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Improvement of Federal Supervision of Banks

This argument is dddressed to the inadequacy and inefficiency
of existing Federal supervision of bznks, the room or necessity for
improvement therein, and the means whereby such improvement can be
effected.

Before suggesting a remedy, it would appear necessery to de-
termine whether there is a need for one. Accordingly, it may be well
first to take stock of the existing machinery not only with respect to
how 1t 1is being présently operated but as well with respect to its po-
tentialities. Thus, it is proper to inquire: What is the present ma-
chinery? How many engincers are there? Within what limits is it pos-
sible for them to operate their respective machines at different speeds
or even in different directions? Then, having determined the potential-
ities of the existing machinery, it is proper to inquire: How is exist-

ing machinery being operated?

Existing Machinery and its Operation

There are in this country approximately 15,000 commercial
banks, of which approximately 5,300 are national banks, 1,000 are State
member banks of the Federsl Reserve System, 7,500 are nonmember banks
of the Federzl Reserve System, the deposits of which have been insured
by the F.D.I.C. and 1,200 arc nonmember uninsured banks,

Federal cupervislon in some matters extends to all banks and
under the existing Federal statutes is vested to some extent in the
Secretary of the Treasury and the R.F.C., but mainly it is vested in
the Comptroller of the Currency, the F.D.I.C., and the Board of Governors

of the Federal Reserve System. The supervisory powers of the Secretary
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of the Treasury flow from the provisions of the Fmergency Banking Act
and regulations thereunder whereby the Secretary licenses nationszl and
member State banks, and from the Secretory'!s discreotionary powers in
connection with requests for the purchase by the R.F.C. of preferred
stock or capital debentures in banks. Those of the R.F.C., result from
contract and are largely incident to its proprietary interest in the
banks from vhich 1t has purchased preferred stock or cepital debentures.

The exercise of supervision by the three principal agencies 1s
apt to be thought of as being by the Comptroller of the Currency with
respect to national banks, by the Board of Governors of the Federal Re-
serve System with respect to State member banks and by the F.D.I.C,
with respect to nonmember insured benks. Speaking in broad generalities,
this may be said to be the case, but, even 2ssuming that such a division
cf responsibility would be desirable, subsequent discussion w»ill demon-
strate that the line of demarcation within which each of these agencies
operates is by no means go well defined or so fixed as to accomplish
that result. Indeed, the very contrery is true and it may well be
doubted if it could be otherwise.

The machinery by which Federal supervision is attempted is that
provided by Congress by the enactment of leglslation. In tuking stock
of thet machinery, it is proper, therefore, remembering that in the case
of Stote bunks Federal supervision is superimposed on that already being
exercised by the State, to inquire inte the broad purposes of supervi-
sion for which cach of the agencies was created znd the powers delegated

to each such agency to accomplish that result.
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The ¢ffice of the Comptroller of the Currency, when created,
was "charged with the execution of all laws passed by Congress re-
lating to the issue and regulation of a national currency secured by
United States bonds", and in addition, after the passage of the Federal
Reserve Act, "with the execution of all laws passed by Congress re-
lating to the issue and regulation +# #* #, under the general supervision
of the Board of Governors of the Federal Reserve System, of all Federal
Reserve notes, etc.". It is in pursuance of this general mandate thet
the Comptroller is concerned with the safety and sound operation of
national banks and has been charged with the various supervisory duties
which he now exercises.

At the same time, cne of the avowed purposes of the Federal
Reserve Act was "to establish a more effective supervision of banking
in the United States", and the F.D.I.C, was created as part of an act
which, among other things, was "to provide for the sufer and more
effective use of the asscts of banks",

Enumer«ting some of the powers and thereby taking stock of the
existing machinery, it may be noted that:

1, Hoving once chartercd the bank or having once admitted it
into membership in the Federsl Reserve System and to the benefits of
ingurance by the F.D.I.C., the most drastic meesures available to each
agency are as follows: The Comptroller of the Currcncy with respect to
national banks may institute sults to forfeit the charter ~f a bank;
may appoint a conservator; and, may appoint a receiver, The Board of

Covernors of the Federal Reservc Systcm may expel =z Stote member btank
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from the System and the F.D.I.C. may institute proceedings for termina-
tion of the.insured status of a bank,

Sults by the Comptroller of the Currency for the forfeiture
of the charter of a national banking association have been extremely
rare and must be predicated on stated violations of law. He may
appoint a conservator "whenever he shall deem it necessary in order
to conserve the assets of any bank for the benefit of the depositors
and of the creditors thereof" and there are many stotutory grounds for
the appointment of a receiver, but the one most generally resorted to
is insolvency.

The Board of Governors, upon its own initiative, may, after
hearing, forfeit the membership of a member State bank at any time it
shall appear that a member benk has failed to comply with the provisions
of certain statutes, principally section 9 of the Federal Reserve Act
or the regulations of the Board of Governors.

To terminate the insursnce of a national bonk the F.D.ILC.
must notify the Comptroller of the bank'!'s violation of law or continued
unsound practices and if the Comptroller does not obtain correction in
120 days the F.D.I.C. may hold a hearing and terminate the bank's in-
sured status, in which event the Comptroller must appoint e receiver,
In the case of State wmember banks, the F.D.I.C. must notify the Board
of Governors end if the Boaerd does not obtain correction in 120 days,
the F,D.I.C, may hold a hearing and terminate the bank's insured

status, in which event the Board must terminate the membership of the
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subject bank in the Federal Reserve System. In the case of nonmember
insured banks the F.D,I.C. must notify the appropriate State authority
and if such authority does not obtain correction in 120 days, the F.D.I.C,
may hold & hearing and terminate the bank's insured status.

