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STATEMENT ON TITLE II OF THE
BANXING BILL OF 1935

by

E. A. GOLDENWEISER
DIRECTOR OF THE DIVISION OF RESEARCH AND STATISTICS
FEDERAL RESERVE BOARD

In making a statement on the proposed Banking Bill of 1935, I wish
first of all to make it clear that, although I am Director of the Division
of Research and Statistics of the Federal Reserve Board, my statement
represents my views alone and in no way reflects the opinions of the
Pederal Reserve Board,

What I propose to do is to discuss the provisions of each section of
Title II of the bill and to analyze somewhat thelr technical significance
and their relationship to the experience of the Federal Reserve System,
The references in my statement will be to H, R, 7617, which is the bill as
passed by the House of Representatives,

Section 201 provides for the combination of the position of governor

and chairman of the Federal Reserve banks, It is provided that the
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governor and chairman be a Class C dircctor and that his appointment be
approved by the Federal Reserve Board every threc years when his term as
Class C director expires.

Combining the two principal officers in each Federal Reservc bank is
clearly in the interest of administrative efficiency. Experience has
demonstrated that there are a number of occasions and circumstances where
the present set-up results in delay and confusion and sometimes in even
more serious difficulties., As ic well known, the Federal Reserve Board
now appoints the chairman and the deputy chairman of the board of directors
of cach Federal Reserve bank, The board of directors elects the governor
and the PFederal Reserve Board has no officlal relationship to his selection,
and only has authority to pass upon his salary and the power of removal for
cause, While in many cases the arrangement has worked reasonably well, there
are many other cases and occasions where, either through a lack of coopera-
tion between the two officers, or for some other reason, undesirable situ-
ations have developed. The governor is the chief executive of the bank and
has direct contact with the operating staff., The chairman, on the other
hand, is the representative of the Pederal Reserve Board through whom the
Board usually comrmnicates with the bank. Occasions may arise and actually
do arise where the Board'!s communications to the chairman do not reach the
governor promptly enough to be a guilde to him in his operating policies.

On the other hand, there are occasions where the governor by communicating
directly with the Board leaves the chairman uninformed of situations for
which he has a certain amount of responsibility. Such occurrences are al-

most inevitable under the present system.
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It may be said also that the chairman of the board, who is supposed
ts represent the Federal Reserve Board, is in reality closer to the local
directors over whom he presides and with whom he has to work from day to
day. It is probably impossible for the Federal Reserve Board to have a
man of local standing represent it in effect on any issue where the local
point of view may differ from the national point of view, In the light of
this experience it seems better to recognize that the local management has
to be primarily local in character; that the Board needs and can have no
direct representative in the bank, and that one officer, elected by the
local directors, should be at the head of the bank, That this officer should
be subject to approval by the Board would seem to go without saying, for
otherwise the Board would have little or no say in the management of the
banks,

It is not true, as has been alleged by critics, that this would greatly
increase the Boardls authority over the individual Reserve banks. The
Board under existing law could have just as much authority if it chose to
make the chairman of the board the principal officer by paying him a higher
salary and prescribing that he be the chief executive. This was probably
intended by the original Federal Reserve Act. It is believed, however, that
it is vest, in view of the fact that the office of the governor has become
established and has obtained a definite status in the public mind, that it
be retained and combined with that of the chairman. It is true that under
the proposed law the Federal Reserve Board theoretically could control the
chief executive by holding out a threat that in case he did not comply with
the Board!s wishes his appointment at the expiration of his term would not
be renewed. But this is a situation that has always prevalled, and has
always remained theoretical. The Board under existing law could have made
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rather than merely passing on his appointment once in three years, and could
have insisted that the chairman in all cases carry out the Board's wishes
or.be removed. The Board has not done so, however, and there is no reason
to believe that it would act differently under the proposed arrangement.
The point to be kept 1n mind is that any board that has sufficient powers
to perform its functions and to be of service must necessarily also have
powers that can be abused. Protection against this rmust be sought in select-
ing for the Board the callber of men that would not abuse the powers en-
trusted to them, and also in the growth of a tradition of service, Ulti-
mately the only safeguard is an enlightened public opinion.

