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PREFACE

There are many excellent manuals treating of the history

and principles of money, of credit, an^d of the histor-y, prin-

ciples and practices of banking, but the author has not

found any single book which presents in a concise way the

whole general subject of money and 'banking, so arranged

as to make it suitable for use as a textbook. The curricula

of many schools and colleges limit the time given to the

study of this subject to one j-ear, and there has long been a

demand for a textbook presenting the essentials of money

and banking in such a way that it could be covered in that

time. It is hoped that this book may ,in some measure meet

this need.

It is designed primarily to serve as a textbook for stu-

dents beginning the study of money and banking in colleges

and universities, for advanced classes in commercial high

school and academy courses, and for the growing muuber

of young business men who in group study courses and in

university evening classes are pursuing studies in this field.

It is hoped, however, that it will prove-helpfid to the general

reader and to the business man desiring to gain a better

understanding of monetary and banking questions. Since

the book is intended as an introduction to the subject, and

is written for the general reader as w.ell as for the student,
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controverted points in monetary science have been avoided

as far as possible, or, if not avoided,^ have been pointed out

as debatable ground and the reader has been referred to

other works on these questions.
_

The treatment of Money in Part I follows in a general

way the lines made familiar by other standard works to

which frequent references are made in the footnotes and

in the suggested reading lists at the end of each chapter.

The effort has been made to compress this part of the book

into the smallest space consistent with a presentation of

essentials in the history, theory and principles of money,

leaving the major part of the book for the discussion of

the principles and practices ot banking. In the chapters

devoted to banking organization and practice it has been

impossible to give consideration to the varying local cus-

toms and practices of different types of banking institutions.

The aim has been to describe those principles and practices

of commercial banking that are common to all banks.

Though the new Federal reserve system introduces far-

reaching changes in our banking and ciu-rency system, many
years must elapse before its full effects can be definitely

measured. Throughout Part II frequent reference is made
to various provisions of the Act of 1913, and Chapter XXII
is devoted to an analysis of its leading provisions, and a

summary of the steps taken in the establishment of the new
system. A proper understanding of the new system, how-

ever, can be gained only by following its operations and
marking the effect of changes that will certainly be made
in the law from time to time. It is believed that the addition

of the complete text of the Federal Reserve Act (Appendix)

will prove a great convenience to both student and general

reader.

Space forbids specific mention of the many writers and
bankers to whom I am indebted for help in the preparation

of this book. At the end of each chapter are lists of books
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for collateral reading and throughout the text are footnote

references to writings upon which 1 have freely drawn. To
these authors and publishers, and to the many bankers who
have supplied suggestions and illustrations, I beg to make
grateful acknowledgment.

J. T. H.

PREFACE TO SECOND EDITION
Though the first edition of this book appeared less than

two and a half years ago, the generous reception accorded

it and the significant changes in financial affairs that have

transpired during that period, necessitate a revised edition.

Already the Federal reserve system *has effected far-reach-

ing changes in banking and credit operations and even in

our business nomenclature. Of these changes the most

significant, perhaps, are those involving clearings and col-

lections, Federal reserve currency and foreign finance. We
have added to our business terminology many new phrases,

such as "par collections," "gold settlement fund," "trade

and bankers' acceptances," "dollar .credits," "commodity

paper," "preferential rates," etc.

The discussion of these changes and developments has

been introduced with the least possiljle disturbance to the

textual arrangement, but on nearly every page some re-

visions have been made ; many sections have been rewritten,

entire new sections "have been added; and the last chapter,

on the Federal reserve system, has ."been rewritten in the

light of its development to date.
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After the revision liad been practically completed, the

amendments to the Federal Reserve Act were passed, June

21, 1917. Wherever possible, changes brought about by

these amendments have been noted, either in the text or

by footnotes. The Act as amended is substituted (Appen-

dix A) for the original Act of 1913.

Since the earlier edition was printed the Federal farm

loan system, designed to broaden agricultural credit as the

other system is designed to stabilize commercial credit, has

been-established. Only time can tell what measure of suc-

cess it shall have and what form its development shall take.

I take this opportunity of making grateful acknowledg-

ment to many kind readers who have called attention to

typographical and other errors in the first edition. Criti-

cism of this edition will be welcomed, to the end that sub-

sequent editions may be still more free from error and of

larger serviceability.

J. T. H.

PREFACE TO THIRD EDITION

In this revision effort has been made to bring the book

up to date in every respect and still to retain the same
textual arrangement and general treatment as in the earlier

editions. The World War brought about material changes

in international finance and .exchange, and led to modifi-

cations in our domestic banking and Cji-edit practices. These

changes and modifications have compelled a revision of

practically every chapter and a complete rewriting of the

chapter on the Federal reserve system. Especial attention

has been given to the subject of acceptances and to war
finance.
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As the Federal farm loan system has become well estab-

lished and is of less interest to the average reader and stu-

dent, it has not seemed necessary to retain the text of the

Farm Loan Act. The full text of the Federal Reserve Act,

as amended up to the adjournment of Congress in June,

1920, has been retained.

Again I take the opportunity to make grateful acknowl-

edgment to those who have called attention to errors in

the text, and to invite criticism of this edition in order

that subsequent editions may continue to be of the largest

possible service.

J. T. H.
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MONEY AND BANKING
PART I. MONEY

CHAPTER I

MEDIUM OP EXCHANGE

1. Division of labor and exchange.-i-The study of money
credit and banking is a division of the science of eco-

nomies. Economics is the science which treats of the

production, distribution, consumption and exchange of

wealth. In other words, it is the science which deals with
man in his business relations. Wealth is the general eco-

nomic term used to include all things which satisfy human
wants or which, as the economists say, have the quality of

utility. In the production of wealth three primary factor?

are involved—land (including all natural resources), labor

and capital. Economists now generally recognize a fourth

factor, the entrepreneur or enterpriser, who brings together

the other factors in the productive process.

The cooperation of these factors through the division of

labor is a fundamental characteristic of modern industrial

society. The progress of civilization, especially since the

Industrial Revolution of the latter part of the eighteenth

century with its introduction of machinery and power, has

been marked by an ever increasing subdivision of labor

and by greater specialization of employment. In a primi-

tive society each family or community provided for itself

the simple necessaries of life—food, clothing, shelter. But
to-day it would be hard to find among civilized peoples

either a family or a community that attempts to supply all

its own needs. In earlier days the 'cillage shoemaker made

with his hands and a few simple todls a complete pair of

3 1
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shoes, bi;t now he buys shoes for himself and his family

made in a factory where many machines, operated by scores

of workmen, each performing' a spedal operation, turn out

several hundred pairs of shoes a day. Like subdivision of

labor and specialization obtains in all lines of modern in-

dustry. Even the farmer, the most hearly self-.sufficient of

all producers, sells grain and buj's flour, sells cattle and buys

meat, and depends upon others to supply most of his needs.

Indeed very few of the world 's workers are engaged nowa-

daj's in producing things for their own use or consump-

tion. Most of the wealth produced is intended to be ex-

changed. Our whole economic structure is based upon the

exchange of goods and services. This process of exchange

involves the economic phenomena of value, price, money,

and the whole nieehanisni of exchange.

2; Barter.—Division of labor and exchange of goods have

existed in some form almost from the beginning of organ-

ized society. In a very early stage "people found by expe-

rience the advantage of each worker devoting himself to

the production of certain things in which he was most
skilled. The primitive fisherman whose preference or skill

led him to follow fishing would frequently have a surplus

of fish. Another man might be particularly adept in mak-
ing spears, but as he did not need fpr his own use all that

he could make he was glad to exchange his surplus for

other things he needed, such as fish "or skins. This system
of exchange, known as barter, was crude and clumsy. The
man with a surplus of fish had to find someone with a

surplus of spears or furs which he was willing to exchange
for fish. Even then the terms of the trade were difficult

to arrange. A spear was worth more than a fish, but it

could not be divided ; so to eft'ect a trade the owner of the
spear would be compelled to take more fish than he needed.
Under a system of barter the difficulty increases with the
number of articles to be exchanged. Without any common
measure of value each trader would have to remember the
value ratio between each article and all others offered in
^«ade. Thus if he dealt in ten commodities he must remem-
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her forty-five ratios of cxclianKi;, ])ut with a standard of

vmIik^ only nine ratios would I)c involved.

3.; Money.— In the course of time it aiiT)earcd that among
the iiuiiicroiis arti<'l('s ex<'lianu'i'<], Ihen- was one which
nearly evei'ylioily wiinlrd— shells, furs, t;'raiii, toliae.eo, or

metals, ((radually men reeoii;ni/.e(r that tliis commodity
was the best thini^ to aeee[)t in exeli.'ini_;e for wliat they

had to sell, for it could 1m' exehani^'i'd Inler ow for other'

proilnels or services. In tlie ensc. ol'four Indian tribes, for

example, shell beads were admired and prized by nil. It

is easy lo understand Imw some members of the tribe mighf,

devote most of tlieir time to hunting for tlic sliclls and
making llu'tn into strings of beads wJiJeli were in universal

demand foi- persorud adornment. A part of their stoelc of

beads would be exchanged for food and other needs. A
irian will) had a surplus of food wnnld gladly exchange it

for beads even though lie had no partieidar desire foi- more

beads, lli^ would be lietter off witfh a surplus ol' b(Nids

than with a surplus of pi'rishable food, for bends were

alwnys in demand. Tiius, by unconseious selection, ceitain

commodities came to be j-ecogni/,i'd as best fitted to serve

the piirpose of a go-between in makiiig exchangi's. In some

such way the use of money began.

Exchange, then, may a.ssunu^ eithei'' of two forms : direct

exchange, called bni'ter, where eonuiiodil ies or services are

directly exchanged om- for the oilici';*and indirect exchange

by ijieans of some article of getieral acceplability niid con-

venient subdivisimi cnlled mone\-. l\,loncy is a commodity,

to be sure, hut when it is cxchnnged'for othei- eouniiodities

or si^rvices the process is not cnlled barter. We term this

jirocess buying and selling. It is an (^xehnnge of goods

for goods by the usi' of an intermcdinry. Thus, money

repi'csi'nts an ineiDnplctc or suspended exchange. We vvill-

iu'dy accept moiuy for goods, not he.caiise the money itself

gives us plensure, but because we k'llow we can <'xchangi'

it in turn Tor the various things thatiwill satisfy our wants.

4. Credit.—Wt' have seen how money came to displace

the crude and clumsy barter system^ making possible that



4 MONEY AND BANKING

division of labor and specialization whioli marks modern

industrial society. In time, ho\'.'ever, ars f-xchant^'-s increased

in number and magnitude, the carrjung and counting of"

money became burdensome. Men who had frequent deal-

ings with one another began to keep accounts and to sell

goo'ls without demanding immediat-e payrnfrnt of money,

agreeini^ rather to s'-ttle balances at certain inter\'als.

Thus credit was introduced.

Credit is a i>ostponed money payment. It i.-" a promise

to pij>- money or its equivalent at some future time. Fun-

damentally money and credit are not two different things;

credit is merely the name given to '& common and impor-

tant use of money, a deferred payment of money. A steel

manufacturer sells a machine to a customer and agrees to

give him. si.xty days in which to pay for it. The implica-

tion here is that it will be paid in money, and the promise

to pay is regarded as the full equivalent of the thing being

sold. If the promise to pay is put in the form of a pjromis-

sory note, it immediately becomes a valuable medium of

exchange. The manufacturer can transfer ownership in

the note or title to it to a banker or someone else, and so

it may pass from hand to hand in satisfaction of many
exchanges. But credit has value as a medium of exchange

onlj- as it is convertible into mon'-y or its equivalent.

It must not be inferred from this brief statement of the

evolution of exchange that nations or peopde have con-

sciously passed through these three economic stagf;s. barter,

mont-y and credit. Some of the very early civilizations

used money and even credit of a simpile kind as well as

barter in their trading. On the other hand, the economies

of njoney and credit have not -wholly displaced barter in

our-own day. In many rural s'^ctions of the United States

the custom still obtains of taking such farm products as

butter and eggs to the country store to be "traded" for

groceries and other domestic supplies, and payment of

labor ''in kind" is still quite common. But in a general
wa\- it may be said that the evolution of soci'-ty from a
primitive to a higher civilization ha.s; been accompanied by
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currency among the Romans and ('arthagioians, and leather

money is said to have been used id, Russia as late as the

time of Peter the Great.

^

In the next statue of economic progress, the agricultural,

such products as wheat, corn, rice ^nd tobacco were used

as media of exchange. The iVmerican colonists were com-

pelled at first to buy from England most of the manufac-

tured articles they needed. Because of the scarcity of

metallic money with which to ]>ay for imports, they had to

export goods readdy salable in the marlcets of the Old

World. In Virginia, tobacco was the most available prod-

uct and it soon came into general uge as money. Planters

were obliged to store their tobacco in warehouses controlled

hy 'the British government, receiving for it "tobacco re-

ceipts," which for some time constituted the only money
seen in the colony. Practically all financial transactions

were expressed in pounds of tobaecb,; and clergymen and
school teachers were paid in tobacc0. Fluctuations in the

price of tobacco wrought great hardships and inequalities

from year to year. As soon as it was generally recognized
in a connnunity that a iiartieulai- article could he sold at

any time it took on a new function. Quite aside from its

usefulness as an article of consumption, it became the
medium of exchange and the measure of value of all other

commodities; in short, it became the money of the com-
mnni1.\-.

AH the forms of money mentioned, however, though they
served the crude needs of a primitive society, were more or
less inconvenient. The supply of corn or tobacco was quite
uncertain. Their value fluctuated from year to year, accord-
ing as the crop was poor or abundant, and they deteriorated
greatly when stored. Cattle and sheep had the disadvan-
tai^e of Ini-ge value in each single ailimal, and also of per-
ishability. Even hides, .skins and furs were too large to

pass about or possessed too high a value to serve in malcing
exchimges of small amounts.

6. Metallic money.—]!y experience men finally learned
iJevons: Llonoy and tlie ilechanism of Exchange, p. 20.
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that the metals -(vere best fitted to, Serve as a medium of
exoliange. Jletallic money in some fbrm was used at a v.>ry

remote time in the world's history. Kecent excavations in
Esrypt, Greece, Babylon and elsewhere have bronizht to
light coins that were in use among these ancient peoples.
It appears that at first the baser mtJtals. like iron, tin aud
bronze, were used. Ancient Greek and Latin writers men-
tion lead as having- been used as currency. In this country
the Massachusetts settlers used lead bullets for change, at

the rate of a farthing each. In the days of the Komau
Emperors, series of tin coins were issued, and tin half-

pence aud farthings were used in England as late as 1691.

Copper has been used as money im all ages. The early
Hebrews used copper coins chiefly, and the Roman coins

•were made of copper until displaced by silver. Because
of its low and fluctuating value, how*ever, it is unfitted for

money, except in coins of small denominations. Nickel is

used at the present time as an alloy with other metals.

Belgium. Germany and the United States use it in their

coinage. One ob.ieetion to it is the wide fluctuation in the

price of the crude nickel. Platinurii, one of the compara-

tively rare metals, found principalH' in the Ural !Moun-

tains, has been experimented with by Russia. It po.-^sosses

great density and durability and it is slow to tarnish. A
few years' experience with it, however, led the Russian

government to abandon its use as money. Because of its

relative scarcity the value of the metal is unstable ; further-

more, the cost of making the coins is very high, owing to

the extremely high point at which platinum melts.

Gradually, as the standard of life iind the level of prices

rose and a more valuable unit came to be needed, the

cheaper and heavier metals were displaced by silver and

gold, which are in use as money tOrday in every civilized

nation in the world. Gold does not admit of division into

coins small enough for pocket changv, so silver and some

of the baser metals, like nickel and copper, are used in

coins of small denominations. A consideration of the quali-

ties which a good medium of exchauge should poss'/ss will
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s]l0^v why trolii Ims boon atloptod as standard inono>- prac-

tically all over the world.

7. Qualities of a good medium of exchange.—The lirs( ro-

q\iisi1o in any coniniodity which is to sorvo as nionoy is

that it shall bo soinothinir in nnfailin^; doniand, soniothin'j;

havinsx wide accoptabilit.w It nuist exist in snt'liciontly

larjxo qnantitios to moot the noods of oxohanLjo or trade,

yot not so abnndantly as to loso its desirability. :\loney

shonld be durable so that it will not loso its exehanue power

tin-onLTli decay or deterioration. The notes iss\ied aiiainst

tobacco in A'irLrinia conld not be kept .safely for more than

a year owinsx to the deterioration in thf value o\' the stored

tobacco. The commodity to ser^ e as money must admit of

division into small units in order that it ma>' be used in

transactions involvint;- small amounts. ^lan>' connuodities

of varyinj:; values are constantly being ofVered in oxc!iana;e

for money. It nnist be able to accounnodate itself equally

to the purchase of a paper of pins and of a horse. The
medium of exchanL!:e should be homoLreueous or iniiforiu,

that is. all parts or units of it should ha\t~ \nuforn\ value.

It shonld also be portable; it shoidd have larste value in

small bulk so that considerable amounts of it can be carried

conveniently from place to place. Tlie lack of this quality

of portability was one of the chief drawbacks to the use

of the bea\'er pelts of New Enjrland and the tobacco money
of Virginia. There was a difTereuce of as nuich as ten

shillings per hundredweight in the value of tobacco notes,

accordiui^ to the location of the warclufuse where the tobacco

was stored. .Another requisite of a good medium of ex-

change is cognizability. It nnist be soluething that is easily

recoi;ni/.(>d by its color, form, weiiiht| or other dis1ini>tive

qualities. Metal coins which can be-stamiied or certitied

as containing: a certain wcit;ht of uielal of a certain tine-

ness meet this requirement fairly well. Orii^inally s^rold

and silver coins passed b\' weii;lit, but the si ampin;:; of coins

with their money value saves m eighiiiL;- and c^xaminatioii at

each transfer and makes it more ditlic'nlt to circulate coun-
terfeit money. Finally, a good medium of exchanu;e should
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lijiv(; sl;iliilil.\' of v.'iliii', sii Ibnl, wlicMi cniil i-:icls lire iTimle

ilivohin^j llu' |i;iviiicnt. ol' iiioiic.\' in \]n\ rntnrc. Iiiifli ])iirli('s

will I'i'cl Msxurcd llijil, lliry will lijivi^ llu' wiinic iihsoliilr .'iml

rcljilivc |)(isili(in Id c'irli oilier ill, llic end ill' Ml(^ ciiiil rai'l, a.s

tlicy li;i(l 111. its bcn'iiiiiiiiL;'. Miwl, (•(iiniiiodilii'H Mi;il, Iwive been

iisrd lis iiion(\\- liini' hickrd lliis iiii]k)rtaiil, (|iiiilily ol' sl;i

iiilily. l']\('ii tr<ild r.-iils to ri'laiii pcrrcci, slnhilily oi' value.

11. is siihji'el to less line! nation in value lliau iiiosl. oilier

eoimniHlil ies, liiiwcN'er, aiul so is best, siiiled l,o secve as

sliuubird iiioney.

Ijoii'-^' cxpcrienee lias sliown llial, ^-(ild and silver iiossess

lliese desirable qnalities in a larui'i' measure tliaii oilier

eoiniliodil ies
; eoiisei|ueiil ly t,lie>' liave eome into unix'ersal

use as money. I'.eeanse of llieir be;1iily and luster (bey

have always been in demand I'or ornamenlal and ib'eoralive

purposes, (lold and sil\er are fairly diiraiile; and tlieir

diirabilily as coins is increased by iiiixiue- witli llioin soiiio

liarder metal, sneli as nickel or brass. 'Pliey are readily

subdivided to maki> coins of dilTcreut. deuoiiiiuations, and

lliey are easily rccoeiii/.ed. 'Pliey liave larec x'alue in small

bulk and can be carried about, on I be jierson or be trans-

ported in larL;!' amounts with little dilVieull.N' or expense.

Finall.V, !4old and, to a less(>i' <leL;'reo, siK'cr linvi' a j;'realer

.stability of value than most, other coiiuiiodities because of

the comparatively limited sujijily and the elasticity of

demand I'oi- them, 'riioiich ereat <]'uantities of e<ild and

silx'e.r arc itroduccd each year, the cost of production re-

mains eomparal ively liiL;li and the annual addition to tlu^

wiu'ld 's total siipfil.v' is eomparal i\'cly sii^'ht. On the other

band, the dcm.aiul I'or .;;i>ld is \rvy elastic. In addition 1o

the w(H'ld-wide aiul constant demand foi' it as money, it is

\vidi"h' used in the arts, in dentistry, book-makinf];, and for

other non-monetary luirposes. Ooublless "the continued

use of cdld and silvei- for uioney r<'sts \'ery largely on con-

vention, not on the intrinsic factoi'S of beauty and s<'arcity.

Once I'slablished as I hi' money metals, they retain their

jiosition to a i^ri'at dc^;rec by forcii of ciishun. . . . The

fju't (hat e-old ,-11111 sihcr are used .•isfmoncy keeps up their
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value; the fact that they are valna]3le gives them utility

for display ; and this in turn serves to sustain their value

for inonetary as well as for non-monetary uses. " ^

8. Coinage.—The practice of coining money began some

hundreds of years before the Christian era, probably about

900 B.C. It is supposed that the first coins consisted of a

certain ciuantity or weight of metal stamped with some

seal or symbol indicating their weight so that they would

not have to be weighed at each excliange. The English

pound sterling was originally a poiand weight of silver.

Other familiar examples of coins which represent weights

are the Greek talent, the Jewish shekel and the French
livre. The earliest coins were stamped only on one side, and

they were not so designed as to prevent alteration. Accord-

ingly, unscrupulous merchants began to stamp smaller

quantities of the metal and to pass itf as full weight. This

deception and the practice of clipping or otherwise sub-

tracting parts of the coin lead to more careful and elabo-

rate coinage. The whole face of the disc was stamped on
both sides and the name of the authority certifying the

weight was inscribed on the coin. Strict laws were enacted
forbidding the mutilation of coins. About the middle of

the seventeenth century England began to serrate the edge
of coins, a process called "milling."

At first pure metal was used in gold and silver coins. In
this form, however, they abraded or wore away rapidly

with frequent handling, so it became customary to add to

the pure metal some harder metal called "alloy." Dis-

honest traders then began to make Cbins with less of the

precious metal and more of the cheap alloy. Hence, it

becariie necessary to indicate in some authoritative way the

fineness of the metal as well as its weight. Most countries

now make their gold and silver coins nine-tenths fine, that

is, nine parts of pure metal to one part of alloy, usually
copper. Gradually the right to coin money was restricted

to a few reputable persons, and finally it was brought
under governmental control. Even when the right of coin-

^ Tau.ssig; Principles of Economics, Bk. I, p. 229.
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age was restricted to the sovereign, abuses continued. For
many centuries the royal authority debased the coinage by
reducing the weight and increasing the amount of alloy

of the coins issued under royal decree. Thus, the English

pound sterling, which originally contained a pound of sil-

ver, was reduced finally to about half that amount.

The early American colonists wen?, greatly embarrassed

in their business transactions by the lack of "change" or

coin, The small supply of coin they brought with them
was soon drained off to Europe to pay for imports. Wam-
pum, the currency of the Indians, was clumsy and poorly

adapted to the purposes of general trade. They had to

resort largely, therefore, to barter Or to the use of staple

commodities, called "country pay." To establish a basis

of value in exchange, the General Court of JMassachusetts

fixed the price of all commodities by law, which led to

great confusion and dispute as to the value of different

articles.

After the colonists had begun to trade with the West
Indies, Spanish dollars current in all the possessions of

Spain, were imported and came into wide circulation. The
Spanish dollar or "piece of eight," as it was called, was

subdivided into eight reals, valued at 12J cents. These

coins, however, were not of uniform value in the different

colonies. The eighth part of a dollar "was a shilling in New
York, 9 pence in New England and Virginia, and 11 pence

in Pennsylvania. Moreover, these coins had been debased

by clipping and sweating, and when they were sent to

England in exchange for goods, they were received only

at the actual value of the metal in them. The coins that

.remained at home consisted largely of debased and depre-

ciated pieces so poor that people were loath to accept

them at all.

To remedy this difficulty, the General Court of Massa-

chusetts in 1652 established a mint for the coining of

shillings, six-penny and three-penny pieces. One side of

the shilling was stamped with a pine tree, hence the name

"pine tree shilling." The colony did not operate this early
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mint, but contracted for the minting of the coins. The
mint master was required to coin all the silver offered,

retaining as his paj- fifteen pence out of every twenty
shillings coined. The mint was closetl in 1686 by order of

the English government. The pine tree coinage did not

greatly relieve the need for money, and country pay and
Spanish coins continued to have Avide circulation. "When
our Constitution was adopted in 1789 Congress was given

the right "to coin money and regulate the value thereof."
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CHAPTER II

FUXCTIOXS OP MONET

9. Medium of exchange.—In tracing the evolution of
money -sve have seen that primarily it -performs two impor-
tant fimctions—as a medium of exchange and as a measure
or standard of value. Its function as a medium of exehautre

is to serve as a go-between in the exchange of commodities.

The medium of exchange of most modern countries i.s quite

complex and of various kinds adapted to different scales

of payment. Generally the medium of exchange comprises

coins of different metals and denominations issued by the

government ; paper money i.ssued by .the government or bj'

the banks, or by both; and credit iinstrunients, such as

checks, drafts, bills of exchange, letters of credit and the

like issued under private or public authority. Some of

these media are widely and freely euTrent throughout the

community, passing freely from hand to hand in settlement

of exchanges large and small. To thi*s class belong metallic

money or coins both standard and subsidiary, coin certifi-

cates, government notes and bank notes. This hand-to-

hand money, however, constitutes only a small part of the

medium of exchange of a highly developed commercial

country. Of much larger importance, though having but

limited circulation, are such media .as checks and drafts

which represent bank deposits and which are transferred

between other than the original parties only by indorse-

ment. This group includes also commercial bills of ex-

change, domestic and foreign, repuesenting goods; and

13
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postal and express money orders, travelers' cheques and

letters of credit. Book accounts by niieans of wliich pur-

chases and sales are balanced against each other, directly

or indirectly, constitute the most important element of the

medium of exchange.

10. Measure of value.—Closely linked with the service of

money as a medium of exchange is its function as a meas-

ure of value. In its earliest forms money was a commodity

desired by everyone, somctliing that a;ll were glad to accept

because it could he exclumged at any time for the neces-

saries of life. The article which came to be agreed upon

as best fitted to serve -as a medium of exchange was also

used as a measure of value. Accustomed to exchange

things for money, people gradually learned to appraise all

commodities in terms of money, and to adjust all exchanges

by comparing the money values of the articles exchanged.

Thus money came to be the comnion denominator, the

standard by which the value of all other commodities is

measured. Not only commodities, but rents, wages and
all kinds of payments are expressed in terms of money.

Some writers insist that a wide distinction must be made
betv.eeu the function of money as a standard and its func-

tion as a medium of exchange.^ A standard is used to

measure value ; a medium of exehangfe is used to transfer

value. It is quite possible, of course, that one kind of

money niay be used as a medium of exchange while an^

other serves as the standard or measute of value. In colo^

nial days the values of commodities, labor and rent were

expressed in terms of Engli.sh money—pounds, shillings

and pence ; but Spanish coins formed the bulk of the actual

circulating medium.- At the present time the gold dollaf

is the money standard of this countrv, y(!t no gold dollars

are coined or iised in our circulatioii ; our actual mediunii

of exchange comprises a variety of coin.s, made from dif-

ferent metals, several kinds of paper money, and credit

1 Scott. : Money, p. 3.5; Laughlin: Principles of Money, p. 14.

- Jloncv wliich serves as a measure of value, but which is not actu-
ally in use is called "money of account."
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instrnments, sucli as the check and the draft. Indeed the

whole history of money is marked hy the development of

money substitntes to economize the use of standard coin.

To-day over 90 per cent of the larse transactions of this

country are performed by means of bank credits without

the actual use of money. Yet while we may measure in

terms of one thino- and make payments in terms of another,

the two functions are mutually deperwlent. "The medium
of exchange would be useless unless some common medium
of giving effect to it practically is ajdopted."^ All parts

of our circulating medium are in practice interchangeable,

and are exchangeable directly or indirectly for gold coin,

the legal standard. In speaking of money as a measure of

value it should be noted that it is not an unvarying meas-

ure like a foot rirle or a bushel. It -is only a convenient

standard for comparing the values of other commodities,

a "common denominator to which -all values may be

reduced.
'

'

11. Store of value.—In addition to serving as a medium
of exchange and as a measure of value, money is a store

of value ; it embodies value in a convenient form for future

use or for conveyance from place to place. In early times

people found it desirable to conceal tlieir possessions from

robbers or unjust tax masters. They were best able to do

this by converting their wealth into money or jewels which

could be condensed into the smallest bulk or weight. JMoney

embodies value in its most general form. It is always

acceptable, and among all articles it is the one thing which

can be kept indetmitely without loss. It is therefore a

good storer of value.

In modern times, however, when law and government

guarantee to every man the secure pessession of his prop-

erty, there is little excuse for this hoarding; and money

does not now perform any unique service as a store of

value. Indeed, money is not as good a storer of value as

some other forms of wealth. Money hoarded brings in no

' Nicholson; Money and Monetary Problems, p. 19; see also

Walker: Money in Its Relation to Trade, p. 2f.
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return, no income; but if invested in stocks, bonds, real

estate, or grain it yields a profit. So men keep as a store

habitually only as much money as they expect to need for

immediate use.

12. Standard of deferred payments.—Money or the mone-

tary unit serves not only as a measure of value for the

present, but also as a standard for future payments. It

is a medium for credit transactions or deferred payments.

Most contracts are payable in terms of money and they

often run for long periods of time. Justice between bor-

rower and lender requires that the contractual payment
shall have the same value at maturity as at the beginning

of the contract. It is important, therefore, that the stand-

ard shall possess comparative stability of value. But no

commodity, not even gold, has perfect stability of value.

Since every commodity is subject to changes in the condi-

tions affecting its production, it is impossible to find a

perfect standard of deferred payments. And yet some
standard must be chosen. Owing to- their durability and
to the comparatively small annual addition to the world's

supply the precious metals are least prone to vary in value

on account of changes affecting themselves. Through a

long period of evolution the great commercial nations have
come to regard gold as the commodity best fitted to serve

as a standard. From time to time, however, various pro-

posals have been made to establish a more stable standard
of deferred payments. Of these proposals, bimetallism has
received most attention.

13. Bimetallism.—Bimetallism is a monetary system in

which the standard money is composed of gold and silver,

the two metals that civilized nations have used as stand-
ards of value in modern times. It is known also as the
"double standard" as distinguished from the "single
standard, '

' where only one commodity is used as the stand-
ard of value. Under a bimetallic system the mints are open
to the unlimited coinage of both metals at a fixed ratio of

exchange established by law and both metals are legal

tender in unlimited amounts, thus giving people the option
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of making paj-meuts in either gold or silver. Bimetallism
means, then, not the mere use of both metals as currency,
but the use of both as standard money.

Bimetallism necessitates the fixing of a definite ratio of
the weight of gold in the dollar or monetary unit to the
weight of silver in the unit, but since both metals fluctuate

in response to market conditions, the values of the two
coined metals refuse to coincide at any fixed ratio for long
at a time. It must be understood that the stamp of the

government or of the mint upon standard coins does not

give them value ; the stamp is simply the certification that

these coins contain a certain weight of coin of a specified

fineness. Under our coinage system the silver dollar con-

tains 371^ grains of pure silver, or 412^ grains of silver

9/10 fine ; the gold dollar, if actually coined, would contain

23.22 grains of pure gold, or 25.8 grains of gold 9/10 fine.

Their weights are then approximately as 16 to 1. The
silver dollar contains sixteen times as much pure metal by
weight as the gold dollar, and this is known as the coinage

or mint ratio. The ratio of the two metals as bullion in

the open market is spoken of as the market or bullion ratio.

Official coinage laws have generally fixed the mint ratio of

gold and silver at the market ratio prevailing at the time,

but witliout providing a practicable method of changing

the official ratio to conform to changes in the market ratio.

Nov/, if the legal ratio between gold and silver is fixed

at 16 to 1, that is, if the mint coins 16 ounces of silver into

as many dollars as 1 ounce of gold v^hile an ounce of gold

bullion sells in the open market at the same price as 17

ounces of silver, people will not take -gold to the mint. At
the mint they can get for an ounce of gold only as many
dollars as for 16 ounces of silver, but in the market they

can exchange it for 17 ounces of silver. Obviously a profit

can be made by exchanging the gold for silver bullion and

takiug the latter to the mint to be coined into dollars. Fur-

thermore, it will be profitable under these conditions to

melt existing gold coins into bullion and exchange it for

silver to be sent in turn to the mint,

3
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If, on the other hand, the market price of 15 ounces of

silver bullion is equivalent to 1 ounfte of gold, while the

mint ratio is 16 to 1, no one will take silver to the mint.

It will be more valuable as bullion than as coin, and silver

coins will disappear from circulation, just as in the other

case gold coins disappear. Wlien the mint ratio and the

actual market ratio of the two metals do not agree, and

as a consequence one of them is withheld from the mint,

it is said to be undervalued, while the other is overvalued.

Experience has shown that a small variation between these

ratios will cause the undervalued metal to be withheld

from coinage, while the overvalued metal will he presented

freely to the mints to be coined and in time will drive the

other out of circulation.

14. Gresham's Law.—This tendency of an overvalued

money to displace one undervalued is known as Gresham's
Law, so called from Sir Thomas Gresham, master of the

English mint under Queen Elizabeth. He first clearly

formulated the principle, which, however, had long been
recognized, that bad money drives good money out of cir-

culation, or that "the cheaper money drives out the dearer."
By bad money he meant worn and clipped coins, while

good money referred to full-weight coins. The tendency
to retain the bright new coin and to pass on to someone
else the worn and underweight coin is familiar to everyone.
But the law operates also, as illustrated by the early mone-
tary history of this country, under the bimetallic system.
"When the coinage system was established in 1792 the law
provided for the coinage of gold and silver at the ratio of

.15 to 1. This ratio differed, however, from the market
ratio, which was about 15-i to 1. Gold being thus under-
valued at the mint was not presented for coinage, while
silver, being overvalued, was freely offered and became the
sole metallic coin in circulation. In 1834 the legal ratio
was changed to 16 to 1, but at this ratio gold was over-
valued and soon gold coins displaced silver, the latter being
melted down or exported and sold as bullion.

The operation of Gresham's Law has frequently been
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demoBstrated also by the disappearance of coin as the result

of the circulation of depreciated paper money. During
the Civil War both the Federal and* Confederate jjovern-

ments issued treasury notes to circulate as money. Such
quantities were issued that they depreciated rapidly in

value. Gold and silver coins disappeared from circulation

because people could melt them down and exchange the
bullion for these notes at their depreciated value. This
process netted a substantial gain, sinci3 a dollar note would
buy as many things as a silver or d gold dollar. These
depreciated legal tenders thus became not only the sole

medium of exchange, but also the standard of value, all

prices being quoted in legal tenders instead of gold.

Prices still depended, however, upon the value of gold. The
value of the notes, that is, what people were willing to pay
for them, was quoted in terms of gold.

15. Advantages claimed for bimetallism.—The advocates of

bimetallism claim for it various advantages, of which the

most important, perhaps, is the greater stability of value

of a double standard. They claim that since gold and sil-

ver are produced under different conditions and are used

for different purposes, fluctuations in their respective values

are as apt to be in opposite directions as in the same direc-

tion ; that gold may be cheapening while silver is enhancing

in value, and that these movements in opposite directions

tend to keep the two metals from vlirying greatly from

the legal ratio. It is undoubtedly true that the relative

values of gold and silver under a double standard tend

toward the established ratio. If gold is overvalued it is

attracted to the mint and less of it is offered on the market,

with the result that its value tends to rise. On the other

hand, if it is undervalued it will be melted down to be

sold as bullion on the market, and the increase there would

tend to lower its value. Thus, says the bimctallist, any

tendency of gold either to rise or fall in value would be

automatically cheeked. As pointed out by Dr. Scott, "The
weakness of this argument is the assumption involved of

the unlimited interchangeability of gold and silver coins
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for monetary purposes." Gold is best suited for coins

of high denominations and silver for small denominations,

and neither can well take the place of the other. Without

this interchangeability of the coins the "compensatory

action'' of bimetallism would fail to work. As a result,

there would be a frequent change of the standard, of value

from one metal to the other, debtors: choosing the cheaper

one as the basis for payments, and. prices would be quoted

in that metal. "Instead of ridding us of the evils of a

fluctuating standard, therefore, bimetallism would substi-

tute one kind of fluctuation for another, namely, that in-

volved in changing i^rom a dearer to a cheape-r standard

for that involved in changes in the value of gold.
'

' Finally,

it should be noted that even if the values of gold and sil-

ver could be maintained at a fixed ratio to each, other, it

would not solve the problem of a stable standard of de-

ferred payment. Though thus tied, together they would

not always maintain the same exchange relations and the

same level of prices with all other commodities, the cost- of

which is constantly changing.

Despite some more or less successful experiences with

bimetallism, notably the experience of France in the last

century, it is now generally conceded that no nation could

independently maintain the double standard under exist-

ing conditions of a large and fluctuating production of

gold and silver and of an enormous international trade.

From time to time conferences have been held to discuss

the establishment of international, bimetallism^ that is, the

adoption, by the leading nations of the double standard at

a ratio determined by international .agreement. The pos-

sibility of maintaining an actual bimetallic system, even if

it could be agreed upon by the leadiiig nations, has always
been open to doubt. The marked increase in gold produc-
tion, though checked by the conditions of the War, has
probably set at rest the double standard controversy.

England was one of the first countries to reach the con-
clusion that gold and silver cannot be kept in current cir-
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iinlation at any fixed ratio. That country had through
the eigliteenth century a nominal double standard, though
the circulating medium was composed largely of gold. In
1816 she formally adopted the single -gold standard. The
other countries of Europe, in most of which silver was the
main metallic money, continued the. 'struggle to maintain
the double standard for a few decades longer. Germany
adopted the gold standard in 1871. Jn 1865 France, Bel-

gium, Switzerland and Italy united to form the Latin
Union, the main object of which was the adoption of a
uniform decimal coinage system based An the French franc.

The Union adopted the double standard with free coinage

of both metals at a ratio of 15| to 1. In 1873 France,
fearing the loss of her supply of gold, stopped the free

coinage of silver, and in the nest year the Union limited

the amount of five-franc pieces to be coined. Finally, in

1878, the coinage of these silver pieces was discontinued

and it has never been resumed. Thus, bimetallism came to

an end. In practically every important nation in the world
gold is now the standard of value.

16. The "limping standard."—But though the double

standard lia.s given place to the single gold standard, silver

coins are used in the circulating media of all countries.

tJold is coined at the mints freely and in unlimited amounts

and is the only coin endowed with complete legal tender

quality, while silver is coined in limited amounts and is

used chiefly in the smaller or subsidiary coins. When
France and the other countries of the Latin Union aban-

doned bimetallism the silver five-franc pieces remained in

circulation and were not deprived of their full legal tender

quality. Despite the subsequent fall in the price of silver

bullion these silver pieces have continued to circulate at

a parity with gold. Until recently the old silver thaler

of Germany was full legal tender. But in 1900, when the

amount of smaller silver coins was increased from 10 to

15 marks per capita, provision was made for coining the

thalers into these smaller coins, and in 1907 the thaler was

denrived of its legal tender quality. The standard silver
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dollars of the United States, though no longer coined, are

legal tender at their face value in payment of all debts,

public and private, and circulate at par with gold. Coun-

tries which are theoretically on the l^ingle gold standard,

but which retain silver coins with full legal tender power,

are said to have a "limping standard," because the silver

coins, though of less value intrinsically than the gold coins,

limp along on an equality with gold Ijy being coupled with

it. They remain at a parity with gold because of their

limited quantity, their full legal tender power, and their

acceptance in payment of public dues.

Because of its high value, gold is not adapted to coinage

into the small pieces needed for hand-to-hand money. For

the smaller (joins, ranging from ten cents to a dollar, sil-

ver is most suitable. Nickel and copper are used for coins

of still smaller denominations. Various methods have

been, adopted in different countries to regulate the quan-

tity of subsidiary silver. Tn Germany prior to the war
it WHS limited to 15 marks per capita and in France to 7

francs.

In the United States and in Great Britain no limit is set.

Generality when no limit is fixed the government buys bul-

lion and coins silver in such amoimts as experience shows

to be needed from time to time.

17. The gold exchange standard.—A few countries, for

example, the Philippines, the Straits Settlements, Mexico,^

India,^ have been able to adjust their international relations

with gold standard countries by the use of the "gold ex-

change standard," so called because the currency issued

under it is exchangeable at a fixed ratio with gold. "The
gold exchange standard," says Conant, "differs from the
single metallic standard in the fact that it contemplates the

1 Mexico maile legal provision for the gold excliange standard in
1905, but never actually put it into eftect. In 1918 the monetary
system was by presidential decree placed on a strictly gold basis.

- In 1920 India's monetary system was Changed to a gold basis.
(See federal Reserve Bulletin, March, 1920.)
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coinage and circulation of little or none of the standard
metal, but provides means (chiefly hy government control

of the coinage) for keeping token coins of cheaper metal at

a fixed value in.standard money.'" This system is in prac-
tice similar to that of the limping standard, but the latter

term is applied more properly to the coinage system of

countries which have unconsciouslydrifted into the large use

of over\-alued token money ; while thfe term gold exchange
standard is applied to the system of .countries which "have
adopted gold as the standard but have deliberately issued

token silver coins for current use, adjusted to local require-

ments and to the reduced value of silver bullion."

To sustain the silver coins at their face value for pur-

poses of money, laws have been passed limiting the quan-

tity issued to the commercial needs of the country, and
making them receivable at face value by the govei-nment

for public dues. In the plans adopted for a gold exchange

standard the coinage ratio between gold and silver was
adjusted to the decline in the gold value of silver in recent

years. Thus, the ratio adopted in the Philippines was
about 32 to 1. To meet the demands of foreign exchange

growing out of international trade, the governments of

countries having the gold exchange standard keep gold

funds in the leading financial centers and sell foreign ex-

change calling for gold in these centers at fixed rates in

exchange for the silver money of the* country. The adop-

tion of the gold exchange standard by countries formerly

upon a silver basis has steadied the par of exchange be-

tween Oriental and Western countries and has left coun-

tries where silver was best adapted to local conditions free

to use it without being subject to the inconvenience of

fluctuations in its gold value.

-

1 Conant: Principles of Money and Banking, Vol. I, p. 279.

2 For a full discussion of the gold exchange standard see Conant:
Principles of Money and Banking, A^ol. I, Bk. Ill, Chs. VI, VII; also

Econq7^nc Journal, Vol. XIX, June, 1909, pp. 190-200; Phillips: Read-

ings, Ch. XII ; Kemmerer : Modern Currenc}' Reforms, Pt. Ill, Gh. V.
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CHAPTER III

HISTORY OF UNITED STATES COINAGE

18. Adoption of a coinage system.—The coinage system of

the United States ^xas established hy Act of Congress in

1792, which followed closely the reeoTnmendations of Alex-

ander Hamilton, first Secretary of the Treasury, in his

report on the establishment of a mint. The principal

features of this first coinage act were the adoption of the

bimetallic system, of the decimal system of reckoning, and
of the dollar as the unit of value. The dollar ^ was adopted

as the unit of value because in all the States people had

become used to quoting prices in that unit and were already

familiar with the Spanish milled dollar.. The simplicity

and ^convenience of the decimal system as compared with

the awkward English system of reckoning in pounds, shill-

ings and pence, led naturally to the aVloption of the former.

Bimetallism was adopted because that system was in use

in European countries and it was believed that bimetallism

would insure a larger supply of coin than would either

silver or gold monometallism.

19. The silver period.—Under the coinage system thus

adopted both gold and silver were made full legal tender

and the mint was to be open to the free and unlimited coin-

age of both. At the market prices then existing a dollar

would buy 371i- grains of pure silver or 24| grains of pure

1 The word dollar is a corruption of the German Thaler, abbrevi-

ated from Joanhimthaler, a, silver coin issued in Bohemia in the

sixteenth centurj'.

25
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gold, that is, gold was worth fifteen times as much as silver

weight for weight. This ratio of 15 to 1 was therefore

preserved in the coins.

Before the mint had begun to manufacture the new coins,

a change occurred in the relative value of gold and silver

in the commercial market. Gold became worth more than

fifteen times as much as silver, an ounce of gold exchang-

ing as bullion for 15i ounces of silver.^ Under these cir-

cumstances ver3' little gold was brought to the mint to be

coined. Since an ounce of gold would buy 15] ounces of

silver and the mint would give to 15 ounces of silver the

same monetarj' power as to an ounce of gold, it was more

profitable to sell gold as bullion and take only silver bul-

lion to the mint to be coined. The little gold that was

coined soon disappeared froiu circulation, being melted

down or exported, and the country was reduced to the

cheaper silver standard.

Our early experience with the new silver coins was also

disappointing. Realizing that it would be some time before

a sufficient supply of new coins could be made to meet the

needs of the country, Congress had authorized the use of

the Spanish dollar and several other kinds of foreign coins

which were in circulation throughout the country. The
Spanish dollar in perfect condition contained a little more
silver than the new American silver dollar, and under the

operation of Gresham's Law the American dollar should

have; driven out the Spanish coin, since both were full legal

tender. But in this case other influences interfered with
the normal operation of the law. There was at this time
a considerable trade between the United States and the
West Indies, and in both countries both dollars were ac-

cepted at their face value. American merchants engaged
in this trade foimd it profitable to ship American dollars

to the West Indies, exchanging them there for the heavier
Spanish dollars, and sending the latter to the mint to be
recoined into a larger number of American dollars. This

1 In the new coinage system established by France in 1803 the mint
ratio of 15J to 1 was adopted.
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practice became so flagrant that in 1^0)3 President Jeffer-

son directed the mint to suspend the coinage of silver dol-

lars and no more were coined until 1^'M. As gold had been
exported or hoarded, the circulating inedium was composed
of foreign and debased coin and paper money issued by
the banks. Currency difficulties were aggravated by the

liquidation of the first Bank of the United States in 1811,

the war with England in 1812, and the resulting suspen-

sion of specie payments by most of the- state banks. Though
the second Bank of the United States, established in 1816,

made a brave attempt to restore specie payments, the

scarcity of coin made the task most difficult.

20. The gold period.—In order to bring gold back into

circulation. Congress in 1834 reduced the weight of the

gold eagle to 232 grains pure gold; in 1S37 the flneni'ss

was changed to 9/10 for both gold 'and silver coins, thus

making the weight of the gold eagle 232.2 grains of fine

gold, and establishing the mint ratfo of 16 to 1 between

gold and silver.^ The actual commercial ratio in 1834, how-

ever, was about 15.73 to 1, so that the new coinage ratio

undervalued silver just as the old ratio of 15 to 1 had over-

valued it. Silver was now worth more as bullion than in

the form of coins and so disappeared from circulation.

Under the new ratio it became profitable to turn gold

bullion into coin and after the discovery of gold in Cali-

fornia in 1847 and in Australia a *few years later, large

quantities of gold came into circulation.
,

The disappearance of silver coins left the country badly

off for small change. To meet this difficulty. Congress

passed the subsidiary coinage act in 1853, which abandoned

the principle of free and unlimited coinage of the frac-

tional silver coins and directed that they should be coined

only from bullion bought by the Covernment at the market

price. The new subsidiary coins were reduced about 7 per

cent in weight so that it would not be profitable to melt

them to be sold as bullion, and they were not to be legal

tender for more than $5. By this device a fairly adequate

1 The exact ratio established was 15.988 4- to 1.
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supply of small silver came into circulation. The act of

1853 did not affect the silver dollar,„ but as it was worth

from $1.01 to $1.05 as bullion, its coinage was not profit-

able. From 1834 down to the Civil War gold was the real

standard of the country, and after the discovery of gold

in California and Australia, gold coin came into circula-

tion in large quantities. And though the silver dollar was

not coined, the subsidiary coinage act of 1853 provided a

fairly ample supply of small change. Thus for the first

time the country possessed an adequate circulation of specie.

During this period, however, the greater part of the cir-

culating medium of the country was ^papcr money issued

by the state banks.

21. The paper standard period.—To meet the tremendous

expenses of the Civil War, Congress in 1862 authorized the

issue of United States notes, and within a few months

$400,000,000 of these notes were forced into circulation.

They were made legal tender for all debts, public and pri-

vate, hence the name "legal tenders."^ The injection of

this enormous amount of money into the circulation caused

gold to disappear and reduced the country to a paper
standard. At one time the greenbacks depreciated in value

to about 35 cents to the dollar and prices rose and fell with

the fluctuating value of these notes. When the Government
suspended specie payments in 1862, silver coins also dis-

appeared from circulation. To meet the need for change,
merchants and manufacturers issued tickets, due bills and
other money substitutes. Congress tried various expedients

to supply change; first, it authorized the use of postage
stamps ; then postal currency ; and, finally, fractional paper
currency in denominations corresponding to the subsidiary
silver coins. At one time over $49,000,000 of this frac-

tional paper currency was outstanding.

Another financial expedient of the Civil War period was
the establishTuent of the national banking system in 1863.
Banks organizing under this system were required to pur-

1 These notes came to be known also as "greenbacks" because of
their distinctive color.
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chase government bonds against ^vhich they might issue

their own circulating notes. In 1865 Congress passed a

law imposing a tax of ten per cent on the circulating notes

of state banks, which cleared the field for national bank
notes. For a number of roars after the war the circulating

medium of the country was composed of greenbacks, na-

tional bank notes, and fractional paper currency.

22. Revision of coinage laws, 1873;—In 1873 Congress,

anticipating the resumption of specie payments, made a

general revision of the coinage laws in which the silver

dollar was dropped from the list of authorized coins. This

aroused no interest at the time, for iinder the ratio of 16

to 1 established in 183-1 the silver dollar had become prac-

tically obsolete. In 1S72 the silver bullion needed to coin

a dollar was worth $1.02, so nobody thought of bringing

it to the mint to be coined. Silver dollars, of which, only

about eight millions had been coined in the whole period

since 1789, had not been in circulation for more than a

generation. The act of 1873, which later came to be called

by free silver advocates the "crime of '73," simply gave

legal recognition to the fact that the silver dollar was no

longer a part of the circulating medium.

23. Trade dollar.—The coinage law of 1873 authorized

the unlimited coinage of a silver coin, known as the "trade

dollar," which it was supposed might be used as a substi-

tute for the Mexican dollar in our trade with the Orient.

It was legal tender in the United States only to the amount

of $5. It contained 420 grains of standard silver, and so

was slightly heavier than the standard silver dollar (412^

grains), and was worth a trifle more than the gold dollar.

Owing, however, to the decline in the gold price of silver,

it became profitable to convert silver bullion into these

trade dollars. In 1876 they were deprived of their legal

tender quality and their coinage was restricted. In 1878

further coinage was prohibited except for "proof pieces,"

and in 1887 provision was made for the redemption of the

outstanding coins at par in standard silver dollars or sub-

sidiary silver. The total issue of trade dollars was $35,-
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965,924, of which $7,689,036 were presented for redemp-

tion.

24. The free silver controversy.—Shortly after the revision

of the coinage laws in 1873, which suspended the free coin-

age of the silver dollar, the gold value of silver depreciated

greatly and the silver question became the leading economic

and political issue for a generation. From 1792, when our

first coinage law was passed, to 1873, the commercial ratio

of gold and silver had fluctuated between comparatively

narrow margins, never falling below 16 to 1 or rising above

15 to 1. In 1875, however, the market ratio fell to 16.62

to 1 ; by 1880 it was 18.04 to 1 ; and in 1895 the ratio was

31.60 to 1. Among the circumstances that contributed to

this great change in the relative values of the two metals,

the following stand out prominently; (1) The opening up
of rich silver mines in the Western States; (2) the stop-

jjage of free and unlimited coinage of silver by several

European countries; (3) a falling off: in the demand for

silver in India; (4) an increase in the value of gold as

shown by the fall in the general price level of commodities.

Reference has been made to the very large issues of legal

tenders by the Government during the war. These notes

were simply the Government's promise to pay and did not

specify how and when they were to be redeemed. Upon
the restoration of peace and the return of normal financial

conditions, the business interests of the country demanded
the Tedemption of these pledges. Despite strong opposi-

tion to the retirement of the greenbacks on the part of

those who wished to check the fall in prices which set in

after the panic of 1873, Congress in 1875 committed itself

to the resumption of specie payments. Then arose a clam-

orous demand, particularly from those interested in the

new silver mines in the West, for the remonetization of

silver, that is, the opening of the mints to the free and
unlimited coinage of silver dollars at the ratio of 16 to 1.

This demand on the part of the silver interests who wanted
to cheek the falling price of their product was supported
by the so-called cmrency "inflationists" who opposed the
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resumption of specie payments and the retirement of the
greenbacks. The silver agitation appealed also to the AVest-

ern farmers who, after a period of high prices, wore going
through an era of falling prices and who believed that more
money would bring higher prices ; and many believed that

the den^onetization of the silver dollar in 1873 was an
injustice.

25. The Bland-Allison Act, 1878.—Though the silver agita-

tion did not result in the restoration of free coinage of

silver, two compromise measures werb passed by Congress

under which enormous quantities of silver were added to

the country 's circulation. The first Of these measures was
the Bland-Allison Act passed in 1878, which required the

Treasury Department to purchase not less than $2,000,000

worth nor more than $4,000,000 'worth of silver bullion a

month and to coin it into standard ^silver dollars of 412^

grains, which were again made legal tender. Under the

operations of this act about 25,000,000 silver dollars were

coined each year for the following twel\'e years. The act

of 1878 provided for the deposit of silver dollars with the

United States Treasury and the issue therefor of silver

certificates redeemable on demand in 'the dollars.

26. The Sherman Act, 1890.—Despite this aid to silver its

price measured in gold continued to fall, and the advocates

of free silver kept up their agitation both in and out of

Congress. In 1890, therefore, another compromise meas-

ure, known as the Sherman Act, was passed, which required

the Secretary of the Treasury to purchase monthly 4,500,000

ounces of silver at the market price to be paid for by the

issue of treasury notes. These notes were made full legal

tender, and were redeemable in gold or silver coin at the

discretion of the Secretary of the Treasury. They were

known as "coin notes," also as "Sherman notes." The

silver purchased was to be coined only as rapidly as was

necessary to redeem the notes, but the act of 1890 provided

that when the notes were redeemed or received for dues

they might be reissued. As a result of these two silver

purchase acts over 576,000,000 standard silver dollars were
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coined. Because of the awkwardness of the silver dollars,

however, only about 80,000,000 of them got into actual

circulation. The rest have been represented by silver cer-

tificates redeemable in silver dollars on demand, and by

treasury notes. '^

This large addition of overvalued silver to the currency

caused a corresponding withdrawal of gold from circula-

tion, and seriously embarrassed the Treasury in its efforts

to maintain an adequate gold reserve. At that time no

specific gold reserve was required by law, but custom had

established a minimum of $100,000,000. The tariff act of

1890 reduced revenues .$50,000,000 and at the same time

increased appropriations were voted, including $50,000,000

a year for pensions. Large exports of gold had to be made
in the years 1891 to 1893. The Government was required

to redeem in gold coin on demand the greenbacks and the

treasury notes of 1890, and to maintain the silver dollars

and silver certificates at a parity with gold. Greenbacks

were redeemable in gold at the Treasury, but the law pro-

vided for their immediate reissue. Banks were experiencing

great difficulty in securing gold for their reserves, so they

promptly returned the reissued greenbacks to the Treas-

ury for redemption in gold. To aggravate this serious

situation the Sherman riotes were used in the same way.
These notes were redeemable in either gold or silver, but
under the circumstances everyone asked for gold. Thus,

both legal tenders and treasurj^ notes were acting as an
"endless chain" to drain the Treasury of its gold. The
gold reserve fell from $190,000,000 in 1890 to $97,000,000
in 1893, and the Treasury was threatened with complete

exhaustion of its gold reserve. Alarm spread throughout
the country, precipitating the disastrous panic of 1893.

President Cleveland called a special session of Congress in

August of that year, and the silver-purchase clauses of the

Sherman Act of 1890 were repealed. In 1898 an act was
passed providing for the coinage into silver dollars of the

bullion purchased under the act of 1890.

1 See reference to Pittman Act of 1918, p. 56.
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27. Bond issues.—The repeal of the Sherman Act did not
relieve the Treasury of its embarrassment nor provide a
remedy for the currency ills. The gold reserve of the
Treasury continued to decline until it had reached $65,-

000,000 in January, 1894. President Cleveland tried to

get legislation authorizing the issue of bonds to replenish

the gold reserve. Failing in this the^ Government was com-
pelled to fall back upon the Resumption Act of 1875, which
provided for the sale of bonds to redeem the legal tender
notes. Though two bond issues of $50,000,000 each, paying
5 per cent, were made in 1894, thej^ brought only tempo-
rary relief, the gold paid for the bonds being drawn from
the Treasury in advance or later by the presentation of

greenbacks for redemption. Within a few weeks follow-

ing the second loan, $80,000,000 was drawn from the Treas-

ury in gold. People had begun to doubt the ability of the

Government to maintain its credit.

In this emergency President Cleveland made an arrange-

ment with a syndicate of New York bankers to provide the

Treasury with gold to the amount ai $65,000,000, at least

one-half of which was to be imported from Europe, and the

syndicate agreed to do all in its power to protect the gold

reserve in the Treasury. The gold was to be purchased

with 4 per cent thirty-year bonds at 104|, at which rate

the interest would be about 3| per cent. The syndicate

proposed to accept the bonds on a 3 per cent basis if they

were made payable in gold. This would have effected a

saving to the Government of over $16,000,000 in interest,

but Congress, being out of sympathy with the President,

rejected the proposition. Because of its strong foreign con-

nections the syndicate was able to prevent withdrawals of

gold from the Treasury for several months, and the gold

reserve rose above $100,000,000. After the syndicate's

contract had expired, however, withdrawals of gold began

again and by the close of the year 1895 the treasury

reserve had fallen below $50,000,000. On January 6, 1896,

the Treasury announced a new issue of 4 per cent 30-year

bonds to be otiiiered at public subscriptions to the highest

4
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bidder. The $100,000,000 loan was largely oversubscribed

at bids ranging from llOf to 120, and within a few weeks
the Treasury reserve rose above $128,000,000.^ Though
gold exports continued for some months longer, reducing

the reserve to $90,000,000 in July, 1896, the success of the

loan did much to restore public cofifidence, and after the

decisive victory of the gold standard party in the elections

that year the Treasury experienced no further trouble in

maintaining an adequate reserve.

Durjng the period, 1893-1896, in •which the Government
was struggling to maintain adequate gold reserves, fac-

tionalism prevented all attempts td reform the currency

system. President Cleveland had recommended the retire-

ment of the greenbacks and the Sherman notes to relieve

the Treasury from the obligation of maintaining a gold

reserve for their retirement, but Congress sullenly refused

to take any action, ileantime the agitation for the free

and unlimited coinage of silver was kept up and became
the sole issue in the presidential contest of 1896. This
election resulted in a victory for the champions of the

gold standard and plans were at once formed to safeguard
it for all time. In 1897 a convention of business men rep-

resenting the leading commercial organizations of the coun-
try met in Indianapolis and formula'ted a plan of currency
and coinage reform which was presented to Congress.
After several years of public discussion and agitation. Con-
gress enacted the so-called "Gold Standard Act," March
14, 1900, which formally and definit-ely recognized the sin-

gle gold standard.

28. The Gold Standard Act, 190O._The single gold stand-
ard was legally established in 187.3, and after resumption
of specie payments in 1879 gold became the actual stand-
ard. The act of 1900, therefore, in providing that the gold
dollar consisting of 25.8 grains should be the standard of
value of the United States, merely reaffirmed the earlier

acts. The act provided that all forms of money issued or
coined by the United States should be maintained at par

1 Noyes : Forty Years of American Finance, p. 254.
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with gold and that it should bo the duty of the Secretary
of the Treasury to maintain such parity. Though the act
did not provide adequate machinery for maintaining this

parity, it corrected several of the defects of the old system.
It provided for the redemption of the legal tender notes
in gold on demand, for which purpose a reserve of $150,-

000,f)00 in gold must be kept in the Treasury. If this fund
should at any time fall below $100 000,000, the Secretary
of the Treasury is required to restore it to $150,000,000
by the sale of bonds. This gold reserve cannot be used to

meet a deficit in revenue. To prevent a repetition of the

"endless chain" operations of the period following the

crisis of 1893, the act provided that legal tender or treas-

ury notes once redeemed should not be reissued except in

exchange for gold. It also provided £,ov the gradual retire-

ment of the treasury notes by directing the Secretary of

the Treasury to cancel them as fast as silver dollars could

be coined and silver certificates issued under the terms of

the Sherman Act of 1890 and the act of 1898. The Fed-
eral Reserve Act passed December 23, 1913, specifically

reaffirmed the parity provisions of *the act of 1900, and
provided that the Secretary of the "Treasury, in order to

maintain such parity and to strengthen the gold reserve,

may borrow gold on the security of bonds as authorized

by the act of 1900, or on one-year gold notes, or to sell the

same if necessary to obtain gold.

Summarizing the evolution of our standard, the monetary

history of the United States may be divided into five

periods: (1) 1792-1834, the period of bimetallism with

silver overvalued at the mint; (2) 183'1-1862, bimetallism

with gold overvalued
; (3) 1862-1879, the greenback period

;

(4) 1879-1900, the period of the limping standard; (5)

1900 to date, the period of the unequivocal gold standard.
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CHAPTER IV

PAPER MONET

29. Early paper money.—Among the devices which com-
mercial nations have developed to fjicilitate the processes

of exchange, representative money in the form of paper
has come to have a very large importance. In early times

people did not use paper money for the simple reason that

they did not know how to make paper, but they used other

forms of representative money in ni,uch the same way as

some forms of paper money are used to-day. Small pieces

of leather stamped with an official seal were among the

earliest forms of representative money. When the increase

in trading made skins inconvenient as a medium of ex-

change, small pieces were cut from tliem and presented as

evidence of possession.^ Proof of owner-ship could be

shown if necessary by fitting these pieces into the places

from which they were cut. When people got accustomed

to these leather tokens they continued to use them long

after the use of the actual skins as i medium of exchange

had been abandoned.

A form of paper money was used in China and in other

ancient civilizations at a very early time. In the thirteenth

century Marco Polo found paper notes circulating in China

which were legal tender and of different denominations.

The introduction of paper money in Europe grew out of

the difficulty and danger of carrying or storing large

quantities of metal coins. In England, for example, mer-

1 Jevona: Money and the Mechanism of Exchange, p. 192.
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chants, finding it unsafe to keep money in their own houses

or places of business, deposited it with goldsmiths, who

had better means of safeguarding it. The goldsmiths gave

receipts for these deposits of money'in much the same way

that warehouse receipts are used to-day. After a time the

practice arose of transferring these receipts or "gold-

smitlis' notes," instead of withdrawing and transferring

the money when paymeDts had to be made. It was but a

short step to the circulation of notes which were general

promises to deliver a sum of money on demand without

reference to specific deposits of coin. When people became

accustomed to the use of paper promises to pay in specie,

governments found it possible to issue paper which was

only nominally payable in coin but which circulated as

freely as the coin itself. But the use of paper money on Su

large scale did not begin until public"banks were established.

30. Systems of paper money.—Paper money may be

grouped under three general heads—representative, con-

vertible or fiduciary, and inconvertible or fiat money.

From the standpoint of the authority issuing it, paper

money is divided into government currency and bank cur-

rency. In the leading European countries all paper money
is issued by the banks^; in the United States it is issued

hoth by banks and by the Cjovernment. Our national bank
notes and the Federal reserve notes are in effect obligations

of the Government. Sometimes corporations and even indi-

viduals have issued notes intended to serve as money, and in

some instances these have gained a considerable range and
volimie of circulation, but such cases are exceptional.

Representative paper money is issued against the specific

deposit of an equal sum of gold or silver held in trust in

a public depository for its redemptibn. Our gold and sil-

ver certificates are of this nature ; they are really receipts,

not unlike warehouse receipts, certifying that a certain

sum of money in gold or silver, as thScfise may be, has been
deposited in the United States Treasuiy, paya)jle on de-

^ During the war several of the European•governments issued paper
money.
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mand to the bearer of the certificate. These notes are

more oonvenient to handle than the coin ; they take up less

room for storing ; they are less expcdsive to ship ; and they
save the wear and tear on the coins. This latter saving

is offset to some extent by the expense of printing new
notes to replace those worn out.

Gold certificates were first authorized in 1863 against

deposits of cold coin and bullion. It was not intended that

they should be used as "pocket money" and the smallest

denomination was $20. In 1907 provision was made for

the issue of $10 gold certificates. "When the coinage of

standard silver dollars was resumed in 1878, it was found

that, owing to their inconvenient ^ze and weight, these

coins would not circulate freel.y, and so the plan of issu-

ing certificates against them was triced. After the passage

of the act of 1886 authorizing the issue of the smaller

denominations of $1, $2, and $5, silver certificates largely

displaced the silver dollars which 1;hey represent. Some
authorities question the wisdom of retaining the silver dol-

lars in our monetary system, but as long as they are re-

tained it is clearly an advantage to substitute the certifi-

cates for them.^

31. Convertible or credit paper money.— Convertible

paper money, otherwise known as redeemable, fiduciary, or

credit paper money, consists of notes promising to pay in coin

on presentation the amount expressedon the paper. Strictly

speaking, such paper is redeemable in standard legal tender

coin and in that alone. Gold and si^lver certificates were

grouped in the preceding section under the heading of rep-

resentative money, but it would be entirely proper to class

them as convertible paper money, since they are government

promises to pay in coin. They diff'er from credit monej^

proper, however, in that they represent dollar for dollar the

specie against which they are issued and that they simply

facilitate the use of specie, while convertible government

paper is only partially covered by a* specie reserve and is

not intended to serve as a substitute for coin but to supple-

1 See Pittman Act, p. 56.
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ment it and so to expand the total volume of currency.

This convertible paper money is not retired when received

by the Government, but is paid out again just as coin is

paid in discharge of its obligations. The Government

merely guarantees its redemption in specie, a certain

amount of which is kept on hand for the purpose.

Our United States notes or greenbacks are a conspicuous

example of convertible paper money. They were issued

originally as inconvertible treasury notes during the Civil

"War. When specie payments were resumed in 1879, these

notes amounting to $346,000,000, instead of being paid off

and cancelled, were made convertible. The Government

agreed to redeem them in gold coin on demand, though no

specific coin reserve was set aside for that purpose until

1900, when a special fund of $150,000,000 in gold was

created to be held in the Treasury for their redemption.

The treasury notes of 1890 Avere -of the same general

type. They were issued to pay for the silver bullion which

the Secretary of the Treasury was directed to purchase

and were redeemable either in gold or silver coin at his

option. The Sherman Act of 1890 required the Secretary

of the Treasury to maintain all forms of the currency at a

parity with gold, and since the bullion value of silver

dollars was at the time only about one-half their face value,

it became necessary to redeem these notes in gold. Before

the repeal in 1893 of the silver-purchase acts about $150,-

000,000 of these treasury notes were issued. The difScul-

ties which for a time confronted the Treasury in its efforts

to redeem the greenbacks and the treasury notes are recited

elsewhere. 1 The coinage of the silver purchased under
the terms of the acts of 1878 and 18*90 into silver dollars

and the substitution of silver certificates for the Sherman
notes has resulted in the practical disappearance of the

latter from our currency.

Several other countries, for example, Canada and Ger-

many, have made use of convertible treasury notes. In

Germany the issue is comparatively &mall—about $30,000,-

' See pp. 32-34.
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000—and no special fund is set aside for the redemption
of the notes. In Canada a much larger amount of treasury

notes relatively is outstanding, but there, as under our
system, the notes are protected by a reserve of gold."-

In common with other forms of paper currency, govern-

ment convertible paper has certain advantages : the greater

convenience of handling and storing, the saving of the

wear on the coins, and the saving of capital in the pro-

duction of gold and silver. In addition, convertible notes

relieve the government of a considerable interest charge,

since, being only partially covered by a specie reserve, they

are in part a loan to the government without interest.

The advantages of convertible treasur3^ notes, however,

are more than counterbalanced by disadvantages. Since

the issue of such notes must be authorized by law and the

quantity strictly limited, they cannOt give to the currency

system any degree of elasticity. They cannot be increased

and decreased in volume in response to the changing needs

of business. Thus the total amount of greenbacks has re-

mained fixed at $346,000,000 ever since 1879, when they

were made convertible. Treasury notes simply take the

place in the circulating medium of an equal amount of

gold or gold certificates which would more effectively sup-

port other elements of the currency and the entire credit

system. Another disadvantage of this kind of note lies

in the fact that it imposes upon the government the task

of redemption, for which it is not properly fitted. To in-

sure prompt redemption of the notes the government must

establish and maintain a specie reserve. If this reserve

becomes inadequate by reason of the presentation for re-

demption of an unusual volume of notes, the fund must

be increased by taxation or by the sale of bonds. Neither

method can be depended upon with certainty. Reliance

cannot be placed on current government receipts from

taxation, since the coin paid in is needed ordinarily for

current expenditures. If a special tax or an increased tax

' The European war caused changes to be made in the currency issues

of most of the nations involved.



42 MONEY AND BANKING

rate be levied to provide a redemption fund, the extra

payments offset any gain from the issue of the notes. The
sale of bonds is also open to the objection that it involves

the payment of interest charges, w'hich may exceed the

profit accruing from the issue of the notes.

32. Inconvertible or fiat currency.—Inconvertible paper

money consists of notes promising to pay money to the

bearer, but not actually redeemable in specie. Such paper

may be issued by banks as well as by governments. It is

known also as fiat money, because its use as money depends

upon the fiat or command of the government. The essence

of fiat money lies in the lack of expectation or intention

of redeeming it in specie and in the artificial regulation

of the amount issued. It circulates "either because the

people have no better money, and the ciuantity of it is so

limited that its evils do not yet appear, or because the

Government is strong enough to compel its citizens to ac-

cept the paper.
'

'
^ Usually governments in issuing this kind

of paper seek to strengthen it by making it a legal tender

for debts and by making it receivable for taxes and other

public dues.

Inconvertible government notes have usually been re-

sorted to only in times of great fiscal need, when the gov-

ernment has found it difficult to raise necessary funds by
the usual methods of taxation or lo'ans. Many countries

have had disastrous experiences with this form of currency.

Most of the American colonies issued "bills of credit" to

meet the expenses of the French and Indian AVars. This
appeared to be such an easy method of raising money that

some of the colonies used it to meet ordinary current needs.

As larger and larger issues of these notes were authorized,
without any provision being made for their redemption,
they declined in value until they became practically worth-
less. A similar situation arose during the Revolutionary
War, when both the separate colonies and the Continental
Congress issued great ciuantities of irredeemable paper.
Continental notes so depreciated that they were quoted in

iKinley: Money, p. 332.
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1781 at 225 to 1 in coin. After the adoption of the Con-
stitution they were made redeemable at the rate of one cent

to the dollar. The experience of France in the Revolu-

tion aifords a good illustration of the dangers of fiat money.
Having exhausted all the ordinary purees of revenue, the

French Government in 1789 authorized the issue of non-

interest-bearing notes called assign at s, which at first were
secured by the pledge of confiscated lands of the Church.

Successive issues were authorized without any pretence of

redemption and in such unlimited volume that they de-

preciated rapidly and finally became worthless. During
the recent war most of the European countries issued vast

amounts of paper money which in some instances, e.g.,

Russia, became practically worthless-.

To meet the extraordinary expenditures of the Civil War
both the Federal Government and tie Southern Confed-

eracy resorted to the issiie of inconvertible notes. The
Confederate notes were issued in vast quantities and toward

the close of the struggle became worthless. The first issue

of United States notes or greenbacks, authorized by Con-

gress in 1862, was limited to $150,000,000. Within a few

months a second issue of $150,000,000 was put out, and

before the war was over a total of $450,000,000 had been

issued. Gold disappeared from circulation and prices were

quoted in terms of this paper money. Greenbacks fluctu-

ated in value with the fortunes of the war, depreciating in

1864 to about 35 cents on the dollar. When these notes

were authorized it was understood that they would be

retired as soon as possible after the war was over. In

1866, therefore. Congress authorized their contraction, but

strong opposition arose and for maity years the greenback

controversy agitated the country, li was contended that

the reduction of the circiilating medium would depress

prices, disturb business, reduce government revenues, and

hinder the Government in its plan to refund the public

debt. In 1868 the act authorizing retirement was repealed,

and in 1874, when the amount of greenbacks outstanding

was $382,000,000, Congress passed a bill increasing the total
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issue to .?400, 000,000. Fortunately, 'President Grant had

the courage to reto this bill and in the following year pro-

vision was made for a partial retirement of the greenbacks

and for the resumption of specie payments after January

1, 1?79. In 1S7S, when the total amount of greenbacks

outstanding was $346,6S1,016. Congress passed a law pro-

viding that they should be reissued by the Government as

redeemed or received into the Treasury. This law stopped

further retirement of the notes, the amount of which has

ever since remained at the total mentioned. "When, in 1ST9.

the Government resumed specie payments, the greenbacks

returned to a parity with gold, for they were then redeem-

able in gold.

The change in the character of greenbacks from incon-

vertible or fiat money to convertible or credit money with

the resumption of specie payments did not end the diffi-

culties attending their iise as a part of the circulating

niedmm. The injection into the ciraiilation of over .*500,-

000,000 of silver, either in the form of coin or of notes,

under the terms of the silver purchase acts of 1S7S and

ISiW caused gold to disappear and 'seriously embarrassed

the Treasury in its efforts to maintain sufficient gold re-

serve to redeem the greenbacks andrthe treasury notes of

1S90. The gold standard act of 1900 provided for a gold

reserve of $1.30,000,000 to be held fdr the redemption of

the greenbacks and treasury notes. *It also provided that

when these notes were once redeeme*d they should not be

reissued except in exchange for gold. Under present con-

ditions greenbacks constitute a useful and acceptable part

of our circulating medium, though miiny thoughtful people

see great disadvantages, if not danger, in their use and
urge their removal from our currency system.

33. Advantages and disadvantages of inconvertible paper.—
The use of paper money as an element in the circidating

medium is justified on the ground that it economizes the

use of metallic money. The production of gold and silver

requires the outlay of much labor and capital. If paper
money can be safely utilized to take -tTie place of gold and
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Kilvci- (iH fi, circiiliiliiif^ iiicdiiiin, Icssi of tin- precious mptnls
will liJivi' 1(1 lie iniiH'd ,iiul inm-c Ijilior junl ciipilMl cnii lio

iIi'viiIimI III Mil' prodnclidii <il' oilier wnnl-siiliHry in^- f^oodH.

I'lipei- iiioiiey is eoiilined, of eoui'Se', lo (lie eoiinlry isxii-

in;' il, iiM void .'done eiijoy.s siicli tiiiiversid eoiiruleiiee mm

to uuikr il. nv.'ul.'dile I'oi- I, lie .setJleiiieiil, ol' inlei-n;ilioii;d

ItidiiiieeN.