2. In addition to the visitorial powers of State supervisory
suthorities in the case of State banks and certain rights of exsmination
retained by the R.F.C. in the field of its relationships, each of the
three agencies, with respect to one or more of the classes of banks in-
volved, has the right of examination.

In the case of nationsl banks the Comptroller of the Currency
is directed to exemine each bank twice yearly and "oftencr if considered
necessary". In addition, the Board of Governors in its discretion may
cause & national bank to be examined; a Reserve bank, with the epproval
of the Federal Reserve Agent or the Board of Governors may provide for
a gpeclal examination; and the F.D.I.C. may examine it with the written
censent of the Comptroller of the Currency.

In the case of State member banks the Board of Governors or
a Reserve bank may cause the bank tc be examined ags may also the F¥.D.I.C.,
with the written consent of the Board of Governors.

In the case of nonmember lnsured banks the F.D.I.C. may ex-
amine., If such bznk happens to be an affiliate or holding company
affiliate it is also subject to examinztion by the Comptrcller of the
Currency or by the Board of Governors as the case may be. Likewise, as

to all banks, including even non-insured banks, the Boerd of Governors
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ney make "inspections" in comnmnection with its functions under the
Securities Exchange Act.

It 2lso may he observed that the Comptroller of the Currency
and the F.D.I.C, arec authorized to publish their reports of examination
if recommendations contained therein are not complied with in 120 days
and provided 90 days notice of intention to publish is given.

3, With respect to reports which can be required:

National banks must make not less than three reports of con-
dition yearly to the Comptroller in form prescribed by him, which
must be published in a local newspaper. In addition, the Comptroller
may call for speclal reports. Within ten days after declaring a dividend
they must report the amount thereof to the Comptroller, together with
the amount of net earnings in excess of each dividend. They must on
July 15th and January 15th of each yeer file with the F.D.I.C. certiffied
statements showing the "assessment base", such assessment base depending
upon "deposits" and "uncollected items" each defined partly by statute
and partly by the F.D.I.C. They must make such reports u#s the Board of
Governors may require in enabling it to perform its functions under the
Securities Exchange Act. If 2 netional bank has an "affiliate" or a
"holding company affiliate" it must furnish and publish reports in
accordance with the applicable statutes and the Comptroller is asuthor-
ized to call for additional reports. If it maintains a foreign branch
the Comptroller mey require it tc furnish information concerning the

conditicn of such branch and if it has invested in the capitzl of &
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foreign bank the Board of Governors may require it to furnish informa-
tion concerning the condition of such corporation.

State member banks must make reports of condition to the
Reserve banks on dates fixed by the Board of Governors at least three
times yearly in form prescribed and published as required by the Board.
They must report payment of dividends to Reserve banks. They must on
July 15th and Jenuary 15th of each year file with the F.D.I.C. certified
statements showing the "assessment bese", such assessment base dépending
upon "deposits" and "uncollected items" each defined partly by statute
and partly by the F.D.I.C. They must make such reports as the Board of
Governors may require in enabling it to perform its functions under the
Securities Exchange Act. If a Staete membey* bank has an "affiliate" or
a "holding company affiliate" it must furnish and publish reports in
accordance with the applicable statute and the Board of Governors is
authorized to call for additional reports, If it has invested in the
capital of a foreign bank the Board of Governors may require it to furnish
information concerning the condition of such corporation.

Insured nonmember banks, in addition to the reports showing
the "assessment base required to be filed on or before July 15th and
January 15th of each year, must meke and publish such reports as the
F.D.I.C. may require in such form and at such time as it msy prescribe.
They must make such reports as the Board of Governors may require in

enabling it to perform its functions under the Securities Exchange Act.
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4, The Comptroller of the Currency charters all national
banking associations based upon standards partly fixed by law and partly
fixed oy the Comptroller in the exercise of his judgment. Automatically,
such banks become member banks of the Federal Reserve System and their
deposits become insured by the F.D.I.C, State banks are, of course,
chartered by the State of their location in accordance with standards
fixed by the law of the particular State or by the particular supervising
authority or by both, but standards for admission of such banks to the
Federal Reserve System are fixed by Federal statutes and by the Board of
Governors of the Federal Reserve System, by means of the imposition of
conditions of membership. Deposits of such banks are automatically in-
sured by the F.D,I.C, Until July 1, 1942, the F.D.I.C. may permit any
nonmember insured benk to become insured and after that date may permit
a nonmember bank with deposits under $1,000,000 to become insured. Ir-
respective of the granting and issuance of a charter by the Comptroller
of the Currency or by State, as the case may be, national banks end
Stete member banks, under existing regulations, must obtain a license
to operate from the Secretary of the Treasury.

The approval of the Comptroller of the Currcncy is required
for a reduction in capital by a national bsnk and the written consent
of the F,D.I.C. is required for reduction or rectirement of common or
preferred stock or capital notes or debentures of insured nonmember banks
except in the District of Columbia, but there is no Federal control over
a reduction in capital by s State member bank unless some control has

been retained by the Board of Governors as a condition of membership.

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



-

The Comptroller's upproval is required for the consolidation
of nationzl banks and, for certain purposes, is required for the con-
solidation of a State bank with @ national bank, The written consent
of the F.D.I.C. is required for an insured bank to consolidate with a
non~insured bank, assume liablility for a non-insured bank's deposits,
or trangfer assets to a non-insured bank in return for assumption of
deposits.

5. Notwithstanding the fact that national banks are chartered
by the Comptroller of the Currency, they may exercise trust powers only
when permission has been granted by the Board of Governors and the
regulation of the exercise of such power is vested in the Board of Gov-
ernors. There is no express supervision of the exercise of trust powers
by insured nonmember banks and in the case of State member banks there
is only such control as the Board of Governors may exercise through the
imposition of conditions of membership.

