April 18, 1938

COORDIBATIRG BANKING POLICY EITH THE RECOVERY PROGRAM

The monetary part of the recovery progrem is calculated to
expand rapidly the idle funds in the banking system for the purpose of
encouraging banks to lend more liberaliy .and to seek jinvestments thus
supporting the entire capital market. Hence there is presented the
double problem of bank lending and bank inves;bing as a part of the re-
covery progrem. It is, however, vain to expect that the banks will re-
spond to the pressure of these idle fundé unless an expancsion in loans
and investments can be readily effected under exlsting regulations and
without criticism from any supervisory suthority. Leius see what ths
situation is in this regard.

Expansion of bank loans. It is obvious that benks camnot hope
+0 expand their loans to any subsfantial degree‘ in so-called commercial
paper, of which the supply is becoming increasingly limited from year to
year, They must therefore seck other types of loans, particularly instal-.
ment financing, medium- and long-~term loans to businesses as well as real
estate mortgages. The traditional aversion of bankers te non-liquid loans
is stil] strong, although 1t has been offset by the recemt revieion of
Regulation A widch makes available to member banks Federsl reserve credit
against any sound asset. Discussions are nov under vay betweem the Fed-
eral bank supervisory authoritiea to synchronize bank examination policy
with Federal reserve credit policy. Specifically it is proposed that the
®slow® classification be elimj;nated from exanination reports and that
exampiners look to the soundness of loans end not to their asturity. It 1s

essential that agreement be had on this proposal so that an expansion of
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loans by banks will not encounter any obstacles im the attituds of the
supervisory authorities.

Expangion of bank investiments, In the field of investment
there are also important difficulties which should be met. These ap-
pear to be three in number, as followas:
| 1. Examinntion policy. Heretofore it has been the practice
for examiners to criticiss bond lavestments which are not of the high-
est quality, with particulsr emphasis on ;iquidi;by. Also, depreciation
in the bank's investument account has been treated as a loss in determin-
ing not sound capital and with some variatlion by the aupefyisory egencies,
such depreciation has in certaln cases been classified as loss and re-
quired to be charged off. Discussions are now under way with reference
to this problem and the Federal Reserve Board has already takem the posi-~
tioﬁ' that no deprecistion should be treated as loss except in certain
classes of defaulted bonds and in stocks and that no computation of net
sound capital should be shown on any report of examination. A1l Federal
Bhpe'rvisory sgencies chould agree on such a program of liberalization in
examination policy recpecting bank investments.

2. The Comptroller's Regulation on Investment Securities. By
process of evolution, the Coamptrolier's Regulation has become an extremely
strict limitetion upon the kinds of bonds ihat msy be purchased by member
banks. ¥%ith minor exceptions, the Regulation limits purchaces to regis-
tered securities uniess exempt from registration. 4£lso, the Regulation

has been construed to put a blessing on the test of ratings by any two
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of the four nationally~recognized rating houses. The result has been
an almost complete drying up of local securities so far as bank invest-
ment is concerned. Thers 4s no use in sapplying banks with idle funds
for the purchase of addit.ioxial investimonts so lopg as they are prevented
from buying anything but the very highest grade issues which ere already
high in price and for which no additionsl sﬁpport ie needed. The real
peed is for support of second gﬁtde issues and loca). securities. The
Regulation should be amended so that & bank could purchase either om the
basis of retings (this is the most Qonveﬁignt way for a banker to select
a security) or of the banker's own information respecting the soundness
of the issue. As to this latter category, & reasonsble test would be a
security such that the benk would be Jjustifisd im making s direct loan
to the obligor on the basis of the credit information in the barker's
possession. The Regulation should be amended so as to synchronize with
the reacovery program.

3., 8. E, C. Regulations, W¥ithout interfering with the general
objectives of the Securities Act of 1983, it is believed that the S.E.C,

regulations unduly restrict the iesue of local securities,
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