A.x .dre.'idy noled, ineoin'ei'l ihle !;'o\'erniiieii(, pnpei' iiionev

hiis UMiinlly been iKKiied lo liieel. Konie IikcmI enu'i';.;('iM'y,

uliejl lli(> ( oixcriinii'id eoidd iiol iiieel, lU ohlii;;!! ituis by llie

ii,sii;d iiielliodsor l,'i\)dioii or l)ori-o\\ inij. I'.y issninu- irre-

deeiii.'dilc iiolen llie ( ioveriinienl virlnally proeiires ;i i'oreed

loim williout iideresi rroiii liie whole eoiiun\iiiily lisiiiL,"-

llieiii. r.nl .'IN ji. rule (Ins: leinpor.'iry lise;d !idv,'in(:iLl'e is

I'olNnved hy ii li'.iiii ol' e\ils. I'',\iierieiiee shows Hull, llie

(•heiipness .Mild ('.ise ol' |)iiUin!; olll, li;i|. nuilie\' leiids jilmost

iiivfin.'ilily lo ox'erissiie, wilh resuljillf;' depreeialioii, ex-

pul.sion (d' !':olil, ;md L;re.'d, disi iirli.inee ol' eonniiodily priee.s

(IIkI (d' lui.siiiess in y;ener,'il. I ri'edeeiiiahle notes iire simply

proinisi's lo p.'iy n I'ertain tiinonnt, ol' money :\\ some lime

111 the rnliire. The I'ael. tli.'d Ihis I'ntnre p)i.\iiienl is (nnli>

indeliiiile .and nneerlin'n .'ind lli.al. IJie notes do not. hear

interest le.ads inevi lillily lo depreeiaCion. People will not

kiiowiiiLdy !'i\e lip presenl. \alnes I'or I'ntiire nneertiiinties

iniless lliey .are e(iiiipens;i led ill Some \v,iy lor the I'isk. In

llie case of lial money this eonipiiis.al ion is rellecled ill (he

diseoiinl a( which people .an' williin;' lo Lake it. in exeli.anui'.

A.s the diseoiinl on Hu'se notes \'.aries.ni-e,-i| ly I'l-om timo to

tiiii(> Iliey .are n most niisat isl'.aelory mediniii (d' exeliaiii;-e.

h'iiil money is issued n.snally lo meet, lisciil needs, .and so

in .a.moiinl. has no relation to the aelii.d nionel.ary needs (>r

hiisiiiess. ir this laller need does not. increase ,at the time

(d', .and ill proportion lo, the issiif of li.at money, (he

iiielilllic money <d' the country will disapi'e.ar. 'I'lien, if

I'lirljn'r issues .are pnl. out, so tli.at llu> tolal (pianlity is

iMriri'h- in excess ol' llie iiiel.allic money displaced, prices

will no loiiecr hi' (pioled in i'old l>,iil in the depreci.aled

Holes, which become ,a .secondary stand.ard of v.aluo. As
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the notos fnll in v:ilm\ pi-ici's rise, lint willi wide nnil some-

times violent flnetnations. Jnllated inul flnelnatinjx prices

resnlt in the derangement of all normal bnsiiiess transac-

tions and tlic encouivmcment of speculation. The ordi-

narily conservalive bu.siness man finds it impossible to

foriH'ast future costs and profits, ancl sound l)iisini>ss mcth-

odiS li'ive place to cliance antl s]>eeulation. The speculative

fc^ver spreads to all chissi's. crentinsi rtctitioiis values and

staiuhirds of livinir and nndcrmininj;- the foundations of

botli personal anil business inlet^rily,.

Stransi'cly enoui!:]!, the issue of jint money conunonly

meets with popular approval, at least in ils early atnij;es.

Rising' prices appeal to jiroduccrs and to tlu^ debtor clasp,

who find it easier to ]iay their tlcbls tjontractcd when prices

were low. The mass of jieoidc take the short vic^w, seeing

only the temporal'^- benefits accruing from rising prices

and the artificial stinnilalion to business dm^ to fiat money ;

they do not sei\ until too late, that the issue of such money
beyond the limit of absorption liy o«linary business nniat

be followed by contraction, falling prici-s and loss.

34. Bank currency.—In nearly all modem countries bank
currency forms an important element of the circulating

medium, and prior to the war the 'banks Avere the sole

sonive of paper monex- in the Icadinir t'ountries of Europe.
Bank noti's arc promises of the bank to pay a specified

sum to the ln'arer on demand. Tlicy gx't into circulation

b\' being paiil out by the baifi<s to cusloincrs either in

exchange for metallic moni^y or I'or the customer's (Evi-

dences of ci'cdit in the form of prQ'missiiry notes or bills

of (Exchange. Thus, for rxamiile, AvJien a customer has a
promissoi'y note discounted at a bank he may receive the

proceeds, that is, the face value ofthe note less the dis-

count, either in the fin-m of money or oT a iM'cdit on the
books of the bank, .-igninst x\hich lu*^ m,-iy dr.aw chccl^s as
iiceil arises. It he jjrefers to accept money, llie bank ordi-
narily will be willing to jiay liiin in any kind of money he
chooses. If he lias no prer('ren<'e, the baifi< will gix'c him
whatever kind of money is most I'onvenicnt to itself, pos-
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,sibl>' il.rt o\\'\i circilliiliiij;' ;mlo,s. UnlcAs tliiTc is smiio Sprrial

reason Cor disl riisl iiij^' llii' li:iiik, llif'sc notes pass readily

I'roUi liaiul lo liaml, perrorniinf;- all JJu! essential rnnetioiis

ol' money.
lireanse tlie Tank and lile of jieople lia,\i' no means ol'

jnd^'ini;' ol the solxcney of banl^s issuinij Tioles llie condi-

I ions \inder ^^lliell 11 icy are Issned and redeenied ar(^ nsually

snlijeel lo strict leij'al I'ei^adal ion. The methods adopled
lUidi'V dill'erent enrroncy syslems lo i'etj,'nla.l(^ note issues

opei;ale eillier mi llie tioles Ihemseh'es, lixiiiK a iiiaxiiiium

linnt lo their \'olnnu', or on llie ri.'fter\o. H.e^;'iilatioii of

note issues llirou,;;'!! Ilio resei-\'es may consist oL" a reciiiire-

liielil llial all banks shall ki'e[) on hand a eerlain miiiinuim

of specie or S(>cnril ies, or an amount of these e(pud (o a

corljiiii proportion of the notes issned. The ]'>ank of bbifj;-

land notes, cxeeptint;- .ClS,4ril),00() sj^cured by {foveriimeiit

securities, arc issued only a,!j;aiiist, the deposit of fj;old.

Prior to the war, the Imperial ]'.a,nk ol (lermauy was re-

(jllired to keep a j;dld reser\e of Xt*
:\
per cent bebiiul its

notes, and when its issues exceeded a s|)einlied iiiiiiimuiii

a. tax of live per cent had to be paid. The note issues of

{]]c ('anadian banks ai-e limited to an amount eipial to their

capital stock, exceiit duriiifj: the crop-iiiovint;- months, when

additional noles may bo issned subject to a lax. Wince

H)l;> tlio ("anadian banks have bad the right 1o issue extra

noles upon depositiiij;- i^'old with desifTuated trustees. The

r.nnk of h'rance is not I'cipiired to keep any specilied re-

serve of spei'ie or securities behind its notes, but a iiiaxi-

iiiuui limit is lixed from time lo time by the Ooverniuent.

(>ur national lianks ciuuot issuo notes in excess of their

capital slock or of the -overnnient lion<ls by which they

are^secured. The Federal reserve ba^ika authorized by the

act cd' nil:! may issiu- bederal reserve bank notes up to

the par value of t^overnnient bonds deposited to secure

Ihem.' The Federal reserve notes arc obligations of the

Uniled States issned through the Federal reserve banks,

Sec p. r.l.
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and are secured by au equal amount oi. commercial paper,

gold, or gold certificates.

Up to the time of the Civil War a very large propor-

tion of the actual circulating mediuiii of this country con-

sisted of notes issued by state banks. The Constitution

expressly forbids the issue of "bills of credit" by the

states, but most of the states permitted citizens to

organize banks having the privilege of issuing bills of

credit, that is, bank notes. In some' states the banks -n-ere

carefully regulated and their note issues were ahvays re-

deemable in specie. In many instances, however, there was

little or no supervision of banking or restriction of note

issues. So-called "wild-cat" bank^ sprang up, issuing

great quantities of notes, with neither intention nor hope

of redeeming them. These notes, like the government

notes when issued in excess and without adequate provi-

sion for redeeming them, soon depreciated and in many
cases became worthless. Nearly all banks suspended specie

payments in the panics of ISl-t, 1S37 and 1S57.

One of the chief reasons urged for the establishment of

the national banking system in 1S63 was to secure a sound

and uniform bank note currency for the entire country.

Under the terms of the act of 1863* banks were required

to purchase government bonds, against which they were

allowed to issue their circulating notes. Existing state

banks, however, retained and exercised the right to issue

notes, and the paper currency of the country was in greater

confusion than ever. To compel state banks to come into

the new national system and thus to secure uniformity of

note issues. Congress in 1S65 passed a law imposing a tax

of 10 per cent on the note issues of all state banks. Since

it was unprofitable to lend their notes subject to such a

heavy tax, and since the issue of nbtes was one of their

most important and profitable functions, most of the state

banks entered the national system. Subseq\;cnt changes
in banking and credit methods greatly lessened the rela-

tive importance of bank notes as an instrument for facili-

tating exchange, so that state banks have been able to
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carry on a profitable business without the note issuing

privilege. But for nearly fifty yoarg after the passage of

the act of 1866 no bank notes, except those issued by
national banks, Mere in general cirenlation.

National bank notes are issued and redeemed under the

general direction of a government officer, the Comptroller

of the Currency, according to the terms of the National

Bank Act, which has assured to the, country a sound and
a uniform currency. It is uniform because it is issued by
all national banks under the same conditions and terms,

and it is sound because it is protected by the deposit of

government bonds in the United States Treasury, which

is in effect responsible for the final payment of all national

bank notes. Soundness and uniformity have been gained,

however, at the expense of elastieityj the ability to expand
ancLcontract in response to the changing needs of business.

Fundamentally this is due to the fact that these notes

are based upon government bonds instead of upon the

general assets of the bank, which is the practice of most

modern banking systems, except those of the United States

and England.

35. Elasticity of bank currency.—It has been pointed out

that government paper money lacks^ that prime essential

quality of a good medium of exchange—elasticity—because

it is issued primarily to meet the needs of the Government,

which needs may not, and usually do not, correspond to

the needs of business. An elastic jcurrency can be pro-

vided only by some agency which is in constant touch with

business, making loans to and receiving deposits from those

actively engaged in business, "since" such loans accurately

represent the needs of the public for money and accumu-

lations of cash in depositories represent surplus funds not

needed in business."^ Such an agency is the bank.

Prior to the passage of the act of 1913, however, our

national bank system failed to provijle an elastic note cur-

rency, owing to the fact previously noted that the issue

of bank notes was related to government needs and obliga-

1 Scott : Money, p. 53.

5
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tions rather than to the needs of business. No currency

system can be elastic where bonds are used as a basis for

the notes. To be elastic, a bank note system must be so

regulated that banks will find it pi:ofltable to issue addi-

tional notes when more currency is needed, as evidenced

by the withdrawal of deposits, and to retire them when

they become redundant, as indicated by a heavy increase

in deposits. But under a system of bond-secured note

issues the tendency of bank notes is to contract when ex-

pansion is desirable and to expand when the currency is

already redundant. National banks were formerly required

to deposit with the Treasury government bonds in a certain

proportion to their capital. Against these bonds they could

issue their own circulating notes up to the par value of the

bonds so deposited. To insure the redemption of its notes

each bank was required to keep a deposit of lawful money
in the Treasury equal to five per cent of its outstanding

circulation. When, therefore, large amounts of currency

were being withdrawn from the banks, for instance, in the

crop-moving season, and they wished" to increase their

available funds, they found that they could not do it profit-

ably by issuing notes, for they would have to pay more

for government bonds, which were usually at a premium,

than they would receive in circulating notes. Indeed, in

times of active demand for currency, when banks are able

to lend all their credit at high rates of interest, it has

sometimes been more profitable for them to retire part of

their circulation, since for $95 in lawful money sent to the

Treasury for note redemption they would receive a bond
that might promptly be sold for nirjre than $100. On the

other hand, when the currency was already redundant,

banks might find it profitable to increase their note issues.

When money accumulated in their vaults, banks, rather

than have it idle, were tempted to buy government bonds,

which returned them two or three per cent interest and
against which they received an approximately equal amount
of bank notes, which could be paid out to depositors. This

is exactly what happened in 1894—1895, although the re-
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dundancy of the currency at that time was causing such

heaw exports of gold as ahnost to bapkrupt the Treasury.

Again, during the business depressions of 1903-1904 and
1907-inOS. ^•hen the country's need foi* cash was manifestly

declining, the total volume of bank note circulation was
Tory considerably increased.

In considering the question of elasticity it must not be

forgotten that in this country banks provide through their

deposits a medium of exchange much greater in volume

and importance than bank notes and one which is abso-

lutely elastic. "Deposit currency," so called, consists of

deposits credited on the books of the bank which circulate

in the form of checks and drafts. Theoretically there is no

essential difference between the bank note and the credit

deposit. When a borrower at a bank secures a loan or

discounts a note he may take the proceeds in the form of

money, say bank notes, or be credited with a book account

against which he can draw as he nee:ds funds or wishes to

make payment. A check is drawn only when the depositor

has some debt to pay and is always -immediately available

as a medium of payment in any amount not exceeding his

deposit credit at the bank. Then when the check has served

its purpose it is returned promptly through the banks and

the clearing house and is cancelled. In this country the

great bulk of wholesale and other large transactions, and

a considerable proportion of smaller business exchanges,

are performed by this deposit currency, which rises and

falls in exact proportion to the exchanges of goods which

call forth loans and bank deposits. D'eposit currency makes

it possible, therefore, for "any business man to get the

money he needs, at the times and in the exact form that

he needs it, provided his banker will discount his notes."

36. Federal reserve bank notes.—The Federal Reserve

Act of 1913 introduced two new kinds of paper money into

our currency system: Federal reserve bank notes and

Federal reserve "notes. The Act contemplates the gradual

retirement of the national bank notes and the substitution

therefor of an equal amount of notes issued by the several
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Federal reserve banks. These Federal reserve bank notes

are the obligations of the Federal reserve banks and are

issued and redeemed under the same 'terms and conditions

as national bank notes, except that they are not limited

to the amount of the capital stock of the reserve bank

issuing them. They are secured by Government bonds or

United States certificates of indebtedness. To conserve

the gold supply Congress passed the Pittman Act, April

23, 1918, authorizing the Secretarij^ of the Treasury to

withdraw silver certificates from circulation and to melt

and sell as bullion 350,000,000 silver dollars. To take the

place of the silver thus withdrawn from circulation the

Federal reserve banks were authorized to issue Federal

reserve bank notes against the deposit of United States

certificates of indebtedness or one-year gold notes. The

Federal reserve bank notes, however, will give no elasticitj''

to the currency system, since they are based upon govern-

ment obligations, just as are national bank notes.

37. Federal reserve notes.^—The Federal reserve notes

are expected to supply the element of elasticity lacking in

all other forms of our money currency. These notes may
be issued to any Federal reserve bank applying for them,

at the discretion of the Federal Reserve Board, upon the

deposit of commercial paper rediscounted or purchased,

or of gold, or gold certificates for member banks. The
reserve notes are obligations of the Government and are

receivable by all member banks and reserve banks and for

all taxes, customs and other public dues, but they are

not legal tender for other purposes. They are redeemable
in gold on demand at the Treasury or at any reserve bank
in gold or lawful money. The notes 'issued by a particular

reserve bank bear the distinctive number of that bank,

and all expenses incident to their issue and retirement

must be borne by the bank issuing them. Reserve banks
receiving these notes are required io pay on them a rate

of interest to be fixed by the Reserve Board. No reserve

bank may pay out the notes of another except under
1 For extcndcfl discussion of Federal reserve notes, see p. 410.
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penalty of a 10 per cent tax. Against these notes the

reserve bank must keep a reserve in gold of not less than
40 per cent of the amount of notes actually in circulation

and not offset by gold or lawful money deposited with the

reserve agent. Each reserve bank is also required to main-
tain in the Treasury a deposit of gold sufficient to redeem
the Federal reserve notes issued td it, but not less than

5 per cent of such issue. This deposit of gold may be

counted as part of the 40 per cent reserve required. To
provide some elasticity in the reserve requirements, the

Act authorizes the Federal Reserve Board to suspend any
reserve requirement for a period of thirty days and to

renew such suspension for periods not exceeding fifteen

days. If, however, the gold reserve a'gainst these note issues

falls below 40 per cent, the reserve bank concerned must

pay a tax graduated according to the deficiency. This tax

is paid by the reserve bank, but it is required to add the

tax to the interest and discount rates fixed for it by the

Federal Reserve Board. Federal reserve banks may retire

these notes by depositing them with the Federal reserve

agent or the United States Treasury, receiving back the

collateral deposited. Thus the Federal reserve notes are

expected under normal conditions to give elasticity to our

currency, being issued only in response to the business

demand for additional money and being retired promptly

when that demand subsides.
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CHAPTER V

THE MONEY SYSTEM OV THE UNITIOI) STATES

38. Kinds of money used in the United States.—The

following table based upon the circulation statement issued

by the Treasury Department, May 1^ 1920, shows the total

stock of money and the amount of edch kind in circulation

and in the Treasury on that date. The total money sup-

CiRc^uLATioN Statement, Mat 1, 1920

Circulating Medium

Gold coin (ini'luding

bullion in Treasury) . .

Gold Certificates

Standard Silver Dollars.

Silver Certificates

Subsidiary Silver

Treasury Notes of 1890.
United States Notes . . . ,

Federal Reserve Notes. . ,

iFederal Reserve Bank
Notes

National Back Notes. . .

Total

General Stock
of Money

in the U. S.i

$2,640,01.1,750

268,829,252

'255,916,490

.340,681,016

3,326,188,020

188,330,000
723,392,772

.$7,755,953,906

Hold in the
Treasury
p,s Assets
of the

Government 2

$390,410,080

8,815,803

7,155,789

11,823,117

•24,946,707

3,110,240

,42,660,436

.$ 188,928,232

Money in

Circulation

$831,329,148 3

384,304,529

134,586,450

123,758,019

248,700,707
1,668,980

334,857,899
3,005,935,013

185,220,,360

080,720,336

.$.5,991,207,441

1 Includes pnld held in the Treasury for the redemption of gold
certificates ($575,l()2,8llil, and I'oderal Reserve Gold Settlement fund
$1,102,819,300) and silver dollars held in j;ho Treasury for the re-

demption of silver certificates and Treasury notes ($125,426,999).

^Includes the gold reserve fund held against issues of United
States notes and Treasury notes and the 'gold or lawful money re

(lemfition funds hold against issues of national bank notes, Fc'deral
reserve notes, and I'Vderal reserve bank notfcs ($258,969,743).

! Includes $377,339,440 credited to Feilo-ral Reserve Banks in tho
Gold Settlement fund deposited with Treaspror of tho Uniteil States.
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ply amounted to $7,755,953,906, of which $488,928,232 was
held in the Treasury as assets of the Government and
$1,275,818,233 by the Federal reserve banks against Fed-
eral reserve notes, leaving in circulation $5,991,207,441,

which represents a per capita circulation of $56.00.

39. Metallic money.—The metallic money consists of

gold coin and bullion, standard silter dollars, subsidiary

silver and minor coins. The total stock of gold, including

coin^ and bullion, amounts to over $2,646,000,000. The
statement shows over $831,000,000 of gold in circulation,

but most of it is held by the Federal reserve agents against

outstanding Federal reserve notes, or in the Gold Settle-

ment Fund deposited with the United States Treasurer to

the credit of Federal reserve agents.* The gold coins are

the double-eagle ($20), the eagle ($10), the half-eagle

($5), and the quarter-eagle ($21/^). While the gold dollar

is the unit and standard of value, no $1 gold pieces have

been coined since 1890. The three-dollar gold piece was
discontinued also at that time. • The eagle weighs 258

grains and consists of a mixture of nine parts of pure
gold to one part of copper; the pure gold in the eagle

weighs, therefore, 232.2 grains. Gold is coined free of

charge, the coining value of an ounce of pure gold being

$20.67, or of an ounce of standard gold $18.60. Gold coin

is legal tender in unlimited amounts for all debts public

and private.

Gold bullion consists mainly of bars made by the United

States mints for the convenience of jewellers and gold-ex-

porting houses. Since gold is not well-suited for coins of

small denominations, and since paper money is more con-

venient for everyday use, the chief use of gold is for bank

reserves and for the settlement of interregional and inter-

national balances. For this latter purpose, bullion prop-

erly assayed and stamped is quite as serviceable as coin.

The total stock of standard silver dollars amounts to

$268,829,252, of which only about $134,000,000 are in

actual circulation. The bulk of the silver dollars are

stored in the United States Treasury where they are held
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in trust for the outstanding silver certificates issued against

tlieni. The story of the silver controversy which agitated

the country for a quarter of a century has been told in

Chapter III. Originally the silver dollar was standard

money, but because of depreciation in the current value

of silver with relation to gold its coinage was discontinued

in 1873. F,y the act of 1878 limited coinage of the silver

dollar was renewed ; and the law of i890 provided that it

should be coined only as needed to redeem the treasury

notes issued under that law to pay for silver bullion.

Finally, in 1893, the silver-purchase clause of the law of

1890 was repealed, since which time no new silver has been

purchased for coinage into dollars. Though still retaining

the name "standard" silver dollars they are not in fact

standard monej', and should be classed rather as sub-

sidiary or token money. Their bullion value prior to the

war with its accompanj-ing rise in the price of silver was

only one-half their face value, and • since 1873 there has

been no free coinage of silver. Silver dollars, however,

are legal tender for all paj'uients, public and private, ex-

cept where otherwise expressly stipulated in the contract.

They are not legally redeemable in gold, but ordinarily

there is no difficulty in exchanging them for gold.

What to do with the enormous hoard of silver dollars

storexl in the vaults of the Treasury is a question that has
been much discussed from time to time. Though these

silver dollars are nominally the security back of the silver

certificates which circulate in their stead, yet, as Pro-

fessor Seager says, "Eeally they Contribute nothiug to

the acceptability of these certificates. It is confidence that

the Government will redeem theni in gold and the need
there is for small bills to carry on the country 's trade, not
the prospect of getting in exchange for them silver dollars

which no one wants, that maintain these certificates at par
with other kinds of money." The events of the war and the

post-war period brought about a remarkable change in the
silver situation and actually carried the price of silver



MONEY SYSTEM OF THE UNITED STATES 57

above the gold parity of silver cIoHhi-s. The explanation
is found chiefly in conditions in lire Far East. Durin;^'

the :war a scarcity of silver rui)ees developed in India.

The placing of orders for Indian in-odiicls by the Allies

expaiided India's interior trade and !,-e(piired a correspond-

ing incri.'ase in its media of pa\ment. At tln^ same time

])olitieal disarreeliiin in Lulia ga\'<.- rise to a dei'iihMJ prefer-

ence for sih'cr rupees as against 'paper eurreiiey. To
meet the increased demand for siK'cr the Indian (iovern-

mont first turned to China wliieli at that time liad an

abundance of the metal, but soon fhis source of supply

was exhausted. As the native jjopulation had made a

veritable run on the Treasury, ])resenting notes for re-

demption in silver rupees, the Indiaij (iovcrnment through

Great Britain api)caled to the United States which had
the only availabh' stock of silver in the world consisting

of about 568,000,00(1 silver dollars. In i-csponsc to this

appeal Congress enacted in April, lpl8, the Pittman Act,

which cmpo\V('red the Secretary of the Treasui'v to melt

down and ship abroad a maximum of )j50,G00,000 silver

dollars. Shipments continued for about a ycM.r and a

total of 1^60,000,000 silver dollars was reduced to bullion

and sent to India, at a price of about $1,011/4 an ounce.

By the time the demand from India for silver had

ccasctl, China, which during the' wSr had accumulated a

large favorable balane(; of traili; and which had suffered

a heavy drain of silver, began to import tlie white metal

to balance the exchanges. In the nieantime, in order to

conserve whatever stocks of silver vv''ere in the market the

United States and Canadian Covcrnmcnts promulgated

an endiargo on ])rivatc exports of the metal. The embargo

was lifti'd in the sprijig of 1919. As a result of these

extraordinary demands for silver, the pric(^ of silver bul-

lion rdse toward the end of 1919 to +1.37V2 an ounee, thus

going under the "16 to 1" ratio to gold for the first time

in nearly fifty years. AVith the I'.essation of the Oriental

demand' the priee of silver declined and in May, 1920,

had receded to !|il an ouni-e.
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Tlie Pittman Act provided that the silver dollars with-

drawn should be replaced by new silver to be purchased
at $1 an ounce. By limiting the Treasury's purchases to

small quantities and to the production from American
mines only, it was expected that the Government's re-

entry into the silver market would not cause any marked
increase in the price of the white metal.

Our subsidiary silver coins are the half-dollars, quarters

and dimes. The total stock of these on May 1, 1920,

amounted to about $256,000,000. The coinage law of 1792

provided also for half-dimes, and in 1851 a three-cent silver

piece, one-quarter of the weight to be copper, was author-

ized, but when the coinage laws were revised in 1873, these

were withdrawn. For two or thre6 years after 1875 a

twenty-cent piece was issued. Originally the subsidiary
silver coins were proportionate in weight to the dollar and
they were full legal tender, but by the act of 1853 the

amount of metal in these coins was reduced to prevent
their being melted or exported, and they were made legal

tender only to $5. In 1879 the legal tender limit of all

the subsidiary silver coins was made $10.

The minor coins are the five-cent nickel made of a mix-
ture of three-fourths copper and one-fourth nickel, and a
one-cent bronze coin composed of copper (95 per cent),
tin and zinc. These coin's are legal tender up to 25 cents
and are redeemable at any sub-treasury in sums of $20 or
more. The supply of minor coins is regulated by the
Director of the Mint to conform to the current needs of
the country. The only minor coins provided for by the
original coinage act of 1792 were copper cent and half-
cent pieces. In 1857 the half-cent was discontinued and
the weight of the cent was reduced. In 1864 the present
cent was issued, also a two-cent piece; in 1865 a three-cent
piece (25 per cent nickel) and in 18*66 the five-cent 'nickel

were added. All these were subsequently discontinued
except the nickel and the one-cent piece. From time to
time the coinage of a half-cent piece has been urged.
As opposed to gold, which is the -standard money, all
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other coins are subsidiary or token money. Gold is the

only metal which the Government will coin for anyone who
deposits bullion at the mints or assay offices. All other

coins are made from bullion purchased from time to time

as need arises. In none but the gold -coins is bullion worth
as much as the coin. As already noted the bullion value

of the silver dollar has generally been much less than its

value as a coin. The bullion value of the subsidiary silver

coins is worth even less relatively since they contain only

347.22 grains to the dollar as compared with 371.25 grains

of pure silver in the silver dollar, while the bullion value

of the nickel and bronze (cent) coins is still smaller. Such
coins are called "token" coins because their free circula-

tion at full face value is a matter of habit or usage. They
are usually of a baser metal than the standard, and are

issued only in such quantities as are required to meet the

need for small change in retail trade. Token coins may
properly be classed as credit money, since their general

acceptance and use depend upon "the good faith and

credit of the government evidenced by their redeemability

in gold."

Not only is the coinage of gold free and unlimited, but

it is also gratuitous, as the government bears the expense

of minting. In most other countries there is a mintage

charge, called "seigniorage," which is a certain amount

deducted by the government either as bullion or coins.

The word seigniorage comes down to us from mediseval

times when the "seigneur" or lord had a monopoly of

coinage and exacted his quota of all coins made. The

operation of seigniorage can be illustrated by comparing

the coinage practices of the French government with ours.

In the United States a person who takes a certain weight

of standard gold to the mint receives the same weight of

gold in the form of coin; but in France the government

retains as seigniorage 7 4/9 francs out of every 3,100

francs coined.^ In the United States gold coinage is free,

1 Johnson: Money and Currency, p. 179.
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that is, open to everj'one, and gratuitous; in France it is

free but not gratuitous.^

In the case of our silver coinage there has been a popular

but loose use of the term seigniorage. During the silver

period the great decline in the market price of silver

bullion made it possible for the Government to coin silver

dollars from bullion which cost only 50 or 60 cents. The

difference or gain between the ampuut paid for silver

bullion and the value of the coins made from it amounted

to over $143,000,000. This difference, popularly known

as seigniorage, but officially called "gain," was put into

the "silver profit fund," or, in the case of the subsidiary

silver, the "minor coinage profit fund."

40. Paper money.^—The paper money of the United

States consists of gold certificates, silver certificates,

United States notes, and Treasury notes, issued by the

Governmeut; national bank notes issued by the national

banks; Federal reserve bank notes issued by the Federal

reserve banks; and Federal reserve notes issued to the

Federal reserve banks under authority of the Federal

Reserve Board.

The gold certificates, amounting -on May 1, 1920, to

$575,102,809, are paper certificates issued against gold

coin or bullion held in trust in the Treasury, or by Fed-

eral reserve banks and agents against issues of Federal

reserve notes. Thej^ are virtually warehouse receipts for

gold, and the holders may at any time claim the coin.

They are issued to save the wear and tear and the incon-

venience incident to the handling of the actual coin. Gold

certificates were first authorized in 1863 in denominations

of $20 only, and were made receivable for duties on im-

ports. In order to facilitate the resumption of specie pay-

ments, their issue was suspended in 1878, but again author-

ized in 1882. This latter act provided that the issue of

gold certificates should be suspended whenever the stock

1 The coinage act of 1853 levied a seigniorage of i of 1 per cent

;

when the free coinage of silver was aliolished in 1873 the seigniorage
on gold was reduced to J of 1 per cent, and in 1875 it was abolished.
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of gold in the Treasury fell below $100,000,000. Their
issue was again suspended in 1893 when the Treasury gold

reserve was being depleted, but once more authorized in

1900. The gold standard law ena'c.ted in that year re-

affirmed the provision that the issue of gold certificates

should be suspended when the gold reserve in the Treasury
should fall below $100,000,090, and further provided that

the Secretary of the Treasury may suspend such issue

whenever the total amount of United States notes and
silver certificates in the general fund of the Treasury shall

exceed $60,060,000. Prior to 1907 flie smallest denomina-

tion of gold certificates was $20, but in that year Congress
authorized the issue of $10 certificates. Though available

for customs, taxes and public dues, and by national banks

as part of their money reserve, gold certificates were not

legal tender prior to December 24, 1919, when an act was
passed making them full legal tender in payment of all

dues, public and private.

Silver certificates were first issued in 1878 under the

terms of the Bland-Allison Act, in exchange for silver dol-

lars deposited in the Treasury or Coined under that act.

They were first issued in denominations of $10 and upward.

but in 1886 the $1, $2, and $5 denominations were author-

ized. The gold standard act of 1900 provided that silvei

certificates should be limited to the denominations of $10

and less, except that 10 per cent of ike total volume might

be issued in denominations of $20, $50, and $100, The

volume of certificates was greatly reduced by the opera-

tions of the Fittman Act of 1918 providing for the melting

of silver dollars for export. Silver certificates are not

legal tender, but like gold certificates they are receivable

for customs, taxes and public dues, and they may be

counted in the reserve of national banks. Theoretically

neither silver certificates nor silver "dollars are redeemable

in gold, but in practice both are exchangeable for gold.

The total amount of treasury notes issued under the

Sherman Act of 1890 to pay for silver bullion was $155,-

931,002. They were i^isued in denominations ranging from
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$1 up to $1,000. These notes differed from silver certifi-

cates in that tliey were redeemable in either gold or silver

coin at the discretion of the Secretary of the Treasury..

The act of 1900 provided that they should be cancelled

and retired to an amount equal to 'the coinage of silver

dollars and subsidiary silver from the bullion purchased,

with these notes. The bullion thus purchased has all been

coined and now as the treasury notes are turned in for

redemption, silver certificates are substituted for them.

There is now less than $2,000,000 of these treasury notes

outstanding.

United States notes were first issued in 1862 to provide
the Treasury with funds to meet the enormous expenses

of the Civil War, and before that struggle was over the

issuci of this form of money reached the vast total of

$450,000,000. The notes were made legal tender for the

payment of all debts, public and private, except customs
duties and interest on the public debt. With the resump-
tion of specie payments in 1879, United States notes be-

came acceptable in payment of duties on imports and have
been freely received on that account ever since, though the

law has not been changed. During the Civil AYar their

value in gold depreciated greatly, causing confusion and
loss to the Government and to business, but when specie

payments were resumed in -1879 the greenbacks were made
redeemable in gold and so returned to a parity with gold.

The story of the halting policy of Congress with regard
to the retirement of these notes as a result of which the

Treasury was brought to the verge of baiJjruptcy is re-

cited in a previous chapter. Largely througli the influence

of the greenback party the retirement of the United States

notes was stopped in 1878 when an act was passed requir-

ing these notes when redeemed to be paid out again and
kept in circulation. The total amount of greenbacks out-

standing at the time the act of 1878 was passed was $346,-

681,016 and this amount has remained in circulation ever
since. Greenbacks are redeemable in gold and since 1900
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a fund of $150,000,000 has been helcT in the Treasury pri-

marily to meet this obligation. They have been issued in

both large and small denominations, but the gold standard
act of 1900 provided that when silver certificates of large

denominations were cancelled and small ones issued in

their place, a like volume of small United States notes

should be cancelled and notes of $10 and upwards sub-

stituted. This was iiiteiided to briug the silver dollars, as

represented by silver certificates, into larger use as pocket

money. The increased demand for small bills, however,

led to the passage in 1907 of an act providing for the issue

of United States notes in denominations of $1, $2, and $5

and the cancellation of an equal amount of the higher

denominations.

On May 1, 1920, the total amount of national bank notes

outstanding was $723,392,772, or about one-tenth of the

total money supply of the country. These notes are issued

by national banks against governme"nt bonds deposited in

the Treasury. The denominations in circulation range

from $5 up to $100. National bank notes issued against

two per cent government bonds are subject to a tax of

% of 1 per cent a j'ear and thosg issued against other

bonds 1 per cent. They are not legal tender, but are re-

ceivable for all public dues except duties on imports and

may be paid out by the Government for all debts and

demands except interest on the public debt and in redemp-

tion^ of the national currency. All national banks are

required to receive the notes of other national banks

at par.

As noted in the preceding chapter, the Federal Reserve

Act contemplates the gradual retirement of the national

bank notes and the substitution therefor of notes issued

by the several Federal reserve banks. National banks are

not required to retire their circulation, but may do so any

time within twenty years after December 23, 1915. Banks

desiring to retire their notes file an application with the

Treasurer of the United States to sell their bonds held in

trust in the Treasury, and the Federal Reserve Board may
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require the Federal reserve banks to buy these bonds. It

is expected that in this way there will be a gradual shifting

of the bonds held by the national banks to the Federal

reserve banks and a substitution of 'Federal reserve bank

notes for national bank notes. The process is likely to be

slow, however, so that national bank notes will remain for

many years as a part of our currency system.

The Federal reserxe notes, the Other form of paper

money authorized by the Act of 1913, are not bank notes,

but obligations of the Government. They may be issued to

any Reserve bank upon the deposit of an equal amount of

bills of exchange or acceptances rediscountecl or purchased

or of gold. These notes are protected bj^ a gold reserve of

at least 40 per cent of the amount of notes in circulation,

and each reserve bank to which they are issued must also

maintain in the Treasury a deposit .of gold sufficient to

redeem them, but not less than 5 per cent. The Act pro-

vides that Reserve banks shall pay interest on these notes

at a rate to be fixed by the Reserve Board.^ They are

receivable by all reserve banks and member banks and for

all taxes, customs, and other public dues, but they are not

legal tender for other purjioses.

41. All kinds of money at par with gold.—The gold

standard act of 1900 made it the duty of the Secretary of

the Treasury to maintain all forms of money coined or

issued by the United States at a parity of value with gold.

In fact, since the resumption of specie pajmicnts by the

Government in 1879, all forms of nioney have been kept

at a parity with gold, though gold has formed but a small

part of the total money supply.

Gold coins always remain at a parity with the gold of

which they are made because of the 'free convertibility of

one into the other. The value of gold coin does not rise

above the value of its gold content because anyone may
take gold to the mint and have it made into coin free of

charge. Any tendency for gold coin to become more valu-

able than gold bullion is checked by the withdrawal of

1 Thus far this provision has not been enforced.
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gold from industrial uses and an increase in the amount
sent to the mints to be coined. Ore the other liand, gold

coin is prevented from becoming less valuable than the

gold it contains because of the steady demand for it for

non-monetary purposes. If the bullion value of gold coin

should exceed its coin value it can readily be melted and
sold as bullion.

Gold certificates are kept at par with gold by the fact

that they are always redeemable in the gold coin against

which they are issued and which is iield as a trust fund
in the Treasury. Silver dollars and, the silver certificates

issued against them are kept at par with gold because in

practice they are freely exchangeable at the Treasury for

gold. Though the law does not specifically require the

redemption of silver dollars in gold, it has long been the

settled policy of the Government to preserve a parity be-

tween its silver coins and gold, and experience has shown
that this can be accomplished only by the prompt redemp-

tion of one in the other. The success of this x^olicy de-

pends, of course, upon limiting the ainount of silver issued.

The minor coins are kept at a parity with gold because

they are redeemable in lawful money and because there is

a steady demand in the retail business of the country for

the limited amount issued.

Both United States notes and treasury notes are now
redeemable in gold. Treasury notes have so nearly disap-

peared from circulation that they have ceased to be a

factor in our monetary system. Their place has been taken

by silver certificates under the retirement provision of the

law of 1900.^ The United States notes which, because of

their excessive issue during the Civil War, depreciated

greatly in value, returned to a parity with gold when specie

payments were resumed in 1879. Eefereuce has been made

in a previous chapter to the embarrassment of the Govern-

ment in the years following the passage of the Sherman

Act of 1890 when the excessive issue of silver threatened

to deplete the country of its gold. Greenbacks, being re-

1 See Pittman Act, p. 57.
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deemable in gold, were returned for redemption as rapidly

as reissued until complete exhaustion of the Treasury re-

serve was anticipated. To prevent a recurrence of a similar

situation, the law of 1900 provided that when these notes

were redeemed they should be reissued only in exchange

for gold. Tt also provided for a special gold reserve of

$150,000,000 to be set aside in the Treasury for the re-

demption of United States notes and treasury notes. If

the gold reserves should fall below $100,000,000 and can-

not be increased by exchanges of greenbacks for gold in

the general fund of the Treasury, the Secretary must re-

store it to $150,000,000 by the sale of bonds. The Federal

Reserve Act of 1913 reaffirmed the parity provisions of

the law of 1900 and provided that in order to maintain

such parity the Secretary of the Treasury may borrow
gold on the security of bonds or one-year gold notes.

National bank notes are kept at a parity with gold by
being made redeemable in lawful money both at the Treas-

ury and by the banks issuing them. Every national bank
is required to keep on deposit with the Treasury a sum of

lawful money equal to 5 per cent of its outstanding cir-

culation for the redemption of its notes. Federal reserve

bank notes are issued and redeemed under the same terms
and conditions as national bank notes, except that the

amount to be issued is limited only to the face value of

the bonds deposited. The Federal reserve notes which are

obligations of the Government are redeemable in gold on
demand at the Treasury or in gold or lawful money at

any of the Federal reserve banks. They are secured by
reserves in gold of not less than 40 per cent of the notes
in circulation and collateral security consisting of notes
and bills accepted for rediscount or purchased in, an
amount equal to the notes in actual circulation, or they
may be secured dollar for dollar by gold. Furthermore,
each reserve bank to which these notes are issued must
keep in the Treasury a 5 per cent gold deposit to redeem
them, though this deposit may be counted as part of the

40 per cent reserve required.
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In the several ways here outlined, all kinds of money in

the" United States are kept at a parity with the standard,

gold. Despite some defects in our monetary system, there

is no longer serious doubt as to the ability of the Govern-
ment to maintain the gold standard. Some writers regard

the greenbacks as a possible menace to the Treasury gold

reserve and have urged their gradual retirement by the

application of surplus revenues of the Government or by a

bond issue. The immense hoard of silver dollars which,

prior to the heavy export in 1919, lay idle in the Treasury

was not in itself dangerous, but it involved an unnecessary

waste of capital. The silver dollar is credit money in all

essential respects like the greenback, its value being due
not to the silver it contains, but to the Government's

pledge to keep it equal to gold. Silver dollars and silver

certificates are indirectly redeemable in gold. One ob-

jection offered to this large volume of government credit

money, which together with bank notes serves as hand-to-

hand money, is that it keeps out of circulation an equal

amount of gold. If this credit money were retired, and
gold certificates were authorized in the small denomina-

tions needed, a corresponding amount of gold in the form

of gold certificates would come into circulation, and so add

strength to our currency and credit system. The issue of

Federal reserve notes against the deposit of gold, legalized

under the Federal Reserve Act by the amendments of

June, 1917, has accomplished this in part.

"While the volume of credit money has been vastly ex-

panded as a result of the war, the gold stock of the coun-

try has also greatly increased. A considerable amount of

the gold which flowed into the United States during the

war and after will probably flow out again as foreign

trade and exchange return to normal. But in large part

this gold has found its way into the Federal reserve banks

where it can most effectively be conserved and whence its

release and distribution can be intelligently controlled.

The conclusion of the great war found Europe's currency

and monetary systems in chaos; it .will be years before
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the^- can be restored to a gold basis. The United States

emerged from tlie contest with a sound monetary system

based solidly upon gold.
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CHAPTER Vi

VALUE OP MONEY AND PRICES

42. Value and price.—Before entering upon the discussion

oi" the important question of the value of money and its

relation to prices and profits, it will be lielpful to get

clearly before us the precise meaning -of the terms, "value"
and "price." In economics value means exchange power
or purchasing power, the exchange relation of a commodity
to other commodities. Price is value expressed in terms of

money. The value of a bushel of wheat can be determined

only by comparing it with other commodities for which it

may be exchanged. To make this comparison as simple

and easy as possible, it is necessary to have some convenient

unit of value. In the United States the unit of value is

the dollar composed of 23.22 grains of pure gold, and prices

are expressed or registered in terms, of dollars and cents.

Now, since price is value expressed in terms of money
and value is simply exchange power, the exchange rela-

tion of one commodity to another, money itself cannot have

any pric'e ; a thing cannot be exchanged for itself. Under

our coinage laws an ounce of pure gold is worth or is

coined into $20.67, and this is sometimes referred to as

the price of money (gold).^ More properly, this is the

1 Our gold coins are only nine-tenths fine and so their gold eon-

tent is worth $18.60 per ounce. The "price" of gold is always $18.60

because the Government fl.xes its price hf fixing the weight of the

dollar. As an ounce of gold contains 480 grains and a dollar con-

tains by government decree 2.5. S grains of gold, an ounce of gold is

18.6 times as heavy as a dollar. Thus gold is always worth $18.60.

by
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mint price of an ounce of gold bullion. When the gold

is made into coins it becomes money and has no price.

Reference is constantly made in the financial papers to the

"price" of money in the loan markets of the world. In

this connection price is a loose and convenient term to

express the rate of interest on bank loans, the right to draw

upon deposits.

But though money has no price it has, like other things,

value. By the value of money we mean its purchasing

power and this can be determined only by reference to

the general level of prices. If the price of wheat rises

from 50 cents to a dollar, it may be due cither to a change

in the relation of the supply of wheat and the demand for

it, or to a change in the value of money. If the prices of

all commodities except wheat remain stable, the change is

traceable to causes affecting wheat alone, but if all prices

have tended to advance, clearly the value of money has

decreased. A general rise or fall in prices indicates a

change in the value or purchasing power of money. It

rises as the general level of prices falls, and falls as gen-

eral prices rise. "The value of money is inverse to the

level of prices."

43. What determines value.—The value of money is de-

termined, like that of other commodities, by the principle

of demand and supply. In the case of money, however,

the conditions affecting supply and demand are somewhat
complex and call for some detailed analysis. Demand may
be defined as need or desire coupled with ability to pay
for the thing desired. The demand for money is measured

by the amount of commodities or services which will be

given in exchange for it. Now the 'demand for money is

limited, more so than the demand for other commodities.

Iron or wheat may be put to many different uses, but

money is used primarily for exchang'e purposes. Men seek

to acquire money in order that they may exchange it for

other commodities. It has aptly been said that money has

no use except to be spent.

The demand for gold arises from two principal uses to



VALUE OP MONEY AND PRICES 71

which it is put—its use in industry and the arts, the
'

' arts

demand, '

' and its use as a medium of- exchange, the
'

' mone-
tary demand." It is generally believed that between one-

fourth and one-third of the world's annual production of

gold goes into the arts. This indpstrial demand comes
from many sources, from manufacturers of jewel i-y,

watches, plate, ornaments, and the like ; from dentists and
surgeons; and from users of gold leaf in bookbinding and
decoration. Our mints and assay offices refine practically

all the gold metal produced in or bi*ought to this country,

allowing the depositors of the metal to take the proceeds

either in money or in gold bars for industrial use.

The monetary demand includes not only the demand for

money as a medium of exchange, but' also as a reserve basis

for credit, and as a store of value for future exchanges.

Let us consider these in inverse order. The amount of

money required by individuals and merchants for pocket

and till money depends upon the habits of the people,

density of population, voluTue of retail transactions and
many other considerations. The pay rolls of manufactur-

ing-concerns and corporations call for the use of consider-

able sums of money, and a very large volume of retail and
small store business is done on a "cash" basis. This de-

mand for hand-to-hand money is reduced, however, by the

increasing use of the check even in retail transactions. In

normal times people keep on hand or stored away only as

much money as they expect to use in the near future.

When panic comes many people try to convert other forms

of property, including bank deposits, into money because

this is the one commodity which can always be exchanged.

The monetary demand is affected also by the require-

ments of governments which must^ maintain reserves of

gold to redeem token and- credit money, and by the needs

of banks which must always be ready to meet their note

and deposit obligations in money. The large stores of

money in banks are not really hoarded or idle; they sup-

ply the foundations of credit which does several times as

much work as the money itself would if in actual circula-
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tion. In the last few decades many countries have adopted

the gold standard, which has necessitated the creation of

gold reserves sufficient to insure the convertibility of other

foritjs of money in circulation. In the United States, for

example, over $346,000,000 of greenb'alcks are supported by

a gold reserve of $150,000,000 held in the Treasury. Prior

to the adoption of the Federal reserve system more than

one-third of the entire stock of gold w-as required to satisfy

the reserve demand. Changes in seasonal requirements

and fluctuations in international trdde affect the reserves

and so influence the demand for and the value of money.

In a general way it may be said that the demand for

money as a medium of exchange dep.ends upon the volume

of exchanges to be affected by it, though it must constantly

be borne in mind that credit is the great exchange medium. '^

The volume of exchanges is subject to many influences and

fluctuations. Generally speaking an increase in popula-

tion increases the volume of business. But the per capita

test is a poor criterion of the real demand for money;
business may be bad with a larger population and brisk

with a smaller one. Again, it may be said that the de-

mand for money increases with increase in the volume of

goods produced and actually exchanged, though this may
be offset by an expansion of credit and by an increase in

the supply. Improved business organization and consol-

idations which dispense with middlemen and lessen the

nuraber of exchanges between producer and final consumer
tend to lessen the need for money, while increasing division

of labor which makes a, larger number of people dependent

upon others for their supplies tends to increase the need

for a medium of exchange.

Another important influence affecting the volume of ex-

changes and the demand for mone;^ is the so-called "ra-

pidity of circulation," that is, the number of times money
is exchanged for goods in a year or any given period.

Assuming for the moment that the volume of business and

the price level remain the same, an increase in the rapidity

1 But see Laughlin : Principles of Money, p. 325.
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of circulation of money will lessen the quantity of money
reciuired to effect the business excharfges, while a slower

rate or velocity of circulation will increase the quantity

of money needed. If the velocity of circulation be doubled

and the volume of exchanges remain u,nchanged, prices will

be doubk'd. But of course the volume of exchanges does

not remain unchanged. Trade, also,; has its rapidity of

circulation or rate of turn-over, clepending upon general

business conditions, the habits of ttfe people, legislation,

and many other factors. If, therefore, the number of

business exchanges be doubled while; money remains un-

changed, prices will fall by one-half.

44. Supply of money.—Conditions which govern the sup-

ply of money are less complex than those affecting the

demand. In the tirst place we must distinguish between

the supply of money and the supply of the precious metals.

As already noted, a considerable proportion of the world's

production of gold and silver is used for non-monetary

purposes. The industrial consumption varies not only with

changes in the value of gold, that is, in the general price

level, but also with changes in people's habits and tastes.

The absorption of gold by the arts is in general lost to the

monetary supply. Another important drain upon the

world's supply of specie that otherwise would be available

as money is the steady flow of gold and silver to Oriental

countries, notably India, where vast amounts have been

absorbed by hoarding and for ornaments.

It is sometimes said that the value of gold depends upon

its cost of production at the poorest mine, or, as the eco-

nomists express it, upon the marginal cost of production.

But, as Professor Taussig and other writers have pointed

out,' there seems to be but little correspondence between

the.'cost of gold and its value. ^ This is due to the durabil-

ity and comparative steadiness of the total stock of gold

and to the irregularity in the discovery of new supplies.

It is estimated that the world's total stock of gold in 1850

was ^between $2,000,000,000 and $3,D00,000,000 and that

1 Taussig: Principles of Economics, Vol. I, Ch. 19.
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the present stock is over $9,000,000,000. In the decade

1841 to 1850 the annual production averaged $36,000,000,

which was three times the average annual production for

the preceding half of the century. In the decade 1851 to

1860 the annual average rose to $133,000,000. Since then

the annual production has increased steadily but with great

periodic fluctuations, as, for example, with the discovery

of gold in South Africa.

It should be remembered that gold, unlike other com-

modities such as iron or wheat whick when once prepared

for use or consumption are withdrawn from the market,

remains indefinitely as a part of the monetary supply.

The annual additions of new gold, therefore, affect but
slightly the world's total stock of money and its value is

but slowly affected. But in time, changes in the rate of

annual increase make themselves felt. A lower cost of

producing money in so far as it increases the quantity of

money tends to raise the general level of prices.

The supply of money should be distinguished from the

supply of money utility or value. The usefulness of money,
that is, its power of serving, increases as its value in-

creases. This characteristic- is peculiar to money. Wheat
gets its value from its food utility and this would not be
changed in the least if the value of wheat were doubled.
A bushel of wheat when worth a dollar will feed no more
people than when worth fifty cents. But the more money
is worth the more commodities it will exchange. As Pro-
fessar Johnson says, "The desired amount of money util-

ity will always he in existence, for it is created by the

need for it. If the supply of money is $1,000,000, the need
for value in a form immediately exchangeable will give

to that million dollars a purchasing power sufficient to
render it capable of transacting all the business of the
community. As the population increases, the community
may be obliged to send out to get more flour or wheat, but
it will be under no such necessity of increasing its supply
of money, for the value of the existing supply will increase
as the demand increases; in other words, the purchasing
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power of eaeli money unit will increase and the prices of

goods ffill."!

45. The quantity theory of money.—As stated by the early

economists, the quantity theory of money holds that the

value of money depends on its quantit.v, and that, other

things being equal, prices vary directly with the amount of

money in circulation.^ This bald statement of the theory,

however, disregards certain fundamental considerations.

In the first place, the value of money, as of other things,

depends neither upon supply alone nor upon demand alone,

but upon the balancing of supply and demand. As we
have seen, the level of prices may be i'nfluenced on the one

hand by changes in the rapidity of circulation as well as

in the quantity of money, and on the other hand by changes

in the volume and velocity of exchanges. This theory also

disregards credit operations and the use of money as a

reserve and as a store of value. The statement, therefore,

that the value of money varies with its quantity, holds

good only under the simplest conditions.

A more nearly exact and acceptable conception of the

quantity theory is that the value of money or the general

level of prices depends on the total purchasing power ex-

pressed in terms of money. As expressed by Professor

Irving Fisher, the purchasing power of money, that is, the

general level of prices, depends on five factors : the quan-

tity of money in circulation, its velocity of circulation, the

quantity of deposits subject to check, its velocity, and the

volume of trade. These groups of causes and their effects,

prices, he connects by an "equation af exchange," a state-

ment in mathematical form of the total transactions effected

in a given community in a certain period, and he shows

that "prices must as a whole vary proportionally with the

quantity of money and with its velocity of circulation, and

inversely with 'the quantity of goods exchanged. "^ The

1 Johnson: Money and Currency, p. 28.

2 For a criticism of this theory, see LaugMin: Principles of Money,

Chs. VII-IX; and Scott: Money and Banking, Ch. IV.

' Fisher: Purchasing Power of Money, p.; 18.
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groups of causes or "magnitudes" determining the pur-

chasing power of money are, in turn, effects of antecedent

causes which he summarizes as follows: "The volume of

trade will be increased, and therefor.e the price level cor-

respondingly decreased, liy the differentiation of human
wants; by diversification of industry; and by facilitation

of communication. The velocities ef circulation will be

increased, and therefore the price level increased, by im-

provident habits; l)y the use of book credit; and by rapid

transportation. The quantity of money will be increased,

and therefore the price level increased, by the import and
minting of money, and antecedently by the mining of the

money metal; by the introduction of another and initially

cheaper money metal through bimetallism ; and by the issue

of bank notes and other paper money. The quantity of

deposits will be increased, and therefore the price level

increased, by extension of the banking system and by the

use of book credit. The reverse causes produce, of course,

reverse effects." ^

As evidence of the soitndness of their position, advocates
of the quantity theory of mnuey point to the movement of

prices in the past which has been in great cycles, with
rising prices in a period of increasitig production of gold
and silver and falling prices in a period of diminished
output of specie. Thus, it is claimed, the revolution of

prices in the sixteenth century was due to the discovery
of the South American and ^Mexican silver mines and the
introduction into Europe of great quantities of new specie.

By the middle of the seventeenth century such large addi-
tions had been made to the world's stock of gold and silver

that new supplies had less effect upon their value and
prices were fairly stable. A steady increase in population,
wealth and the volume of exchanges tended to offset the
increased supply of specie. During the first half of the
nineteenth century this expansion of business increased
even more rapidly than the new supplies of specie and
prices trended downward.

' lUd., p. 149.
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The discovery of very rich gold deposits in California

and Australia about ISfjO added enormously to the world's
supply of gold. Rough estimates shpw that in the quarter

century following 1850 as much gold was added to the

world's stock as had been produced during the whole pre-

vious period since the discovery of America. In the ten

years following 1850 the monetary supply of money had
doubled.^ It might be expected thatjthis rapid and enor-

mous increase in the supply of moi^ey would be attended

by a marked increase in prices. Prices did rise and re-

mained at a comparatively high level until about 1875, but

the advance of 20 to 30 per cent was not in proportion to

the increase in the new money supply. This comparatively

slight increase in prices is explained on the grounds, first,

that the volume of business increased greatly during this

period, causing a larger demand for money ; second, that the

new supplies of gold were added to an eAisting stock com-

posed of both gold and silver under bimetallic systems then

prevailing; and, third, that a considerable amount of the

new gold simply displaced silver which was exported to

the Orient.

-

A period of falling prices set in about 1873, and con-

tinued until about 1806, at which time the price level was

some 50 per cent lower than in 1870, indicating that the

purchasing power of gold had doubled. It will be remem-

bered that in the decade following 1870 the United States

and several European countries discarded silver as a stand-

ard of prices and adopted the gold standard. This was a

period, too, of rapid expansion of trade and industry trace-

able in part to the construction of great railway systems.

The resulting monetary demand for gold coming at a period

when the production of gold was declining, increased its

value greatly and caused the long period of low prices.

Th& twenty-five years prior to the war witnessed another

phenomenal increase in gold production, due mainly to the

discovery of new mines in South Africa and in the Klon-

1 Report of the Director of the Mint (1913), p. 315.

2 Taussig : Vol. I, p. 259.
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dike. In the decade following 1880 the world's annual

output of gold averaged about $100,000,000 a year ; in the

year 1900 it amounted to $254,000,000; and in 1915 to

'$469,000,000. By 1896 prices began to reflect the increase

in the new gold from South Africa and up to the close of

the war the tendency was steadily upward. Though the

enormous currency expansion and credit inflation of the

war period was j^rimarily responsible for the rapid rise

in prices all over the world, it must be remembered that

an era of high prices had already set in, the result doubt-

less of heavy additions to the supply of gold.

46. The probable future of gold production.—The

steady rise in prices, due in part at least to the increased

supply of gold, has provoked mucli discussion as to the prob-

able future of gold prodiiction and its influence upon prices.

Throughout all modern times the search for gold has had
a peculiar fascination for men of all kinds and nationali-

ties. Prospecting for gold has beefa. carried on througk

the centuries and mines have been worked without much
calculation of yield or cost. Prospectors have been buoyed

up with the hope of some day "striking it rich." But in

recent years luck and chance have given place to careful

calculation and scientific business methods ; instead of a

lottery, gold mining has now become an industry. Powerful

hydraulic machinery is now used jn alluvial mining to

wash down whole hillsides into the sluices, there to be

treated with quicksilver or subjected to other processes for

the recovery of gold. In quartz mining the rock contain-

ing gold is crushed in great plants^ where the ore is re-

covered by mixing with quicksilver to form an amalgam
from wliicli. the gold is easily separated. Gold when found

in chemical combination with sulphur is extracted by either

the chlorine or the cyanide process. As a result of recent

improvements and of large-scale operations, deposits of

low-grade ores, which under earlier 'methods, could not be

worked at a profit, are now being made to yield large re-

turns. It is largely from these deposits of low-grade ores
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operated on a strictly scientific and business basis tliat the
great increase in tlae supply of gold and silver has come.

Many believe that with the placing of the gold-mining
industry on a business basis comparable in stability with
iron or coal mining "the world need not fear any great

scarcity of gold in the future, or any long period of fall-

ing 'prices and industrial depressions, for any increase

in the value of gold should promptly lead to an increase

of the supply."^ Others hold that the production of gold

has reached its maximum and that prices will not go much
higher. On the side of gold supply, it is contended that

influences are at work which will bring about a decrease

in the production of gold. The rising prices which increase

the profits of other industries compel the gold-miner to

pay more for tools, machinery, supplies and labor. This

may so reduce the margin of his profits that he will be

forced to abandon the mining of low-grade ores, and so

gold production will decline.

When in the decades 1873-1893, the price of silver fell

from $1.30 an ounce to 64 cents, the silver-mining interests

of the West demanded that the Government '

' do something

for silver." This agitation resulted in the passage of the

Bland-Allison Act of 1878 and the Sherman Act of 1890.

The decline in gold production from $101,000,000 in 1915

to $58,000,000 in 1919, due to the fact that the cost of

raining gold as a commodity exceeded its fixed price

($20.67 per ounce), led to a similar demand by the gold-

mining interests that the Government should "do some-

thing for gold.
'

' It was maintained, that under the stimu-

lus of high wages and lavish spending the consumption of

gold for jewelry and other manufacturing uses exceeded

the country's production, and that the monetary gold re-

serve should be protected from depletion by consumption

in manufacturing and the arts.

In September, 1918, the American Bankers Association

passed a resolution urging the Government to take steps to

1 Johnson: Money and Currency, p. 209; see also, Fisher: Pur-

chasing Power of Money, p. 248.
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maintain the normal production of gold, and a similar

resolution was adopted at the ammal conventioii in Octo-

ber, 1919. At a joint meeting of the National Gold Con-

ference and the American Mining Congress in November,

1919, strong resolutions were passed petitioning Congress

for remedial legislation and proposing an excise upon
manufactured gold and a premium upon the production

of new gold. The question of stimulating gold production

was agitated by various interests and associations and many
proposals were advanced to accomplish the result without

disturbing tlie monetary system. In March, 1920, a hill

was introduced in Congress providing that an excise of 50

cents a pennj^weight ($10 an ounce) "should be collected on

the sale of all articles containing gold or gold used for

other than monetary purposes, thus creating a fund from
which the gold producer should receive a premium of $10

per ounce upon all newly-mined gold. For this plan it

was contended that being confined to the production and

sale of gold as a commodity, it would have no influence

upon the monetary status of gold, but would permit in-

dustrial users of gold to obtain it at the fixed price of

$20.67 an ounce. A committee of experts appointed during

the war by Secretary of the Treasury McAdoo brought in a

report in February, 1919, opposing artificial stimulation of

gold production. Secretary of the Treasury Houston an-

nounced in April, 1920, that the Treasury was opposed to

subsidizing the gold-mining industry. In opposition to the

gold bounty proposal, it was agreed that while it was im-

portant during the war to maintain a strong gold reserve

so that there might be no impairment of confidence in the

convertibility of our currency and in our ability to settle

any international obligations in gold, the need of any par-

ticular effort to stimulate gold production had passed

with the return of world peace. It was further contended

that the payment of a bounty would tend to increase the

production of a commodity the supply of which was al-

ready so g-reat, that its purchasing power had declined one-
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half in four years and nearly two-thirds in a quarter of a
century.

47. Index numbers.—The value of money is measured,
like the value of everything else, by the quantity of other
commodities for which it can be exchanged. But because
the values of commodities, as well as of money, are con-

stantly changing it is not easy to measure with precision

the variations in the purchasing power of money. In our
discussion of the relation of money to prices we have con-

sidered only the general level of prices and have assumed
that all prices move up and down together. But this is

seldom the case. Some goods are rising in price while
others are falling. Changes in the general price level are

slow and gradual, but changes in the prices of individual

goods, due to causes affecting demand and supply, may be

sharp and sudden. Even when the fact of a rise or a fall

in prices is evident, the extent of the change is difficult to

measure.

To observe and register changes in the general trend of

prices "index numbers" are used. An index number rep-

resents the price of a group of commodities, or the average

price during a given period, which is used as a basis or

standard with which to compare the price of these com-

modities at other dates. Suppose, for example, that the

average price per bushel of barley for the period 1890-

1899 was 48 cents, while the average for 1910 was 60

cents; then if the average price for the earlier period be

represented by 100, called the "base," it will be seen that

the relative price for 1910 is 125, that is, the index num-

ber shows a rise in price of 25 per cent. By grouping and

comparing the prices of a large number of representative

commodities, so that the influences -affecting the value of

different groups will counterbalance each other, a means is

obtained of indicating the changes in the purchasing power

of money from period to period.

The following simple example illustrates one method of

constructing price tables and index numbers

:
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money. Most systems of price tables include a sufficiently

large number of representative articles to show that though
the prices of some articles may have "declined while others

have advanced, yet the general movement of prices has
been in the direction indicated by the change in the index
number.

The method of obtaining index numbers by the simple

arithmetical average is open to the objection that it tends

to exaggerate the influence of rising prices. Suppose, for

example, that within a given period the price of a par-

ticular article has doubled while the price of another article

has fallen by one-half. The index number after the change
would be 125, indicating a decline of 80 per cent in the

value of money, whereas it would appear that the value of

money had not changed, since it had gained as much in

the one case as it had lost in the other. To overcome this

defect various methods have been suggested in computing
index numbers, as, for example, the geometric mean, which
is the square root of the product of two prices, the cube

root of the product of three commodity prices, and so on
for any number of articles. Another method uses the

median, in which price quotations for a given period are

arranged in numerical order and tlie figure which has an
equal number of quotations above and below it is taken as

the mean. Still another method is based on the harmonic

mean, which is computed from the reciprocals of a series

of index numbers. These methods 'are intended to offset

the eifect on the index number of a very high or low price

of a single article or a small number of articles. In gen-

eral, however, these various methods yield substantially the

same results.

The method of the arithmetical mean is open to the ob-

jection, also, that it gives equal importance to all articles

included in the price tables, whereas we know that our

family budgets are much more seriously affected by an

increase of fifty per cent in the price of wheat or coal

than by a similar increase in the price of cutlery or silks.

To correct this defect a system has been devised of "weight-
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ing" the articles according to their relative importance as

determined by total consumption or production. The re-

sults obtained, however, by the weighting of price tables,

especially where these embrace a large number and a wide

range of commodities, are not materially different from

those obtained by the simple or unweighted method. At
best,, price tables can only be approxinmte, indicating the

general trend of prices.

48. Different types of price tables.—The most familiar

price tables are those of Jevons, Palgrave, Sauerbeck, and

the London Economist in England; Soetbeer and Conrad
in Germany; and Falkner-Bureau of Labor, Dun's Review

and Bradstreet's in the United States.^ One of the oldest

and best known tables of index numbers is that published

by the London Economist. Starting with the base period

1845-1 ^,00, this price table has been published annually

(except for 1852 and 1854^1856) down to the present. It

includes only twenty-two articles and is based on the un-

weighted arithmetical principle. Adopting 100 as the

average price of each of the twenty-two articles, the basic

index number for 1845-1850 is 2,200 and the index num-
ber for succeeding years must be compared with that num-
ber rather than with 100, as in most other price tables.

The Economist table is criticized on the grounds that, since

it is based on a small number of articles, a large increase

in the price of any one article causes an excessive change

in the index number, and that the commodities are badly

chosen, there being, out of the twenty-two, four in which

cotton is the principal element.

Professor Jevons published his notable study of prices

in 1863. He based his calculations upon the prices of

thirty-nine articles during the period 1845-1850, and
worked out index numbers on the geometric average for

the period 1844-1862 to show the e'ffect on prices of the

new gold from California and Australia. Another well-

1 For a full statement of price tables, with diagrams and bibliog-

raphy, see Laughlin: Priueiples of Money, Ch. YI ; Bulletin of U. S.

Bureau of Labor Statistics, Whole Number 173, July, 1915.
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known table of English prices is that of Mr. Augustus
Sauerbeck, published annually in the Journal of the Royal
Statistical Society since 1886. He -uses as the base line

the average prices of the years 1867-1877 and computes
his index numbers by a simple unweighted arithmetical

average. The Sauerbeck index number is criticized be-

cause it includes only thirty-seven articles,^ and these are

all staple raw products, such as wheat, coal and iron. . The
Soetbeer index number was made from the commodities

entering the port of Hamburg and covered the period from
1847 to 1891. Soetbeer took the total quantity and price

of each article and computed the average price on a simple

arithmetical basis.

The most important table of American prices is that

prepared by Dr. Roland P.' Palkner for the Senate Com-
mittee on Finance in 1893. In compiling this table ninety

commodities were used for the period 1840-1891 and be-

tween 1860 and 1891 two hundred and twenty-three com-

modities were included. Prices for the year 1860 were

selected as the base and by using the method of the arith-

metical mean, tables were made both from weighted and

unweighted prices. The principal groups included in the

two hundred and twenty-three articles were : food, cloths

and clothing, fuel and lighting, metals and implements,

lumber and building materials, drugs and chemicals, house

furnishing goo'ds, and miscellaneous articles such as pow-

der, rubber, soap and starch. To show the effect of price

changes upon the working classes Dr. Ealkner compiled

price tables in which various articles were weighted accord-

ing to their importance in the average family budget. It

will be remembered that from 1862 to 1879 the standard

money of this country was not gold, but the depreciated

greenback. In order to show what the 'index number would

have been if gold had been the acttial standard, Palkner

in his table reduced the greenback prices for the years

1 The Sauerbeck index number as continued in the London Statist

is based on 45 commodities.
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1S62-1S79 to the gold standard, using the premium on
gold as the measure of the depreciation of paper money.
The priee tables of the Falkner f{eport extended only

to 1S91, but the Department of Labor subsequently issued
a series of wholesale prices from 1890 to 1899. In 1902
that Department began a new series, based upon the period
1890-1899, which with some moditications has been con-
tinued by the Bureau of Labor Statistics, In 1914, how-
ever, the Bureau adopted a new eompntation, \ising as the

base (100) for its index numbers the wholesale prices of

the latest year.^ The Bureau explains that this change
was made ''for the purpose, first, ;of utilizing the latest

and most trustworthy price quotations as the base from
which price fluctuations are to be measured, and, second, to

permit of the addition of new artij'les to those formerly
included in the index number."

Other convenient tables of prices are those published each

month by Dun"s and Bradstreefs, the former including

350 articles, the latter 106. In both cases the index num-
ber is obtained by the simple process of summation, that is,

by adding together the prices of all articles included.

Tables showing the movement of prices in Canada are

published by the Canadian Department of Labor.

No system of index numbers yet devised can be said to

give an accurate indication of changes in the purchasing

power of money over a long period of years. In the first

place the index number shows the relation of the value of

money to commodities only, and taMes no account of such

important items as wages and rent. To determine the

value of money with respect to labor it would be necessary

to construct an index number based Apon wages, but wages

vary so widely in dilferent communities and in different

emploj^Tuents that it is difficult, if not impossible, to de-

termine the average rate of wages. Then, again, index

numbers are based upon wholesale prices rather than retail

iSee Bureau of Labor Statistics (1915),iBullctin ISl, p, 239. The
present series is based on the year 1913 tq provide a pre-war stand-

ard for measuring price changes.
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prices, due in part to the difficulty of obtaining reliable

data for retail prices. Though a rough correspondence

exists between wholesale and retail prices, the relation is

not sufficiently close or constant to make an index number

based on wholesale prices an accurate reflection of the pur-

chasing power of monej^ with respect to all goods. Still

further, changes in human wants are constantly going on,

so that commodities of great importance in one period may
become of slight importance in another period, while en-

tirely new articles may come into use. These changes must

be taken into account if the index number is to serve its

purpose. Frequent revisions of the tables may meet this

difficulty in part, but under such conditions absolute aecu-

rac}' cannot be expected.^

Index numbers are constructed with reference to the

purpose to be served. If, for example, we want to know
the effect of changes in the price level on the workingman
retail prices should be used and rents and wages should

be taken into account. But if the purpose is simply to

indicate the changes in the general purchasing power of

money, then wages and rent can be excluded, for they are

already counted in the prices of commodities. For this

purpose, too, wholesale prices serve just as well as retail

prices. In general, it may be concluded, a table based

upon the prices of representative articles of general con-

sumption serves fairly well to indicate changes in the value

of money.
49. Transmission of price changes.—^It is a familiar eco-

nomic phenomenon that price changes are not uniform
or instantaneous, but spread in waves from commodity
to commodity and from country to country. This can

best be understood by tracing the effect of new supplies

of gold. Wlien the miner sends his gold to the assay

office and then to the mint he receives at once the money
equivalent for it at the rate of $18.60 an ounce. This

money he will either spend or deposit in a bank. If he

1 See Annual Bulletin of the U. S. Bureau of Labor Statistics on
Wholesale Prices.
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Spends it, his purchases of goods will quicken the demand
for them and so tend to raise retail prices. The merchant
who receives the money uses it to replenish his stock and
his buying will tend to increase wholesale prices, and so

on through the entire business eyclt. If the miner, instead

of spending his money, deposits it in a bank similar results

will follow. With increased gold reserves the banks will

have larger funds available both for time loans to mer-
chants and for call loans to stock exchange brokers.^ Lower
interest rates, which are likely to accompany increased

bank reserves, will quicken stock exchange train sactioiis in

securities, and increase dealings in, and the prices of, specu-

lative staples such as cotton and grain. The merchant and
the manufacturer, also, find it easier to borrow money,
and so with rising prices and improving markets the de-

mand for general merchandise and for labor is stimulated.

In a period of rising prices like that of recent years, wages
are generally last to respond to the change. The wage-

earner and the recipients of fixed incomes, therefore, are

at a disadvantage in that they have to pay higher for all

commodities while their money incomes remain fixed or

advance but slowly. In general it may be said that a rise

in price is felt first in speculative securities and commodi-

ties, then in the wholesale business, next in the retail trade,

and last in wages and rent.

The disturbance of prices caused by a large increase in

the supply of money without a corresponding increase in

exchanges is transmitted not only from commodity to com-

modity and from group to group, but also from country

to country. The country producing and using the new
supplies of gold will ordinarily be the first to feel the

effect of the resulting rise in prices, but it cannot perma-

nently retain more than is needed, unless the new gold is

substituted for other forms of money which are retired to

make a place for it. Rising prices in the gold-producing

country will tend to increase imports and decrease exports

of merchandise and so create an international balance that

1 Jolinson : Money and Currency, p. 128.
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will necessitate the export of gold. Thus, in time each

country will get its proportionate share of gold and prices

in all gold standard countries will tend to readjust them-

selves at the higher level.

50. Effect of price changes.—Periods of rising prices are

generally periods of business prosperity and of "good
times '

' to the community as a whole. With a rise in prices

business profits tend to increase and a general feeling of

confidence spreads among all classes. Confidence in the

safety and profit of business ventures extends from group

to group, resulting in a larger production of wealth and
an increase in the purchasing power of the entire com-

munity. At such times there is grave danger that business

confidence may lead to production beyond the normal needs

of consumption, and to an era of speculation that may
result in a business crisis.

On the other hand, when prices are falling, that is, when
the value of money is rising, business is depressed and
sluggish. The effect of falling prices generally follows

the same order of progression from one economic group to

another as was noted in the case of rising prices. If the

supply of money does not keep pace with the demand, bank
reserves are reduced, loans are called and interest rates,

especially on call loans, tend to stiffen. Dealers in stocks

and bonds and speculative commodities begin to sell their

holdings at a sacrifice. Lack of confidence and uncertainty

spread to general business, sales of manufactured prod-
ucts begin to fall, buying of raw materials slackens, profits

decline, and people begin to talk of the "hard times."
In periods of falling prices the wage-earner and the sal-

aried man seem to be benefited because their wages are

the last to fall. This benefit, however, is more apparent
than real, for when industry slackens great numbers of

laborers are laid off entirely or find emplojanent only on
part time. In such case any gain to them through lower
prices is more than offset by a decline in money income.
Falling prices benefit only those in receipt of fixed incomes,
as, for example, bondholders and annuitants.
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The foregoing summary of the effects of a change in the

value of the standard serves to show the general tendency
of a depreciating standard, that is, of rising prices, to

stimulate production to the point possibly where over-

confidence may lead to an unwise use of capital and labor;

and of an appreciating standard to discourage the produc-
tion of wealth and so to bring hardship upon all. As
Professor Johnson well says, "It is -this effect upon pro-

duction which makes the question of price an all-important

one. Money is much more than a mere go-between or

messenger, and cannot be left out of account when con-

sidering the forces that direct the productive efforts

of men, for changes in its value are imiversal in their

effect.
"1

Changes in the purchasing power of money affect all

economic classes : wage-earners, capitalists and enterprisers

;

producers and consumers ; speculators and investors. The
most marked effect of such changes can be seen as between

the debtor and creditor classes. It is generally understood

that a fall in prices or a rise in the purchasing power of

money benefits the creditor, while a rise in prices benefits

the debtor. When prices fall between the time of incurring

a debt and the time for paying it, the debtor upon return-

ing the amount of money borrowed has to return a larger

amount of goods; when prices rise the debtor returns less

in the way of goods. For short periods of time changes

in prices are generally slight and have but little effect

upon the relations between debtor and creditor. As Pro-

fessor Taussig says, "A change of five per cent or ten

per cent, as registered in an index number, would prob-

ablj' be little noticed by most debtors and creditors. Bach
would be concerned only with the particular articles bought

or sold by him ; and these articles mi^ht remain unchanged

in price, or move in a different direction from the index

numbers, or in a different degree. It is only abrupt and

marked changes in prices that disturb the usual approxi-

mate equity of debt payments. Under a specie standard

1 Johnson : Money and Currency, p. 171.
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such changes do not take place ; this much is brought about

by the durability of specie, and the consequent slowness of

changes in the total stock.
"^

But though exchanges that are settled at once are un-

affected by changes in the value of money, the situation

is quite different in the case of debts having a considerable

time to run. The great majority of business transactions

to-day are done on a credit basis. In the interval between

the creation of a debt and its payment months or. years

later, a, change may occur in the standard by which the

amount of money given in settlement of the debt may have

a considerably greater or less purchasing power than it

had when the debt was contracted.