6. The Comptroller, subject to the reguirements of statute,
must approve the establishment of branches of national banks, except
fereign branches which are approved by the Board of Governors; the
Board of Governors, except as to intra-city branches, must approv: the
establishment of branches by State member banks; but consent of the
F.D.I.C. is required for any insured ncnmember bank to establish "any
new branch" or to move any branch,

7. Section 5136 cf the U.S.R.S., among sther things and
subject te certain restrictions, permits national banks tc purchase for

their own account investment securities under such limitations and
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restrictions as the Comptroller of the Currency may by regulation pre-
scribe, In addition to the definition therein contained, the section
provides for such further definition of the term "investment securities"
as may by regulation be prescribed by the Comptroller of the Currency,
and paragraph 19 of section 9 of the Federal Reserve Act provides that
State member banks shall be subject to the same limitations in this
respect as national banks.

8. The power to broaden the limit of the amount of acceptances
which a henk may accept for one person is vested in the Board of Governors
with respect both to national banks and member State banks.

9. Congress has seen fit to prohibit the payment of interest
on demand deposits; to limit the interest payable nn time and savings
depogits; and to regulate the payment of time deposits before maturity.
National and State member banks are prohibited by statute from, directly
or indirectly, by eny device whatsoever paying eny interest on any de-
mand depesit. In the case of such banks, the Board of Governors is
authorized to define certain terms, to determine what shall be deemed
tc be a payment of interest, to prescribe such rules and regulations as
it may deem necessary to effectuate the purposes cof the law and prevent
evasions thereof, and to 1limit the rate of interest which may be paid
by such banks on time and sevings deposits. In the case of nonmember
insured benks the F.D.I.C. is directed to prohibit by regulation the
payment of interest on demand deposits and authorized to define "de-
mand deposits". It is directed to make such exceptions from the pro-

hibition as are permitted to member banks by Federal Reserve Act and
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the Board cf Governors' regulation. It is also directed to limit the
rate of interest payable on time and savings deposits, to prohibit
payment of time deposits before maturity except under regulaticn of
the F.D.I.C., to prohibit waiving of requirement of notice before pay-
ment of savings deposits except as to all savings deposits having the
geme requirement, and to define what constitutes time end savings de-
posits in an insured nonmember bank.

10. Congress has seen fit to make provision for the removal
for cause of officers and directors of member banks. In the case of
national banks the proceeding is initiated by the filing of a certif-
icatc of the facts warranting removal with the Board of Governors by
the Comptroller. In the case of State member banks the proceeding is
initiated by the filing of a similar certificate by the Federal Reserve
Agent. In both cases the hearing is before and the decision is by the
Board of Governors.

11. Congress has seen fit to prohibit, with certain exceptions,
eny director, officer, or employee of = member bank serving any other
bank. The Board of Governors, as provided in the Clayton Act, 1is
authorized to enforce compliance with this section both in the case of
national banks and in the case of State member banks.

12, Congress has seen fit both as to national and State member
banks to forbid & director, officer, or employee of a securlty company
serving such a bank except in limited classes of cases as may be per-

mitted by a general regulation of the Board of Governors.
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13. Congress has seen fit to forbid executive officers, with
certain exceptions, to become indebted to their banks and to forbid
banks to meke loans to their executive officers. The effectustion of
this statute by regulation and the defining of the term "executive
officer" is delegated to the Board of Governors with respect to both
State member and national banks.

14. Congress has seen fit to provide that in the case of a
sale of any sccurity or property to a bank by a director or by a firm
of which any director is a member, the Board of Governors may, by regu~
lation, require full disclosure of the commissions when the director or
firm sells for others and of the profits when the sale is made for the
director or firm, This applies as well to national as to member State benks.

15, Congress has seen fit to forbid the affiliation of a member
bank with a security company and has provided that a penalty of $1,000
per day may be assessed by the Board of Governors and collected by the
proper Federal Reserve bank. This applies slike to national end State
member banks. In the case of a national bank, after six months' violation
the bank's charter may be forfeited in a suit brought by the Comptroller
in his own name at the Board's directlon. In the case of & State member
bank, 4ts membership may be terminated.

16. Congress has seen fit to regulate the relations of banks
with so-called "holding company affiliates" and has vested the question
of certain determinations thereunder as well as the granting to them of
voting permits to the Board of Governors in the case of national as well

as member State banks.
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17. Congress has undertaken to prevent the excessive use of
credit for speculative purposes and for such purpose has empowered the
Board of Governors to regulate the extension and maintenance of credit
for the purpose of purchasing or carrying securities reglstered on na-
tional securities exchanges. This power extends to all banks.

18, The F.D.I.C. may require any insured bank to insure
against burglary, defalcation and other insurable losscs.

19. The Comptroller of the Currency is charged with supervi-
sion of the liquidation of banks for which he has appointed a receiver.
Nevertheless, when he shall have closed a bank on account of its in-
abllity to meet the demands of its depositors, he must appoint the
F.D.1.C., receiver, and it liquidates the affairs of the insolvent bank
under the supervision of the Comptroller of the Currency who, in turn,
is authorized to waive and relieve the F.D.I.C. from complying with any
regulation of the Comptroller with respect to receiverships where, in his
discretion, such action is deemed advisable to simplify administration.

The F.D.I.C. must also accept appointment as receiver in the
case of State banks if such appointment is tendered by the authority
having supervision of such banks and is authorized by State law.

