Chapter 3
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The adoption of nationwide deposit insurance in 1933 was made possible
by the times, by the perseverance of the Chairman of the House Commit-
tee on Banking and Currency, and by the fact that the legislation attracted
support from two groups which formerly had divergent aims and
interests — those who were determined to end destruction of circulating
medium due to bank failures and those who sought to preserve the
existing banking structure.!

Banking Developments, 1930-1932

An average of more than 600 banks per year failed between
1921 and 1929, which was ten times the rate of failure during
the preceding decade. The closings evoked relatively little
concern, however, because they primarily involved small, rural
banks, many of which were thought to be badly managed and
weak. Although these failures caused the demise of the state
insurance programs by early 1930, the prevailing view
apparently was that the disappearance of these banks served to
strengthen the banking system.

This ambivalence disappeared after a wave of bank failures
during the last few months of 1930 triggered widespread
attempts to convert deposits to cash. Many banks, seeking to~
accommodate cash demands or increase liquidity, contracted
credit and, in some cases, liquidated assets. This reduced the
quantity of cash available to the community which, in turn,
placed additional cash demands on banks. Banks were forced to
restrict credit and liquidate assets, further depressing asset
prices and exacerbating liquidity problems. As more banks were
unable to meet withdrawals and were closed, depositors became
more sensitive to rumors. Confidence in the banking system
began to erode and bank “runs” became more common.

" During this period, the Federal Reserve did little to ease the
liquidity problems of banks. The failure of the Federal Reserve

!Golembe, “The Deposit Insurance Legislation of 1933,” p. 182.
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to adopt an aggressive stance with respect to either open market
purchases of securities or its discount window operations has
been ascribed to several factors.? Most notably, it was generally
believed that bank failures were an outgrowth of bad man-
agement and, therefore, were not subject to corrective action by
the Federal Reserve. Concern within the System also was muted
because most failed banks in 1930 were nonmembers for which
Federal Reserve officials felt no responsibility.

In all, 1,350 banks suspended operations during 1930 (Table
3-1).° Bank failures during the previous decade had been
confined primarily to agricultural areas; this no longer was the
case in 1930. In fact, the Bank of United States, one of the
nation’s largest banks based in New York City, failed that year.
The large jump in bank failures in 1930 was accompanied by an
even greater increase in depositor losses (Table 3-1).

As liquidity pressures subsequently eased during the early
months of 1931, the number of bank failures declined sharply
but the decrease proved to be short-lived. Bank failures again
rose between March and June as the public resumed converting
deposits into currency and banks sought to meet withdrawal
demands. During the second-half of the year, another, more
serious, liquidity scramble occurred.

Once again, the Federal Reserve failed to inject sufficient
liquidity into the banking systern. In 1931, policymakers were
primarily preoccupied with international monetary matters. The
abandonment by Great Britain of the gold standard in September
1931 aroused general fears that other countries might follow..
These fears caused many foreigners with U.S. bank accounts to
convert deposits to gold in the New York money market. To
stem the ensuing gold outflow, the Reserve Bank of New York

%A discussion of the Federal Reserve System’s attitude appears in Milton
Friedman and Anna J. Schwartz, A Monetary History of the United States,
1867-1960 (Princeton, New Jersey: National Bureau of Economic Research,
1963), pp. 357-359. Much of the discussion relating to the events preceding
the nationwide bank holiday is based on this source.

3The terms “bank suspensions” and “bank failures” are often used inter-
changeably. For the most part, this practice is followed throughout the chap-
ter. Technically, however, “suspensions” include all banks that are closed
because of financial difficulties, whereas “failures” are limited to those sus-
pended banks that were placed in the hands of receivers and liquidated. Some
of the suspended banks were reorganized or restored to solvency and resumed
operations. In either instance, the assumption is that the suspended bank actu-
ally failed, though rehabilitation later occurred.
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sharply increased its rediscount rate. While this action achieved
the desired effect, no steps were taken to augment already
depleted bank reserves through extensive open market purchases
of securities. By ignoring domestic financial considerations, the
Federal Reserve added to the banking industry’s woes.