51. The multiple or tabular standard.—Various proposals

have been made from time to time to correct fluctuations

in the price level and so to preserve a just relationship

between debtors and creditors.- In an earlier chapter we
have referred to the now widely discredited scheme of bi-

metallism. Perhaps the most plausible proposal to remedy
the effects of falling and rising prices on debtors and

creditors is the so-called multiple or tabular standard. The
idea back of this plan is that when a man lends money he

parts with a certain quantity of purchasing power, and
that when the debt is repaid he should receive as principal

the same quantity of purchasing power. It proposes that

an official commission shall keep accurate records of the

prices of a great many commodities and compute index

numbers showing the changes in the price level from time

to time. On the basis of these calculations the borrower
shall repay in such a way that the lender shall receive the

same quantity of goods as he parted with. Thus, for ex-

ample, if in a given period prices xise, as shown by the

official index numbers, from 100 to 110, the debtor who
has borrowed $100 should repay $110, for $110 is worth
in goods only what $100 was worth before. If the index

1 Taussig: Principles of Economics, A"ol. I, p. 297.

- For a full treatment of those proposals, see Laughlin : Principles
of Money, Ch. Ill; also, Kinley: Money, Ch. XIII.
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number falls from 100 to 90 the debtor should pay back
$90 for the $100 borrowed. Thus, in theory at least, the

debtor would return the same income in goods as he re-

ceived and the creditor would receive in payment an
amount of consumable goods equivalent in quantity to what
he had loaned.

This plan, however, is open to various objections.^ In
the fir.st place it is based upon the use of index numbers,
which, as we have seen, cannot be depended upon to record

with certainty the actual changes in prices. Again, by
returning the same amoiint of goods, tlie benefit of a rise

in prices would accrue wholly to the creditor and those of

a fall in prices to the debtor. Furthermore, in the usual

plan suggested no account is taken of the relative im-

portance of wages and rents to other expenditures. But
the purchasing power of money over human services and
goods cannot be correctlj- stated if compared only with

goods. From a practical viewpoint, the tabular standard

is defective in that for short-time debts it is not needed,

and for long-time obligations it offers no assurance of

greater justice between debtor and creditor than where the

money standard is used. It is not proposed that the tabu-

lar standard should eiitirely displace the metallic standard,

but rather that it should supplement the latter. The mul-

tiple standard as the sole standard would reduce exchanges

to the general condition of barter, which under modern
conditions would be impossible. Such a standard would
necessarih' include a list of goods with prices quoted in

terms of the money standard. It would be necessary,

therefore, for the business man to keep his accounts partly

in tabular standard units and partly dn money units. Un-
der such a system an exact balancing of receipts and ex-

penditures would be difficult if not impossible. Finally,

the multiple standard would introduce into all transactions

involving deferred payments, an element of uncertainty

1 Fisher: Purchasing Power of Money, pp. 335-336; see also,

"Objections to a Monetary Standard," American Economic Seviev;,

March, 1913, pp. 1-19, and June, 1919, pp. ,256-262.
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that would be most corxfusing. As stated b}' Professor

Taussig: "No man would know when contracting a debt

what he would be called on to repay when it became due.

He would have to watch each monthly or quarterly report

of the index number bureau, and guess in the meanwhile

how his affairs would have to be adjusted. It is true that,

as things now are, changes in the prices of the particular

things which each person buys and sells cause uncertainty.

But everyone in business necessarily watches these changes

and adapts his doings from day to day to the shifting con-

ditions; indeed, so to watch them is a main part of busi-

ness. To add to this inevitable cause of uncertainty an-

other from unpredictable changes in index numbers would

make all industrial operations irregular and halting. '

'^

Many other standards of deferre^l payments have been

proposed, for example, the wheat, la/bor, and utility stand-

ards, but none of these offers any hope of supplying an

ideal standard. Indeed, an invariable standard is neither

possible nor desirable. As pointed but by Professor Kin-

ley, the demand for any standard commodity to be used

in making payments is one of the causes of its value, and
this, demand is constantlj' changing. Moreover, even if an

invariable standard could be found by means of which
changes in the general price level could be measured and
adjusted, it could not do the same for changes in the prices

of particular goods, for one article may rise in price and
another fall or remain stationary while the general price

level is declining, and it is in the prices of particular

articles that debtors and creditors are interested. Further-
more, an invariable standard is not desirable because "it

would throw the benefits of industrial progress into the

hands of the owners and producers of goods; whereas a

perfect standard should distribute "these benefits among
the different classes of society."^

It is now generally agreed that a perfectly just standard
of deferred payments is not possible of attainment. All

1 Taussig: Principles of Eeonomies, Vol. I, p. 302.

zKinley: Money, p. 269.
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that can be expected is the nearest practicable approach
to justice between debtor and creditor classes. Despite its

defects the gold standard which has been adopted by all

the great commercial nations of the world seems to involve

the least injustice to both. The disadvantages of the gold

standard are far outweighed by its advantages, and though

its advantages sometimes inure to the benefit of debtors

and sometimes to the benefit of creditors, yet it brings

comparative stability to prices and a large measure of jus-

tice to all classes. It is not likely soon to be superseded

by any other standard.

52. The compensated doUar.—To secure stability in the

purchasing power of money. Professor Irving Fisher has

proposed a plan which has come to be known as the "com-
pensated dollar,"^ and which has received much favorable

comment by economists and publicists all over the world.

This scheme involves a combination of the tabular standard

with the principles of the gold exchange standard. It is

based upon the idea that since "uncertainty in the pur-

chasing power of the dollar is the worst of all business

uncertainties," the dollar should be standardized so that

it shall always have the same purchasing power, just as

the .yard and the pound have been standardized and remain

fixed as measures of distance and weight. Instead of a

gold dollar constant in weight but varying in purchasing

power as at present, Professor Fisher would have a dollar

of constant purchasing power and of varying weight. "It

would compensate for any loss of purchasing power of each

grain of gold by increasing the number of grains which

go to make a dollar." In effect the Fisher plan proposes

to restore the ancient custom of a seigniorage on gold

coinage, that seigniorage to be readjusted periodically ac-

cording to changes in the price level as indicated by official

index numbers. At present there is no seigniorage on gold

coinage in this country. The miner takes 25.8 grains of

gold to the mint and receives a 25.8 grain gold dollar; the

coined dollar weighs the same as the imcoined or "bullion

1 Similar plans have been proposed hj other economists.
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dollar," as Fisher terms it. His proposal is to increase

the weight of the bullion dollar as prices rise so that 26,

27, or 1:8 grains of gold biillion will have to be taken to

the mint to get a 25.8 grains gold dollar. The difference

in weight between the two would be seigniorage, the amount

of which would be chauged from time to time as the index

number showed a change in the level of prices. As the

coined dollar would always be interconvertible with the

bullion dollar the two would always he equal in value, and

the dollar would always have a fixed purchasing power.

Neither the gold standard nor actual gold coinage would

be disturbed by this plan. The increase in weight of the

gold dollar would not be added to the coins themselves

but onl\- to the bullion out of which they are made. Exist-

ing gold coin and new gold coins wo^ild remain unchanged

at 25.8 grains per dollar. "Gold coins," says Fisher,

"would simply become what the silver dollar now is, token

coins. Or, better, they would be like the gold certificates,

mere warehouse receipts, or, as it were, brass checks for

gold bullion on deposit in the Treasury. Otherwise ex-

pressed, gold coin would be merely ^Id certificates printed

on gold instead of on paper. They would be used exactly

as gold certificates are used, namely, issuable to the gold

miner in return for his bullion, and redeemable for those

who wished bullion for export or in the arts." The seign-

iorage, that is, the excess of bullion over the weight of the

coined dollar itself, would be held In- the Government as

a trust fund for redeeming gold bullion and gold certifi-

cates in the future.

A serious objection to this plan to standardize the dollar

would seem to arise if prices were f411ing instead of rising.

The^veight of the virtual gold dollar, that is, the amount
of gold bullion which at any time is interconvertible with

the dollar of circulation, could never be reduced below the

weight of the coin dollar, for then there would be no

seigniorage and all the gold coin would at once be melted

into bullion, in which form it would be worth more than

as coin. This would mean then that the government
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price of gold should never be more than $18.60 an ounce.

Though Professor Fisher does not anticipate a downward
movement of prices in the future, he proposes to meet this

possible emergency in either of two ways. If the price

level should sink more than, say, ten per cent below the

original par or price level at the time the system was
established, all gold coins could be withdrawn from circu-

lation and gold certificates emploj^ed instead. Or it could

be arranged to recall all gold coins and recoin them in

lighter weight, jiist as a few years ago the Philippine peso,

and more recently the silver coins of Mexico, Canada and
other countries, were recalled and reduced in weight when
the rise in the price of silver threatened to lead to the melt-

ing of these coins. This would not reduce the value of the

gold coin any more than the reduction of seven per cent in

the weight of our subsidiary silver coins in 1853 had any
tendency to reduce their value. Fisher favors the plan of

eliminating the gold coins altogether. To prevent specula-

tion in gold disastrous to the Government he proposes to

have the Government make a small brassage charge of, say,

one per cent for minting. This would mean that the price

at any particular date at which the Government bought

gold would be a little less than the price at which it sold it.

Without such a margin of protection to the Government,

speculators would, in anticipation of a rise in the price of

gold, buy it at, say, $18 an ounce and sell it back to the

Government immediately after the change in price to, say,

$18.10. On the other hand, if gold should fall in price

from $18.10 to $18 an ounce, holders of gold bullion would

rusk it to the mint to sell it at the former price and im-

mediately after the change buy it back at $18, thus profit-

ing again at the expense of the Government.

As Professor Fisher points out, we have standardiised

every other unit in commerce except the most important

and universal unit of all, the unit of purchasing power.

Even the new units of electricity, the ohm, kilowatt, ampere

and volt, have been standardized, but "the dollar is still

left to the chances of gold mining." The dollar as a unit
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of purcliasing power and a standard for deferred pay

ments, has not been standardized hitherto, because we havt

had '

' no instrument for measuring it or device for putting

the result into practice. With the development of index

numbers, however, and the device of adjusting the seign-

iorage according to the index numbers, we now have at

hand all the materials for scientifically standardizing the

dollar and for realizing the long-coveted ideal of a 'mul-

tiple-'Standard' of value. In this way, it is within the power

of society, when it chooses, to create a standard yard-stick,

an 'unshrinkable dollar.'
"

In a textbook of this kind it would not be profitable to

enter into a detailed discussion of the objections to Pro-

fessor Fisher's plan for a compensated dollar, or "goods-

dollar" as he terms it in his more recent writings. It must

suffice to state briefly some of the most striking objections.

In the first place, this scheme being based upon the use of

the multiple or tabular standard is open to all the objec-

tions against such a method of correcting price fluctua-

tions. Moreover, it is based upon the quantity theory of

money in some form,^ but authorities are not agreed upon
the soundness of that theory. Secondly, there does not

seem to be much hope of an early international adoption

of the plan, and its adoption by the United States alone

would play havoc with our foreign trade and make the

operations of foreign exchange uncertain and highly specu-

lative. Thirdly, the plan is defective in that apparently it

ca.nnot be applied to check falling prices. Professor Fisher

pi'oposes to meet this possibility either by reducing the

weight of the coined dollar or by withdrawing all gold coin

and substituting gold certificates. It is probable, however,

that the business world would look upon either expedient

as a plan to debase the standard and that it would meet

with stubborn opposition.

Even granting that it is advisable to maintain a price

In his Stabilizing the Dollar, Fisher contends to the contrary, and
discusses other objections to the goods-dollar plan for stabilizing

gold.
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average, the adoption of Professor Fisher's ingenious

scheme as a practical plan seems remote. The illusion that

gold is stable, produced by the fact that the price of gold

is always the same, is deep-rooted in the business world.

A long campaign of education will be needed before men
will be willing to surrender that belief.
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CHAPTER VII

CREDIT

53. Nature of credit,—The term "credit" is used with a

great variety of meanings.^ A mati is said to have good

credit if he has the reputation among his business asso-

ciates of paying his debts promptly when due. To give

credit is to, accept another's promise to pay in exchange

for a valuable consideration. To say that a firm gets a

"line of credit" at a bank or with another business house

means that it has the right to borrow or to get goods up to

a certain amount by agreeing to pay sometime in the fu-

ture. Credit may be broadly defined as "the power to get

goods in exchange by giving a promise or contract to de-

liver an equivalent at some future time." ^ In short, credit

is a promise to pay money.

There has been much discussion as to whether confidence

or futurity is the essential thing in credit; and as to

whether credit is based on money or on goods. It seems

clear that "futurity is the distinctive factor in credit,

while confidence lies at the basis of the granting of credit."^

The time element enters into all credit transactions, yet

the essence of credit is confidence on the part of the credi-

tor in the debtor's willingness and ability to pay his debt.

In certain kinds of credit transactions, as, for example, the

1 See Prendergast : Credit and Its Uses, pp. 8-11.

2 Johnson: ]\I<)iiey and Currency, p. 4. For other definitions see

Laugtilin: Principles of Money, p. 72.

3 Hagerty: Mercantile Credit, p. 8.
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purchase and sale of goods on credit, confidence may rest

upon the character and business abUity of the borrower.
In other types of credit transactions, as call loans or mort-
gage loans, confidence rests more upon the securities or
property pledged than upon the borrower's personal in-

tegrity—j'ct the element of confidence is present in some
form in all such transactions. As to whether credit is

based on money or goods, it need only be said that the

promise to pay in the future involved in a credit transac-

tion is usually expressed in terms of money, and is "com-
pleted by the payment of money, credit money, or a title

to money. '

'
^

The most important service of credit is to facilitate the

transfer of capital and thus to promote the production of

wealth. But it must be understood that credit is not itself

either capital or wealth. AVealth consists of economic

goods and capital consists of econoibic goods used in the

production of wealth. Now credit is not "a thing or com-

modity, nor does it create anything. No more wealth,

no more capital, no more goods, exist after credit is

given than before. "= If capital is in the hands of the

borrower, it is withdrawn from the .lender. Credit, then,

is merely the agency of transfer. But to the extent

that credit transfers capital from the hands of the pas-

sive owners to the borrower or enterptiser who will employ

it in larger production, it increases the usefulness of

capital.

54. Classes of credit.—Credit may be classified in a va-

riety of ways. A common and serviceable classification di-

vides credit into five kinds: x:)ersonal, commercial, banking,

agricultural, public and investment credit. In a broad sense

all ci-edit is financial, since it involves the payment of money

or money's worth, but the foregoing classification will be

helpful in illustrating the different kinds of credit instru-

ments to which each class of credit gives rise. Though

in this book we are concerned primarily with banking and

1 Hagerty, p. 15.

2 Johnson, p. 36.
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commercial credit it will be well to discuss the other kinds

briefly to show their relation to these two.

Public credit is the power of a government, nation, state,

county, or city, to secure funds in exchange for its promise

to pay in the future. This promise takes the form ordi-

narily of bonds which are sold to bankers, investment

houses and individuals. Government or municipal bonds,

which are simply promises to pay money, are usually not

protected by the pledge or deposit of any specified prop-

erty
; the purchaser rests upon faith in the government to

pay its debts. Sometimes, however, the credit of a gov-

ernment becomes so weakened because of heavy expendi-

tures for war or other purposes that it finds it necessary

to pledge certain property or income as a guarantee that

it will meet its obligations. Thus, for example, the Japa-

nese government was compelled to borrow vast sums of

money during the war with Russia in 1905, and one of its

loans was secured by a charge on the revenues of the to-

bacco monopoly. The rate of interest on government bonds

is a general index of the government's credit. Govern-

ment and municipal bonds are frequently used by the

owners as collateral to strengthen their individual credit

when they wish to borrow funds at the bank.

National governments use their credit also by the issue

of government notes or paper money, as in the case of our

greenbacks. Many governments have abused their credit

by issuing great quantities of irredeemable paper currency

and, generally, humiliating results have followed.

Investment or capital credit is represented by bonds and
stocks of incorporated businesses and by real-estate mort-

gages and bonds. Real-estate mortgages have always been

a favorite form of investment. "Vast amounts of money are

thus invested by savings banks, trust companies, insurance

companies, building and loan associations, and other organ-

izations which act in the capacity of trustee or custodian

of funds.

Agricultural credit instruments take the form of notes

accompanied by mortgages on the land, farm implements,
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or the crops. Most European coi-mtries have long had
mortgage banks and systems of agricnltnral credit which
have provided the farming classes with fair credit facilities.

Until recently scant attention has been given to agricul-

tural credit in the United States, but the Federal Farm
Loan Act^ of 1916 is intended to provide the farmer with
credit facilities comparable with those enjoyed by the man-
ufacturer and the merchant.

In the modern business world the corporation has proved
to be the most advantageous form of business organization

for large undertakings. Railroad and public utility com-

panies, manufacturing concerns, mercantile enterprises,

banking and insurance companies—these and many other

types of business organizations operate under the corporate

form. These corporations get a large proportion of their

capital through the sale of stocks and bonds to individual

investors. Bondholders have a preferred claim to the earn-

ings and assets of the company, and, usually, their invest-

ments are protected by a mortgage upon the property of

the corporation. A stockholder is virtually a partner in

the corporation, sharing its gains and its losses, and having

a voice in its management. A corporation is able to get

capital credit from a great variety of investors through the

sale of its shares of stock. In most types of corporations

stockholders are responsible for the -debts of the company

only to the amount of their holdings. Then, again, they

are free to leave at any time simply by selling their stock to

someone else. Because of these and other advantages, the

corporation attracts capital funds from many sources.

Corporation bonds are issued usually for loug periods,

varying from five to fifty years or longer. Sometimes,

however, when money rates are high, corporations which

are in urgent need of funds issue "short-term notes" run-

ning from one to three or five years, rather than contract to

pay the high rates for a long period of years which would

be the case if they issued bonds. When a corporation

issues these short-term notes instead of bonds it is with the

' See p. 150 for discussion of this Act.
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expectation, usually, that before the notes mature it will

be possiMe to sell bonds at a lower rate of interest or at a

better price than -when the notes were issued. As already-

noted, corporation bonds are generally issued against a

mortgage which gives the bondholders title to some prop-

erty. Short-term notes, however, have no such protection,

but are issued on the general credit of the corporation.

55. Personal credit.—Personal or individual credit is the

linwer of an individual to secure something valuable in the

present in exchange for a promise to pay in the future.

Because personal credit is sought chietly for purposes of

consumption, it is sometimes called crmsumption credit; but

it is used also to secure credit for purposes of production,

to procure professional services of various kinds, and to

borrow money. Of all kinds of credit, personal credit is

the most common and widespread. All classes of people

give or receive personal credit at some time and to some

degree. Wage-earners extend credit to their employers by

working for a day, a week or a month, before receiving their

pay- lawyers, physicians and other professional classes give

credit to their clients or patients until the latter are ready

to paj^ their bills; grocery stores and shops open "charge"
accounts with their customers; maniifacturers sell' goods

to wholesalers on "time," and these in turn sell to retailers

on time, and so on. Personal credit ramifies through

every department of our modern life. As we shall see, it is

often ver'y closely related to iner-canLile and banking' credit.

The chief elements in credit are character, capacity or busi-

ness ability, and capital or collateral. Of these elements,

character is the mo.st important in personal credit. Multi-

tudes of people without capital or known business ability

are constantly getting credit because of the confidence

which the extenders of credit have in their honesty and
integrity.

The simplest of all forms of credit .is book credit—having
things "charged." In rural communities where the fann-
er's return for his ('r(.>ps is received only at long intervals,

book credit, his credit at the counti'y store, tides him over
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between harvests. In factory towns where wascs are paid
monthly or weekly, credit at the neighborhood shops sup-
plies the family needs. In the large department stores,
the monthly "aecoimt" obviates the necessity of makino:
frequent payments, and facilitates -shoppint!:. It is esti-

mated that book credit figures in fully one-half of the
wholesale and retail transactions oi: this country to-day.
Generally, book credit simply postpones payment until set-

tlement day, when some other form of credit, usually bank
credit in the form of a check, settles the account.

56. Commercial or mercantile credit.—Commercial credit
is the principal medium by means of which trade ex-
changes are carried on in the distribution of goods. The
entire industrial organization of to-day is based upon credit

giving. The process of distributing goods from the grower
or original producer to the ultimate.consumer involves the

services of many middlemen—jnanufacturers, brokers,

wholesalers, .jobbers, importers and retailers. Each of these

in turn frequently has to buy goods on credit, for few busi-

ness concerns are so situated that they can always pay
cash. The farmer or planter goes in debt for his seed,

fertilizer and machinery, agreeing to make payment when
his crop is sold ; the manufacturer purchases his raw ma-
terials on time and sells his manufactured product to the

wholesaler, jobber or commission agent under the same
terms; and so on through the whole chain of distribution.

Great changes have been brought a-bout in the mercantile

credit system in recent years due largely to improved means
of transportation and communication. In earlier days it

was necessary for the merchant to make several trips a

year to the large jobbing centers to purchase his supplies.

Buyer and seller met face to face and agreed upon terms

of payment. There was considerable risk owing to bad

roads and uncertainty of shipments. The local merchant,

therefore, "stocked up" heavily once or twice a year and

usually had to ask for a liberal amount of time in which to

make his payments. Quite commonly he gave his promis-

sory notes running for six months or a year. Improved
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railway and mail service, the telegraph, telephone and

cable have greatly changed these earlier methods of mer-

chandising. Now the buyer and seller rarely see each

othec Traveling salesmen make periodic visits to the local

merchant, selling by sample; or the merchant buys from

catalogs or price lists sent through the mails. He may
now send in smaller orders, knowing that he can get quick

delivery if a good sea.son warrants additional orders. Thus,

the wholesaler takes the risk of overstocking rather than

the retailer.

Changes have come, too, in methods and terms of pay-

ment and of securing credit information. Formerly the

seller of merchandise determined upon the amount of

credit he could safely extend to the buyer when the latter

came to make his purchases for the year or the season.

Now orders are received from hundreds of merchants

scattered over a very wide territory of whose financial

responsibility the seller personally knows little or nothing.

Various agencies and institutions, such as the mercantile

agencies and credit exchange bureaus, have been developed

to supply the seller with information regarding the credit

standing of buyers, and the large manufacturing and job-

bing houses have established credit departments whose
business it is to investigate the business standing of those

seeking credit.

Under the old system of liberal and long terms of credit

it was usual for the seller to require the buyer to give a

promissory note which he could discount at his bank and
so procure funds to operate his own business. With im-

proved mieans of communication and better banking facili-

ties these long-term note settlements have given place

largely to short-time payments. The merchant who gave
his note for six or twelve months undbr the old system had
to pay the highest prices and the highest rate of interest.

But with more liberal banking- accommodations he was
quick to see the advantage of borrowing money from the

bank and "discounting" his bills for cash or an early

settlement. This change from long-time paper has intro-
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duced into the credit sj'stem some business practices which,

to say the least, have serious drawbaClvS.

One of these is the custom of dating, tliat is, dating Ijills

a certain lengtli of time ahead of the actual shipment of

goods. In effect this is a method of granting extra credit by
the manufacturer or jobber in order to induce retailers to

make their purchases before the season opens. For instance,

a manufacturer sells a bill of goods on March 1, with a

dating of sixty days—terms 2 per cent, ten days, net, thirty

days. This bill will not be due until June 1, as the dating

carries it forward to May 1, after which the buyer has

thirty days in which to pay it. The seller cannot demand
payment on this bill before June 1, but of course the pur-

chaser may settle it earlier if he chooses. If he pays cash

before the end of the ten days (March 10) he can deduct

two per cent discount and also interest at the rate of six per

cent for the unexpired term of sixty days (the dating).^

Of this practice of dating, Prendei-'gast says :

'

' From a

concession on the part of the wholesaler and jobber, the

idea of dating seems to have become a right demanded by

the merchant, and a settled principle in commercial prac-

tice or credit. It has led to an undue anticipation of wants

on the part of those engaged in all divisions of trade from

the manufacturer to the retailer; and in lines where the

element of fashion is a leading one, and subject to sudden

changes, it has been the cause of considerable loss to

many. "^ Dating transfers the risk from the manufac-

turer and the wholesaler to the retailer. It tends, moreover,

to encourage dealers to overstock and to take larger risks

in anticipating trade conditions. As a consequence heavy

and frequent losses are likely to result. There seems to

have been a disposition in recent years, especially on the

side of wholesalers, to discourage the practice of dating.

The tendency is toward shorter terms of credit.

67. Book accounts.—Another form of commercial credit

which has been developed as a substitute for the promis-

1 Prendergast, Credit and its Uses, p. 114.

2 /bid.
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sory note and the commercial draft is the book account.

"With the disappearance of the long-time credit instrument

the chief evidence of the indebtedness of the buyer to the

seller of the goods was the record on the seller's books.

Having the same need of raising money, but not having

his customers' notes to discount at the bank, the jobber or

n-holesaler resorted to the practice of borrowing directly

on these book accounts. '^ At first the handling of this par-

ticular kind of credit was confined t« the banks and some

banking concerns have separate departments for dealing

in book accounts. In recent years there have grown up

brokerage or commission houses which specialize in nego-

tiating loans on book accounts. Some of these houses, which

are closely connected with banks and trust companies, have

a very large and lucrative business.

There are several ways of realizing on book accounts.^

The book account may be sold outright to a bank or com-

mission house which assumes all risks and charges a high

rate of interest and, perhaps, a bonus in addition. An-

other plan is for the seller of merchandise to assign his

book accounts and borrow upon them up to a certain per-

centage of their value. The assignee permits the assignor

to collect the accounts ^\]ien due, but requires the substi-

tution of other accounts to maintain the agreed-upon ratio.

Under this method the borrower's customers do not know
that he has assigned their accounts. Sometimes the com-

mission house or banker advances funds to a certain per-

centage of the value of the accounts assigned by the

borrower and collects the accounts. In this case the bor-

rower's credit may sutt'er somewhat, because his customers

learn that he has assii^ned theii- accounts to procure funds.

Though the increasing ninnber of firms whose business it

is to make loans on book accounts U I'videnee of the large

use of this method of procuring funds, a borrower who
resorts to it, involving as it does heav;\' interest charges,,

is not generally considered as having high credit standing.

' See Pl•endcr^ast, p. 11.5.

2 :i;eo Hagerty, pp. 68-09.
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It should be recalled that the familiar and long-
established practice in Europe of granting credit based on
actual business transactions evidenced by bills of exchange
was familiar in this country before the civil war. At the
close of that war values were unstable, credits uncertain,

and interest rates high. The depreciated greenback led

to the shortening of credit terms atid to the demand for

cash payments. Cash discounts sufficiently liberal to induce
the buyer to borrow money were offered by the seller.

Out of the custom thus begun in times of great credit and
business disturbance, the open account and the cash dis-

count with their abuses and evils have developed.

The open book account method of doing business is

wrong in principle because it puts upon the seller the

burden of extending credit to the buyer, thus tying up his

invested or borrowed capital for an indefinite time, whereas
the granting of credit in this form is essentially the func-

tion of the commercial bank. Moreover, a seller who is

compelled to carry his customers on open account usually

has to procure funds by discounting his single-name paper

at the bank or selling it through note brokers. Because of

the lack of accurate information by the bank as to the

character of his accounts receivable and because of their

inconvertibility, the bank requires that his statements shall

show a good margin, usually two to one, of quick assets

over liabilities. By converting these credits into liquid

double-name paper in the form of acceptances, the necessity

for this large margin is reduced, and lower interest rates

and better prices to the buyer are possible.

In practice the use of the open book account is attended

by numerous abuses and unfair practices. It is a prolific

source of slow collections, bad debts and losses. Though

payable, theoretically, within a given time, it is very often

regarded as payable at the pleasure of the debtor, who
allows his account to run for months without thought of

paying interest for the overdue time. If, finally, the seller

has to sue to collect his account, he may have to prove the

correctness of his book entries and meet the objections, set-
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offs and counter claims of the debtor, thus involving further

delay and expense. The open book account system breeds

unfairness and discriminations. It allows the weak or in-

judicious buyer to use the seller as an involuntary banker

after the former has reached his safe credit limit at the

bank, and that, too, without paying interest for the accom-

modation
;
and it permits the strong buyer to exact excessive

discounts from the seller, thus tending to build up big

business at the expense of the small dealer. It compels

sellers to borrow money at interest, often with the necessity

of pledging secm^ity, and to lend goods without security or

interest. It follows that sellers in order to cover risks,

interest and costs must quote higher prices, which are

passed on at continually increasing levels to the consumer.

The cash discount, which quite generally accompanies the

open account system, is abused by buyers withholding re-

mittances for days or weeks after the discount date and still

taking the discount. Even where the terms of cash dis-

count sales are strictly observed, the seller must figure his

prices high enough to cover the discount; it is merely a

bait to encourage prompt payment, and in so far as it accom-

plishes its purpose it is a high premium to have to pay for

it. The open book account is expensive and illiquid. The
expense involved in collecting slow accounts, in extensions

of payment, in the cancellation of orders and return of

goods, in the abuse of terms of sale, in trade discounts, and
in the assignment of accounts receivable involving larger

bank margins and higher interest rates—these and other

costly disadvantages constitute a heax-^^ tax upon business

operations. As an asset the open book account is neither

quick nor dependable ; if pledged at the bank as collateral

to a loan it is regarded as inferior security, and many banks
refuse to handle it at all.

58. Trade acceptances.—These disadvantages and abuses
arising out of the open book account have long been recog-

nized and deprecated in the mercantile and credit world,
and a strong movement has set in for the substitution of
the trade acceptance in place of the open account. The
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wide adoption and use of the former will eliminate most
of the disadvantages of the latter. It will stabilize and
liquefy commercial credit by converting the sale of mer-

chandise into a liquid credit immediately available at rea-

sonable interest rates to meet the financial needs of the

seller.

A trade acceptance is a bill of exchange of definite

maturity, drawn to order on a buyer by a seller, and
bearing across its face the signed acceptance of the buyer

without qualification or condition. To be eligible for redis-

count with a Federal reserve bank, the acceptance must
bear on its face or be accompanied by a certificate to the
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Form of Teade Acceptance

effect that
'

' The obligation of the acceptor of this bill arises

out of the purchase of goods from the drawer." To pre-

serve the negotiability of the instrument where it is made

payable at a place other than the domicile of the acceptor,

it is well to have the following notation inserted in the

form: "The drawee may accept this bill payable at any

bank, banker, or trust company in the United States which

he may designate."

The use of the trade acceptance can be illustrated as fol-

lows : A of New York sells a bill of merchandise to B in

Boston with the understanding that the transaction is to be

closed by a 60-day draft. Accordingly A draws his draft

on B whea he sends the invoice or soon thereafter, and B
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accepts it by -nriting or stamping jicross the face of the

draft the word "Accepted" together with the date, the

bank where he wants to pay it, aud his signature. He then

returns it to A, who discounts it at his bauli, or if he is not

in need of the money lie hokls it until maturity, when it is

presente(] to B"s bank for payment. A trade acceptance

may be drawn for any period but its maturity at time of

purchase or discount liy a Federal reserve bank may not

exceed 90 days, except that when drawn for agricultural

purposes or against the sale of live stock it may have a

maturity at time of discount of not more than six months.

The advantages arising from the substitution of the trade

acceptance for the open book accoiuit will accrue not only

to the seller but to the bu.yer and the banker as \\-ell. The
chief advantages may be briefly stated as follows:

To the seller

—

1. Completion of the transaction ilpon acceptance of the

draft, and the implied acknowledgment by the buyer of

the correctness of the account, thus, avoiding or reducing

the evils of extensions, counter claims, unearned discounts,

return of goods, etc.

2. Elimination of the costly and incon\ertible open book

account and the substitution of an instrument of credit

readily and economically negotiable.

3. Automatic provision of funds .necessary to finance

each account, thiis releasing the selleir's own capital for use

in the upbuilding of his business in pther wa>-s.

4. Substitution for the practice of borrowing on ac-

counts receivable or on single-name- paper of the sounder

practice of discounting double-namei paper convertible at

will into cash at much better rates.

To the buyer

—

1. Improvement of business standing and credit by
giving the seller a negotiable evidence of indebtedness with

a fixed maturity.

2. Enhancement of credit standing with sellers, by fur-

nishing a means of liquidating sales a,f preferential discount

rates, entitling the acceptor to the best prices and service.
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3. Assumption by the buyer of an obligation which must
be met at maturity- Avill tend to check the pernicious habit

of orer-buying-.

4. Improvement of buyer's credit, not a reflection upon
it, for the acceptance sli'iws on its face tl^at the obligation

is made for the purchase of goods. The use of the trade

acceptance need not interfere in any way with legitimate

cash^ discounts.

To the banker

—

1. Increase in rolume of double-name paper, represent-

ing current business transactions andjuot past due accounts,

oft'ered for discount in place of singlf-name paper which is

less licpiid and often does not represeiit a commercial trans-

action at all.

2. Trade acceptances discounted 4nd held by the bank
furnish additional reserve, for they are readily rediscount-

ablea^t the Federal reserve banks at preferential rates.

3. A custijiiiLT who habitually settles his accounts by

trade acceptances is less likely to sell- his book accounts, or

to borrow through brokers, or to apply to a competitor bank

for credit, for his bank if a member of the Federal reserve

system can furnish him ample acconmiodation.

4. The bank is primarily a dealer in credit, and the

acceptance system will aid greatly in keeping the credit

sysleiii sound.

The benefits attending the wide uie of the trade accept-

ance cannot fail to be felt directly or indirectly by the

entire business public. A stronger sense of responsibility

toward commercial obligations; a check upon over-buying

and over-sellinc ; better system in financial arrangements;

closer relationship between buyer and seller; reduction of

losses from bad debts, of collection (.-xpenses, of the abuses

of unwarranted discounts, and of tht need for borrowing

through lirokers or on open accounts ; the substitution of

Liquid, double-name paper, based upon actual current com-

mercial transactions, for the •'frozen"" credit of book ac-

counts ; and the release for business recpiirements of a vast

volume of working capital heretofore tied up for indeter-
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minate periods on the books of manufacturers, jobbers and

banks— these advantages will inure to the benefit of the

general public, affording an additional safeguard against

those periods of business depression which so often in the

past have resulted from or have been intensified by the

lack of a system of liquid commercial credits.

59. Other instruments of comniercial credit.— Other im-

portant instruments of commercial credit are the promis-

sory note and the bill of exchange. A promissory note is
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Form of Promissory Note

a written promise to pay a certain sum of money to the

payee on demand or at the end of a definite time. The

payee, by endorsing it, may make it payable to a third

person, and he in turn may transfer it to a fourth person,

and so on. Each indorser makes himself responsible in

case the maker of the note fails to pay it when due. In

most lines of business the interval between bujdng and

selling stocks of goods necessitates borrowing from the

banks. Though the practice of gi\ing promissory notes to

cover purchases of goods has declined in this country, it is

still common in certain lines of business. Such paper when
indorsed by the payee can readily be exchanged for bank

credit by being discounted at the bank. It is probable that

under the Federal reserve system, which provides for the

rediscount of commercial paper held by the banks, accept-

ances and notes will regain much of their former popularity

in business and banking usage.
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Some firms have such high erodit that they can borrow
by offering their own notes for discount. Such notes are

known as ''single-name paper." If the firm secures the

indorsement of some other person or firm, the paper is called

"double-name" or "indorsed" paper. AVhen such indorse-

ment is made simply as a favor or an accommodation, and

not in consequence of an actual business transaction, the

note is called
'

' accommodation paper.
'

' Though the ac-

cominodation indorser is responsible to a third innocent

party in case the original maker fails to pay the note, this

class of paper is not highly regarded in banking circles.

AYhen a borrower pledges stocks, bonds, or other evidences

of property, to add to the personal security of his note, the

paper is known as a "collateral note," If a collateral note

is not paid when it falls due the bank luay sell the securities

and reimburse itself from the proceeds. Call loans, that is,

loans payable at any time on the demand of either lender

or borrower, are usually based on collateral security con-

sisting of stocks and bonds. Such loans are confined

largelj^ to stock exchange brokers who are dealing constantly

in securities.

A bill of exchange is a written order by one person to

another requesting payment of a definite sum of money.

Bills of exchange are of two general classes: foreign and

domestic. Legally, a "foreign" bijl of exchange is one

drawn upon someone living in another state from that of

the drawer. In everyday business, however, a foreign bill

means one drawn upon someone in a foreign country.'-

Domestic bills of exchange, or "drafts," as they are gen-

erally called, are either "sight" o,r "time" drafts. A
sight draft is payable on demand ; a time draft is payable

a certain time after sight or date. The party drawing the

bill is called the "drawer" and the 'person on whom it is

drawn, the "drawee."

The following simple illustration will show the use of

the commercial draft, ileyer and Co. of Pittsburgh order

iFjor a full explanation of foreign billsiof exchange, see Chapter

SVII.
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a bill of goods from J. B. Arnold of New York, and state

in their order that upon receipt of the goods in good con-

dition they will "honor" a draft at thirty days' sight for

the amount. ^\rnold draws a sight draft, payable to him-

self, and after indorsing it he deposits it in his bank. The

bank forwards it at ouei^ to its correspondent bank in

Pittsburgh. As soon as possible after its receipt by the

latter, the draft is sent by a runner,to the office of JMeyer

and Co. They honor or "accept" the draft by writing

across its face the \vord "acee])ted, " \\ith the date, the

name of the bank where they wish to make payment, and

their signature. The draft is now known as an "accept-

ance,
'

' and is in effect a promissory note. Upon notice

from the Pittsburgh bank that tbe draft has been ac-

cepted, Arnold's bank in New York discoiuits the accept-

ance and credits his account with the proceeds. If the bank
has confidence in Arnold's responsibility it m.ay discount

his draft as soon as he deposits it. Meyer and Co. pay the

draft at their bank or office when it matures and settle-

ment is made b(>t\veen the Pittsburgh and New York banks,

thus completing the transaction. Instead of making the

draft pa,\'able to himself, Arnold may draw in favor of a

third party to Avhom he owes money. This is known as a

"three-party" draft, but the proeedure in presentation

and payment is essentially the same as in the case of the

"two-party" draft. A sight draft is payable on presen-

tation. Sometimes the drawee, instead of paying the draft

when presented at his office, accepts it, making it payable
at his bank. It then becomes practically a check, and the

runner goes to the bank designated Jiy the acceptor to col-

lect it. The principles involved in the use of foreign bills

of exchange are substantially the samie as in domestic bills.

Bills of exchange are frequently • accompanied by bills

of lading, or other evidences of property. For example,
in the foregoing transaction Arnold upon shipping the

goods receives from the railway company a bdl of lading

which is an acknowledgment of their receipt and a contract
for their delivery in Pittsburgh. 'The bill of lading is
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attached to the draft, together with the invoice of the
goods, and the juipers are forwarded through tlie banks as

already described. In order to get possession of the bill

of lading entitling them to the goods, :\reyer and Co. must
accept the draft or pa}- it if it is a sight draft. Generally,

banks are more ready to advance loans on drafts accom-
panied by bills of lading than on paper resting on personal
security alone. ^ Despite its evident Safety and convenience
as an instrument of credit, the bill of»excliange has not been
as widely employed in this country a.s in England, where it

has attained the highest degree of acceptability.

As an instrument of credit and of exchange the ware-

house receipt performs much the same function as the bill

of lading. A warehouse receipt is a receipt for grain,

cotton, or other merchandise stored in a warehouse. It is

a negotiable instrument and passes from hand to hand by
indorsement like a promissory note or a check. As grain,

cotton and other staple warehouse products are now care-

fully classified and standardized, warehouse receipts are

largely used as collateral against bank loans.^

60. Banking credit.—Banking credit is the power of a

bank to secure advances of funds in 'exchange for its prom-

ises to pay. As noted in the foregoing discussion, banking

credit is intimately connected with all other forms of credit,

particularly with commercial credit. Under modern con-

ditions bank credit is the life blood of the whole commer-

cial orgaiiism. The modern commercial bank has aptly

been defined as "a manufactor_v of credit." On the other

hand, it is commercial credit that creates the vast amount

of credit instruments the handling of which constitutes the

bulk of the connnercial banking business. Commercial

banks are commonly known as banks of "discount and de-

posit," a designation which suggests "their most important

functions. Formerly a third function, that of issuing cir-

culating notes, was of primary impbrtance, but in recent

years this function has been of lesser consequence That

1 For discussion of Federal bill of lading law, see p. 264.

2 For discussion of United States Warehouse Act of 1916, see p. 262.
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a bank creates credit and that banking and commercial

credit are closely interwoven can readilj' be seen in the

everyday discount and deposit operations of the bank.

Banks have learned by long experience that in ordinary

times the depositors will not all call for their money at the

same time and that only a small proportion of the total

deposits need be kept on hand to me^t daily demands. The

banks are able therefore, to use a considerable part of

these deposits for granting credit to business men wlio have

evidences of pr(3perty in the form of commercial paper,

book accounts, or warehouse receipts which they are willing

to pledge or sell to the bank in exchange for the right to

use the bank's credit. Ordinarily -when a business man
secures a loan at his bank he does not want cash, but

rather a credit against which he can draw checks to meet his

obligations. Thus, because banks enjoy the confidence of

the business comui unity to such aji extent as to retain

possession not only of deposits but afso of the funds loaned,

they are able to create several time^ the amount of credit

transactions that could have been created in the hands of

individual depositors.^

Banking credit is generally accorded the highest rank

in the field of credit. To be successful a bank must have

the fullest confidence of the public, and must always be

ready to meet its note and deposit liabilities on demand.

In personal or mercantile credit, debtors who are unable

to meet their payments when due may get an extension of

time without seriously impairing their credit standing, but

a bank must meet its credit obligations promptly as they

mature, or close its doors. The most imperative obligations

of a bank are the calls for monej' hy its depositors. To
meet these demands banks must keep a cash reserve, the

minimum amount or proportion of which is fixed hy law

in this country, though in most othfer countries it is left

to the discretion of the banks. Since, however, the bank's

chief business is loaning or exchanging its credit for short

periods, and since its credit obligations are usually several

1 Hagerty, p. 42.
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times the amount of money availablean tlie bank to redeem
tliem, it is important that its loans shall be of such nature
that a fair share of them can be ciuickly converted into

cash. To have at all times that quick control over its

assets that is indispensable to its solvency, a commercial
bank must largely confine the investment of its funds to

short-time loans based on mercantile transactions. Until

the enactment of the Federal Eeservi? Act in 1913, national

banks were not permitted to make loans on real estate,

and even under the terms of that act such loans are care-

fully restricted. Real estate has not been regarded as a

liquid asset, that is. one that can qnicklj- be turned into

money. The function of the commercial bank is not to

supply industrj' with permanent capital, but rather to loan

its credit temporarily 1o business men, the nature of whose
business is such that they can confidently count on repay-

ing what they have borrowed within a comparatively short

time. This takes the form mainly of the purchase of

"business paper" consisting of promissory notes and bills

of exchange running from thirty days to four months,

which from the viewpoint of the bank become "loans and
discounts.

Another important service of banking credit is to supply

a medium of exchange by the issue of circulating notes or

by means of deposit accounts which circulate in tbe form

of checks and drafts. Both are use'd in making advancts

to customers or in exchange for commercial credit in the

form of promissory notes or bills of exchange. Both bank

notes and deposits are demand obligations of the bank and

as a medium of exchange they discharge substantialh- the

same functions in the business world. Bank notes are used

as hand-to-hand money because they ,are paj-able to bearer,

are issued in fixed denominations, and pass freely every-

where, even among strangers. In country districts where

banking facilities are not so general Or convenient, the bank

note rather than the cheek must be used as a means of

payment. Checks, representing deposits, are more service-

able to the business man since they can be drawn for any
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amfiimt and can bo transfeiTod from one pci'son to another

l)y iiidorsciiK'nt ; tlii'v arc more t'oinciiu'iit and safo thau

coin or notes foi' sending IhroiiKli tlic mail ; if a check

is lost a dujjlicalc can be issncd and payment (if tlii^ (n-i^iniil

stopped at the bank; and, of not IfasI, iiniioi-lance, a, cau-

ccMed check constitntes a \()iiclier or r(M-eipt sliowin;^- thai

the ()blij;alion for which it was draft'o has liccn ])a,i(_l, Bu-

c:inhc of these and other adN'anta.u'cs, ticposit cnia'enc\' iu

the form of che(.'ks fijids steadily ijicrcasinf;' nsi^ as an

instrniiient of credit.

61. Instruments of banking credit.—The chief instru-

ments of bankinji' credit, othci- than bank notes, are checks,

bMidc di-a,l'ls, liaiik a.ccejitnnces, and h'llcrs of ci'edit. A
chci k is a written (irder on a bank for money drawn liy one

who has a dejiosit thci'c. ('he<'ks are nsn;dly madi' payabli'

to sonienne's "(ir(hn'," and nuist then be indorsed b\' the

payee before tliey can be ikvuoI iatet| fnrtlao' or cashed. A
check drawn to ''bearer" is payalile to any person who
liolds it. Techincally, a check is only an order on tlie bank,

but le^all.N it is an iiiijilied jn-oiiiise In pay on the part of

the drawer of the check, and any person "jj;ivint;- a check

npon a bank in which lie has ]io (lep(3sit ace()nnt i,s liable to

jii'osecntion foi' obtaining;' mon(\y under false pri'teiices."

A depositor, wishiiif^' to make a payment at a, dislMiicc where

he is not known, or bein^' reijuircd'to jirescnt nnipicstion-

able c\'i(h'nce of his financial ability tn fidfill Ins aj^recinent

in some contract, or bid fur bonds, or the like, may rc((nest

his bank to ccrlify llis check. The cashier writes nr Nla,iii|iS

across the faci> of the cheek Ihe word "ccrtilii'd" or "^inod

when pi'ii|iei'ly imhirsed," followed by his si^'nattire. The

check then becomes the bank's promise to pay or ^;'naran-

tec and the depositor's aceonnt is at, onc(\ debited as if

the elii'ck had ))ecn ]iaid. Wliei-(> a bank does not make a

practice of cci-lifyin^' cliccks, it may instead issue a bank
draft or a cashier's check payaldc to the ordto' of the de-

l)ositor, or to the person whom he dtwiK'nates.

A ])aid< draft is an order drawn ]>y one bank on another

bank. Practically all baid<s keep fniids on deposit with
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banks in other cities, especially in the large financial cen-
ters, in order that they may be able to meet the demands
of their customers for a form of payment which will he
accepted witl;out question. The banks draw upon these

accounts and sell their drafts to their customers, making- a

small profit on the char-ic for "exchaug-e." Bank drafts

pass as cash practically am-where in the country and cnn-

stitute an important method of making remittances from
one part of the country to another. Drafts oji New York,
commonly known as "Xew York Exchange," are accept-

able all over the country, owing to the fact that Xew York

* /;!''''. V-'* r G«'

* *."•••.;. •;• hu^C^UM< ^!!illii!i_^ 9854
... . • I ••• ^

-1, <^7
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Bank Draft

is the commercial and financial center of the country and

that business men everywhere have dealings with that city.

A bank or banker '.s acceptance is a bill of exchange

drawn upon and accepted by a bank or a financial firm en-

gaged in the business of granting Acceptance credits. It

is a device by which a bank permits the use of its own

credit by its client for a consideration. The following

transaction will illustrate the use of the bank acceptance

:

A in Chicago buys a bill of goods from B in Philadelphia

and arranges with his bank to accej)t on presentation the

draft of B with bills of lading or other documents for the

goods attached. Upon receipt of th6 draft and documents

the bank accepts the draft, thereby assuming responsibility

for its pajmient at maturity. The instrument has thus be-
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eome a bank aeeeptanee and may be sold, rediscounted, or

held as an investment. A agrees to furnish his bank with

funds to pay the acceptance at maturity, and the bank turns

over to him the documents which entitle him to the goods.

The bank advances no money; it merely extends the use

of its credit to its customer, for whicJi service it charges him

a commission agreed upon in advance. Another form of

bank acceptance, known as a commercial credit bill, is cre-

ated when a customer draws his own draft directly on the

bank and the bank accepts it foi' j)ayinent at a future date.

Such acceptances or bills may be secured by some form of

collateral or bj^ the general credit of the customer. The
bank acceptance has long been employed in Europe, and is

slowly making its way in this country. Prime bank accep-

tances backed hy well-known banks arc readily rediscounted

and constitute one of the most liquid of all forms of bank

investments. Originally the Federal Reserve Act permitted

member banks to accept onlj^ such drafts as represented

operations in the exporting and importing of goods, but by
an amendment passed in 1916 domestic acceptances also

were permitted.^ To encourage the use of these double-

name drafts, the Federal reserve banks established favor-

able or "preferential" discount rates for them. For the

year 1916 these rates averaged less-than 2-J- per cent, but

early in 1920, as a part of the policy of post-war deflation,

rates were raised to 6 per cent. In 1914 New York State

passed a law permitting state banks and trust companies to

make both foreign and domestic acceptances, and other

states have enacted similar legislation.

A cashier's check is an order on a bank drawn by its

own cashier. It differs from a banlj draft in being drawn
by the cashier upon his own bank instead of on some other

l^ank. It is used when the bank has payments to make, just

as an individual uses his check. It is also issued to cus-

tomers to lie remitted to their creditors like a bank draft;

and it is sometimes used in lieu of certification where it is

not the custom of the bank to certify.

1 Por further discussion of bauk afceptauees, see pp. 321, ,'?9S.
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A letter of credit is a document issued h^' a hank or

banker directed to its correspondents authorizing tlie l)earer

to draw upon the issuing bank or some central agent up

to a certain amount. A traveler, before starting abroad,

buys a h.-tter of credit from his hunk^ In any foreign city,

as he may have need for the money current in that coun-

try, he goes to the office of the correspondent named in

his letter of credit, and makes out a diTift for the amount
he needs. Tlie draft will be eMslied, after comparison of

the signature on tin.' draft with that on the face of the

letter, and the amount withdrawn, plus commission, will

be entered on the letter. Thus the letter will show at any
time how mu(/h of Ihe credit remains unused. Commercial
letters of credit pro\'ide a convenierjt means of paying for

goods bought in any part of the world or of receiving pay-

ment for goeds exported.^

To meet the demands of travelers *for a convenient, safe

and economical method of carrying funds, some of the

cxpjress compMuies and internationfd. bankers issue "trav-

elers' checks.'' The.v arc issued for fixed amounts, rang-

iiig usually from $10 up to $100, and before the war showed
also the equivalents in tin.' money of the pjrincipal European
counti-ies. Tf) provide a simpile meiins of identification and
security against loss of tlic' checks, the intended user places

his signature upon each check. AVhen he wants to obtain

funds at the liank or expi'ess office, 6r to pay his hotel bill,

he ag;dn signs his name in the p>roptr pdiiee on the clieque,

thus completing the i.ssuancc and insuring the identifica-

tion of the rightful owner, as tlie^ two sign;itures must
agree. The advantage of these checks is that they are

cashed without discount or commission by bankers, agents

of expr-ess companies, steamship offices and the le;]ding

hotels in Europe, the United States and practically all

over the world. They are i-onvertible into money at almost

any time and place.

62. Effect of credit on prices.—In discussing the value

of money and pjrice changes in a previous chapter, frequent
1 .Sep p. 247.
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reference -was made to the fact that iUncler modern condi-
tions a considerable proportion of cgmmercial transactions
is performed by means of credit afid credit instruments.
Having now considered the nature, functions and opera-
tions of credit and credit instrument's we may examine the
question of the effect of credit upon in-icos.

Some writers maintain that credit *has no influence what-
ever on prices ; that the general level of prices is determined
l\v the supply of and the demand for standard money

;

that credit transactions are based on the price level thus
determined; and that the credit instruments arising from
such transactions are finally cancelled without having ex-

ercised any influence on iirii?es. Others ass'i-rt that credit,

which virtually means purchasing pt)wer, influences prices

exactly as money does.

Credit undoubtedly increases the supply of purchasing
power and so may seem to have the same eltert on prifes

as an increase in the cpiantity of mqney. The price of an
article put up for' sale is affected ciuite as much by the

offer of a man of undoubted credit who asks to have it

charged to him or who gives his pro'missory note in pay-

ment as by a cash offer. But it must be remembered that

credit merely postpones the payment of money. Sometime
the credit obligation must be licpiidated in money, and
money used for this purpose will not be available for other

transactions. If all credit transactions cancelled each other

automatically and completely, making it unnecessary to use

any actual money, credit would be a perfect substitute

for money and as such would act upon prices just as money
does. In practice, however, no such complete and exact

cancellation takes place. Against the uncancelled balance

a reserve of money must be kept, the amount of which will

vary with business conditions and customs and various

other- factors. This demand for money to settle uncancelled

balances measures the real influence of credit on prices.

Since most credit transactions are based upon bank loans,

banks must keep a reserve of money sufficient to liciuidate

credit balances and thus to maintain;confidence in the ulti-
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mate payment of credit obligations. How much money is

needed as a basis of credit only experience can tell. It

varies in different countries and in the same country at

different times. It must always be sufficient to maintain

confidence, which is the cornerstone of credit. The amount

of money thus set aside as a reserve reduces the total, avail-

able for actual cash transactions and so tends to lower the

price level. ^ Credit, therefore, exerts the same kind of

influence upon price as money, but to a lesser degree,

owing to the fact that "a portion of its ideal efficacy as

a substitute for money is lost through the necessity of

keeping on hand a reserve for which no substitute can be

emploj^ed. "-

In so far as credit and credit instruments dispense with

the use of actual money, they affect prices in the same way
that money does. Credit lessens the demand for money as

a medium of exchange and as a store of value. If, for ex-

ample, banks should refuse to honor checks under $100'

it is clear that everyone would be ^obliged to carry niucli

more cash than at present, and the demand for money
would vastly increase. If the supply of government cur-

rency or bank notes were not correspondingly increased

the value of money would rise and prices would fall. The
use of credit money and credit in the form of checks and
drafts reduces the amount of currency needed for pocket

and till money, and legal tender money serves as well as

money itself for bank reserves. Credit monejr, like every

other form of credit, by economizing the use of money,
lessens the demand for it and so lessens its value. When
people have perfect confidence in the ability of the govern-

ment to redeem its notes and they are made legal tender

and available for bank reserves, an increase in government
credit money tends to raise prices in the same way as an

increase in gold itself. Bank notes*, too, serve as substi-

tutes for money and by lessening the demand for money

iKinley: The Use of Credit Instruments (Nat. Mon. Comm.), pp.
213-214.

2 Seligman ; Principles of Economics, p. S52.
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tend to raise prices. Credit does not increase the supply

of money, but it does increase its
i
efficiency, enabling a

countrj' to get on with a smaller supply of money than

would otherwise be necessary. An expansion of credit,

therefore, exerts the same upward tendency on prices as

an increase of the money supply.^

In view of the fact that credit is so elastic and that its

influence in raising prices is naturally cumulative, its use

must be carefully guarded if over-expansion and specula-

tion are to be avoided. As prices rise in response to the

increased credit demand for goods, the owner of the goods

finds that he can get larger credit at his bank, for the

goods are worth more. "With confidence and buoyancy in

business, this process maj' be repeated until prices rcacli a

dangerously high level. The total amount of credit based

upon goods at these inflated prices may become so great

that the uncancelled balance may be too large for the money
reserve to sustain. If before this stage is reached credit is

not t'.ontracted or reserves increased; a money stringency,

possibly a crisis, will result, causing great loss to the busi-

ness community by a rapid fall in the price level.- The

influence of credit upon prices, there'fore, operates through

its effect on the demand for money, and especially on the

proportion between money in circulation and that required

as a reserve for credit transactions.
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PART II. BANKING

CHAPTER VITI

ORIGIN AND DEVELOPMENT -OP BANKING

63. Early banks.—The authorities are not agreed as to

the origin of the term "bank." 'Some trace it to the

"bane" or bench -where tlie earlj^ nioney changers Ijept

their coins and plied their trade. Others claim that it is

derived from "banck," the German name for a joint stock

fund, which was converted by the Italians into "banco,"
meaning a heap or accumulation of -money or stock. ^ In
colonial days in Massachusetts the issue of paper money
was referred to as "raising a Banke," the word bank
meaning the money rather than the institution which put
it in circulation.

The modern banker, as has previously been shown, is

primarily a dealer in credit. 'Originally he dealt in money,
his business being to exchange one form of coin for an-

other, both domestic and foreign. Early, however, the

Athenian and Roman bankers began to receive deposits of

money, to make loans, sometimes bas'ed on valuables, and

even to transfer money and credits,
'

' Traces of credit by
compensation and by transfer orders are found in Assyria,

Phoenicia, and Egypt before the system attained full de-

velopment in Greece and Rome. The books of the old

Sanskrit lawgiver, Manu, are full of regulations governing

credit. He speaks of judicial proceedings in which credit

instruments were called for, of interest on loans, of bank-

ers, usurers, and even of the renewal of commercial

1 MacLeod: Theory of Credit, Bk. I, p. 315.
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paper. '

'
i Clay tablets in the British Museum taken from

the ruins of Babj'lon show that as far back as the days of

Nebuchadnezzar loans of silver at int^erest were made and

loans secured by mortgage on land.

In Athens and Eome the banking business was brought

under official regulation, and an expansion of its functions

naturally resulted. As commerce developed the bankers

were called upon to make remittances of money from place

to place. Out of this grew the use of the foreign bill of

exchange. Then in time as the convenience of this service

appeared, merchants and others began to deposit money
and bullion with the money changers for safekeeping. So

the business of the Argentarii, as the* early Roman bankers

were called, slowly evolved from that of mere money chang-

ing to the receiving of deposits, lending at interest, both

their own money and that intrusted to them, dealing in

bills of exchange, and other banking operations.

These private bankers of the medieval Italian cities were

the forerunners of modern banking. Because of the preju-

dice of the Church at that time against lending money at

interest on the ground that it was usury, the Jews had a

monopoly of the business in the Dark Ages, and they have

been prominent as bankers ever since. Several times they

were expelled from the countries of Western Europe, and
the business was taken up by merchants of Lombardy and

others. These Lombards extended their operations to Eng-
land, where they advanced large sums of money to the

Plantagenet kings upon the security of the customs. When
Edward III defaulted on his payments, owing vast sums

to the Lomljardy bankers, they became bankrupt, ruining

many wealthy families of Florence and causing widespread
distress in that city.^

64. Public banks.—The Bank of Venice, founded in the

twelfth century during the time that the island republic

Was at war with the Roman Empir§, is spoken of as the

first public bank. Originally it was not a bank in the

^Conant: Principles of Money and Banking, Bk. II, p. 168.

2 Conant : History of Modern Banks of Idsue, p. 24.
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modern sense, however, beins simply lin office for the trans-

fer of the public debt. The government secured funds by
means of forced loans le\ied upon wealthy citizens. In-

stead of issuing bonds against these loans, as t^overnments

do to-day, the amount of specie loaned was en-dited to each
subscriber. These credits could not be withdrawn, but
could be transferred from one to ariother on the books of

the bank. No notes were issued or checks used, the entries

on the bank register being evidence of payment. The
A'pnetian traders early saw the advantage of this transfer

system over that of handling the coin, and voluntarily

deposited their specie in the bank and obtained bank cred-

its. Not until 1587, however, did Veijice practice the actual

business of deposit banking by receiving foreign coins at

their bullion value and issuing certificates promising to>

return bullion of the same value of standard weight and
fineness.

The Bank of Amsterdam was established in 1G09 to meet
the needs of the merchants of that city, which had become

the center of the international trade of Europe, and to

correct the disorders of private banking, especially those

growing out of the accumulation of promiscuous and light-

weight coins received in the extensive foreign trade of the

Dutch. 1 The Bank of Amsterdam .accepted all kinds of

specie on deposit, crediting the depositors with its real

value in standard coin. These deposits could be withdrawn

at will or transferred on the bank's books from one per-

son to another. The credits given for these deposits of

coin or bullion came to be known as "bank money" and
commanded a premium over the debased and mutilated

coins in circulation. In the seventeenth century the bank
adopted a plan by which a depositor of specie received

an equivalent credit of bank money on the books and a

"recepisse, " a kind of ccrtifieatc of cteposit, which entitled

him to withdraw it within six months upon returning the

bank money with which he was credited and paying one-

eighth of one per cent interest. TJie depositors had the

1 Dunbar: Theory and History of Banking, Ch. VII.

10
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privilege of renewing the dej^osit indefinitely at the end

of the six months' period, but failure to withdraw or re-

new forfeited the deposit to the bank. For generations

this bank money constituted tlie basis of the large foreign

exchange of Amsterdam. With the establishment of "giro"

or transfer banks at Hamburg in 1619, and at Nuremberg

in 1621, these written orders came to be used in much the

same way as the modern check and were widely employed.

These early transfer banks did not make loans or incur

any liability beyond the coin and bullion deposits.

The Bank of Amsterdam was not subject to official ex-

amination, but its credit was never cjuestioned. Toward
the filose of the eighteenth century it became known that

the bank had not lived ujj to its obligations to keep in its

vaults an amount of coin and bullion equal to the "bank
mone.y" outstanding. The small committee of city "fa-

thers" responsible for its administr^ion made no report

of its affairs, but in 1790 it leaked out that for years

favored depositors had been permitted to overdraw their

accounts and that enormous loans of ^specie had been made
to the city and to the Dutch East India Company. These

disclosures destroyed confidence, the premium on bank-

money disappeared, and the bank became insolvent. It

was finally closed by royal decree in 1819. The first bank

of issue was the Bank of Sweden, 'founded as a private

institution in 1656, but converted into a public bank
in 1668.

65. Early banking in England.—The Jews were probably

the first bankers in England. They came to the country

with William the Conqueror. They knew the use of bills

of exchange, and accumulated stocks of coins which they

loaned at high rates of interest to the nobility and others

upon the security of their estates. When the king and
the nobles became so heavily in deb^t that they could not

repay their loans, they repudiated the debts and expelled

the Jews from the country.

After the expulsion of the Jews, the Lombards took up
the banking business, lending at interest and remitting
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money by means of bills of exchange. They were allowed
to farm the customs as security for their loans. They
combined the occupations of goldsmith, pawnbroker and
banker. Lombard Street, the "AVail Street" of London,
takes its name from them. ]\[ention ,has been made of how
Edward III defaulted in his payments to some of these

Lombardy bankers, driving- them into bankruptcy and caus-

ing as great distress as any of our modern crises.

The guild of goldsmiths, known as the Goldsmiths' Com-
pany, began to act as bankers about the middle of the

seventeenth century. They collected rents for customers,

and having vaults and strong boxes they received money
and valuables for safekeeping. Thry also received money
on deposit upon which they paid interest. A sort of check-

ing system arose by customers giving written orders on
their goldsmiths. They loaned out deposits and issued a

crude sort of bank note.

66. The Bank of England.—The Bank of England was
founded in 1694, not to aid commerce and business pri-

marily, but to provide funds for tTie Government. The
origin of many banks, both before that date and since, can

be traced to fiscal rather than to cdmmereial needs. The
English government needed large sums of money to carry

on its war with France. William Patterson, a Scotchman,

proposed the establishment of a ban^ that should lend its

capital to the Government and be permitted to issue notes

to the amount of the loan. In 1694 'Parliament chartered

a corporation for ten years known as the Governor and

Company of the Bank of England. The corporation was

to lend to the Government at once £1,200,000 ($6,000,000)

at 8 per cent interest, with the right* to issue an equivalent

amount of interest-bearing notes, to deal in bills of ex-

change, to buy and sell coin and bullion, and to make
loans on the security of merchandise. The Bank of Eng-

land differed from the earlier banks mentioned in that

it was an incorporated company and a bank of issue.

With that institution modern bankin:^ may be said to have

beguiJ-
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CHAPTER IX

BANKING DEVELOPMENT IN THE UNITED STATES

67. Early state banks.—The early experiments in bankino;

in the United States were concerned largely with the issue

of circulating notes and with the fiscal operations of the

Government. During colonial time!s .several banks were
projected in New England with the right to issue circu-

lating notes based on the security bf land. These early

banking projects assumed that if such security were given

for the ultimate payment of the n'otes, current redemp-
tion would be unnecessary. ' Usually they had no actual

paid-in capital but depended upon mortgages as a basis for

their operations. These "land bank" schemes to supply

a circulating medium were suppressed by the colonial or

the English governments.-^

Thejirst bank established in the United States was the

Bank of North America in Philadelpliia, which was char-

tered by the Continental Congress in 1781. It was planned

by Robert Morris, the Superintendent of Finance, in order

to give financial support to the Revolution. A little earlier

a number of patriotic Philadelphia citizens had organized

the so-called "Bank of Pennsylvania^" which consisted

merely of private~suHscriptions to provide supplies for the

army. The Bank of North America took over its foreign-

bills and assumed its claims against the Federation.

The Bank of North America was capitalized at $100,000,

1 For a discussion of some of these Colonial banking schemes, see

White : Money and Banking, Bk. Ill, Ch. IV.

tso
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of which the Government subscribed $250,000. There was

so innch doubt as to the power of the (Continental Congress

to charter a bank that a charter Was secured under the

laws of the State of Pennsylvania in 1782, and the bank

operated under this charter until 1861, when it entered

the :national bank system. It also took out charters in

sevt'ral other states. The Bank of North America rendered

an invaluable service by making loans to the government

during the troubled years of the Eevolution. About this

time state banks were organized in Massachusetts and New
York, The Bank of Massachusetts located in Boston was

chartered in 1781. In the same year the Bank of New
York began business under articles of association drawn
by Alexander Hamilton, but it did not receive a charter

until 1791.

Some of the restrictions imposed upon these early state

banks are noteworthy. The charter of the Bank of Massa-

chusetts limited its debts, except sums due to depositors,

to twice the paid-in capital, and the debts of the Bank of

New York, over and above deposits, were not to exceed

three times the paid-in capital. This distinction between
the bank's liability to depositors and to noteholders was
due to the fact that deposits were not then created by
loaning as they are to-day, but by the actual deposit of

money. Actual money, not deposit currency, M'as used in

making payments; hence deposits were distinguished from
other liabilities in estimating the right to contract debts.

Both banks were prohibited from dealing in merchandise.
The Bank of New York was prohibited from dealing in

the Stocks (bonds) of the United States or any of the states,

an evident attempt to separate banking aud government.
It was also prohibited from loaning on real estate or hold-

ing it except for banking purposes 'tir when it was neces-

sary to take it to secure the bank against debts previously
contracted. This restriction was incorporated in the na-

tional bank law passed nearly eighty years later. The
Bank of Massachusetts was also prohibited from dealing
in bank stocks.
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68. First Bank of the United States.—The first Bank of

the United States was chartered by iConaress in 1791, on
lines laid down in a report by Alexander Hamilfori7tho

first Secretary of the Treasury," as a part of the general

.scheme to support the public credit of the new Govern-

ment.^ The establishment of the bank was opposed on the

ground that Congress was not empowered by the Consti-

tution to create banks. Hamilton contended that this

power was implied and his arguments prevailed with Con-

gress and the President. The bank, patterned largely after

the Bank of England, was intended tU provide a depository

for public mon(n-, to act as fiscal ageixt of the new Govern-

ment, and to be a regulator of the currency.

It was capitalized at $10,000,000, divided into 25,000

shares. The Government was to subscribe $2,000,000, pay-

able in ten annual installments withdnterest at 6 per cent.

The balance was open to public subscription and was to

be paid one- fourth in specie and three-fourths in govern-

ment securities. The bank was governed by twenty-five

direstors, of whom not more than three-fourths were

eligible for election the next succeeding year. Each stoelc-

holder was entitled to cast one vote for one share, an
additional vote for the next two shares and so on, but no

stockholder could, have more than ' thirty votes, and no

foreign stockholder could vote by proxy. The bank wa.s

allowed to issuejioles which were legal tender in payment
of all debts to the United States. The maximum amount
of debts which it might owe at any time, except for de-

posits, was never to exceed its capital, except by author-

ization of Congress, and in case of excess the directors

were personally liable for the amount. It could not buy
or sell goods, except forfeited collateral, under penalty of

forfeiting three times the value of the commodities. It

might sell, but not buy. United States stocks. It was per-

mitted to hold only such real estate as it needed for bank-

ing purposes or such as had been mortgaged to it as security

1 See Holdsworth : First Bank of the United States (Nat. Mon.
Comm.) for a full account of this bank.
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or conveyed to it in satisfaction of debts previously con-

tracted. Loans and discounts were not to be made at a

rate above 6 per cent. It was subject to inspection by the

Secretary of the Treasury. The charter was to run for

twenty years.

The central institution was located in Philadelphia, hav-

ing a capital of $4,700,000 assigned to it, and brandies

were established in New York, Boston, Baltimore, Wash-

ington, Norfolk, Charleston, Savannah and New Orleans.

From the start the bank was in every way successful. It

carried the bulk, probably two-thirds, of all government

money deiposited in banks; it made loans to the Govern-

ment whenever requested, collected the bonds of importers

for customs duties, and made transfers of money at the

order of the Treasury without charge. It refused to re-

ceive the notes of state banks which did not promptly

redeem such notes in specie and so became a powerful

influence in establishing a__sound currency. It loaned to

private individuals and iirms and paid dividends for

twenty years at an average rate of 8 per cent.

Within four years after its establishment the bank had

loaned to the Government $6,200,000, nearly two-thirds of

its entire capital. The loan of so large a proportion of its

fluids crippled its services to commerce and manufacturers

and made it difficult to advance teliiporary loans to the

Government. It therefore requested the Government to

repay the loans. As there was no market for government

bonds it became necessary for the Government to sell its

holdings of bank stock. These sales extending over a period

of five years were made at premiums of from 20 to 45 per

cent. In 1802 the Government ceased to be a stockholder.

In addition to dividends averaging .about 8g per cent the

Government made a protit of $671,860.

In 1809 the stockholders of the bank petitioned Congress

for a renewal of the charter, and Gallatin, Secretary of the

Treasury, strongly indorsed the petition. Unfortunately
the question of renewal became a political issue and strong

opposition developed against it, The Republican party.
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wliieh had come into power, believed in the strict eonstrnc-

tion of the Constitution and so opposed the banlj on the

gronnd that it was unconstitutional. They denounced the

bank as being aristocratic and under foreign influence,

eighteen thousand of its shares beingdield abroad, though
the management was in the hands of the seven thousand

stockholders living in the United States. The state banks,

which in 1811 numbered eighty-eightj felt the competition

of the great bank and its branches, and they united with

the political enemies of Gallatin in opposing renewal. The

bill to renew the bank's charter was lost bv a ma,iority of

one vote in the House and a tie in the Senate, and the

bank went into liquidation. The assets were purchased

by Stephen Cirard, the merchant prince of Philadelphia,

who organized the Girard Bank with a. capital of $1,200,000.

The stockholders of the Bank of the United States received

$434 for each $400 share.

69. Second Bank of the United States.^During the War of

1813 with England the Government had to depend upon

the state banks for financial aid and service. After the

dissolution of the First Bank these state banks had sprung

up in great numbers, and were poorly 'supervised and man-

aged. The liquidation of the big bank caused a heavy

drain of specie to pay European investors. In 1814 the

banks all over the country, except in New England, sus-

pended specie payments. The Government, whose funds

were deposited in the state banks, defaulted on the interest

of the public debt, and the whole country was in a condi-

tion of financial chaos. In this emergency Secretary of the

Treasury Dallas proposed a national bank, but it was not

until 1816 that the Second Bank of <the United States was

P S1 3.131 isll *^ cl

.

The charter of the Second Bank of the United States \

was modeled after that of the FiM Bank. Its capital

was $35,000,000, of which one^fth was subscribed by the

Government, payable in cash or in five per cent govern-

ment notes. Private subscriptions were payable one-fourth

in coin and the balance in government securities. These
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subscriptions were payable in three installments, 30 per

cent at once, 35 per cent in six months, and 35 per cent

in one year. The bank was to be governed by twenty-five

directors, of whom five were to be named by the President

of the United States. It was required to pay a bonus of

$1,500,000 in three annual installments. It was to act as

fiscal agent of the Government in transferring and dis-

bursing public funds. Provision was made for branches

and twenty-five were finally established. Public funds

were to be deposited with it "unless the Secretary of the

Treasury shall at any time otherwise order and direct."

Note issues were not to exceed the capital, and the bank

was required to pay deposits as well as notes in specie, sub-

ject to a penalty of 12 per cent. This latter provision was

intended to prevent a profit being made by suspending

specie payments, as had been done by n:iany of the state

banks.

The bank restored financial order and soon brought

about the resumptioii_of specie payment. For the first few

years, however, it was shamefully jnisinanaged and nar-

rowly escaped disaster. Stock subscriptions were not col-

lected promptly, loans were made on the securit}^ of the

shares before they were fully paid for, and contrary to

the charter dividends were paid upon these shares. The

officers of the Baltimore branch defrauded it of $1,600,000,

and the bank was probably saved from bankruptcy only

by the Government's deposit, which amounted to about

$8,000,000. In 1819, Langdon Cheves of South Carolina

was made president of the bank and,he at once set to work

to put it on a sound basis. He borrowed $2,500,000 from

Europe to strengthen the reserves, compelled stockholders

to reduce their loans, regulated the note issues, and re-

formed the management. Under Ms able administration

and that of his successor, Nicholas Biddle, the bank gained

public confidence both at home and. abroad and en.joyed

a decade of great prosperity.

The bank was at the height of itg popularity and influ-

ence when Andrew Jackson became President of the United
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States in 1829. Through no fault of its own it became
involved in a political struggle which finally brought about
its downfall. Jackson in his first message to Congress
questioned both the constitutionality and the expediency of
the bank. Certain politicians who desired to secure the
removal of the officers of the branch bank in Portsmouth,
N. H., for their own private ends, persuaded Jackson that
the bank and its management were hostile to his adminis-
tration. In subsequent messages the President referred
again to the bank, but his tone was less hostile. In the
campaign of 1832 the Whig party decided to use the great
popularity of the bank as a political asset against Jackson,

and Henry Clay, the AVhig candidate, came but emphat-
ically for a renewal of the charter. Jackson accepted the

challenge and renewed his hostility to the bank. While
the campaign was in progress. Congress passed a bill giv-

ing the bank a new charter and tli'e President vetoed it.

The contest was then between Jackson and '

' the monster '

'

;

Jackson was reelected by a large majority. In the follow-

ing year Jackson caused the government deposits to be

withdrawn from the bank and deposited in state banks,

and the cancellation of the Government's stock holdings

was requested. Before its federal charter expired the bank
obtained a state charter from the legislature of Pennsyl-

vania and reorganized with the same capital, .$35,000,000.