The public interest naturally is the basgic interest under-
lying all Federal supervision, but it must be remembered that while one
is apt to think of supervision only in the broad sense of the security
of the public in its dealings with banks, there is also involved super-
vision and control of the use of credit, as well as, supervision relat-

ing to the Government's status as a capital investor, as a creditor and
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as an underwriter. To the extent that any of the agencies is engaged
in supervigion based upon considerstions relating to one or more of the
zbove objectives, but not relating to all of them, there ig planted the
seed from which mey spring conflicts of viewpoints, conflicts in the
exercise of similar powers, and resulting waste and confusion.

It is little wonder, therefore, thet this hybrid system of
supervision hsas produced:

1. Duplicate corps of review examiners maintzined in Washington
by the Comptroller of the Currency, the F.D.I.C., and the Board of Gov-
ernors, as well as the R.F.C. Duplicate corps of field examiners muin-
tained in 12 separate districts by the Comptroller of the Currency, the
F.D.I.C., end the Board of Governors, as well as the maintenance of a
corps of exeminers in the many agencies of the R.F.C.

2. Duplication of examin:ution avoided only to the extent of
the exercise of mutual cooperztion between the agencies and even then
resulting in dissatisfuction at the methods and standards employed by
the examining agency selected.

3. Inability to agree upon uniform examining standards and
resulting spplication of different standards in the classification of
2ssets; in the appraisal of real estate loans; in the treatment of depre-
ciation in bonds and the velues at which they should be carried; in the
treatment of voluation reserves; and in the determination of losses.

4. Examination of one class of bunks at the expense of others.
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National banks are asscssed for each examination, but the F.D.I.C. which,
in examining only nonmember banks, examines more banks than any other
agency, makes no charge for examination, although the greater part of
the assessments upon which it operates is paid by member banks which it
does not examine.

5. Duplication and multiplicity of reports provoking admis-
sions and statements along following lines:

"Reports of condition now being issued to the public
are confusing because of thoir inadequacy and lack of uniformity."
(Chairman Leo T. Crowley to House Committee on Banking and Cur-
rency, February 1935)

"Calls for information from banking institutions have
increased in recent years. The numbor of Governmental offices
interested in obtaining information from banking institutions
has increascd substantially in recent months. At the present
time the R.F.C., the Sccurities Exchange Commission, the Treas-
ury Department, the Comptroller of the Currency, the F.D.I.C.
and the Federal Reserve Board are all asking for information,
and recently the Department of Agriculture and the Federal
Housing Administration have requested us to obtain information
for them. This has incroased the work of the member banks
considerable. Many of them resent quite vigorously the extra
work that is thrust upon them.”

(Edward L. Smead, Chief of the Board's Division of Bank Opera-
tions, at the conference on Call Report Standardization,
May, 1935)

" % 3% % the bank -~ a trust company member of the
Federal Reserve -~ was called on to make about 50 condition
reports, of one sort or other, each year to cxternal ageon-
cies. The time periods covered were divided as follows:
daily, 1; weekly, 5; monthly, 4; bi-monthly, 1; quarterly,
10; semi-annually, 1; annually, 28. A few calculations on
a scratch pad provided the astonishing information that in
carrying this routine through a year the bank had to prepare
about 700 reports, several of which contained multiple
schedules. ¥ ¥ % It would be hazardous, for onec example,
to attempt an cstimate of how much the supplying of super-
visory information costs all banks, but it might be fair to
assume that this is a fair sample, proportionately, for
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trust companies operating in the state in which the bank

is located. And it also seems fair to say that many of the
regulatory authorities have realized the enormous duplica-
tion of effort, thc needless expense, and other fcatures

of the burden. The task of simplification, started last
May at a conference in the Washington offices of the Fed-
eral Deposit Insurance Corporation, is receiving the co-
opcration of such Federal agencies as the Reserve Board,
the Comptroller, the Reconstruction Finance Corporation,
the Treasury, and the F.D.1.C., as well as the Reserve City
Bankers Association, National Association of Bank Auditors
and Comptrollers, American Bankers Association, and National
Association of Supervisors of State Banks. OCompletion of
the work may mean that the number of reports required from
the bank referred to in this article can be reduced by 80
per cent.,"

(Article in "Banking", March 1936)

6. Recognition of need for correction as evidenced by the

following statements:

"The most essential factor, in my opinion, for a
continuance of a sound banking system is a unification and
standardization of supervisory policy and procedure. It is
necessary that we use uniform standards with all problems
concerning supervision and that we use the same standards
in determining the soundness of individual banks; otherwise
it will be impossible to determine their position in the
system with any degrec of accuracy.!

(Chairman Leo T. Crowley, September 1936)

"I believe it would be highly desirable if we
could have centralized examinations."
(J. F. T. 0'Connor, in answer to a question before the
Senate Committec on Banking in April, 1935)

But inability, nevertheless, to agrce upon standard forms which

would reduce the multiplicity of reports. For instance, in 1935 the

.D.I.C. initjated a movemcnt to standardize reports and some progress

was made with respect to standardization as between the various states

and the F.D.I.C. Rcpeated conferences were held botween the technicians

of the F.D.I.C., the Board of Governors and others rcpresenting states
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and privute interests. OSome progress was made as between some of the
states, the F.D.I.C. and the Board of Governors but it has proved im-
possible to effect standardization between the three Federal agencies.
The press has reported the incident as being a controversy between the
F.D.I.C. and the Comptroller of the Currency and has guoted the Comp-
troller as saying that he "had no prior aotice of thc meeting® and that
"the forms of Call Reports under the Federal law are required to be pre-
pared under the direction and authorization of the Comptroller of the
Currency ior national banks". (Herald Tribune, March 14, 1936)

7. Public confusion and inability of those concerned to de--
termine to which of the several agencies a particular matter should be
referred as evidenced by the following statement:

"We have been in frequent communication with the
Board of Governors of the Federal Reserve, the officers of
the Federul Reserve Bank of (Cleveland, the Comptrolier's
office, our Chief Nutional Bank Examiner, Mr. Leyburn, at
Cleveland, the Federsl Deposit Insurance Corporation at
Washington, as well as Chief Examiner Stroefer at Columbus,
and Mr. Squire, our State Superintendent of Banks, in re-
=rd to interpretations and methods of cperation under the
new legislation. We have hed their cooperation in inter-
preting the meaning of various provisions and have passed
this information along to our members, who found this ser-
vice very helpful.®
(Jon H. McCoy, President, Ohio Bankers Association, 1936
Annual Convention)

8. Enforced acceptance of members into the Federusl Reserve
System and enforced insurunce of deposits by the F.D.I.C. through the
exercise of chartering powers by the Comptroller of the Currency and,

in the case of insurance, both through the exercise of chartering

powers by the Comptroller of the Currency and the acceptance of State
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member bunks by the Federal Reserve System. This on one occasion has re-
sulted in public charges that the Comptroller of the Currency, against the
judgment and recommendation of both of the other agencies, has chartered a
national bank, thereby forcing it upon the Federal Reserve System as a mem-~
ber bank and upon the F.D.I.C. as an insured bank. (New York Ferzld Tribune,
11/13/%6, reporting the Case speech)

In this connection it may be noted that in tie annual report of
the F.D.I.C. for the year 193€ the following comments are made:

"In the Federul establishment, greater coordination
than has hitherto obtained is essential to the various agencies
wiich charter and supervise deposit, savings, loan, investment
and other credit institutions;"

and

"The Corporation believes thit no bank should be per-
mitted to become insured without its approwvalt

9. Application of different requirements in the zdmission of
State bonks as members of the Federal Reserve System from those spplied
by the Comptroller of the Currency in the chartering of national banks.

10. Application of different standards as between member State
benks and national bunks in the grunting of voting permits to "holding
compuny affiliates". For instance, in weighing requests for such.permits
it was the Board's practice to apply the same standards and in some cases
higher standards than those imposed as an indident to membership by State
banks but, with respect to national banks, requirements were lessened, due,
apparently, to the insistence of the Comptroller that such matters as de-
terminations of losses to be charged off by national banks are solely

within the province of his office.
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11. Different definitions of the same term. - For instance, the
F.D.I.C.'s definition of the term "deposits", for the purpose of computing
agsessments, is different from the definition of that term by the Board of
Governors for the purpose of computing required reserves.

12. Two agencies unable to agree in the execution of a common
mandate of law. - Member banks are prohibited from paying interest on de-
mand deposits and the Board of Governors is authorized to prescribe such
rules and regulations as may be necessary to effectuate the purposes of the
law. 7The F.D.I.C. is directed by law to prohibit by regulation the payment
of interest on demand deposits by nommember insured banks. No one would
argue that a correspondent bank absorbs cxchange charges on items which it
collects except in consideration of the use of someone's funds. However,
becausc the absorption of such charges by other than the correspondent bank
and, in the last analysis, by the public, might result in the inability of
certsin nonmember insured banks to make such charges because of the public's
unwillingness to pay them and because of differences of opinion as to the
law's intent, whatever its letter, the F.D,I.C. and the Board of Governors
were never able to bring their respective regulations into substantial con-
formity, until, by force of necessity and as a matter of expediency, uniform
general language was agreed upon declaratory of what everyone knew the law
to be. Until there is found some means of applying the agreed language to
a particular case however, and until uniformity in its application to par-
ticular cases is obtained, the public and the banks are left in confusion
as well as in the unfair position of some banks following one practice and

others another.
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13. The maintenance by each of the agencies of large staffs
other than examiners engaged in the same or similar activities, such as
the collection of statistics and similar lines of endeavor.

l4. Petty inter-agency jealousy of prerogatives and resulting
hesitancy to take desirable action lest prerogatives be surrendered.

15. Permitting the continued operation of allegedly insolvent
and admittediy weak banks desperately in need of reorganization, while
the agencies involved have unsuccessfully tried to agree upon a plan,
failure to do wihich, may in some part be attributed to motives of self
interest upon the part of one or more of the agencies concerned.

16. The Comptroller of the Currency issuing regulations re-
lating to investments by which both national banks and State member banks
are to be governed and, in the view of the Board of Governors, interpret-
ing the regulations and applicable statutes in some respects beyond the
scope of the authority conferred by the statute. The inevitable result
of this state of affairs is one standard for national banks and another
for State member banks - the standard in both cases however, resting upon
identical legal wording.

17. Each of the agencies, within its own sphere and upon its
own consideration, independently and without coordination, instituting
remedial action »f some character. Thus, it is that in one national bank
the F.D.I.C. instituted proceedings to terminate the bank's insurance, the
probable results of which will be the appocintment of the F.D,I.C. as re-

ceiver, During the course of consideration of the advisability of such
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action by the F,D.I,C., of which Board the Comptroller of the Currency is
a member, he, by certificate filed with the Board of Governors instituted
proceedings aguinst the president of the bank to remove him from office.
The Board promptly initiated an expensive hearing but during the timely
course of its deliberation, it became necessary for the Comptroller to
appoint a conservator. The result is that the Board of Governors has re-
moved an officer from a bank in which the Comptroller of the Currency has
already appointed a conservator, who in turn, unless effective corrections
sre made in the bank, wiil be supplanted by the F.D.I.C. as receiver.

