should not put the President In the position of con-
sidering for reappointment an official who had so far faliled
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in the discharge of the responsibllities of his office.

I think it is clesr that, sa Chalrmen of the Board,
I have & responsibllity to bring these genersl considerations
to your attention so that, if you consider it appropriete to
do so, you mey include in your message the request that the
Congress take cognlisance of the situstion with a view to pro-
viding the nocessery remedles end safeguards. Thereby, I
fesl, the Administretion will have done itz part, and the

responsibility for sction will be cieerly upon the Congress.

Attachaents,
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