This: was much too large a capital to be employed profit-

ably in legitimate commercial banking in Philadelphia

alone. The bank entered into various speculative enter-

prises, making large loans on the stocks of companies in

all parts of the country. The panic of 1837 forced the

bank to suspend, and in 1841 it again suspended and went

into liquidation. The creditors were finally paid in full,

but the stockholders received nothing. The failure of

these two banks was due to the fact .that they became in-

volved in politigal strife without aiiy intention of their

own, and it seems probable that the fear of political con-

trol will prevent the establishment of a great central bank

organized on a similar basis in the future.
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70. Independent treasury system.—After the removal of

the public funds from the big bank and its branches, the

state banks were used as government depositories and fiscal

agents. This did not work well, however, and after the

panic of 1837 when most of these banks again suspended,

the Goverinnent determined to keep the public funds in

its own possession. Accordingly a IeIw was passed in 184(1

establishing the independent treasi^r.y system. In 1841,

however, the Whigs came into power. and repealed the law.

The "Whigs souglit to establish a national bank again, but

this was defeated by tlie veto of President Tyler. When
the Democrats gained control of Congress once more they

reestablished the independent treasury sy.steirijril846, and

from that time until the Civil "War the~Gfovernment made
its collections and disbursements entirely in specie and

kept its funds in the Treasury and its branches, called

sub-treasuries. Important changes were made in this sys-

tem during and after the war, bring'ing the Treasury into

close relations again with the banking and credit system

of the country. It has pro\ed cliunsy and as a general

thing has been an obstacle rather than an aid to the de-

velopment of sound banking. Under the Federal reserve

system, however, by which the reserve banks become

government depositories and fiscal agents, the opera-

tions of the independent treasury system will be greatly

curtailed.

71. Suffolk Bank system.—Reference has been made to

some of the early banks chartered by the states, and to

the rapid increase in the number of such banks, espe-

cially after the dissolution of the First Bank of the

United States. The main function of these early state

banks, commonly known as "banks of issue," was to

supply currency in the form of circulating notes. The
check so largely used in our business transactions to-day

was then but little developed. The "bills" of different

banks circulated together and little regard was paid to

the ability and willingness of banks to redeem these notes

in coin.
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Among the early movements toward a sound banking
system the Suffolk Bank system of redemption established

in Boston in J-81S is notewortliy. In New England, the

notes of country banks constituted a large proportion of

the monej^ in circulation. Because of the expense of re-

demption they circulated in Boston at a discount of from
I to 5 per cent. The fact that the city banks would not
accept these depreciated notes at par made them circulate

all the more actively among merchants, while the notes of

the city banks were presented promptly for payment at

the banks.

The Suffolk Bank adopted a plan to compel the country
banks to redeem their notes at par in Boston. It offered

to redeem all such notes at par if the issuing banks .would

keep with it sufficient funds for tlje purpose and also a

permanent cash deposit to compensate it for its trouble.

At first the country banks were not favorably disposed

toward this plan, but when six other* Boston banks joined

the Suffolk in collecting large amounts of country bank
notes and sending them home for i-edemption, they were
forced to accept the arrangement. As a result practically

all ihe banks in New England joined the Suffolk system,

which served as a clearing house for the bank notes of all

New England. The system of redemption was strength-

ened by a law passed in Massachusetts in 1845 providing

that no bank should pay out any notes except its own.

Thus constant redemption was kept up, the average life

of the bank note being about five weeks, and all notes were

maintained at par. The Suffolk system worked so well

that specie was seldom demanded and it was not imtil

after the panic of 1857 that banks were required to keep

a specified reserve. In 1858, Massachusetts passed a law

providing for a reserve of. 15 per cent against both notes

and deposits, thus recognizing these two kinds of bank

liabilities as equal in all respects.

72. Safety fund system.—In New York two systems of

regulating note issues were adopted : the safety fund sys-

tem, and the free banking system. The safety fund system
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established in 1829 was a plan for the mutnal_ insurance

of banks. ^ It provicled "that each bank should pay annu-

ally ^ of 1 per cent of its capital into a bank fund in the

custody of the state comptroller until its contribution

should amount to 3 per cent of the capital. This fund

was to be applied to the payment of all the liabilities

(except capital stock) of failed banks, after the assets of

the bank were exhausted. In 1837, after some experience

with failures, the law was amended so that two-thirds of

the^ fund might be used at once to redeem the notes of

failed banks, the balance being reserved for other cred-

itors. In 1840-1842, however, so fiiany failures occurred

that the fund proved inadec^uate to meet both notes ami

deposits, and in 1843 the law was again amended to make

notes a first lien upon the entire fund.

This amendment came too late; in 1838 the bond deposit

system was established and new banks after that date in-

corporated under the new plan, leaving a constantly de-

creasing number of banks to keep up the safety fund.

The new constitution of New York adopted in 1846 pro-

hibited the granting or extension of any special bank

charters. As all of the safety fund banks held special

charters the system gradually died out with the expiration

of their charters.

The fundamental defect of the safety fund system was

the failure to limit the use of the ;fund from the start to

the prompt payment of the notes of failed banks. It has

been estimated tliat a tax of J of 1 per cent on circulation

would have covered all failures and made the notes of all

banks in the system secure. It is significant that the legis-

lature of New York in changing the law in 1842 did not

discuss the question of guaranty of deposits. The deposit

business had not yet developed to the point where losses

to depositors from failed banks approached the importance
of losses to note holders. After about 18.50, however,

deposits increased rapidly and the panic of 1857 made
clear the necessity of protecting depositors. The result

iChaddock: Safety Fund System (Nat. Mon. Comm.).
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was the adoption of t. specie reserve against deposits, a

feature carried over into the national banking system.

\Vhile notes and deposits are equally liabilities of a

bank, note holders are "involuntary creditors," unable
for the most part to discriminate between the good and
the bad notes. Depositors are voluntary creditors and
so hot in need of the same guaranty against loss as note

holders.

Though the evolution of the safety fund idea was
checked in New York by the introduction of a new system

resulting from political conditions, it was adopted and used

successfully in several other states and in Canada. Under
the Canadian system, bank notes are a first lien against

the assets, and are further protected by the double lia-

bility of stockholders. The final resort in case of failure,

liow^ver, is the "circulation redemption fund," a sum of

gold or Dominion notes equal to 5 per cent of the average

circulation which every bank is required to keep on de-

posit with the Minister of Finance.

73. Free banking system.—Prior to 1838 bank charters in

New York \ver« granted by special act of the legislature

and in many cases they wore given as patronage to political

favorites. As a result of the bank monopoly thus devel-

oped and the political abuses and corruption attending it,

there arose a strong sentiment in favor of a "free bank-

ing" law. The free banking system established in 1838

authorized any person or association of persons to set up

a bank and issue circulating notes by depositing with the

state comptroller certain kinds of securities as a protection

to note holders. These securities might consist of bonds

of the United States, of the State of New York or other

approved states, or mortgages on re;fll estate worth double

the amount of the mortgage and bearing interest at not

less than 6 per cent. Not more than one-half of the securi-

ties pledged could consist of mortgages. No provision was

made for redeeming the notes in specie, but when a bank

failed, the securities were to be sold to redeem its out-

standing notes.
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Under this system anyone having the necessary securi.

ties might open a bank, and 133 new banks were organized

within two years, many of them for the sole purpose of

issuiri^gliotes. Of these, 26 failed between 1839 and 1844

and their notes were redeemed at an average of seventy-

six cents on the dollar. These failures demonstrated that

the securities deposited were not adequate to meet the

notes. The law was then amended *so that only the bonds

of the United States and of the State of New York were

acceptable as security and other faults were remedied as

experience showed the weakness of the system. Under the

amendment of 1840 country banks were required to redeem

their notes in New York and Albany at a discount not

exceeding one-half of 1 per cent '(later reduced to one-

fourth of 1 per cent). Even with this limitation many

persons in the cities issued notes jh the country towns,

making a good profit by redeeming them at a discount,

Later, no one was allowed to do a banking business except

at the place of his actual residence, and all banks issuing

notes were required to become banks of deposit. These

changes in the law so strengthened the system that after

1850, failures were infrequent and the notes of failed banks

were redeemed at par. But it "s^-as inelastic and unre-

sponsive to the needs of the business community. Banks

could issue notes only in proportion to the bonds depos-

ited, which bore no relation to current business demands.

This plan of note issue, however, became the model for the

national banking system.

The free banking system appealed to democratic senti-

ment and was tried in some form in many other states.

In the '50
's several Western states adopted the plan of

issuing notes against secui'ities, generall.y without the re-

strietions which the experience of New York had shown to

be necessary to protect the note holder. Bad management
and lack of jjroper regulation led to failure and disaster

in many of these experiments. Before they could be per-

fected the national banking system came in, superseding

all other systems of bank note issue.
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74. State-owned banks.—During this period of state bank-
ing several of the states established banks owned entirely

or in part by the state. There was some question as to

the^right of these state institutions to issue circulating

notes, but the Supreme Court held- that such notes were
not "bills of credit" within the meaning of the constitu-

tioAal prohibition.^ Mississippi, Arkansas, Florida, Ken-
tucky and other states established state banks which came
to disaster through politics, bad management, and failure

to provide adequateh' for the redeiiiption of note issues.

While the experience of these banks, owned and managed
by the state were for the most part disastrous, a few stand

out as conspicuously successful.

The_Sta.te__ Bank of Indiana, established in 1834, was
modeled largely after the Bank of the United States and

had a monopoly of banking in the, state. The state sub-

scribed one-half of the $1,600,000 capital, all of which was

paid in specie. Ten branches were' established and each

was allotted one-tenth of the capital, with practical control

over its own local affairs. The issu'e of notes was limited

to twice the amount of the capital. Each branch was re-

quired to accept the notes of other branches at par and

to redeem its own notes in specie. The general manage-

ment rested in the hands of a president and a board of

directors, four^ehosen by the state legislature and one by

the private shareholders of each branch. Each branch

wasMiable for the debts of all the other branches, but its

earnings belonged exclusively to its "own stockholders. At

first loans were made on real-estate security, but this

practice proved to be unsafe and was soon discontinued,

Later, loans were made to farmers on their personal notes

and on their crops, but always for short terms. No branch

could lend money on the security of its own stock, and no

officer or director could borrow on. more favorable terms

than the general public, or indorse 'for others, or vote on

questions in which he was financially interested. The

bank's charter expired in 1859 and if went into liquidation,

t Briscoe v. Bank of Kentucky, 11 Peters 257.
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the constitution of 1851 having forbidden the state to own

banli shares. The state netted a profit of $3,500,000 from

the bank during the twenty-five years of its existence. The

ownei-s of the old bank stepped into the charter of the

Bank of the State of Indiana, which was incorporated while

liquidation was in progress, and, though the state had no

share in it, it prospered until 1865, when the federal tax

of 10 per cent on the notes of state banks forced it out of

existence.

The_State Bank of Ohio, established in 1845, combined

the safety fund and bond deposit principles. It had thirty-

six branches, each liable for the note issues of all the

others. Note issues were limited in amount to twice the

capital and were secured by a fund,, equal to 10 per cent

of the circulation, consisting of money or bonds of the

state or of the United States deposited with a centra.!

board of control. This bank was always solvent and suc-

cessful, but passed out of existence with the expiration of

its charter in 1866.

In 1842, Louisiana, after a disastrous experiment with a

state-owned bank, established a sound banking system, some

features of which are worthy of note. All banks were

required to hold a specie_xeserve equal to one-third of their

liabilities, while the other two-thirds was to be covered

by commercial paper limited to ninety days. This was the

only limit to the amount of circulation, but prompt re-

demption was secured by the requirement that no bank

should pay out any notes but its own and that balances

between banks should be settled weekly in specie. Ex-

aminations were made by a board of state officers quarterly

or oftener. The directors were individually liable for all

loans and investments made in violation of the law unless

they had voted against such violation, and absence from

five successive board meetings was regarded as a resigna-

tion. This law was the first one passed by any state re-

quiring banks to keep a definite percentage of specie

reserve against deposits. Under it the banks of Louisiana

were sound and prosperous. They weathered the panifi
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of 1857 successfully and continued in successful opera-

tion until the capture of New Orleans during the Civil

AVar.

Thus through varying degrees of success and failure the

state banks were slowly working toward a system of sound

banking suited to their local needs. The fiscal difficulties

of the Civil AVar checked this process of evolution and
led to the establishnaent of the national banking system,

which has been ever since the backbone of our banking

system.

Though some of these state banking systems secured to

limited sections of the country a fairly uniform and safe

currency, yet, considering the entire country, they lacked

the essential quality of uniformity. The national banking

system adopted in 1863 provided for the whole country a

currency at once safe and uniform. UnfortunatelJ^ how-

ever, this blessing was secured at the -expense of the equally

vital quality of a good currency—elasticity. The lesson of

the history of state banking is that the happy combination

of safety, uniformity and elasticity of note issues can best

be attained by resting them upon -the general assets of

the bank, with a guarantee fund for the redemption of the

notes of failed institutions, and responsibility of each bank

for the redemption of its own notes.,
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CHAPTER S

FUNCTIONS OF THE BANK

75. Classification of banking institutions.—Before takinc

up the discussion of the functions and operations of tht

banks, it may be well to make a classification of the various

types of banking institutions with which the modern work
is familiar. Banking institutions may be roughly classi

tied as follows

:

I. Private banks.

II, Public or chartered banks:

1. Savings banks.

2. Trust companies.

3. Commercial banks.

(a) State banks.

(b) National banks.

4. Federal reserve banks.

5. Rural credit or farm loan^banks.

To_ these might be added mortgage banks, exchange

banks, loan and investment companies, and other special

kinds of banking institutions, but the groups above em-

brace the most important types in the United States.

76. Private banks.—Private banking is, perhaps, the oldest

form of banking, and some of the most powerful banking

concerns in the world to-day are private in.stitutions. They

are distinguished from public or incorporated banks in

that they are conducted as individual or partnership en-

terprises, and that until recently they have not been sub-

ject generally to the supervision of the state. The tendency
151
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in recent years has been toward public regulation of pri-

vate as well as incorporated banks. In several states,

private banks are now forbidden to use a corporate name,

or to use the name "bank" or any similar title. Some
states require private bankers to have a minimum capital,

and in a few Eastern states certain classes of private

bankers are reciuired to post a bond. In a few states the

banking business is absolutely denied to unincorporated

concerns. '^

Private banks perform two principal functions: (1) as

an adjunct to the brokerage business 'in large cities; (2)

as a means of supplying banking accoinmodations in small

communities where a state or national bank would not be

profitable." In larger cities their main business is dealing

in securities, foreign exchange and foreign loans. Some
of the larger banking houses have been prominent in re-

cent years in promoting large industrial combinations and

consolidations, and in underwriting stock and bond issues.

Generally speaking, they do not make a practice of dis-

counting commercial paper, making business loans, and

accepting checking deposits as commercial banks do. In

the smaller communities, having only meager banking

facilities, they do perform this service.

Public or chartered banks are created by the state or

Federal Government, which usually exercises some super-

vision over them. Savings banks, trust companies, and

state commercial banks are chartered, that is, licensed to

do business, by the several states; national banks are

chartered by the Federal Government,: under the terms of

the national banking act and its amendments, and the

Federal reserve banks are also chartered by the Govern-

ment. In the early days of banking, e^ach bank was created

by a special charter granted by the legislature ; now, nearly

all the states have a general incorporation or banking law

by complying with the terms of which a group of men pro-

posing to establish a bank may get a charter.

1 Barnett : State Banks and Trust Companies ( Nat. Mon. Comm. )

,

pp. 213-218.
2 Ihid., p. 206.
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77. Savings banks!^— Savings banks are of two genera:
kinds: mutual and stock. The mutual savings bank has

no x^apital and consequently no stockholders. It is or

ganized for the exclusive benefit of the depositors. Aparl
from the expenses of running the bank, the depositors ge1

all the profit arising from the investment of their deposits

In the stock savings bank, which has a capital and stock-

holders, the profits of the business, over and above the

customary interest to depositors, go to the stockholders as

in other types of banks.

The basic purpose of the savings bank is to encourage
thrift and saving. It provides at once a safe place for tht:

working classes to keep their savings, and an expert, reU-

able agency for their investment in the safest way. The de-

posits are invested largely in mortgages, bonds, and other

high-grade securities. From the return on these loans or

investments, interest is paid the depositors or credited to

their accounts at periodic intervals, generally twice a year.

Most savings banks require depositors to give notice, vary-

ing from two weeks to three months, of intended with-

drawals, except where the amount is small. Primarily the

savings bank serves the wage-earner, not the business man
78. Trust companies.^—Trust companies were originallj

created to act as incorporated trustees, that is, as execu-

tors and administrators of estates, as guardians to minors

and as custodians of funds or property held in trust

Quite generally, however, they were given additional

power more or less closely related to their trust functions

as, for example, life, fidelity, and title insurance, and tht

granting of ' annuities. In recent years trust companies

have greatly extended the field of their activities, and thej

now perform a great variety of functions in addition tc

those of a strictly fiduciary character. Many of them re

ceive deposits other than trust funds, paying interest, like

the savings banks, on permanent or "savings accounts,'

and a lower rate of interest on accounts subject to demanc
1 See Chapter XVIII.

2 See Chapter XIX.
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checks. Tliey employ these funds in very ranch the same

ways that commercial banks use theirs, and though in some

states they cannot legally "discount" commercial paper

they accomplish the same thing by Imying it. Thus, the

trust company has encroached upon the field of both the

savings bank and the commercial bank.

Some trust companies confine their activities mainly to

the fiduciary or trustee business; others make banking

their main business; and some specialize on the financial

side. The practice is growing for trust companies to con-

duct both a trust and a banking business. "Where this is

the case the two departments are generally kept separate,

each having its own records and clerks. Trust companies

carry on many financial activities in which commercial

banks cannot engage. They make loans on various kinds

of property including real estate, and deal in stocks and

bonds. Many of the larger trust eonipanies, in common
with banks, conduct a safe deposit business. In recent

years trust companies have been conspicuous as trustees,

registrars and fiscal agents in the organization and reor-

ganization of large corporations, and as receivers for bank-

rupt or insolvent corporations. They have even acted as

promoters of industrial corporations, underwriting their

bonds and stocks and holdiiig these securities as an invest-

ment.

Because commercial banks, and to a lesser degree trust

companies, arc more or less limited in the kinds of loans

or advances they may legally makp, special institutions

have arisen to meet this condition. They are designed to

meet the need for advances on particular forms of prop-

erty and less easily realizable property, like land, chattels

and merchandise. Of this nature are the Federal farm
loan banks, the agricultural banks of Europe, Egypt and
the Philippines, the mortgage banks of Germany, the

Credit Foneier of France, and the various types of mort-

gage, loan and investment companie? of this country.

Building and loan associations are designed to enable

workingmen to build or buy homes for themselves, the
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property being mortgaged to the association till the amount
advanced is repaid. They are praclically cooperative

savings hanks with this advantage over the ordinary sav-

ings institution that the funds are used bj^ the dejiositors

themselves in their own interest, and not loaned out to

corporations and other business enterprises.

79. ^^^^ITTTi^^T'oia] hflTiks—'^"nimgr^iitl banks are classified

according to the source of their cha-rters, into state and
national banks. National banks are* organized under the

national bank law of 1S63 and its amendments. Later

chapters discuss this law in detail, as well as the organiza-

tion, management and operations of banks doing business

under it. State banks are chartered ;by and subject to the

supervision of the various states. In some states, private

banks are not differentiated from state banks owing to the

fact that the same regulations and laws apply to both in-

corporated and unincorporated banks. So, too, the dis-

tinction between state banks and stock savings banks, and,

again, between state banks and trust companies is not at

all marked or uniform under the varying laws of the dif-

ferent states. In this book, we shall use the term "state

bank" in the sense of a bank of discount and deposit in-

corporated under state law.

The original method of creating banks was by special

charter granted to each individual bank by the legislature.

In riiany eases, these charters were perpetual, and a few

banks are still doing business under their original charters.

The special charter method, however, was inconvenient

and often attended by favoritism and corruption. At an

early date in our banking developm^^nt, therefore, general

banking laws were passed in the several states under which

all banks stood upon equal footing.

Commercial banks organized under state laws perform

their functions in essentially the same way as national

banks. Indeed, there is little to di.stijiguish them in every-

day business, except that national banks bear the title
'

' na-

tional, "i and that state banks do not issue circulating

' There are a few special exceptions to ibis rule.
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notes/ Several factors enter into the determination of the

relative advantage of incorporating nnder state law or the

national sj'stem. In general, the state banking laws permit

the organization of banks with smaller capital than under

the national system. No national bank may be organized

with less capital than $25,000 ; while in several states,

banks may be started with as little as $10,000, and, in one

state, $5,000. This makes it possible for small towns to

secure the advantage of a bank nnder state law, which

otherwise might have to do without. Prior to 1913 national

banks were forbidden to loan on real estate, while state

banks usually arc permitted to make such loans. In some

states the reserve required of state banks is lower than

under the national system. National 'banks alone can

profitably issue notes ; the issues of state banks are subject

to a tax of ten per cent, which amounts to a prohibition.

There is little or no justification for the popular opinion

that national banks are safer and sounder than state banks.

Most of the states now have excellent banking laws, which

in many instances are modeled upon the national banking
law, and a large proportion of the state banks have entered

tlie Federal reserve system. The percentage of failures

among state banks is only a trifle higher than among na-

tional banks. The soundness of a bank depends, not upon
the authority which issues its charter, but upon the ability

and honesty of its management and supervision.

Commercial banks are also called banks of "discount
and deposit," and this term fairlj- summarizes their essen-

tial, fjnictions^ They receive deposits of cash, checks and
drafts, and make loans to the business public by discount-

ing or purchasing commercial paper. To these functions
may be added a third, that of providing a medium of ex-

change through the issue of circulating notes. Not all com-
mercial banks issue notes—none are issued by state banks

—

and usually the medium of exchange supplied by banks in

this way is of lesser importance than that afforded by
means of their deposits. In the early days of banking, peo-

1 Eveutually national hanks will also lose this function.
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pie used bank notes in their business transactions much
more than deposit currency in the -form of checks and
drafts, and the note-issuing- function tlierefore was very im-

portant. Banks were commonly referred to as "banks of

issue,
'

' and scores of them were organized for the purpose

of lending monej' in the form of bank notes, but since about

1850, when deposit currency began to be widely used, the

note-issuing function, has been of subordinate importance.

A bank has been aptly defined as a manufaotorj' of

credit and a machine for facilitating 'exchanges. It manu-
factures credit by accepting the business paper of its cus-

tomers as security in exchange for .its own bank credit in

the form of a deposit account. Business credit cannot be

conveniently used for adjusting business obligations, but

bank credit in the form of checks and drafts is widely

acceptable and is the actual medium of exchange for a

large part of the community.
Commercial banks serve the community in various other

ways. In common with savings banks and other types of

financial institutions, they provide a safe place for the

keeping of money. Many state and national banks accept

"time deijosits, " that is, deposits which are to be left in

the bank for a stated time drawing a fixed rate of interest.

These may be in the form of ordinary book deposits or

they may be represented by "certificates of deposit."

More and more, banks are engaging; in the safe deposit

business, renting vaults to their customers for the safe-

keeping of money, jewels, deeds, wills, mortgages, bonds

and other forms of valuable personal property. Large city

banks have gone extensively into buying and selling foreign

exchange and issuing letters of credit to facilitate the

settlement of foreign obligations; antl an increasing num-
ber of banks now make bank acceptances, foreign and do-

mestic. Under the terms of the Federal Reserve Act of

1913 national banks are permitted to make loans on farm

property and to exercise some of the functions of trust

companies. In recent years some of the larger city banks

have entered the field of " financial' " 'banking, buying and
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selling securities, underwriting the securities of industrial

enterprises, and furnishing funds for the floating or
'

' pro-

moting" of industrial corporations. This ma}' be a safe

practice where the banking department and its funds are

kept separate and distinct from the financial department;

but, if tliey are not kept inviolatelj' distinct, grave danger

may arise. The primary business of commercial banking

is to furnish temporary capital to business enterprises in

the form of short-time loans, not to supply funds for per-

manent investment.

Federal reserve banks.—The Federal Reserve Act of

December 2'.], 1918, was intended to harmonize, solidify

and expand the operations and credit facilities of existing

commercial banks. The country was* divided into twelve

districts, each with a Federal reserve bank owned b>' mem-

ber banks and controlled in part by them and in part by a

Federal Ecserve Board appointed hy the President. These

twelve regional banks are bankers' banks dealing for the

most pari 07ily with the member banks and the Government.

The system is intended to provide a sj'stematic pooling of

the reserves of existing banks to make them more eifective

in times of emergency ; to create a general discount market

for sound commercial paper ; to furnish an elastic cur-

rency ; to provide a means of regulating the international

flow £>t gold ; to expand the facilities for conducting and

promoting foreign trade ; and to make sound commercial

credit cheaper, more easih' available, and open to all on

more equitable terms.

80. Federal farm loan banks.—For a generation the sub-

ject of agricultural credit had been djscussed and agitated

in the United States, and various studies had been made of

land credit systems at home and abroad. Several states,

including New York, ilassachusetts and Alissouri, made
provision for rural credit banks, and from time to time bills

were introduced in Congress proposilig to establish a sys-

tem of Federal farm loan banks. jPinally, on July 17,

11)16, the Federal farm loan or rural credits law was

enacted. It is designed to promote agricultural prosperity
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by enabling farmers to borrow on farm mortgage security

at a reasonable rate of interest and for relatively long

terms. To attain this object two farm'mortgage systems are

provided, one operating through Federal land banks, the

other through joint-stock land banks. Both systems are

under the general supervision of a Federal Farm Loan
JBoard, composed of the Secretary of the Treasury, ex-oiS-

cio, and four members appointed by the President.

The act provides for the division of the country intc

twelve districts and the location of a Federal land bank

in each, with a subscribed capital stock of not less than

$750,000. Branches may be established in each district,

(Provision was made that for thirty days after the capital

stock was offered for sale anyone might purchase it, the

stock remaining unsold to be taken by the Government.)

Ultimately all stock in these banks ife to be owned by asso-

ciations of borrowers. These banks are empowered to lend

on first mortgages on farm lands in amounts of $100 tc

$10,000 for approved purposes, namely : purchase of land

for farming purposes, and of ecjuipment, fertilizers and

live stock ; construction of buildings and improvement oi

farm lands; liquidation of landowner's indebtedness exist-

ing at the time of the system's organization or incurred sub-

sequently for any of the above purpqses. Loans are limited

to 50 per cent of the value of the land mortgaged and 2C

per cent of permanent insured improvements, and are tc

run for not less than five or more than forty j^ears. Re-

payment of the mortgage money is provided for under ar

amortization plan by means of annual or semi-annual in-

stalments sufficient to meet the interest and pay off the debi

by the end of the term of the loan. In case of default thf

bank may recall the loan in whole or in part, or take othei

necessary action.

Loans are made by the Federal land banks through loca'

farm loan associations, or through bank agents approved

by the Board. Ten or more persons who own and cultivate

farm land qualified as security for a mortgage loan undei

the Act, or who are about to own and cultivate such land.
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may form such an association if the aggregate of the loans

desired by the membership is not less than $20,000. Each
member must take stock in his association amounting to 5

per cent of the sum he desires to borrow. The associa-

tion, in turn, must subscribe for stock in the bank to an

amount ecjual to 5 per cent of the sum it wants for its

members. In both cases the stock is held in trust as se-.

curity for the loan. If a prospective borrower cannot pay

for his association stock he may borrow it as a part of the

loan on his land. Under this plan, then, every borrower

must be a stockholder in his local association, and every asso-

ciation a stockholder in its district land bank. Each stock-

holder is liable for the acts of his association up to twice the

amount of his holdings. Money for the loans comes partly

from the capital of the Federal land banks and partly from

the sale by the banks of bonds secured by first mortgages on

farm lands. After a Federal land bank has loaned $50,000

on first mortgage, it may obtain permission to issue $50,000

in farm loan bonds based on these mortgages, sell the bonds

in the open market, and use the proceeds to lend on other

mortgages, repeating the process until bonds equal to twenty

times its paid-up capital are outstanding. No Federal land

bank may charge more than 6 per cent on its mortgage
loans, nor more than 1 per cent above the rate paid on the

last issue of its bonds. To make these bonds attractive to

investors they, as also the mortgages upon which they are

based, are exempted from all taxation and are made legal

investments for fiduciary and trust funds.

In addition to the twelve Federal land banks and the

national farm loan associations of borrowers, the act per-

mits the establishment of joint stock land banks with a

minimum capital of $250,000, and with authority to lend
directly to borrowers on farm mortgage security and to
issue farm loan bonds. These banks' are under the super-
vision of the Federal Farm Loan Board, but the Govern-
ment does not lend them any financial aid. They are free
from many of the restrictions imposed on the Federal land
banks. Subject to the 50 and 20 per cent value limitation
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and the limitation as to territory, they may lend more than

$10,000 to any one person, and make loans for purposes

other than those prescribed for Federal land banks. They
are limited, howexer, in their bond issues to fifteen times

their capital and surplus.

The countr_v has been divided into twelve Federal land

bank districts, and twelve Federal land banks have been

established, one in each district, as* follows : Springfield,

^lass.. Baltimore, JMd., Columbia, S. C, Louisville, Ky.,

New Orleans, La., St. Louis, ^lo., St. Paul, ]\Iinn., Omaha,
Neb., AViehita, Kan., Houston, Tex., Berkeley, Cal., Spo-

kane, Wash. The twelve land banks opened in the spring

of 1917 with an aggregate capital of $9,000,000, of which

all but about $107,000 was subscribed by the Government.

The Act provides that after subscriptions of farm loan

associations to the capital stock of a Federal land bank
shall amount to $750,000, one-fourth of all subsequent sub-

scriptions shall be apjjlied to the retirement of the stock

originally subscribed. At the close -of the year 1919, the

capital of the twelve banks had increased to over $21,-

000,000.

In August, 1919, a suit to contest the constitutionality

of the farm loan act was instituted in Missouri. The case

on appeal to the United States Supreme Court is still pend-

ing.
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CHAPTER XI

THE NATIONAL BANKING SYSTEM

81. Origin of the system.—The national banking system'

established in 1863 grew out of the financial difficulties

of the Civil War. It will be remembered that after the

adoption of the independent treasury system in 1846 the

Government had no relation with the banks of the country,

keeping its funds with the various sub-treasuries estab-

lished in several leading cities. When the war broke out

the Government was compelled to turn to the banks

for help. Instead of meeting the war expenses by taxa-

tion, it resorted to loans, which could be obtained quickly

only from the banks. The banks of New York, Philadel-

phia and Boston agreed to advance $150,000,000 in gold on

three-year notes bearing interest at 7.30 per cent to be

reimbursed from the proceeds of bond sales, and they also

undertook to market the bonds when they were issued.

In August of 1861 the Governme;it began to issue non-

interest bearing notes payable on demand at the sub-

treasuries. The banks objected to the issue of these notes

because it threatened their own circulation and also the

permanence of redemption in specie. When later in the

year heavy issues of these notes were made the banks

found that their specie reserves were falling rapidly and
on December 31, 1861, they suspended specie payment.
The Government having no adequate fund of specie to sus-

tain the mass of paper issued was likewise compelled to

suspend. Early in 1862 the Government resorted to the
issue of "legal-tender" notes without interest and with no

162
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provision for redemption. The resiilt ^Yas a general disap-
pearance of coin, a great depreciation of the whole paper
currency, and a heavy increase in the cost of carrying on
the war.

In this emergency, Congress was ready to accept a plan
for a national banking system which Secretary of the
Treasury Chase had proposed as early as 18G1. He urged
its adoption, first, to provide a market for government
bonds so as to replenish the public Treasury; and second,
to provide a safe and uniform national currenc.y. The lat-

ter purpose was finally accomplished, but the adoption of

the national system brought little aid to the Treasury dur-
ing the war. The organization of national banks proceeded
so slowly during the war that the (government received

from this source only about $100,000,000, which was less

than 4 per cent of its borrowings during the war.

The original act was defective in many respects, so in

1864 it was completely revised. Even then the state banks
which were expected to reincorporate under the new law

did not do so in large numbers. In 1865, however. Con-

gress passed a law imposing a tax of 10 per cent on aJl

notes issued by state banks. As this provision practically

made it impossible for state banks to "issue notes their con-

version into national banks soon became general. A ns,-

tional currency, safe and uniform, was thus insured; safe

because protected by government bonds, and uniform be-

cause issued by a government bureau to all banks, in the

same form and under similar conditions. The chief prcN

visions of the national bank law, as amended from time to

time, will now be briefly reviewed.

82. Bond deposit and circulating notes.—Prior to the pas-

sage of the Federal Reserve Act in 1913 each national bank
before opening for business was required to deposit with

the Treasurer of the Tinited States a certain amount of

government bonds. Against the bonds thus deposited it

was entitled to issue circulating notes up to the par value

of the bonds,^ but not exceeding the market value thereof

1 Prior to 1900 only 90 per cent.
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and not exceeding its paid-in capital. National bank notes

^ are not legal tender for private debts, but are receivable

and payable by the Government except for import duties

and interest payments on the public 'debt. Every national

bank must receive the notes of every other at par, and re-

V deem its own notes on demand at i|s own counter. It is

also required to keep on deposit in the United States Treas-

ury a sum of "lawful money" equal to 5 per cent of its

>- circulation for the redemption of its notes. This is not a

"safety fund," for each deposit belongs to the bank making

it, and is held for the redemption of its own notes alone.

The act of 1863 required each bank to redeem its notes over

its own counters only, but as amended it provided for the

establishment of redemption agencies in certain leading

cities. In 1874 a new system of redemption was provided,

making the Government responsible for the redemption of

mutilated notes from the redemption fund which each bank

must keep good at all times. The expense involved in

sending these notes to Washington and replacing them with

new notes is borne by the banks.

The present sj'Stem of redemption does not test effec-

tively and continuously the ability of every bank to redeem
its notes on demand. To apply such a test it would prob-

ably be necessary to forbid any bank to pay out any notes

except its own, as in the Canadian or Federal reserve note

plan. The chief effect of the sj^stem has been to provide a

method for replacing worn and mutilated notes with new
currency. The Government is ultimately responsible for

the notes of every national bank. It is bound to pay on

demand all national bank notes presented, and not merely
to the extent of tlie redemption fund. To protect, it in this

responsibility it has ample security as follows:
'\ (1) the

bank 's bond deposit beyond the par value of which a bank
cannot issue notes; (2) the 5 per cent redemption fund;

(3) a first lien upon the bank's as.'^ets; (4) the personal

liability of stockholders. >

Until recently banks could reduce their circulation only
by redeeming their notes over their --counters and sending
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them to AVashington to be cancelled, or by depositing
money to an equal amount in the Treasury, receiving an
equivalent amount of the bonds deposited. Prior to the

enactment of the Federal Reserve law the total amount
of bank notes that could be retired by all the banks in the

system in one month was $9,000,000^; but provision was
made in the new law for the gradual withdrawal of all

national bank notes and the substitution of reserve bank
notes. National bank notes are subject to a federal tax at

the rate of one-half of 1 per cent annually when secured

by 2 per cent bonds, and 1 per cent when secured by bonds

bearing a higher rate.

It_js-ar-e0mmotr 'fallacy tbat natiodal banks through the

note-issue privilege make a double profit, by receiving in-

terest on the bonds deposited with the Treasury and again

on the lending of the notes issued to the bank on these

bonds. The fact that thousands of banks have preferred

to organize under state charters, and the further fact that

in recent years the amount of bank notes outstanding has

been less- than_70 per cent of the total amount which the

national banks could legally issue, offers sufficient refuta-

tion of the double or extraordinary profits theory. A
bank makes money by lending its credit in the form of

deposits or of bank notes. Profit is made upon deposits

in precisely the same way as upon notes. A national bank

"lias the advantage over other banks of being able to

choose between the two methods of using its credit, but its

investment is limited to its capital plus its credit which

is also the measure for non-issuing banks.' The profit

which a national bank can make by lending its credit in

the form of circulating notes depends largely upon the

premium it must pay on the government bonds purchased.

It also depends upon the current rate of interest and the

opportunity the bank has of lending the money if it does

not use it to purchase bonds. The bank receives no in-

terest on the money used to buy bonds in excess of the

' Prior to 1908 only $3,000,000 a month.

2 Dunbar: Economic Essays, p. 183.
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amount of notes received for issue. Tlie annual reports of

the Comptroller of the Currency show that in recent years

the profit on national bank circulation in excess of 6 per

cent on investment in the bonds has been from less than 1

per cent to 1% per cent, varying with the issues and prices

of bonds deposited as security.

The banking act requires each bank before declaring a

dividend to carry one-tenth of its net profits for the pre-

ceding half-year into a surplus fund until it has accumu-

lated a sum equal to 20 per cent of its capital. Many
hanks provide a surplus fund at the time of organization;

thus, for example, if the subscribers raise $500,000 to

start the bank, they may choose to divide that amount into

$250,000 capital and $250,000 surplus.

83. Reserves.—To insure prompt payment of its deposit

liabilities each national bank is required to keep a reserve

of lawful money which includes gold and silver coin, gold

and silver cerllficates and United States notes. In the

original act certain cities were designated as "reserve

cities" and in those cities, prior to 1914,, each national

bank was required to keep a reserve equal to 25 per cent

of its deposits. Banks in non-reserve cities, commonly
known as "country banks," were required to keep only 15

per cent reserve. In three of the largest cities. New York,

Chicago and St. Louis, called "central reserve cities,"

banks were required to keep their 25 per cent reserve in

their own vaults. Banks in the reserve cities, however,

were allowed to keep one-half of their legal reserve in

central reserve cities, and banks in the non-reserve cities

might keep three-fifths of their reserves in reserve cities.

The actual cash reserve required to be held in its own
^^aults by each bank was, therefore, only 6 per cent for

country banks and 12J per cent for the reserve city banks.

Wlien a bank's reserve falls below the legal minimum it

cannot increase its liabilities by making new loans or dis-

counts, except by the purchase of sight bills of exchange,

nor declare any dividend until the reserve is restored. Be-

cause banks in the reserve cities ordinarily have better
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facilities for loaning- funds at all seasons, the.y have been

willing to pay a low rate of interest on the reserve bal-

ances of country banks, though such balances are subject

to withdrawal at any time. This resulted in a concentra-

tion of a large part of the reserves of the national banks

in central reserve cities, especially in New York. But the

New York banks loaned these "bankers' balances" as

freel.y as individual deposits, keeping as a rule only the

required reserve against them. In order to have cpiick

control over these deposits New York banks habitually

loaned a considerable part of them .on call. The demand
for such loans comes from stock brokers and others deal-

ing in speculative securities. As a result of the piling

up of reserves in New York and the lending of them for

speculative purposes the reserve system as a whole was

unstable and broke down repeatedly under financial stress.

This pyramiding of reserves was long recognized as one of

the chief weaknesses of our banking and credit system.

The Federal Reserve Act of 1913 reduced the percent-

age of reserve which each class of national banks is re-

quired to keep and provided for the deposit of part of

these reserves in the twelve Federal reserve banks where

thej^ will be immediately available when needed to meet

sudden or unusual demands for money.

^

84. Powers.—The national bank act gives national banks

the following general powers : to re'eeive deposits ; to dis-

count promissory notes, drafts, bills .of exchange and other

evidences of debt; to buy and sell exchange, coin and

bullion; to loan credit on personal security; to issue cir-

culating notes; and to exercise such incidental powers as

shall be necessary to carrj^ on the business of banking.

A national bank cannot become indebted to an amount

exceeding its capital except for circulating notes, deposits,

drafts against its own funds, unpaid dividends, liabilities

inciifred under the provisions of the Federal Reserve Act,

and liabilities created by the indorsement of accepted bills

of exchange payable abroad actually owned by the bank

1 For details regarding reserve requiremepts, see p. 122.
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and discounted at home or abroad. The capital cannot be

withdrawn in the form of dividends or otherwise. If the

capital should become impaired by bad debts or otherwise,

it must be restored within three months under penalt)' of

being closed by the Comptroller. A national bank cannot

lend, directly or indirectly, more than one-tenth of its capi-

tal and surplus to one person, firm or corporation, except

against drafts and bills of exchange secured by shipping

documents, commercial paper of other makers actually

owned by the borrower, or notes secured by government

obligations.^ It cannot make loans on the seeurit}' of its

own shares, or buy or hold them unless they are taken as

security for a debt previously contracted, in which case

they must be sold within six months. A national bank may
own only such real estate as is necessary for the conduct

of its business and such as comes into its possession in the

settlement of previously contracted debts. If it takes real

estate in this wa}' it must dispose "of it within five years.

Under the Federal Reserve Act and its amendments, how-

ever, a national bank not in a central reserve city may
loan 25 per cent of its capital and surplus or one-third of

its time deposits on improved and unincumbered farm
land or real estate within a radius of 100 miles. Such
loans are limited to 50 per cent of the actual value of the

property, and may not run for more than five years on

farm land or one year on real estate. Under the Fed-

eral Reserve Act national banks are given certain fiduciary

powers, and by an amendment passed in 1916 country

national banks are authorized to act as insurance agents

and as brokers in placing loans on real estate. Section 13

of the original Act empowered member banks, within pre-

scribed limitations, to
'

' accept
'

' drafts or bills of exchange,

having not more than six months to run, arising from the

importation and exportation of goods. By subsequent

amendments the privilege of acceptance was extended to

1 Tor loan limits set by Section 5200 Revised Statutes of the
TTnited States as amended September 24, 1918, see Annual Report of

Comptroller of Currency, 1919, p. 138.



THE NATIONAL BANKING SYSTEM 169

domestic shipments when secured by shipping dociaments

or warehouse receipts, or for tlie purpose of furnishing

dollar exchange as required by the usages of trade in

foreign countries. Under the national bank act national

banks were not_j2erraitted. to establish branches, but by an
amendment to Section 25 of the Act of 1913 national banks

with capital and surplus of $1,000,000 or more were per-

mitted, subject to the will of the Reserve Board, to estab-

lish foreign branches, and to invest not more than 10 per

cent of their capital and surplus in American banks or

corporations engaged in foreign banking. An amendment
of 1919 provided that until Januarv 1, 1921, any national

bank might invest 5 per cent of its capital and surplus in

the stock of corporations principally engaged in operations

to facilitate the export of goods.

85. Relation to the Treasury.—The policy of separating

the fiscal activities of the Government from banks and
banking which was adopted with the establishment of the

independent treasury sj'stem, was abandoned when the na-

tional banking system came into existence. Intimate re-

lationship was established between the national banks and

the Government through the requirement that every bank
should buy government bonds, and become subject to the

supervision of a government official, the Comptroller of

the Currency. He supervises all the details involved in or-

ganizing and chartering the banks, the issue and redemi?-

tion of circulating notes, and enforces the various pro-

visions of the national bank act. Under his direction all

the banks are examined periodically to see that they are

conforming to the requirements of the law and are solvent,

and once a year he makes a report to Congress showing in

detail the condition of all banks in the system. Public

revenues except customs receipts may be deposited m
banks to be designated as public depositories by the Sec-

retary of the Treasury, who must require the deposit of

government bonds '

' and otherwise " as a security for their

repayment. Provision was made also for using the banks

as fiscal agents of the Government^ and in this relation,
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notably during the late war, tliey have rendered valuable

service in placing public loans and in refunding the public

debt.

Until 1908 the banks were not required to pay interest

on deposits of CTOvernment funds. In that year an act

was passed requiring them to pay interest at the rate of

at least 1 per cent on public deposits and on May 1, 1913,

the rate was raised to 2 per cent. A few banks refused to

pay the higher rate and their holding's of government de-

posits were apportioned to other banks. On the date men-

tioned there were 607 national banks acting as government

depositories holding a total of about $53,000,000. The

amount of government mone}- held by the banks was never

large until 1901 when for the tirst time the $100,000,000

level was reached. At the close of 1898 government de-

posits were only $38,748,000, but at the end of the year

1907 they amounted to nearly $250,000,000. In one month

of that year the Treasury deposited in the banks nearly

$80,000,000 to help check the panic. Banks are not re-

quired to keep a reserve against government deposits.^

86. Organizing a national bank.^The first official step

in the organization of a national bank is an application to

the Comptroller of the Currency, signed by at lea,st five

persons who expect to become stockholders. This applica-

tion miist state the residence, occupation and financial

standing of each person signing, also the exact title of the

proposed bank, its location and the amount of capital it is

to have. The application should bear the indorsement of

a United States Senator, Representative or other promi-

nent public official. This formal request for permission to

organize a bank does not imply that the Comptroller will

sanction it. Because bank stock is generally a very desir-

able investment, manj' banks are proposed without due re-

gard for their necessitj' or their prospects of success.

Before passing upon the application, the Comntrollcr pro-

1 Under the Federal Reserve Aot, the Secretary of the Treasury is

authorized, at his discretion, to ilcposit *Governinent funds in the

Federal Eescrve banks.
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cures throuffh the bank examiners, the state banking de-

'sources all availablepartment, and other trustworthy

information regarding the character and standing of the

applicants, the need for a bank, and the probability of its

suc&ess. Out of 125 applications for authority to organize

national banks in the year ending October 31, 1910, 315

were approved and 71 rejected. The rejections were due

to : ample banking facilities alreadj- existing in the place

;

population and business too limited to warrant success

;

character of the applicants and others interested/

Upon receiving the approval of the Comptroller, the

organizers next execute "articles of association," stating

the, title and location of the bank, the number of directors,

with their names if they have been elected, the amount of

capital stock, etc. The articles of association must be

signed by at least five persons, and certified by the presi-

dent or cashier.

At the time of, or after the execution of, the articles of

association, the same persons must execute an "organiza-

tion certificate," stating the title, location and amount of

capital, and the names and rcsidendcs of all the subscrib-

ing stockholders. The minimum amount of capital re-

quired to start a national bank varies with the size of the

place.

Popiilation Capital

3,000 or less $25,000

6,000 or less 50,000

50,000 or less 100,000

Over 50,000 200,000

Prior to 1900 the minimum capital of a national bank

was $50,000. The change to $25,000 was followed by

a rapid increase in the number of small banks, not only in

the sparsely populated states but also in the older states

in the eastern part of the country. There is no legal limit

to the maximum amount of capital a national bank may
have. One-half of the capital must be paid in cash at the

1 Eeport of the Comptroller of the Currency, 1910, p. 2.5.
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time of organization, and the rest in installments of not

less than ten per cent a month, though all may be paid in

a shorter time.

If the articles of association do not name the first board

of directors, they should now be elected or appointed.

There must be at least five directors, each a citizen of the

United States and owner of at least ten shares of stock.

If the capital of the bank does not exceed ,$25,000, the

director need not own more than five shares of stock.

Three-fourths of the board must have lived at least a year

in the state or territory, and must continue to live there

while serving as directors. Each director must take an

oath that he will diligently and honestly administer the

affairs of the association and will not knowinglj^ violate

the law or willingly permit its violation. Violation of this,

oath may occasion the dissolution of the bank.

As soon as practicable after the directors have been

chosen, they should elect the president, vice-president and

cashier, elect or appoint such other officers as may be re-

quired, and adopt by-laws defining and regulating the

duties of the officers, the holding of elections, and other

matters affecting the internal organization of the bank.

The directors now call in the subscriptions to the capital

stock. As soon as the rcciuired 50 per cent is paid, a cer-

tificate of payment, signed and sworn to by the president

or cashier, is executed in duplicate, one copy going to the

Comptroller, the other being kept by the bank. At this

time the directors should procure a bank seal, bearing the

full corporate title of the bank, including the name of the

cit}'.

Previous to the passage of the banking law of 1913 all

national banks were required to deposit registered govern-

ment bonds with the Treasurer of the United States, which
bonds or others afterwards substituted for them, were to

remain on deposit with the Treasurer during the bank's
existence. Ba:iks having a capital of $150,000 or less were
required to deposit bonds equal to at least one-fourth of

their capital, and banks with a larger capital deposited at



THE NATIONAL BANKING SYSTEM 173

least $50,000 of bonds. Against the 'bonds thus deposited

circulating notes could be taken out to the par value of

the bonds, but not exceeding the cap.ital stock of the bank.

All national bank notes are siipplied through the office

of the Comptroller who has the plates engraved and the

notes printed. The bank has to pny for engraving the

plates, but no charge is made for printing the notes. Na-

tional bank notes are usually in deuominations of $5, $10,

$20, ^$50 and $100, but not more than one-third of tlie total

issue may be in $5 's.^ The new notes are sent by express

to the issuing bank at the bank's expense. After being

signed by the president or vice-president and the cashier,

they are ready for circulation. Since the passage of the

Federal Reserve Act all national banks are recjuired to

join the Fedei'al Eeserve System, subscribing 6 per cent of

their capital and surplus to the capital of the Federal Re-

serve bank in their respective districts.

All the requirements of the law having been observed

and the necessary papers duly filed, the Comptroller issues

a certificate authorizing the bank to begin business. This

certificate or charter gives the bank the right to carry on

business for twenty years. At the end of that time the

charter may be extended for another twenty years, and

re-extended for a like period. Since the passage of the

national bank act Congress has twice provided for the

extension of charters, first in 1882 and again in 1902. Ap-

plication for extension of the charter must be made to the

Comptroller, accompanied by the required amendment to

the articles of association. This amendment must be signed

by the holders of at least two-thirds of the stock. The

Comptroller has a special examination made of the condi-

tion of the bank. If the report of the examiner is favor-

able, the Comptroller issues a certificate of extension.

State banks may be converted into national banks (1) by

having the owners of two-thirds of the capital stock au-

thorize a majority of the directors tq execute an organiza-

1 In 1918 the issue of $1, $2, .$500 and $.1000 notes was authorized,

but thus far none have been issued.
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tioii certificate; or (2) by going into voluntary liquida-

tion and reorganizing according to the formalities described

above. Tlie method of organizing Federal reserve banks

is explained in the last chapter.
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CHAPTER XH

ADMINISTRATIQN

87. Stockholders.—Great care should be exercised in se-

lecting the stockholders of a bank for they are the source

of all ultimate authoritj'. Stockholders receive from the

banks certificates of stock, signed bj^ the president and
cashier certifjdng to the number of shares of stock to which

they are entitled. The par value oi; national bank shares

is $100. Everj' bank keeps a stock book containing blank

certificates attached. AVlien a certificate is issued to a

stockholder, it is numbered, and the same number is put on

the stab together with the date of issue, the number of

shares and the name of the holder. In this way the stub

is a copy of the essential parts of the certificate. Stock

certificates are usually transferable -onlj^ on the books of

the bank upon surrender of the certificates. Transfers

must be made in person or by authenticated power of at-

torney. When transfers are made' a new certificate is

issued to the new holder, and the surrendered certificate is

cancelled and pasted in the stock book opposite its stub.

If a stockholder transfers only a part of his shares, the old

certificate is surrendered and two nesv ones are issued, one

to the new holder for the number of his shares, and an-

other to the old owner for the number of shares still re-

X75
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tained. Most banks keep a stock ledger containing a record

of stockholders ' accounts and each transaction in the stock.

Stockholders of national banks, and of some state banks,

are liable in case of failure of the bank for an amount
equal to their holdings. Suppose, for example, that

through bad management or fraud a bank having a capital

of .^2,000,000 and deposits of $5,000,000 fails; in such a

case tlie stockholders not only lose their investment, hut

they are liable for $2,000,000 more which will be used to

pay the depositors as far as it will ^'O. In the past there

has been much evasion of this liability and efforts have

been made to fix more firmly the liability of stockholders

for the debts of failed banks. This has at last been

brought about by the Federal Reserve Act, a section of

which provides as follows: "The stockholders of every na-

tional banking association shall be held individually re-

sponsible for all contracts, debts and engagements of such

association, each to the amount of his stock therein, at the

par value thereof in addition to the amount invested in

such stock. The stockholders in any national banking

association who shall have transferred their shares or

registered the transfer thereof within sixty days next be-

fore the date of the failure of such association to meet its

obligations, or with knowledge of such impending failure,

shall be liable to the same extent as if they had made no

such transfer, to the extent that the subsequent transferee

fails to meet such liability."

88. Directors.—The national bank act requires that

every national bank shall have af least five directors.

There is no legal limit to the maximum number and some

of the large city banks have boards of fifteen, twenty-five,

or more directors. Every director must be a citizen of the

United States and at least three-fourths of them must be

residents of the state or territory where the bank is located,

during their continuance in office, and must have resided

there for at least a year before their election. Each di-

rector must own at least ten .shares (five shares where the

capital is $25,000) of the capital stock of the bank, -which
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must not be hypothecated or pledged for any loan or debt.

The board of directors are responsible in a general way
for the entire policy and administration of the bank, and
the measure of its success will depeUjd upon their ability

and integrity. They choose from thtir own number the

president of the bank who is usually the president of the

board also, and the cashier who acts as secretary of their

meetings. They appoint all the employees either directly

or by approval of those selected by the officers. They are

responsible for the employment of the bank's funds in

loans and investments, and they determine the disposition

of its earnings. In short, though the details of conducting

the bank's everyday business must be left to the officers

and clerks, the board of directors are responsible ultimately

for everything done or projected by the bank. Further-

more, each director takes an oath that he will, as far as

the duty devolves upon him, diligently and honestly ad-

minister the affairs of his bank, and will not knowingly

violate, or willingly permit to be violated, the banking law.

In case of such violation every director who participates

in or assents to it is liable for damages which may have

been sustained in consequence of it.

In earlier years these very important duties and respon-

sibilities were often lightly assumed and just as lightly

performed, but more and more public opinion is demanding
of bank directors closer attention to the affairs of the bank.

It is not customary to pay salaries to directors, yet the

conscientious director has to give a good deal of his val-

uable time and thought to the bank's affairs. In some of

the larger city banks directors receive a fee for each meet-

ing they attend, but this does not compensate for the time

they must take from their own business. Occasionally an
influential business man will permit his name to be pro-

posed for director though he realizes that he cannot give

the position proper time and attention. He may feel flat-

tered by the honor of so dignified a position, or he may
think that it will give him added business prestige. No
one, however, should accept the position of director who
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cannot faithfully discharge the obligations of the position.

Various considerations enter into the selection of the

board of directors. Sometimes they are chosen because

they are among the largest stockhoklers, and so have a keen

interest in the prosperity of the bank. In too many eases

a small group of men secure a majority of the shares and

elect themselves and their close associates to the board in

order to control the policy and resources of the bank.

Often an influential citizen is chosert because he will bring

a large amount of business to the bank. A bank tries to

have on its board prominent representatives of leading

lines of business in the town. The most important duty of

the directors is lending the funds of the bank. Applica-

tions for loans come from men in various lines of trade,

and it is advantageous to have on the board a person who

has special knowledge of the business in which the appli-

cant is engaged. Above all, a bank director should be a

man of unblemished character, enjoying the respect of

the community, and a reputation for sound judgment,

prudence and common-sense. If he is a director in other

important business concerns, insur&nce companies, trust

companies, banks and railroads, it indicates that other men
think well of him, and can work harmoniously with him in

positions of responsibility. There has been a marked

tendency in recent years toward "community of interest"

among different types of financial institutions by means of

interchange of directors. Thus one or more directors of a

powerful trust company arc elected to the directorate of

a national or state bank and vice versa. Something of the

same purpose is found in the growing practice of electing

to the board of the large city banks directors of financial

institutions in other cities with which it may be desirable

to have close business relations. The Clayton Act of 1914

forbade "interlocking directors" in .banks with more than

$5,000,000 of capital, surplus, and de])osits, and provided

that no bank in a city of over 200,000 inhabitants should

have as an officer, or employee and director, an officer or

employee of any other bank in that place. The Kern
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amendment to the Clayton Act, api)rovecl May 15, 1915,
provides, however, that with the consent of the Federal
Reserve Board bank directors or officers of member banks
in the Federal reserve system may be ofScers or directors
of two other banks organized under state or national laws
where such other banks are not in substantial competition
with such member banks. A bill wal passed in May, 1 920,
further amending this Act so as to permit private "bankers
to serve as directors of foreign banking corporations organ-
ized imder the Edge Act.

89, Duties and responsibilities.—In recent years no ques-

tion affecting banking affairs has been more widely dis-

cussed than that of the duties and responsibilities of di-

rectors. The legal duties and responsibilities are clearly

defined and to-day, it may be said, are performed with

reasonable care and fidelity. But in the banking business

there is a great range of duties other than those prescribed

by law, and it is here that had judgment, dishonesty or

ignorance maywork lasting harm to the bank. Some years

ago. Comptroller Ridgely said in a public address :

'

' When
a bank does fail, it is the fault of the board of directors."

Now, it is clear that directors cannot have personal knowl-

edge of all the varied details of the bank's business. To
do so would require them to give almost as much time and

attention to the bank as they do to their own business.

Pew men would be willing to serve under such onerous

conditions. Moreover, this detailed work is what the

president, cashier and clerks are employed to do. It would

seem that directors have discharged;their duty when they

exercise care in selecting the officers of the bank, attend

directors' meetings with a fair degree of regularity, and

keep careful watch upon the loans of the bank. The courts

have held, however, that
'

' the duty of the hoard of direct-

ors is not discharged by merely selecting officers of good

reputation for ability and integrity, and then leaving the

affairs of the bank in their hands without any other super-

vision or examination than mere inquiry of such officers,

and relying upon their statement until some cause for sus-
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picipn attracts their attention. The board is bound to

maintain a supervision of the bank's affairs, to have a

general knowledge of the character of the business and the

manner in which it is conducted, and to know at least on

what security its large lines of credit are given.
'

'

^

One of the earliest cases decided by the United States

Supreme Court in relation to the liabilities of national

bank directors was that of Briggs v. Spaulding. The

creditors brought suit against the directors for neglecting

their duties. It was shown that the directors failed to

attend the meetings or to examine into the management
of the bank's affairs, but left the executive officers to

manage the bank without supervision. Mr. Spaulding was

an old, infirm man and it was diiBcult for him to attend

the meetings, and another director had been in Europe

for some time. Most of the directors, however, had no

good reason for non-attendance. In this case the court

said :

'

' Directors of a national bank must exercise ordi-

nary care and prudence in the administration of the affairs

of a bank, and this includes something more than officiat-

ing as figureheads. They are entitled under the law to

commit the banking, business as defined, to their duly

authorized officers ; but this does not absolve them from the

duty of reasonable supervision, nor ought they to be per-

mitted to be shielded from liability because of want of

knowledge of wrong-doing, if that ignorance is the result

of gross inattention. "

-

90. President.—The president of a bank is selected by
the directors from their own number and is usually re-

elected from year to year. He generally presides at their

meetings, reports to them or has the cashier report upon
the doings of the bank and sees to it that their directions

and policies are carried out. In the small country bank
the president is often only the nominal head, chosen be-

cause of his wealth or influence and not expected to be

active in its management. Again a president may be se-

' Gibbons v. Anderson, 80 Fed. Rep., 345.

' Briggs V. Spaulding, 141 U. S., 132.

13
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leeted who has large business interests outside the bank,
but who is recognized as the ablest man on the board and
the natural choice for the position. In either case much
of the active management of the bank must be left to the
cashier, but the latter type of president, by his energy
and ability, is likely to dominate the entire policy of the

bank. The active president of the larger bank is usiiallys

a trained banker, who has been, perhaps, vice-president or

cashier, and who entered the bank as messenger or book-

keeper.

The chief single duty of the president has to do with
lending the bank's funds. In some banks the manage-
ment of loans and discounts is left largely to the discretion

of the president with but slight supervision on the part of

the board of directors. It may safe'ly be stated, however,

that the "one-man bank" is never on as sound a basis as

a bank in which the loans are carefully considered by a

capable board of directors. As a general rule the presi-

dent is given wide authority in granting loans, subject to

maximum limits established by the board. In some banks
the board of directors, or a finance or discount committee,

meets every day or several times a week to pass upon the

paper offered for discount, thus relieving the president of

much of the responsibility. The modern practice of re-

quiring borrowers to submit detailed statements of their

business, and an alert credit department, have been great

aids to the president and the board in making loans and

discounts.

In many of the smaller banks fhe vice-president has

very little to do. Often he is merely one of the directors

who temporarily assumes the duties of the president in his

absence or in case of his disability. The signing of cir-

culating notes is the only duty that the vice-president

is especially authorized by law to perform, and this of

course only in the absence or inability of the president.

In large banks, however, the vice-president shares with the

president in the active management, and is a very busy

man. He receives customers, looks after certain classes of
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loans, manages some particular department, and relieves

the president of many routine duties. As a result of con-

solidations a bank in New Yorii lias no less than twenty-six

vice-presidents and several assistant vice-presidents, all

active in the management of the banli and its branches.

91. Cashier.—The cashier is the chief executive officer

and has general oversight of the internal workings of

the bank. lie should be thoroughly familiar with the

details of all the departments, (generally he has had

practical experience in the various departments of the

bank and so can intelligently advise and direct the force of

tellers and clerks. He usually acts as secretary of the

board of directors. He verifies reports and certificates,

and signs the circulating notes. The stock ledger and the

dividend book are usually in his charge. He is responsible

for the funds, securities and valuables- of the bank; he

signs the cashiers' checks, bank drafts and vouchees ; and

in some cases attends to the buying and selling of ex-

change. He may rediscount paper or pledge securities for

borrowing money for the bank, but such dealings should

be with the knowledge and consent of the directors.

New depositors are referred to the cashier, and he is

careful to satisfy himself that their accounts are desir-

able. A bank is not compelled to accept any and every

account, and subsequent loss can sometimes be guarded
against by refusing the accounts of undesirable firms.

Some banks make it a rule not to carry any account below

a certain minimum amount. The cashier is expected to

know the condition of the bank at all times and to be able

to advise the officers how any department stands. Every
day the head bookkeeper makes up for him a condensed
statement of the assets and liabilities^ so that he can tell at

a glance the condition of the deposits, loans, cash reserves

and other important items. Another duty that falls to

the cashier is to conduct the eorjespondence. In the

larger banks having many correspondents this is a task oi

great magnitude and importance, aud has to be divideO

up among several assistants.
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In small banks where a special credit department is not

warranted, the cashier is the chief credit officer. Though
he may not have authority to grant loans he usually has

to supply to the loaning officer or committee information

regarding the credit and financial responsibility of the ap-

plicant. Foi'nierly tlic cashier was not allowed to hold

stock in his own bank, but now he is generally a stock-

holder and often a director. Surely as a stockholder he

loses nothing of his interest in the general welfare and
prosperity of the bank. Because of the many duties re-

quired of the cashier, the larger banks find it necessary to

give him one or more assistants. In the New York bank
mentioned above as having twenty-six vice presidents, there

are twenty-five assistant cashiers. As indicated by the

title, the duty of the assistant cashier is to assist the cash-

ier in such ways as he or the directors may outline, and
to perform the official duties of the Cashier in his absence.

Some city banks retain a legal adviser, who may or may
not be a stockholder and director. Pie passes upon all legal

questions that arise affecting business paper, transfer of

stock, the management of real estate, the validity of eon-

tracts and documents and similar matters. The larger

banks and trust companies also have an auditor, who super-

vises the accounts, vouchers and records.

Having traced the more important duties of the officers

of a bank, we may now proceed to describe the duties of

the clerks and employees.

93. Paying teller.—Next in rank a-fter the cashier is the

paying teller who is the disbursing officer of the bank.

He has immediate charge of the cash required for current

business and is responsible for all out-going funds. The

position, then, is one of great responsibility rec[uiring a

high order of ability and expertness in handling money
and in judging people. The paying tell«r should be a

man of irreproachable character and endowed with quick,

sound judgment, patience and imwavering courtesy. Next

to unflinching honesty the quality of unfailing courtesy is

required of every bank employee whose duties bring him
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Into contact with the public. The customer seldom sees

the officers of the bank, and he is likely to judge the

bank by the tellers and clerks whom he meets daily in

making deposits and drawing cash.

Each morning- before business opens the teller takes from

the vaults, to which, perhaps, he alone has access, the

amount of money that he expects to need during the day.

If necessary he may draw additional money from the re-

ceiving teller during the day, giving the proper receipt for

the same. His money drawer is divided into sections each

coTitaining notes of different denominations. For conve-

nience in counting and handling the bills are tied up in

packages of convenient amounts, a package of fives con-

taining $250, a package of twenties $1,000, and so on. For

large payments on pay-rolls or to banks these packages

are not recounted, but for ordinary payments over the

counter they must of course be broken. Coins, too, are

made up into rolls of convenient amounts, which are

broken up as required. Some bapks use an ingenious

machine, called the "automatic cashier," in which coins of

the several denominations arc so arranged that by pressing

a key the required coin or amount appears. It is evident

that the paying teller must be familiar with the different

kinds of money and expert in handling it. A wrong

amount paid out by mistake may me^an serious loss to the

bank.

The principal duty of the paying teller is paying out

money on the checks of depositors. In doing so, he must

have regard to at least three things : first, is the cheek

genuine; second, is the drawer's account good for the

amount ; third, is the person presenting the check entitled

to the money. The teller must be careful not to pay raised

or forged checks, for when the money is paid out recovery

is difficult and the bank rather than the depositor is usual-

ly responsible for the loss. The paying teller should be

sufficiently familiar with the signatures of depositors to

detect any forgery or irregularity. Obviously no teller

can be sure of the sienature of every one of the bank's
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customers. To aid him he has access at all times to the
signature book or card which every customer is asked to
sign upon opening- an account. Frequently checks an;
presented bearing- several indorsements. If one of thesi;

indorsements be forged and the bank pays the check it is

liable to the true o-\vner. The holder of a check bearing a
forged indorsement is not a rightful

: possessor even though
he is innocent of the forgery. The bank, therefore, has no
more right to pay him than to pay upon a forged signa-.

ture. To guard against the raising of their checks many
large firms no-w use a machine -ivhich perforates or cuts
out of the check the amount in dollars for -which it is

dra-wn.

The paying teller keeps himself as familiar as possible^

with the accounts of all depositors, to avoid unnecessarji'

overdrafts. Many customers have large balances at all

times, and the teller soon gets to kno-w these and honora
their checks -without hesitation. Even if a cheek is paid
for an amount in excess of the balance, the teller knows
that it -will be made good at once. .The checks of the de^

positor -who has a small and tluctuatirig balance have to be

-watched more carefully; paj-ment of overdrafts by such
customers is always attended with risk.

The paying teller should be sure that the presenter ol

the check is the rightful person to receive the money. A
depositor has the right to draw his cheeks either to some
one's order or to bearer, and the bank must respect that

right and at the same time protect the interests of the

depositor. If a check is made payable to "bearer" or isj

indorsed in blank, the teller may safely pay the presentei/

unless there is reason to suspect that he is not a bona fidci

holder or owner. Though the bank cannot legally requirfi

the holder of a bearer check to indorse it, the custom is to

require indorsement. The bank then has a voucher or re^

eeipt for the payment in case of dispute. Furthermort,

since the bank is under legal responsibility to the depositor

to pay out no funds on his account except to the proper-

payee or his order, it has the right to demand that a
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Btranger presenting a check shall be identified. Cheeks

aometimes come to the bank through the mail or the clear-

ing house without indorsement. Cheeks coming through

the clearing house each day arc examined by the paying

teller or by the individual bookkeeper to cheek up signa-

tures and indorsements and to be sure that there are suffi-

cient funds to the credit of the drawers. If the funds

are not sufficient the checks should be returned to the

banks from -which they came with -the cause of non-pay-

ment noted on the check, thus, "not sufficient funds,"

"not suff. " or "n. s. f. " A better practice is not to mark
the check but to use a printed slip, giving the proper term,

which is pinned or pasted to the check. It is usual to

consult the cashier before returning an overdraft, check.

Jt may be that the drawer is a very good customer, who
has by mistake overdrawn his account, or whom the bank
for some reason or another does not wish to embarrass. In

such a case the bank may hold the check and notify the

eustomer at once of the overdraft. Sometimes it happens
that a check is presented which would overdraw the ac-

count as shown on the individual ledger, bat which, be-

cause of a recent loan or deposit or collection that has not

yet ^gone through the books, should not be refused. The
bank is responsible for any loss that *a depositor may suffer

through its dishonor of his check when he has funds in

the bank to meet it.

Frequently checks are presented not for payment but
for certification or acceptance. Certification is made by
wrriting across the face of the check or stamping the word
"Accepted" or "Good when properly indorsed" with the

date and name of the teller. The latter form of certifica-

tiim is used generally when the clreck is improperly in-

dorsed, yet the presenter wants to have it accepted at

once in order to make sur-e of final payment. With the

C(U'tified check in his possession he is «ure that the amount
ivill be set aside to meet the check whenever presented,
and he can take his time in seeuriii* the proper indorse-
ment. Some banks will not certify dhecks at all, and most



ADMINISTRATrON 187

of them refuse to certify for small amounts, preferring to

accept the check and issue for it a cashier's check, bank
draft or due bill. This lessens the danger of forgeries or

alterations, and relieves the bank of the necessity of hold-

ing the amount of the certified cheek as a kind of special

fund reserved to meet it. A record must be kept of all

certified or accepted checks for they tire at once charged to

the depositor. National banks are forbidden by law to

certify checks for amounts exceeding; the drawer's balance,

but the law is not strictly enforced. Banks that practice

over-certification do it because it pays. Depositors who
ask for this favor are expected to keep a large balance in

the bank which it can loan at a profit. The more conserva-

tive banks which permit over-certification protect them-

selves by requiring security in the form of stocks and
bonds. This, of course, is only another form of a bank

loan, and may be perfectly safe. Over-certification aa

practiced by the AA'all Street banks will be discussed more

fully under the heading of collateral loans.

^

Sometimes the drawer of a check wants to stop payment

on it, for some good reason. If he a'dvises the bank not to

pay that particular check it is bound to observe his direc-

tion. The paving teller, therefore, should always have be-

fore him a list of these stopped checks. The teller must

also watch for post-dated checks, -that is checks dated

ahead, which should not be presented or paid prior to the

date written on the check. It is permissible for the holder

of a check to insert the date when by an oversight it has

been omitted. The holder of a check should present it for

payment within a reasonable time. The general rule is

that a check drawn on a bank in the city where the payee

lives must be presented for payment on the day of its re-

ceipt or the day following. Ordinarily a check is de-

posited the day it is received or the next day, and is pre-

sented to the drawee bank through fhe clearing house the

following day, or if the drawee bank is in another city the

depositor's bank sends it forward promptly for collection.

1 Sections 1.32. 133.
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Sometimes a "stale" check is presented bearing a date

weeks or months past. If the drawer has funds in the

hank it is a valid claim ahd must be paid. But since

checks are usually presented promptly for payment the

teller should satisfy himself as to the cause of the delay.

The paying teller must keep certain records or books.

The amounts of all checks paid are entered on the cheek

"scratcher." All paid checks should be cancelled by being

stamped or punched with the date of payment. Each day

after banking hours the teller makes up the "teller's

PAYfNG TELLER'S PROQE 191_ 1
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proof" testing the correctness of his work. His records
show the amount of cash with which he began in the morn-
ing. During the day he may have made payments upon
cashier's orders or in cashing checks presented directly by
other banks or in settlement of a "debit balance" due to

the clearing house, in addition to cashing checks upon his

own bank. On the other hand he may have received cash

by transfers from the receiving teller or there may be a

"credit balance" from the clearing house to be added to

his cash. The balance of these receipts and payments must
"prove," that is, correspond with his cash. Some banks
keep a "Teller's Settlement Book"; showing the cash bal-

ance at the beginning of the day, the various amounts re-

eeived from different sources, the sums paid out on checks>

etc., and the balance on hand. This cash balance is

itemized to show the different kinds of money and the

amount of each. If the teller's proof does not balance to

the cent the difference is entered as "over" or "short."

Finally the teller makes up a slip or schedule on which he

enters all the cash of various kinds—gold coin, gold cer-

tificates, "legals, " national bank notes; with the amounts
of each and the total.

In large city banks several paying tellers are required

and the receiving tellers and other department clerks may
need similar assistance. The " unit .system " under which
all tellers both pay and receive has -been adopted in some
banks.

93. Receiving teller and deposits.—The receiving teller

ranks next in importance after the paying teller; in

reality he is the first assistant to the paying teller. In

^rnall banks where the business does not .justify a separate

note teller and collection clerk, the receiving teller takes in

and accounts for all the funds which come into the bank;

in the large city bank his main duty is to receive the

deposits that come in directly over the counter. His posi-

tion is one requiring care, accuracy and courtesy since cus-

tomers are likely to judge the bank by his manner of treatr-

ing them. Every deposit should be accompanied by a
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deposit slip or ticket showing- the amount of coin, notes,

cliecks and other documents representing money. The re-

ceiving teller should verify each item and the total and

make sure that all cheeks, drafts and other negotiable

papers are properly dated and indorsed by the depositor

before entering the amount of the deposit in the custom-

er's pass book. In some banks the receiving teller writes

his initial on both the deposit slip and the pass book for

future identification. The receiving teller should be

thoroughly familiar with all forms of money and always

alert to detect counterfeits. Generally the money received

is counted at once to make sure that it tallies with the de-

jiosit slip, before the entry is made in the pass book.

]ii cases where the deposit includes a great many small

bills, and the teller is pressed for time, he may pass a

band about the bills, temporarily accepting the depositor's

count as correct, and count them later when he has more

time. This is open to the ob.jeetion that if his later count

iloes not agree with the amount stated on the deposit slip

iin unpleasant dispute may arise between the bank and

1he depositor.

The deposit tickets are filed on spindles and after the

amounts are entered on the deposit scratcher they are sent

\.o the bookkeeper's desk to be entered in the proper ac-

counts. The receiving teller's "cage" should be supplied

with convenient racks for stacking the bills and with trays

for coins. At the close of the day the coins, after being

counted, are put in bags or wrapped in paper rolls in

convenient amounts, and the bills of like denominations

are strapped in bundles. After proving his cash, the re-

ceiving teller turns it over with a statement to the paying

teller, taking a receipt for it.

The checks received are assorted .according as they are

drawn on other banks in the same -town, on the teller's

own bank, or on out-of-town banks. After the proper rec-

ord.s are made the checks are sent to the clearing house

desk, to the individual book-keeper's desk, or to the foreign

or collection desk. In addition to the deposit book in
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which is recorded each day's deposits, the receiving teller

keeps a proof booh. This hook contains on one side the

receipts from all sources—deposits, itioney received by ex-

press, or turned over by the first or third teller; on the

other side are recorded the amount ;of clearing house ex-

RECEIVING TELLER'S PROOF
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changes, checks on his own bank, foreign items, city col-

lections, charges to other tellers and cash in hand. Of

course the two sides of the proof book must balance.

94. Note teller.—The note teller, sometimes called the

''third teller," has important relations with the receiving

teller's department, with the depstrtment of collections,

and with that of discounts and loans. He shares with the
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receiving teller the duty of receiving and accounting for

certain of the bank's funds. Some of the deposit items

received by the second teller are turned over to the note

teller for collection. Usually there are in the larger cities

some banks or trust companies that are not members of the

clearing house. Checks or sight drafts drawn upon these

institutions must be collected by messengers of the bank re-

ceiving them. Usually payments may be made either in

cash or in checks payable to the collecting bank drawn upon

some bank that is a member of the clearing house. The pro-

ceeds of these city collections come into the hands of the

note teller. He also receives through the correspondence

department, money and checks from out-of-town collec-

tions, and all jjayments upon notes discounted or pur-

chased by the bank or deposited by customers for collection.

Most large banks have a "transit department" to handle

out-of-town cash items.

The collection clerk has charge of such time items as notes

and time drafts which are not yet due and which must be

held for maturity. When the titne comes for collection,

however, he turns over to the note teller the items payable

in the city, while out-of-town items are turned over to the

corresponding clerk. The corresponding clerk sends these

items by mail to their proper destination, and where there

is no mail teller he receives the remittances which come in

from these collections and turns them over to the note

teller. Some banks have a mail teller who receives and

accounts for these remittances. The larger city banks

have a separate coupon clerk who attends to the collection

of interest on bonds or of interest coupons. Some of them

may be collected by the note teller's messengers and some

through the corresponding department, but the receipts

pass into the hands of the note teller.