18, Threats upon the part of some bunks to denationalize in
order to escape regulation and supervision by the Comptroller of the Cur-
rency; threats upon the part of other banks to retire from the Federal
Reserve System in order to escape regulation and supervision by the Fed-
eral Reserve System; and threats upon the part of still other banks to
join the Federal Reserve System in order to escape regulation and super-
vision by the F.D.I.C.

19. And, finally, the extraordinary situation of one supervis-
ing agency liquidating a bank subject to the supervision ofanmother super-
visory agency.

Under these circumstances, therefors, can the conclusion be
escaped that the existing machinery has developed inefficiency for which
corrective measures should be employed?

Improvement by Elimination of Divided
Responsibility and Consolidation of Functions

Simply as a matter of good organization it would appesr unde-

sirable to establish a division of labor or authority in connection with
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Federal supervision of banks subject thereto. As well may it be argued
that there should be one Interstate Commerce Commission for railroads and
another one for trucks. Divided responsibility is likely to produce a
failure to act because of the lack of full responsibility to act.
Moreover, while the degree or extent of such reliance may not
be the subject of definite ascertainment at least it may be stated as a
fact that public reliance and dependence is put upon Federal supervision.
That feeling may be with respect to the Comptroller of the Currency or
the F.D.I.C. or the Federal Reserve System, but more likely it is with
respect to a vague and hazy idea of some comprehensive Federal authority.
That is the very point - To illustrate, the following is quoted from the
Commission on Banking Law and Practice of the Association of Reserve City

Bankers-Bulletin of July 24, 1933:

"As nearly as we can appraise the opinion of the man
on the street, it is something like this. He knows that a bank
charter cannot be obtained except from a Government agency. He
knows that when the sign 'Bank! is put over a door that a Gov-
ernment agency has endorsed that establishment and permitted it
to accept deposits from any man or woman who may choose to en-
ter. It is a further fact, that the average small depositor
has no basis for discriminating between a safe bank and an un-
safe bank. If we were to provide him with a statement of the
bank and all the supporting documents he would still be unable
to form a correct judgment as to the safety of the institution
in question. When, in these circumstances, thousinds of banks
close, involving heavy losses to depositors, the average man
feels that a severe injustice has been perpetrated. A man's
savings are almost us important to him as life itself, and if,
through no fault of his own, his deposits arc lost, he cannot
be expected to do otherwise than reise a clamor aguinst this

injustice. It is a public menace like unsufe grade crossings,
or fire hazard, or reckless automobile driving, from which the
small depositor haus a2 right to expect protection from those in
authority. From millions of men and women in this situation a
demand has arisen that their deposits should be protected. As
long as bank failurvs are permitted to continue, this demand
will exist."
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It follows therefore, that if the public is to hold the gov-

ernment responsiblé for effective supervision - there should be some place

where that responsibility can be fixed.
a bank hag failed, can forsee the Secretary of the Treasury, because he 1li-

censed it, the Comptroller of the Currcncy, because he chartered it and ex-

ercised general supervision, the Board of Governors, because it was a mem-~

ber bank, and the F.D.I.C., because it was an insured bank, vying with each

other in an effort to assume responsibility for inadequate supervision

contributing to its failure. More likely the case will be similar to the

one reported to the Senate Committee on Banking by one of its examiners

in connection with the Senate hearing on stock exchange practices, as fol-

lows:

"As stated previously, we cannot help but feel that the
break-down of the Guardian Trust Co. can in a large measure be
traced to State bank examiners and the State superintendent of
banks of Ohio. Had examinations been made as specified by law
and conducted in a more thorough manner, many of the evils which
resulted in the bank's closing would have been eliminated before
serious damage was done. However, unwarned and uncriticized, the
bank management contimted to conduct the affairs of the bank in
such a manner that by February 28, 1933, its condition was such
that there was no alternestive save ligquidation."

In this same report it was said relative to examinations by the

Federal Reserve bank:
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"The National Government recognizing its responsibili-
ties in this respect has embodied in section 9281 of the Federal
Code the following in regard to banks coming under Federal super-
vision, as a result of being member banks of the Federal Reserve
Bank System:

"tThe Comptroller of the Currency with the approval
of the Secretary of the Treasury shall appoint examiners who
shall examine every member bank at least twice in each calen-
dar year and oftener if considered necessary. Provided, how-
ever, That the Federal Reserve Board may authorize examination

Louis

He indeed is an optimist who, when
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by the State authorities to be accepted in the case of
State banks and trust companies and may at any time di-
rect the holding of a special examination of State banks

or trust companies that are stockholders in any Federal
Reserve bank.!

"The above section, while eliminating the necessity
of a Federal Reserve examination in years during which an ex-
amination has been conducted by the State banking authorities,
does not excuse the Federal Reservc examiner from making exam-
inations as specified in other years. The Fedoral Reserve ex-
aminers with too much confidence in the ability of the Ohio
State banking department examiners, failed to conduct examina-
tions of the Guardian Trust Co. during the following years:
1923, 1925, 1927, 1930, and 193l.

"Legally they werc not excused from cxamining during
these years as the State superintendent of banks for Qhio also
failed to conduct an examination and the law is clear on this
point, We feel that the Federal Recserve examiner is subject to
grave criticism for the fzilure to follow the law in this re-
spect, as the thorough examination made by Federal Reserve ex-
aminers would have revealed the precarious position of the
Guardian Trust Co. early in 1930 and undoubtedly muny of the
evils existing could have been corrected. As to the efficacy
of Federal Reserve cxaminations, no criticism is made as we
have found them to be thorough, critical and corrective."

