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CURRENT CREDIT PROBLEMS 

Three years ago at this time we were all looking forward eagerly to 
the end of the war, which in the European theater was only a month away. 
It then seemed that if only the fighting would come to a stop, our 
troubles would be over. But three years have passed and difficulties, 
economic and political, are thick all around us. Ho matter what the 
field of interest, uncertainties as to the future are weighing down 
heavily and problems face us demanding solution and at the same time de-
fying it. These problems are both domestic and international. 

The Board of Governors of the Federal Reserve System, of which I am 
a member., is no better off in this respect than anybody else. Difficul-
ties are normal, of course; we always have them, and if it isn't one 
thing it's another. But just now, both in the field of bank supervision 
and in the field of central banking, varied problems seem to be pressing 
°n each other and crowding for attention to a degree I have seldom if 
e v e r observed before. I should like to take this occasion to review some. 
°f the things that are of immediate interest to the Board—not merely be-
cause they are of personal interest to me but because they are of inter-
est to you. They concern banking and banking in turn concerns all of us. 
nese matters all involve legislation, either pending or prospective, and 
relate either to the supervisory or central banking responsibilities of 
the Board. 

The first of these is a measure proposed by the Board, and now 
pending in Congress, to provide more effective supervision and control 
01 bank holding companies. Bank holding companies, as you know, are or-
ganizations engaged in owning or controlling banks. There are a number 

such companies in various parts of the country which control substan-
groups of banks and, in some instances, have major nonbanking inter-

ests. in the Banking Act of 1933, Congress attempted to deal with the 
Problems presented by this development but experience has demonstrated 
hat the existing law is inadequate. In substance, it merely forbids a 
folding company to vote any stock it owns in a member bank unless it 
irst obtains a voting permit. As a practical matter, submission to reg-
iation is to a large degree voluntary and the regulatory powers which 

C a n ^e exercised by the Board are very limited. 

It is inherently dangerous to permit companies which are not subject 
0 regulation to dominate major portions of the banking facilities in 
Particular sections of the country and, particularly, to combine with 
hat activity the control or operation of businesses unrelated to banking, 
0 deal with this situation, the Boerd has recommended legislation which 

would regulate all bank holding companies, treating them in much the same 
-nner as banks themselves and including provisions controlling their ex-
pansion and requiring them to divorce nonbanking activities. The pro-
posed bill 

provides that bank holding companies meeting the prescribed 
e*mition shall register with the Board and, having registered, shall be 
utomatically subject to all of the regulatory provisions of the statute. 
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In controlling expansion and requiring the separation of tanking and 
nonbanking activities, the proposed legislation would be applying to bank 
holding companies accepted principles of bank regulation. Existing law 
does not permit banks to establish additional offices without the approval 
of supervisory authorities or permit them to engage in any business other 
than banking; and there is no justification for permitting bank holding 
companies to do so. The abuses resulting from unregulated group banking 
and the potential dangers thereof continue and the need for legislation is 
urgent. 

In the field of central banking the Board has several proposals. One 
of these is a recommendation to Congress that the Federal Reserve Banks be 
authorized to grant partial guarantees of loans made by chartered banks to 
business. The purpose of the guarantees would be to insure that financial 
assistance is made promptly available to small business firms that might 
find financing otherwise difficult. The small individually-owned business 
has a basic need for long-term funds, but it has not recourse to the machin-
ery for raising such funds through the flotation of securities in the money 
markets that large scale business has. Federal Reserve Bank guarantees would 
subject to a charge proportionate to the percentage of the loan guaranteed. 
A part of this proposal is that the existing provisions of law authorizing 
direct loans by*the Federal Reserve Banks under terms of Section 13b of the 
Federal Reserve Act be repealed. 

These proposals of the Eoard are aimed at making existing provisions 
of the law simpler and more effective by providing that the Federal Re-
serve Banks should not make direct loans to business but should guarantee 
loans made by private banks to business. The changes pDroposed̂ would re-
move the Federal Reserve Banks from any appearance of competition with the 
private banking system. They would tend rather to enlarge the scope of 
the private bank's operations. They would provide a stand-by arrangement 
to fall back on when the need for such credit arises at times in the future-
At the moment the provisions for guaranteed loans would not have much if 
any occasion to be utilized, for our present problem is not at all one of 
inadequate credit. VJhen present conditions have passed, however, means 
should be ready to check recession by a ready extension of bank credit to 
qualified borrowers. 

Another measure in the central banking field i3 the regulation of 
consumer credit, which was established as a war measure by executive order 
and should have been continued, in the Board's opinion, as a means of re-
straining postwar inflation. Actually, Congress did not approve the 
Board's recommendation bit instead terminated the regulation last fall. 
Inflation, however, was not terminated. The prices of goods are still 
high, and the purchasing power of the dollar continues to shrink. In the 
judgment of the Board, it is to the interest of consumers, to be dis-
couraged from borrowing in order to pay high prices. In order to avoia 
alternating booms and busts, it is also in the general interest that the 
consuming capacity or buying power of the public be maintained as evenly 
as possible. Otherwise it tends to exhaust itself in competitive buying 
as prices rise and to be suffocated beneath a mass of debt and unemploy-
ment when they fall. 

Since the end of the war three years ago, the Board has been preoc-
cupied with the dangerous surplus of money that the war left on our hands 
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rpo ^ o f greatly expanded bank deposits. This is an inevitable 
^esuit of war because in wartime resources are diverted from supplying 
consumers' and. producers' goods to supplying military materials, and 
w M h + ^ r e p a i d l a r g e p m o u n t s f o r Producing goods and providing services 
o, ? y c a n n o t purchase with their incomes. In consequence, the 
I h ' 7 ° f m o n ey i s everywhere excessive in comparison with the supoly of 
iings to buy with it. This condition might be corrected from either 

mnr 0 r j b e t t e r still> from both. On the one hand, we need to oroduce 
ore goods but on the other we also need to restrain further expansion 01 the money supply. 

nerH.?n t h e, s i d e o f production, however, there is little prospect of im-
Drnrh !.relief' W e a r e producing at close to maximum volume. Industrial 
and i10n a n d e m p l o y m e n t remain far above all prior peacetime levels, 
is ai T 6 n t 1 3 c u r r e n t ly a b o v e t h e wartime peaks. But offsetting this 
new ° f d e m a n d greatly in excess of prewar years. Our people need 
ne^°d£Br n e W h o u s e s» n e w equipment, And on top of that there is the 
not ~ Eupope for the materials to restore her economic life. This is 
econn^°Pel? n e e d C l o n e' I t i s t o o u r o w n direct self-interest that the 
s e l f ° Eur°Pe b e restored to the point where they can be useful and 
contr-vP!ndent m e m b e r s o f t h e w°rld community, buying our products and 
lack f 6 t h G i r 5 h a r e t 0 v o r l d Production. Her disorganization and 
is a

 01.Productive power, which we are endeavoring to help her correct, 
not hi ^16 ° a U S e ° f t h e P r e s s u r e ^ are under. But help to that end can 
fumih v V e n w i t h o u t sacrifice for the time being on our part; if we 
evfp„r« U r o p e t h e t h i nS s s h e c a n n o t yet supply herself, we must to that 
- torego having them ourselves. 

mi]_;+iIoreover> i t i s now apparent that we must also renew and expand our 
e q u i n ^ ^ 6 ^ ' T h i s t 0° w i l 1 d i v e r t m o n e ^ manpower, materials, and 
Produ mj'Sht h a V e b e e n u s e d f o r t h e Production of consumer and 
and or^ e°ods' I f w e turned our backs on the international situation 
short ? . C e d exclusively for our domestic requirements, we should for a 
increi ^ l s h t e n t h e Pressure of inflation and enjoy the comforts of 
terminate c o n 3 u mP t i o n- B u t o u r interval of ease would be short and the 
alrpoH, r°n ° f i t P a i n f u l- No such course can be considered, and we have 
^e^dy turned definitely from it. 

Prosnecfthe f? C e ° f t h e S e n e e d s~ e c o nomic and military—there is little 
"the dem iaSp h a V G ^ U S t S a i d' t h a t production can expand enough to meet 
iarsel l 0 r d o m e s t i c consumption and for export. The problem is 
enoLh7 a p h y s i c a l one—a problem of enough machines, enough material, 

"bn men to produce what the world now needs. 

inflatferaVating t h i s "deficiency on the side of production, we have an 
^ r o d u T T 7 e x c e s s o n t h e s i d e o f purchasing power. Unless this excess 
er orip ° r & t l e a G t n 0 t P e r m i t t e d t o increase, it will result in high-
duce t h a n d l n c r e a s e d iiving costs. The one most effective way to re-
Bank^ iT-,!?CesS purchasing power is by reducing the Federal Reserve 

K S hidings of Government debt. 

an effenvdati°n ° f t h e p u b l i c d e b t h e l d by the Federal Reserve Banks is 
bamrH V e ° U r b ° n i n f l a t i o n because it involves not only a reduction 

mcnev fc,aep031ts bu^ also of bank reserves. For when the taxpayers' 
- used to pay a Government obligation held by a Federal Reserve 
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Bank, the payment reduces commercial bank deposits and also bank reserves. 
Thus it extinguishes existing purchasing power in the form of bank depos-
its and at the same time reduces the possibilities of renewed expansion 
of those deposits. But though it is,important accordingly that Federal 
Reserve Bank holdings of Government debt be reduced, the difficulty is 
that so long as the Reserve Banks stand by to purchase Government obliga-
tions in support of their market value, it is hard if not impossible for 
reduction of their holdings to be accomplished. 

But as taxes are reduced instead of public debt the problem is made 
more difficult. For in the first place, to stop retiring the public debt 
means abandoning the most effective means we have today of restraining in-
flation. Reduction of taxes means still more: it means that we stimulate 
inflation, because if the Government takes less money in taxes, then we 
all have so much more money to spend, and the volume of purchasing power 
forcing prices upward will be so much the greater. Every dollar not paid 
to the Government will be available to bid for scarce goods. To each of 
us individually the reduction of taxes is welcome, of course; but when we 
think of the response of prices to the increased demand, it is evident 
that we stand too good a chance of being worse off with the money than 
without it. For a dollar with prices at present levels may well be worth 
more than a larger sum with prices at still, higher levels. 

The tax reduction passed by Congress is billions. In addition to 
that we are now facing enlarged expenditures not only for European re-
covery but for military purposes. It is said that approximately 04 billion 
will be needed for such items ao universal military training, a greater air 
force, and an increase in the authorized strength of the standing army. 
So if we reduce taxes by billion end increase expenditures by billion, 
we shall have about $9 billion less with which to reduce the public debt 
or combat inflation through fiscal policy. The chances are rather that 
the billion will feed inflation still further. 

If fiscal policy can not be relied on, the need of credit controls 
seems to me all the greater. And if inflated purchasing power can not 
otherwise be reduced to a reasonable par with the supply of goods, it may 
at least be pinned down temporarily by a measui;e which the Board has al-
ready recommended to Congress. This is that banks be allowed to count 
Treasury short-term obligations (bills, certificates, and notes), and 
cash, cash items, inter-bank balances, and excess reserve balances with 
the Federal Reserve Banks as special reserves required, to be held in ad-
dition to legal reserves. This is in substance an increased requirement, 
the additional reserves to be held at the bank's option, however, either 
in the form of balances with the Reserve Bank or in Treasury obligations, 
cash, etc.. Its effect would be to reduce the basis of credit expansion. 

These special reserves might reach a maximum of 25 per ,cent of de-
mand deposits and 10 per cent of time deposits; the requirements would be 
imposed*gradually at the discretion of the Board; and they would apply to 
all commercial banks, whether members of the Federal Reserve System or not. 
The arrangement would not oblige banks to reduce the volume of their earn-
ings assets, but it would restrain the further expansion of bank credit. 
It would also give a fresh effectiveness to the traditional instruments 
of credit control, namely, discount rates and open market operations. 
banks would still be able to meet the credit needs of borrowers, and yet 
the responsible authorities would be in a position to act for protection 
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of the economy from the inflationary evils of further credit expansion. 

This .is viewed as a temporary measure limited to a period of three 
years. It would be helpful in stemming the tide and giving us time to 
study the new conditions that have sprung up around us. Our present 
difficulties are not only real but essentially unfamiliar. I think we 
can not assume that they will quiet down of their own accord. Indeed, 
wherever one looks conditions that tend to continue to intensify infla-
tionary threats are evident, nowhere can one see any automatic tendency 
ô mitigation or any material forces operating to bring it about. Nor 

can we assume that the instruments and procedures we have been accus-
tomed to in the past will meet the needs of the future. But neither can 

P°stpone action till we have everything figured out. Something needs 
to be done now. We have a basic problem which at best must be the sub-
ject of long range planning; and we have in addition a mounting emer-
gency. Present proposals may not be perfect but they do go far to meet 
the immediate need. 

Our present reserve requirements have come to be what they are by a 
process of legislative changes that have never caught up with the facts. 

a long time this condition made little difference, but we are now 
getting to the point where an arrangement originating in Civil War times 
is altogether too far out of line for present day needs. The arrange-
ment I mean is that which determines the required reserves of banks on 
the basis of their location. As a matter of fact a bank's location is 
under modern conditions a pretty poor criterion for determining the re-
serves it should maintain. The important thing is the kind of deposits, 

matter where the bank is, and I think that exploration for a more 
sensible basis for reserve requirements should be in that direction 
ithout regard to location. The farther objective should be a require-
*ent administratively feasible, equitable, and adapted to the American 
system of banking. 

^ So far in considering this problem it has been argued, at one ex-
I'eme, that deposits should not be classified at all or that require-
ments should be uniform against all classes of deposits. This was the 
situation under the National Bank Act and is still the situation under 
v ranking laws of half of the States. At the other extreme, it has 
een argued that a detailed classification should be made based on such 
, ar^cteristics as turnover, volatility, size, and economic activity of 
epositor—whether an individual or a business, whether local or nation-
" • Some classification is necessary, I believe, but it should not be 
? ° . a t e . Furthermore, the requirements should be subject to ad-
» nistrative change, as at present, and they should take account of 
«uit cash and inter-bank balances. 

But this search for a new basic system of requirements is a long 
..nSe affair which the immediate emergency can not wait for; and I think 
ce Y 0 U l d b e wronfe> for rue to leave you with the thought that we are con-
ntrating on the future and comfortably leaving the present to take 

f r
r e

+
o f itself. On the contrary, we feel the need of covering both 

onts at once. We feel the need of giving greater effectiveness to 
n® permanent instruments of credit control, but we also feel the need 

V/Q
 p?^ersto correct the maladjustments that the war we thought we had 

U,,,13 still vexing us with and that the cold war we now have on our 
d s is aggravating. 
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I am glad to have had this opportunity to discuss with you these 
measures which the Board believes its responsibilities call upon it to 
recommend. The public has a right to hecr from the Board on the problems 
that engape its attention and the Board feels very keenly the respons-
ibility resting upon it to keep the public informed, not only in the an-
nual reports which it submits to Congress but in special reports from time 
to time. The measures I have been describing need to be weighed in the 
light of present difficulties, economic end political, domestic and inter-
national . Though they involve technicalities and factors that seem remote 
from the day-to-day problems of business, they have in reality a close 
bearing on the future demand for your goods and services as business and 
professional men, on the supply of goods and services you require, and on 
the future value of your dollar. I hope that my account of them has been 
helpful in clarifying their relationship to your individual interests. 

This much we all know, we are living in most unusual and uncertain 
times. We therefore must be informed and prepared to meet any eventuality. 