At the close of each day's work the note teller makes up

a record of his receipts and prepares a "proof." Ilis cash

is turned over to the paying teller, and his checks are

sorted and listed on slips to be added to the receiving

teller's clearing house "exchange.'- Many such checks
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may come in the early morning mail and in the city banks
it requires a large force of clerks to get these remittances
ready for the clearing house.

^

95. Discount clerk.—The chief duty of the discount clerk
is to take charge of the loans and discounts of the bank
after they have been negotiated by the proper officers. He
keeps a record of the promissory not*!s and acceptances of-

fered for discount in an Offering :^ook, and also of the
disposition made of them. He records all paper discounted
in a "discount register," with the makers' names, and
those of the indorsers, if any, the place of payment, the

due date, the rate of discount and the amount of the loan.

In many banks the offering book and the discount register

are combined. The discount clerk also keeps a "tickler," a

memorandum book divided into days of the month, in

which the notes are recorded under their proper due dates.

Great care should be taken in calculating the due date as

a mistake of a single day may cause serious loss to the

bank. The notes discounted are carefully filed in large

wallets arranged in the order of due dates. "When the day
of payment arrives the notes are turned over to the note

teller for collection with a proper exchange of memoranda.
The discount clerk also has charge of all securities held to

secure collateral loans unless the business is so large as to

require a collateral loan clerk.

Collateral loans, that is, loans made upon the security

of collateral, such as stocks, bonds, or warehouse receipts,

constitute a large item in the business of some city banks,

especially those having dealings with stock brokers.- This

type of loan recpiire^s daily and hourly watching, especially

in times of active speculation. Notes given for collateral

loans are generally single-name paper, and the bank's only

actual security lies in the collateral. The value of the

securities deposited may shift rapidly in an active stock

market and the collateral clerk must see that the proper

margin of security required by the bank is maintained,

1 See Chapter XIV.
2 See Chapter XVI.
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The collaterals are constantly being withdrawn and others

substituted, and these must be carefully scrutinized, as-

signed, receipted for, recorded and filed. In banks having

a large business of this nature, the position of collateral

clerk is a very responsible one.

96. Bookkeeping of the bank.—Having described the

principal departments of the bank's work, and having

noted briefly the systems of record in each, we may now
pass to a brief description of the general bookkeeping de-

partment, where the records of the various departments

are gathered together and recorded.

The individual ledger is the principal book of record for

this department. In it are kept the accounts with the

bank's depositors showing the deposits, loans and collec-

tions on the one hand, and on the other the withdrawals

by check. The individual or deposit ledger usually com-

jjrises several v^olumes in which the names of depositors

are arranged alphabetically ; volume one may contain the

names of depositors from A to E, the next volume F to K,

and so on. By this arrangement several bookkeepers can

be kept at work at the same time.

The bulk of the credit items come, of course, from the

receiving teller's department. After carefully listing on

his scratcher the totals of the deposit tickets or slips pre-

sented by customers with their deposits during the day,

the receiving teller sends the slips to the bookkeeping de-

partment where, frequently, they are entered on another

scratcher and then posted to the individual ledger. A
comparison of the dailj^ proof sheet and scratcher total of

the receiving teller with the scratcher total of the book-

keeping department serves as an additional check in the

work of bookkeeping.

Other items credited to the account of the depositor

arise from the discounting of his notes and drafts. Credit

slips covering such transactions are sent to the bookkeep-

ing department by the discount clerk and the amounts are

credited to the customer's account in the same way as in

the case of items received from the receiving teller. The
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proceeds of notes and drafts left by the customer for col-

lection are treated in like manner. Some of the large

banks, having many out-of-town customers, keep a separate

ledger called the "foreign individual ledger" for these

accounts. The debit items in the individual ledgers come
from the paying teller's department in the form of checks.

Where many checks against a customer's account are re-

ceived throughout the day, they are. usually listed on an
adding machine as received by the boolvkeeper from the

paying teller and posted in the scratcher, from which the

totals are carried to the individual ledger accounts.

There are two types of individual ledger in common
use: the three-column or Cincinnati ledger and the Boston

ledger. In the three-column ledger, the depositor's name
is entered at the top of the page, which is divided into

two sections, each having headings for the date, debit en-

tries, credit entries and balance. The Boston ledger is

arranged to show on a single page *the postings for six

days. The dates are entered at the top of the page, and

the names of the depositors are placed, usually, in a mid-

dle section with space for three days' work to the left

and to the right. The space for each day is ruled for

checks, deposits and balance. The Boston ledger is advan-

tageous where most of the accounts are active, that is,

having frequent debit and credit entries, but it is wasteful

of time and space in the case of accounts more or less in-

active for balances must be extended daily irrespective of

any change in the account. In the three-column ledger

each account has a sheet of its own and need not be dis-

turbed until a change occurs. Another advantage of the

Boston ledger lies in the fact that the scratcher can be dis-

pensed with by adding the items in the "Deposits"

column and the column headed "Checks."

The other general books of the bank besides the deposit

ledger are the cash book or journal and the general ledger.

The size and needs of the bank will determine the par-

ticular form of cash book used. In the small bank an

ordinary cash book with debit and credit sides may sufHce.
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The large bank may find it necessary to use two books, a

credit journal and a debit journal. The debit items eome

froni the following main sourees-,: individual deposit

credited from the reeei%-ing teller's department and from

the discount reeister : interest and discount on notes Jis-

cotmted; bills discounted, collected by the note teller; va-
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Wak in^iidii^ salari<% of emploje^ K^nt, supplies, ad-

The g*jiieral ledger wntains a condensed reeord of the

bii^«s$ of tk* bank from day to da>\ It is kept by the

g«fi!»al Iwokkeeper in sueh a way as to show eaeh morning
a ^KOUBaiy of the jMrt^vioos day s transactions. From it

eaa be drawn at any time a eoniplete statement of the

bank s condition showing the total ^resonrvjes and liabili-

tfi@ «Bd their relations to each oth4r. Thas the general

fe%«r will carry saeh acifoonts as those relating to eapitaL

sorptds^ TUttdiTMled profits. individtM deposits, bank de-

posits, Fnitwl States Gov^rnmenf deposits, cashiers

«lkif«^ «rtiied eheeks, eiretilation. interest and dividends

BQ seeuriti^ owned. AcvMJunts on the other side of the

kd^«r will ineltide bills discounted, demand loans, time

kansc eadi, real estate. United States bonds, bonds and
seearities. The general ledger deals mainly, then, with

aggv^at^ whieh are derived from, original entries in the

'rarieas departments and here snmmlrized in total debits.

«edits and balances. The proirt sCnd loss account, into

whi^ is gathered the tiual balances showing gains and
ligsses from ditferentr sources, is usually closed only at

the end of the year, haLf-j-ear or quarter, but it is so

k^t as to admit of a statement of pro tit and loss at any
tiiffie.

Some banks keep a "general balance ledger" which sum.-

marisiffi the aggn^ate debits, credits and balances of the

larioos accounts in the general leilger. Generally this

le^^ei- is kept by some elerfc other than the general book-

ke^er and so serves iS a check and a "proof" upon the

latter s work. Again, some banks keep a daily statement

to*^ in which aggregate resources and liabilities are still

forthar smnmarized. thus enabling jrhe officers to see the

eonditH>n of the variotis accounts which may sem? as a

fidde in making loans and in other iniportant transactions.

Ihk book fumtshes the material fot- making up the pe-

nodm reports of condition required by the Comptroller of

tlbner: PtaetKoI Ettirftfng-, p. 29<».
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the Currency, the state bank commissioner or the clear-

ing house.
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CHAPTER XIII

DEPOSITS AND DEPOSITORS

97. Kinds and sources of deposits.-—As previously stated

the main function of the commercial bank is the buying of

deposits and the selling of credit in the form of loans.

Making loans through the purchase or discount of com-

mercial paper is the chief business 6f the bank and the

one that makes money for its owners, but the bank's loan-

able funds come mainly, not from its own capital, but
from funds deposited by its customers. These funds also

supply the basis for deposit currency with which the great

bulk of our business exchanges and transactions are car-

ried on.

Bank deposits are of two general kinds—special and
general. Special deposits consist of*money, bonds, jewels,

anything of value left with the bank for safe-keeping.

General deposits con.sist of money or the right to receive

money. Legally the relation created l^etween the bank and

the customer by a general deposit is that of debtor and
creditor. The bank in accepting the deposit contracts to

pay the debt or any part of it on dBmand, or in the case

of a time deposit on or after a stipulated time. On the

other hand the title to a special deposit does not pass to

the bank, but remains in the depositor. It has been held

that a bank is bound to exercise only reasonable care in

protecting a special deposit, the same care as in protecting

its own securities; but greater care must be exercised if it

accepts a consideration for keeping such deposits.

199
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Many banks now provide safe deposit vaults in whidi

boxes are rented to customers for the safe-keeping of se-

curities, wills, deeds, jewels and other valuables. Not only

is this a direct source of profit to the bank, but it also

bi'ings customers into touch with the bank and its officers

and thus leads them to open savings and commercial ac-

counts with these departments of the bank.

The general deposits of a bank come from various and

varied sources. In these days every business man keeps

an account at a bank. It provides .credit facilities which

he cannot do without. He deposits the cash received from

day to day :

'

' cash items,
'

' that is, checks, di-afts and bills

of exchange which the bank collects for him; and he sells

to the bank promissory notes and acceptances, received in

the course of business transactions and usually discounted

and deposited to his credit. Deposits flow in from cor-

porations of all kinds in the same way. Many persons

who are not engaged in active business keep "accounts"

at the bank. More and more, too, people of smaller means

are finding it advantageous to deposit their salaries, wages,

or other income and check upon their deposits in payment

of their bills. Banks in the larger financial centers, espe-

cially in New York, get a large volume of deposits from

banks in smaller cities. These "country" banks keep

"accounts" in New York for two reasons: first, in order

that they may meet the demands of their customers for

bank drafts or "exchange;" second, because they cannot

always lend their funds at home and the banks of the large

centers pay them a small rate of interest. The banks of

New York especially can afford to pay interest on "bank-

ers' balances" as they can lend these funds on call to

brokers and others engaged in stock transactions. Finally,

many national banks receive depo.sits, temporary or perma-

nent, from the United States Government. Bante receive

deposits also from other public sources—state governments,

municipalities and school districts.

Because a bank's loaning capacity, and consequently its

earning power, depends largely upon its deposits, it is al-



DEPOSITS AND DEPOSITORS 201

"(yays striving for more customers and larger deposits. In
the better type of bank, however, clo^e attriition is given to

the character of its customers and the probability of profit

from their accounts. Usually a person Avishing to open ix

general deposit account with a bank, unless he is personal-

ly known to the officers or is introduced and recommended
by another customer of the bank, should present letters

testifying to his character and finapcial reliability. In

large banks, each new customer is Irequirect to fill out a

blank giving his name and address; his business and its

location, and the names of his sponsors. He writes his

signature in one or more books kept for the purpose or on

a signature card which is filed so that his signature upon
checks, notes and other instruments that will be presented

for payment may easily be verified:

CTidepiMit Oils Dank obUsntci {Ixlf ml, oj the DeDOsitor-s

annnl PnytotnU ahnllha^e come Inlo lis imssCTsion.reservn
Uie DepMltor'a bkoooI tiy jiuoualB [rrcWtimly credltol.

IN THK

NEW y^RIC

New York,

IRVING NATI(i(NAL BANK

#
Coin,-

Bills,-

Checks,

/;<

Z^

zJizl

/a

V_i2

?^^
LStL

Z^
2$L.

/y; /-//

Deposit Ticket
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98. Deposit ticket and pass book.—-The customer in mak-

ing his deposit fills out a blank deposit ticket or slip fur-

uished by the bank with the date aujd his name at the top.

lie enters separately the different kinds of funds he wishes

to deposit—cash, each check or draft with the name of

the bank on which drawn, money orders, interest coupons,

etc., and foots up the total. The deposit slip, the deposit

items and the customer's pass book, which is given to him

at the time he opens his account, are handed in at the re-

ceiving teller's window. The teller counts the money, ex-

amines the checks, being careful to see that they are prop-

erly dated and indorsed, verifies the slip, and enters the

total in the pass book, which is then returned to the cus-

tomer. It should be explained, perhaps, that the pass book

contains the bank's account with the customer, not his ac-

count with the bank, so that the sums deposited by him are

entered on the debit side of his pass book as they are

debits of the bank.

Formerly it was the common practice for depositors to

leave their pass books at the bank from time to time to be

balanced. Many banks have abandoned this practice,

however, sending instead a monthly or periodic statement

of the depositor's account. Where ^the former method is.

used the bank credits itself on the page opposite the de-

posits with all payments that have been made on the cus-

tomer's checks and all charges to his account. Formerly,

in writing up and balancing the pass book each check item

was entered separately in the pass book. In this day of

labor-saving devices the checks or vouchers are listed and

added on the adding machine and only the total is entered,

with a statement of the nimiber of -checks involved. The

balance is then struck and the amount to the credit of

the depositor is entered on the debit side of his pass book.

The slip showing the separate check items and the total is

returned with the pass book and the cancelled checks to

the customer. The account thus balanced should be com-

yiared with the customer's own check book record and mis-

takes or discrepancies adjusted at once. Frequently a dis-
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crcpancy does appear owing to the fact that cheeks drawn
hy the customer and mailed to creditors have not yet been
returned to the bank. The cancelled checks should be
carefully filed for future reference. A dispute may arise
over the payment of some bill or obligation, and the can-
celled check may be useful as a regeipt showing that the
disputed bill has been paid.

99. Interest on deposits.—As a general rule banks do not
pay interest on general or demand deposits. Many trust
companies, and in recent years commercial banks also, do
allow a low rate of interest on daily balances where 'the
average is above a certain minimum. Not a little contro-
versy has arisen regarding the paying of interest on gen-
eral deposits. The arguments for and against the practice
may be briefly summarized.^

In favor of paying interest it is urged that the bank
should share with the depositor the profits earned on his
deposit. Since the deposits constitute the principal source
of the bank's loanable funds and consequently profit, it is

contended that the bank should share with the depositors a
portion of the profits. Trust companies and private banks
pay interest on deposits; commercial banks must do like-

wise in order to get and hold them. Because the trust

companies have for years paid interest on deposits, many
of their accounts being inactive, many people have the
habit of dividing their bank accounts, banking most of

their funds with a trust company, and keeping with the

commercial bank only such balances -as are necessary for

their daily business needs. To meet this competition of

trust companies for deposits, commercial banks more and
more find it necessary to pay interest. Again it is urged
that since banks demand interest on their deposits kept in

other banks, the customer should likewise receive interest

for it is his deposits, or a portion of them, that the bank

deposits with the correspondent bank.

Against paying interest on deposits it is claimed that if

banks engage to pay interest they will take greater risks

1 Bolles : Moiie,y, Banking and Finance, p. 69.
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in lending them in order to earn the interest that must be

paid to the depositor. It is further urged that if hanks

have to pay interest they will not do as much to accom-

modate depositors in lending them money. As noted else-

where banks perform many business and financial services

for their customers. Not the least of these is accommodat-
ing them with loens, so far as their average deposit,

financial credit and the securities or collateral offered may
warrant. AVhen money is scarce and interest rates ad-

vance, banks often continue to lend to large depositors,

who are also large borrowers, at the old rates because they

keep large balances. If depositors demand interest on

their balances, the bank would seem justified in charging

the highest rate of interest when they apply for loans or

renewals. The practice among busines.s houses of selling

their notes through bill brokers, thus lessening somewhat
their dependence upon the banks for loan accommodations,
may have strengthened the tendency to require the pay-

ment of interest on deposits.

iQuite generally banks pay interest on public deposits,

that is deposits of public funds made by the financial de-

partments of states, cities, counties a^d school boards. Not
infrequently such deposits, or a portion of them, are left

undisturbed for considerable periods or are drawn upon
only at regular intervals. A bank can, therefore, lend

them to good advantage and so can afford to pay interest.

Furthermore, banks are not called upon to make loans and
extend other favors to municipalities and governments as

in the case of the ordinary depositor-

A form of special deposit upon which banks generally

pay interest is represented by the certificate of deposit.

This instrument certifies that a specified sum of money has

been deposited and will be paid to jthe order of the de-

positor. It is in effect a ch'^ck by a bank on itself, and
being made paj'able to the depositor's order may be in-

dorsed by him and so pass from hand to hand like an
ordinary check. A certificate may be payable on demand
or at the end of a specified period. Demand certificates



DEPOSITS AND DEPOSITORS 205

are sometimes used to transmit money in the same way as

bank drafts and certified clieclcs. Tlie depositor is some-

times requested to write his name on tlie margin of the

meiSjmems^

?^^yr/^^^f/y' ^/w (^r?/'/ia/ft fctfri'Ci //w ^'/j/// /rfrt/MK ^-/^^yi'-^ M^'/'J-fy/-

Certificate of Deposit

certificate so that when it is presented for payment, the

indorsement, if it has been transferr-ed, can be compared

with his signature.

100. Securing deposits.—For reasons that have been

stated elsewhere, every bank constantly strives to increase

its deposits and thereby to enlarge its loaning capacity.

Various methods are employed to obtain and increase de-

posit accounts. Mention has been made of the growing-

practice of paying interest on deposits. Not the least val-

uable service rendered to the depositor is the collection of

his cheeks, drafts and other items of credit. Again, banks

are naturally disposed to lend to depositors on more advan-

tageous terms than to casual custon^ers; the latter will be

required to furnish satisfactory collateral security while

the former may. possibly, borrow on his personal credit.

This preference in favor of the regular depositor is of the

greatest importance when in times of "tight" money or

panic all banks are refusing loans except to their own

depositors.

In former times it would have been thought undignified

for a first-class bank to solicit accounts or even to advertise

in the papers and journals. Under the stress of keen
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competition, however, even the most powerful and con-

servative banking institutions now use every honorable

means of building up their business, and many of them
employ representatives to solicit deposit accounts. By
means of letters, booklets and advertisements calling at-

tention to particular advantages and services of the bank,

appeals are made for patronage. One bank may have de-

veloped a strong bond department, whose officers are al-

waj's ready to advise with patrons as to the purchase or

sale of stocks and bonds ; another bank may emphasize its

foreign business, the purchase and sale of foreign bills

of exchange and the issue of letters of credit ; still another

may emphasize its superior facilities for handling prompt-
ly commercial drafts and documented bills.

Though banks generally are eager to secure new cus-

tomers and to increase their total deposits they are giving

increasing attention to the cost or profitableness of their

accounts. Cost accoiuiting holds just as essential a place

in the banking business to-day as in a manufacturing
plant. Some of the services which the modern bank under
*;he stress of competition extends to its customers have al-

ready been noted and others will be stated more fully in

connection with collections and loans. In general it may
be said that a profitable account is one which yields in the

form of interest on loanable funds more than the cost of

carrying the account. Many banks now maintain an
"analysis department" for the purpose of determining
the protitableness of their accounts.'-

A bank may have a customer who deposits a very large-

number of small checks, the recording, handling and col-

lecting of which involves more time, labor and expense

than large deposits. In such case : the customer may be

required to keep a large balance in t|i,e bank to compensate
for the heavy expense involved in -carrying the account.

Some banks have a rule requiring- depositors to keep an

1 Sec Circular (July, 1916) of Federal Reserve Bank of New York,
Short Method of Analysis of Depositors' Accounts; also Knifien:
The Practical Work of a Bank, Ch. XVI.
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average deposit of at least $500 or $1,000 or even a larger

amount. It may happen that a particular account is of

itself unprofitable to the bank, yet it may be good business

to carry it because of the influence that particular patron

may have upon other depositors whose accounts are profit-

able. Accurate knowledge of the cost of active accounts

is valnable to the bank as it furnishes an important guide

in extending loan accommodations. Thus a customer whose

balance is always large and who difaws or deposits com-

paratively few checks may properly expect to borrow funds

from the bank on more favorable terms than the firm which

keeps a small or fluctuating balance and deposits a multi-

tude of checks, drafts and other items for collection.

101. Guaranty of bank deposits.
—

"Within the past few
years laws providing for the guaranty or insurance of

bank deposits have been enacted in several of the Western

states.' Oklahoma adopted a guaranty law in 1907 levying

an assessment of 1 per cent of its average deposits on each

bank in the system to provide a fund for the payment of

deposits of all banks that might fail. Provision was made

for a special assessment in case the guaranty fund became

exhausted by the payment of claims against failed banks.

The law was intended to include all banks in the state, but

the Comptroller of the Currency ruled that national banks

could not participate in the sehem'e. As a result state

banks increased greatly both in numbers and in deposits

while national banks practically stood still.

The original act provided for the absolute guarantee of

all bank deposits, but in 1909 it was amended to make the

systgm one of insurance rather tha^ guaranty. The new

law provided for an annual assessment upon all state banks

of one-fourth of 1 per cent of their deposits until a fund

equal to 5 per cent of the total deposits w^as accumailated.

Emergency assessments could not exceed 2 per cent of a

bank's deposits in any one year. The amended law also

limited the amount of a bank's deposits to ten times the

capital and surplus, exclusive of deposits of other banks.

Seventy-five per cent of the fund was to be invested in
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state -warrants or other securities which are legal in-

vestments for state funds. Depositors of a failed bank

were to be paid in full immediately after the closing of

the bank. If the guaranty fund were not sufficient to

meet all such demands, depositors were to receive 6 per

cent certificates of indebtedness for the balance of their

claims which were to be paid later from the proceeds of

liquidation or from subsequent assessments on the other

banks.

The guaranty system was subjected to a vcrj^ severe test

in September, 1909, when the Colunibia Bank and Tmst
Companjr, a state bank having the laj'^^'est deposits in Okla-

homa, including the guaranty fund itself, failed, bringing

embarrassment to many other banks. There was no panic,

however, and no run on the bank. The guaranty fund was

not nearly sufficient to meet the bank's liabilitiee, and

after the emergency assessment was levied a large shortage

still remained. The policy of paying small depositors first

was adopted, and within two months all individual deposit-

ors had been satisfied either with cash or certificates of de-

posit secured by gilt-edge paper.

The guaranty law has been changed in several particu-

lars by amendments made in 1913 and later years. In 1911

trust companies were excluded from the benefits of the act

and provision was made for the deposit of the guaranty

fund with the banks paying it, a special certificate bearing

interest at 4 per cent being issued therefor to the Bank
Commissioner. The amendments of 3-913 provided that the

regular assessment of ^ of 1 per cent* of deposits should not

be exceeded except for the years 1914-1916 when the assess-

ments might reach f of 1 per cent, but the assessments were

not to be collected until needed. The permanent guaranty

fund to be accumulated was reduced from 5 per cent to 2

per cent.

After the adoption of the guaranty law a great many
national banks surrendered their charters and took out

state charters. Later when all banks were heavily assessed

to build up tiie guaranty fund a congiderable proportion of
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these banks returned to the national system. In the first

ten years of the system twenty-seven banks have failed
or were liquidated with the aid of the guaranty fund;
in the same period only three national banks failed. The
friends of the guaranty sj'stem claitn that the increased
business of state banks has compensated them for the heavy
losses they have sustained.^

Several other Western states, including Texas, Kansas,
Nebraska, IMississippi, Washington and South Dakota, have
adopted guaranty laws. The system, is compulsory upon
all state banks in Nel)raska, voluntary in Kansas, while in

Texas banks may eitlier enter the state system of guaranty
or supph' depositors with some other suitable form of guar-
anty, In three of these states the courts have upheld the
constitutionality of the guaranty laws. In Texas nearly
all state banks have joined the system and it seems to

u'ork well. The same may be said of Nebraska. In Kansas
where the system was made ^'oluntary about one-half the
state banks organized under the state guaranty sj'stem. In
opposition to this .s.ystem the national banks of Kansas or-

ganized a corporation in 1909 to insure their depositors.

In April, 1913, this company included 79 national banks
and 24l state banks whose deposits it insured. In general it

may ^be said that while state banks have increased both in

numbers and in deposits under guaranty laws, the deposits

of national banks have increased fully as much as those of

state banks.

The principal arguments urged in favor of deposit in-

surance may be briefly summarized as follows: first, it

prevents the individual distress that always attends a bank

failure; second, it prevents financial panics by assuring

depositors of the safety of their funds, and lessens the

tendency to withdrawals in a time of financial stringency ;-

third, it increases the volume of deposits, drawing in funds

which otherwise would be hoarded by people afraid to

1 Shibley : History of Guaranty of Bank Deposits, p. 5.

2 Robb : The Guarantee of Bank Deposits.
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trust the banks, i On the other hand, the opponents of

deposit insurance contend that it is unjust to ask the

strong, well-managed banks to guarantee the depositors of

badly-managed banks against loss, and that such a systeni

would encourage loose and careless banking methods. This

objection, however, seems not to be sustained by the expe-

rience of Kansas, Nebraska and Texas. ^ If depositors in

all banks are protected equally, irrespective of manage-
ment, the chief inducement would be liberality in loans

or in interest rates and great waste would result. To

Ijrevent reckless overbidding for 46posits the guaranty

laws of some states provide that the banking commis-

sioner may fix the maximum rate of interest on deposits.

One of the chief difficulties of a state system of deposit

insurance is the very heavy burden that may have to be

borne by the banks when a single large failure occurs,

especially when such a failure comes before a considerable

guaranty fund has been accumulated. This difficulty

would be greatly reduced in a system of national insurance

embracing many thousands of banks. Mr. Thornton Cooke,

who has made a most thorough study of deposit insurance,

expresses the opinion that insurance by private corpora-

tions is not the solution of the problem, "if the problem

is found to be worth the solving. While such corporations

could select risks and limit their size and distribution, it

is obvious, nevertheless that if deposits are to be guaran-

teed or insured on any considerable scale, it will be through

the banking departments of the states or, conceivably, of

the United States. "»

Despite the acknowledged success of the guaranty sys-

tem in a few Western states the plan does not spread.

When the Glass-Owen bill to establish the new Federal

' Tliornton Cooke : Quarterly Journal of Economics, Vol. XXIV,
p. 85 et seq.; also p. 327 et seq.—Printed as Appendix' B in Statu
Banks and Trust Companies (Nat. Mon. Comm.).

^Ibid., Four Years More of Deposit Guaranty, Quarterly Journal
of Economics, Vol. XXVIII, pp. 69-114.

3 Quarterly Journal of Economics, VoL XXVIII, p. 110 (Nov-
1913).
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reserve system was before Congress the question of the

guaranty of deposits was discussed, and as the bill first

passed the House it provided that a portion of the earn-

ings of Federal reserve banks should be employed to estab-

lish a fund for guaranteeing the deposits of member banks.

This provision was not favored by the Senate, and as

finally passed the law made no provision for guaranty of

deposits. Agitation of the question appears in Congress

from time to time, and the Comptroller of the Currency

in his annual reports has recommended the guaranty of

deposits in national banks when the deposit does not ex-

ceed $5000.^ If the Federal reserve system proves effective

in preventing the recurrence of banking panics, and if it

proves advantageous for state banks to enter the system

freely, the guaranty of bank deposits is not likely to have a

wide expansion in the near future.
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CHAPTER XIV

THE CLEARING HOUSE

102. Functions.—A clearing house may be defined as a

device to simplify and facilitate the daily exchange of

checks and drafts and the settlement of balaiices among

the banks associated together for the purpose. In recent

years clearing houses have tended to expand this primary

function so as to provide "a medium for united action

upon all questions affecting their mutual welfare." As a

device for economizing time and labor the clearing house

is one of the most important aids in the banking system.

A check, as we have seen, is an order upon the deposit-

or's bank to pay a certain sum of money from his account

either to himself or to some other person. In an active

business house many such checks or orders are issued every

day in payment of bills or other obligations, and in turn^

many checlis are received from debtors living in the same

city or in other places. Checks so .received must be pre-

sented for pajmient to the various ' banks on which they

are drawn. Now the merchant has neither the time nor

the facilities for collecting these checks; moreovei', the ex-

pense involved would be considerable. He therefore turns

these orders over to his bank which undertakes to collect

them from the several banks on which they are drawn. In

this way every bank is constantly receiving checks, some

<irawn upon itself, some drawn upon other banks in the

city, and some upon out-of-town banks. Checks xipon itself

are paid in cash over the counter, or are credited to the

212
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account of the depositor and chargecl to the drawer's ac-

count. The method of handling checks upon out-of-town

banks will be explained later.

To simplify the process of collectint;- checks which each

bank receives drawn upon other banks in the same city,

the clearing house was devised. In the absence of some
clearing house arrangement, each bank would have to jjre-

seut for payment to every other bank in the city the checks

which its customers deposit and receive the money in pay-

ment. This would involve a great waste of time, much in-

convenience, and some risk of losing the money. In all

cities having several banks, and even in the smaller towns

with but few banks, the daily exchange of checks and the

settlement of balances between banks is now made through

the clearing house. "Where no clearing house arrangement

exists and in those eases where for Some reason a bank is

not a member of the clearing house association, all city

collections must be made by messenger or runner.

103. Clearing.—Before describing the process of clearing

checks, mention should be made of the preparations at the

bank. During the day as checks are received, those drawn
upon city banks are placed in pockets or pigeon-holes

marked with the clearing house number of the several

banlvs. At the close of business each day these checks are

entered or listed on a "settlement sheet." Items received

in the early mail the following morning are added to this

sheet and the totals are entered as debit items on the set-

tling clerk's statement which he takes to the clearing

house. The checks are put up in -envelopes for the re-

spective banks on which they are drawn and these are ar-

ranged in consecutive order corresponding to the clearing

house numbers of the banks. A "(^elivery sheet" is pre-

pared on which each of these envelope totals is entered

opposite the name of the bank on which the checks are

drawn. This sheet also has a column for the amount of

checks presented for settlement and a. space for the signa-

ture of the settling clerk of each banlv. The footing of the

settlement sheet showing the total amounts of the checks
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against each bank is entered on a "credit ticket" which

the settling clerk delivers to the clearing house manager.

BANK NO. 3 Chicago,-

CREDIT

Cont'l & Com'l Nat. Bank

Aenount ef Exchanges to ClB^ring House this dsy per Messenger.

Credit Ticket

The settling clerk and the dcliverjr clerk now proceed to

the clearing house and take their places at the desk belong-

ing to their bank, the settling clerk inside the inclosure,

the delivery clerk outside. In the larger cities each of

these clerks may have an assistant to facilitate the work.

Generally the arrangement of desks is oval or circular to

permit of easy passage from one desk to another. At the

appointed hour the manager appears at his desk and rings

a bell as a signal to begin. Instantly the line of delivery

clerks outside the cage or oval begins to move. The ,clerk

of bank No. 1 steps forward to the desk of No. 2, delivers

the envelope marked No. 2, and places his delivery sheet

in front of the settling clerk who receipts for it by writing

in the proper place his initials or natac. No. 1 clerk passes

on to No. 3, and so continues the operation until he has de-

livered all his envelopes and reaches his own desk again.

In the same way the other delivery clerks follow, deliver-

ing their j)ackages and getting their sheets receipted. In

some places it is the rule to deliver a blank ticket to any

bank against which any other bank may not have collec-

tions on a particular day. This may simplify the correc-

tion of errors as it shows that no item has been lost or

mislaid. The delivery clerk having completed his deliveries
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is now free to return to his hank taking with him the en-

velopes containing the eheelcs which have been presented
against his bank by the other banks.

As soon as the deliveries have been completed each set-

tling clerk enters on his settlement sheet the amounts of
the checks presented by each of the other hanks and ascer-

tains the total. Where the volume of exchanges is large

the settling clerk has an assistant, in which case the entries

are made at once upon delivery of the envelopes and the
settling clerk can begin his additions immediately upon
receipt of the last envelope. The 'settling clerk already
has upon his sheet the total of the checks brought by him
to the clearing house. As soon as h.e determines the total

amount of the checks brought by other banks against his

bank, he strikes a balance. This balance is the actual

amount to be "settled."

If this is a credit balance it will be paid over to his

bank by the clearing house ; if it is a debit balance his

bank must pay it into the clearing house before a certain

hour of the same day. Each settling clerk makes out a

balance ticket, showing the amount brought to the clearing

house, the amount received and the balance. These tickets

go to the desk of the manager where the proof clerk enters

all the debits, credits and balances 'of the several banks.

His balance totals should correspond to those of the set-

tling clerks, and the balance for each bank should corre-

spond to that appearing upon its ticket ; otherwise there is

some error which must be found and corrected. The man-
ager calls off the balances of the several banks for verifi-

cation and for the information of the banks. If there is

an error the clerks go over their sheets again to discover

the mistake. In most clearing housesi a certain time, thirty

or forty-five minutes, is allowed, for .completing the proof,

and, usually, fines are imposed upon the clerks responsible

for error or delay.

104. Settlement.—The method of settling balances varies

in different cities. The banks which have debit balances

against them are required to send to the clearing house
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before a certain hour, usually twelve or one o'clock, the

amount due from it. These balances inay be paid in clear-

ing house certificates, gold certificates, legal tender notes, or

Federal reserve funds. In cities havfng a Federal reserve

bank or a liranch, settlement may be made by checks drawn

upon such bank or branch. In some -cities each member of

the clearing house keeps money on deposit with the clear-

ing house, or some bank agreed upon as depository, for

which clearing house certificates are issued. These certifi-

cates save the actual handling of the money but can be

used only in settling balances l)etween the banks. After

the time specified for the payment of debit balances the

creditor banks can receive from tlie clearing house the

balances due them. The clearing house manager receipts

for all debit balances paid in and in turn requires a re-

ceipt for each credit balance paid ©ut. "When the day's

settlement is completed not a dollar remains in the clearing

house as the money paid in by debtor banks is all paid out

again to the creditor banks.

The principle of the clearing house and the method of

making the exchanges is substantially the same everywhere,

though slight differences in detail obtain in diS'erent cities.

In small towns with only a few banks the process is very

simple, the clearing house being merely a convenient meet-

ing place for representatives of the several banks to ex-

change checks one against the other-. Sub-treasuries have

the privilege of clearing through the clearing house as an

accommodation both to the banks and to themselves. A
peculiar system of settlement is used in the Boston Clearing

House, and, in a modified form, in Pittsburgh and some

other cities. At the close of the morning exchaiige in Bos-

ton representatives of the various banks borrow and lend

balances and settle them by orders on the clearing house.

Cannon says that sixty per cent of the total balances of the

Boston Clearing House are settled in this way. Thus bank

A inay find itself a heavy debtor to the clearing house

while bank B has a large balance to its credit. A may then

borrow from B which gives him an order on the clearing
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house, and A turns in this order in the settlement of his
balance later in the day. This, of course, amounts to a loan
of money and rates of interest aboilt equal to call money
rates are charged.

The New York Clearing House, which was organized in
1853, is of course the largest and most important in the
country. Its volume of exchanges for the year 1919 aver-
aged over .$789,000,000 a day. Formerly the cash required
to handle this enormouc volume averaged a little over
five per cent of the totals involved. Balances of clearing
house members are now settled on the books of the Federal
Reserve Bank, eliminating the need for handling cash bal-

ances at the clearing house.

105. Other functions.—In recent -years clearing houses,
especially in the West, have extended the scope of their

original function so as to include ^ill questions affecting

the mutual welfare of banks. Some clearing house associa-

tions have rules providing for uniform action among their

members in regard to rates of interest on deposits, rates

of exchange and charges for collecfion. Quite generally

these associations issue clearing house loan certificates in

exchange for deposits of funds by the member banks.

These certificates are drawn for large amounts usually and
reduce to a minimum the carrying of actual cash to and
from the clearing house. Formerly, in times of panic or of

financial stress when most or all banks had difiiculty in

securing funds to meet the demands made upon them, the

clearing house associations provided for additional issues of

loan certificates based upon approved securities deposited

bj' the banks. At .such times a specigl loan committee was

appointed to issue certificates and pass upon the securities

which might include not only stocks aiid bonds but also bills

receivable. In order to insure the withdrawal oij these

certificates when the emergency had passed, interest was
charged upon them. They could be used only in the settle-

ment of balances between banks, but by lessening the

amount needed for this purpose they released so much cur-

rency for general circulation.
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106. Organization.—The organization of the various

clearing houses depends upon local conditions, but general-

ly they are voluntary, unincorporated associations acting

under rules and by-laws drawn up for their own regula-

tion. The larger clearing houses eleet annually a full set

of officers, including a president, vice-president, secretary

and treasurer, and a number of committees. The most

important committee is the Clearing House Committee

which has the general direction of the affairs of the asso-

ciation. The expenses involved in maintaining the associa-

tions are apportioned among the members according to the

average amount of their clearings. The organization of

the association in small towns is usually very simple, being

confined sometimes to a mere working agreement among

the banks concerned and involving little or no expense.

In most of the larger cities a number of banking institu-

tions which are not members of the clearing house associa-

tions have their exchanges cleared through some member
bank under prescribed conditions. Generally these non-

meniber banks are required to pay a fixed annual fee, and

to submit to examination by the clearing house committee.

In view of the fact that the clearing house association is

an organization for mutual support and that the weakness

or financial distress of a single member may embarrass all,

the associations in 'the larger cities have in recent years

established a system of clearing house examinations under

which all the member banks are periodically examined.

The examiner is paid by the association and such examina-

tion is entirely separate and distinct from that made by
state or national officials.

107. Collections.—Having described the method of col-

lecting checks on city banks through the clearing house, or

by direct collection in the case of those banks and bankers

which do not have clearing house connections, it remains

to account for "foreign" or out-of-town collections, that is,

checks and drafts upon banks in other cities.

The practice of paying by check has become so extensive

that banks are now required to make collections without



THE CLEARING HOUSE 219

regard to distance or trouble involved. Thus a merchant
in New York may receive a check for a small amount due
him drawn on a bank in a small town in Texas. After
indorsing tlie check he sends it to his bank with other items
for deposit, and gives himself no fu^-ther concern about it.

But the bank to get its pay must send the check to the
bank on which it is drawn. Before 'the institution of par
collections under the Federal reserve system most banks in

the larger cities had a reciprocal a-rrangement regarding
collections and other matters with some bank, known as its

"correspondent," in every other principal city. Thus it

was agreed that the New York bank should send all its col-

lections in the Southwest to its correspondent bank in Dal-

las, while the Dallas bank agreed to send all items de-

posited with it drawn on banks in and around New York to

the New York bank for collection. Under such an arrange-

ment, which still obtains to a considerable extent, a state-

ment of accoiftQt between the two banks was interchanged

periodically, and the balance was remitted in cash, by New
York draft or otherwise as agreed upon.^

Though checks are generally credited as cash to the de-

positor's account, many banks accept them for collection

and clo not permit drafts against uncollected funds. This

is met by requiring the depositor to keep his balance large

enough to cover the unprotected items. If checks are

credited at par as cash the depositor is usually required

to carry a compensating balance, that is, an amount which

will compensate the bank for the loss on collections.

Out-of-town collection items are turned over to the corre-

sponding clerk. He keeps a record of these with names,

dates, amounts, the names of the baliks on which they are

drawn, and the correspondents to which they are to be

sent. Checks that are to be sent to regular correspondents

are stamped with the bank's indorsement, "Pay to

Bank, " or " Pay to any Bank or Bank-er.
'

' The stamp bears

the name of the bank and its cashier, usually the date,

1 Compare this with par collections, p. 424.
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and the gnarantee "Prior indorsement guaranteed."^

The various items are charged to the -several correspondent

banks under the date they are sent out, in the collection or

foreign ledger kept for this purpose. AVhen the corre-

spondent bank, say the Second National Bank of Dallas,

Texas, receives these checks from the New York bank, it

credits them to the account of the latter, sends a letter of

acknowledgment, enters the several items in its own books,

and makes the collections. It may be that some of them

are drawn upon itself, in which case they are charged to

the account of the depositors who drew them. Others may
be drawn against some other bank in Dallas; if it is a

member of the local clearing house they will be collected

by that means; otherwise they will be presented by runner

for collection. Still other checks may be drawn upon
banks in small towns near Dallas, and these after being

indorsed by the Dallas bank will be forwarded for collec-

tion either direct or tlirough the correspondent of the

Dallas bank. In this way the collection of items goes on
until they are charged back to the accounts of the original

drawers and remittances are made between the, banks con-
cerned.

The collection service of the bank embraces not only
checks, but notes, drafts, money orders, interest coupons,
etc. Such collection items as promis'sory notes and accept-

ances are treated somewhat differently from checks.

Whenever possible, notes should be left with the collecting

bank several days before maturity in order that they may
be passed properly through the several books of the bank.
AlLnotes are carefully marked with the date of maturity.
If a note should be marked one day too late and the drawer
should fail to pay, the bank would be liable to the owner
'The plan known as the "numerical transit system" is agreat time

and labor saver. I'ndcr it every bank in the United States has a dis-
tinctive number which is used instead of the name in listing: checks and
making transit and other records. Thus, a: certain New York bank is
known as 1 25, a Chicago bank 2-16, a Detroit bank 10-1, etc., the
prefix or first number denoting the geographical location and the
second number the name of the bank. See Kniffen: The Practical
\\'ork of a Bank, pp. 334-339.
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as the notice of protest to the indorsers would be too late

to hold them. After being marked with the maturity
date, notes are recorded in the "Collection Register," from
which they are copied into "Tickers:" The actual collec-

tion of notes and drafts payable in another place is made
through correspondents in much the same way as checks.

Sometimes a foreign check upon reaching the bank on
which it is drawn jiroves not to be. good. It is then the

duty of the collecting bank to have it "protested" by a

notary public and to send notice to indorsers. The unpaid
check, draft, or note is returned with the certificate of pro-

test to the bank from which it camct. The account of the

depositor who drew the check is charged with its amount
together with the protest charges. The purpose of the

protest is to have official acknowledgment that the instru-

ment has been presented for payment and dishonored.

Though not absolutely necessary in 'the case of domestic
transactions, the practice of protesting unpaid paper is

generally followed as it holds indorsers after they have
been served with notice of the protest. Depositors some-

times stamp their checks "No protest," or attach a "stick-

er" with the same words, before depositiug them. This is

notice to collecting banks not to protest the items if not

paid upon presentation at the drawer's bank, as the de-

positor docs not wish to incur the expense of protest.

108. Regional clearing houses.^—As can readily be seen

this collection service rendered to the depositor by the bank
involves a great deal of labor and expense. In former years

the banks made collections for their customers without

charge, but for some time prior to the adoption of the

Federal reserve system the tendency, especially where there

was a clearing house association, was to make a small charge,

called
'

' exchange,
'

' for collecting out-of-town cheeks, the

exchange being charged up against the depositor for whom
the collections were made. To many country banks this has

1 This section should be read in the light of changes in the system
of clearings and collections under the Federal reserve system. See

p. 424.
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been a large source of income. Unde-r former rules of the

New York Clearing House the country was divided into

three zones, the collection charges upon all cities within

each zone being uniform. On cities near New York, known
as discretionary points, each bank used its own discretion

as to charges, and in practice none were made. The rest of

the country was divided roughly by the Alississippi river, a

uniform rate of 1-10 of 1 per cent being charged on all

points east of that line and qr of 1 per cent west of it.

Despite the economies and short-Cuts devised by banks

for collecting out-of-town checks, the system is wasteful in

both time and money. From time to time proposals were

made to establish national or regional clearing houses to

handle the collection and settlement of out-of-town checks

in much the same way as city clearing houses handle local

checks. The Boston Clearing House had a branch known as

the "foreign department" which made collections for its

members throughout New England. The clearing houses

of Atlanta, Nashville and Kansas City had somewhat simi-

lar arrangements for making collections for their member
banks over a considerable area adjoining those cities. These

country clearing house departments effected a great saving

in the expense of handling collection items and reduced the

time required to secure returns. Their functions have been

absorbed by the Federal reserve banks and their branches.

Under the Federal reserve system far-reaching changes

in clearing and collection arrangements have been effected.

Section 16 of the Act rec[uires every Federal reserve bank

to receive "on deposit at par from member banks or from

Federal reserve banks checks and drafts drawn upon any

of its deioositors, and when remitted by a Federal reserve

bank, checks and drafts drawn by any depositor in any

other Federal reserve bank or member bank upon funds to

the credit of said depositor in said reserve bank or member
bank." It also authorizes the Federal Reserve Board to

require each Federal reserve bank to exercise the functions

of a clearing house for its member banks. Section 13 of the

Act as amended authorizes each Federal reserve bank to
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receive from any non-member bank or trust company, solely

for the purposes of exchange or collection, deposits of

money, checks, sight drafts, or maturing notes and bills,

provided the non-member bank maintains with the Federal
reserve bank a balance sufficient to otfset the items in

transit held for its accovint.

In pursuance of these provisions of the law, the Federal
Reserve Board in 1916 promulgated regulations for a clear-

ing and collection system, the main features of which
are as follows : Bach Federal reserve bank exercises the

functions of a clearing house for member banks and for

non-member banks maintaining sufficient balances to qualify

as clearing members. From such baiiks in its district each

Federal reserve bank receives at par checks on all member
banks and non-member banks which agree to remit at

par through the Federal reserve bank of their district.

Each Federal reserve bank also receives at par from other

Federal reserve banks and from all member and clear-

ing member banks regardless of their location, for credit

to their accounts with their respective Federal reserve

banks, checks drawn upon all member and clearing mem-
ber banks of the district and upon all other non-member
banks of its district whose checks can be collected

at par by the Federal reserve bank. Under the fore-

going provisions cheeks are now cleared and collected at

par practically all over the country. Much of the loss in

time and the economic waste to )3usiness due to the old

practice of "routing" checks and of carrying as a part of

a bank's legal reserve checks in transit, known as the

"float," has been eliminated. Although checks received by

a Federal reserve bank are credited immediately to the

sending bank, the proceeds are not counted as reserve nor

made available to meet checks until actually collected. On
the other hand, checks received by the Federal reserve bank

on member or clearing member banks are not charged to

their accounts until sufficient time has elapsed to receive ad-

vice of payment.

In years past business men have complained of the high
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rates charged for collecting checks, and in the hearings

which preceded the passage of the Federal Reserve Act, as

also in the subsequent discussion of the par collection sys-

tem, it was contended that in many instances country banks,

especially, made fullj^ one-half of their earnings from these

charges. The new plan reserves to member and clearing

member banks the right to make a charge against other

hanks, except Federal reserve banks, for actual expenses

incurred in collecting and remitting funds, or for ex-

change sold to its patrons. It requires, however, that such

charges shall be reasonable, as deterniincd by the Federal

Reserve Board, and in no event in excess of %o of 1 per

cent.

Since the Federal reserve banks keep accounts with each

other for exchange purposes and make daily settle-

ment through the Gold Settlement Fund, they take each

other's drafts at par. A business man who has a payment
to make in some other district may, instead of sending his

own personal check, buy from his local bank at par an ex-

change draft on the Federal reserve bank of his district.

(The Federal Reserve Board has deemed it unwise to per-

mit the unrestricted use of exchange drafts and has placed

a limit of $5,000 on any one draft.) The exchange draft is

immediately available on any financial center in the conn-

try where there is a Federal reserve bank or branch. Here-

tofore, New York exchange has been considered superior to

exchange on any other city for making remittances, but

under the new system, exchange on any of the twelve

Federal reserve cities or branch bank cities is equally good,

for each of them is a par point for the entire country,
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CHAPTER XV

DOMESTIC AND FOREIGN EXCHANGE

109. Domestic exchange.—One of the most important

functions of banks is to facilitate domestic and interna-

tional trade transactions through dealing in domestic and

foreign exchange. Just as banks in the same city settle

their claims against each other through the clearing house,

thus reducing to a small balance the amount to bo settled

in cash, so balances between different cities are settled by

the operations of domestic exchange, and balances between

countries by foreign exchange.

Reference has been made elsewhere to the work of the

banks in facilitating pajnnents and in collecting for their

customers, checks, drafts and other instruments of credit

in dailj^ use. These transactions involve two sets of settle-

meiits : first, those between the buyer and the seller Avith

the bank as intermediary; and second, settlement between

the banks involved. It will be recalled that the personal

draft or bill of exchange differs from a check in that it

is drawn by one person upon another and not upon a bank.

It may be drawn in favor of the drawer himself or of a

third person,, and it may be made payable at sight or at

a certain number of days after sight or after date. If it

is a time draft it will be presented to the drawee as

promptly as possible for his acceptance. An accepted time
draft becomes to all intents and purposes the promissory
note of the acceptor. The use of these drafts in connec-
tion with bills of lading is described in the chapter on

226
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loans and discounts. They are used extensively in the

financing: of the grain and cotton c'rops and many other

lines of business. For example, a 'New Orleans cotton

buyer when he sends a shipment of cotton to New York
draws on the New York firm for the amount, attaches the

draft to the bill of lading, and takes it to his local banker

to realize on it. The banker buys tlft draft and the pro-

ceeds are placed to the shipper's credit at once or as soon

as advice is received from New York that the draft has

been paid or accepted. The banks render an important
service in presenting, collecting and discounting these com-

mercial drafts or bills of exchange.

While merchants and traders in different parts of the

country are enabled through the agency of banks to make
settlements with each other by offsetting the claims of one

section against those of another, thes'e claims never exactly

balance. It becomes necessarj^, therefore, either to ship

currency or to provide some form of credit that will

have undoubted acceptability. This need is met by the

use of the bank draft. A bank draft is an order drawn
by one bank on another bank or banker. Practically

every large bank in the country has funds on deposit

with banks in other cities, and so is able to sell to its

customers drafts calling for the payment of money in those

cities. Owing to the fact that New York is the commercial

and financial center of the country and that business men
all over the country have financial dealings with New
York, most banks find it advisable to keep deposits with

banks in that city. Drafts on New York, commonly known
as "New York exchange," are generally as acceptable as

cash anywhere in the United States, and are widely used

in making remittances from one part of the country to

another.

Even remote country banks can ttsually sell New York

drafts, for though they may not have deposit accounts in

New York, they have an arrangement with some bank in

a nearby city which maintains a New York deposit by

which they, too, are permitted to draw upon it. Drafts
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upon other large financial centers, likp Chicago or St. Louis,

are generally acceptable through the West and some local

use is made of bank drafts on smaller places, but New York

exchange is constantly being used all over the United

States.

110. Currency movements.'—The varying balances be-

tween credit and debit accounts due to the payments and

collections of the country, and the offsetting of these ac-

counts through the agency of the banks, give rise to the

transfer of funds and to what is known as "rates of

exchange.
'

' Thus, exchange on New York in Nashville or in

Seattle may be at par to-day, but a month hence it may be

at a discount, and in three months the merchant who wishes

to remit to New York or some other city may have to pay

a premium for it.

The variation in the rates of exch-ange and the seasonal

movements of currency to and from "the interior" can

best be understood by noting exchange operations during

tlic crop-moving season. In the late'^summer and autumn
wlien the great grain crops of the West and the cotton of

the South are being gatiiered and shipped those sections

must have large supplies of funds. Harvest hands and

farmers nmst be paid and as consignments of grain and

cotton are made to dealers in New York and other Eastern

points heavy drafts are made on New York. New York

exchange )iiay become so plentiful that it will fall to a dis-

count. The AVestern or Southern banker sends the drafts

bought from shippers to New York and after a while he

finds that he has a big credit balance there while his actual

cash on hand is being exhausted, and he will be less and less

inclined to buy more New York exchange. If he continues

to buy it he must have sent to him some of the money
which has been piling up to his credit in New York.

It will be understood that the accumulation of credits

in New York during the crop-moving season is offset to

some extent by debit obligations incurred in the West and

1 The iiheiinniena here ilescribefl will be changed consiilerably when
the Federal reserve system becomes well established.
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South through the pxirchase of manufactured goods and

all kiuds of merchandise from Eastern dealers. Jn the

winter and spring months the agricultural districts are

buviiig largely from Eastern cities aiid selling little. As a

result the demand in the interior for drafts on New York
becomes so heavy that the country banks will charge a

premium for New York exchange and generally will have

to send back to New York some of the funds they received

a few months before to cover their drafts.

There is another reason, aside from the normal opera-

tions of exchange, for this seasonal movement of money
bet\^'een New York and the country districts. In the har-

vesting and erop-moving months the West and South must
have large amounts of actual cash with which to pay har-

vest hands and farmers, cotton pickers and planters. To
meet this demand the country banks must have the cash

shipped to tlieiii from Newr York and other reserve centers.

Then in the winter and spring cash flows back into the

country banks, and as there is comparativelj^ little local de-

mand for it during those months, they ship it back again to

build up their balances in New York. They get a low rate

of interest on these balances, but freguently they instruct

their New York correspondents to lend a part of their

balance on call or otherwise when the money market is

favorable.

In the past this alternating ebb and flow of money with

its resulting scarcity of funds at onejseason and abundance

at another, due to defects in our banking system, caused

great disturbance in the money market, notal)]y in the

Eastern centers. When the banks t)f the interior began

to draw dowii their New York balances in the autumn, the

New York banks were compelled to curtail their loans.

This affected not onlj- stock exchange operations but also

commercial loans to business houses, which at that season

require not less but more loan accommodations. On the

other hand, the flow of money back to New York at the

beginning of the year caused large surplus reserves, low

rates for money, and an expansion of loans for speculative
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purposes. Prior to the establishment of the Federal re-

serve system vast amounts of money were constantly being

shipped from one bank to another in different parts of the

eountr}'. To some extent the shipment of currency was

avoided hy cooperation with the United States Treasur}'.

A bank in New York wishing' to transfer $1,000,000 to a

bank in Chicago would deposit that amount in the sub-

treasury in New York which would telegraph the sub-

treasury in Chicago to deliver the currency to the Chicago

bank. This had the advantage of p'romptness and safety,

and also eliminated the cost of shipments. The operations

of the Gold Settlement Fund and the system of clearingv

and collections instituted by the Federal reserve banks

have greatly reduced the former waste and inconvenience

in currency movements.^

111. Treasury operations.—The situation described

above was aggravated by the operations of the United States

Treasury in its clumsy method of making collections and

disbursements. At certain seasons of the year government

receipts from customs and internal revenues are heavy and

large sums of money are withdrawn from the channels of

trade, thus lowering bank reserves, curtailing loans, and

frequently causing acute monetary stringency. This is in

striking contrast to the practice of foreign countries where

a central bank acts as fiscal agent o*f the government and

facilitates rather than hinders the normal operations of

credit and the flow of currency.

In former years the Treasury Department resorted

to various expedients to correct these disturbances. Sur-

plus receipts of public iiionex', and recently daily receipts

as well, have been deposited in designated national banks,

but the Treasury re'quired the banks receiving these de-

posits to give security by depositing bonds, and also re-

quired the • banks to pay interest on the deposits. The

Treasury has sometimes come to the relief of the money
market by increasing these public deposits with the banks,

It has also anticipated the payment of interest on United

1 See p. 424 et seq.
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States bonds, and has even purchased the bonds themselves,

in order to put cash into circulation.

Tlie Federal Reserve Act provides' that all government
funds, except those held for the redemption of national

bank notes and Federal reserve noteS, may be deposited in

Federal reserve banks, and though it is left to the discre-

tion of the Secretary of the Treasuc^^- whether such funds
shall be kept in the Treasury, the national banks, or Fed-
eral reserve banks, the latter will under normal conditions

probably hold the bulk of them.

112. Foreign exchange.^—International transactions are

settled by means of foreign bills of exchange on the same
principles and in much the same way as domestic transac-

tions are settled by the use of domestic bills of exchange.

London holds much the same position with respect to the

trade of the world that New York Iiolds in the trade of

the United States, and is therefore the chief center of in-

ternational exchange. As New York exchange has been the

chief instrument for settling balances between different

cities in the United States, so the London draft, or "ster-

ling" exchange, as it is commonly called, has been the

medium of exchange between countries. Carrying the

comparison one step further it may be noted that just as

balances between debtors and creditors in Ihe United States

are settled finally in some form of^ currency, so in the

settlement of balances between nations money must ulti-

mately be chipped. In making international settlements,

however, gold either in the form of coin or bullion is the

only universally acceptable medium.

The essential principles underlying the foreign exchange

business may be shown by a simple concrete example. A
cotton factor or dealer in New Orleans sells 100 bales of

cotton to an importing house in Liverpool and draws a

draft for £1,000 on the Liverpool firm. The factor takes

1 The following discussion is based upon normal conditions prevail-

ing before the war. During that conflict the gold standard was com-

promised by gold embargoes and restrictions, and abnormal rates of

exchange prevailed everywhere.
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the draft or bill of exchange to his |)anker who buys it at

the current rate of exchange, say, 4.86, and gives the cus-

tomer $4,860. The banker sends the bill of exchange to

his correspondent in Liverpool or London, who collects the

draft and places the amount to his Credit. The banker in

New York or New Orleans is willing to buy these sterling

bills because American importers of foreign merchandise

are continually wanting such bills to nu^et their obligations

abroad. With the £1,000 to his credit in Liverpool he

can sell his own draft to a customer for that amount at

the current rate of exchange. Of course he will expect to

make a profit on the transaction, and will sell his draft

for, say, $4,870, thus making a profit of $10. In the same

way British merchants exporting goods to the United States

draw upon the American importer and sell their drafts

to London bankers who send them to their New York cor-

respondent for payment or for acce'ptance and collection,

receiving credit for the amount. While the process of

foreign exchange is not always so simple and direct as in

the example just cited, yet it serves to show the nature of

the foreign exchange banker's business, which consists

in the bu.ying of bills of exchange, depositing them with

correspondent bankers abroad, and selling drafts against

the credit thus obtained.

113. Supply and demand of foreign exchange.—Before

taking up the mechanism of foreign exchange it may be

well to examine briefly the sources of supply and demand
which give rise to foreign bills. Basically the supply of and

demand for foreign exchange is due to our trade with

foreign countries. For the fiscal year ending June 30,

1913, the total exports of the United States to other coun-

tries amounted to $2,400,000,000 and our total imports for

the same period amounted to $1,800,000,000. It is evident

that a vast amount of foreign exchange must arise from

the -direct export and import of this enormous volume of

merchandise. AVithout the service of the foreign exchange

banker in effecting transfers of credit, much of this "bal-
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ance of trade '

' between the United States and other coun-
tries would have to be settled b\- the shipment of gold.

In addition to the visible trade in -merchandise, there is

a large "invisible" foreign trade consisting of the exchange
of evidences of debts, which has ali important influence

upon the movement and the price of foreign exchange.
This invisible trade consists largely of international deal-

ings in securities and in private and bankers' investments.

European investors are large buyers of American stocks

and bonds, payment for which gives rise to sterling ex-

change in precisely the same way as the export of cotton

or grain. On the other hand, American investors have in

recent years been buj'ing extensivelj- of foreign bonds.

Then, again, there come times when European holders of

American securities wish to dispose of them and we are

required to bu\- back large amounts of our stocks and
bonds. These transactions in securities give rise to a strong

demand for exchange.

The making of international loans by bankers and of

private investments in other countries are other classes of

the invisible foreign trade that cause the drawing of large

amounts of foreign exchange bills. Loans are constantly

being made hy bankers in one country to bankers and
financial houses in another. If at a particular season the

rates for money are higher in New York than in London,

a London banker may cable his NcW York correspondent

to draw upon him at 60 or 90 days ''sight for £20,000 and
to invest the joroceeds realized from the sale of the draft

in good commercial paper. In 1906 3iarge sums of English

and French capital were thus loaned in this country and
in 1909 "American borrowings in Lohclon and Paris footed

up to at least half a billion dollars. '

'^ On the other hand,

in 1897 when busine.ss was dull in the United States and

active in Europe American bankers attracted by the higher

interest rates in Berlin and Paris allowed their European

balances to increase, thus virtually lending to European

centers. In this connection the use of the "finance bill"

lEscher: Elements of Foreign Exchange, p. 12.
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may be briefly noted. When money rates become decidedly

higlier in New Yorlv, for example, than in London or Paris,

New York bankers arrant^c with bankers in those markets

to allow them to draw bills at 60 or 90 days. These bills

are sold and the pnicceds loaned on the local market at

the high rates. Before the drafts fall due some arrange-

ment must be made, of course, to reimburse the foreign

drawee. The arranging;- of thew international loans creates

large amounts of foreign exchange.

Many millions of dollars have been invested by foreign-

ers in American mines, farms, timber lands, railroads and

other enterprises, and Americans are beginning to invest

capital in Alexico, JSoutli America, Canada and other conn-

tries. Exchange is affected not only by the drawing of

exchange to meet these investments, -but also by the neces-

sity of remitting periodically the interest and dividends

on the investments.

Other items which enter into the invisible trade causing

a demand for foreign exchajige are the disbursements of

American travelers in Europe. It has been estimated that

normally American tourists spend between $100,000,000

and $2()(),00(),000 a year in foreign, lands. Then the ex-

penditures of wealthy Americans living abroad for a part

of the year, or permanently, call for many millions more.

These expenditures must be met eventually by remittances

of exchange from this .side. This demand is offset in part

by the supply of sterling exchange brought by foreign

tourists to this country.

Still another important source of demand for foreign

exchange is the freight paid to foreign ship-owners for

carrying our enormous foreign trad^, the greater part of

our shipping before the war being handled by foreign ves-

sels. Out freight bill proljably amounts to $ir)O,OO(),000 a

year, which must be remitted in excliange to foreign com-

panies. So, too, the payment of insurance premiums to

foreign concerns makes a steady demand for exchange.
Summarizing the foregoing analysis, it may be stated

that the principal sources of the supply of foreign ex-
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change are ( exports of merchandise. Lsales of securities

abroad,) transfers of foreign banking capital to this side,

and'jthe sale of finance bills to European bankers; and
that the principal soiirces of the demand arel imports of

merchandise,>purchascs of foreign securities,^ remittances

of dividends and interest on foreign capital invested here,

/expenditures of tourists, and^ reunttanees for freight and
' insurance. As already noted, the direct export and import

of merchandise is the largest factoi' in the demand for,

and the supply of, foreign exchange. For many years the

total exports of the United States have exceeded the total

imports by many hundreds of millions of dollars, yet this

excess does not leatl to any marked -excess of gold imports

over exports of gold, though shipments of gold are made
periodically to and from this country for reasons that will

be explained later. Our excess of exports over imports is

otfset largely by such items in the invisible trade as securi-

ties owned abroad and the interest 4Ad dividend payments

on them, freight payments to foreign ship-owners, and

tourists' expenses in Europe.

114. Rates of exchange.

—

The quotations for exchange

are tlie urices at which the right to receive money in a.

foreign couutrv is bought and sold in another countrv_and

vary according to supply and d^ipand. Distinction must be

made between the "mint" par of exchange and the "com-

mercial" par of exchange. ^lint par of exchange between

the I'nited States and anotlier country is the actual value

in our money of the pure metal contained in the coins

representing the units of money in the other country.

Thus the mint par of exchange of the English pound ster-

ling in our money is ^-t.t^li65, of the French franc 19.3

cents, and of the German mark l!3.t^, cents. The nunt par

of exchange between any two counjries is determined by

dividing the weight of pure gohl iu the standard coin of

the one by the weight of pure gold in tlie standard coin

of the other. The English sovereign or pound sterling

contains about 113.001 grains of pure gold and our dollar

contains 23.22 grains of pure gold. Dividing we have
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4.8665',.'Whieh means that the pound sterling is wortli 4.8665

times as much as our gold dollar. In the same way the

mint par between tlie dollar and the mark, frano, or guilder

is determined. While our transaetions with Germany,

France and Holland give rise to a large amount of bills

drawn in the eurreney of those countries, yet the great

bulk of our dealings is in sterling exchange. For the sake

of clearness, therefore, we shall confine our attention largely

to the operations of sterling.

If the volume of exports and impQrts and the items in-

volved in the invisible trade were to balance exactly there

^^'o^dd be a commercial par of exchange also, and sterling

bills would be bouglit and sold for .^^4.86 in American
money. This equilibrium in international business rarely

occurs, however, and the price of sterling seldom corre-

sponds to the mint par, but varies nvith the demand for,

and the supply of, bills. How widely may the rates of

exchange vary from the mint par? This brings up the

question of the so-called "gold points." At certain sea-

sons of the year when imports into the United States are

greatly in excess of exports, there is such a demand for

drafts on London that bankers are able to charge a pre-

mium on them. Now the American importer having to

make remittances abroad has two alternatives: He may
either send a draft on London or liave the gold shipped.

The cost of shipping gold between London and New York
is about two cent^ to the pound sterling. As long as the

price of sight exchange on London is less than $4,886, that

is, the par of exchange plus the cost of shipping gold, it

will pay the importer to buy a bdl rather than to ship the

gold. AVhen exdiange rises above .that point, kno\vn as

the "gold export point," gold will probably be shipped.

On the other hand, when exports exwed imports New York
bankei-s buy more sterling than their customers need and
after a while they will be willing to buy bills only at a

discount. But again the American exporter has two meth-
ods of receiving funds from abroad: He can draw a bill

on his foreign debtor and sell it in New York or he can
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Drder the gold shipped to him. As it costs two cents to

Bhip the gold he will not be willing to sell his draft for

much less than $4,846 ($4,866 less .02), for if it falls

below that point, called the "gold import point," it will

be more profitable for him to have the gold shipped from
abroad.

It will be nnderstood, of course, that individual traders

do not export and import gold; this business is handled,

like exchange itself, by the bankers, and is largely con-

centrated in the hands of a few international banking
houses. lu general then it may be said that when, as a

result of heavy demand, drafts on Tjondon are selling at

$4,886 in New York, American bankers may find it equally

or more profitable to meet their fo'reign obligations bj^

shipping gold instead of remitting in sterling exchange.

On the other hand, when exchange has fallen to $4,846

and remittances are to be made from London to American
bankers, they may find it more profitable to have the gold

.shipped to them from Tjondon tha,n to sell drafts on Lon-

don at the low ratQ of exchange. Theoretically, therefore,

the price of sterling bills cannot under normal conditions

rise much above $4.88, nor fall much below $1.81. It must

be understood that these "gold poir;ts" are not fixed, but

that they vary from time to time with the rate of interest

and other influencing factors.

115. Correctives of foreign excha,nge.—When sterling

exchange reaches either the gold exporting point or the

gold importing point, certain forces, ;known as
'

' correctives

of the exchanges,
'

' come into operation to restore the inter-

national equilibrium. In the following explanation of the

influences bearing upon the rise and fall of foreign ex-

change we shall for the sake of simplicity consider only

the two great financial centers, London and New York.

It should be borne in mind that when the rates of exchange

on London are falling in New York, exchange on New
York is rising in London and vice Versa. I The first cor-

rective tending to bring down the price of exchange is

the reduced demand for bills. Wlien sterling rises to $4.89
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or $4.90 bankers begin to buy gold and ship it abroad to

create balances against which to draw and sell bills at

these high rates. People wlio were in the market for bills

now shift their demand to gold, thus lessening the demand

for bills and tending to reduce the price. -^The second cor-

rective is a lower level of prices resulting from the with-

drawal of gold. The withdrawal of gold reduces the bank

reserves and causes a curtailment of loans and credit.

With the consequent slackening of business, commodity

prices tend to fall and exports increase. The increase in

exports gives rise to an increased supply of bills of ex-

change and a resulting decline in their price.

Another corrective of advancing foreign exchange when

the price reaches the gold exporting point is theJrise in

the rate of interest. The curtailmeut of credit due to the

withdrawal of funds from New York results in higher

interest rates. A rising interest rate reduces the demand

for exchange, first, because American bankers are instructed

hy their foreign correspondents to leave their funds in the

New York market to take advanta'ge -of the high rates;

and, second, because American banks will sell bills of ex-

change in order to secure funds to loan in this market.

The action of these correctives will sooner or later bring

about a fall in the price of exchange and the export of

gold will be checked.

The correctives of falling exchange preventing a decline

below the gold importing point operate in the same way.

When sterling exchange falls to about $4.84 exporters in-

stead of receiving their money bj^ selling drafts on London
have the gold shipped to them. This reduces the siipply

of bills and causes an increase in their price. In the sec-

ond place, the importation of gold tends to raise the level

of commodity prices, which results in increased imports

and larger demand for exchange with which to pay for

them. The increased demand for bills tends to raise their

price. The third corrective is the interest rate, which
operates in the same wa,y as in rising exchange. AVhen the

interest rate in New York is low, it pays the banker better
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to buy bills of exchange than to loan in this market. Then
agaiu, instead of calling his funds home he will give in-

structions to have them loaned in the London or Paris

market where the interest rate may he higher. These two
factors, one decreasing the suppl}- of bills and the other

increasing the demand, will bring about a rise in the quo-

tations for sterling, and after a time gold will tend to flow

back again to this side. While the foregoing explanation

does not cover all the influences bearing upon the rise and
fall of foreign exchange, it probably embraces the most
important factors.^

116. Gold movements.—^London is the world 's great pri-

marj^ gold market, and the bulk of the raw gold mined in

South Africa and Australia goes direct to that center to be

sold at the best price available. Practically all the leading

commercial countries, except the United States, which is

an important gold producer, must look to the London mar-

ket for fresh supplies of gold. Every Monday morning
there is a public auction of the new gold, and bullion

brokers, representing foreign and local banks, meet to buy
and sell bullion. The Bank of England is required by
law to buy all the gold offered to it at the rate of 77s 9d
per ounce and this flxes the minimum price. How far

the actual selling price will go above this minimum will

depend upon the needs of the various banks bidding for

the gold.

The primary distribution of gold to the various foreign

centers needing it, through the weekly auction in London,

is, however, only temporary. Berlin may bid high enough

to get most of the gold arriving in London in any one

week, but within a short time the shifting of exchange

may cause Berlin to lose it to London or Paris. A con-

tinuous movement is going on along the lines of favorable

exchange. In general, gold goes out when exchange is

high and comes in when exchange is low.

London is often referred to as a "free" gold market.

1 For a full discussion see Escher : Elements of Foreign Exchange,

Ch. III.
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It is free in the sense that the auctions of new gold are

open to all reliable bidders, but the conditions are such

that the Bank of England can normally outbid all others

if it needs the gold. It also regulates the export of gold

by raising its discount rate. In Germany the Imperial

Bank resorts to a somewhat similar method to protect her

gold supplj^, and in Prance the Batik of Prance protects

the gold reserve by paying its notes in silver instead of

gold, or by charging a premium for gold.

The only actual free gold market in the world is the

United States, where anybody who wants gold can get it

at the nearest sub-treasury. In the past this was the

onl}- important country in the world that lacked the bank-

ing machinery necessary to control international gold move-

ments by changes in the discoimt rate or otherwise. Under

our decentralized and independent system of banking it

was impossible to secure that unity of policy in matters

affecting international exchange which European coun-

tries exercise through their central banks. It is believed,

however, that the Federal reserve System will provide a

centralized, cooperative agency with the power and the

responsibility of regulating the export and the import of

• gold.

117. Varieties of foreign exchange.—There are three

principal forms of foreign exchange^—the commercial bill

rj'j^-r.}iqngQ fiTO_J-.riri-''^'''s ''"' fin ail pf^Jiiii aucl the letter of

iTpdit- Commercial long bills are drafts drawn l)y ship-

pers of merchandise upon the foreign buyers or their bank-

ing representatives at tliirty days' sight or more. If they

are accompanied by bills of lading and other shipping

papers they are known as "documented" bills; otherwise

tliey are called "clean" bills. Drafts of the former kind

drawn against shipments of cotton and grain make up the

bulk of the commercial foreign exchange handled in the

New York market. Documented bills are accompanied by

the bill of lading, the invoice of the goods, and usually

an insurance certificate. Sometimes there is attached to

the draft with these papers a " lijqDothecation slip" which
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formally conveys to the banker buying the draft the right

to the goods. In the case of meats and a few other exports
'

' certificates of inspection
'

' aceompaiiy the bill.

When a New Orleans factor sells one hundred bales of

cottpn to a Liverpool cotton firm with the understanding

that the latter is to be drawn upon* at sixty da^'s' sight,

he draws the draft, attaches the bill of lading and insur-

ance papers, and either takes the papers to his local banker

or sends them to New York to be sold at the current rate of

exchange. The New Orleans shipper gets his cheek or

Nert"- York draft for the amount of the draft and has no
aiore interest in the transaction. The banker who has

bought the draft sends it to his foreign correspondent in

London or Liverpool with instructions to present it to the

drawee for acceptance. If the drawee is a firm of recog-

nized standing the bill of lading will be delivered to him
as soon as he accepts the draft and he will be able to get

possession of the cotton at once. "Where the drawee's

standing is not so well known, or where the merchandise

is perishable, the documents will be surrendered only on

actual payment of the draft under a discount or rebate

arrangement. Bills of the former class are kuown as "ac-

ceptance" bills; the latter are called "payment" bills.

Payment bills drawn against perishable goods like grain

command a higher rate of exchange than acceptance bills.

The consignee in order to get possession of the grain and

to prevent it from spoiling must pay the draft under

rebate. In the London market th^ rate for loans rules

lower than the discount rate; consequently le.ss pounds

sterling will be taken off the face- of the grain bill in

the process of rebating than off the cotton bill in dis-

counting.

Clean commercial bills are drafts, unaccompanied by ship-

ping documents, drawn by commercial houses in one country

on houses in other countries. Sometimes where there exists

an old and intimate relationship between an exporting house

in one country and an importing house in another, mer-

chandise is shipped and the drawing against it is by agree-



242 MONEY AND BANKING

ment postponed for some time. When the shipper finally

draws, the draft will be clean, that is, it will have no doeu-

ments attached to it, for these went forward at the time the

merchandise was shipped. A banker buying a bill of this

-^£u-^i^ tiJ^

'J. 1-v, i'Ulf '^11^

,>7tfrM //ti/ ,/0/f/h///it i^^W't/j/Zf4fr///C /moi/// ///////////;/

, ly.. . , / .jJZ/.> .11..Z .:

-•&-0

/ti-c/-*-^ 'ts'-t--

FoREiGN Bill of Exchange

kind has no security whatever except the standing of the

firms concerned. In the case of a documented bill the

banker holds the bill of lading until the draft is accepted

or paid, and if necessary to protect his own interest he can

seize and sell the goods. Cleajx bills have no such security

and bankers generally refuse to handle them except when
drawn by the very best houses. Clean bills may arise also



DOMESTIC AND FORBIGJ>| EXCHANGE 243

from the transfer of capital from one country to another.

While the great bulk of documentary commercial bills are

drawn at thirty days or longer, a good many small bills

are drawn at less than thirty days. Generally these
'

' short
'

'

sight bills are subject to the rule o£ payment rather than

acceptance.

liiternational dealings in stocks and bonds give rise to

a large volume of foreign exchange. A banker in New
York sells a block of securities to a London banker and
draws for the amount of the purchase at the prevailing

rate of exchange. The securities are attached to the draft,

which is then sold in the open market. Exchange of this

kind is of the highest class, since the buyer gets the se-

curities as collateral and does not give them, up until the

draft is presented and paid in London.
Bankers frequently buy foreign exchange as an invest-

ment.^ It sometimes happens that discounts rise in Eu-
rope, forcing down the rate of exchange on commercial long

bills. If at such times money is easy in our markets

bankers buj' heavily of long exchang.e, not to have it dis-

counted and placed to their credij as in the ordinary

transaction, but to hold it as an investment. Instead of

indorsing the firtits of bills of exchange and remitting them

to his foreign correspondent for discount, the banker writes

across the face of the bills the words "For acceptance

only," and instructs the correspondent to obtain accept-

ance and to hold the bills subject to t|ie call of the indorsed

seconds. Of course the documents are delivered to the

drawee when he accepts the bill, so that he can get the

goods. The seconds of exchange remain in the possession

of the banker with interest accruing until maturity. At
any time before maturity these seconds can be indorsed

and remitted for collection and credit to any banker who,

by presenting them, obtains possession of the firsts; the

two .parts, that is, the accepted firsts and the indorsed

seconds, constituting the completed bills. The profit on

this kind of transaction arises frotb the fact that the

iSee Margraff: International Exchange, pp. 61-65.
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banker is able to buy ninety-day bills in this country at a

low rate as compared with sight bills because the discount

is based on the rate of interest in the foreign country.

Moreover, these bills can be sold by the banker at any
time before maturity, thus giving him the high rate of

interest of the time loan and the instant convertibility of

the call loan. Bankers' long bills also are purchased for

investment, but they do not have any documents attached.

118, Bankers' bills.
—

"Foreign exchange bankers keep

balances in several financial centers against which they

, Giwraiily Trust fompanvol ?sei\ \oA
"-fi^lJ- J )~t-_^x' C' '''^J

\o 17205 !-• RtS

Transfer Bill of Exchange on Paris

draw and sell demand drafts or '

' checks,
'

' as they are com-

monly called. As the name indicates, they are payable on

presentation and demand. "Cable exchange," or "Ca-
bles," differs from sight drafts only in that the foreign

banker who is to pay out the money is instructed to do so by
cablegram instead of by letter. Grenerally, foreign ex-

change bankers who sell cables carry large balances on the

other side. These balances may be accumulated by remit-

tance of all kinds of bills, both time and demand.
Time drafts sell at a lower rate than sight bills because

of the loss of interest on the amount to be paid. Cables

cost more than the ordinary sight bill by at least the cost

of the cablegram. "Posted rates" are the bankers' pubHc
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notices of the rates of exchange. They applj- to bills for
small amounts and actual sales of large bills may vary
considerably from these posted rates. The bills of houses
enjoying high credit generally command a better price
than others. The price of time bills is affected by the

rates for money at the foreign center because they are

remitted for acceptance and usually ^discounted at the pre-

Tailing rate there.

Bankers' long bills drawn at sixty and ninety days' sight

may be divided into three classes: (1) long bills drawn in

the regular course of business
; ( 2 ) long bills issued in the

operation of lending foreign money: (3) finance bills.

Bankers engaged in the foreign exelmnge business are con-

stantly called upon to supply customers with bills drawn
at sixty and ninety days' sight. Take, for example, the

case of a New York importer who has an obligation ma-
turing in London in two months but who has the money
on hand and wants to pay it now. Instead of sending
demand sterling, that is, a demand ^Iraft on London, and
getting a rebate of interest for th*e sixty days, he M'ill

more likely send a sixty da)-s' sight draft, the cost of

which will be considerably less than a demand draft.

The great proportion of bankers' long bills arise from
the lending of mone.y in foreign financial centers. Euro-
pean bankers keep millions of dollars loaned out in the

New York market. Bankers' long bills are created in the

making and renewing of these loari.s and find their way
into the exchange market.^

119. Finance bills.—The third kind of bankers ' long bills

are finance bills. A finance bill is a draft drawn by a

banker in this country on a foreign banljer for the purpose

of securing funcls here for the time being and with the

intention of meeting the draft at maturity b,v the pur-

chase of demand sterling. American ftnance bills are drawn
at thirty, sixty, or ninety days, and u,sually are not covered

by collateral security. The foreign banker who accepts

these drafts becomes, as it were, an accommodation in-

1 For a full discussion of this subiect, see Esc.her, pp. 83-9i.
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dorser, and is responsible for their payment at maturity

if tliey are not made by tlie drawer. Naturally, therefore,

only the best houses with strong foreign connections and

high credit can float such bills. The drawee bank charges

a couimissiou for accepting the bill varying from 1/16 to

i of 1 per cent, according to the tenor of the bill, the

financial responsibility of the drawer, and the character

of the security if the bill is covered.

The conditions under which it is advantageous for the

banker to raise funds hy drawing finance bills vary with

the season of tlie year and other factors. Primarilj^, of

course, the use of the finance bill is based upon the idea

that the banker can borrow funds abroad where money is

cheap and lend them at home at a higher rate. But the

condition of the exchange market is always a prime con-

sideration. After the banker sells his finance bill at ninety

days the operation is only half completed. When the biU

matures he must buy sight exchange and send it to his

correspondent to meet the bill. His profit depends then to a

great extent upon the price at which he is able to "cover,"

that is, purchase sight exchange to meet his maturing

finance bill. In the summer months money is apt to be low

and exchange high, but during the fall and early ^vinter

when exports are moving out in great volume there is a

plentiful supply of bills, and at that time bankers, who

have put out bills in the summer, can generally piirchase

sight exchange at a low rate to cover their maturities. In

calculating the profit made in the hanclling of finance bills

there is on one side of the balance the jDroceeds from the

sale of the ninetj'-day draft, which w-ill be close to the face

of the draft as the discount rate in England is low, plus

the interest received from the loaning of the proceeds ; on

the other side is the price paid for demand exchange at

the end of the ninety days plus the commission charged for

acceptance by the foreign banker. There is a strong ele-

ment of speculation in the handling of finance bills, but it

affords opportunity for large profit and many of the big

exchange bankers engage in it.
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120. Arbitraging.^—Arbitraging in exchange may be

briefly defined a.s the purcliase of exeliange on one coun-

try througli anotlier country. Tlius, for example, when
excliange on Paris is more plentiful in London than it is

in New York, an exchange banker in New York needing

a draft on Paris may be able to buy it cheaper in London
than at home. The following example will illustrate a

simple arbitraging transaction.^ A -banker in New York
sells a draft on Paris for 25,250 francs. The rate is 5.17^

{5 francs 17^ centimes to the dollar), so that he realizes

on the sale $4,879.23. Cabling to London he finds that

the rate there on Paris is 25.25 (£l^francs 25.25). It

will therefore take just £1,000 to buy the francs 25,250

he needs. Sterling exchange is selling at 4.84. He de-

cides to buy a draft on London for £1,000, costing him
$4,840, and sends it to London with instructions to his

correspondent to buy with it a bill on Paris for francs

25,250 and to send it over to Paris to the credit of his

account. By this triangular arrangement he has been able

to sell to his customer a draft on Pajis for $4,879.23 and
to provide funds there to meet it at if, cost of $4,840.

Speaking of exchange arbitration, Escher says: "Ex-
perts do not confine their operations to the main centers,

nor is three necessarily the largest ntimber of points which

figure in transactions of this sort. Elaborate cable codes

and a constant use of the wires keep the up-to-date ex-

change manager in touch with the movement of rates in

every part of Europe. If a chance exists to sell a draft

on London and then to put the requisite balance there

through an arbitration involving Paris, Brussels, and Am-
sterdam, the chances are that there will be some shrewd

manager who will find it out and put through the transac-

tion. Some of the larger banking houses employ men who
do little but look for just such opportunities. When times

are normal the margin of profit is small, but in disturbed

1 For full discussion of arbitraging, see Margraff : International

Exchange, Ch. XXVI.
2 Eseher, p. 98.
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markets the parities are not nearly so closely maintained

and substantial profits are occasionally made. The busi-

ness, however, is of the most difficult character, requiring

not ^ouly g'reat shrewdness and judgment but exceptional

mechanical facilities.'

121. Dealing in futures.— The dealing in contracts for

future delivery of exchange arises from two broad classes

of operations. Bankers who buy and remit to their for-

eign correspondents large amounts of exchange, including

both acceptance and payment commercial long bills, fre-

quently sell their own demand drafts for future delivery,

trusting that the pa^mients under r&bate on pajTnent com-

mercial bills will be sufficient to me,et them. "Not infre-

quently good commercial payment bills can be bought at

such a price and bankers' futures sold against them at such

a price that there is a substantial profit to be made."

Bankers" futures are sold also not against remittances of

commercial bills but against exporfers' futures. An ex-

porter who desires to quote a price *to a foreign customer

on merchandise to be shipped three months hence must

know what he can get for his drafts at that time. The

banker will quote him a rate somewhat higher than he cal-

culates he may be able to sell his o'vyn draft at that future

date. The exporter knows exactly what he will realize

on his exchange for future deliverj"; the banker takes a

chance on the future condition of the exchange market,

122. Letters of credit.—Letters of credit issued by

bankers to their c/iistomers are of UVo kinds : travelers ' let-

ters of credit and commercial letters of credit. The de-

mand for letters of credit by the great and increasing

number of Americans who travel iii foreign countries is

so large that many banks as well as private bankers now
issue them. A letter of credit is a .credit letter addressed

to the correspondents-'Of'the issuing bank introducing the

holder, certifying that he is authorized to draw a certain

sum of money, and requesting that his drafts be honored up

to that amount. A list of the foreign correspondents is

1 Escher, p. 101.



DOMESTIC AND FOREIGN EXCHANGE 249

added on a separate leaf of the letter. The signature of
the traveler is written at the bottom of the letter. Every
time he draws money at one of the correspondent offices

he signs a draft or receipt for the amount drawn and his

signature is carefully compared with that on his letter.
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Each time money is thus drawn the amount is indorsed

by the paying agent on a sheet of the letter, with the date,

_, J-

- -^hH

ir(ni[rii]|itii,siiii,iL

Letter of Credit—:Back

the amount both in writing and in 'figures, and the name

of the bank or agent making payment. Letters of credit

are usually drawn in pounds sterling, and the amount of
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-eacli draft is converted into marks, francs, or whatever
kind of money the traveler needs where he happens to be.

Whatever balance may remain when the traveler returns
Tvill be redeemed liy the banker issuing the letter.

Generally the tourist buys the letter outright at the
ruling rate of demand exchange plus 1 per cent commis-
sion. If the buyer is a depositor enjoying high credit the
hank may issue a letter of credit to him without payment
until the customer's drafts have been received from abroad.
.Sometimes where the amount of the letter is large and the

period of absence considerable no commission is charged,

the use of the undrawn funds being regarded as sufficient

compensation.

A modified form of the letter of credit is the traveler's

check which is issued Ijy the American Bankers' Associa-

tionj also by some of the largest banks and oxpre.s'5

companies. These travelers' checks are made out in even
amounts of dollars, ten, twenty and so on, and formcrlj

stated on the face the ecpiivalent value in pounds, francs.,

marks, etc., so that the traveler knew the exact amount he'

should receive when cashing them in a foreign city.^ The
user of the checks writes his name on the face of each, and
on a space below he signs his name again in the presence of

the paying officer when he cashes them. These checks are

readily cashed all over Europe by bankers and hotel

keepers either at par or for a small c'ommission. Banks are

generally willing to cash letters of credit and travelers'

checks because they furnish exchange on London, which if*

always and everywhere in demand.

123. Commercial letters of credit,— The commercial let-

ter of credit is somewhat similar in principle to the travel-

er's letter, but it is used to pay for merchandise purchased

from exporters in foreign countries. In effect it author-

izes an exporter to draw against the
:
correspondents of the

issuing bank for the amounts named in the letter on account

1 During the post-war period when foreign exchanges were so dis-

-turbed, these cheeks were made payable abroad "at banker's buying

rate of exchange for checks on New York,"
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of specific shipments. Though dollar credits have come

into large use during the war period sterling credits are

still the most readily negotiable throughout the world. By

means of a commercial letter of credit an importer can

purchase merchandise in any foreign country on a cash

basis, although he will not have to pay for it until the

maturity of the drafts drawn by the exporter, from one

to six months after date of acceptance. At the same time

the exporter in a foreign land receives his payment on a

cash basis as soon as he presents to the local representative

of the issuing bank evidence that he has shipped the goods

according to contract.

The financing of commercial credit maj^ take various

forujs, but the principles upon which the whole business

is based ma}- be shown by a concrete case.'- A silk manu-

factiirer in Paterson, New Jersey, purchases by cable ten

bales of raw silk in Canton, China. He goes to his banker

in New York and gets a commercial letter of credit covering-

the terms of his purcliase. Such a letter would be addressed

to some bank in Tjondon requesting it to "accept" the drafts

of the Canton merchant up to a specified amount and under

certain conditions relating to bills of lading, insurance

I^apers, etc. The New York banker sends the letter of

credit to the silk exporter in Canton, who ships the goods

to New York after having them insured and receiving the

marine bill of lading and tlie insurance certificate. The

Canton merchant then draws a four months' draft on the

London correspondent of the New York bank, attaching to

it the invoice, bill of lading, and other shipping papers.

He takes the draft to his local bank and sells it at the

prevailing rate for four mouths' exchange on London. He
has received his payment for the goods and is out of the

transaction.

Long before the silk gets to New York the draft will

reach London and be presented to the London correspond-

ent of the New York bank. If the London banker is

satisfied that the draft and the documents conform to the

1 Escher, pp. 143-160.
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terms of the credit, he accepts the draft, niarking it pay-

able four months from the date of presentation. He then

dispatches the documents wliich were attached to the draft

to the New York banker by mail steamer. After a time

the silk also arrives and arrangements must now be made

&oi|t-'No.2sfl!B Guaranty Trust Company of New York
-12,775.- Sterllae Eoreign Department

New v»vl. Jamisry.16. i9l^ ._
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by which the Paterson manufacturer may get possession

of it. He has uot paid anything on the importation, yet

he wants the goods. On the other hand, when the banker

surrenders the bill of lading he parts witli the only security

he has for the payment of the draft for which he is re-

sponsible through his London correspondent. Sometimes

the goods are stored and turned ovei* to the merchant only

when he shows that he has sold them and needs them to

make delivery. In the case of this raw silk it may be ware-

Commercial Letter op Credit—Back

housed and parcelled out to the n;ianufactnrer in small

lots as needed. More generally the importer gets posses-

sion of the goods by signing a "trust receipt." This

receipt states that the manufacturer has received the goods

and that he will sell them and apply the money received

to the payment of the four months' draft before or at

maturity. The particular form of receipt will depend
upon the standing of the firm signijig it. Most trust re-

ceipts stipulate that the proceeds from the sale of the goods

will be kept separate from other assets of the firm and
deposited with the banker as the goods are sold. At the end

of the four months the draft drawn by the Canton firm and
accepted by the London bank falls 4ue and the New York
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teiiker must remit funds to meet iti If before the draft

matures the Patersoii concern has hot met its obligation

to the New York banker by prepayments as the silk is

manufactured or sold, the banker will send it a memo-
randum of the amount due, which -will be the face of a

demand draft at the ruling rate of sight sterling plus the

banker's commission. The Paterson ^rm sends a check for

the amount. The New York banker then buys demand
exchange on London and remits it in time to cover the

maturing draft in London, thus closing the entire trans-

action.

We have already noted the advantage to both the im-

porter and the exporter in the use of the commercial letter

of credit. The banker's interest in the transaction is one

of commission. The New York banker gets a commission

from the silk irhporter, and the London banker on whom
the credit is issued gets a commission for accepting the

drafts. Yet neither banker has had to put up any actual

money, the whole operation being based upon the banker's

credit.

124. The foreign exchange department.—The rapid ex-

tension of our foreign trade and the increasing numbers of

Americans traveling abroad have resulted in a demand for

wider banking facilities to handle international transac-

tions. Formerly this business was largely in the hands of

a few private banking houses, but the great increase in for-

eign business resulting from the war and the broadened

facilities afforded b>- the Federal Reserve Act for handling

foreign credits have led mam- banks and trust companies

to establish foreign departments. As the foregoing discus-

sion shows, the chief business of the "foreign department of

a bank is to deal in foreign exchange in its various forms.

The larger banks and private banking houses have a

foreign exchange manager who is a specialist in that busi-

ness and who keeps in touch by telephone, wire and cable

with money and exchange conditions both at home and

abroad. Then there are the big dealers in exchange who

do a regular exchange business like the banks, but who also
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have men out on the street trading between large buj-ers

and sellers of bills and keeping in touch with exporters, im-

porters and other banks. Finally, there is a very large

number of exchange brokers who Kring buyer and seller

together, charging a commission for the service.

125. ForeigTi operations of Federal reserve banks.

—

The Federal reserve system affords Federal reser^'p banks

and member banks greatly enlarged facilities for en-

gaging in foreign exchange transactions and for promot-

ing international trade. In the si'ction of the Act re-

lating to open market operations. Federal reserve banks

are authorized "to purchase and sell in the open market

cable transfers and banker's acceptances and bills of ex-

change of all kinds and maturities made eligible for re-

discount with or without the indorsement of a member
bank." They may buy from member banks and sell com-

mercial bills of exchange ; deal in gold coin at home or

abroad ; and establish foreign agencies to deal in foreign

bills of exchange arising out of actual commercial transac-

tions. National banks having a capital and surplus of

$1,000,000 or more are empowered, subject to the permis-

sion of the Federal Reserve Board, to establish branches

in foreign countries, and to invest 10 per cent of their

capital and surplus in one or mode American banks or

corporations principall.y engaged *in international or

foreign banking. Under an amendment to the Act passed

in September, 1919, all national banks irrespective of their

capital and sui;plus were given permission up to January

1, 1921, to iiivest 5 per cent of their capital and surplus

in such banks or corporations. Tlie Edge Act amendment
passed in December, 1919, permits national banks to invest

10 per cent of their capital and surplus in so-called "Edge
corporations" organized to engage in international banking

and financial operations.^

Under the original Act member banks are authorized to

make foreign acceptances, that is, to accept drafts or

bills of exchange growing out of the export and import of

iSee p. 404.
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goods having not more than sis months to run, and Fed-

eral Reserve banks are permitted to -discount such accept-

ances when indorsed by at least on6 member bank and
when within three months of maturity. The Act was
amended to extend the acceptance privilege to domestic ac-

ceptauce against bills of lading and warehouse receipts.

By an amendment passed in 1916 member banks were

further empowered to accept three months' drafts drawn
upon them by foreign bankers '

' for the purpose of furnish-

ing dollar exchange as required bj^ the usages of trade" in

foreign countries. Such drafts or billS may be acquired by
Federal reserve banks subject to regulations by the Federal

Reserve Board.

Dollar credits.—Of the many rajlical changes in the

operations of international finance 'v^'rought by the Euro-

pean war none has been more important to the American
importer than the introduction of

'

' dollar credits,
'

' that is,

bills of exchange drawn upon American banks in terms of

dollars as distinguished from those drawn upon foreign

centers in pounds sterling or other European currencj^.

Prior to the war the great bulk of our importations were

covered by credits created by drafts drawn in pounds

sterling on London; rarely was a draft drawn in dollars

on New York. The service provided bj^ foreign money

centers in furnishing us with the necessary credit facili-

ties cost us millions of dollars annually in interest, com-

mission, etc. As a result of the expanded facilities for

financing foreign trade provided by the Federal Reserve

Act, including foreign branch banks, the foreign accept-

ance privilege, etc., coupled with the dislocation of the

machinery of foreign exchange in the financial centers of

Europe, dollar credits came into large use during the war.

Not only does the importer find dollar credits more

economical than sterling or continental credits, since the

commission cost of insurance is lower, but he eliminates

the risk of fluctuating exchange, as dollar credits are pay-

able in dollars on a given date and no question arises as
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to what the sterling rate may be a* few weeks or months

Jater.^

By these and other provisions of the Act of 1913 and

its amendments the management of '.foreign exchange oper-

ations will be greatly improved ; exchange will be furnished

at less cost to the business community ; gold movements

will be brought under more effective control ; American

banks will be given opportunity to compete for foreign

business on even terms with European banks ; and Ameri-

can foreign trade will be atforded ample assistance.
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CHAPTER XVI

LOANS AND DISCOUNTS

126. Loans.—As stated in a previous chapter the chief

business of the commercial bank is making loans through

the purchase or discount of commercial paper. In exercis-

ing this function banks perform their most useful service

to the business community and make the most prolits for

their stockholders. Attention has be^n drawn, also, to the

close relation existing between loans or discounts and de-

posits. The bank's loanable funds come mainly from
deposits and deposits arise largely from loans. These two

important functions of the eommerci'al bank are commonly
associated in the term "discount arid deposit."

In describing how a bank lends money, or more exactly,

lends credit based upon its resource^ in money, it may be

well to note the theoretical differen^ce between loans and

discounts. Banks discount paper forjtheir customers; they

buy the paper of others, commonly through the medium of

note brokers. "When a bank discounts the note of a cus-

tomer his account is credited -with the amount of the note

less the "discount," that is, the interest or charge for

the use of the bank's credit; the amount of the note pur-

chased from an outsider, on the other hand, is paid for

by check or draft, and at maturity the sum repaid will

include the face of tlie note and interest. Though the

. latter transaction does not usually create a deposit in the

bank buying the note, a deposit is created in some bank in

which the check or draft is deposited. This explains in



260 MONEY AND BANKING

part why '

' deposits
'

' and '

' loans and discounts
'

' so nearly

keep pace in the statements of commercial banks.

Bank loans are of two kinds: (1) time loans and (2)

demand or call loans. Call loans are subject to call at

any time and are made to brokers and others on collateral

security such as stocks, bonds, warehouse receipts, and like

evidences of property. Collateral is sometimes given with

time loans also, especially when they are made on single-

name paper. With respect to security or protection, loans

may be divided into (1) those having only personal credit

or security and (2) those with collateral security.

127. Discounts.—Time loans arise largely through the

discounts of notes, acceptances arid bills of exchange run^

uing for thirty, sixty or ninety daj'S. Wlien a manufac-

turer or dealer sells goods on credit he may take in pay-

ment his customer's notes or trade acceptances for periods

ranging from thirty days to several months. Now, the

manufacturer must have funds with which to buy raw ma-

terials to replenish his stock and prepare for the next sea-

son's output. He tlierefore takes his customers' notes or

acceptances, after indorsing them, to the bank for discount,

thus getting the use of the proceeds-at once. His indorse-

ment makes him responsible for the amount of each accept-

ance or note if the maker should fail *to pay it at maturity.

This form of paper is known as "double-name" paper and

when it represents an actual business transaction it is re-

garded very highly by commercial banks as a basis for ad-

vancing funds.

Changed business methods have made the use of the

promissory note as between buyer and seller less common
than in* former years. Instead of giving a note for his

purchasi- of goods the buyer is charged on the books of

the seller and remits at a specified time, or he signs a trade

acceptance. Relatively there are not so many "bills re-

ceivable,'' as these Qotes are called, and more "accounts re-

ceivable," though "acceptances receivable" are steadily in-

creasing.i But the seller must have funds with which to

1 See (liseusKion of trade acceptances, p. 111.
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renew Ms stock and meet the current expenses of his busi-

ness. He tlierefore offers to the bank his own note for dis-

count, or it niaj- be that he puts liis rjotes in the liands of a

note broker for sale. This is known as "single-name" pa-

per and, of course, is not as highly rt'garded by the banks

as double-name paper. If the borroweV has good credit, that

is, if he has the reputation of being willing and able to meet
liis obligations, the bank will advance him money on his

own note. If, however, the borrower's credit is not strong,

the bank may require him to secure the indorsement of

some other person or firm of good fipaneial standing, thus

making the note double-name paper. This is usually known
as "indorsed" or "accommodation" paper. The indorser

who thus accommodates a friend or business associate makes
himself absolutely liable for the amount of the note even

though he may have received no value or consideration in

the transaction.

Single-name paper arises, also, in connection with cash

discounts. Large buj'ers can generally get better terms by
paying cash than by giving their notes or acceptances. A
jobber or a department store may have an opportunity to

purchase a large stock of goods from a manufacturer at a

reduction of, say, 20 per cent for cash. If he can borrow

the sum needed from his bank or through note brokers on

his own note for three to six months* at a rate of 5 or 6

per cent, with the prospect of reselling the goods within

that time, he will realize a handsome profit.

12;8. How loans are made.- -The process of discounting

or of making a loan varies with different banks. In some

banks no loans of large amounts arQ made until they are

approved by the board of directors o.r a finance coiinnittee

of their number. In some smaller banks large discretion

is intrusted to the president or vice-president or even the

cashier in making loans, but in the last analysis the board

of directors is responsible for all loans. The care with

which the directors manage this, the most important func-

tion of the commercial bank, will largely determine its suc-

cess and reputation.
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To illustrate the steps involved in making a loan, let us

suppose that a merchant desiring a loan offers the bank

for discount his own single-name note for $5,000 drawn

at ninety days. This application, along with similar appli-

cations from other customers of the bank, is entered in an

offering book or sheet with the name of the maker of the

paper, the names of the indorsers, if any, the due date,

amount, and otlier details. The application may be checked

bj^ the credit department which repprts upon the financial

standing and credit of the applicant and the condition of

his account. Banks now generallj' require borrowers to

submit a
'

' borrower 's statement '

' on uniform blanks giving

a detailed statement of their assets a*nd liabilities. At the

regular meeting of the board of directors or of the finance

cordmittee, which in the large city bank is held daily, these

applications for loans are considered. The first thing to be

considered is the condition of the bank's funds, its loan ac-

count and its reserve. National banks are forbidden to lend

more than 10 per cent of their capital and surplus to any

one borrower. While banks depend mainly upon deposits

for loanable funds, they must maintain a certain cash re-

serve against these deposits at all times. Whenever the

bank's reserve of lawful money falls below the prescribed

minimum it may not make any new loans or discounts, ex-

cept bj^ discounting or buying sight bills of exchange.' In

most of the states similar limitations are imposed by law

upon the loans and reserves of the state banks. If the bank

has sufiicient funds to supply all applicants and they are

regarded as desirable by the board or committee, the appli-

cations for loans ma.v be passed upon quickly. In some

banks the objection of a single director to an applicant's

request for a loan is sufficient to cause its rejection; in

others the majority rule applies.

It sometimes happens that the applications for loans

1 Tnclcr regulations of the Federal Eeserve Board, a member bank
having a deficiency in its legal reserve is feubject to a penalty charge
of 2 per cent per annum above the 90-day discount rate of the Fed-
oral reserve bank of which it is a member-
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exceed the available loaning funds of the banks. How,
then, does the bank choose its loans ? Naturally, preference

IS given to the depositor who has a large and steady balance.

His account is most profitable to the bank, so he should be
shown a preference when he needs a loan. As between
several such customers, the bank will accept the strongest

offer; the one backed by the soundest security or credit.

The application of a depositor, even though his account is

comparatively small and unprofitable, will generally be pre-

ferred to that of an outsider. Sometimes when money is

scarce and there is a strong demand from borrowers, the
preference in loans will be shown to the applicant who is

willing to pay the highest rate of interest, provided his

.security is ample.

^

After an application for a loan has been approved by
the board or proper officer, the paper goes to the discount

clerk and the depositor's account Is credited with the

amount of the note less the discount. The clerk keeps a

"discount register" which contains p, record of all notes

and acceptances discounted, the names of makers and in-

dorsers, dates, amount of loan, interest rate, due date, etc.

All discounted notes and acceptances, are recorded also in

the "tickler," a book with its pages consecutively dated so

that the paper can be entered under the date of maturity.

It is essential that a note shall be presented for ]5ayment on
the day it is due ; otherwise the indoriers are released from
their liability as indorsers. The notes are "timed," that

is, the date of maturity is calculated and noted on the face

of the paper, and are then carefullj^ filed in large bank-

wallets arranged in the order of
'

' duq jdates.
'

'

The method of collecting notes and acceptances when due
depends upon the nature of the business. Most large city

banks will have among their customers business houses or

firms who borrow on bills receivable or acceptances, in

which case the paper will be payable in various cities

throughout the country. The notes and acceptances will

1 During the war most banks strove to qpnflne their loans to "es-

sential" business.
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be turned over to the collection clerk or corresponding clerk

several daj's before maturity to be sent out to the bank's

correspondents for collection. The practice is growing of

making all discounted notes and acceptances payable at

some bank. The note teller usually attends to the collection

of such paper payable in the city. He sends out the ma-

turing notes and acceptances by messenger to the banks

where they are made payable. The regular customer of

the bank who has a note or an accep.tance due on a certain

da,\' will make sure that his account fs sufficient to cover it.

Generally he draws his check for the amount due payable

to the order of the bank and it is charged to his account.

Sometimes customers have an understanding with the bank

that their notes when presented for payment shall be paid

in the same way as their checks.

129. Collateral security.—^By collateral security is meant

stocks, bonds, and other evidences .of property deposited

by the borrower to secure a loan made to him by the bank.

Such securities are deposited as a pledge or guarantee that

the loan will be repaid at maturity ; if not paid the securi-

ties may be sold to reimburse the lender. Collateral loans

though made generally to brokers on such security as

stocks are made also to merchants and commercial houses,

and all kinds of collateral are offered. They may be made
on '

' time,
'

' running for thirtj- days* to several months, or

on "call," that is, subject to payment on demand. The

various forms of collateral offered to secure bank loans may
be roughh' grouped into three divisions : stocks and bonds,

merchandise and real estate. Some of the more important

t.Njies of collateral loans may now be brieflj^ considered.

Sometimes a merchant, instead of .discounting the notes

or acceptances he receives in the course of business, may
prefer to offer his own note to the bank for discount, pledg-

ing the "bills receivable" as collateral. If any of the bills

thus pledged fall due during the term of the loan they must

be "taken up" and replaced with other security or a cor-

responding part of the loan must be paid.

Assigned accounts may be used as collateral to loans
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when business houses cannot secure their customers' notes

or acceptances for goods sold. The practice is to select

some of tlie larger and better accounts receivable and assign

them to the bank from which the loan is sought, with the

understanding that the bank is to recteive all payments on
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account and apply all receipts to tlie reduction of the loan,

returning any surplus thus received above the amount of

the loan to the borrower. This kind of collateral security

is not held in high esteem generally among banks. It in-

volves a rigid investigation of the financial standing of

every account assigned to the bank, as Avell as considerable

work in the handling of the loan and the collection of the

payments. Furthermore, borrowers who resort to loans

on this kind of security have in many cases exhausted

every other kind of borrowing asset, and, therefore, need

watching.

Another form of collateral security which is extensively

used, especially by traders on boards of trade and jiroduue

exchanges, is the warehouse receipt. These are receipts

for goods such as grain, cotton or tobacco, stored in a

warehouse under the regulation of a produce exchange or

of the state authorities. They certify to the quantity and

grade or kind of produce which will be delivered to the

holder of the receipts when properly indorsed. The re-

ceipts are negotiable and when pledged for a loan at the

bank are indorsed over to it, giving it a lien upon the

goods. If the loaia is not paid at maturity, the bank can

take possession of the goods and sejl them to satisfy the

debt. If the borrower wishes to sell some of his cotton

or wheat during the period of the loan he will generally

be required to reduce his loan by a corresponding amount
or to substitute other receipts.

On August 11, 1916, Congress passed the United States

Warehouse Act, which was designed to establish a form

of warehouse receipt for cotton, gram, wool, tobacco, etc.,

which will be more easily and widely negotiable as a de-

livery order or as collateral for bank loans. To this end

warehouses are licensed and bonded under conditions

which will insure the integrity of their receipts and make
such receipts reliable evidence of Che condition, quality,

quantity and ownership of the prodvicts stored. The Act
gives the Secretary of Agriculture authority to investigate

the storage, warehousing, classification, etc.. of these prod-
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ucts,. and to issue annual licenses -for conducting ware-
houses in which such products may be stored for inter-

state or foreign commerce. Persons iother than warehouse-
men may be licensed to accept agricultural products for

stoi'age in warehouses owned, operated or leased by any
State. It is not compulsory, however, that any warehouse-
man .shall he licensed by the Secretary of Agriculture. Un-
der an amendment to the Federal Reserve Act permitting

member banks to make domestic acceptances provision is

made for accepting bills of exchange having not more than
six months to run "which are secured at the time of ac-

ceptance by a warehouse receipt or other such document
conveying or securing title covering readily marketable

staples.
'

' Some of the Federal reser,ve banks have encour-

aged the use of this so-called "commoditj^ paper" by mak-
ing a preferential discount rate on it. Merchandise stored

under adequate warehousing regulations is a safe and con-

venient form of collateral, which is bound to have consid-

erable development in the future.

A bill of lading is a written acknowledgment by a rail-

road or other carrier of the receipt of goods for transpor-

tation. A "straight" bill states th'at the goods are con-

signed or destined to a specified person and normallj^ is

non-negotiable. In an "order" bill the goods arc con-

signed to the order of a person named in the bill, which is

therefore negotiable. Since the bill of lading may be made
negotiable and presumably represents actual merchandise

in transit, it is comparable in importance with the ware-

house receipt as a safe and satisfactbrj' form of collateral

upon which to make loans. These bills are used exten-

sively in connection with bills of exchange or drafts which

they serve to secure. For instance. A, of New York, sells

a bill of goods to B, of Chicago, subject to draft at thirty

days. A attaches the bill of lading given to him by the

railroad when he ships the goods, to the draft drawn

either in his own favor or in favor of his bank and takes

them to the bank. The bank forwards the draft with ths

bill of lading to its agent or correspoiident in Chicago, who
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presents the draft to B for acceptance. Upon being uoti-

fied by the Chicago correspoudeut tliat B lias accepted the

draft, the New York bank adva,nces the money to A. Pos-

sibly, A may get immediate use of the proceeds of the

draft upon depositing it. Ordinarily the bank is safe in

advancing the money to A, since it Retains title to the hill

of lading until its Chicago correspojident secures B's ac-

ceptance of the draft, wliich is his prolnise to pay in thirty

days. B cannot, at least he should not, get possession of the

goods without the bill of lading which the Chicago corre-

spondent surrenders to him only after he has accepted the

draft. The "acceptance" is in effect double-name paper,

secured by actual merchandise the evidence of which, the

bill of lading, has passed through the hands of the hank.

At maturity the acceptance will be collected by the Ghicaga

correspondent of the New York bank and forwarded proba-

bly in the form of a bank draft, if B fails to meet the

acceptance at maturity, the bank can recover from A.

Though the bulk of the cotton, grain and other crops

moving to market has been financed on bills of lading, their

use has been attended by grave abuses and frauds. They
have presented an easy means of obtl^ining money fraudu-

lently, and so have had a somewhat insecure value as col-

lateral. The Southern cotton frauds of a few years ago

may be cited as an instance. Bogus bills of lading were

issued purporting to re]»resent shipments of cotton to Eu-

rope, drafts w"ere drawn, sold and forwarded to Liverpool

for payment, only to reveal that no cotton had been shipped

and that the bills of lading were forgeries.

For years the American Bankers' Association and other

organizations strove to secure the necessary legislation to

proN'ide protei-lion against the frai|cls attendiug the use

of bills of lading, and many of the States enacted a uni-

form bill of lading law suggested by the Association. Fi-

nally Congress passed the Bill of Lading Act, August 29,

1916, which became effective January 1, 1917. Among
other features it provides for a uniform bill of lading;

makes bills of lading easilv and safel
v
'.negotiable ; shifts the
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burden of responsibility from tlie bank to tlie carrier; aud
makes fraudulent practices in connection with such bills

misdemeanors, punishable by impT-isoiuneut or fine or both.

130. Loans on real estate.— Prior to the enactment of the

Federal Reserve Act in 1913, national banks were pro-

hibited from loaning on real estate, though state banks in

most of the states are permitted to do so under certain

limitations. National banks may, however, take real estate

mortgaged or sold to it to secure d.ebts previously con-

tracted or due to them. Even then they are required to

dispose of such real estate within five. years.

The reason for this prohibition vipon national banks, and
the restrictions founcl in most of the state laws upon the

proportion of a state bank's assets which may be loaned

upon real estate, may be found in the disastrous experi-

ences of banks prior to 1863 when rgal estate security' was
fluctuating and iineertain and heavy losses were incurred

in lending on this seemingly solid -"basis. It is a sound

principle and policy of connnercial banking that the assets

shall be kept "fluid." Since most ol a bank's obligations

are payable on demand it is necessary that the securities it

holds shall be readily convertible into money. Commercial

paper arising from actual business trsansactions and having

from thirty days to four months to i^un is of this nature.

Such paper, maturing constantly from day to day and

being paid or renewed for similar short periods at the

option of the bank, gives to the bank close control over

its funds. Real estate, on the other hand, is not a "quick"

asset, but often a very "slow" one. A mortgage upon

real estate may be perfectly good security, but it cannot

be turned into money immediately in case of an emergency.

Personal securities and most of the forms of collateral

security previously described can be quickly assigned and

realized upon, but the transfer of -real estate is usually

attended with some delay. In the case of savings banks,

trust companies aud insurance companies there is not the

same need for keeping the assets in a convertible form;

indeed it is rather desirable that a considerable part of their
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investments shall be more or less permanent; real estate

loans, therefore, are well suited to their purpose.

In the past, conservative bankers have regarded the re-

strictions placed by law upon real estate loans as wise

and salutary. In recent years, however, there lia; been a

persistent demand, mainly in the agricultural sections of

the West and the South, where land and its products con-

stitute the chief wealth, for more liberal laws regarding

loans on farm lands. It is urged that a farm mortgage,

if carefull.y selected, is the best kind of security ; that state

banks, savings banks and trust companies are authorized

to make such loans, and that national banks should be

given the same privilege. Moreover, commercial banks are

tending more and more to accumulate savings or time de-

posits. With proper restrictions a portion of such funds

may safely and advantageously be loaned upon the secu-

rity of farm property. This was recognized in the Federal

Reserve Act and amendments thereto, which provide that

a national liank not situated in a central reserve city may
make loans on improved and unincumbered farm lands or

other real e.state within a radius of 100 miles of the place

where the bank is located up to 50 per cent of the value

of the land. But no bank may loan more than 25 per

cent of its capital and surplus or more than one-third of

its time deposits in this way. Loalis on farm lands are

limited to five years and on other real estate to one year.

The Act also provides for the rediscount of notes, bills

and drafts drawn or issued for agricultural purposes or

based on live stock and having a maturity not exceeding

sis months. Under regulations of the Federal Keserve

Board a low "commodity rate" on such paper has been

made from time to time for the benefit of producers and

shippers of agricultural products. Finally, it may be

noted that the Federal Farm Loan Act of 1916 was de-

signed "to provide capital for agricultural development,

to create standard forms of investment based upon farm

mortgages, to equalize rates of interest upon farm loans,

etc." Under this Act anv member bank of the Federal
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reserve system may buy and sell fdrm loan bonds, and
Federal reserve banks likewise may buy and sell these

bonds subject to the same limitations placed upon their

dealing in municipal and other bonds.

131. Rediscounts.—In this count*ry rediscounting has
not held the prominent place in banking practice that it

has in Europe. Indeed, it was formerly looked upon as

bad banking and an evidence of weakness on the part

of banks resorting to it. Country banks have resorted to

some extent to their depository banks in the large cities

for accommodation either by way of rediscount or of loans

on bills receivable or securities, but such dealings consti-

tute a very small proportion of the total amount of loans

and discounts. In Europe, on the contrary, rediscounting

is universal and constitutes an important part of the busi-

ness of the great central banks, especially those of France
and Germany.
One reason for the contrast between American and Eu-

ropean practice is found in the fact that in this country

the single-name promissorj^ note has been the familiar

commercial instrument, while the bill of exchange is used

abroad. Formerly when a customer's note was discounted

at the bank it was practicallj^ a "dead" asset, that is, it

could not be converted into cash before maturit.y. It is

quite different with bills of exchaiige or acceptances as

used in Europe. These bills, drawn by a customer upon
his bank and accepted by the latter, ^become salable at any

time and are freely discounted in tlifi open market. Thejr

pass from one lender to another, thus acquiring additional

indorsements, and eventually find tiieir way into one of

the principal banks. The Bank of France in Paris and
the Reichsbank in Berlin rediscount large volumes of

these bills, partly as a matter of collection and transfer

of funds, but also for the purpose of accommodating other

banks.

Prior to the establishing of the Federal reserve system

our banks were not permitted to make acceptances, and
the open market operations long familiar in European cen-
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ters were practically tinknown in aur banking practice.

These handicaps, coupled with the absence of any cen-

tralized banking power holding available for the use of

other banks a considerable portion of the reserve funds

of the country, serve in part to explain the absence of re-

discounting in our banking s>'steni. These defects in our

laws and machinery have been cured partially, at least, by

the Federal Reserve Act and its amendments and regula-

tions of the Federal Reserve Board. A portion of the re-

serves of all member banks is poole.d in a dozen regional

banks in different sections of the country, where member

banks may at any time convert some of their assets into

cash hy rediseounting good commercial or agricultural

paper. Any stigma which may have attached to redis-

eounting in the past has disappeared ; rediseounting is a

right, not a favor. Member banks, and in some of the

states state banks also, may now accept, under prescribed

regulations, drafts upon them arising from either foreign

or domestic transactions. And though the abnormal finan-

cial conditions, domestic as well as international, resulting

from the war delayed somewhat the natural development

of rediseounting, the foundations have been laid for an

active and effective discount market in this country.^

132. Call loans.—The bulk of call loans, known also as

demand loans, are made to stock exchange brokers on stock

and bond security. As the name indicates, call loans are

made subject to call at any time; the borrower as well as

the lender has the right to terminate the loan at any time.

Business men generall.y borrow on time loans where both

the rate of interest and the time .are fixed in advance.

They coidd not afford to run the risk of having their loan

called at the will of the bank because ordinarily the kind of

collateral they offer for loans cannot be converted instantly

into money. The stock broker, if his loan is called, can sell

the stock pledged at once or borrow from another bank and
so pay tlie first lender. In practice call loans are one-day

loans, that is, they are subject to call the next day. The
1 See p. 396.
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practice of AVall Street is to give the broker until 2 :15

P.M. to pay a loan, and loans are not called after 1 :00 p.m.

Calls are made in the morning, so that the broker is given

several hours in which to arrange ton the payment of the

loan. Many banks give the borrower more than a day's

notice, sometimes a week or longer, -ilauv call loans run
for weeks or months without Ijeing called. The bank is

just as eager to continue a loan, if -the security is ample
and the market rate of money steacly, as is the borrower

Yet if the demand for money becomes pressing, or if the

bank fears the borrower's solvency, it will not hesitate to

call a loan instantly to protect itself from loss.

AVhile the rate of interest on call loans fluctuates con-

siderably from time to time, it is lolver as a rule than on

time loans. Why, then, do banks lend so much in this

way? The answer is that banks believe they have a more
complete command of their funds. The chief source of a

bank's loaning resources is the deposits of its customers,

and since these are for the most part subject to call or

check, it is essential to keep a considerable amount of the

deposits loaned in such a way that the bank can recall

them at short notice.

The banks of New York City, which is the banking and
financial center of this country, have had a very good rea-

son for loaning on call. Every national bank is required

to keep a cash reserve to meet the demands of depositors.

Previous to the passage of the Federal Reserve Act the law

required banks in reserve cities to keep a reserve of 25 per

cent, and in the three central reserve cities. New York,

Chicago and St. Louis, this fund had to be kept in their

own vaults. National banks in the other reserve eities

were required to keep only one-half of their reserves at

home, and country banks, whose re.serve requirement was
15 per cent, might keep 9 per cent in a reserve city. The
result was that banks all over the country kept a consid-

erable part of their reserves in New York, partly to meet

the demand for New York "exchange" from their cus-

tomers, and partly because the New York banks were will-
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ing to pay a low rate of interest, generally about two per

cent, on these "bankers' balances," as tliey are called. If

these balances were not thus deposited they would lie idle

in the vaults of the country banks possibly for months at a

time. The New York banks, on the other hand, must keep

these bankers' deposits, belonging to hundreds of banks

and bankers throughout the country, and subject to de-

mand at any time, in loans that can promptly be liquidated.

In the past this practice of concentrating reserves in

New York constituted one of the fundamental weaknesses

of our banking system. The Federal reserve system, which

provides the machinery for au open discount market where

banks can always realize on the high-grade paper they have

discounted when they need funds to meet an emergency,

will bring far-reaching changes. As New York is the finan-

cial center of the country, and is likely to hold that posi-

tion for many years to come, it is probable that banks will

continue to keep some part of their reserves in that city

to meet the demand for New York exchange. Since, how-

ever, every member bank is required to keep part of its

reserve in a Federal reserve bank, and each of the cities

having such a bank is a par exchange point, the necessity

of keeping funds in New York for this purpose will dimin-

ish.^ On the other hand, as the Federal reserve banks do

not pay interest on the deposits of member banks, the latter

will be prone to keep only the minimum reserve required

in the reserve bank and to send unemployed funds to the

great financial centers as heretofore ; and, in any case,

banks and trust companies that are not members of the

system are likely to continue this practice. The New York

member banks no longer have the same necessity of re-

sorting to call loans in order to keep their assets fluid, since

the.v, in common with all other member banks, can always

procure funds by rediscounting their commercial paper at

their Federal reserve bank, or by selling such paper in the

open market. The stock broker, however, will continue to

need funds to carry on his business, and the call loan, modi-

1 See discussion of clearance system, p.: ^24.
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fied, perhaps, in some particulars, is likely to continue as

an important element in onr banking mechanism.

"Call money in some form is indispensable to everj- im-

portant financial center. There must be not only an outlet

for the employment of funds temporarily idle, but a large

volume of call and short time money is essential to the suc-

cessful and economic conduct of business. It is particu-

larly essential to the international and domestic commer-

cial business, but the diversion of the use of the major por-

tion of such money to the securities markets is not in ac-

cordance with sound banking principles. It is to be noted

that in no great world markets, other than New York, is the

call money so dependent upon investment securities and so

susceptible to speculative influences. In other markets the

reverse is true, as their call money is based principally on

commercial paper upon which realization can be had at the

central bank. We have seen tliat in this country call loans

on securities lack this essential quality of liquidity re-

quired for quick and certain realization and that this fact

has now been more generally taken into consideration by
our lenders. "'^ To divorce the use of call money from
its dependence upon investment securities as a basis de-

pends upon the successful development of a plan for "term
settlements" of the balances resulting from stock market

operations instead of the present method of daily settle-

ments.

For some years there has been agitation to make this

change from daily to weekly or fortiiightly settlements ; in

April, 1920, a new corporation, knovspi as the Stock Clear-

ing Corporation, began operations with a view to provid-

ing enlarged clearing facilities. Though it is not expected

that this organization will materially decrease the amount
of money loaned from day to day on fhe call money market,

or the rate of such loans, it is expected to decrease the

amount of bank certifications on day loans, whi(/li the

1 ITemorandum by Mr. "Pierre .Tay, Federal Besei-ve Bank of New
York, included in reply of the Pederal Reserve Board to Senate in-

quiry regarding call loan rates. See Chronicle, April 3, 1!)20, p. 1367.
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former practice required in the interval between paying

one call loan and replacing it with another on the same

day. The term settlement plan which approximates the

practice of other great call loan centers, such as London,

Paris and Berlin, will result in the
:

elimination of a vast

amount of duplication in the handling of securities and in

effecting payments.

133. Call loans and the Stock Exchange.—The volume of

money employed in the .securities market in the pre-war

period was estimated at about .$1,000,000,000 of which the

average on call was about 60 per cerct, or a normal volume

of call money of $600,000,000. The daily turnover of call

money averaged about .$20,000,000. In the j^ear 1919, this

turnover rose to about $30,000,000, -or 75 per cent of the

total money emploNcd in the secnritifts market.^ A typical

illustration will serve to show how collateral loans are made

in Wall Street. A speculator goes t6 a stock broker and

asks him to buy for him 100 shares of New York Central

stock at par. The broker agrees to execute this order on a

ten per cent margin, that is, the customer puts up only

$1,000 and the broker provides the balance, .$9,000. Now
the broker may not have this much ilione\' available, so lie

must borrow it from the bank, depo'siting the stock as se-

curity. On such security the bank will advance about 80

per cent of the market price of the stock, that is, $7,200.

But to use the stock as collateral he must first buy it and

pay the purchase price. How does he get the money! The

broker has a balance at the bank of, say, $2,000, but he

must have the use of $9,000 for a short time. He draws

his check for $9,000 in payment of th;e stock and sends it to

the bank to be certified. Evidently the bank has over-

certified to the extent of several thousand clollars and has

in eifect granted the broker a tempoi'ary loan, which, how-

ever, usually lasts just for the day.

ilany Wall street banks, especially trust companies,

mak« a regular practice of certifying brokers' checks.

Pratt, in his "Work of Wall Street," says: "Then, the
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bank stipulates, in entering iipon an agreement of this

kind with the broker, that while it w'ill certify, sa>-, to an
amount of $1,000,000 on a net daily b'alam-e of $50,000, the

broker must not frequently reach that limit. ^Moreover,

lie must make his deposits at the bank as frequently as he
receives checks for payment for securities delivered. He
cannot wait until nearly three o'clock and then make one

deposit for the day, but must deposit maybe six or seven

times a day. The result is, that while the broker is receiv-

ing the benefit of large certifications *in excess of his bal-

ance,, at the same time he is at frequent intervals deposit-

ing other certified checks. Deposits and certifications thus

go on simultaneously. '

'^

Over-certification is distinctly forbidden by the national

banking act, but most cases of violation are more technical

than actual. As soon as the broker gets his stock and
arranges his loan he is able to meet every check he draws,

and he is bound to maintain his average daily l)a lance

according to agreement with the bank. Pratt notes that,

to avoid even the appearance of violating the law, the na-

tional banks and even the trust comiDanies are withdrawing

from this practice. J\Iany of them njake morning loans to

brokers sufQcient to meet their probable certifications for

the day, taking the broker's single-name note. The "Wall

Street banks do not require from regular borrowers a new
note every time a call loan is made. The broker signs a

"general loan and collateral agreement" which covers new

as well as existing call loans. This agreement gi\es the

bank the right to sell the collateral in case the borrower

fails to pay on call or to deposit additional collateral.

"When a broker wants to make a call loan he sends his

securities to the bank in an envelope, called the "loan en-

velope." On the outside are written the borrower's name,

the date, the rate, and an itemized list of the securities-

with their market prices on that day. If the bank approves

of the securities, the cashier issues a check to the person

bringing the envelope. The loaii envelope is placed in a

1 Pratt: Work of Wall Street, p. 270.
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larger bank envelope on which are written the name of the

borrower, the amount of the loan, aiid the rate. Tlie col-

lateral loan clerk makes out a loan card containing a full

record of the loan with a list of the securities thus pledged,'

In the great Wall Street banks the loan clerk holds a very

responsible position, requiring keen and constant vigilance.

He follows the fluctuations of the stock market closely by

means of a ticker installed in a special room reserved for

this use. He must see that the loans are properly pro-

tected by a fair margin, he must call loans when it is

necessary, and attend to the disposing of the collateral if

the broker fails to jDaj' his loan.

134. Substitutions.—It frequently happens that the bor-

rower needs some of the collateral w-hich the bank is hold-

ing in order to make delivery of the stock he has sold on

the exchange. He is permitted to withdraw the stocks

needed if he substitutes other securities of equal value and

acceptabilit.v. During the panic of May 9, 1901, there were

eleven substitutions in one loan.^ The .banks prefer to loan

on mixed collateral rather than on one kind of stock or

bond, for if they are compelled to sell the collateral they

can get better returns on selling small lots of several se-

curities tlian on a large block of one,kind of security. Tlie

broker who wants to borrow $100,000 will be required to

put up about '^120,000 in perhaps -a half-dozen kinds of

stock. In normal times the best collateral are the stocks and

bonds of standard railway companies. The stocks of some

industrial companies are equally acceptable. Generally,

however, banks will not make a loan on industrial collateral

alone. Government bonds, of course, are the very highest

class of collateral, requiring normally the least margin, and

the securities of most states and municipalities take higli

rank as collateral.

135. Call loan rates.—The interest rate on call loans

fluctuates considerably from time ito time. The rate is

made on the Stock Exchange and is.determined by the de-

mand and suppl.y of loanable funds in the money market.

1 Pratt: Work of Wall Street, p. 2S7.
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The prevailing rate on a call loan applies each day until

the, loan is paid or called. If, during the course of a loan,

money rates ad^'anee, the renewal rate is marked up ; if, on

the other hand, there is a decline iii the money rate, the

broker gets the benefit of it.

The bulk of call loans in Wall Street are made through

"money brokers," who act as middlemen between lenders

and borrowers. There is a regular place, known as the

"money-post," in the Stock Exchange for effecting call

loans, and certain members make this their exclusive busi-

ness, offering money just like securities. If a bank finds

after the morning exchange at the Clearing House that it

has a good balance of cash, it will call one of the money
brokers and tell him to lend $500,000 or whatever amount
it has available that day.

When money is plentiful, call rates range from 1 to

3 per cent, and the money market is said to be " easy
'

'

;

at 6 to 8 per cent the market is "firm"; and when it goes

above that it is "stringent." In times of panic the rate

has gone above 100 per cent. In many of the states lend-

ers cannot charge more than the legal rate of interest,

usually 6 per cent. Under the law of New York State,

however, the banker can charge for call loans above $5,000

any rate the borrower is willing to pay.

136. The weekly bank statement.—Because of the close

connection between brokers and the banks every broker and

operator is vitally interested in the condition of the money
market. At times the stock market asserts its independ-

ence and advances in spite of high ratest for loans, but as

a rule a shortage in the supply of "loanable funds at the

banks leads to a general calling of loans and a consequent

check upon stock speculation. Brokers as well as bankers

are anxious, therefore, to know from time to time the real

situation of all the banks in the community. This infor-

mation is furnished in the form of the weekly bank state-

ment.

In New York the Clearing House issues such a state-

ment every Saturday at twelve o'clock, and in other cities
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similar statements are issued generally once a week. The

central banks of Europe also issue weekly statements. The

Bank of England's statement is carefully watched by the

brokers in the large cities of this country, as it is an index

of monejr market conditions in the woxjd 's greatest financial

center. The Federal Reserve Act provides that the Federal

Reserve Board shall publish a weekly statement showing the

condition of each Federal reserve bank and a consolidated

statement for all Federal reserve bafiks. These statements

show in detail the assets and liabilities of the Federal re-

serve banks, single and combined, and furnish full informa-

tion regarding the character of the money held as reserve

and the amount, nature and maturities of the paper and

other investments owned or held by Federal reserve banks.

The weekly bank statement of the New York (Jlearing

House gives the condition of all the member banks, show-

ing the average amount of loans and discounts, specie,

legal tender notes, deposits and circplation, and the gains

or losses in each item, especiallj' in the surplus reserve,

as compared with the preceding week. Prior to 1914, this

statement of the banks in the most important financial

center of the country was regarded as a fair index of the

condition of the money market. Since that time, however,

the surplus reserve of the Clearing House banks has had

little or no significance. Under the old system the New
York banks were required to keep reserves of 25 per cent;

the margin of surplus over this legal reserve measured the

amount of available credit at the disposal of the banks.

"The shifting of loans to interior or foreign banks by re-

ducing deposit liabilities, gold imports, the deposit of

government funds, and receipts of currency from interior

banks by increasing the actual reserve served to build up

the surplus reserve. Its depletion would of course follow the

reversal of these operations. In case of actual or threat-

ened complete depletion, there was one further corrective-

loan contraction. . . . Under the pressure of higher rates

some contraction in call loans can ordinarily be brought

about, and this means of restoring reserve ratios was fre-
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quently made use of. No wonder the movement of the snr-

phis reserves was watched with anxious care. '

'^

Since June, 1917, the New York banks have not been re-

quired to maintain any cash reserve. 'They have found that

they need in cash for counter purposes less than 21/2 per

cent of their deposit liabilities. Instead of the former 25

per cent cash reserve they are now required to carry bal-

ances at the Federal reserve bank equal to 13 per cent of

their deposit liabilities. "The surplus reserve of the

Clearing House banks, therefore, uOw signifies not excess

cash but excess balances at the Reserve Bank. . . . The
new sui'plus reserve can still be ii|creased bj^ means of

loan contraction, by gold imports and by all the other

means available in the jDast, but to them has been added a

far more direct and certain means of replenishing reserves

—borrowing from the Reserve Bank itself." To gauge the

available supply of unused credit attention must now be

directed not to the statement of the Clearing House banks

but to the condition of the Fech ral reserve banks.

137. Conunercial paper and the note broker.—"We have

already noted the technical difference between loans and
discounts, namely, that banks discount paper for their

regular customers and purchase the paper of other business

houses not regular customers, usually through a third party

known as a note broker. The note broker is a middleman
between the lending bank and the business house in need

of funds.

The business of note brokerage has undergone great

changes in the last few years. Formerly the note broker,

simply acted as an agent for borrowing firms, placing their

notes at the lowest possible rate of discount, and charging

a commission for handling the x->aper. Now the note broker

or dealer in commercial paper buys and sells outright the

promissory notes and, more recently, acceptances, of his

clients; he has large capital, a complete credit department,

agents in many cities, and a good liiie of credit himself at

1 Sprague, The Significance of the Wepkly Statement,—Bankers

Statistics Corporation, November 25, 1919.
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the banks. The business is mainly controlled at present

by a few large concerns whose operations extend over most

of the United States.

In some sections of the country interest rates fluctuate

widely at different seasons of the year in accordance with

the demand for and the supply of 'loanable funds. ^ For

instance, in the fall of the year when the grain crops of

the West must be moved, the demand for funds exceeds

the supply at the local banks. After a few months the

money expended for moving' the crops flows back to these

banks and they have a surplus of loanable funds. High
money rates, therefore, are likely to prevail in the West
and South during the fall months ;and low rates in the

spring ancl summer. Tlie clealer in -commercial paper can

take advantage of these fluctuations, buying paper bearing

a high interest rate and selling it where the interest rate

is lower.

But, it may be asked, why does a business flrra sell its

paper to a note broker rather than to its bank? Several

inducements may be offered by the dealer in commercial

paper. By selling commercial paper to the dealer, a firm,

may keep its borrowing credit at the bank in reserve in

case of emergency. Then, again, the firm may want to

borrow a larger amount than its bank would care to han-

dle. The note broker has facilities for distributing the

loan among many banks. Generally, banks require a bor-

i-owcr to maintain a balance of at least 20 per cent of his

loans. He has actual use, then, of only $80 out of every

.$100 borrowed from the bank, wliich means that a 5 per

cent loan actually costs the borrower over 6 per cent. By
selling to the dealer he gets the full face value of the loan

less the dealer's commission.

The purchase of commercial paper including acceptances
is advantageous to the banks as well as to business bor-

rowers. It affords an outlet for the profitable investment

of funds not needed to meet the demands of regular cus-

1 One of the objects of the Federal reserve system is to reduce these
fluctuations and to stabiJize interest rates.
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tomers. The country banks especially are large buyers of

commercial paper. These banks, as already noted, keep
funds with banks in the larger cities and often accumu-
late large balances at those seasons when the local demand
for loans is light. Now the big city banks pay only about

2 per cent on these balances, wliert^as the rate for com-
mercial paper may be 5 or 6 per cen-t. When the country
bank accumulates a good balance it ana.y instruct its New
York correspondent to buy, say, $20,000 or $100,000 worth
of commercial paper vrith the money the country bauk
has on deposit. Instead of keeping large balances with

their city correspondents the country banks have tended

in recent years to deal directly with the note brokers or

acceptance dealers though they frequently seek the ad-

vice of the big city banks as to the credit and standing of

the tirms whose paper is offered to them.

Another advantage to the banker of buying commercial
paper is that on such loans there will be no request for

renewal. Manj^ of the bank's regular customers expect to

renew their notes again and again and tliey become chronio

borrowers. But in the case of commercial paper there is

usually no thought of renewal; borrowers make it a point

to protect their commercial paper at maturity, even if

someone else has to go unpaid, for one default would prob-

ably injure the borrower's credit with the dealer.

The dealer in single-name paper does not indorse the

notes he sells or become responsible for their fiayment at

maturity. He simply guarantees their genuineness. How-
ever, the banks in buying paper place much dependence

upon the dealer, whose success depends largely upon his

reputation for handling only good paper. Dealers in com-,

mercial paper must, therefore, mamtain highly efficient

credit departments which investigate thoroughly the finan-

cial condition of every client. Pew banks outside the large

cities can afford such departments, and they have to relj'

largely upon the information furnished by the note broker.

Country banks in purchasing paper generally seek addi-

tional information from their city correspondents as to the
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credit and reliability of the maker of the paper, and banks

in different cities supply each other with similar informa-

tion. The reputable note broker will not agree to handle

the commercial paper of a client until after making a

careful investigation of his financial condition. A finan-

cial statement is always required and this must frequently

be revised. Usually the dealer will not buy paper imless

the statement of the maker shows "quick assets," which

include cash, merchandise, accounts and bills receiyahle,

equal to at least twice the amount of liabilities.

ilost note brokers have regular .customers among the

banks and trust companies to whom they offer the com-

mercial paper. They issue weekly sheets containing the

names of the makers of the notes, •indorsers, if any, the

character of their business, the amount of the notes, the

interest rates, and the dates of maturity, iluch of this

paper runs for four to six months, ancl the amounts are

seldom for less tlian $5,000. When the broker offers a

note to a banker he usually sends with it a financial state-

ment of the maker's affairs. The banker may take a batch

of notes on a week 's
'

' option,
'

' that Is, with the privilege

of returning' any or all of them if he is not satisfied with

the report or the general standing of the makers. The

usual note broker's commission is one-fourth of one per

cent, but, as already stated, brokers are now disposed to

buy the paper outright, and their profit arises from

the difference between what they pay the makers and

what they get from the bankers t&* whom ilwy sell the

paper. In the case of bank acceptances, the popularity of

which as an investment and secondary reserve among
country banks, savings banks, trust companies, etc., is

steadily growing, the dealer's commission varies from one-

sixteenth to one-fourth of one per cent.

The practice of buying commereia'l paper through repu-

table dealers is attended hy little risk, and the losses have

been comparatively small. Some firms, however, have put

out excessive amounts of paper ancl the banks have suf-

fered losses through buj-ing on unverified and misleading
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statements. The failure in 1914 of bne of the largest dry
goods jobbing houses in the country with numerous affili-

ated retail stores having over $30,000,000 of paper out-

standing drew renewed attention to the need for properly
safeguarding- commercial paper. Tlie revelations follow-

ing this failure showed that in some instances the treasurers

of the retail companies who signed the notes were employed
in the office of the parent concern; that in some cases the

notes were issued without the kn&wledge of the other

officers or directors of the concfirn; and that com-
monly they were paid at maturity by the sale of new
notes.

Eeference has been made above to dealers in acceptances.

Trade and bank acceptances, provided for in the Federal

Reserve Act and regulations of the Federal Eeserve Board,

have come into increasing use throughout the country. They
constitute the basis of the open discount market contem-

plated by the Act. As a consequence, several large dis-

count corporations have been organized to deal in this class

of commercial paper, and many of the old note brokers or

commercial paper houses which formerlv' dealt iji single-

name paper solely are now handling acceptances. Despite

the stringency occasioned by war and: post-war government

financing, the burden of which rested heavily upon the

Federal reserve banks, they have cooperated heartily in the

development of an open discount market.

The future of single-name paper as an investment for

bank funds may be materially affected by the spreading use

of trade acceptances and by other changes growing out of

the Federal reserve system. The Federal Eeserve Act

provides that Federal reserve banks may discount for mem-

ber banks, notes, drafts and bills of exchange arising out

of actual commercial transactions and having at the time

of discount a maturity of not more than ninety days. The

Act specifically excludes from the rediscount privilege

paper issued for the purpose of carrying or trading in

stocks, bonds, or investment securities, except government



286 MONEY AND BANKING

securities. The Eeserve Board has the right to define the

character of the paper thus eligible for discount.

In its first regulations issued in Nqvember, 1914, defining

eligible paper the Board included single-name paper, but

urged close scrutiny of .such paper to give assurance that

it came within the spirit of the Act and that it was self-

liquidating at maturity. Future regulations of the Reserve

Board and the growing use of acceptances may narrow

the use of single-name paper, yet the ramifications of our

financial and credit structure are such that this form of

borrowing, esjDecially for investment and speculative pur-

poses, is likely to continue as an important factor in our

financial system.

138. The credit department,—The credit department is

one of the most recent, yet most important, in the organ-

ization of the modern commercial bank. In the large city

bank having a great variety of customers and activities, it

is indispensable, and even in the small country bank, credit

information regarding its customers, jsarefully collected and

filed for ready reference, is highly desirable. Formerly

the cashier was supposed to be sufficiently informed upon

the business standing and credit of all the bank's cus-

tomers, but to-day the larger banks find it necessary to

have highly organized credit departments in charge of a

specialist whose chief or sole duty *is to accumulate and

make easily accessible credit information regarding all

customers of the hank. Where loans are conservatively

made on high-grade collateral security the question of credit

is riot so important, but in the case of the discount or

purchase of commercial paper resting upon personal credit

the financial responsibility and character of the borrower

is a matter of first importance.

The credit man should keep complete records regarding

mortgages, judgments, assignments, petitions in bank-

ruptcy and like matters affecting ,the bank's customers.

He should havi' available the finauci-ajl history, the present

standing, and the habits of life and character of ever}- bor-

rower. He should also keep posted On the general condi-
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tions of business. In aiding- the leiulint;' authorities of the
bank to determine whether credit shall be extended to a
borrower and to what extent, the credit man should be
able to present facts concerning- the character of the busi-

Bohroweh's Statement^Front



288 MONEY AND BANKING

iiess, its form of organization, its management and business

metliods, the extent of competition, the promptness witli

which bills are paid, the iinancial worth of the business,

the extent of borrowing at other banks, business reputation

among other people, etc.

The credit man obtains his information from various

sources, the chief source being the statements of the cus-

tomers themselves. The jjractice is growing of requiring

borrowers to make a full statement of their affairs when
they apply for a loan. Uniform blahks have been adopted

by the bank associations of several states. Some banks

require applicants to make oath to their statement. In

some of the states laws have been passed making it a

criminal offence to obtain loans on false or misleading

statements. Sometimes the banks require the statement

to be certified bj- a public accountant. Separate forms are

used for individual borrowers, for firms, for corporations,

and for banks. Shorter forms are sometimes used when
minute details are not deemed neceg*sary.

These statements call for detailed information regard-

ing the resources and liabilities of the applicant, including

sucli typical assets as: cash, merchandise in both the raw

and manufactured form, bills receivable, accounts receiv-

able, acceptances receivable, plant, machinery, equipment,

real estate, franchises, treasury stock, etc. ; and such lia-

bility items as bills payable, accounts payable, acceptances

pajj^able, stocks, bonds, mortgages, depreciation, net worth,

net earnings. The ratio of quick assets to the two impor-

tant liability iteiiis—bills pa.vable and open accounts

—

affords a rough basis for determining the commercial stand-

ing of the borrower. One dollar of indebtedness to a dollar

and a half of quick assets is usually regarded as a safe

proportion.

Other sources of information are the mercantile or credit

agencies, the most important of which in this country are

Dun's and Bradstreet's. It is the business of these credit

agencies to collect and summarize credit information re-

garding all kmds of business concerns- all over the country.
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Though the banks do not depend very largely npon these

ageney reports they are valuable in suggesting credit

information that might otherwise be overlooked. Such
reports should always be supplemehted by personal in-

vestigation.

The signed statements, agency reports, letters, memo-
randa, and credit information of all kinds are tabulated,

analyzed, and filed in the credit department in readily

available form. New statements are required from time

to time as borrowers app\y for new loans or as paper is

offered for discount. In the case 'of regular borrowers

banks may require statements only at intervals ; for ex-

ample, once, twice, or four times a year. In this v^-dv the

banks will have after a time a series of statements from
borrowers showing the changes in their business.

In the bank having a well-organiZed credit department
every 7iew application for a loan or offer of commercial

paper is referred to the credit man. After investigation he
prepares for the loaning officers a condensed statement

showing the essential facts affecting the applicant's credit.

Upon the basis of these facts mainly is deternuned the

granting or refusing of credit accomraodations hy the

hank.

139. Elements of credit.—In any analysis of credit, em-

phasis is always laid on four mairi elements—character,

capacity, capital and collateral. It is not enough that a

borrower shall be of undoubted integrity and honesty; the

most reputable men sometimes fail ia business because of

lack of capacity or capital. Capacity without character

and business probity may possibly secure temporary credit

and business success, but there is always present an ele-

ment of uncertainty. A borrower with plenty of capital

but without character and capacity is likely to waste it or

to turn it into unproductive channels, bringing discredit

upon himself and distress to his associates. This holds

true also of the borrower having collateral but lacking

character and capacity.

"If the borrower have character and capacity," says a
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prominent banker, "vou have a combination which will

more than liliely win out, one which will magnetically draw
either cajjital or collateral, or both. We think there is

hardly a line of trade in which, if character and tried

capacit}' can be brought together, credit cannot be obtained

I'or a start or capital attracted to the venture. ... If

the credit man be certain of both character and capacity

in an established business, he will need to give but a pass-

ing- notice to the statement, for with character behind the

schedule it will have been made up honestly, and with

capacit\- behind it the man did not deceive himself or you.

It means that the statement speaks conservatism, and that

he has both technical ability and ability to finance. The

sales made in this country in the course of a year upon
character and capacity, with capital S, minor factor, would

run into the hundreds of millions of dollars, and the per-

centage of loss entailed under good credit management has

been very low."
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CHAPTER XVII

BANK SUPEEVISION

140. Eeports and examinations.—Every national bank is

required to make to the Comptroller oi the Currency at

least five reports a year showing ifa detail its resources

and liabilities. No regular dates arc set for these reports

;

they are subject to the call of the Comptroller at his dis-

cretion. He may also call for additional special reports

at a.ny time if he deems it advisable. Blank forms are

furnished to the banks by the ConiptroUer and these must

be filled out properly and returned to his office within five

days after notice, subject to a penalty of $100 for every

day's delay. This report of condition must be sworn to

by the president or cashier and attested by three directors.

A condensed form of the report must be published in a

local newspaper, and a copy of this, cut from the paper

and pasted upon the particular form furnished for the

purpose, accompanied by the affidavit of the publisher,

must be sent to the Comptroller. By means of these re-

ports both the Comptroller's office and the public are kept

informed of the condition of the jiational banks. The

making of any false statement or report is a criminal

offence.

National banks are also required to make a semi-annual

report on dividends and earnings. This report must be

made within ten days after the declaration of a dividend,

and must state the amount of the dividend and the net

earnings above this dividend. The banks also make a

291
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semi-annual report of the amoimt of circulating notes out-

standing on January 1 and July 1. These reports made

to the Treasurer of the United States provide the hasis for

levying the tax upon the note issues of the banks. The

tax on bank notes issued against 2 per cent government

bonds is |- of 1 per cent each half-year, and on notes issued

against other bonds -\ of 1 per cent.

Most of the states now have a banking department and

the banks, trust companies and savings banks organized

under state law are required to malvC periodic reports of

condition to the state superintendent of banking or other

official. In a large number of states, reports are required

four times a year, and statements must be published in

the papers in much the same way as with national banks.

In some of the large cities the banks are required to

make weekly statements of condition to the local clearing

house association. In New York City the Clearmg House

requires all banks clearing through it, non-members as well

as riiombcr banks, to send to the Clearing House before

eleven o'clock on Saturday a statement of the bank's condi-

tion for the six preceding business days, giving the daily av-

erage of specie, legal tenders, deposits, circulation, and loans

and discounts. From these statements the officials of the

Clearing House make up the weekly bank statement. As
stated elsewhere, this report is always looked for with in-

terest as it indicates the scarcity or abundance of loanable

funds. If the reserves are close to the legal limit or below

it, it indicates a scarcity of loanable funds and a probable

rise in money rates ; if, on the other hand, there is a good

surplus of reserve the rates for money are likely to be

easy.

141. Bank examinations.—In addition to the reports and

statements which banks are required to mal^e they are

subject to a variety of examinations as a precaution against

negligence and fraud. National banks are examined peri-

odically (at present twice a year), by examiners acting

under the authority of the Comptroller of the Currency,
and similar examinations of state banks are made by agents
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01 the superintendent of banking or other officers respon-

sible for the supervision of banks under state laws.

The visit of the bank examiner comes at irregular inter-

vals and without previous notice to the bank. The regular

examinations cover the whole business of the bank, but
special examinations may be made to check up the figures

given in the report, to appraise the assets, or to scrutinize

the work of a particular department. In making the ex-

amination the examiner will count the cash, examine the

discounts and loans, scrutinize the iSecurities and invest-

ments, examine the expense account, and make himself

acquainted with the more important features of the bank's

business, so as to determine whether the bank is being

properly managed and is in a sound condition. The ex-

aminer sends in a report to the Comptroller of the Cur-

rency or to the head of the state banking department, as

the case may be. In 1916 the Comptroller of the Currency
inaugurated the practice of furnishing each bank examined

with a copy of the examiner's report.

For purposes of examination the country is divided into

twelve districts, one for each Federal reserve district, with

a chief examiner in each. The examiners report to the

chief examiner of the district, who in turn reports to the

Comptroller. In order that an examiner shall not, by too

long service, relax his vigilance, the plan has been adopted

in the national bank system of rotating the examiners from

one district to another. The efficiency of national bank

examinations has been greatly improved in recent years.

The national examiners meet several times a year for a con-

fidential comparison of ideas and methods. In some states

the national and state bank examiners cooperate by making

examinations of national and state banks in the same city

on the same day. In a few states the banking laws provide

for calls on the same days as those of the Comptroller of the

Currency. State bank examiners generally receive a fixed

salary, but until recently the national bank examiners re-

ceived their remuneration in fees, varying from $20 in the

case of banks with capital of less than $100,000 up to $75
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where the capital exceeds $600,000. These amounts were

assessed by the Comptroller and paid by the respective

banks. The fee system is open to *the objection that the

examiner, being dependent for the amount of his remu-

neration on tlie number of banks he examines, is tempted

to do his work hastily.

The Federal Eeserve Act abolished the fee system and

made other important changes in the matter of bank ex-

aminations. The old law provided for the examination of

national banks "as often as shall be .deemed necessary and

proper"; now every member bank in the Federal reserve

system must be examined at least twice a year, and oftener

if necessar.y. The Federal Reserve Board is empowered

to authorize examinations by the state authorities of state

banks and trust companies, but it may at any time direct

the holding of a special examinatioji of such state insti-

tutions if they are members of the l^'ederal reserve system.

The expense of examination is assessed by the Comptroller

of the Currency upon the banks ex;amined in proportion

to assets or resources held by them at the time of their

examination.

In addition to the examinations made by the Comptroller,

every Federal reserve bank may, with the approval of the

Federal reserve agent or of the Federal Reserve Board,

provicle for tlie special examination of member banks

within its district. Provision is made, also, for the exami-

nation by the Federal Reserve Board at least once a year

of each Federal reserve bank, and \ipon joint application

of ten member banks the Federal Reserve Board is required

to order a special examination of any Federal reserve bank.

Congress, or any duly authorized committee of either House,

is also authorized to examine the affairs of any such bank,

The antiquated fee system of compensating examiners is

abolished and the Federal Reserve Board is given the

power, upon the recommendation of the Comptroller, to

fix the salaries of all examiners. To remove all temptation

to partiality the Act provides that no member bank, or

any of its officers, directors, or employees shall make any
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loan or grant any gratuity to a bank examiner under
penalty of imprisonment not exceeding one year, or a fine

of $5,000, or both, in addition to a fine equal to the sum
loaned or gratuity given. Any examiner accepting a loan

or gratuity from a bank examined by him shall be liable to

imprisonment for not exceeding one year or a fine of not

more than $5,000, or both, and may be fined a further

sum equal to the loan or gratviity ; and shall thereafter be

disqualified from holding a position as national bank
examiner.

142. Unofficial examinations.—The report of the national

bank examiner is made to the Comptroller of the Currency

and formerly was seldom seen by the officers of the bank.

Yet it is the officers and directors who are held responsible

if anything goes wrong with the bank. Most banks, at

least those in the large cities, find it advisable, therefore,

to have a thorough examination made by expert account-

ants or auditors employed by the stQckholders or board of

directors and reporting to them. The principal feature

of the ofiieial examination is the appraisal of the bank's

assets to determine its solvency. As a result of such ex-

amination the bank may be advised by the Comptroller

or by the state banking department to reduce or "write

off" some bad debt, but it seldom gets any suggestion for

an improvement in its accounting system. The expert

accountant, on the other hand, is not concerned primarily

with the appraisal of assets; his duty is to ascertain and

report the exact condition of the affairs of the bank. By
so doing he paves the way for changes in the accounting

system where it is necessary and for other improvements

which will further safeguard the interests of stockholders

and depositors.

The Comptroller of the Currency for years has been

urging the directors of national banks to supplement the

work of the examiner with examinations by a committee

of the directors, and he has submitted suggestions as

to the points that such examinations should cover. Some

banks have a system of internal examinations by com-
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mittees made up from their own clerical force. Clerks

are selected who have no part or responsibility in the work

of the particular department to be scrutinized, and who
carefully examine all the books, records and details of the

department to ascertain how accurately and efficiently the

work is being done. In order to keep the clerks constantly

alert and up to their work some banks have a practice of

shiftiiig them from one division of the ledgers to another.

In several of the large cities the clearing house associa-

tion employs independent examiners who periodically make
searching examinations of the affairs of member banks.

143. Bank failures.—Banks may be closed either by

voluntary retirement or by involuntary retirement or fail-

ure. Since the national bank act went into effect over

500 national banks have been placed in the hands of receiv-

ers and have had their affairs wound up. Sometimes it

happens that the business of a bank dwindles and becomes

unprofitable, and it is thought desirable to liquidate. A
national bank may go into voluntary liciuidation on a vote

of the owners of two-thirds of the stock. Notice of the

proposal to liquidate is certified to the Comptroller of the

Currency. Notice must also be published for two months

in a New York City newspaper and in one where the bank

is located, calling upon all creditors to present their claims.

When a national bank fails the Comptroller of the Cur-

rency is charged with the duty of closing its affairs. He
appoints a receiver who takes possession of the records and

assets and collects all debts due the bank.

Bank failures are due to a variety of causes—bad man-
agement in making loans ; dishonest officials who have used

the bank's funds for their own speculations; rumors of

insolvency which start a "run" by frightened depositors;

panics, affecting the whole country; or violation of the

laws under which the banks operate. In the annual report

of the Comistroller of the Currency for 1916, the following

analysis of national bank failures was made

:

'

' Two hundred and fourteen, or over one-third, of the 579

failures of national banks were attributable to criminal
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acts. In 43 of the 214 instances defalcation of officers was
the cause ; in 126 fraudulent management ; and in 45 the

banks were wrecked by cashiers or subordinate officers.

Unlawful loans^that is, loans in excess of the statutory

limit—were the principal cause of 1,13 of the failures. In
61 of the 113 instances excessive loans were made to officers

and directors, and in 52 to others than officers and directors.

Depreciation in the value of assets .was the accribed cause

of S3 of the failures. Injudicious or careless banking- was
the, cause of 139, or nearly one-fourth of the total number,
and the remaining 30 failures were ascribed to insolvency

of large debtors, 'runs, non-liquidity of assets, etc' "^ In

his report for 1915 the Comptroller said: "Banks nearly

ah\ ays are broken, not by the failure of customers to whom
they have lent money, not by bank robbers who have come
from the outside, but by the tying up or dissipation of the

banks' funds through loans to their o^Vn officers or directors,

or to interests allied with or controlled by those officers or

directors, or else by direct defalcations and embezzlements

by trusted officers. If these evils are remedied^and they

can be remedied if certain simjjle and much-needed amend-

ments can be secured to the national bank act^failures

amon^ national banks can be reduced to a negligible num-
ber; or be absolutely eliminated.

'

'

-

One of the most common causes of closing is the impair-

ment of the bank's capital by losses. If the examiner

finds that by reason of bad loans the capital and surplus

have been seriously impaired, the interests of the depos-

itors may require that the business be taken out of the

hands of those wlio have brought the bank to this dan-

gerous condition. If it be a nationalbank, the Comptroller

of the Currency appoints a receiver, who is usually a bank

examiner. The receiver makes an inventory of the assets

and liabilities. This may show that the bank is solvent

and has only been temporarily embarrassed because of

scarcity of cash. In the course of a few weeks or months,

1 Eeport of the Comptroller of the CuiTency, 1916, p. 65.

2 In 1919 there was not a single national bank failure.
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it may be possible to convert enough of the assets into

cash to meet the demands of depositdrs, and the bank may-

then be opened again.

144. Liquidation.—If the bank is hopelessly insolvent tie

receiver proceeds to wind up its affairs, and in so doing

he sleeks to protect the claims of the depositors. All avail-

able assets are converted into cash, and if these are not

sufficient to pay the creditors, the receiver of a national

bank may assess each stockholder in an amount not exceed-

ing the par value of his stock.

In settling claims against the bank the United States

Government is in a sense a preferred creditor. The cir-

culating notes of national banks, -whicli are promises to

payjnoney to the holders, are protected by bonds deposited

in the Treasury. The Comptroller sells enough of these

bonds to pay off the failed bank's notes as thry are pre-

seuted. To the depositors of a failed bank the receiver

issues as promptly as possible a "certificate of proof of

claim,
'

' which certifies that the holder is a creditor of the

bank to a certain amount. From time to time as the assets

are ..realized upon by the receiver, "dividends" are paid

to the depositors. The receiver's certificate issued to the

depositor is usually negotiable and can be sold or dis-

counted like a note. Loan agents are always on hand ta

buy up these claims, usually at a great discount. Some-

times other banks are willing to accept these certificates on

deposit, giving the depositor immediate credit for, possibly,

two-thirds of the amount represented by the certificate.

AYhen state banks fail the procedure of liquidation

is much the same as with national banks. Until recently,

however, the receivers for failed state banks were appointed

not by the banking department but by the courts. Fre-

quently the receiver of a state bank or trust company is

not a trained man but gets his appointment for political

or personal reasons. Then, too, instead of receiving a fixed

salary as a national bank receiver does, he gets a percent-

age of all the money handled. In many cases the fees thus

received are very large. There is a growing feeling that
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the liquidation of state banks should be placed under the

control of the bank supervisors.
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CHAPTER XVIII

SAVINGS BANK&

145. Functions.—The function and the methods of the

savings bani-c are very different from those of the commer-

cial bank. The latter, as Me have seen, serves the business

man who needs current funds or d'edit to carry on his

business. The savings bank serves the man of small earn-

ings and without capital by providing- a safe place to keep

his savings and an experienced ageircy for investing them

so as to yield him an income.

The savings of the average wage-earner are visually not

large enough to admit of his investing in bonds, mort-

gages, and other forms of investment open to the man of

mea:hs, nor is the man of small income qualified by expe-

rience in such matters to select a Safe and profitable in-

vestment. But the savings bank takes these small savings

of .scores of individuals, which collectively amount to very

considerable sums, and invests them for the depositors in

such ways as to insure safet.y and a fair return. It thus

encourages among the masses habits of thrift and industry,

and accumulates for productive uses money which other-

wise would lie idle or be squanderdd in unwise expendi-

tures. From the standpoint of the employment of funds

also there is a wide difference between savings banks and

commercial banks. The function of the savings bank is

primarily that of investment, while .the commercial bank

makes advances to business concerns for current needs.

The savings bank invests the depositor's savings to bring

300
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profit to him ; the commercial banli loans its credit to make
profit for itself. The savings bank exists for the saver;

the commercial bank for the borrower.

Savings banks are of two general kinds, mutual and
stock. The early savings banks established in America
were modeled after those of England and were of the

mutual or trustee type. Tliey were directed by a board

of trustees who managed the affairs of the bank and in

some cases actually did the clerical work without pay.

In the mutual savings bank of to-day tlie trustees or

directors serve from the same disinterested and philan-

thropic motives. It has no capital, no stockholders, and

is operated for the exclusive benefit of the depositors,

who receive all the profits over and above the expense of

running the bank. The tendency in recent years, espe-

cially in the newer sections of the country, has been in

favor of sa\iugs banks organized ^Sfs stock corporations

which aim to produce a profit to the stockholders as well

as the customary interest to the depositors. Most stock

savings banks transact both a eomm'ercial and a savings

business, and some of them carry very few savings ac-

counts.

The "guaranty savings banks," peculiar to New Hamp-
shire, are a cross between the mutual and the stock types.

They do not transact a commercial business, but they have

"special deposits" which are virtually capital stock. They

pay a certain stipulated rate of interest to general depos-

itors and the surplus goes to the special depositors. The

charters of these banks usually stipulate that the special

deposits shall always equal at least ten per cent of the

deposits. These special deposits are therefore in the nature

of capital stock and constitute a kind of guaranty fund

for the general depositors.^

The annual report (1919) of the Comptroller of the

Currency tabulates 1,719 savings ^banks, of which 622

are mutual and 1,097 stock savings banks. The total de-

posits amounted to $6,902,577,000 and the number of depos-

1 Kniffen : The Savings Bank and Its Practical Work, p. 60.
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itors 11,434,881, the average deposit, accoimt being $463.16.

Mutual savings banks are confined chiefly to the man-

ufacturing centers of New England and the Eastern

States.

The Comptroller's Report explains that it has not been

practicable to obtain separate reports showing the condi-

tion of stock savings banks in several states, as in a number
of states such banks are regarded as commercial banks, and

the returns to his ofQce are included in the returns relative

to state banksJ

146. Management.—The organization and management
of a savings bank are much like those of the commercial

bank. The control is in the hands of a board of directors

or trustees composed of men chosen for their responsibility

and high character. In the case of nuitual savings banks

the trustees fill vacancies in their own number, making

the board a self-perpetuating body; in the stock savings

bank the stockholders generally elect the directors. The

directors choose the officers who are to manage the bank's

affairs, invest the funds deposited, and semi-annually or

quarterly declare the dividends and the rate of interest to

be paid on deposits.

The officers of a large city savings bank consist of a

president, one or more vice-presidents, a treasurer, a sec-

retary with the necessary assistants, and possibly an auditor

and counsel. In a small bank the executive duties may
be performed by a single officer, khown as the secretary

and treasurer. The treasurer is the financial officer of the

bank, having the custody and management of investments,

subject to the direction of the board of directors, deposit-

ing funds in other banks, drawing checks upon them., col-

lecting interest on investments, and receiving applications

for loans. The secretary keeps the minutes and records

of the board of trustees, attends to the correspondence,

acts as general auditor and accountant for all departments,

and has general charge of the bookkeeping of the bank.

The clerical work is carried on by a paying teller, receiv-

1 Report of the Comptroller of tlie Onrrency, 1919, p. 165.
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ing teller, and such bookkeepers, clerks, messengers and
assistants as the particular nature of the bank may require.

147. Deposits.—When a depositor comes to a savings

bank to open an account his name is entered on a card or

in a book, with his residence, place of birth, and other

information useful in establishing- identity, and he signs

the card, if he can write; if not, he makes his mark. He
receives a pass book bearing his name and a number. In
making a deposit he lists the items on a ticket or slip and
hands them to the receiving teller for entry in his pass

book. In many cases the depositor is unable to make out

the deposit ticket himself and the receiving teller prepares

it for him. Most savings deposits are in the form of cash,

but cheeks, interest coupons, dividend checks, money orders,

and like items will generally be accepted by the bank for

collection and be credited as soon as collected. Savings

banks now quite commonly solicit accounts by mail. Re-

mittances are sent by mail with the pass book; the bank

enters the amount of deposit and returns the pass book

with a letter of acknowledgment. As already stated, the

savings bank is intended to serve the wage-earner and the

man of small income, not the business man and the man
of means. The latter can invest their own funds, and

they are likely to withdraw their deposits in large sums,

which may be embarrassing to the bank, as it keeps only

a small amount of money on hand. Consequently, mutual

savings banks generally fix a maximum amount which will

be received from a single depositor. The maximum in

Pennsylvania and in New Jersey is $5,000, and in some

states it is as low as $1,000. This rule is frequently avoided

by a depositor dividing his account and depositing various

sums in the name of different members of his family.

148. Withdrawals.—When a depositor wishes to draw out

money he takes his pass book to the paying teller's window

and states the amount desired. Some banks have a blank

form of draft which the depositor fills out, or the teller

»ay fill it out for him, and the depositor signs it or makes

ids mark. Unless the depositor is well known to the teller
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reference is made to the original application record to

establish his identity and signature. The date and the

amount drawn are entered in the pass book, which is then

handed back with the money to the customer. In some

banks a check is placed upon the clerks by having one clerk

receive the withdrawal application and a clerk at another

window pay out the money, the latter calling the depositor

by name and asking him to state the amount drawn. When
a depositor draws out his whole deposit the account is

closed and the pass book is surrendered to the bank. The

primary purpose of the savings bank is to collect the small

and scattered savings of a coninuinity and to invest theni

in safe and profitable channels for 'the benefit of the de-

positors. It seeks to keep as large a proportion of its funds

invested as is consistent with safety. It will therefore

keep no more cash reserve than is necessary to meet cur-

rent payments.

The investments of savings banks are carefully restricted

by law and are usually long-term loans which cannot be

converted quickly into cash. Savings banks therefore usu-

ally require notice some time in advance when a depositor

wishes to withdraw money. Each bank makes its own rules

as to the notice reciuired. ]\Iany banks permit the with-

drawal of small sums without any notice. Where notice

is required it varies from ten days to three months, de-

pending usually upon the amount to be withdrawn. The

practice of requiring notice of withdrawal is beneficial to

the depositor and almost essential to the bank. A depositor

is often deterred from withdrawing his savings for some

temporary or imaginary need by the notice rule. It also

gives the bank time to realize on some of its investments

and obtain cash to meet any unusual demand. Sometimes

an idle rumor starts a "run" on a bank which subsides

in a few days when the bank enforces the notice rule.

More commonly, however, when a run starts, the bank

tries to secure funds by borrowing from other banks and

to allay the fears of its depositors by paying all demands

made upon it. When frightened depositors find that they
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cau get their money tliey are generally satisfied to leave it

on deposit.

149. Interest.—The accounting system of a savings bank
is not materially different from that of other banks except

in the matter of keeping the interest accounts of the de-

positors. Most banks compute int^est at semi-annual,

quarterly, or in some cases monthly periods. After the

trustees declare the interest rate for the quarter or half-

year, the amount is computed for each account. Generally

interest is allowed only on the amount running undisturbed

through the period. Deposits made after the beginning of

a period will not bear interest until the next interest date,

and withdrawals during the period, forfeit the interest

accrued since the last dividend. SonSe banks calculate in-

terest from the first of each month sijceeeding the deposit,

and even allow interest on deposits made within three, five

or ten days after the dividend day. At the end of each

dividend period the interest is entered in the ledgers in

red ink, and if not drawn out it is added to the depositor's

balance and begins to bear interest itself. The first time the

pass book is presented after an interest period the accrued

interest is entered in red ink. The rules or by-laws made by

savings banks regarding deposits, witlidrawals and interest

are printed in the pass book, and unkss unreasonable they

form a contract between the depositor and the bank.

150. Investments.—The first considferation in the manage-

ment of the savings bank and the money in its care is safety.

In most states, therefore, the law places rigid limitations

upon the investments of the bank. In a general way the in-

vestments of savings banks are confined to high grade bonds

and first mortgages on real estate. In New York State, for

example, loans upon real estate are limited to 50 per cent of

the value of productive property and to 40 per cent in the

case *f unproductive property. In ri^cent years the laws of

most states have been liberalized so as to permit savings

banks to purchase railroad bonds, corporation securities,

stocks, bank stock, and even bankers' acceptances and com-

mercial paper. Quite generally savings banks make loans
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on personal security and in the South and "West commercial

paper is probably their principal asset. Only in New York

and Minnesota are savings banks forbidden to loan on per-

sonal security.^ The business of managing the investment

of the funds is in the immediate charge of the trustees or

directors. Generally in the larger banks there is a finance

committee which determines what securities shall be pur-

chased, and another committee to examine real estate and

determine what applications for loans on real estate shall

be granted.

Savings banks are organized under the laws of the par-

ticular states where located, sometimes in accordance with

a general corporation law, sometimes by special act of the

legislature, but generally according to the provisions

of special banking laws. They are usually subject to the

inspection and supervision of the state banking depart-

ment. In most states the process of organizing a savings

bank is substantially similar to that of starting a com-

mercial bank. In the New England and Eastern States

where mutual savings banks mostly jjrevail, the regulation

by the state is quite rigid, but in those states where stock

savings banks are the usual type the laws are not so severe.

In recent years there has been a marked tendency toward

the organization of savings departments by commercial

banks and trust companies. The term "savings bank" as

used in some of the states is misleading, as many so-called

savings banks transact chiefly a commercial business. The

advantage to a commercial bank of having a savings de-

partment through which large deposits of cash are drawn
in is obvious. Generally the savings department is not

separated from the other business of the bank except that

the savings accounts arc kept in a separate set of books

and interest is credited to them at fixed periods. The
funds are usually merged with the general funds of the

bank and are used without distinction in making loans and

discounts, purchasing commercial paper and other opera.,

tions of cominercial banking. Many believe that this prae-

iKniffin: The Savings Bank and Its Practical Work, p. 83.
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tice which subjects savings deposits to the uses and risks of
commercial banlcino' is dangerous.

151. Postal savings banks.—Nearly all the leading coun-
tries of the -world now have a system of postal savings

banks. Strictly speaking, they are not banks but agencies

or adjuncts of the Government which, through its post

office department, receives savings de-posits, invests them in

its own bonds usually, and returns to the depositors a
nominal rate of interest. The Postal Savings Bank system
of the United States began operations in 1911 after several

years of agitation. The system is under the control of a

board of trustees consisting of the Postmaster General,

the Secretary of the Treasury, and flie Attorney General.

The law originally provided for the opening of a postal

savings bank in each state, but the >system has been ex-

tended so that in 1919 there were over 6,000 depositories

with about 600,000 depositors and a =total of about $167,-

323,000 on deposit.

Any person over ten years of age may make a deposit,

and sums as low as one dollar may be deposited. Origi-

nally no person was permitted to deposit over $100 in

any month or to have a total balance of more than $500.

By an amendment to the law passed in 1916 the restriction

on the amount deposited in any one month was removed,

and the maximum amount upon which interest may be

paid was increased to $2,500, with a permissive additional

balance of $1,000 without interest. A postal savings de-

positor may exchange his deposits for 2i per cent savings

bonds. In foreign countries a pass book is issued to the

depositor, but under our system he receives a certificate of

deposit for each deposit. Withdrawals may be made at

any time on demand. Deposits bear -interest at 2 per cent,

credited once a year.

The postal savings funds received at the various post

offices are deposited in local banks, both state and na-

tional, which pay 2-1- per cent on them, but wherever pos-

sible preference is given to banks which are members of the

Federal reserve system. Banks qualifying as depositories
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of these funds are required to furnish acceptable bonds as

security. Five per cent of such funds is' withdrawn by
the board of trustees and kept with the Treasurer of tlie

United States in lawful money as a reserve. If at any

time the postal savings in any State exceed the amount
which the qualified banks are willing- to receive, the board

of trustees may in^'est such excess in bonds or other securi-

ties of the United States. Tliey i^iay also invest postal

savings funds in postal savings bonds. Interest and profits

accruing from deposits or the investment of postal savings

funds, after paying interest to dei^ositors, are covered into

the United States Treasury as a part of the postal revenue.
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CHAPTER XIX

TRUST COMPANIES

152. Functions.—The trust company is a comparatively
new type of banking institution and its functions are

not yet clearly defined. The earliest trust companies were
organized to carry on life, fidelity and title insurance and
the granting of annuities, but their primary function has

been to act as incorporated trustees, *accepting and execut-

ing trusts of various kinds. In this capacity they serve

as executors and administrators of estates, as custodians

of funds or properties held in tru.st, and as guardians of

minors. Prior to the Civil War the trust company attracted

very little attention, but since that time, particularly since

about 1875, the increase in the number of and the variety of

functions performed by trust companies have been marked.

In connection with their duties as trustees these companies

have secured from the legislatures additional powers au-

thorizing them to carry on other more or less closely related

lines of business, until now they undertake such a great

variety of functions that they have been aptly called the

"department stores of finance."

While it is not possible to draw a sharp line of division

between the function of the trust eompany and that of

the commercial bank, it may be said that the commercial

bank deals in credit and handles active funds, thus aiding

in the creation of wealth, while the tru.st company deals

in capital and handles funds that are principally inactive,

thus conserving existing wealth. More and more, however,

21 309
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trust companies have assumed the functions of the com-

mercial banlv as well as those of the savings bank and have

encaged in a great variety of financial activities. Many
trust companies, including some of the most influential,

have adhered to their original and essential function of

acting as trustees ; others make banking their main busi-

ness; and still others specialize on the financial side. The

general tendency in recent years seems to have Ijeen toward

an expansion of their activities so as to include many or

all of these functions.

In many trust companies the different kinds of work or

activities are carried on by departments, as, for example,

the trust, banking, bond and safe dejiosit departments.

Some of these departments may be subdivided; thus, the

banking department may be divided into savings bank and

commercial departments ; and the larger companies may
have various other departments and divisions, such as

mortgage, investment, transfer, real estate, title insurance

and fidelity insurance. Generally where trust companies

carry on both a trust and a banking business, the two

departments are kept separate, each having its own records,

clerks and handling of funds.

153. Individual trusts.—Trust companies execute a great

variety of trusts for individuals under private agreement.

A leading authority says: "These trusts come from many
different classes of people—from active business men who
have some special matters that they do not care to handle

for themselves ; from teachers, artists, doctors, clergymen,

women and others who feel that their inexperience or lack

of time makes it wise to shift financial affairs to other

shoulders ; from persons whose health requires that they

live in other climates and leave their 'business cares behind;

from absentee property owners ; from the aged either too

feeble to attend to active business or willing to take a well-

earned rest ; from persons planning .to spend some time in

travel and who must have a responsible agent to look after

their affairs while away ; and from others who, either from
choice or from necessity, wish to avoid the care of their prop-
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happened tliat individual trustees have used the funds in-

trusted to their care for their own advantage or have

squandered them in speculation, leaving the widow and

the ;orphan destitute. AVith the trust company the safety

of funds is assured. In most states trust companies are

required to keep all trust funds entirely separate from

their general assets, and in ease of failure such funds can-

not be levied upon by the creditors of the company. The

trust company is usually subject to examination and super-

vision by state authorities; it protects its customers by an

adequate capital and surplus, and in many states it is

required to make a deposit with the'State officials to guar-

antee the faithful discharge of its duties as trustee. Its

success depends upon its reputation for fair dealing and

fidelity to its trusts. It has frequently been said that

there never has been a trust fund impaired by the failure

of a trust company having control of the fund.^ Then,

too, the trust company has the adva'ntage of perpetuity

—

it never dies. It has an established office and can always

be consulted when needed. The ihdividual trusti'C may
die, or resign, or become incapacitated through ill-health,

involving delay, expense and perhaps serious loss in the

appointment of another individual tfustee.

In the second place, the trust conipany is usually more

efficient than the individual trustee, The latter, even if

competent to carry on the work of & trustee, must make
it secondary to his own business. The trust company is

organized specifically to carry on this work and has the

necessary equipment, experience, and facilities for doing it

promptly and efficiently. Its wide experience in the trust

business and in trust securities is in-valuable to the estate.

The trust company is constantly in 'touch with investment

conditions, and the extent of its operations enables it to

invest the funds of the estate on better terms than the

individual trustee.

Finally, the superior facilities of the trust company
often enable it to administer trusts more economically

i Herrick: Trust Companies, p. 47,
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than the individual trustee. The latter must give a bond,
the cost of which is charged to the estate, while the trust

company's assets and the special deposit with the state

protect the trust without extra cost. And, as noted above,

the trust company, because of its financial activities and
its knowledge of the investment field, is usually in a posi-

tion to secure a better income for the tru.st than can the

individual. In appointing a trust company as trustee the

fees are usually made a part of the contract, so that the

expenses may be known in advance. .Quite commonly trust

companies tender their services in the drawing of wills,

keeping them until the death of the testator, and then

fihng them with the proper court, all without charge in

cases where the trust company is appointed executor. In

the hands of a personal administrator a. trust is often

abused, especially in the compensation charged for admin-

istering it. The trust company is in the business perma-
nently and it seeks to enhance its reputation and patronage

by tlie efficiency and economy of its 'services to the public.

It is sometimes contended that while the trust company
furnishes undoubted security for the 'funds intrusted to it,

and while its position gives it superior opportunities for

investment, yet it lacks that personal interest in those for

whom it acts which is necessary to obtain the highest re-

turn on the funds invested. In answer to this criticism

it need only be repeated that the prosperity of the trust

eompanj^ depends upon its reputation for efficient admin-

istration and that it will seek to satisfy its clients by

securing as large a return upon the funds intrusted to it

as is consistent with prudence and safety.

155. Trustee and agent for corporat'ibns.—In recent years

trust companies, especially in the lartrer centers, have been

prominent as trustees and fiscal agents of large corpora-

tions, acting as trustee, registrar, transfer agent or re-

ceiver. One of the most common services of this kind is

as trustee imder a deed or mortgage securing a bond issue.

It authenticates the bonds issued under the terms of the

deed or mortgage, certifying to the regularity of the issue
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ness is n.^^v lar^elv in tlie hands of bond or surety oom-

panits who d>:'^ cite theiiiS'-iYcs to thi>. biisiii' -s alone, though
trust comprimej sometiines combine illiis ^\ith nther trust

func-tivns. The fidelity insiiranoe company becomes surrty

for or guaraiatees the h-n >ty and fidelity of pei-v/.s in

positiC'tis of trust and reSi;"jnsibility. Formerly ii./inJs f'^r

this pitrp'jse ^rere signed by pTrson;.l.friends, but the prac-

tice is i:ro"^vin£r of having: svi -li 1 'Oit .Is executed by the

fidelity O'lmpaiii-.s. They char^^e an annual premium for

the serviee and assume the risl^ as a busiijess prcipu<ition

on the s;"me general prinoijfdes as any '."ther form of

insurance.

Jliany trtist companies novr maintain a titie instirance

department Tvhose fiinotion is tc* examine and guarantee

or insure titles to real estate. In a 'title insiiranoe policy

the ^company flLrrees tC' defend all litigatiin against the

title insured, and if the title shauidtprove faulty to reim-

burse the insured for the full aiuaiint cif tl:? Liss np t^T tli-^

sum named in the policy. This senVice r-atiire; a highly

specialized and elaborate equipment, -p-hich the smaller trust

companies cannot usually afford.

In most of the larger cities, trust compani-^ C":nd"ic: a

safe dep'osit department as an adjuajet to their business.

They ecmstruct larger Tauiis than i^heir omti businrss re-

quires and rc-nt safe drtvsit b-x-.-s i'' tii-ir "•;?"' 'ni-rs for

the safekeeiun^ of s^i--urit:--s. priTats- papers, je^velry and

other Taluabi-5. Usually access to the individual box-s can

be had only by the renter or ni^ a^mt in company vrith

the attendant. The trust company pejains c>ne key to each

box ,and the renter has a duplicate. dBani;« and trust com-

panies find the safe dep'.sit bu'-inr^s iucr-ra-injiy Tirertable,

as a larger number of people feel the need of such ac'r-C'in-

modations and prefer to have them convenient to the place

There they do tii-ir reinilar i. n.ur.g.

157. Banking department.—AJost triist companies conduct

a general banking business, the opfrati'm of -which has

little to distinguish it from that of the commercial bank.

Their savmgs departments. tC"j. are ..conducted in substan-
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tlally the same wny as the regular stock savings banks.

In many of the states the laws define the kinds of banking

activities in which trust companies may engage, and they

generally require that the banking department and the

trust department shall be kept separate. In Massachusetts,

where there are no state commercial banks, most of the

trust companies transact a strictly banking business, while

in Illinois trust companies are forbidden to carry on a

banking Inisiness. The California bank act of 1909 divides

banks into commercial banks, savings banks and trust com-

panies, and provides that any bank may carry on any or

all of these three classes of business, but each kind of

business must be kept separate and distinct.

Because of the wide scope of their powers trust com-

panies, besides doing a regular banking business, carry on

various financial activities, some of which are denied to

commercial banks. Thus they loan money on both real

estate and personal property, and 'deal, in stocks, bonds,

bills of exchange, mortgages and real estate. Not only

can they loan upon a wider range of securities, but they

are less restricted in other ways. Jhey are usually not

limited to any fixed proportion of their capital in making
loans to a single borrower, and in some states they are not

required to keep a legal cash reserve against deposits.

Trust companies pay interest on deposits, thus paying in

full for the use of the depositor's money and being free

to lend to whoever offers the best security and the highest

rate. The commercial bank must take care of its regular

customers first and must divide its loanable funds equit-

ably among all requiring discounts; this limits it to short-

term paper and coiriparatively small loans. The trust

company can make long-time loans on collateral or real

estate and in large amounts. Trust companies, of course,

cannot issue circulating notes as do the national banks,

and in some states they cannot discount commercial paper.
They buy it, however, which practically amounts to the

same thing. Generally, trust comprtnies are not admitted
directly to the privileges of the clearing house, but in
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many oiti-s they clear tlieir local cliei^s throngli some other

bank which is a member of the clearing house assnuiation.

In many parts of the country, however, there is slight dif-

ference between the business done by' the commercial bank
and that done by the banking- department of the trust

company. Both operate commercial and saving's depart-

ments in much the same way and their loans and invest-

ments are substantially similar in character.

The operations of trust companieis and national banks
are even le~s sharply distinguished ilnder the Federal re-

serve system. The Federal Ke-erve Boaril has the power
to grant by special permit to national banks ''the right to

act as trustee, executor, administrator, or registrar of stocks

and bonds under such rules and regulations as the said

Board may prescribe." Trust companies have steadily en-

croached upon the field of commercial banks ; now national

banks may compete for trust company business. Trust

companies may become members of the Federal reserve

system by conforming to the reserve and capital require-

ments and by submitting to the examination and regula-

tions prescribed by the Federal Reserve Board.

The great variety of financial activities and services in

which a trust company may engag.e owing to the liber-

ality of its charter open.s up many sources of profit which

are closed to a bank. It has most of the sources of profit

available to both tli*- savings bank andthe commercial bank,

and many others besides. Charges for services vary with

the laws of the different states, or, in'the absence of specific

regulation, with competition betwc'i^ different. (/nmpanii'S.

The fees charged by trust companies acting as executor,

administrator, or receiver are suljject to the S'Tutiny of

the courts. In former y-;irs some trust companies earned

ennrnions profits through underwriting, stock investments

and other financial activities. Trust companies have mul-

tiplied even more rapidly than banl^s. partly I'irT'ause they

have not been subj-ct to such rigid sujifivision as have

national banks especially, but more largnly, perhaps, be-

cause of the wide latitude allowed iii the conduct of their
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business which enables them to meet new financial needs as

they arise. As Herriek remarks, "The trust company as

an institution is still in the formative period," and it is

too early to predict the exact form into which it will finally

crystallize.
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CHAPTER XX

FOEEIGN BANKING- SYSTEMS

158, The English system.—The origin and early history

of the Bank of England have been sketched in a previous

chapter.^ In 1709 it was granted a quasi-monopoly by a

decree of Parliament that no other corporation or part-

nership of more than six persons should issue demand
notes in England. As the issue of notes was regarded as

the main business of banking, this provision was under-

stood to prohibit any organization of more than six persons

from engaging in banking, and for a number of years the

Bank of England had a practical monopoly of the entire

field of banking. It received public funds on deposit and
acted as fiscal agent of the Government in placing loans

and to some extent in collecting the revenues. The charter

of the bank was renewed from time to time, usually on

condition of new kians to the Government or a reduction

of interest on old loans. These loans for war purposes

became so large that in 1797 the bank was compelled to

suspend specie payments and did not resume until 1821.

A parliamentary investigation into the financial situation

in 1810 resulted in the famous Bullion Report, the estab-

lishment of the gold standard and the present coinage sys-

tem in 1816, and the gradual restoration of financial

order.

In 1826 the monopoly of the bank was relaxed and

joint stock companies were allowed to do business, in-

cluding the issue of notes, beyond a radius of sixty-

1 Chapter VIII.
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five miles from London, and after 1833 they were au-

thorized in London and vicinity, but without the note-

issuing privilege. Upon the renewal of the bank's

charter in 1S33 its notes were made legal tender every-

where in England and Wales, except at the bank itself,

so long as redeemable in gold on demand. During

this period joint stock banks multiplied rapidly and

the amount of note issues was greatly increased. The

commercial crises of 1S36 and 1839 were attributed

to the over-issues of bank paper, and led to a movement
for banking reform which culminated in Peel's Act of

1844.

159. Bank Act of 1844.—The Bank Act of 1844 made rad-

ical changes in the charter and es'tablished the Bank of

England on its present basis. ^ It divided the bank into

two distinct departments, one to carry on banking opera-

tions (discount and deposit) solely; the other to issue

notes, but not to transact any banking business. The aver-

age amount of the bank's notes outstanding in 1844 was

£14,000,000. That sum in securities, including the Gov-

ernment's indebtedness to the bank, was to be transferred

to the issue department, which in exchange should transfer

£14,000,000 of notes to the banking department. This

amount of notes could not be increased except in exchange

for an equal sum of gold coin or bullion. Private and joint

stock banks having the right to issue notes at that time

were allowed to retain their existing circulation, but no

additions could be made to it. It was expected that even-

tually the Bank of England would absorb the entire note-

issuing function, so the act provided that whenever any

bank should cease to issue notes, the Bank of England,

upon authority of the Privy Council, might issue two-thirds

of the amount thus lapsed or withdrawn by depositing an

equivalent sum in securities with the issue department.

Under the operation of this clause, the notes of joint-stock

and «private banks have declined from over £8,600,000 to

1 Withers and Palgrave: The English Blanking System (Nat. Mon.
Comm.), p. 119 et seq.
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£1,204,490, while those of the Bank of England had risen

before the war to about £18,450,000/

The act of 1844 changed completely the character of

the bank note. Up to that time it ha^l been a credit instru-

ment based upon the general assets qf the bank. The vol-

ume of notes expanded and contracted with the demands
of business for currency. By the bank act, however, the

credit character of the note was entirely destro^'&l, and
it became a mere receipt for gold. Bank notes can be

issued only against the deposit of, an* equivalent amount of

gold. The inelasticity of note issues thus established was
not felt \intil the panic of 1847. In that year and again

in 1857 the demaTid on the bank for notes was so urgent

that the Government suspended the limitation on the note

issues and allowed the bank to issue notes based on its

general assets. It will thus be seen that the English note

issue system is extremely inelastic, 'but check or deposit

currency has so largely displaced the bank note in com-

mercial payments as to make the latter a factor of inferior

importance. Business is transacted lairgely by check, which,

as we have seen, is much more elastic than bank notes.

The smallest bank note issued by the Bank of England is

£5, but in consequence of the financi^al disturbances of the

European war in 1914, notes were issued by the Govern-

ment in denominations of ten shillings and one pound in

order to conserve the gold supply.

The discussion which led up to the passage of the act

of 1844 developed two schools of opinion on the subject of

bank currency which have persisted to the present time.

One school supported the "currency principle," holding

thai the amount of note issues shoul.d be strictly limited,

and assuming that "a certain amount of paper currency

will be wanted by the community at all times and that the

government may advantageously issue it, either directly

or through an agency like the Bank of England." The

English system is based on this principle. The other school

favored an elastic currency based on the general assets

1 In May, 1920, total circulation stood at £111,000,000.
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and credit of tlie bauk, and so responsive to the demands

of trade. This is known as the "banking principle," and

is well exemplified in the French and Canadian banking

systems.

160. Bank of England.—The Bank of England located in

London with its eleven branches in the principal cities of

the country is the center of the banking sj^stem of Eng-

land. It acts as banker to the British Government, being

its fiscal agent and the sole depository of government fmids.

It is the chief factor in controlling the flow of gold and

in eft'ecting international exchange. It has a practical mo-

nopoly of legal-tender note issues in England, and through

its relations with the other banks it is able to provide

emergency currencj^, in the form of deposits, which is re-

markably elastic. It is banker to the joint stock and pri-

vate banks, holding a large proportion of their reserves

and rediscounting their paper to some extent. Its position

as the government bank gives it great prestige in the eyes

of the public which it passes on to the other banks dealing

with it.

In the strict sense, however, the Bank of England is not

a government bank ; it is a private corporation owned and

controlled by its stockholders. They elect a board of

twenty-four directors, a portion of: whom are practically

life members, but .none of whom, curiousl}' enough, may
be bankers. The directors choose from their own members

a governor and a deputy governor to serve for two years.

The deputy governor regularly sugceeds to the office of

governor,' and the ex-governors constitute a kind of ad-

\'isory council to tlie governor, known as the Board of

Treasury.

The British law does not require any bank to hold a

prescribed percentage of cash reserve. The joint stock and

private banks generally carry only enough cash to meet

the needs of current business, but keep a regular balance

in the Bank of England. This makes the Bank of Eng-

land a bankers' bank and the gold rfeservoir for the whole

kingdom. In normal times it rarely allows its gold reserve
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to fall below 33 per cent and generally the proportion is

between 40 and 50 per cent.^ The Bank of England not

only carries the responsibility of keeping an adequate sup-

ply of cash for home purposes, but it also acts as custodian

of the gold store for international banking. Loudon is the

financial center of the world and before the war was the

only center always prepared to honor its drafts in gold to

any amount. To protect its gold reserve the bank resorts to

the very clumsy and expensive device of raising its discount ,

rate when the reserve is too heavily drawn upon, thus rais-

ing the general level of money rates in London and re-

stricting loans. On the other hand, when the reserve rises

above the normal level the bank lowers its rate. AVhen the

Bank of England raises its discount rate other banks raise

theirs, and borrowers are obliged to pay higher rates for

monej^ in order that the reserve maj^ be protected. If the

raising of the rate does not check the withdrawal of gold

oFcause it~T6 flow' irito tlio bank's vaults, the bank is obliged

to go into the open market and borrow funds, thus lessening (\

the supply and forcing up the rate of money. The high

interest rates then attract capital, foreign exchange moves

in favor of London, and the tide of gold sets in toward the

Bank of England, enabling it to replenish its reserve or

check the drain upon it.

\ That the Bank of Egland is obliged periodicall.y to go ,

'through this clumsy process of borrowing money that it \

does not want to protect its gold reserve arises from the
(^

comiection or lack of connection between its discount rate, ;

known as the "bank rate," and the market rate. The
;

market rates are established in the Open market by the

competition of all banks and other investors; they vary

with the different classes of bills and fluctuate in accord-

ance with the demand for and supply of bills, on the one

hand, and of funds on the other. The bank rate is fixed by

the central bank and is much more stable. The official bank

rate in England is set each Thursday at the weekly meeting J

1 Iq May, 1920, the proportion of reserves .to liabilities was below

15 per cent.
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of the board of directors. In all countries having a central

bank it is common to find the bank rate remaining vm-

changed for months at a time. Beeaijse of tlie branch bank

system the rate is also i^niform thronghoTit the country.

The commcT-cial banking business hits passed so largely to

the other banks that the official bank rate nui.y differ con-

siderably from the rates quoted by o'tber dealers in credit.

In England currency consists largely of checks drawn

against (lei)osits which arise mainly from loans and dis-

counts of other banks. There is no legal limit upon the

amount of these loans and discounts and competition among
the banks frequently leads them to loan at rates which may
endanger the public interest by turning the foreign ex-

changes against London and so causing a demand for gold.

It becomes necessary, therefore, for the Bank of England,

occupying a commanding position at the head of the sys-

tem, to intervene and regulate credit operations in the way
described.

161. Joint stock banks.—Tmportaut as the Bank of Eng-

land is as the ceiitral i-eserve agenc,^• of the English bankiuj;'

system, the fiscal agent of the Clovernment, and the som'ce

of note circulation and coin supply, it does a relatively

small part of the banking business of the country. The

Bank of England does have dealings with individuals and

firms, but it is primarily a bankers' bank. The bulk of,

the mercantile commiuiity of England is provided with

credit and currency through the joint stock banks, with

their numeroiis branches all over the country as well as

in foreign lands, and the private banks. The extcid to

which these banks have made ]iossible the use of dejiosit

or check currency makes the credit system of England
highL\- elastic. Checks drawn agaiitst banking credit are

the chief currency, and jiractically the only limit to the

extent of this credit is the prudence of the banks in making

advances to customers on the one hand, and on the other

the prudence of the Bank of Englantl in extending credit

to the other bankers, practically all of whom are its cus-

tomers.
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iWltliciN :oiil P:ilj;rii\c: 'I'lic Enp;lisli Baiiluiin; PyHfnii, )i. 3C.
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busljiess of aoeepting bills of exchange, known as "bank-

ers ' bills,
'

' and these form a considerable part of the assets

of European banks in their item of loans. A borrower

neecling a loan for sixt)' or ninety days draws a bill

upon his bank, which accepts it, thus making it imme-

diately salable because of the bank^s credit and standing.

The general use of bills of exchange and bank acceptances

has- created a wide discount market in all the principal

centers of Europe. These bank acceptances can readily be

rediscounted at any time wherever the accepting bank is

known.
163. Discount houses.—The great volume and diversity

of bills of exchange coming into the London market con-

stantly has given rise to a special class of dealers in bills,

known as discount houses.^ They act as a kind of inter-

mediary between the drawers of the bills and the bankers,

who are the ultimate buyers, holding them as investments

until maturity. Some of these firms do a brokerage busi-

ness
,
only, selling bills on the best terms they can get and

charging a commission for the service, but the large houses

keep a floating supply of bills for sale to the banks. These

discount houses are large borrowers from the banks on call

or short notice, and their operations have considerable

infliience upon the London money market and gold move-

ments.

The stron g features of the English banking system are:

first, the banks of the country have a centralized reserve

controlled by one great institution, the Bank of England;

seiMtiid. the banks are almost entirely free from legal re-

strictions and regulations, and consequently are able under

wise management to develop the banking and credit busi-

ness in accordance with business needs. The.syateii;J:S__'ffieak

in that it fails to provide adequate publicity. The state-

mejaJts of English banks are very Unsatisfactory ; they do

not distinguish between deposit accounts and current ac-

counts, or between loans on collatcfral where money goes

largely into permanent investments and loans on discounted

1 ,Sfc Withers: The English Banking System, p. 61.
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bills to finance the current neecis of trade and industry. It

has often been noted, also, that the Bg,nk of England, which
is responsible for the protectioiT of the gold reserve of the-

entire kingdom, carries a ^reserve (an average of about
$150,000,000) entirely too_small to insure safety and sta-

bility in times of financial stress.^ *J

164. The Scottish system.-^The Scottish banking system
is often referred to as one of the best in the world. Its

functions, however, are essentially sjmilar to those of the

English system described above. The system consists of a
few large banks with numerous branches, so that every
little hamlet has the advantage of banking facilities. In-

terest is quite generally allowed on deposits, which fosters

the habit of saving. The Bank of England's monopoly of

note issues did not extend to Scotland, so the great joint

stock banks developed the use of notes as currency. They
are allowed to issue notes as low as £1, while the smallest

Bank of England note is £5. The Scotch notes therefore

have a wide circulation, but the advantages of cheek cur-

rency have greatly increased its use in recent years. The
branch banks pay out only the notes of the parent bank
which are redeemable at the head office, thus reducing the

amount of gold needed. In common with the English and
the Irish banks, the Scotch banks keep reserves in the Bank
of England upon which they depend for gold in time

of need.

A characteristic feature of Scotch banking, which at one

time was fairly general and wdiich still obtains to a con-

siderable extent, is that of personal or cash credits. Under
this system a borrower is able to obtain funds from the

bank on the joint personal security of himself and one,

two, or more friends. This cash credit gives him the right

to draw upon the bank within a bertain time for any

amount up to the stipulated sum, the borrower paying in-

terest only upon the amounts drawn 'and for the time they

are kept. The cash credit has an advantage over the ordi-

nary method of loaning by discount in that it is more

iln^May, 1920, the reserve was below £20,000,000.
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economical to the borrower and gives the bank control of

all funds not in active business use. The borrower pays

into his account the cash wliich he receives from day to

day, thus reducing his interest charge, and the bank is

thus able to increase its loans in other directions. This

system has enabled farmers and other small borrowers to

obtain loans and has fostered the agricultural and commer-

cial prosperity of the country. The indorsers or "cau-

tioners," as they are termed, keep an eye on the borrower

for whom they have vouched ; they have the right to inspect

his accounts, and if they find that his business is not being

conducted properly they can withdraw their liability and

authorize the bank to call in the loan. In the large indus-

trial centers of Scotland loans are jpade more largely on

collateral pledged as security, yet "the essential difference

between Scotch and English banking is still this readiness

of the former to take into consideration the personal stand-

ing of the applicant rather than the stuff or paper which

he brings to it as security for the advance."^

Another feature of the Scotch banking system is the rigid

adherence among the banks to uniform rates of interest on

deposits, on loans, and for other services. The small 'bor-

rower of limited resources is thus able to get accommoda-

tions on the same terms as the largest firm. There is a

tendency for large mercantile and manufacturing concerns

to seek banking accommodations among the English banks

where the opposite extreme of competition obtains and

where consequently better rates can often be had.

165. The French system.—As early as 1716 the celebrated

John Law created the first French bank of issue. It was

a great success until it began to promote Law's speculative

schemes in the colonies. When the bidible burst in 1721

financial ruin spread throughout France, and for fifty

years no further attempt was made to establish another

national bank. In 1776 Turgot stai^ted the Bank of Com-
mercial Discount primarily to help the Government with

its loans. It became heavily involved in obligations of the

1 Withers and Palgrave : The English Banlring System, p. 43.
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Government durino- the French Revolution and was closed

hi 1793.

The present Bank of France was founded -by Na-
poleon in 1800 as a bank of issue and of discount with a

capital of 30,000,000 francs. At the outset it was a pri-

vate institution free from govermiient interference and
without special privileges. Two other banks had been es-

tablished in 1796 and 1797. One of these voluntarily con-

solidated with the Bank of France and the . other was
driven in, after it had refused to loan money to the Govern-

ment, by the act of 1803, which gave the Bank of France
the exclusive privilege of issuing bank notes in Paris,

raised its capital to 41,000,000 francs, and provided that

no bank should be established in the departments without

authorit}' from the Government. Napoleon determined to

make the bank national in its operations, and in 1808 it

was given the exclusive right of note issue in every town
in which it should establish a branch.

After the fall of Napoleon the influence of the bank

waned somewhat and between 1830 and 1840 a large num-
ber of independent banks, authorized to issue their own
notes, were established in the leading cities. The contest

between these department banks and the Bank of France

was finally settled in 1848 when the latter was given a

monopoly of the issue of notes, and the nine existing de-

partment banks were absorbed. This consolidation re-

quired an increase in the capital gtock of the Bank of

France to 91,250,000 francs ($18,000,000). It survived

the severe trial of the Franco-German AVar and the days

of the Commune and rendered invaluable service to the

Government in floating loans and aiding in the payment of

the heavy war indemnity to Germany.

166. Leading features.—Perhaps the most striking fea-

ture of the French banking system is the undeveloped con-

dition of deposit currency and the large use of bank notes

supplied exclusively by one central institution. These notes

serve as the medium of exchange for both small and large
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business transactions and have proved so stable and satis-

factory' that there has been little need for deposit currency.

The Grovernment fixes a limit to the maximum issue, but

this amount is increased from time to time as need requires.

Prior to the war, it amounted to 5,800,000,000 francs, but

in the post-war period the total circulation (^lay 6, 192C)

rose to 38,000,000,000 francs. The circulation of the Bank
of Prance, which normallj- amounts to several times the de-

posits, rests entirely upon the credit jind assets of the bank.

No security is required for the redemption of the notes, and

no special reserve is kept for either notes or other liabili-

ties, in normal times, Jiowever, the bank finds it advisable

to keep its specie reserve at 60 to 75 per cent of all liabili-

ties. This "asset currency" or banking plan of note issue

is in striking contrast to the rigid English s.vstem based

on the currency principle and to our inelastic s.ystem oi

bond-secured circulation.

The Bank of Prance is required to maintain a branch in

every department in Prance, and it has numerous auxiliary

offices throughout the country. One-half of the total cap-

ital, which now amounts to 182,500,000 francs, is held by

the main bank and the rest is allotted to the branches. The

stock which is issued at 1,000 fraucs a share was quoted on

the Paris market before the war at about -±,500 francs and
paid dividends of over 20 per cent. Loans are made by the

branches at the same rate as at the main office. Por years

before the war the rate was between 21 and 4 per cent and

fluctuated less than in any other countrj'. A characteristic

of French banking is the making of many small loans rang-

ing down to a few frajics. The Bank of Prance, in common
with all the large central banks of Europe, does a large

business in rediscounting pajier taken by the smaller banks

and bearing their indorsement. The bank's business with

private persons is limited by the requirement that all paper
discounted must have three signatures or two signatures

and specified forms of collateral.

Prance has never formally abandoned the bimetallic

standard, but for many years it has practically maintained
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the gold standard. The bank holds the bulk of the legal

tender silver, except the smaller coins in common use, which
normally amounts to about one-half ithe gold in its vaults.

The silver five-franc pieces are legal tender so the bank is

compelled to accept them at par with gold, but it also has

the right to paj^ them out. This gives it a means of check-

ing the withdrawal of gold. AVhen the Bank of England
wants to stop the exportation of gOld it resorts to the

clumsy device of raising the discount rate or the mint price

of bullion. The Bank of France offers the customer silver

or compels him to pay a premium for the gold, a method
equallj^ effective and much less disturbing to business. In

France and other Continental countries during the war
various forms of emergency money—^copper, brass and iron

coins and token money in the form of cardboard—were is-

sued by municipalities, chambers of .commerce, etc.

Though the Bank of France is a private corporation it

acts as the depository of public money and fiscal agent of

the Government, and the governor and two deputies are

appointed by the President of the Republic. These officials

must be stocklioklers and they hold office practically for

life. There is also a general council of fifteen regents and

three auditors chosen by the two hundred largest stock-

holders. The branch managers are appointed by the

Government and their subordinates are usually sent

from the main bank so that the administration is highly

centralized.

While the Bank of France has a monopoly of note issues,

there are many small banks througliout the country com-

peting with the branches for commercial business. There

are also many powerful banking institutions like the Credit

Lyonnais (capital 250,000,000 francs) with numerous

agencies, the Societe Generale (capital 400,000,000 francs)

and several others, which do a trust company and financial

banking business. These banks have numerous branches

and supply the French people with banking facilities for

both their domestic and their foreign business. The Credit

Foncier is primarily a mortgage bank lending on both agri-
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cultural and urban security, but it also discounts com-

mercial paper.

167. The German system.—The Imperial Bank of Ger-

many, or Reichsbank, was organized in 1875 on tlie founda-

tions of the old Bank of Prussia established one hundred

years earlier. The Bank of Prussia was originally a state

institution though there were private stockholders. The

establishment of the Imperial Bank was a part of Bis-

marck's plan to bring order out of *the financial confusion

that had existed in the German states before the unifica-

tion of the empire. In 1873 the gold standard was adopted

and a new currency system was established with the mark

as the unit of value instead of the thaler. The establish-

ment of the bank and otlier monetary reforms were made
possible by the $1,000,000,000 war indemnity which Ger-

many received from France.

In 1875, the German Government purchased the Prus-

sian government 's interest in the old Bank of Prussia,

raised the capital from 20,000,000 thalers to 120,000,000

marks and sold the entire stock to private interests. It

thus became a private institution in ownership, but it was

kept under government control and regulation. The capi-

tal of the Reichsbank at the outbreak of the war was 180,-

000,000 marks ($45,000,000), and it had about 100 branches

and over 400 agencies scattered throughout the empire.

The governing board, called the (Ipratorium, consisted of

the Chancellor of the Empire, who was president, and four

directors, one of whom was appointed l)y the Emperor and

the rest bj^ the Federal Council or Bundesrath. The stock-

holders elected annually a commission of fifteen members,

known as the Central Ausschuss, whose main duty was to

help the managers of the bank with expert advice. They
were authorized to attend all meetings of the directorate

and to examine the books of tlie bank. Tlie active adminis-

tration of the bank's affairs was largely in the hands of the

Ditectorium, consisting of nine persons appointed by the

Emperor for life from a list of candidates recommended by
the Bundesrath. A law passed in 1919 provided for the
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election to the bank's central committee of three repre-

sentatives each of the labor unions, ifie savings banks and
the cooperative associations.

168. The Reichsbank.—The Reichsbauk is a private insti-

tution bnt is much more closely under the control of the

G-ovornment than are the Bank of England and the Bank
of France. It acts as the fiscal ageM of the Government
in receiving and disbursing public money without pay,

and it is authorized to perform like service for the states

of the empire. The Government sharps in the profits whicli,

prior to the war, were distributed as follows: first, a divi-'

dend of 34^ per cent (originally 44^ per cent) goes to the

stockholders ; second, 120 per cent of the remainder is placed

to the reserve fund until it is equal to one-fourth of the

capital ; third, the balance is divided, equally between the

Government and the stockholders until the latter receive

8 per cent; fourth, of the surplus remaining the share-

holders receive one-fourth and the Government three-

fourths.

When the Reichsbank was founded in 1875, it was given

a monopoly of note issues in the future without direct

limitation upon the amount. There were at the time

thirty-two other banks and the bank act provided that'

whenever they surrendered the note issue privilege their

circulation might be added to that of the Imperial Bank.

At the outbreak of the war onlj^ four of these banks of is-

sue remained with a total circulation of less than 69,000,000

marks while the note "contingent" (authorized tax-free

note issue) of the Reichsbank had gradually been increased

to 550,000,000 marks, with an aggregate circulation of

618,000,000 marks. The notes of the bank were not made

legal tender until 1909, but they circ-ulated freely through-

out the empire. They were redeemable in gold on presen-

tation at any of the JDranehes, as well as at the head office

in Berlin. The other banks were required to redeem their

notes at an agency in Berlin or Frankfort as well as at their

own counters. They were required Jf) accept each other's

notes but could not pay them out except to the bank issuing
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them or in the city where sueli banli was located. lu this

way their circulation is narrowly liiiiited. In April, 1920,

the total note circulation of the Rfijchsbank exceeded 46,-

000,000,000 marks (exclusive of 13,000,000,000 marks of
'

' daiiTlmskassensiilwkie,
'

' an emergency currency covered

chiefly "by "war loan script). Gold holdings at that time

were about 1,000,000,000 marks, thus showing a gold re-

serve of 1.8 per cent against outstanding notes.

The Reichsbank is required to keep a "cash" reserve

equal to one-third of its circulation consisting of imperial

notes, coin and bullion. Note circulation in excess of the

cash reserve must be covered by eoramercial paper with at

least two names and maturing within ninety days. This

reserve, however, is not held as a special redemption fund

for the notes ; it protects depositors as well as note holders.

The Reichsbank holds a large part iof the reserves of the

other banks and so usually keeps in coin and bullion two or

three times the proportion to circulation required by law.

Another striking feature of the German system, which

gives it much greater elasticity than either the English or

our national bank system, is the provisioir that the banks

may in emergencies issue notes in excess of the cash reserve

by paying a tax at the rate of 5 per cent a year on such ex-

cess. This elastic clause has several times proved advan-

tageous in relieving money stringency.

The Reichsbank is the custodian, as it were, of the gold

supply of the country and it employs the same method aa

the ^Bank of England to protect and regulate its specie re-

serve, that is, raising or lowering its discount rate as

need arises. It has an advantage over the Bank of Eng-

land, however, in that the law requires the other banks to

conform to its rate when it is 4 per cent or more and not

to cut the rate more than one-fourth of 1 per cent when
it is less than 4 per cent.

There are many independent banks in Germany, some of

which, notabh' the Deutsche Bank, the Disconto-Gesell-

schaft, and the Dresduer Bank, are* very powerful. They
play an important part in promoting industrial enterprises
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both at home and abroad, make advances on real estate

mortgages and on corporate securitie's, and do a tnist com-
panjr business. Agricultural credit is provided by the

Eaiffeisen and the Landsehaften banks of Germany, which
make both long and short time loans to farmers and other

borrowers.

The use of the cheek is not as highly developed in Ger-

many as in the United States and England. Bank notes

are largely used, and as the 20 mark^ (nearly $5) note is

the lowest denomination gold and silver coins are widely

used in smaller payments. A partial substitute for the

check is found in the "giro" or transfer system employed
by the German banks, notably the Eeichsbauk and its

branches. Under this system two patrons of the same
bank instead of paying cash to each other have a transfer

made on the books of the bank, th*e sum involved being

deducted from the account of the payer and added to the

account of the payee. The transfer Sj'stem has been great-

ly strengthened in recent years by the spread of clearing

systems between banks. The bill of exchange also plays an

important role in the German mechanism of credit. It

operates somewhat as follows : A dealer sells goods to a

merchant and receives in payment a bill of exchange pay-

able in three or six months. The dealer uses this bill m
making payment to the manufacturer to whom he is in-

debted, and so on until some holder has it discounted or ac-

cepted at his bank. Business men are in the habit of tak-

ing these bills of exchange as they ^ would cash, so that

before they finally reach the bank Ithey usually effect a

series of credit transfers.

Most of the other European countries have national or

central banking systems whose general features resemble

in a broad way those already described. Generally the

central bank has a monopoly of note issues, has many
branches, and is under the control of the government for

which it acts as tiseal agent. The Bank of Russia before

the war and Bolshevism brought the^ country to financial

1 Prior to 1916 the smallest denomination was 100 marks.
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ruin was owned and controlled directly by the Grovernment,

which supplied its entire capital.

169. The Canadian banking system.—The Canadian

banking system consists of eighteen "chartered" banks

with some 2,200 branches scattered throughout the Domin-

ion. These banks are privately owned and managed, but

they operate under a uniform law and are subject to the

general supervision of the Government. The bank act creat-

ing the present system was passed in 1870 and every ten

years it is revised. No bank can be chartered with less

than $500,000 of capital. This large capital requirement

discourages the establishment of new banks, and banking

facilities are extended by increasing the branches and the

capital of the existing institutions. Canadian banks are

allowed to establish branches in foreign countries.

Canada's monetar.y sj'stem is substantially the same as

ours, though the bank note currency is much more elastic.

The gold coins of the United States and the sovereign of

England are legal tender. Until 1908 all Canadian coins

were minted either in England or in the United States, but

in that year a branch of the British rdint was established in

Ottawa. The paper currency consists of Dominion notes

and bank notes. The former are legal tender and may be

issued to any amount. The law requires, however, that for

$30,000,000 of these notes the finance department shall hold

a 25 per cent reserve in gold and government securities,

and that all issues above $30,000,000 shall be protected by

an equal amount of gold. They are, therefore, gold certifi-

cates rather than credit notes. They may be issued in any

denomination, but experience shows that they are most

needed in large bills for use in bank i'eserves and in $1 and

$2 bills for pocket and till money, the banks not being

permitted to issue notes under $5.

170. Elasticity of note issues.—Bach chartered bank is

allowed to issue notes in amount equal to its capital with-

out deposit of security of any kind. Since 1908 the

Canadian banks have had the right to issue during the

crop-moving season, October 1 to January 1, an additional
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emergency eirculation equal to 15 per cent of their capital

and surplus or "rest" fund. This additional circulation is

subject to a tax not exceedin<4' 5 per cent assessed by the

Governor in Council. The revision of the Canadian Bank
Act, which became effective July 1, 1913, provided for a

further increase of circulation by depositinfi- gold or Do-
minipn notes, in what is termed the "Central C!old Re-

serves." These reserves are under the control of trustees

appointed bj^ the Canadian Bankers' Association and the

ilinister of Finance.

Note holders are protected (1) by a first lien upon the

assets of the bank; (2) bj' the double liability of the

stockholders; (3) by a 5 per cent circulation redemption

fund. The note holder is further protected by the pro-

vision that the notes of failed banks, shall draw 5 per cent

interest from the time of default until announcement is

made of readiness to redeem them. This holds them at

par pending redemption as the yield of 5 per cent makes
them a desirable investment for other banks. The redemp-

tion fund of 5 per cent of the circulation, which is required

of each bank, is in the custody of the Minister of Finance

and draws interest at 3 per cent. If the fund becomes im^

paired the banks may be called upon to restore it, but the

rate of contribution is not to exceed 1 per cent a year.

Since 1890, however, this fund has never been drawn upon.

A few banks have failed, but their notes have been re-

deemed either out of the assets or by 'recourse to the double

liability of the stockholders.

The law requires each bank to redeem its notes at its

head office and in certain commercial centers designated

by the treasury board. The redemption cities are the same

for all banks and now include Montrfeal, Halifax, St. John,

Charlottetown, Toronto, Wiixnipeg and Victoria. When the

note of a bank is in circulation it is earning money for the

bank, so each bank is anxious to keep out as large a volume

of its own notes as possible. Hence 'every bank pays out

its own notes through its branches and sends in the notes

of other banks for redemption as fast as they are received.
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They are redeemed in the same way as checks are collected;

ill cities having clearing houses the notes and checks alike

appear in the collections. There is, therefore, a constant

process of redemption and issue and the volume of notes

rises and falls with the needs of business.

This s.ystem of automatic redemption thus provides a

safe and elastic currency without the danger of inflation.

When a merchant deposits notes, together with his cheeks,

drafts and like items in the local branch bank, this branch

sorts out the notes of other banks and sends them to the

nearest redemption agenc}' or uses them as an offset in the

local clearing house if the issuing banks have branches in

that particular town. Thus each bank is constantly send-

ing in for redemption the notes of other banks and at the

same time is paying out its own notes to depositors who
want cash. In this way inflation is avoided, and the vol-

ume, of currency responds automatically to the demands of

business.

Though Canada, like the United States, makes use of

more currency at the crop-moving 'season than at other

times, it is singularly free from the monetary disturbances

and anxiety that we formerly experienced every autumn.
The bank note has practically exclusive possession of the

currency fleld in Canada. Though the circulation of aU

the Banks does not ordinarily exceed 50 or 60 per cent of

the capital, it may be issued up to the full capital and in

emergencies an additional 15 per ceiit is possible. No se-

curitj' is required against the circulation and no fixed re-

serve. The Canadian banks meet the need for additional

currency l)y the issue of their own notes, but this leaves

their liabilities unchanged, for their deposits decline in

proportion as their notes increase. When a depositor draws

$1,Q00 from his bank and receives $1,000 of the bank's

own notes, the liability of the bank has simply been changed
from a deposit liability to a note liability, and since its

reserve of legal tender money remains undisturbed, the

transaction does not involve any reduction in its loans.

^

1 Johnson: Canadian Banking System (Nat. Mon. Comm.1. p. 62.
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The Canadian banks are not required to keep a specified

cash reserve against notes or other liabilities. The only-

legal provision is that of whatever reserve a bank may keep,

40 per cent shall be in Dominion notes. Each bank is free

to keep whatever reserve it deems adequate, and adequate
reserves are always carried. There is a tacit understand-

ing among- the banks that in normal times the reserve

should equal 15 per cent of the liabilities, and that about 8

per cent should be cash on hand, the rest being in bal-

ances due from other banks. ^ The ratio varies with the sea-

son and with local conditions, but the whole matter is left

to the judgment of the bank managers. The Canadian
banks have not suffered from a crisis or panic for over

thirty years.

171. Branch banking.—The effect of the branch system

and the freedom of note issues is to keep interest rates

steady and fairly uniform throughout the entire country.

Practically all the chartered banks are national institutions

having branches everj'where. The small, remote community
therefore enjoys the same securit\' "and substantially the

same banking facilities as the large city. The rate of in-

terest in the small towns of the Northwest is only 1 or 2

per cent higher than in the eastern cities on the same kind

of loan, the difference being due to the risk and expense

involved in doing business in remote districts. Sloreover,

under this system branches can be maintained and operated

with perfect securitj' in localities where the business would

not justify the establishment of a bank with independent

capital. The home bank can establish branches in villages

of 500 inhabitants or less, giving them all the facilities

they need without the investment of additional capital.

Under the Bank Act the Canadian banks have very

generous powers, permitting them to "engage in and carry

on all such business generally as appertains to the business

of banking." Certain provisions oj the act relating to

loans "make it possible for a Canadian banker to become,

as it were, a silent partner in an industry and at the same
^ Johnson: Canadian Banking System, p. 71.
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time to possesfs a first lien on all its liquid assets. ... If a

bank lends money to a wholesaler or to a manufacturer it

practically becomes owner of all the .goods in his establish-

ment. Yet the borrower is in no wise embarrassed, for he

has the same rif^ht to biiy and sell that he would have if he

were under no obligations to the bank. If at any time,

however, he adopts a policy of which the bank disapproves,

or in the course of his business indiqates that something is

wrong, his bank may take immediate'possession of his stock

of goods. '

''^

The relation between the Canadian bank and its customer

is made as intimate and helpful as possible. In practice

the business man deals exclusively with one bank, or in the

case of the largest concerns with two banks which work in

harmony. The bank expects to be kept informed regarding

the customer's financial affairs and business operations,

and in turn it expects to extend to him all the credit he

needs consistent with his business and with general com-

mercial conditions. The customer would not think of at-

tempting to raise funds elsewhere without the consent of

his bank. There is very little commercial paper in the

C'anadian money market and the note broker is almost un-

known. Drafts are largely used in domestic business, and

credit also takes the form of book accounts and promissory

notes.

The Canadian law makes it po.ssible for the banks to

supply adequate funds for the movement of the grain crops

with ample security to themselves. When a dealer buys

grain he assigns it to his bank; when it is delivered to a

railroad the bill of lading becomes the property of the

bank ; when it is stored in an elevator the bank receives the

Avarehouse receipt ; and when shipment is made to the sea-

board or to Europe the bank gets possession of the ship-

per's draft on the consignee, the bill of lading and other

documents. Thus, throughout the entire process of market-

ing the bank praeticallj^ has title to 'the agricultural prod-

ucts upon which it has made advances. In the agricultural

1 Johnson : Canadian Banking System, d. 41,
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districts the branch banks supply farmers with working
capital for the purchase of implements, seed, stock, etc., on
their own personal credit. They do not make a practice of

lending on farm mortgages, but lend outright on the farm-

er's note, strengthened sometimes by a neighbor's indorse-

ment.'^ Some of the larger banks loan eonsiderable sums
on call especially in the New York market. They figure

these loans as part of their reserve. .Financial banking is

not very highl.\- developed in Canada as yet, but whatever

dealing there is in securities is controlled mainly l)y the

chartered banks. A bank cannot make a loan on the pledge

of its own stock or upon real estate. It may acquire,

title to real estate, but cannot hold it for more than seven

years, except such as may be needed for the conduct of busi-

ness. Loans to directors or officers must be reported each

month to the Government. Dividend's in excess of 8 per

cent must not be paid until the "rest" or surplus equals

30 per cent of the capital.

The trust companies in Canada do a strictly fiduciary

business. The chartered banks and th'eir brandies all have

savings departments and paj" 3 per cent on deposits. There

is, h.owever, no sharp distinction drawn between demand
and savings deposits. In practice both are payable on de-

mand, both go into the general fund of the bank, and sav-

ings funds are as likely to be loaned to merchants and man-

ufacturers as are funds which represent demand deposits.

While wage-earners and other classes are given every en-

couragement to open savings accounts, a considerable pro-

portion of the time deposits of the banks are made by busi-

ness men, who, finding periodically that they have a larger

bank balance than they need, arrange for the transfer of

the surplus to a savings account or for the payment of

interest on it. The government savings institutions pay

interest at 3 per cent, but they require several days' notice

of withdrawal.

172. Supervision.-—A weakness of the C'anadian banking

system has been the absence of outside inspection of the

1 Johnson : Canadian Banking System, p.: 48.
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Werd- into erfecl, .lld.y 1, ]'.)]'',, provision waK iMa.de, fur
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of \h('. baid<s and ajiproved Ity liie IVIinislei- of J<'in;uii'e.

'I'liese andilors ace e'iv(tn ib(! widesi, fiowers ol' aei'.esH 1,0 tin:

reeofds and securities (d' the barjks, and are n!(jnlr'eil l,(j

1na,k(', an annual I'ejiort, lo the. st.oekliohh'.r's. The Minister

of l''ina,ne(- nia.y eall Upon the auditors or- a,riy otiier ainli-

lor whom fie rinr\- select, t,o rrrakr^ a special i-eport, al. any Ijiiic

rrporr 1,lii^ al'fair-s of arry [rank.

l>i'S[iife f,h(! fact, 1iia,t, 1,h(! (!a,riadian syslerrj has ii, I'.r.iivc.

of separ-at,e arrd indetx-ndi-rit, ba,rd<s, wlt,[iout, an;; ecnlral or

^rover-iiieiilal corrfr-ol or snpervisioir, 'it, |iossi'SSi^s a remark-

able de^'r-ee, of irrdt.y arrd solida ril,y. Over- orrrvhall' of itir^

etdire barrkin;.,' brrsirress ()f the eoirrit jvy \h done by Hix barrkn.

'J'he I'.anker-s' Assoeialiorr binds t,lic, lianks t,o;';et,her orr

le^'islati ve mailers alTiM-l irrr.^ lfii-ii- m*u1,ual irri i-ri'st,H. 'fh(!

rrraira^jcr-s of 1,he, six lar-^'csl, baidt:;, each iravirje Hevci-al

score, of branehc:;, ar-e, i;vr wa,1,ehful l,o iliHeou ra.^/;e, spi-eirla-

l,i ve e;cc ;scs. 'rhroirc;(r irrforrriat irjrr sgptilicil by the. hiarii-li

managers Hiere is jiraet.ical unanirrriiy'of opirriorr anij [lojicy

amorii; bairkr^rs a,H f,o business i-,oridij,ions a.rrd Ihi; general

outlook, 'i'lie (-.vtcnt, lo which Ifut lin-ccr bankn ai'i- iidcr

eslcd in 1,}ie trade arrd irrdustry fif all frarts of the Oominiori

tfirouch their branches makes il, [idssiblc lo Hci-i^rc irnity
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and solidarity in a time of common peril. The system,

though quite unlike any other noted jin this chapter, is ad-

miralaly adapted to the needs of the country which it serves.
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CHAPTER XX-I

DEFECTS OF NATIONAlj BANKING SYSTEM PRIOR TQ THE ACT

OK 1!)13

173. Defects of national banking system.— Kcfcioncc Ims

liei'U made at various places in tlu' rorci^oiiii^' pa^cs to the.

delects of our- banking' system jirioi' to tlii^ (^jiactiiiciit of

the l'\'ileral reserve law of llMl!. lu'tliis eli.aptrr we shall

try to summarize these (lel'ects and present a ))i'ief stato-

ment of the I'cforms which the Federal )-eser\e system is

expected to effect.

The national hankino; system established in lS(i:!, re-

modeled by 111!' enaetmi'nt of lS(i4, and |)atelied U[) fi'oiii

time to time l")y sixty-odd ani(aidirier,ils, remained substan-

tially unchaii.u<'(| in scope, and o|icratioii throu);'h a half

cenfury of j^rowtb ami ehan^'e in linaneial and eommei'i'iul

conditions. Desii^iied to meet the liSeal necessities of war

times, it provi'd inadequali^ to cope with modern eomniercial

needs. It failed to supj)ly commerce and industry with

adi'qnate ci'cdit facilities in normal times and in times of

(iuarieial str-ess it ))i'oke doun coinplelely spreadini;' disas-

ter and ruin tln'oUJ;hout the land. Indei;d, prior to the

corrective Icuislation of 11113, our bankinj;- syslcm deserved

the tei'u], "pani(' brecdei'," so ofteh applic(l to it. Thi;

fundamental defects of o\ir liankinj^' syslem may be .grouped

under thre(i ecnei-al lieails, coiieei'iiin>j: respectively the re-

serves, tin; noti' circulation, and the e:,(>nei'al bankinc- orc;iiii-

/.alion.

174, Inelasticity of note issues.—One of the principal de-

feels of the bankiuL,': syslcm was the .alisolute rigidity of

the currency. A national bank could issue notes only by

Mi
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de[iositiiig government bonds -^vitli the Treasury. As bonds
usually si'id considerably above par a bank «as disinclined

to buy tlieni shkc it bad to pay out more money for the

l\i;ds than it was permitted to is-ucin currency. Instead

of risin^; and falling with the needs of trade and commerce,

as deposit currency does, the volume of national bank notes

depended largely ujiou the price of government bonds.

The price of these I'onds. notably the two per cents which
ai'e held alino?i exclusively by the banks, is determined not

by their general investment value, but 'by the profit possilile

to banks in \isiug them as security ifor circulating notes.

The people of the United States hate become aeeusTomed

to bank notes secured by the deposit of government bonds.

For Jity years tiiis has luruislied an, absolutely safe bank
note currency, and many people hav;e come to believe that

no ojker kind of bank note would bg sale and acceptable.

But in the inisi it has been the jiolicy of the (Tovernment to

pay oS its bonded indebtedness and, doubtless, that policy

will be continued. 1 The reduction of ihe national debt will

leave a consT-anily dcereasuig volmntt of bonds as a basis

for the nt'te issues of a -rea^liiy iuercasing number of

banks. It is inconceivable that the United States would

contract new debts or maintain old ones in order to provide

a it.ijV'iv of bonis with which to secure bank notes. Even

if fumcient amounts of b'Oubis were ;i;vailable in the future,

any scb.er^e of note i--ue secured by borJ^ stands con-

demned as inelastic and uurespousive'.to business needs.

The particular servi-.-e rendered by bank note currency

is substamially the same as that supplied by deposit cur-

rency. Both origniaTe from private bu-iues- oi'crations of

discouuT and deposit. The piroportiojn of n-t-s needed va-

ries with the -oa-ou. the business haioits of the locality, and

The rise and fall in the volume of l-: -^bis exchanged. Though

bank n.ites do far Ic'^s work than deposit currency, it is

essential that they shall be free, as deposit currency is free.

to expand and contract with the changing needs of business.

We have about ^,000 national banks issuing uotes. In

1 Libert^ bo::i; cazmot be used to fccuxe •circulation.
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other countries the note-issuing function has been turned

over almost entirely to single central institutions under
government supervision. An elastic currency which will

automatical!}^ expand to meet the normal increase in busi-

ness and contract when the demands of business lessen, can

best be secured by giving to a central 'reserve association or

to a small number of strong banks the power to issue cir-

culating notes based upon sound commercial assets and pro-

tected by an adequate gold reserve. To guard against in-

flation or over-expansion it may be desirable to impose a

tax upon notes issued to meet unusual conditions or emer-

gencies as in the German or Canadian systems. Such a

tax, however, falls upon the user of the notes imposing

upon him an unnecessary burden. The Federal Reserve

Act provides that no Federal reserve bank may pay out

the notes of any other Reserve bank, and member banks

cannot count Federal reserve notes as reserve, thus insur-

ing prompt redemption and restraining over-expansion.