Another factor to be considered in connection with the question
is that of cost. The best estimate obtainable as to the present cost of
Federal supervision would indicate that it amounts to approximately
$9,000,000 per year, divided as follows: Comptroller of the Currency
$3,800,000; F.D.I.C. $2,500,000; Board of Governors $1,400,000 and Fed-
eral Reserve banks $1,300,000. The foregoing figures include, for the
Comptroller of the Currency, the 12 district »ffices, and are based upon
the Comptroller's annual report for 1935 but dc not include expenses in
connection with the issuance and redemption of currency. Of this total,

$216,000, representing regular salary roll, is paid from appropriation
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and the balance is assessed against banks. The estimate of $2,500,000
for the F.D.I.C. represents the estimated total of the anmmal administra-
tive expenses of the corporation, including its district offices, as in-
dicated by its annual report of June 30, 1936. The estimate of $1,400,000
for the Board of Governors includes the total salaries and expenses of
the Board of Governors of the Fedorazl Reserve System except expenses in
connection with the issuance and redemption of currency, and the expenses
of the Federal Reserve banks are represented by the expenses of other bank
examination departments without any allowance for overheed. .

Obviously no one can estimate with exactness the extent to
which the foregoing cost could be rcduccd if the functions of the three
agencics were consolidated. However, in the light of what is known with
respect to the existing duplication of effort und duplication of person-
nel, common sense dictates that the ultimate cost could be materially and
substantially reduced.

Last and perhaps most important of the many considerations favor-
ing consolidation of the supervisory functions is the resulting facility
with which such functions could then be coordinated and correlated with
naticnal credit policies.

As wag pointed out by Dr. Jacob Viner in an article entitled
"Recent Legislation and the Banking Situation" appearing in the American
Economic Review, Vol. XXVI, No. 1, Supplement, March 1936:

"k # 3% The examiners, through the qualitative credit
standards which they impose on banks, indirectly influence the

quantity of bank credit. When business is prosperous and op-
timism prevails, examiners, like the bankers themselves, must
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tend to appraise credit risks in terms of the favorable con-
ditions of the moment. The bankers, and especially the small
bankers, confident that what is good enough to pass the scru-
tiny of the examiners should be good enough to meet their own
standards, persist on their career of credit expansion. Lat-
er, when the tide of business turns, when banks begin to fail
and loans which were passed without criticism during the boom
days have to be written off as bad debtis, the examiners are
blamed. Reacting in a perfectly natural manner, they become
stricter and more exacting in the standards they apply, and
they press the banks to liquidate loans and investments which
the banks, if left to their own devices, would be happy to
keep in their portfolios. The process of bank examination
thus tends to encourage credit expansion during the upswing
of the business cycle and, more seriously, to intensify credit
contraction during the downswing.

"There is an obvious cure for this perverse effect
of bank exemination, requiring threec innovations in the admin-
istration of the examinations: unified control of bank super-
vision and examination; co-ordination of examination policy
with credit control policy; and systematic and continuous super-
vision and instruction of the examiners in terms of a uniform
and flexible policy. Fully to attain all of these objectives
would require the centralization of all bank examining functions
under the direction of the Federal Reserve Board."

One has but to remember the pressure upon banks by various super-

visory authorities for and the resulting disaster in connection with so-

called "secondary reserves" of bonds and investments to realize the force

of this point.

Should consolidation be effected then it would follow thut exam-

iners could be schooled along the same lines and trained and directed to

apply uniform standards in the classification of assets, the appraisal »f

management, the development of sound practices and discouragement »f un-

sound practices all along basic and fixed policy lines correlated with ex-

isting nationsl policies.
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As a proposition, therefore, in order to secure more efficient
supervision at less cost it appears desirable to consolidate all super-

visory functions in one agency.

Congolidation of Functions in the
Board of Governors of the Federal Reserve System

In the light of its present responsibilities, its availability,

and its equipment, it is submitted that that agency should be the Board
of Governors.

Of the three agencies, it is the Board of Governors which is
charged with responsibility for monetary and credit policies of the United
States. This responsibility is met largely through the exercise of con-
trol and regulation over discount rates, reserve and margin requirements,
and the activities of the Federal Reserve banks in the open market.

With respect to the influence of supervision by examination
upon the quality and quantity of credit in banks much has been said that
need not be repeated. It may be pointed out, however, that had the Board
had complete control of the examination and supervision of banks subject
to Federal supervision in 1928 and 1929 it could, through its influence
in making examinations, have made its direct action policy more effec-
tive and could have further discouraged the use of bank credit for spec-
nlative purposes.

As a matter of fact this period is graphically illustrative of
the necessity of coordinating and correlating examining standards with
existing national policies. 1If the responsibility of examining is in one

body and the responsibility to formulate national policies is in another,
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the opportunity for differences of opinion is ever present and, as in
the past, unless responsiblility is fixed in one body, the time may come
when the Board of Governors will establish one credit policy and the ex-
amining authority will encourage a diametrical one.

It has been and may be argued with considerable force that ex-
amining functions should never be vested in an agency in which there ex-
ists the possibility of a conflict of interest as between the status of
such agency as a creditor or underwriter and its status as a supervisor.
Typical of this viewpoint is the following statement of the Comptroller
of the Currency appearing in the American Banker of July 15, 1936, as
follows:

"If we are to have a national banking system over
which the Government exercises supervisory control, that con-
trol must be in the hands of an independent executive and not
the representutive of a preferential creditor.

"This subject was again brought up following the
'Banking Holiday.' With the calming of the hysteria, how-
ever, following the stunning blow of the depression, the
agitation seems to be overwhelmed with the logic that our
major banking system should be supervised by an independent
bureau and not one having a direct or indirect monetary in-
terest in the banks under supervision, or required by law to
extend them credit or assume rcesponsibility for their liabil-
ities. It appears, therefore, that the Bureau (office of the
Comptroller of the Currency)} with its history of 73 years is,
through the evolution of our financial structure, more firmly
entrenched today than ever as a public necessity."