It has been sald that under this proposal the Board will be able to
select every employee of the Reserve banks. This is entirely contrary to
the change which the bill proposes in existing law. Under existing law the
Board has the power to select directly about 600 employees who are now car-
ried in the Federal Reserve agents! departments, and it also has the powsr
of approval of the salaries of all of the other employees. Under the pro-
posed bill the Board will not have the power of selecting anyone in the
Pederal Reserve banks. It will merely have the power of approving or dis-
approving every three years a governor who has been selected by the local
directors. The Board, therefore, wlll not be in a position to force a
governor on unwilling directors., It will merely be in a position not to ap-
prove a governor or vice-governor who has been selected and is unacceptable,
Qutside of these two offices, the Federal Reserve Board will have no powers
over the personnel of the banks other than approval of their salaries, which
is in existing law and is being retained.

It would appear that this is a retention by the Board of a minimum of
power that is necessary in order to discharge its supervisory and coordi-
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nating responsibilities. It wlll not diminish local autonomy, but on the
contrary will increase it, because there will be no officer in any Federal
Reserve bank who has not been selected by its own board of directors.

There has been some criticism of the sentence in the proposed bill
that all officers and employees of a bank shall be responsible to the
governor. This sentence 1s unimportant and merely represents the draft-
man's desire to make it clear that the governor shall be the sole execu~
tive head of the bank, It does not in any way conflict with the author-
ity of the board of directors, which is provided for in other portions
of the law, which it 127;roposed to repeal or modify. (See section L
on page 7 of the 1933 edition of the Federal Reserve Act.)

Section 202 is related to a section in the Banking Act of 1933, which
provides that all insured nonmember banks shall become members of the Fed~-
eral Reserve System by July 1937. This provision of the act of 1933 was
repealed in the House bill, but ought to be restored because it 1is of
great importance that all insured banks be subject to Federal supervision.
It is a step in the direction of unification of bank supervision which is an
essential to the discharge of their responsibllities by both the Federal
Deposit Insurance Corporatlion and the Federal Reserve System.

it sas veen sasa that the propowul i secviun dug for givang the
Board authority to waive requirements for admission of insured banks prior to
July 1, 1937,would lower the standards of the Federal Reserve System and
that it might be better to retain those standards and have the Federal

Deposit Insurance Corporation bring the banks up to the standard before

they are admitted, This argument disregards the fact that Federal Reserve
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banks and member banks are all affected by conditions that develop in non-
member banks, A4n unsound banldng situation affects the entire community,
and since the Federal Reserve System has to stand the consequences of un~
soundness in nonmember banks, it should have authority to admit all exist-
ing insured banks and gradually to bring them up to standard.

The suggestion that only insured nommember banks with deposits of
$500,000 or more be required to join the System may be a reasonable com-
promise, because it would bring into the Federal Reserve System more than
95 percent of all deposits of the banking system and would leavc outside
only such small banks as may find it difficult to earn expenses without
charging for exchange, which the Federal Reserve System does not permit,
This compromise would also prevent banks with $500,000 or more of deposits
that are members of the System from leaving it, It would be better to
have all the banks come into the System, but the compromise would be an
important step in that direction and would appear to be the minimum of
what ought to be required at this time,

Section 203 of the proposed bill provides that members of the
Federal Reserve Board shall be persons well qualified by education or
expericnce, or both, to participate in tlie formulation of national eco-
nomic, and monetary policies, This is a change from the existing require~
ment of law which reads:! "In selecting the six appointive members of the
Pederal Reserve Board . . . the President shall have due regard to a falr
representation of the financial, agricultural, industrial and commercial

interests, and geogrophic divisions of the country." This enumeration of
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intersts to Lo representcd does not give the President any derinitce
dircctions and does not appear to bc the proper principle on which Board
members should be selected. It would seem that they should be selected on
the basis of their qualifications to perform the functions given the Board
rather than on the basis of representing specified interests. Thc worst
way to constitute a Board would be to have it constitute a group of repre-~
sentatives of special interests which might be at odds with each other,
It is vastly better to say that Board members shall be qualified to do
their work, While this is not a guarantec of the appointment of efficient
Board members, it may exert an influence in that direction and may make it
morc difficult for a President to appoint persons without appropriate training
or cxperience,

It has been said that under the proposed bill the President would have
the power to appoint all the members of the Board from one district, but
thero is:nothing in the bill to justify this statement., The requiremcnt
that no more than one member be from tho same district is retained, with
the exccption only that it need not apply to thc Governor of the Board,

The reason for this exception is that the President ought not to bc prevented
from appointing as Governor a man preemincntly qualified for the position,
merely because some other member of the Board may be from the samc district,

While it would scem that the proposed qualifications of Board members
are desirable, it might be wise in addition to provide that at lecast two
of them shall have had experience as executive officers in a Fcderal Reserve

bank or a commercial bank, There was a provision in the original act
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requiring that there be two trained bankers on the Board, but it was
repealed in 1923, In view of the necessity of deciding many technical
banking problems, and particularly technical Federal Reserve banking
problems, it might be a useful indication to the President to say that
at least two memberw shall have had such a background, It may also be
desirable to provide that the Board members shall be qualified by educa~
tion or experience to participate in the formulation of national economic,
monetary and banking policies, The addition of the words "and banking
would be a recognition of the numerous duties of the Federal Reserve
Board that deal with technical banking problems and of the general
responsibility of the Board for using its influence toward the main-
tenance of sound banking conditions,

The House of Representatives in passing the bill eliminated the pro-
vision for raising the salaries of future Board members from $12,000 to
$15,000 and also the provision for pensions for Board members, Both of
these provisions are extremely important in the interest of obtaining
the services of the best possible men for the Board. It is not possible
to offer Board members salaries that would complete with what private
enterprise could pay for similar positions or for men of similar caliber,
but the salaries offered ought at least to be sufficlent to enable the
members to live in Washington in an appropriate manner and to make
provision for their old age, It has been sald that the Board members

ought not to be removed except by impeachment, Anything that is done
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in the direction of strengthening the Board's independence from
partisan political control would be in the public interest and, therefore,
any provision that would be in that direction would be highly desirable,

There has been & good deal of criticism of the provisions relating
to the position of the QGovernor of the Pedoral Reserve Board, This criti-
cism has been directed at provisions that exist in the present law as much
as at those in the proposed bill, The President always has had the power
to designate a member of the Board as Governor and to terminate this designa~
tion., In drafting the bill this power of terminating the designation has

been stated more cleérly. In the bill as originally introduced the Presi~

dent was given the power to rcmove the Governor not only from the Govern~
norship, but also from membership on the Board, This has been changed in
the bill as it passed the House, a change that is desirable. 1In the form
in which the bill passed the House there is no increase of the power of
the President over the Governor of the Board, and the only change in the
matter is that a Governor, who resigns, upon not being redesignated

as Governor, would not be obliged to stay out of the banking business

for two years, but would be permitted to resume it at once. This is de-
sirable in the interest of obtaining successful men from the banking field
as Governors of the Federal Reserve Board.

In view of the outcry against the proposed increase of political domi-
nation of the Federal Reserve System, it is worth repeating that the provi-
sion about the Governor in the bill as originally introduced was the only
shadow of an excuse for this criticism, and thatitié elimination of this pro-
vision, which was not intended to increase political power,but could be so

interpreted, there is nothing in the bill that in any way increases
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the power of the Administration over the Federal Reserve Board. There is,
on the other hand, a great deal that increases the Board's independence;
increased salaries, increased pensions, definition of qualifications all
add to the possibilities of having an independent Board. The Board is
also given a definite objective, which would increase the Board's power
to resist political pressure, because this pressure is likely to be exer-
cised in a direction not consistent with the objective to be prescribed
by law as a guide to Federal Reserve policy.

Section 204a provides that the Federal Reserve Board may assign to
its members or representatives the performance of such of its duties
as do not involve the formulation of national policies, Oz the face of
it this is a minor provision, but it has important consequences, because
it will enable the Boafd to be relieved of a large number of routine duties
which do not permit it to give its entire time to the study of economic
conditions and the formulation of credit policies, It is expected that
this provision would help to make the Board more of a policy-making body
and less of an administrative organization. It will also enable the Board
to delegate duties to the Reserve banks and thus to increase their re-
sponsibility and independence in local matters,

Section 204b provides the objective towards which the powers of the
Pedcral Reserve Board shall be used. This objective reads as follows:
91t shall be the duty of the Pederal. Reseorve Board to exercise such powers as
it possesses in such manner as to promote conditions conducive to business
stability and to mitigate by its influence unstabilizing fluctuations in the
general level of production, trade, prices, and employment, so far as may

be possible within the scope of monetary action and credit administration, "
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The wording of this objective is not necessarily the best that can be
devised, The general purpose of it, however, is clearly in line with what
every other central bank does, what the more recent ones are being required
to do by their charters, and what the Federal Reserve System has tried to
do without legislative direction, The criticism that has been made of this
objective has been entirely unjustified, There is nothing in it that will
give the Board any power to 1limit the emount of credit to be extended to
any one industry or to expand it for another industry., The authority of the
Board over the loaning activities of the member banks would not be in any
way affecteds The objective is merely a statement of a direction by
Congress that the Pederal Reserve Board must do what can be done through
its powers towards bringing about a sounder and more stable condition of
business, The objective might be modified to read: "It shall be the duty
of the Federal Reserve Board to exercise such powers as it possesses to
aid in the maintenance of sound banking conditions and business stability
and to mitigate by its influence injurious fluctuations in the general
level of production, trade, prices, and employment, so far as may be
possible within the scope of monetary action and credit administration, "
The purpose of this change is to eliminate some unnecessary words and to
introduce into the objective the requirement that the Federal Reserve
System shall work towards sound banking conditions as well as towards
business stability. This has always been one of the functions of the
System, and while it would be understood to contimue to be one without
being included in the objective, it should be stated explicitly,

Section 205 provides for giving the Federal Reserve Board full au-

thority over open-market operations after consultation with a committee of
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five governors of the Federal Reserve banks, elected by the twelve governors.
This provision has been subjected to severe criticism on the ground that it
increases the powers of the Board as against the powers of the Reserve banks,
It is true that this proposal adds open-market operations to the instruments
of monetary policy, which are now possessed by the Feder;l Reserve 3Board.
This is done on the theory that the three principal instruments of monetary
policy, namely, raising or lowering of the discount rate, changes in reserve
requirements, and open-market operations should all be in one body that is
clearly defined and that has unescapable responsibility for the policies

it adopts,

There has been criticism of this provision on the ground that the Fed-
eral Reserve Board, which has no financial interest in the Reserve banks,
will by this provision acquire control over their funds, This would be a
good argument for having the Government buy the stock in the Federal Reserve
banks, For, if a small investment of $146,000,000 with an aasured 6 percent
return entitles the member banks to have a dominant say in the formulation
of national monetary policies, then the only rational conclusion would be
inevitable that they must not be permitted to hold the stock, The necessity
of Government control of the public function of regulating the volume and
cost of money should be beyond dispute. Another variant of this argument
against the concentration of authority over open-market operations in the
Federal Reserve Board is that the Federal Reserve banks obtain their avail-
able funds from member banks, and that, consequently, the boards of dircc-
tors, which represent the member banks, should have the power to determine
the manner in which these funds are to be employed, This contention would
run counter to any attempt to entrust the determination of monetary policy

Digitized for FRASE8 a public body; it would carry its proponcnts far beyond the proposals
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in the new bill, into the heart of the present Federal Reserve Act
itself, which, among other things, authorizes the Board to order one
Reserve bank to rediscount the paper of another, The argument, further-
more, 1s based on a wrong assumption, since the Reserve banks do not
obtain their funds from the member banks, except to the extent that these
funds arise from the deposit of imported gold. The funds of the Reserve
banks, or rather their ability to lend and invest, is not obtained from
any source, but arises from the power given them by Congress to issue
notes and create deposits, It is a power bestowed upon the Reserve banks
by the Govermment, and it is fitting that its exercise be under control
by a govermmental body.

At the time the Federal Reserve Act was enacted, the conception
of money was largely limited to currency, and over currency the Federal
Reserve Board was given complete control. This conception has since
had to be expanded to include bank deposits as money, and the Board'!s
power to regulate the volume of deposits is in harmony with its power
over currency issues. The fact is that it was intended in 1933 to give
the Board this power, but in the course of legislation the section
dealing with this matter was distorted and there was created what
appears to be an impossible situation., Open-market policies can be
initiated only by the governors on the Open Market Committec, The
Federal Reserve Board has the power to approve or disapprove of policies
adopted by the governors, but policies recommended by the governors and
approved by the Board may still be mullified by refusal of the directors
of the Reserve banks to participate in their execution. In a matter
which is of vital national importance and in which timeliness and speed
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may be decisive, it is obviously undesiradble to have a complicated ma-
chinery calculated to bring about obstruction and delay, rather than to
have a clear-cut fixation of responsibility on a national body appointed
for that purpose,

There has been criticism on the groumd that this bill would give the
Board the right to authorize or even compel the Reserve banks to buy ob-
ligations directly from the United States Government, This is another
line of criticism that is not in any way related to the bill, There is

nothing in the %111 that changes the situation in this respect, The
power to buy directly from the Government now exists: it has been used
regularly on quarter dates, but only for relatively short periods, There

is nothing in the proposed bill that would change the legal situation in

this respect, If the critics wish to prohibit direct borrowing by the
Government, they should offer an amendment to the Federal Reserve Act

to that effect,

Section 206 relates to eligibility of maper for <iscount at the Reserve
banks. In placc of elaborately defined and restrictive rules about the
character and maturity of paper eligible for discount, the bill promoses
to give full power to the Reserve Board to prescribe by regulation the kind
of commercial, agricultural, and industrial paper that will be eligible for
rediscount by a member bank with the Reserve banks and to authorize a Re-
serve bank, subject to the Board!s regulations, to make advances to any

member bank on a promissory note secured by any sound asset of such member

bank,
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It is not correct to say, as has been said, that the Board, under
thc Pederal Reserve Act, has almost unlimited power to define eligible
paper, The only kind of paper made eligible by the law is paper drawn
for agricultural, industrial, or commercial purposes, When paper drawn
for these purposes is limited in maturity to 90 days for commercial paper
and to 9 months for agricultural paper, it is limited rigidly to loans for
current productive operations, The law excludes, not only investment paper,
but also all long-time consumer paper and all paper arising out of the pur-
chase of capital equipment,

The proposed change in eliglbility in some respects represents the great-
est departure in the bill from the conceptions that prevailed at the time
that the Federal Reserve Act was adopted. The theory of the Federal Reserve
Act is that the Federal Reserve banks by concentrating the reserves of
member banks will be in a position to lend to member banks for seasonal
or emergency purposes and thereby prevent periodic stringencles at crop-
moving seasons and at other times, which have been the cause of much trouble
in our banking system, With this limited conception of the functions of
the Federal Reserve System, it was natural that the kind of paper that the
Federal Reserve banks should hold was hedged in by rigid regulations., It was
felt that strict limitation of eligibility would (1) protect the assets of
the Reserve banks; (2) limit the access to the Reserve banks; and (3) en-
courage the member banks to have a larger supply of strictly commercial assets,
rather than to venture into longer-time enterprises, and particularly into
speculation, One of the objects of the Federal Reserve System was to pre-
vent the use of member bank reserves in the New York money market, which was
one of the causes of difficulties in earlier days. Out of this conception
came the requirement that assets should be self-liquidating, which means that
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should be the outcome of the consummation of the transaction for which the

loans were made,

In the 1light of experience, it is clear that the functions of the
Federal Reserve banks must be much broader than merely helping out banks in
emergencies, It has also become clear that access to the Reserve banks is
not limited even by strict limitations, because there never has been a
time when there has not been more eligible paper in the member banks in the
aggregate than was needed to meet all the requirements for rediscouni:, to
say nothing of the fact that the eligibility of paper secured by Government
obligations has still further expanded the channels of entry into the red-
eral Reserve banks, Limitation of the access to the Reserve banks through
eligibility requirements, furthermore, is a fallacious principle. At times
when credit exvwansion is active and restriction may be desirable, limitation
through eligibility is ineffective, because at such times there is ample
eligible paper available practically to all banks, On the other hand, at a
time of rapid credit contraction, like the one that took place between 1930
and 1932, the amount of eligible paper becomes more limited and many banks,
after having been subject to drains, no longer hold eligible naper. This
results in preventing the Reserve banks from coming to the aid of merber
banks waich may have sound assets, but no assets eligible for discount.

The situation in this respect became so acute, that in February 1932 it
became necessary to pass the Glass-Steagall Act, which belatedly relaxed the
limi tations and made it possible for the Federal Reserve System to help

out in many situations,

The other object of eligibility, namely, to nrotect the assets of the
Reserve banlks, is one that cannot be attained by strict technicalities.
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paper. It is much safer to leave this matter to the credit Jjudgement of
the Reserve banks and the regulations of the Board, so that adjustments
may be made in response to changes in economic and business conditions.
The assets of the Reserve banks will be safer if the simple injunction is
placed upon them that they must acquire only sound assets, than if they
are more or less relieved of that necessity in the eyes of the law if only
they abide by the strict rules prescribed in the statute, For these
reasons, therc is not much in the argument that eligibility affords pro=

tection to the assets of the Reserve banks.

The argument for strict eligibility rules as an encouragement for
banks to have commercial assets has more substance than the other reasons
for eligibility, but it is impracticable. Since eligible paper constitutes
only 8 or 10 percent of the banks! assets, it is clear that the strict
definition of eliglbility has not been effective in keeping the banks in
the straight and narrow path of commercial activity., Our banking system
represents a combination of commercial banking with savings banking.
Whether or not these two functions ought to be separated, it is impossible
to say, but many believe that they should., OCertain it is that that cannot
be done overnight. So lonz as the member banks hold $10,000,000,000 of
time deposits, it is necessary in the interest of continued economic
activity that they contribute to the capital formation of the nation by
investing those funds in capital assets. Encouragement of banks to make
commercial loans will make no practical difference in this respect, In the

particular situation that now prevails, it is more immortant to encourage
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the banks to serve their communities' needs, both for long and short-time
credit, If the banks do not do that, then other agencies or the Government
will, because the needs of the communities must be met., Many Government
lending agencies have been performing services that the banks could have
performed, and at this time a quixotic fight for a pure state of liquidity

is not only futile but harmful,

It has been alleged that the availability of all kinds of assets for
discount at the Reserve banks would encourage member banks to malze unsound
long-time investments, and that this is the disease which brought the
bankding system low in 1930-1932. Perhaps the most sincere and convinced
criticism of the proposcd bill has been on this general ground, Tundamen-
tally, however, this is not a realistic approach. The jJudgement of those
who malntain this position oppears to be suided by the fact that in many
cases banks that failed had been mismanaged and had indulged in wnsound
lending practices. It is beyond dispute that many such cases have occurred.
It is also beyond question that better banking supervision through unifica-
tion under Fedoral control of dbanks, of supervision, and of chartering should
help to prevent the recurrence of bad practices at the banks., The power of
the Board to remove officers and directors of member banks should work in
the same direction and many other powers glven to the Board in the Banking
Act of 1933 and in the Securities Exchange Act of 1934 should contridbute
to the solution of this probleme It is through thesc channels that the
influence of the Federal Reserve banks towards the maintenance of sound
practices in the member bazks should be exerted, ZXligibility is neither

an adoquate nor an effective means of control,
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It should be kept in mind that in an economic system 1ike ours,
where nine-tenths of the money is in the form of bank deposits, bank
assets back of demand deposits are the counterpart of the mation's current
funds. In such an economy 2 drop in the national income to less than one=~
half of its normal level inevitably must result in the destruction of a
considerable part of the value of bank assets, and wince fhe banks'! liabili-
ties to depositora remain intact, the total value of the assets will.no longer
equal the total .of deposit liabilities. With full recognition of the fact
that much of the banking trouble came through mismanagement and speculation,
it is nevertheless certain that the major part of the catastrophe, parti-
cularly after 1929, was not due to mismanagement alone, and in many banks
was not due to mismanagement at all, but rcpresented the effect on the
banks of a collapse of national income, Against mismanagement the fight
should be along the line of more careful chartering, better supervision,
and administrative correction of unsound situations, Against losses in
value of bank assets arising from the collapse of national income, the
fight should be for the maintenance of economic stability,

In theory neither the depositors nor the banks should suffer from losses
caused by a national collapse, since it is brought about by forces beyond their
control, ZEconomic stability should be the objective, With this objective
achieved, bank failures from that source should not recur, It is too much
to hope, however, with any degree of certainty, that this can be achieved
in the predictable future, Until such time as this is achieved, the banks
should be protected from this cause of mortality, both by a guaranty of

deposits and by the readiness of the central bank to liquefy scund assets
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when there is no market for them in a period of deflation, Assurance
to the bank depositors that they will suffer no losses sd long as
banks are soundly managed will prevent the recurrence of withdrawals
of deposits such as swept over the country in the years 1931 and
1932, There might still be losses of deposits, owing to unfavorable
balances of payment in individual localities, but mass withdrawals
followed by mass bank failures should not be allowed to recur,

This is not a radical doctrine -- it is essentially what was done
in countries that are often mentioned as protecting commercial banks
against unliquid assets and as a consequence naving stood the depression
without bank failures, The countries particularly mentioned are England
and Canada, It may be sald with assurance that the banks of Canada
and the banks of Great Britain at the low point of the depression were
ingsolvent in the sense that if their assets had to be sold the proceeds
would not have been sufficient to meet the liabilities, But the assets
did not have to be sold, because depositors did not withdraw their de~
posits, and that in turn was because the depositors knew that the banks
would not be permitted to fail, With all the banking concentrated in
the hands of a small mumber of large branch banicing institutions, it
was generaol Imowledge that the banks would be protected by the Govermment
in case of an emergency., And so the deposits remained intact and as
prosperity returns the solvency of the banks will be restored,

This is not a doctrine of encouraging banks to be conducted on an
unsound basis, It is a plea for the recognition of the necessity thaP

assets back of the nation's current funds be protected by the mnintenance
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of economic stability, and that to the extent that endeavors in that
direction fail the banks must be carried over the abyss of economic de-
pression by positive underwriting of their solvency by the central bank
or the govermment,

Fligibility of paper for advances at the Federal Reserve banks
determined by regulation of the Federal Reserve Board is a step in the
direction of having our central banking institution do its share in carry-
ing the consequencies of national economic mismanagement. A timely policy
along this line, boldly pursued, should do much to prevent the extreme
deflation which occurred in this country and in which the collapse of the
banking system was an important contributory factor,

The question naturally arises why it is that, notwithstanding the
depression, many banks have survived, Does that not mean that prudent
management could put the banks in a position to weather the storm? The
answer to this would seem to be that in part there enters into this situa~
tion an element of luck, There never has been a battle in which all of
the participants were killed, and if some survived that does not necessarily
mean that they were the bravest or the strongest., They might have been
the ones whom the fire of the enemy happened to miss, It may not all be
a matter of luck, As said before, management is a part of the picture,
but it may also be that in many of the cases the banks that have survived
are banks that happened to have had their funds in an industry that escaped
the worst phases of the depression, In another group of cases the banks
that have weathered the storm are banks that had failed to do their duty
in serving thelr communities when the skies were clear, It is certain that
a bank which conducts its business in good times on a basis that would enable
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it to meet all its liabilities on demand at the depth of a depression
is a bank that is not adequatcly serving the needs of its community, For
in times of depression nothing is liquld, except open~market short-time
paper, and a time comes when even that cannot be realized upon, except at a
heavy loss, The survival of some banks, therefore, is not proof that all

the banks that failed did so because of mismanazemont,

Section 207 provides that obligations which are fully guaranteed by the
United States as to principal and interest shall be eligible for purchase by the
Federal Reserve banks on the same basis as direct obligations of the United
States Govermment, This is a minor provision which eliminates the unnecessary
distinction between direct and guaranteed obligations of the Government,

Section 208 deals Wwith thc question of collateral against Federal Ree

serve notes, It follows the example of practically all central banks,
except the Bank of England, in providing that all the assets of the Federal
Regerve banks shall be the collateral back of all its liabilities and that
the privileged position of thc notc liability as against the deposit
liability shall be eliminated, The segregation of collateral against notes
has not seorved a useful purpose and so far as one can predict never will,
because it becomes restrictive only at a time when restriction is harmful
and does not restrict at a time when restriction may be desirable, It has,
therefore, a perverse restrictive effect, The reason for that is that at

2 time when credit expansion is proceeding at a rapid rate there is plenty
of commercial paper available as collateral, because the banks arc bor-
rowing heavily from thec Rescrve banks, Therefore, collateral requirements
do not restrict, At a time, however, when the Reserve banks are pursuing

a liberal policy of purchascs in the open market, in order to prevent
deflation, as was the casc in 1931, a point is scon reached vhep there
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is a shortage of collatoral and gold has to be impounded back of Federal

Reserve notes, and then the technical restrictions on the Reserve banks
aggravate the deflationary process, This is exactly what had happened

prior to February 1932, when the Congress had to adopt the Glass-Steagall

Act which permitted temporarily the use of Govermment securities as collateral

againgt Federal Beserve notes.
Collateral requirements against Federal Reserve notes should be abole

ished, It it is the wish of Congress to restrict the amount of Government
securities that Federal Reserve banks may purchase, that should be done
directly, as is done in some of the fordign central banks. To aim at it
through indirection by requiring commercial collateral or gold against Federal
Reserve notes works at the wrong time and in the wrong circumstances. It
does not protect the Reserve bank agalnst excessive holdings of Govern-
ment securities, and does prevent them from doing their share in fighting
a deflationary movement.

Section 209 clarifies the power of the Reserve Board to raise or
lower reserve requirements of member banks. This power was granted to
the Reserve banks under the Thomas amendment to the Agricultural Adjust-
ment Act of 1933, but under the provisions of that act the Reserve banks
can change reserve requirements only whem the President proclaims an emer-
gency and gives his approval to the action., To proclaim an emergency in
banking, as Mr, Owen D. Young said the other day, is to bring about an
emergency. It should not be necessary to proclaim one. It also is undesi-
rable to have the President have the responsibility for this matter. It

is. therefore. best to give the Board the necessary authoritv and to make
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it as elastic as possible by permitting changes in reserve requirements
in financial centers alone when a speculative situation may develop there
without having developed in the country districts,

Fantastic interpretations of the reserve requirement provision have
been made by opponents, Some believe that this is a move to establish a
100 percent reserve plan without direct authorization by Congress., 4
100 percent reserve plan is an absolute impossibility without a very large
amount of readjustment in many lines of banking legislation and the danger
of it being introduced surreptitiously by this provision is purely imaglnary,

» Limitatlions on the extent to which the Reserve Board could raise or lower
reserve requirements may be devised and have been proposed, It would be
better to have no such limitations, however, because in the face of the
enormous possibilities of expansion on the basis of existing excess reserves
and potential additions to them, the amount by which reserve requirements
may have to be raised to combat inflation is hard to predict., It is best to
leave the matter flexible in the hands of the Federal Reserve Board,

There has also been the theory expressed that through this method of
increasing reserves the Reserve Board may acquire the power to prescribe to
member banks how to invest thelr deposits, This statement is based on a
complete misunderstanding of our financial mechanism, Take, for example,
the present situation, The member banks have about $2,400,000,000 of ex-
cess reserves, If the Federal Reserve Board should decide that reserve
requirements be increased by that amount, then these reserves instead of
being excess reserves would become required reserves, This would in no

way change the Reserve banks'! ability to discount paper or to purchase
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Government securities, The thought that by increasing reserve requirements
the Reserve banks could in some way get control of member bank funds and
dictate the uses to which they could be put is not in accordance with the
workings of our banking system,

The proposals in section 210 about real estate loans are in the nature
not only of liberalization, but also of increased flexibility, by permitting
the Federal Reserve Board to prescribe rules and regulations under which
real estate loans may be made, This proposal is in line with the proper
functioning of our banking system as discussed in some detail under section
206, The real estate provisions of this bill appear to be clearly in the
right direction and would serve the public good, More specifically they
might contribute to revival in the building industry, which at this time

is a fundamental requisite of recovery,
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