The effects of these liquidity crises were reflected in the
failure statistics. About 2,300 banks suspended operations in
1931 (Table 3-1). The number of failures thus exceeded the
average number for the 1921-1929 period by almost threefold.
Losses borne by depositors in 1931 exceeded losses for the
entire 1921-1929 period.

In an attempt to ease bank liquidity problems, a National
Credit Corporation, organized by bankers in the private sector,
was created in October 1931 to extend loans to weakened
banks. However, the corporation failed within a matter of
weeks. Business leaders appealed to the federal government for
assistance. The Hoover Administration responded by
recommending two measures. The first resulted in the creation,
in January 1932, of a new major federal lending agency, the
Reconstruction Finance Corporation (RFC). One of its primary
functions was to make advances to banks. By the end of 1932,
the RFC had authorized almost $900 million in loans to assist
over 4,000 banks striving to remain open. The RFC might have
assisted more banks had Congress not ordered it to disclose
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publicly the names of borrowers, beginning in August 1932,
Appearance of a bank’s name on the list was interpreted as a
sign of weakness, and frequently led to runs on the bank.
Consequently, many banks refrained from borrowing from the
RFC.

The second measure supported by the Hoover Administration,
the Glass-Steagall Act of February 27, 1932, broadened the
circumstances under which member banks could borrow from
the Federal Reserve System. It enabled a member bank to
borrow from a Federal Reserve Bank upon paper other than that
ordinarily eligible for rediscount or as collateral for loans.
While the amounts subsequently borrowed were not large in the
aggregate, the measure did aid individual banks.

The generally improved banking situation during the ensuing
months was marked by a significant drop in both the number of
bank failures and depositor losses. Other signs suggested that
the industry’s troubles were far from over. Waves of bank
failures still occurred during the year. Another disquieting sign
was the emergence of bank moratoria. Initially, they were
declared by individual local communities. Later that year,
Nevada proclaimed the first statewide moratorium when runs on
individual banks threatened to involve banks throughout the
state. Similar moratoria were to play a role in the events that
culminated in the nationwide bank holiday of 1933.

The Banking Crisis of 1933

During the winter of 1932-1933, banking conditions deter-
iorated rapidly. In retrospect, it is not possible to point to any
single factor that precipitated the calamitous events of this
period. The general uncertainty with respect to monetary and
banking conditions undoubtedly played the major role, although
there were specific events that tended to increase liquidity pres-
sures within the system. Banks, especially in states that had
declared bank moratoria, accelerated withdrawals from corre-
spondents in an attempt to strengthen their position. Currency
holdings increased significantly, partlally in anticipation of ad-
ditional bank moratoria.

Additional liquidity pressures were brought about by concern
relating to the future of the dollar. With the election of Franklin
D. Roosevelt in November 1932, rumors circulated that the new
administration would devalue, which led to an increase in
speculative holdings of foreign currencies, gold and gold certifi-
cates. Unlike the period of international monetary instability in
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1931, a significant amount of the conversions from Federal Re-
serve Notes and deposits to gold came from domestic sources.
These demands placed considerable strain on New York City
banks and, ultimately, on the Federal Reserve Bank of New
York.

It was the suddenness of the withdrawal demands in selected
parts of the country that started a panic of massive proportions.
State after state declared bank holidays. The banking panic
reached a peak during the first three days of March 1933. Visi-
tors arriving in Washington to attend the presidential inaugu-
ration found notices in their hotel rooms that checks drawn on
out-of-town banks would not be honored. By March 4, Inaugu-
ration Day, every state in the Union had declared a bank
holiday.

As one of his first official acts, President Roosevelt pro-
claimed a nationwide bank holiday to commence on March 6
and last four days. Administration officials quickly began to
draft legislation designed to legalize the holiday and resolve the
banking crisis. Early in their deliberations they realized that the
success of any proposed plan of action primarily would hinge on
favorable public reaction. As noted by Raymend Moley, a key
presidential adviser who attended many of the planning
sessions:

We knew how much of banking depended upon make-believe
or, stated more conservatively, the vital part that public con-
fidence had in assuring solvency.*

To secure public support, officials formulated a plan that relied
on orthodox banking procedures.

Few members of Congress knew what was contained in the
Administration’s bill when they convened in extraordinary ses-
sion at noon on March 9. In fact, Henry B. Steagall, Chairman
of the Committee on Banking and Currency, purportedly had
the only copy of the bill in the House. Waving the copy over his
head, Steagall had entered the House chamber, shouting,
“Here’s the bill. Let’s pass it.”> After only 40 minutes of de-
bate, during which time no amendments were permitted, the
House passed the bill, known as the Emergency Banking Act.
Several hours later, the Senate also approved the emergency
legislation intact.

“Raymond Moley, The First New Deal (New York: Harcourt, Brace &
World, Inc., 1966), p. 171. -
3Ibid., p. 177.

38



The Emergency Banking Act legalized the national bank
holiday and set standards for the reopening of banks after the
holiday. The Act expanded the RFC’s powers as a means of
dealing with the crisis then threatening the banking system. It
authorized the RFC to invest in the preferred stock and capital
notes of banks and to make secured loans to individual banks.

To insure an adequate supply of currency, the Act provided for
the issuance of Federal Reserve Notes, which were to be backed
by U.S. government securities. The Federal Reserve Banks were
empowered to advance the new currency to member banks with-
out requiring much collateral. After the Act was signed into law,
the Bureau of Engraving and Printing promptly went into 24-
hour production to manufacture the currency.

The President subsequently issued a proclamation extending
the holiday in order to allow time for officials to reopen the
banks. In his first “fireside chat,” delivered on March 12, Presi-
dent Roosevelt reviewed the events of the past several days and
outlined the reopening schedule. Following proper certification,
member banks in the twelve Federal Reserve Bank cities were
to reopen on March 13. Member banks in some 250 dther cities
with recognized clearinghouses were to reopen on March 14.
Thereafter, licensed member banks in all other localities were to
reopen. The President indicated that the Secretary of the Trea-
sury already had contacted the various state banking depart-
ments and requested them to follow the same schedule in re-
opening state nonmember banks. Before concluding his radio
address, the President cautioned that he could not promise that-
every bank in the nation would be reopened. About 4,000 banks
never reopened either because of the events of the previous two
months or the bank holiday itself.

The task of implementing the Emergency Banking Act pri-
marily was the responsibility of the Secretary of the Treasury.
Under the Act, licenses for all member banks, both national and
state, were to be issued by the Secretary. (State nonmember
banks were to be licensed by the state banking departments.)
The Treasury, however, demanded that each of the Federal Re-
serve Banks approve of the reopening of banks in their respec-
tive districts. The Federal Reserve Board balked at this demand,
preferring instead that the Treasury Department shoulder the
entire burden of reopening member banks. The controversy was
resolved in the Treasury Department’s favor. It was agreed that
licenses would be issued by the Secretary of the Treasury upon
the recommendation of the district Federal Reserve Bank, the
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chief national bank examiner and the Comptroller of the Cur-
rency. Several hundred banks soon reopened for business on the
certification of the Treasury. As the reopenings proceeded, pub-
lic confidence increased significantly and widespread hoarding
ceased.

Federal Deposit Insurance
Legislation

After some semblance of order had returned to the financial
system, efforts were renewed in Congress to enact deposit in-
surance legislation. Although a deposit insurance bill had been
passed by the House in 1932, the Senate had adjourned without
acting on the proposal. Insurance proponents hoped that legis-
lative efforts would prove successful this time, since the bank-
ing crisis was still fresh in the public’s mind. In their view,
recent events had shown that a system of federal deposit insur-
ance was necessary to achieve and maintain financial stability.

One of the chief proponents of federal deposit insurance in
Congress was Representative Henry B. Steagall. He has been
credited with proposing the legislation which created the Federal
Deposit Insurance Corporation, leading the fight for its adoption
in the House and helping to effect a compromise when chances -
for passage of the bill appeared doomed. Steagall’s achievement
was all the more remarkable in view of the formidable opposi-
tion confronting the proponents of deposit insurance. Opposition
emanated from the Roosevelt Administration, segments of the
banking industry and from some members of Congress.

Arguments offered against deposit insurance reflected both
practical and philosophical considerations. Opponents asserted
that deposit insurance would never work. They pointed to the
defunct state-level deposit programs to substantiate their argu-
ment. Another widely held view was that deposit insurance
would remove penalties for bad management. Critics also
charged that deposit insurance would be too expensive and that
it would represent an unwarranted intrusion by the federal gov-
ernment into the private sector.

Within the Roosevelt Administration, the Secretary of the
Treasury was strongly opposed to the idea of federal deposit
insurance. While historians have asserted that Secretary
Woodin’s views were partially responsible for President Roose-
velt’s opposition to deposit insurance, accounts differ regarding
the nature and extent of Franklin Roosevelt’s opposition. How-
ever, the Administration was not of one mind on the issue.
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Support was voiced by Vice President John Nance Garner and
Jesse H. Jones of the RFC, among others. Prior to Roosevelt’s
inauguration, Garner, then-Speaker of the House, had appealed
to the President-elect to support deposit insurance. When
Roosevelt declined, stating that it would never work, Garner
predicted that deposit insurance legislation eventually would be
passed.®

Banking interests, particularly those representing the larger
banks, generally viewed federal deposit insurance with distaste.
The President of the American Bankers Association declared
that deposit insurance was “unsound, unscientific and danger-
ous.”” The banking industry’s views had only limited impact
since banking at that time was held in low esteem. The indus-
try’s already tarnished image was not helped by disclosures of
unsavory security market dealings on the part of certain New
York banks which came to light when deposit insurance was
being considered in Congress.

More formidable opposition to deposit insurance came from
several influential Congressmen. One of the most vociferous
opponents was Carter Glass of Virginia, Chairman of the Senate
Banking and Currency Committee. He had been Roosevelt’s
initial choice to serve as Secretary of the Treasury, but declined
the Cabinet offer. Although Senator Glass was intent on passing
banking reform legislation, federal deposit insurance was not
one of the reforms he supported or sought. In opposing federal
deposit insurance, Glass pointed to the record of the defunct
state insurance programs. Nevertheless, he subsequently al--
lowed bank deposit insurance to be written into a banking bill
that he had sponsored. One business journal during the period
reported that Glass simply had yielded to public opinion:

It became perfectly apparent that the voters wanted the guarantee
{deposit insurance], and that no bill which did not contain such a
provision would be satisfactory either to Congress or to the pub-
lic. Washington does not remember any:issue on which the sen-
timent of the country has been so undivided or so emphatically
expressed as upon this.®

In mid-May, both Senator Glass and Representative Steagall
formally. introduced banking reform bills, which included pro-
visions for deposit insurance. The two bills primarily differed

SIbid., pp. 318-319.

"Wires Banks to Urge Veto of Glass Bill,” New York Times, June 16,
1933, p. 14.

8«Deposit Insurance,” Business Week, April 12, 1933, p. 3.
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with respect to the conditions for membership in the deposit
insurance corporation that was to be created. Whereas mem-
bership in the Federal Reserve was a precondition for obtaining
deposit insurance under the Senate bill, it was not a prerequisite
in the House version. Both bills incorporated the demands made
by the Roosevelt Administration that: (1) deposit coverage be
based on a sliding scale; and (2) there be a one-year delay in the
start of the insurance corporation.

Later that month, however, the Glass bill was amended to
incorporate Senator Arthur Vandenberg’s proposal calling for
the creation of a temporary deposit insurance fund. Vandenberg
opposed a delay in the start of deposit insurance because “the
need is greater in the next year than for the next hundred
years.” On the day Vandenberg introduced his proposal, Vice
President Garner was presiding over the Senate, which was sit-
ting as a court of impeachment in the trial of a district judge.
Garner had heard that Vandenberg had formulated a deposit
insurance plan that would accomplish the same goals as those
contained in an insurance bill which Garner had pushed through
the House in 1932. Desiring that deposit insurance be imple-
mented as soon as possible, Garner therefore approached Van-
denberg during the impeachment proceedings and inquired
whether he had the deposit insurance amendment in his pos-
session. After Vandenberg responded affirmatively, Garner in-
structed him to introduce the amendment when signaled. Sev-
eral minutes later, Garner suspended the court proceedings and
ordered the Senate into regular session to consider more banking
legislation. With Garner sitting by his side, Vandenberg then
offered his deposit insurance amendment, which was over-
whelmingly adopted.

The amendment stipulated that, effective January 1, 1934, the
temporary fund would provide insurance coverage up to $2,500
for each depositor and would function until a permanent cor-
poration began operations on July 1, 1934. If demands on the
temporary fund exceeded available monies, the Treasury would
be obliged to make up the difference. The amendment also pro-
vided that solvent state banks could join the fund. '

The inclusion of the Vandenberg amendment in the Senate
bill almost resulted in the defeat of deposit insurance in Con-
gress. When the banking reform bills that had been passed by

““Bank Bill Debate to Open in Senate;” New York Times, May 19, 1933, p. 4.
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both houses were sent to a joint conference committee, for re-
solution of differences, an impasse promptly developed. The
House conferees opposed the Vandenberg amendment contained
in the Senate version of the bill, particularly the provision call-
ing for the immediate establishment of a temporary insurance
corporation. Another issue that split the conferees was whether
Federal Reserve membership should be a precondition for ob-
taining deposit insurance.

A compromise finally was reached on June 12, after the Sen-
ate conferees threatened to remove all deposit insurance pro-
visions from the bill. They feared that the impasse over deposit
insurance could endanger all of the banking reform measures
contained in the bill. In order to save the bill, the House con-
ferees reluctantly accepted the Senate’s version as well as an
additional provision desired by the Senate conferees to liberalize
the branching restrictions governing national banks. This pro-
vision reflected widespread public disillusionment with the
failure-prone independent banking system. Proponents of branch
banking maintained that geographic diversification of lending
risks and the deposit base would result in a lower bank failure
rate.

The bill agreed to by the conferees passed both houses of
Congress on the following day. Some opponents of deposit in-
surance had not yet thrown in the towel, though. The American
Bankers Association wired its member banks, urging them to
telegraph President Roosevelt immediately to request his veto of
the legislation. Nevertheless, President Roosevelt signed the
measure, known as the Banking Act of 1933, into law on June
16, 1933. Section 8 of.the Act created the Federal Deposit In-
surance Corporation through an amendment to the Federal Re-
serve Act. The Banking Act of 1933 also created the Federal
Reserve Open Market Committee and imposed restrictions on
the permissible activities of member banks of the Federal Re-
serve System.

Deposit Insurance Provisions of the
Banking Act of 1933

Section 12B of the Federal Reserve Act as amended created
the Federal Deposit Insurance Corporation and defined its or-
ganization, duties and functions. It provided for two separate
plans of deposit insurance: a temporary plan which was to be
initiated on January 1, 1934, and a permanent plan which was
to become effective on July 1, 1934.
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