The efficacy of this argument depends upon the assumption that
in no case can self-interest be divorced from public interest and that
where self-intercst is involved inevitably it will be favored. This is,

of course, a factor to be congidered but when weighed against the desir-

ability of coordinating supervision with nationsl policies and the cvils
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from failure to do so, it appears as a relatively unimportant one. More-
over, as an effective answer it may be pointed out that the whole philoso-
phy of the Federal Reserve System is based upon subordination of the pro-
fit motive to the public good and in weighing this factor the public char-
acter and duties of the Board of Governors must not be disregarded. It
can as weil act in the public intercst and against any possible selfish
interest of the Federal Reserve banks in the supervision of banks as it
can in directing the purchase or sale of securities in the open market
in the public good but at a loss to the Federzl Reserve banks.

With respect to the availability and equipment of the Federal
Reserve System to undertake the task, it need only be pointcd out that
already the System has a seasoned and trained staff of technicians in
Washington, 12 banks and 25 branches blanketing the nation, manned by
officers and employces having long and broad experience and an intimate
knowledge cf the banking problems of their respective districts. Through
this long cxperience they have acquired a personal knowledge of past and
current policies and activities of most of their member banks and many of
the nonmember banks and, with added responsibility, this feature could be
expanded. They are constantly brought in touch with the banks in their
daily operations either with respect to reserves, borrowings, transit
operations or other matters and through this they have thc opportunity
to and do often acquire kmowledge not available to an examiner in his
short and periodic visits. Such information is useful and, with entire
responsibility for supervigsion consclidated in the Board of Governors,

it could be more effectively awvasiled of.
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Of less importance, but nevertheless a consideration, is the
fact thet the F.D.I.C. was capitalized on funds of the Federal Reserve
System aggregating $139,000,000 and $150,000,000 contributed by the Gov-
ernment theoretically as a return to the banking system for $149,000,000
paid by the System as a franchise tax. Hence the System already has a
large steke in the F.D.I.C.

Therefore, it is offered as a proposition that Federal super-
vision of banking should be consolidated in the Board of Governors along
the lines of the following discussion.

The desirability of fixing undivided responsibility should not
be confusasd with the desirability of decentralizing activities to the ex~
tent possible. The important factors in consolidation are the fixing of
undivided responsibility and the coordination of activities along uniform
and standard lines. Centralization of all activities in Washington, even
if not impossible, would seem highly undesirable and, correspondingly, de-
centralization to the extent that it can be accomplished without destroy-
ing the application of uniform standards would seem to be a desirable
thing. In the first place, the task is simply too much to be undertaken
at onc point and, in the second place, there are obvious advantages in
personsl association and in the accumulated information and background of
information obtainable through activity in the field. That, in certain
cases, delegation of authority is desirable seems to be a principle rec-
ognized by section 507 of the pending bill to reorganize Government
agencies, which permits the delegation of functions vested in and im-

posed upon a head of an agency.
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Accordingly, after consolidation of all supervisory functions
in the Board, it would be the purpose of the Board to decentralize activ-
itles 1in so far as possible by the establishment of district supervisory
authorities, whose field of activities would be co-extensive with Federal
Reserve district lines. He would serve at the pleasure of the Board and
correspond somewhat to the present chief national bank examiner. To him
would be entrusted:

1. The examination and supervision of commercial

banks and their affiliates in the district, in accordance
with general policies and standards fixed by the Board.

2. The approval or disapproval of applications for
charters, permits, changes in capital, etc. subject to the
applicant's right to appeal to the Board in particular cases
in accordance with uniform standards fixed by the Board.

3. The approval or disapproval of plans of reorgani-
zatlon, consolidation and liquidation, subject to the right
of appeal to the Board in particular cases.

4., The initiation of removal proceedings under section

30 of the Banking Act of 1933, of capital requirement proceed-
ings, and of expulsion from the insurance fund or from member-
ship in the Federal Reserve System.

5. The receipt, review and tabulation of statistics from
call and other reports.

6. The duty to furnish the Board with examination reports
or analyses thereof, or such other information as might be re~

quired from time to time.
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One objection often heard to the delegation of supervisory powers
to the Board of Governors and particularly to the Federal Reserve banks
arises out of the fact that six of the directors of a Federal Reserve bank
are e¢lected by commerciai banks in the district snd to that extent the
banks would be subjecting themsclves to supervision by their associates
and even competitors. This, it is rccognized, may be both objactionable
and undeosirable., For that rcason it would be the Board's purpose in de-
centralizing examining activities to delegate supervisory authority to
someone responsible only to it and not in any wise responsible to the Fed-
eral Reserve bank, except for cooperation and willingness to cooperate.

The Board, in addition to its present functions with respect to
the direction of credit policies and general supervision of the twelve
Federal Reserve banks would:

1. Egtablish uniform policies of general application
to the chartering, examining and supervising of commercial banks.

2. Coordinate activities to the end that uniform and
standard policies would be uniformly applied.

3. Handle the appeal of all matters wherein the deci-
sion of the district supervisor is not final.

4. Determine the date, form and conditions of all re-
ports and give dircction to the review and analyses of the same.

5. Appoint conservators and receivers for banks.

6. Appoint district supervisors and their assistants.

Under this plan it would be the hope that those regulated would

be able to submit their problems to one authority in one office within
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their own district and receive an answer. At the same time it would be
the hope that having granted authority commensurate with the responsi-
bility and having established means whereby uniform standards consistent
with basic national policy could be fixed and applied, there would result
a higher degree of efficiency in supervision with less disturbance to the

banking system and at less cost to it as well as to the national economy.

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis





