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On May 9, the House of Representatives by e vote of 271 to 110 I
paseed the Banking Bill of 1935, It is mow under consideration by a
subcommittee of the Senate Committee on Banking and Currency. The scope
and purpose of the provisions of Title II which deal with the Federal
Reserve System have been the subject of wide discussion in Congress
and outside, much of which has done more to confuse then to clarify
the nature of the propossls. In this article I shell analyze briefly
“he proposed chenges in the Federal Reserve System, referring to the
text of the bill as originally introduced with such modificetions es

. I recommended during the course of my testimony before Congreseional
Committees.
Bill the outcome of experieace

Changes in the Federal Heserve System which are proposed in Title
IL of the Banking Bill of 1335 arise out of the experience of the past
twenty years, and perticularly of the experience duriang the deoression.
Their general objective is to improve the administrative wschinery of
the Federsl feserve System, to determine more clearly the distribution
of suthority and responsibility between the Federzl Reserve Board snd
the keserve banks, and to eliminate unnecessary restrictions on the
Reserve banks end the member benks that have proved to be ineffective

in prevenmting disaster and are haempering economic recovery.
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These chenges are importent and urgent. They do not, however,
alter the fundemental character of the System as established by the
original Federal Reserve Act nor the prineiple underlying the distribu-
tion of responsibility between the Federal Reserve Board and the
regional banks.

Administretive changes

Several sections of the bill propose improvements in administrative
organization., Section 20l would combine the offices of governor and
chairmen of the Federal Reserve benks; the appointment to the combined
office would be approved by the Board znd the governor sad chairmsn
would be & director of the bank, This change would carry out the intention

. of the originsl act that t.h-o Federal Reserve Board be & perty to the
selection of the active head of the Reserve banks. Combilning the offices
of governor and chairmen would unify the administretive orgenization of
the Federal Reserve banks and promote smoother cooperation between the
Board and the banks. Section 204 would permit the Federsal Leserve
Board to assign duties to members of the Doard or to iis reprecentatives,
Thie would relieve the Board of sdministrative deteils and give it more
time for the study of policy metters.

These organizetion chaenges would not diminich the euthority of
the Reserve banks but would rather clarify end incresse their responsi-
bility in metters of local concern. The regional char:cter of the Jystem
&8s established In the 19135 sct was besed on the principle thet responsi-

. bility for policies of national scope and purpose shell be lodged in the
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Federel Reserve bBoard and that sctual benking operations and all
ectivities or policlies of i;cal concern shall be entrusted to iladividuel
lieserve banks, subject to the necessary degree of coordination.
Increese of loczl sutonomy
There are several ways in which the proposed bill would strengthen
the regional autonomy of the Heserve banks. it present the Federal
Reserve Boerd appoints three directors of each Federzl Feserve bank,
the so-celled Class C directorse, one of whom is designated by the Board
&2 chairmen. Under this bill the Board would anspoint at the most two
and possibly only cne director, The governor, who would be z Class C
director, and the vice-governor, who might also be e¢ Class C director,
vould be appointed by the local directore, subject only to the Federal
. Reserve Boerd's approvsl., At the present time the Reserve azgent, who
is also cheirman of the board of directors, is by law the Bosrd's
representative at the Reserve benk, &end mailntains an office of the FHoard
on the premises of the Heserve bank, Not only is he himsel{ directly
appointed by the Board, but she appointment of his entire staff, includ-
ing bank relstions and economic services, is subject to epproval by the
RBoard, Under the proposed bill the agent's department would be 2/ 0lished
and itz functions and personnel brought directly under the governors
of the Reserve banks, The power of the Federal Reserve Board to aseign
duties to 1its representatives would also enable the Board to authorize
Reserve banks to handle meny administrative matters, which under present
law must be pessed upon by the Federal Beserve Board. The proposed
change in eligibility requirements for discount and the proposed X D

elimination of the collatersl requirements for Federal Reserve notes <
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‘ with member banks,
Hatlo ontrol of open-merket o i

The proposed change in the control of open-market operations
would cleerly define and centralize responsibility for this funetionm.
This is one of the most important provisions of the bill.

Open-merket operations as & means of credit control in this country
ere & Dost-war development. They were not regarded as &« major instru-
ment of policy when the originel Federsl Keserve Acﬁ wee pogsed, From
small informal begimnnings, whose significance was not fully appreciated,
open-aerket operations have gradually come to be recognized as the
principal instrument of credit control, it first open-meriet operstions
of the individusl Reserve banks were designed merely to supplement the
earnings of these banks in periods when the volume of discounts wes low;
then, asz their effect on hank reserves and on member bank operations
was realized, they were conducted at first by a committee aonointed by
the Reserve bank governors, and lster by the same committee after
approval by the Federal Reserve Board.

Under & provision of the Banking sct of 1983, open-market policies
&t precent are formulated by the Federal Open iarket Committee, which con-
sists of the governors of the twelve Federsl Heserve banks. The recommende-
tion= of the eommittee are subjeet to approvel by the Federal Reserve Board.
The board of directors of each Federal Reserve benk retains the authority
to refuse participation in the policies adopted. It would be difficult to
conceive of &n errangement better calculated than this for diffusing

responeibility.
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d
. Local, or regional, control of open-market policies is, in fact, i i

inpossible becsuss thelr effects are netion-wide., Conseguently, it

ie necessary Yo place doﬁnito responsibility for this strument
of policy in & national body with s national viewpoint. The only [ uestion
iLs where the national control shall be, I belleve that it should be f
vested in the Federsl Heserve Board, which has the responsibility for Z
other instruments of monetary »olicy through determinstion of discount
rates snd changes in reserve requirenents,
¥y recomnendation, which hes been sdopted by the House, is to
vest In the Federel Reserve Board full power and responsibility to
initiaste, sdopt sznd enforce open-market policies for the Federsl
Reserve -ysteam, after consulting with «n advisory committee conslisting
. of five representatives of the Federsl Heserve banks selected sniually
by the governors of the Lwelve Reserve banks., The Boerd should be
required to consult this committee before adopting an open-market
poliey, & change in discount ratee, or & change In member bank reserve

re_direments,

Such & provision would eliminate conflicts of jurisdiction aend

policy end at the same time would preserve the particlipetion of Federal
fleserve bank governore in the formulation of open-market policies.
Cpea-serket zpevations might be initisted by either the committee of the
governors or by the Board, but the ultimate responsivility for mexking

& finel decision end the power to adopt and cerry out national nclicles

would be centralized in one body, e& they should be.
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Soundnese versgus liguidity

Changes proposed in provisions for eligibility for discount and

for collateral for note lssues are the result primerily of our experience
during the depression,

Section 208 would give the Pederzl Reserve benks authority under
regulations by the Federsal Reserve Board to meke advances to member
banks on any sound esset., The criterion for eligibility would be scund-
ness reather than liquldity. The eligibility provislons of the original
act were besed on the theory thet benk assets should be self-licuidating,
in other worde thet member banks should be engeged primarily in com-
mercial banking, It wees hoped that through the operstion of these
provisions benking would develoy along more purely commercizl lines,
These hopee have not been realized. The banking system todsy could
ot operate profitably on self-liguidating loans when only $2,000,000,000
of such paper is eviilable. #ind yet banks mey feel hesitant about
meking loans on sound but ineligible assets beczuse under the precent
rigid requirements they would not be able in cese of need to liguefy
these assets at the Federal Reserve hanks.

If the Reserve banks are to glve genuine ass.steance to member
banks, they must serve in an emergency ag a&n sgency for licuefying
all sound assets. During the depression many banks were forced into

ankruptey not bescause their assets were bad but because they could
not meet the narrow and essentially unresiistic eligibility require-

ments, and it became necessary, by the Glass-Steagall sct of February
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It is not a new ldea flrst proposed in this legislation or in the
smergency legislation of 1932 to permit borrowing from Reserve banks
on the basis of assets other than eligible paper. The earlier drafts
of the original Federel keserve /ct snd the bill as it wes introduced
in both the House and the Senate included & provision to pernit Federal
Heserve banks under certain conditions "to discount the direct obliga-
tione of member banks secured by the pledge cad deposit of satisfactory

securities.”

Yo segregation of assets beck of Federszl Reserve notes

Section 208 would eliminate the collateral rejuirements for Federal
Reserve notes :nd would thus do ewsy with unnecessary, cumbersows &nd

expensive machinery, which has caused serious difficulties st critical

. times,.

The requirement for segregation of collateral sgacinet Federel

ieserve notes adds nothing to the guality of the notes, which are a
prior lien on the sssets of the issuing leserve banks, and an obliga-
tion of the United States Government.

¥hile these collateral requirements do not protect the Federel
Reserve notes, they have interfered with the functioning of the Federal

feserve System by preventing the sdoption of an easing policy during a

period of deflation. OSuch a gitustion developed in the early ronths
of 1932, The System was purchasing Government securities in order to
help member banks reduce their indebtedness, end, as a consequence,T14

Heserve henks did not have an adequate amount of discounts, which ere

J
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the only peper available «& collateral for Federal Reserve notes. 48
& congequence, it was necessary to imoound & large amount of gold as
collatersel sgeinst the notss over and above the 40 perceant reserve
rejuirement, With gold reserves thues iampounded, the Federzl heserve
pbenks were unable to cerry out the policy of open-market purchases
which was necesssery to arrest the srocess of defletion, zud Lo meet
the emergency, Congress pessed the Glass-Steagall Lct which authoriied
the use of Government securities as collatersl for notes, Lhe sropossl
in the bill would eliminate the pessibility of a recurrencf of such a
giltuation.
dore liberal real estete loans

The only provision of the bill directly affecting the lending
activities of member benks is section 210, which liberalizes the nro-
visions for real estate lozns., This section in the bill as introduced
would provide for an increase in the total volume of such loans that &
bank may make, for amortized loans with longer maturity and for an
incresse in the proportion of the value of the real estate thut banks
mey lend. In view of the fact thet these fixed requirements do not take
account of the widely different conditions «ffecting the soundnese of
real ectate loans et different times and in different norts of the
country, [ heve recommended that this provision be changed to give the
Board power to regulate resl estete loans, subject to the limitations
that new losns shall not exceed 60 percent of the &ppraised value of

the real estate,




Criticiem of more libersl provisions for resl estate losns has come

largely from those who believe im the separation of savings banking
from commercieal banking snd overlooks the fact thet we heve thousends
of small benks thet ceannot operate profitably on the basis of their
demand deposits zlone. Wember benks have 10 billion dollars of time
deposits which represent the people's sevings. So long as they have
time deposits. they of necessity must participste in fimencing long-term
undertakings that will yield enough to pay for doing the business., The
law places no limits on whet the banks may do im the >urchase of bends or
of other long-time naper; there is no resson for siggling out reel
estate loune for specieal restrictions.
[t is hoped thet libersliretion of the reel estate loan provisions,
combined with the brosdened eligibility requirements for borrowing st
.‘ the Bderzl Reserve banks, will encourage activity in the construction
industry, which 1s essential to recovery.

ublic--not political control

The most widespread criticism of the bsnking bill has come from

it an attespt to subordinete the Federsl lecerve Sysctem
and, thomgh it, the country's benking system, to politic:zl control.

Cu this subject there appeare to be much misinterpretation of what the
bill provides, coupled with a li:ck of clear undergtanding of existing
lew and of the proper relationship between the Federal Reserve Iystem
snd tne Government, There is nothing in this bill thet would incresce

the sowers of & politiesl sdministration over the Federal Reserve Doard.
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llson seids "The control of the system of banking and of
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Heserve 'oard more attructive to competent men with hankine exoerience.
This provision states that when the Governor is no longer designzted zg
Governor by the President, he shall no lonzer be & member of the
Federel Heserve Boerd and shall be considered to have served out his
tern. This would make it sossible for & Governor, if he be drawn from
the banking field, to reenter the banking husiness without having teo
wait for two years when he is no longer designated &&¢ Governor.

There his besen & great deel of discussion sbout the fact that this
makes the Board & more politicel Board. In practice, hovever, 10 men
would stey on the boerd if the President of the uUnlted States wished
to #ppoint someoue else in his place. Under existing law the President
designetes one of the appointive members zs Governor of the Board &nd
. thie has been consistently interpreted to meen thet the Governor serves

as guch at the pleasure of the Preslident.

1]

In the bill es passed by the fouse this provision hes been modified
sc thet the Governor could retein his roeition -n the 'oard, if he were
not redesignated, but Lf he resigned within ninety deys, he would be
pernitted to resume his benking connection without a two yeers' deley.

In the final snslysis freedom of the Heserve System from undesirsble
solitiesl influence xust depend on the prestige of the Federsl Hecerve
oeri, on the proper appreclation by the sublic of the functions of the
Uystem, &nd on publle opinion. I hope end believe that the adoption of
the oroposed bill will be & step in the directlon of enhancing the
‘oard'e prestige tnd meking clearer to the people of the country the

importance of the bosrd's funetion. )

‘ (0
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Objective of monstary policy
secoguition of the imperteunce of monetary control is aot basel oun
the belief thet all economic ills cin be cured by mometery action slone.
The volume aud coct of momey &re importaubt, however, «ud are the
perticuler recponeibility of the Federal KReserve Cystem. Ihat le the
reagon why our lmmedliate concern in thie leglislation is to meie the
mechinery of reguleting the volume of money &s efficient z& _ossible,
That ia_also the reason vhy I heve suggested & more clserly
defined objective for Federsal Reserve policy than ile somewnst indefinite
phrese in the Yederel heserve ict which provides thet the Leierve banks
shell conduct their operctions with a view to eccommodating commerce,
. indastry, end sgriculture, I have recommended the substitution of &
definite mendute that the Federzl heserve System shall "exercise such
powers a8 it possesses in such msaner as to promote conditions couducive
to busines: stability end to mitigate by its influence unstabilizing
fluctustions in the gener:zl level of production, trade, prices end
enployment, so far =8 mey be poseible within the scope of wonevary cciion
and eredit aduinistration." I belleve that & more definlite indication
by the Congress of the broad objectives of monetery policy would help
the Federel Regerve Doard to exercise itse powers more eifectively, snd
would algo increwce the Doerd's ability to resist political pressure

for the adoption of policies inconsistent with the mainlensnce of bueiness

gtability.
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