175. Immobility of reserves.—Probably the most vital de-

fect in our banking system in the past was the inelasticity

and immobility of bank reserves. All national banks, and

quite generally state banks also, are required to keep a

certain reserve of lawful money against deposits. This

regulation grew out of our earlier banking experience when
numerous small banks, managed in many cases by inexpe-

rienced bankers, failed because they .did not keep adequate

reserves to meet emergencies or unusual demands upon
their deposits. It became necessary, therefore, to impose

some legal minimum below which a bank's proportion of

money on hand to total indebtedness to depositors should

not fall. The conservative bank manager, of course, needs

no such restrictions; he will always be careful to keep ample

reserves. But under our system of independent, free and

decentralized banking it has seemed wise to require all

banks to keep a minimum reserve. This is peculiar to our

system. Foreign banks are not required by law to keep on

hand any fixed reserve against deposits. They are left free

to keep such reserves as experience shows to be necessary.
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These may be large or small depending upon the character

of the bank and upon local conditions. The Bank of Eng-
land being a bank of banks finds it advisable to carry

normally a reserve of 50 per cent or more, while the joint

stock banks keep the greater part of .their reserve with the

Bank of England and hold very small amounts of cash in

their own vaults. In most of the European systems banks

are required to maintain a cash reserve against notes, but
no definite reserve against deposits.

Under our national banking system banks in reserve

cities, about fifty in number, were formerly required to

maintain a reserve of 25 per cent of their deposit liabili-

ties, ..and all other banks, known as ''country banks" were

required to keep a reserve of 15 pei; cent. In only three

cities. New York, Chicago and St. LoUis, known as "central

reserve
'

' cities, were the banks required to keep their entire

legal reserve in their own vaults. The country banks were

permitted to deposit three-fifths of their reserve in banks in

reserve cities, thus leaving only 6 per cent in their own
vaults ; and reserve city banks might keep one-half of their

legal reserves in banks in any of the central reserve cities.

In general, state banks are permitted to redeposit a part of

their cash reserves in the large centers in much the same

way.

This_xigi-d-reserve requirement _ involved, several funda-

mental defects... It subjected all banks to the necessity of

curtailing loans when they apiiroached the legal minimum
reserve. The only flexibility, then, was in what is known as

the ''surplus reserve," that is, the amount of cash resources

in excess of the minimum or "legal" reserve. Of course a

bank could and sometimes did build up its reserve by sell-

ing some of its assets to other banks or by borrowing some

of their funds, but when the need was most urgent, when

financial stress came upon all banks, this method could not
"

be used because all banks were then Struggling to keep all

the cash they could get.

The reserve system was weak, also, in that it scattered

the cash reserves of the country among 25,000 different
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institutions, and provided no central reservoir from which
banks coidd draw cash when it was- urgently needed. This

system o£ holding bank reserves has been compared to a

system of fire protection in which each of several thousand

families in a large city keeps its own cistern of water in-

stead of having the whole city's water supply stored in a

common reservoir, connected by conduits with every part

of the city, and so instantly available in unlimited quantities

for the extinguishment of a blaze at any point.

The weakness of the system of scattered bank reserves

was intensified by the provisions allowing the redeposit of

reserves. Country banks could keep three-fifths of their

legal reserves in the form of credits at reserve city banks,

and reserve city banks could keep one-half their reserves in

central reserve city banks. Naturally no bank will keep

any more idle money in its vaults than is absolutely neces-

sary. The idle money therefore drifted to the central re-

serve cities, especially to New York, the financial center of

the country, where it yielded two or three per cent interest

and yet was subject to call at any time. The New York
banks had to keep these reserves deposited with them in

such fluid form that they could quickly be turned into cash

when needed by their country correspondents. In the ab-

sence of a rediscount market Mhere prime commercial paper

could be readily converted into cash, the New York banks

had but one chief source of investment for these bankers'

balances—the call loan. These call loans, as explained else-

where, are made mostly to stock brokers upon the security

of stocks and bonds, and usually at lower rates of interest

than the prevailing rate for commercial loans. In Eu-

ropean countries business men are able usually to borrow

at lower rates than speculators. jBut with us the stock

exchange was the only important liquid loan market, and

under the old unscientific banking system the banks in-

voluntarily fostered speculation at the expense of business.

This decentralized reserve system, under which each

bank held its own cash reserve, but permitted the re-

depositing of part of it, caused such a concentration of
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banking reserves in New York as to produce a dangerous
kind of centralized or single-reserve sj'stem. Prior to 1914
the banks of New Y'ork noruially cijt-ried in their vaults

cash reserves of about $500,000,000, which is about one-

third of all the money in the banks 'of the whole country

and about one-seventh of the entire supply of nione.y in

the United States. This centralizatioa of l>ank reserves in

New York worked fairly well in notmal times, but when
financial disturbances arose it failed utterly to serve the

real purpose of a reserve. In the absence of any powerful

central or regional banks, mobilizing at the points of

weakness, thus upholding the whole structure of credit

and giving confidence and si\pport t@ all sound banks, the

accuinulated reserves in New York and other reserve cities

were torn down and scattered among thousands of in-

dividual banks each scrambling for all the gold it could

get. Under every great strain this iildividual reserve sys-

tem has completely broken down. In the panics of 1S73,

1894 and 1907 which cost the country untold millions of

dollars the system of scattered reserves proved jiowerless

to uphold the structure of credit. With no strong central

reservoir to draw iipon, the thousands of smaller banks,

instead of lending freely to meet the urgent need of

borrowers, hoarded the little stores of cash they could

grab out of the central reserve banks, in order to keep up
their legal reserves. These reserves intended for an emer-

gency could not be used to meet the emergency when it

arose, without violating the law.

In tijiies of extreme financial distress in the past banks

resorted to temporary cooperative measures to protect

their reserves through the local clearing house associations.

They arranged to accept in payment of balances between

themselves clearing house notes or crtedits issued by a com-

mittee representing the associated institutions. They

agreed to defer settlement of claims against each other,

being protected in the mea,ntime by bank assets in the form

of commercial paper or securities turiied over to the com-

mittee as security. Such expedients cannot of course avert
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a bank panic; they merely check its severity and to some
degree its spread. These devices are*at best temporary and
local in their influence, and they are expensive. Clearing

house loan certifiisates issued in times of panic usually bore

interest at six per cent or more. Much greater cost was in-

volved in the withdrawal of deposits and in the general

weakening of the banks, and still greater loss was suffered

by customers of the banks who could not obtain the neces-

sary accommodations to carry their business commitments.

The panic of 1907 was due not so much to the clamor of de-

positors for their money as to the action of banks in various

sections of the country in calling their deposits with agents

in the reserve cities. This intensified public distrust and

caused a general demand for cash from depositors. After

the panic gotwell under waythe banks pooled their resources

through the clearing house associations and the panic soon

spent itself.

After the panic of 1907, the Aldrich-Vreeland Act was

passed permitting national banks to 'organize national cur-

rency associations for the purpose of issuing emergency

currency against commercial paper and certain classes of

securities other than government bonds. It was intended

to provide a legal method of increasing bank currency in

times of strain. It was understood to be only a temporary

makeshift to remain in force until a scientific banking plan

could be worked out. The law was to expire in 1914, but

pending the establishment of the new Federal reserve sys-

tem, it was extended to June 30, 1915, and the tax rate on

additional emergency eirciilation was reduced from a maxi-

mum of 10 per cent to 6 per cent. A score or more of these

national currency associations were organized, and .$500,-

000,000 of emergency notes were printed and deposited

in the sub-treasuries ready for immediate distribution in

case of need. No occasion arose for .the is-sue of this emer-

gency currency until the summer of 1914 when large

amounts were put out to meet the monetary and exchange
disturbances caused by the Europeap war.^

' See p. .388.
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It has been a common assumption that the issue of notes

is the means by which the dangers of a financial panic
can be averted. To be sure a system under which the

reserve city banks could have quickly increased their own
notes to meet the demands of country correspondents for

currency would have been helpful, "provided these banks
needed currency for local circulation and not for their

own reserves. Additional notes or "emergency" circula-

tion would supply the country banks with a currency that

could be paid out if urgently needed and so indirectly pro-

tect reserves, and they could be used as reserves by banks

other than national banks. But vfhile such emergency
issues may afford some relief they do- not meet the funda-

mental difficulties in times of panic. What the merchant
needs at such times is a deposit account against which
he can draw checks to meet his obligations; what the

banker needs is the power to make loans without endanger-

ing his reserves. But a bank cannot replenish its reserves

by issuing more of its own notes—these are only additional

liabilities, not assets. The power to expand their note

issues cannot add to the cash reserves of the banks and so

enable them to assist needy borrowers and ward off panics.

The power to expand their loans is the essential considera-

tion. After the loan is made, checks provide the means of

payment in the great majority of cases.

176. Absence of a discount market.-^The weakness of the

system of diffused cash reserves was accentuated by the

absence of a general and active market for commercial

paper. Under the former system banks buying good short-

time commercial paper issued for agricultural, industrial

and commercial purposes were practically compelled to

hold it until maturity. They had no assurance of being

able to rediscount or market the paper they held at favor-

able rates when they needed more funds. They were there-

fore compelled to keep on hand considerable quantities of

reserve money which either lay idle Or was invested in call

loans on stock exchange collateral—the only liquid asset

available. During the panic of 1907 the banks of the
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country had an abundance of good assets but there was

no way to convert them into cash. This defect has been

corrected by the Federal reserve -system which provides

for the centralization of bank reserves and also provides

a means by which member banks Jiia,\ secure funds as long

as they can i)rTsent live commercial paper growing out of

legitimate commercial transactions. Assured of a source

where sound commercial assets can be converted into cash

when needed, banks will l)e freed from the fear of ex-

hausting their reserves and will not engage in the mad
scramble for gold which under former conditions quickly

converted a crisis into a wild panic.

The creation of central institutions for the holding of

the banks' reserves and the establishment of a broad dis-

count market has tended to reduce and render much more

stable the rate of discount which ^'aried so widely through-

out the country. Formerly the borrower in the South and

West generally had to pay a higher rate than the borrower

in the East. This was due in part to the absence of suit-

able machinery for the distribution of the loanable funds

of the country. In recent years the note broker has en-

tered the financial field as an intermediary between the

banker with surplus funds and the borrower who cannot

get all the accommodation needed at his local bank. This

has helped to some extent in broaClening the loan market

and in equalizing rates, but it has failed to provide general

relief. The organization of Federal reserve lianks under

central control will tend to standardize- commercial paper

and to create a broader market for it. Now all banks may
enter this market when they have surplus funds to invest,

and prime commercial pa]ier originating in sections where

rates have been very high will find a market on terms

more nearly equal to those for similar paper originating

m -other sections.

177. No system of bank acceptances.—An important

factor in making a broad market f6i- counnercial pap'er is

the bank acceptance. By the decision of the courts na-
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tional banks prior to the Act of 19V.] were not permitted

to accept time bills of exchange. The bank acceptance as a

device for the extension of credit has lou;^- been success-

fully used in foreign countries. A borrower desiring a

sixty or ninety day loan draws a bill on a bank, which
accepts it uncler some mutually satisfactory arrangement.

Such a bill is at once salal)le wherever the accepting ))ank is

known, and the drawer is able to obtain funds without de-

lay. "The legalization of acceptances will not only provide

a broad market for commercial paper, but will also enable

business concerns to borrow at lower rates. Bankers' bills

command thj lowest rate of any fprm of bank paper.

Banks in the interior instead of )juyir)g commercial pajier

through note brokers, wlueh is attefidetl with some risk

and which, not being readily rediscoftntable, ties \\p their

funds for a considerable time, may invest in paper backed

by the credit of some powerful bank of whose standing

there is no question. More important,, however, is the fact

that with a broad discount market these bank-accepted

bills can always be promptly converted into cash when the

banks holding them need money to meet an emergency.

The prohibition against bank acceptances not only

worked a hardship to the banks, but it also handicapped

our merchants engaged in domestic and foreign commerce.

Without an open discount market our merchants and

manufacturers were excluded from the benefits of foreign

competition for their paper and confined in their bor-

rowings to American capital. However low discount rates

might be in Europe, they had to pay the current local

rates for money. Lacking the facility of bank acceptances

we were at a distinct disadvantage in our foreign trade.

An English importer arranges with 'his bank for the ac-

ceptance of sixty or ninety days' sight bills drawn upon

it by an American shipper. The latter sells the bills to

a New York bank and receives immediate pa}'meut. The

New York bank forwards the bills, with the shipping docu-

ments attached, to its London correspondent, which pre-
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sents them for acceptance to the bank on ^vhieh they are

drawn. The bill of lading is then turned over to the im-

porter according to whatever arrangement has been made

between him and his bank. The accepted bills are dis-

counted in London by the New York bank, and against the

credit thus established it can immediately sell sterling ex-

change. The New York bank can afford to pay a high rate

for such bills, as they are drawn oil responsible bankers,

thus assuring payment at maturity. In the past the Amer-

ican importer, unable to make this kind of arrangement

with his bank, was compelled to finance his foreign pur-

chases either by negotiating a loan and remitting the funds

direct to the shippers, or by having the foreign shippers

draw on him, turning the draft over to their bankers to

be sent to a New York bank for collection. This shifted

the liurden of providing funds to finance the transaction

upon the foreign shipper, who consequently could exact

terms favorable to himself through price adjustments.

Either method open to the American importer was expen-

sive as compared with the use of bank acceptances.

Our system of decentralized and independent banking

failed to meet the needs of international operations. It

lacked the unity of policj^ necessary to finance the export of

merchandise, to deal on equal terms with foreign banks in

international exchange, or to control international gold

movements. In the financing of foreign trade our exporters

had to rely largely upon accommodations at foreign banks

or at private banking houses which of necessity work upon

a limited scale and without reference to the broader needs

of general trade. In the past our national banks were not

permitted to establish branches in foreign countries to sup-

ply the American exporter with the kind and the amount of

credit needed to meet foreign conditions. Because they

could not be sure of rediscount accommodations they hesi-

tated to tie up any considerable part of their funds in the

long-term operations needed in international trade.

178. No regulation of international flow of gold.—Our

old banking system lacked the power to exercise effective co-
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operative control over the international flow of gold. One
of the important functions of the great central banks of

Europe is to regulate the rate of discount in such a way as

to prevent the gold reserve from being unduly depleted,

and to build it up when necessary. 'But in this country
there was no properly organized agency to check the out-

flow of gold or to restore the depleted supply when gold

reserves fell below normal necessities-. During the panic
of 1907 and at other times of urgent need a few banking
houses imported large quantities of gold but there was
no concerted effort to attract gold by raising rates of

discount or by offering foreign countries the proper induce-

ments to part with their specie. "No such policy is pos-

sible in a country where there is no cooperative agency to

regulate the rate of discount. It is impossible to expect

banks, acting on their own initiative, in competition with

others, and controlled primarily by a desire for profit, to

pursue a policy which would merely reduce their own
earnings and would not result in conserving the gold

supply of the country. If they could act as a unit there

would be many cases in which they would agree to raise

the rate of discount to customers in order to cheek bor-

rowing; reduce exportation of gold, and put a brake upon
lines of business which were going too far for the good of

the country.
'

'

179. Clumsy and wasteful Treasury system.—It has gen-

erallj' been recognized that no reform of our banking and

currency system can be thorough which does not take the

United States Treasury out of the banking business. The

independeiit treasury system was established in 1846 after

the experiences of the panic of 1837 had demonstrated the

unwisdom and insecurity of keeping public funds in the

state banks. The Government then jesolved to keep its

funds in its own vaults, and sub-treasuries were estab-

lished at convenient points in which: 'government receipts

should be deposited and from which disbursements should

be made—in short to be its own banker. Since the adop-

tion of the national banking system various modifications
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have been made in this original plali but until recently

the essential features remained.

Perhaps the most fundamental defect of the independ-

ent treasury .system in its relation {.o the business of the

country- in the past was due to the fact that payments to

the United States Government had td be made for the most

part in actual money which was not disbursed again

promptly, but was stored in the Treasury or the sub-

treasuries to lie i(Ue for weeks or months, after which it

might be paid out rapidly and in only a few centers. Pri-

vate individuals, corporations, Tnunie,ipalities, state govern-

ments and the governments of all other countries deposit

their funds in the banks from day to day. No great gov-

ernment but ours has held to the mcdrasval custom of keep-

ing its funds stored away in vaults. 'This system of hoard-

ing by the Treasury is particularly wasteful because under

our present method of taxation, payments to the Govern-

ment are likely to be heaviest at those seasons when banks

need additional reserve money in order to extend loan ac-

commodations to business concerns. Importation of foreign

goods is usually heaviest in the late summer and early fall.

To pay the customs duties importers must withdraw funds

from the banks and pay them into the Treasury. Just at

this time banks in these customs ports have been called

upon to meet the interior demand for funds with which to

move the crops. The result is a curtailing of the power of

the banks to grant the credit needed for legitimate enter-

prise. Generally large disbursements from the Treasury

are not contemporaneous with these large receipts. The

heaviest Treasury disbursements occur on the first of

January and of July, when bond iilterest is paid, and in

early summer when new appropriations go into effect.

Not (mly are the receipts and disbursements of the

Treasury irregular in time, but under our unscientific

budget system,' which fails to secure an approximate bal-

1 After years of agitation < 'ongress enaefeil a bill, .June, 1920, pro-

viding for a budget sj-steiii. This bill was vetoed by the President

on a technicality, but doubtless will be passed in the next Congress
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ancing of revenue and expenditure, the balance sheet of

the Government shows a heavy deficit *one year and a large

surplus the next. These wide variations in the annual bal-

ance seriously disturb the money macket and the business

of the country and "force the Secretary of the Treasury

to enter actively into the money marlket as a patei-ual over-

seer of the machinery of credit." In the face of this sit-

uation with government revenues arid expenditures "tee-

tering
'

' up and down with alternate surpluses and deficits

the Secretaries of the Treasury adopted, among other ex-

pedients, the practice of depositing a considerable propor-

tion of the general funds with selected national banks on
condition that they turn over to the Ij-overnment approved
bonds to an amount equal to the money thus deposited.

In December, 1907, following the panic, the special de-

posits of public funds in the banks reached a total of

$265,000,000 ; three years later they* were reduced to $4,-

000,000. In the fiscal year, 1908-1909, the Treasury with-

drew $100,000,000 from the banks, in 1916 the Treasury

Department inaugurated the policy of keeping the bulk

of Government funds in the Federal reserve banks. On
a single day, June 30, 1916, the Treasury withdrew over

$34,000,000 from the national banks, and over $100,000,-

000 in the last two weeks of that month. As a result there

was a marked rise in money rates in New York.

This practice is objectionable not only on the ground

that it involves injustice and inequality in the treatment of

different banks, but it gives to the Secretary of the Treas-

ury the dangerous power of influencing the money market

by depositing or withdrawing public funds. This power of

regulating the discount rate is the proper function of the

banks and not of a government bureau which because of

its lack of contact with the daily currents of business is

entirely unqualified to regulate a matter so closely inter-

woven with the needs of credit and business. The Treas-

ury should be absolutely divorced from the money market

and the banking business.

2i
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From the foregoing nnalysis of the chief defeois of oiir

bankiug and eurreuey systciu. it is a,ppai-ent that adequate

banking reform must iuelnde a jihiu to mobilize bank re-

serves ; to I'siablish a broad discount market for eomiuev-

eial paper: to esiablish an elasiie enrreiiey : to abolish the

(dnmsN' sub-treasnry s\steni and to release the Govern-

ment's surplus lioardings for eonniiereial use; to provide

facilities for tinancing foreign trade and an agency for

regulating the international tiow of gold: and to establish

among our 30.000 banking institutioiis :i cooperative sysiem

which, while preserving to them independence and open

eomjietition hi :dl hic;d atVaiis. provides unity and soli-

darity iu matters affecting the b:iiiking and credit opei-:i-

tiohs of the country as a whole. "To what extent these

reforms have been provided for by the Federal reserNo

sysjem will be considered in tlie next chapter.

7 180. Plan of National Monetary Commission.— The

panic of li'OT brought sharply to thl^ attention of the whole

country the inherent weaknesses of *our banking and credit

system and stirred Congress to action. In liH'S the Ald-

rich-A'rceland law \\:is enacted as a temporary measure

permitting natumal banks to orgaiii:e themsehes into Na-

tional Currency Associations for the purpose of issuuiL:

addition:il eireulation upon certaili chisses of securities

other than government bonds. This ;!ct also created the

National i\loiietary Commissiou, eojuposed of members of

tlie ^-;ell:lle and of the House of Kepresentatives, to make a

thorough iiivestig:nion into the bankiug and currency sys-

tems of the leading conimv'rcial countries and to bring in

a report. The commission spiuit four ye:ii's in investi-

gating banking :uid credit s\ stems! and methoils at home
and abroad, so-king the counsel of economists, bankers and
business uieu. ami ]niblislied iis tuuliugs in nearly fifty

\'okinies. which constitute tlie moSt complete library on

the snliject CNcr issued. In -lannary. 19^'2. the commission

finally reiHirted to Congress and brought in a bill em-

bodying wliat c:ime to be known as the "Aldrich plan."

after Senator Aldrich, ehairmau of, the commission. The
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bill was referred to a eommittee in the House of Repre-
seutatives, but it was never reported out of eouuuittee.

This plan, amended iu some respects and put forward as

the National Reser\e Association plan, received the in-

dorsement of tlie ^Vniericau Bankers' Association, numer-
ous chambers of commerce and other business organiza-

tions, economists and publicists.

The plan proposed by the ^Monetary Conmiission pro-

vided for the establishment of local associations of banks

and the grouping of these into regiJ3nal associations, and
the grouping of these in turn into a pational reserve asso-

ciation with a head office at AYashingtou. Under certain

conditions all banks in the country were to l)e eligilile for

memJLiership in this central institution. Its functions were

to be essentially the same as those performect by the great

central banks of Europe, namely, the' 'holding and adminis-

tration of the bank reserve's of the country, the issue of an

elastic currency based upon comme^'cial assets, the redis-

count of commercial paper for banking institutions, and

the serving as depositary and dislutrsiug agent for the

Govi}rnment. The commission believed that it had worked

out a system of control which woukt prevent the domina-

tion of the association by any group of interests, political

or financial. Though the plan submitted by the commis-

sion was intended to be non-partisan, the report being

unanimous and signed by Republican and Democratic

memliers alike, it failed to get strong public support partly

because of its apparent resomblauce to a central bank and

of popular suspicion of its reputed 'author. Senator Aid-

rich, but chieti>- because the public was not thoroughly

aroused to the need for banking reform and informed as

to what the proposed plan essayed to accomplish.

The appearance of the ^louelary Conuuission's report

stimulated widespread interest and discussion of banking

reform. In June, 1911. the National Citizens' League was

organized in Chicago by a group of ta'siness men under the

auspices of the Association of Couimerce to disseminate

information as to the essentials of l»inking reform and to
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give organized expression to the deriiand for it. It sent

speakers into all parts of the United States and formed

branch organizations in every state. As part of its educa-

tional campaign it distributed over a million pieces of

literature.

In the presidential campaign of 1912 two of the political

parties in their national platforms condemned the plan

proposed by the National ilonetary 'Commission, and the

successful Democratic party specifically opposed any plan

involving a central bank. Many of the best features of

that plan, however, were incorporated in the banking bill,

known as the Federal Reserve Act, which was introduced

in the House of Representatives, June 26, and finally en-

acted into law, December 23, 1913.

181. Emergency measures of 191*4.—Pending the inau-

guration of the new system, the Aldrich-Vreeland Act of

1908, which would have expired by limitation June 30,

1914, was extended to June 30, 1915, and the tax on emer-

gency currency authorized by the act was reduced. Under

the original act any number of national banks not less

' than ten, situated in contiguous territory, each having its

capital unimpaired and a surplus of not less than 20 per

cent, and already having circulating notes outstanding

secured by government bonds to an amount not less than

40 per cent of its capital, might organize a national cur-

rency association with a capital of not less than $,5,000,000

for the purpose of issuing emergency currency. The Sec-

retary of the Treasury was authorized to accept as security

for the emergency currency to be issued to members of

such associations, state and municipal bonds and commer-

cial paper at not more than 75 per cent of the cash value

of such securities ; but no bank was to be permitted to

issue circulating notes based on commercial paper alone

in excess of 30 per cent of its capital and surplus. The
original act provided that the total amount of such out-

standing additional circidation should at no time exceed

!|^500,000,000. This emergency currency was to be taxed

at the rate of 5 per cent per annum for the first month
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and an additional tax of 1 per cent per annum for each
succeeding month until a maximum of 10 per cent was
reached.

The Federal Eesei-ve Act amended this law by reducing

the ta.x to 3 per cent per annum for the first three months
and an additional 1/2 per cent per annum for each month
until 6 per cent should be reached.

Prior to August, 1914, only a small number of currency

associations had been organized, and though a large amount
of emergency notes had been printed and stored, ready for

immediate use in case of need, no occasion had arisen for

the banks to issue emergency currency. The outbreak of

the European war, accompanied as it was by the declara-

tion of moratoria by the principal countries of Europe,
the paralysis of international trade and the derangement
of foreign exchange operations, the closing of the leading

exchanges, and the danger of a heavilj^ increased outflow

of gold, necessitated prompt measures of financial relief.

One of the first steps taken by Congress was to amend
the Federal Reserve Act so that the privilege of securing

emergency currency under the Aldrich-Vreeland Act

might be open to all national banks. By an act passed

August 4, 1914, the Secretary of th.6 Trea.sury was given

discretionary power to extend the provisions of the Ald-

rich-Vreeland law to all national banks having an unim-

paired capital and a surplus of at le'ast 20 per cent, irre-

spective of the amount of their outstanding circulation,

and also to permit them to issue cifculating notes up to

125 per cent of their capital and surplus, instead of 100

per cent as under the original act. He was also authorized

to permit national banks not members of currency asso-

ciations to issue additional circulation based on state and

municipal bonds, and further to extend the benefits of

the act to "all qualified state banks and trust companies

which have joined the Federal Reserve system or which

may contract to join within fifteen days after the passage

of this Act.
'

' The act stipulated that the Secretary should

require each bank and currency association to maintain
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on deposit in the United States Treasury a sum in gold

sufficient in his judgment to redeem such notes, but in no

event less than 5 per cent. The amount of additional na-

tional bank currency issuable under this Act was over

$1,000,000,000. These measures gave wide range to the

issue of emergency currency, the total of which ultimately

amounted to about $380,000,000. Many of the large clear-

ing houses issued clearing house certificates, the total ag-

gregating over $211,000,000, so that more than $575,000,000

of new media was put into circulation in the course of a

few weeks. '-

The practical cessation of all export trade with Europe

and the temporary derangement of foreign exchange fol-

lowing the outbreak of the war caused grave apprehension

as to the financing of the cotton, tobacco and grain crops.

Secretary of the Treasury MeAdoo called a conference in

Washington, August 24^25, 1914, which was attended by

bankers and brokers from the Southfern states and by gov-

ernment officials, to discuss ways and means of coping with

the situation.^ The Secretary announced that as a means

of aiding the cotton interests the Treasury Department had

decided to accept from national banks, through their re-

spective national currency associations, as securitj^ for the

issue of currency, notes secured by warehouse receipts,

properly certificated and issued by 'responsible warehouse

companies, for cotton or tobacco, and having not more than

four months to run, at 75 per cent of their face value.

At this so-called "cotton conference" various ill-consid-

ered measures of financial relief were proposed, including

a plan of valorization for the cotton crop and a proposal

that state banks be permitted to issue circulating notes,

but the Secretary took a firm stand against all valorization

schemes and sounded a note of warning against paper

money inflation.

1 Willis: The Federal Eeserrc, p. 105.

2 For a full account of both the cotton loan plan anil the gold fun J,

see Report of the Secretary of the Treasury (1915), pp. S-22 and
exhibits.



DEFECTS OF NATIONAL BANKING SYSTEM 363

At tlie close of the cotton conference Secretary ^IcAdoo
appointed a committee to draft a report embodj'ing sug-

gestions for the solution of the problems presented at the

conference. The report of this committee, adopted August
28, approved the treasury plan of issuing currency against

notes secured liy warehouse receipts for cotton, tobacco

and naval stores ; and recommended that to assist the pro-

ducers to hold their cotton for a price that would minimize

their loss until such times as the channels of foreign trade

should be opened, loans be made upon a basis of 8 cents

per pound for middling cotton, less whatever margin the

lender should consider necessary ; that warehouse receipts

for tobacco and naval stores be accepted as security for

loans on a basis that had due reference to their market

value; and that notes having longer- than four months to

run, when secured by the proper warehouse receipts, be

accepted for rediscount by the Federal reserve banks and

also by the national currency associations as security for

additional circulation to the national banks under the pro-

visions of the amended Aldrich-Vreeland Act.

On August 24, 1914, the Senate passed without a roll-call

the cotton-warehouse bill providing for the Federal licens-

ing and inspection of cotton warehouses. It was thought

that this would strengthen the Treasury plan of using

warehouse receipts as a basis for the issue of additional

currency. Amendments were passe'd later extending the

provisions of the bill to tobacco, naval stores, canned sal-

mon, grain and flaxseed. A clause 'of this bill stipulated

that its provisions should remain in force for only nine

months after a treaty of peace had been ratified between

Great Britain and Germany, and that in no event should

they remain in force longer than two years after the pas-

sage of the bill. After various conferences with banking

interests a group of New York bankers pledged $50,000,000

in subscriptions to a cotton loan fun.d to enable the cotton

growers and dealers to hold their cotton for a better price,

provided that other bankers should subscribe an equal

amount. It was understood that Southern bankers should
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subscribe an additional $35,000,000 under a special plan

devised for the purpose. Subsequently it transpired that

but little of this fund was actually needed. Its great ser-

vice was in restoring confidence aid so preventing the

sacrifice of agricultural staples at unnecessarily low prices.

As already noted, the outbreak of the war caused an

immediate derangement of foreign exchange operations.

With the closing of the stock exchanges in Europe, foreign

holders of American securities started to dump their hold-

ings on the New York Stock Exchange. This movement

made it necessary to close the Exchange on July 30, 1914,

which was quickly followed by the closing of all the leading

stock exchanges in the country. '^ As a further protection to

the gold supply most of the large cities resorted to the issue

of clearing house loan certificates as in the panic of 1907..

When the war broke out it was estimated that the United

States had over $150,000,000 of obligations about to ma-

ture in Europe. Since foreign exchange operations were

almost completely suspended, and sifice there was no cer-

tainty when and under what conditions Europe would be

ready to receive exports to meet these obligations, it be-

came a question whether gold should be shipped to meet

this foreign balance or whether our bankers should say to

their correspondents abroad that, so long as moratoria ex-

isted in Europe, it was necessary to recognize the operation

of an informal moratorium on this side in foreign transac-

tions. Many bankers felt that, before shipping gold to

Loudon or to Ottawa, where soon after the declaration of

war the Bank of England had deposited a large amount
of gold to meet the demand for sterling exchange, tliey

should have some assurance that Lo'ndon would be ready

to pay in gold for future shipments of grain and other

American products. For the purppse of working out a

plan by which American obligations to Europe could be

adjusted without shipping gold, the Secretary of the Treas-

1 On November 2S the New York Stock 'Exchange was opened for

trading in bonds at minimum prices, and o^j December 1" for stocks;

on Ajiril 1, 1915, all restrictions were remoyed.
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ury calk'd a roiif'erenee of bankers and (^lenring house
representatives from twenty cities to- meet with the mem-
bers of the Federal Reserve Board 'at Washington, Sep-

tember 4, 1914. At this conference a.committee of bankers

was appointed to formuhite a plan and submit it to the

Federal Reserve Board.

The committee in a report dated September 4 recom-

mended the creation of a fund of -$150,000,000 in gold

through contributions by the banks* to meet our foreign

obligations and to clear up the sterling exchange situation.

One-sixth of this gold fund was to be jiaid immediately into

the Canadian depositary of the Baulk* of England, the re-

mainder to be subject to call by the^New York committee

charged with the duty of fixing the price at which foreign

exchange should be bought and sold. When the Feder-al

Reserve Board took up the consideration of this proposal

on September 8, it was found that the proposed fund in-

cluded $80,009,000 of obligations of New I'ork City held

by European creditors and maturing within the next few

months; and that a syndicate of New Y^ork bankers had

arranged to underwrite this $80,000,000. As a result the

bankers' committee made a second report, September 19,

recommending that the proposed gold pool be reduced to

$100,000,000. This recommendation was approved by the

Reserve Board, and a committee of New York bankers was.

appointed to manage the fund. On September 24 the

Board addressed letters to the clearing house associations

in the central reserve and reserve cities recommending that

theyiappoint committees to secure frpm the national banks

and state banking institutions of their respective cities their

subscriptions to the gold fund, naming amounts that repre-

sented their fair proportions based upon their holdings of

gold. Assurances were received that the entire fund of

$100,000,000 would be subscribed and the call for the first

installment of 25 per cent was sent out. Some of the mem-

bers ..of the Gold Fund Committee believed that this first

payment of $25,000,000 would prove sufficient to restore

practically normal exchange conditions. In the meantime
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the committee arranged with a group of New York lianks

to aivance $10,000,000 so that the sale of foreign exchange

might begin without delay. This gol;d was taken from the

Subtreasury in New York and shipped to Ottawa on Oc-

tober 2, and on the following day a sub-eomuiiUee began

passing on applications for checks on London.

Upon invitation of the iSccrctary of the Treasury the

British Government sent two representatives to this coun-

try, October, 1914:, to confer with the Federal Eeserve

Board upon further adjustments of the exchange situation

if the United States should not succeed in liquidating its

indebtedness by the natural movement of exports. Soon

thereafter the establishment of a better understanding re-

garding contraband and the opening of the North Atlantic

water routes made possible the restoration of trade with

Europe. The rapid development of the export trade made

it apparent that our current indebtness to Great Britain

especialljr would be liquidated at all early date without

further assistance. "By the time the reserve banks were

ready to open, exchange notes on London had fallen to nor-

mal and there was, therefore, no danger that when opened

the reserve banks might, as for a tinte feared by some, find

their gold rapidly drawn awaj^ from them in order to meet

the requirements of the gold export movement. "'^ On
January 1, 1915, the gold pool was dissolved and the gold

returned to the subscribing banks.

As a result of our heavy surplus exports to Allied coun-

tries the return movement of gold began early in the year

1915, and before the close of the war more than $1,000,-

000,000 in gold was shipped to the United States, thus cre-

ating a situation in foreign exchange even more acute, but

in tlie reverse direction, than that which prevailed at the

outbreak of the war. Earlj' in the war the central banks

and the government treasuries of Europe gathered up all

the gold available and soon it disappeared from circulation.

The urgent need for munitions and war supplies compelled

1 Willis: The Federal Reserve, p. 111.
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the' Allies to ship vast amounts of gold to the United States,

the neutral countries of Europe, South America and Asia.

As the European countries were exporting only a fraction

of their normal volume and needed at home all the gold

available, embargoes were placed on the export of gold, and
it became necessary to stabilize the rates of exchange on
foreign countries. Accordingly agreements were entered

into by which sterling was "pegged" at -$4.76 to the pound
and French francs at 5.46 to the dollar.^ In addition to

its enormous exports of gold to this country, Europe (Great

Britain chiefly") in order to pay for its heavy imports from
us returned a vast amount, estimated at over $3,000,000,-

000, of American securities held abroad as investments, and
American investors absorbed a further amount of foreign

securities estimated at over $2,000,000,000. Furthermore,

the United States Government made loans to the Allied

countries aggregating nearly $10,000,000,000.

182. Organization of the Federal Reserve System.—The
Federal Reserve Act provided that, as soon as practicable,

the Seci^etary of the Treasury, llie SccT-etary of Agricul-

ture, and the Comptroller of the Currency, acting as "The
Reserve Bank Organization Committee," should designate

not less than eight nor more than twelve cities to be known
as Federal reserve cities and divide the continental United

States into districts, each to contain onlj- one of such Fed-

eral reserve cities. It further provided that the deter-

mination of the Organization Committee was not to be

subject to review except by the Federal Reserve Board, pro-

vided that the districts should '

' be apportioned with due re-

gard to the convenience and customary course of business.
'

'

The Organization Committee held' its first meeting De-

cember 26, 1913, and announced that it would hold hear-

ings in various important cities on certain fixed dates for

the purpose of securing the views of liankers and business

men as to the division of the country into districts and the

location of the Federal reserve ban*ks. The points upon

1 The exchanges of the Allied countries remained pegged until

March, 1919, after which they declined to levels previously unknown.
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whieli the Organization Committee desired to be informed
particularly were: "First, geog-rapliieal convenience, which
involves transportation facilities and rapid and easy

comiimnication with all parts of the district ; second, in-

dustrial and commercial development and needs of each

section, which involves consideration jof the general 7nove-

ment of commodities and of business transactions within

the districts and the transfer of funds and exchanges of

credits arising therefrom; third, the established custom
and trend of business as developed by the present system

of bank reserves and checking accounts. In laying out the

districts and establishing the headquarters for reserve banks

every effort will be made to promote business convenience

and normal movements of trade and commerce." The
Committee announced that political considerations would
not be permitted to influence it in determining these im-

portant questions.

The Organization Committee held public hearings in

eighteen of the leading cities of the country, and gave

everj' reasonable opportunity to all applicant cities to fur-

nish evidence to support their claims as locations for Fed-
eral reserve banks. More than 200 cities were heard

through their clearing house associations, chambers of com-

merce or other representatives; of these 37 cities asked

to be designated as the headquarters of a Federal reserve

bank. The preference of each bank as to the location of

the Federal reserve bank with which it desired to be con-

nected was ascertained by a card ba:llot addressed to each

of the 7,475 national banks which had formally assented to

the provisions of the Federal Reserve Act.

On April 2, 1914, the Organization Committee announced

its decision to create twelve Federal reserve districts and
to locate a Federal reserve bank in each of the following

cities: Boston, New York, Philadelphia, Cleveland, Rich-

mond, Atlanta, Chicago, St. Louis, Minneapolis, Kansas

City, Dallas, San Francisco. Among the factors which

governed the Committee in selecting the districts and cities

chosen were the following : first, the ability of the member
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Virginia except the four counties included in Distriet No.
4. Federal reser\ e bank at Eiclimon,d.

District No. 6— Oeoryia, Florida, Alabama, southeastern
Tennessee, sotithern Mississippi, and southeastern Louisi-

ana. Federal reserve bank at Atlanta.

District No. 7—Iowa, southern Wisconsin, the southern
peninsula of Micliigan, northern Illiiiois, and northern In-

diana. Federal reserve bank at Chicago.

District No. s—Arkansas, most of ilissouri, all of Uli-

iiiji^ not included in District No. 7, all of Indiana not
included in No. 7, all of Kentucky not included in No. 4,

and all of Tennessee and ^lissi^^ippi not included in No.
6. Federal reser\-e bank at St, Louis.

District No. 9—Montana, North D'akota, South Dakota,
ilinnesota, and all of Wisconsin and*-\Iiehigan not included

in No. 7. Federal reserve bank at (Minneapolis.

District No. 10—Kansas, Nebraska, Colorado, Wyomiag,
northern Oklahoma, and northern js'ew ]ilexii-u. Federal

reserve bank at Kansas City.

District No. 11—Texas, all of New Mexico and Oklahoma
not included in No. 10, aU of LotiiSiana not included in

No. 6, and the southeastern comer of Arizona. Federal

reser^-e bank at Dallas.

District No. 12—California, Wasldngton, Oregon, Idaho,

Nevada, L'tah and most of Arizona. Federal reserve bank

at San Francisco.

The announcement of the sclectit'n of Federal reserve

districts and Federal reserve cities naturally caused loud

protests from cities that expected t(j be named as head-

quarters for Federal reserve banks. Resolutions of jirotest

against the decisions of the Organiiation Committee were

adopted by the commercial bodies of various cities, includ-

ing New Orleans, Baltimore, Pitt-liurgli. Denver, Omaha
and others. The .S'-iiati' by r'_-solution called upon the Or-

ganization Committee to file copies of all briefs and written

arguments made by each city applying to the Committee

for the location of a Federal resen,ie bank, together with

the poll of the banks and the rea^rai, relied upon by the
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Committee in fixing the boundaries of the reserve districts

and locating the reserve cities. On April 10, 1914, the

Organization Committee issued a statement in defense of

its action, explaining that it had "refused to be influenced

by the purel)' local and selfish claims of cities or individ-

uals, and discharged the duty imposed upon it by Con-

gress, after exhaustive investigation and study of the entire

country, with unbiased minds and according to its best

judgment. Congress constittited the Committee a court

and gave the Federal Reserve Board the power of review.

Disappointed competitors should seek a remedy through

the orderly processes the law prescribes." The statement

of the Committee explained in detail why New Orleans,

Baltimore, Omaha and Denver, which had expected to be

chosen as headquarters of Federal reserve districts, had

not been selected. These and other cities continued to

voice their dissatisfaction, and later, when the Federal

Reserve Board was chosen, it heard the claims of these and

other protesting cities. No change was made, however, in

the location of the Federal reserve cities. Later the Board
received a number of petitions from banks in different

districts asking that designated portions thereof be trans-

ferred to other districts. From time to time such trans-

fers have been authorized by the Board. Up to the close

of the year 1919 twenty-one branch banks had been or-

ganized.

Upon the exj^iration, February 3, 191-4, of the sixty-day

period for acceptance of the Federal Reserve Act, 7,465

national banks had accepted, 18 had rejected, and 10 had
not l)een heard from. By May 8, the final date set by the

Organization Committee for prospedtive member banks to

forward their applications for stock subscriptions to the

Federal reserve banks, the minimum capital prescribed by
the Act had been subscribed with a large margin in every

district, making it unnecessary to offer stock to the public

or to the GovernmCTit. Five banks in each district were
then designated by tlie Committee to execute the certificate
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of organization for each Federal reser\e bank, thus com-
pleting the incorporation of the twelve reserve banks.

The next step in the process of oijji'anizing the new sys-

tem was the election by the member banks of each Federal

reserve district of three directors of Class A and three

of Class B, under the provisions of Section 4 of the Act.

Early in June the Organization Committee notified all

member banks to elect, by their board of directors, a dis-

trict reserve elector and to nominate a candidate for Class

A director and a candidate for Class B director for the

Federal reserve bank of their respective districts. On
July 4^6 preferential ballots were mailed to the district

reserve electors of all banks which had certified to the

Committee the names of their electors, and the Committee
announced that the polls would be closed August 1, after

which no votes received for Class A and Class B directors

would be counted.

On June 15 the President sent to the Senate the names
of five nominees, M'ho, together with the Secretary of the

Treasury and the Comptroller of the Currency, as mem-
bers ex-officio, should constitute the Federal Reserve Board.

Opposition developed to the coufir-iualion of two of the

Presidential nominees ; the name of one of these was with-

drawn and another submitted, and the Board was finally

sworn into office August 10, 1914. The members of the

first Federal Reserve Board and their terms of office were

as follows: Charles S. Hamlin, designated by the Presi-

dent as Governor, two years; Frederick A. Delano, desig-

nated as Vice-Go\'ernor, six years ; Paul II. Warburg, four

years; W. P. G. Harding, eight years; Adolph C. Miller,

ten years ; William G. McAdoo, Secr*etary of the Treasury,

ex-officio ; John Skelton Williams, Comptroller of the Cur-

rency, ex-officio.

On the day the Federal Reserve Board was sworn into

office, August 10, 1914, the Reserve Bank Organization

Committee announced the names of the successful candi

dates for directors of Class A and Class B of the twelve

Federal reserve banks. Directors of Class C, selected by

25
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the Federal Reserve Board, were not announced until Oc-

tober. For the first few weeks after appointment the Re-

serve Board was largely engrossed with emergency meas-

ures to relieve the strained situation in credit and foreign

exchange. Meantime the Board was confronted with the

task of formulating rules and regulations, organizing the

various Federal reserve banks, selecting quarters and em-

ployees, and arranging a multitude olf details in advance of

the actual inauguration of the new system. Sufficient

progress had been made by early autumn, however, for the

announcement to be made by the SecTetarj- of the Treasury

that the twelve Federal reserve banks would open simul-

taneously on November 16, 191-1.
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CHAPTER XXII

THE FEDERAL RESERA^E SYSTEM

183. Federal reserve banks.—In previous chapters refer-

ence has been made at different places to the terms and
operations of various features of the: Federal reserve sys-

tem. We shall now try to summarize the new law as a

whole, point out its most important features, and indicate

the most important changes thus introduced into our cur-

rency and banking system.

The Federal Reserve Act provides for the division of

the United States into from eight to twelve districts, each

district to lun'e one Federal reserve bq,nk with a capital of

not less than •$1,000,000. Every national bank is required,

and state banks and trust companies are permitted, to sub-

scribe to the capital of the Federal reserve bank in their

district to an amount equal to 6 per cent of their own
capital and surplus, payable one-sixth at the call of the

Organization Committee or the Federal Reserve Board,

one-sixth within three months, and -one-sixth within six

months, the balance being subject to call. National banks

failing to accept the terms of the Act within sixty days

after notice lose the right to act as reserve agents and

any bank which fails to become a member bank or to com-

ply with the provisions of the Act within one year, for-

feits its charter. If tlie stock subscriptions of banks in

any district were insufficient to provide the minimum cap-
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ital required, stock was to be oti'ered ,!to the public, no single

pri\:ate subscription to exceed +25,000, and should the total

subscriptions of banks and public Ije insut!icieut the bal-

ance needed was to be allotted to the United States, to be

paid for out of treasury funds. ^ The capital stock of each

Federal reserve bank may be increased as member banks

increase their capital or as additional banks become mem-
bers, and may be decreased as member banks reduce their

capital or surplus or cease to be members. The Act pro-

vidcii for the conversion of state banks into national banks

if the state law permits such couvcTsion. ilembership is

not confined to natioTial banks; any slate bank or trust

company may become a member of a Federal reserve hank

by meeting substantially the same requirements as apply to

national banks. It may continue to exercise all corporate

powers granted by the State, but mttst conform to the re-

serve and capital requirements of the l\escr\-e Act and to

those provisions of law imposed on national banks wliieli

prohibit them from lending on or -purchasing their own
stock, which relate to the withdrawal or impairment of

their capital and to the payment of unearned dividends.

It must make not less than three aiSnual reports of condi-

tion and payment of dividends to the i'ederal reserve hank

and be subject to examination by diTection of the Reserve

Board, though State examinations nlay be accepted by the

Federal reserve bank. It is unlawful for any officer or

agent of such a l>ank to over-certify a check. A state bank

may withdraw from membersliip after six months' notice,

but a Federal resi'rve bank may not, without authority of

the Reserve Board, cancel in any ohe year more than 2.')

per cent of its capital in permitting voluntary with-

drawals.

184. Manag-ement.—Each Federal reserve^ bank is con-

ducted under the supervision and control of a board of

nine directors holding office for three years and divided

into three classes, designated as classes A, B, and C. The

1 The riM|iiiroil ruiiital was fully siiliscribAl Iiy tlu< Imiiks.
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three members of Class C are appuijiled l).v the Federal
l\c.ser\'e I'xiard, and must liax'e been i^or at least two yeai's

rcsideids ol' thc> disfriel in which the Federal reserve bank
is hiealed. None id' tlieiii shall lie an offieei-, director, eiii-

jiloyee, or Nlockliolder of any 1)ank. One ineiiibei- of tliis

ehiHS, who must be "a pei-sou of iesled batdiing ex])eri-

<"nee," is named as clKiirman of tlu' board of directors of

liis dislric't resei'\-e bank, and is known as " Kcdei-al re-

sei-ve a^'ent," lie mainlaiiis a locjd ol'lice of the Federal

Keser\'e J5oard and acts ;is its oftieial representative in the

district. The orif^inal Act [irovided liiat another member
of Class C sliould also be an experienced banker and act as

dcput\' chaii'iiian and depid.y Federal reserve agent. It

was found to be diffii'ult to till the office of dcpidy Fed-

eriiT reser\'<> agent. That officer was' required to hav<i tlie

same qualilications as tlie Agent, yet in most of the Ive-

serve I)anks lie received no salary but merely the fees paid

to diri'i'tor-s for attendance upon meetings. The Federal

HesiTve Hoard, Iherefore, recoinnii'nded and Congress

passi'il an amendment to S(M'tiori 4, June, 11)17, abolishiiig

this tilli^ and office, and i>ro\idiug for the appointment

by the Federal reserve agent, subject to the Board's ap-

proval, id' one or more salaried a.ssistanfs with tested bank-

ing rxjierience, who shall have power to act, in his stead.

One of tlu^ Class C directors acts under appointment by
till' Board as dejMdy chaii'man.

Dircctoi's of Class A and ('lass 1! are chosen by member
banks. Dii-ectors of Class A represetd the nuMuber banks;

directors of Class B must at thv; titiie of election "be ac-

tively' engaged in their district in e»mnierce, agricultur(\

or some other industrial pursuit." They may not be offi-

cers, dircctoi's, or employees of any Ifank, though they may
be stoekholders. No Scnatoi' or Keiiresenlative in Con-

gress may be an ot'licer or directoi- ol' a Fedi'ral reserve

bank or a nu'udicr of the h'i'deial Ki'scrve I?oard. It ap-

pears, then, that Class A consists of representatives of

the banks or lliose who are intrusted with the funds of the

business public; Class I! consists of "representatives of the
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business interests of the district ; and Class C consists of

representatives of the Federal Reserve Board, one a per-

son with banking experience, designated as Federal Re-

serve Agent.

The plan of electing the six directors of Classes A and

B as provided by the amendment of September 26, 1918,

is as follows: The Federal Reserve Board shall classify

the member banks of the district into three groups, each

consisting as nearly as may be of banks of similar capitali-

zation. (The purpose of this amendment was to group

the banks on a basis of capitalization so as to insure to

large, medium-sized and small banks representation on

the boards of directors of the Federal reserve banks.)

Each member bank is permitted to nominate to the Chair-

man of the board of directors of the Federal reserve bank

of the district one candidate for director of Class A and

one for director of Class B. These candidates are listed

l)y the Chairman and a copy of the list is sent within

fifteen days of its completion to each member bank. The

president, cashier, or some other duly authorized officer

casts the vote of the member bank in the election. "Within

fifteen days this officer certifies to the Chairman the bank's

first, second and other choices for director of Class A and

Class B, respectively, upon a ballot furnished by the

Chairman, but may not vote more than one choice for any

one candidate. The law as amended further provides that

an officer or director of a member bank shall not l)e eligible

to serve as a Class A director unle'ss elected by member
banks which are members of the same group as the mem-
ber bank of which he is an oificer or director. Further-

more, an officer or director of more 1,han one member bank

is ineligible for a Class A director except when elected by

banks in the same group as the bank having the largest

aggregate resources of any of those of which he is an

officer or director. A candidate having a majority of the

total votes cast in the column of first choice is declared

elected. If no candidate have a majority, votes cast for

second choice candidates are added to those of the first
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choice, and if no candidate then hare a majority the

votes for third choice are to be added.

At the first meeting of the board of directors of each
Federal reserve bank the directors ©f each of the three

classes designate one member of each class whose term
expires in one year, one in two years, and one in three

years from the first of January nearest to the date of such

meeting. Thei-eafter all directors are chosen for tliree

years. Vacancies that may occur are to be filled in the

same way as in the original selections and such appointees

hold office for the unexpired term of their predecessors.

Directors of Federal reserve banks m*ay receive compensa-

tion for their ser\ices, subject to the ;a,pproval of the Fed-

eral Reserve Board, and in addition a reasonable allow-

ance for all necessary expenses in attending board meet-

ings, such compensation and allowance to be paid l)y the

respective Reserve banks. An exception to this rule is the

Federal reserve agent, whose compensation is determined

by the Federal Reserve Board but paid by the Reserve

bank.

Acting upon the suggestion of the Federal Reserve

Board, the board of directors of each Federal reserve bank

has named one of its members as Governor, though this

office or title is not provided for in -the Act. He is the

active operating officer of the bank,^ with administrative

duties somewhat similar to those of a bank president. His

duties do not conflict with those of the Federal reserve

agent, who is chairman of the board of directors, and, as

noted above, is appointed by the Resejve Board as its rep-

resentative. In this latter capacity he transmits communi-

cations from the Reserve Board to the bank; receives and

transfers to the bank Federal reserve notes in exchange for

gold or commercial paper eligible for redis(;()uut; makes

periodic reports to the Reserve Board upon banking and

business conditions in his district; -and submits to the

Reserve Board applications made by the board of direc-

tors of his bank for a change iu the rH.te of discount on

commercial paper. Each Federal reserve bank may have,
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also, a deputy governor to aet for the governor in his

absence or to assist him in the discharge of his duties.

The Federal Reserve Board may permit or require any

Federal reserve bank to establish branch banks within the

district in which it is located, or the district of any Federal

reserve bank which may have been suspended. Such

branches, subject to rules and regulations prescribed by

the Reserve Board, are operated Ijy a board of not more

than seven nor less than three directors, of whom a ma-

jority of one are appointed by the Federal reserve bank of

the district, and the remaining directors by the Federal

Reserve Board. All hold office during the pleasure of the

Reserve Board.

185. Federal Reserve Board.— The act creates a Federal

Reserve Board of seven members, with sweeping powers of

supervision and control over the new system. The Reserve

Board is composed of two members ex-officio, the Secretary

of the Treasury and the Comptroller of the Currency, and

five other members appointed l\v .the President of the

United States liy and with the advi.ee and consent of the

Senate. The law provides that in 'selecting the five ap-

pointive members, not more than one of whom shall he

selected from any one reserve district,
'

' the President shall

nave due regard to a fair representation of the different

commercial, industrial and geograpjiical divisions of the

country." The five appointive members hold office for

ten years, unk-ss sooner removed for cause by the Presi-

dent, but the first appointees serve for two, four, six, eight

and ten years respectively. They ar^:' to devote their en-

tire time to the duties of their office, and receive an annual

salary of $12,000 and traveling expenses. The Comptroller

of the Currency receives -$7,000 for his services as a mem-
ber of the Board in addition to the $5,000 salary paid

him as Comptroller. Two of the appointive members must
be experienced in banking or finance. One of these is

designated as governor and one as vice-governor of the

Reserve Board, the governor being the active executive

officer. The Secretary of the Treasury is ex-officio chair-
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man of the Board. The Act specifically provides that
whenever anj- power vested by it in ithe Reserve Board or
the Federal reserve agent appears to conflict with the pow-
ers of the Secretary of the Treasury, such powers shall

he exercised subject to the supervision and control of the
Secretary. The members of the Bolird, the Secretary of

the Treasurjr, the Assistant Secretaries of the Treasury,
and the Comptroller of the Currency are declared ineligi-

ble to hold any office, position or employment in any mem-
ber bank during the time they are in office and for two
years thereafter. The Board is empowered to levy semi-
annually upon the Federal reserve banks an assessment
isufficient to pay its expenses and the' salaries of its mem-
bers and employees.

As previously noted, the Federal R'eserve Board has very
broad and sweeping powers. The most important of these

powers are specifically enumerated in Section 10 of the

Act, and others, either specifically stated or implied, are

found throughout the Act. The Board is given general

supervision over all Federal reserve banks. It appoints
three of the nine directors of each Federal reserve bank,

and maj^ suspend any of its officers jor directors. It may
rearrange the Federal reserve districts ; require Federal

reserve banks to write off doubtful or worthless assets;

and suspend or liquidate any Federal reserve bank for

violating any of the provisions of the Act. It may ex-

amine the accounts and affairs of both the Reserve banks

and member banks, reciuire such statelnents and reports as

may be necessary, and pulilish a weekly statement showing

the condition of each Federal reserve bank and a con-

solidated statement for all Federal rcsei'Vc banks. The
Reserve Board has general supervision over rediscoiinting,

determining the class of commercial paper eligible for re-

discount and having the right to review the rates charged

by each Federal reserve bank. It may permit or require

Reserve banks to rediscount the discounted paper held by
other Reserve banks, and may suspend the reserve re-

quirements of both Reserve banks and member banks. It



382 MONEY AND BANKING

may supervise and regulate through' the office of the Comp,

troller the issue and retirement of Federal reserve notes.

The Board supervises the open market operations of the

Reserve banks, granting or withholding consent to their

establishing foreign brandies and agencies, and making

regulations for the conduct of the sa'me. It may require

any or all of the Reserve banks to act as a clearing house

within their own district, and jiia\- fix the rates which they

may charge for this service. Furthermore, by the appli-

cation of regulations and rules governing the practice of

the Reserve banks, the Board may affc(/t materially the

scope and the business methods of these banks and of the

member banks as well.

The Reserve Board also has a large measure of control

over the individual member banks. It may define the char-

acter of the paper eligible for rediscount at their Reserve

banks, and fix the charges they may collect on items cleared

through such Reserve banks. It may permit member banks

having a capital and surplus of at least $1,000,000 to es-

tablish foreign branches, and may allow member banks to

exercise certain trust company functions if not in contra-

vention of state or local law. The Board may also change

the number of reserve and central reserve cities or re-

classify them.

This summary of the powers of the Federal Reserve

Board, though incomplete, will serve to show the wide ex-

tent of their authority under the Act. It is obvious that a

board clothed with such powers can exercise an enormous

influence in shaping the future of ;the new system. The

measure of its success, especially in the early years of its

operation, will depend largely upon their a))ility, wisdom
and tact.

186. The Federal Advisory Council.—To advise and
consult with the Federal Reserve Board and to keep it in

touch M'ith business and banking -conditions and needs

throughout the country, the Act creates a Federal Advis-

ory Council, composed of one representative of each reserve

bank selected annually by its board of directors. This



THE FEDERAL EBSBRTE SYSTEM 383

Council is to meet at Wasliington "at least four times a
year, and oftener if called by the Reserve Board. It may
hold additional meetiuys either in Washington or else-

where, and maj- select its own officers and adopt its own
methods of procedure. The Council has power by itself or

through its officers to do three specific things: "(1) to

confer directly with the Federal Reserve Board on gen-

eral business conditions; (2) to make oral or written rep-

resentations concerning matters within the jurisdiction of

said board; (3) to call for information and to make rec-

ommendations in regard to discount fates, rediscount busi-

ness, note issues, reserve conditions in the various districts,

the purchase and sale of gold or securities by reserve

banks, open market operations by said banks, and the gen-

eral affairs of the reserve banking S3'stem,

"

Supplementing the work of the Federal Advisory Coun-

cil in the coordination and harmonizing of the functions

and activities of the system and the several Reserve banks,

two groups or organizations not provided for in the Act

have been evolved, the conferences .of the Governors and

the conferences of the Federal resi^rve agents. At these

conferences, which are called by the Federal Reserve

Board, matters of interest common to all the Reserve banks

and to the system as a whole are discussed.

187. Functions and resources of Federal reserve

banks.— The chief functions of the ^Federal reserve banks

are suggested in the preamble to the ^ct, namely, "to fur-

nish an elastic currency, to afford means of rediscounting

commercial paper, to establish a more effective supervision

of banking in the United States, and for other purposes."

These banks, of which twelve, the ihaximum number per-

mitted b3' the Act, have been established, are essentially

bankers' banks, dealing only with member banks and the

Government, and not with the general public, except for

certain open market operations to be discussed later.

The Federal Reserve Board in its first annual report

clearly set forth its conception of the place and function

of the Federal reserve banks in our banking and credit
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system. Considering the two conflicting theories as to

the function of these banks, one that they are merely-

emergency banks, to be applied to for assistance only in

limes of abnormal stress, the other that they are essen-

tially additional banks, which should compete with the

member banks, especially those of tlie greatest power, the

report of the Reserve Board says :

'

' The function of a re-

serve bank is not to be identified with either of these ex-

tremes, although occasions may arise when either of such

courses may be imperative. Its duty plainly is not to

await emergencies but by anticipation to do what it can

to prevent them. So, also, if at anj- time, commerce, in-

dustry' or agriculture are, in the opinion of the Federal

Reserve Board, burdened undul.y ^\'lth excessive interest

charges, it will be the clear and imperative duty of the

Reserve Board, acting through the discount rate and open

market powers, to secure a wider diffusion of credit facili-

ties at reasonable rates. The Federal reserve banks are

the holders of a large part of the baiiking reserves of ihe

nation, the foundation of its banking structure. Nothing

should be permitted in the operation of the Reserve banks

which would weaken this foundation. The resources of a

reserve bank, to be useful for its peculiar purposes, should

always be readily avaihihle. It follows, therefore, that they

shoiikl be mainly invested in such short-term liquid invest-

ments as can easily be converted into cash as occasion may
require. To provide and maintain a fluid condition of

credit, such as will make of the Federal reserve banks at

all times and under all conditions institutions of accom-

modation in the larger and public sense of the term, is the

first responsibility of a reserve bank.
'

' It should not, however, be assumed that because a bank
is a reserve bank its resources should be kept idle, for use

only in times of difficulty, or, if iised at all in ordinary

times, used reluctantly and sparingly. Neither should it

be assmned that because a reserve bank is a large and
powerful bank all its resources should be in use all the

time, or that it should enter into keen competition with
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member banks, distributing accommodation with a free and
lavish hand in undertaking to quicken unwisely the pace
of industry, . . . Normally, therefore, a considerable pro-

portion of its resources should always be kept invested by
a reserve bank in order that the release or ^vithdra^val

from active employment of its banking funds ma}- always
exercise a beneficial influence. This is mereh' saying that

to influence the market a reserve bank must always be in

the market, and in this sense reserve banks will be active

banking concerns when once they have found their true

position under the new banking conditions.
'

' It would be a mistake, therefore, .and a serioi^s limita-

tion of their usefulness to regard the reserve banks simply

as emergency banks. Regulation in ordinary times, as well

as protection in extraordinary times, may be expected to

become the chief service which these institutions will per-

form. "^

The funds of the Federal reserve banks come from three

sources : Subscription of member banks, deposits of mem-
ber banks, and government deposits. The Act requires

every member bank to subscribe six per cent of its paid-

up capital and surplus to the capital stock of the Federal

reserve bank in its district. The original Act provided

that of this subscription one-sixth should be paid on call

of the organization committee or of the Federal Reserve

Board, one-sixth within three months, one-sixth witliin six

months thereafter, and the remaining one-half or any part

of it should be subject to call when deemed necessary by
the Federal Reserve Board.- Provision was made that in

case the subscriptions of banks in any district should not

be sufficient to provide the minimum capital reqtiired,

stock might be offered to the public, and that if the banks

and the public together should not siibscribe the required

capital the balance should be subscribed by the Govern-

ment. As the total subscriptions of the member banks in

I'Pirst Annual Report of the Federal Reserve Board (1914), pp.
17-18.

= At this time (June, 1920) member banks have been required to

pay in only one-half of their subsoriptions.
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each reserve district exceeded the $4,000,000 minimum cap-

ital required for each Federal reserve bank, subscriptions

were uot open to either the public or the Government.

The Federal reserve banks hold, in addition to the cap-

ital svibscribed by the member banks, a prescribed percent-

age of the required reserves of member banks. Under the

original Act these percentages varied from two-twelfths

at the outset to five-twelfths at the end of three years for

country banks, three-fifteenths to six-iifteenths for reserve

banks, and seven-eighteenths for central reserve hanks.

Capital subscriptions were payable 'only in gold or gold

sertifieates, but the Act provided that one-half of the re-

quired deposits or reserve to be placed in the Federal re-

serve banks might be received in the .form of paper eligible

for rediscount. Realizing the importafnce of accumulating as

much gold as possible in the Federal -reserve banks, the Ee-

ser-\'e Board iirged member banks to pay in their reserves in

gold or gold certificates, and the Federal reserve banks were

authorized to pay the express charges on such payments.

Other sources and the character of deposits that may be

accepted by Federal reserve banks a^^e stated in Section 13

of the Act as amended, as follows :
^' Any Federal reserve

bank may receive from any of its member banks, and from

the United States, deposits of current funds in lawful

money, national bank notes, Federal reserve notes, or

checks and drafts payable upon presentation, and also for

collection maturing notes and bills ; or solely for purposes

of exchange or of collection may receive from other Fed-

eral reserve banks deposits of current funds in lawful

money, national bank notes, or checks upon other Federal

reserve banks, and checks and drafts payable upon presen-

tation within its district, and maturijig notes and bills pay-

able within its district." A Federal reserve bank may also

receive from any non-member bank or trust company
"solely for the purpose of exchange or of collection" de-

posits similar to those enumerated for member banks pro-

vided it maintains with the Federal reserve bank of its

district a balance sufficient to offset the items in transit
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held for its account. Section 15 specifically provides for

the deposit, subject, however, to the -discretion of the Sec-

retary of the Treasury, in Federal reserve banks of the

general and current funds of the Government, except the

funds for the redemption of nationalbank notes aud Fed-
eral reserve notes ; and on January 1, 1916, the gradual

transfer of Government fimds to the (Federal reserve banks

was begun. As a result, however, of the heavy issue of

Liberty bonds and certificates of , indebtedness during the

period of war financing, this policy \Vas suspended. At the

close of the year 1919, the number of bank depositaries des-

ignated by the Secretary of the Treasury was 7,632. The
average daily Government balance with these depositaries

in 1919 was over $737,000,000.^ For the year 1919 the

average paid-in capital of the twelve Federal reserve banks

amounted to about $83,500,000; cash reserves at the close

of the year aggregated $2,135,100,000 ; Government net de-

posits were over $1,704,000,000 ; and the total resources of

the system exceeded $6,000,000,000.

Under the original Act the earnings of each Federal re-

serve bank, after all necessary expenses were met, were to

be distributed as follows: (1) the stockholders were to re-

ceive an annual 6 per cent cumulative dividend; (2) the

balance was to be paid to the Government as a franchise

tax, except that one-half of it was to be paid into a sur-

plus fund until it should amount to 40 per cent of the

paid-in capital stock of the Reserve bank. By an amend-

ment passed in March, 1919, all net earnings above the

dividend charges are to be paid into the surplus fund until

it amounts to 100 per cent of the paid-in capital of the

Federal reserve bank and after this accumulation of sur-

plus 10 per cent above dividend Charges is to be paid

into the surplus annually, the remainder going to the

Government as a franchise tax.= The net earnings thus

1 Annual Rei>ort of federal Eeserve Board, 1919, p. 27.

2 For the year 1919 the surplus of the .:(^oderal Reserve Bank of

New^York was slightly over 100 per eent. -df its subscribed capital;

the next highest was Kansas City, 76 per cent., and the lowest Dallas,

44 per cent.
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derived by the Government are to be 'used, in the discretion

of the Secretary of the Treasurj^, either to supplement the

gold reserve held against outstanding United Stales notes,

or to reduce the bonded indebtedness of the United States

under regulations to be prescribed by the Secretary.

Should a Federal reserve bank be dissolved or go into

liquidation, any surplus remaining after the payment of

all delits becomes the property of the United States.

For the j^ear 1919 the total earnings of the twelve Fed-

eral reserve banks were $102,380,583 as compared with

$67,5S4,il7 for 1918 and $1,955,344 in 1916, while total cur-

rent expenses were $20,341,798 as against $12,137,438 for

the previous year and $2,204,344 for 1916. On the average

paid-in capital of $83,513,000 the net earnings represent an

average return of over 98 per cent, as compared with 5 per

cent in 1916. Of the total earnings for the j^ear 1919 78.9

per cent came from discounts, war paper largely ; 13.7 per

cent from bills purchased in open market ; 5.6 per ceat from
United States securities, as compared with 22.3 per cent in

1916 (in which year also 14.3 per cent of earnings came
from municipal warrants) ; and the balance of earnings

from collection charges, profits on sales of foreign coin, pen-

alties and interest oil deficient reserves and sundry smaller

profits.^ Though these figures cover a period in which the

operations of the Federal reserve system were conducted
with primary consideration of Government needs, and in

which business and financial conditions were still abnormal,

they seem to indicate that the Federal reserve banks will be

able to declare substantial dividends in normal times.

188. Rediscounting.—In theory at least the primary
function of the Federal reserve banks is to discount com-

mercial paper for their member barfks. As we have seen,

one of the most serious defects of our banking sj'Stem has

been the absence of any strong centralized agency to which

the banks of the country could turn in time of need to con-

vert some of their commercial assets ante money. The new

1 Annual Eeport of Federal Reserve Boaiil, 1919, p.' 230.
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law aims to correct this defect by 'creating a number of

these agencies, at convenielit centers in the country, with
power and ample resources to rediscount for member banks
the commercial paper which constitutes a considerable por-

tion of their investments. The provisions of Section 13 of

the Act regarding the character of paper eligible for redis-

count are as follows

:

"Upon the indorsement of any of its member banks,

which shall be deemed a waiver of demand, notice, and
protest by such bank as to its own mdorsement exclusively,

any Federal reserve bank may disso,unt notes, drafts, and
bills of exchange arising out of adual commercial transac-

tions; that is, notes, drafts and bills of exi^hange issued or

drawn for agricultural, industrial, or commercial purposes,

or the proceeds of which have been used, or are to be used,

for such purposes, the Federal Reserve Board to have the

right to determine or define the character of the paper

thus eligible for discount, within the meaning of this Act.

Nothing in this Act contained shall '»>e construed to pro-

hibit such notes, drafts, and bills of exchange, secured by
staple agricultural products, or othcj goods, wares, or mer-

chandise from being eligible for s-^ch discount ; but_ such

definition shall not include notes, drafts, or bills covering

merely investments or issued or drawn for the purpose of

carrying or trading in stocks, bonds, or other investment

securities, except bonds and notes of the Government of the

United States. Notes, drafts, and bills admitted to dis-

count under the termr of this paragraph must have a

maturity at the time of discount of not more than ninety

clays, exclusive of days of grace; "Provided, That notes,

drafts and bills drawn or issued for agricultural purposes

or based on live stock and having a maturity not exceeding

six months, exclusive of days of grace, may be discounted

in an amount to be limited to a percehtage of the assets of

the Federal reserve bank, to be ascertained and fixed, by

the Federal Reserve Board."

The aggregate of such paper bearing the signature or

indorsement of any one borrower rediscounted for any one
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bank is limited to 10 per cent of its unimpaired capital

and surplus, but this restriction does not apply to "the dis-

count of bills of exchange drawn in good faith against

actually existing values." Furthermore, any Federal re-

serve bank may discount acceptances, domestic or foreign,

of the kinds described in the Act, which at the time of

discount have a maturity of not more than three months'

sight, and which are indorsed by at least one meird^er bank.

The original Act made no provision for collateral loans, but

experience showed the need for an arrangement by which

member banks could procure advances from their Federal

reserve banks for short periods. Accordingly the Act was

amended, September, 1916, to provide that "any Federal

reserve bank may make advances to its member banks on

their promissory notes for a period not exceeding fifteen

days at rates to be established by such Federal reserve

banks, subject to the review and determination of the Fed-

•eral Reserve Board, provided such promissory notes are se-

cured by such notes, drafts, bills of 'exchange, or bankers'

acceptances as are eligible for rediscount or for purchase

by Federal reserve banks under the provisions of this Act,

or by the deposit or pledge of bonds or notes of the United

States.
'

' Very large use of this authorization was made in

connection with the financing bj^ the banks of purchases of

Liberl\' bonds and certificates of indebtedness. During

the period of active war financing these collateral loans

constituted the bulk of member banks' borrowing at the

Federal reserve banks.

^

It will be seen that the Act does ;not define commercial

paper except in general terms, but it specifically excludes

paper drawn for investment and speculative purposes. One
of the first and most important duties of the Reserve Board,

therefore, was to define the character of paper eligible for

1 The holdings of war paper by the Federal reserve banks reached

a inaximum of $1,803,500,000 ou May IG, 1919, about the tune of the

flotation of the Victory loan, when 91.4 per pent, of all discounted

paper held by the Federal reserrc banks \^as secured by government
obligations.
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rediscount. After a most careful study the Board took the

view that it was neither feasible nor desirable to exclude
single-name paper from the privilege of rediscount. It

held that the language of the Act wa*s negative rather than
positive and intended to disfavor paper growing out of

speculative transactions or those involving the regular,

steady provision of capital for permanent investment pur-
poses. TTivestigation showed that of the various types of

commercial paper, single-name pajjer constituted a sub-

stantial proportion, some large concerns estimating that

fully 90 per cent of their business was transacted on the
basis of such paper.

The Board decided, therefore, to admit both forms of

bills to rediscount with the Federal reserve banks, but in

its first regulation on this question, issued November 10,

1914, prescribed certain basic princ^i^les for the guidance

of both Federal reserve and member banks. These prin-

ciples may be briefly summarized^ as follows : No bill

should be admitted to rediscount the proceeds of which
have been or are applied to permanent investment ; ma-
turities of discounted bills should be well distributed (the

Federal reserve banks should be in position to liquidate

substantially one-third of all of their investments within a

period of 30 days) ; bills should be essentially self-liqui-

dating, that is, they should represent some distinct step

or stage in the productive or distributive process—the pro-

gression of goods from producer to consumer. The Board
recognized that while single-name paper may represent the

same kind of transaction as double-tiame, the former does

not show on its face the character of the transaction out

of which it arises, and urged that each Federal reserve bank

should make careful inquiry into the character of the busi-

ness and the general status of the concern supplying such

paper in order to be certain that no such single-name paper

issued for purposes excluded by the Act, such as invest-

ments of a permanent or speculative nature, shoLdd be ad-

mitted to rediscount.

The original regulations and definitions of the Reserve
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Board relating to commercial paper required that a state-

ment of condition be attached to each bill when sold to a

Federal reserve bank. This was subsequently changed to

admit to rediscount paper bearing on its face the evidence,

in the form of a stamped endorsement, of eligibility to

rediscount under the principles and definitions previously

promulgated and the assurance that the seller of the paper

had furnished a satisfactory statement to the inember

bank. In the regulations issued January 25, 1915, which

superseded the earlier regulations, the Board determined

that a bill to be eligible for rediscount at a Federal reserve

bank should be one the proceeds of 'which have been used

or are to be used in producing, purchasing, carrying, or

marketing goods in one or more of the steps of the process

of production, manufacture, and distribution; and that no

bill is eligible the proceeds of which have been used or

are to be used for permanent or fixed in^'estments of any

kind, or for investments of a merely speculative character.

From the foregoing discussion it is evident that through

its rediscount operations the Reserve System is designed

not to provide capital or facilities for investment purposes

but to liquefy and equalize the supply of funds employed

in commercial, industrial and agricultural operations. To

supply funds for long-time investments is the function of

finance, not of commercial banking.

When the Reserve Mystem was estalilished it was assumed

that the principal avenue for the employment of the funds

of Federal reserve banks would be discounting for member
banks. But because of the large volume of funds released

by the reduction in reserve requirements and the continued

plethora of money due in part to the enormous importa-

tions of gold, there was at the outset comparatively slight

demand for rediscounts at the Reserve banks. Rediscount

rates which in the original regulations of the Reserve Board

were fixed at about the same level, 51/2 to 61/2 per cent, as

the prevailing rates for commercial loans in Reserve bank

cities were reduced to 4I/2 to 5 per cent for most maturities

at the close of the year 1914, and to about 4 per cent in
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1915. This latter rate remained nearly stationary through
the year 1916. In September, 1915, the Reserve Board
established a low "commodity rate" of 3 and 31/2 per cent

for commodity paper, that is, paper secured by agricul-

tural staples in warehouse, which was continued until

1917 though the rate was raised to Si/o and 4 per cent at

some of the banks. About one-half of all the paper re-

discounted by the memlier banks with the twelve Federal
reserve banks in the fiscal year ending June 30, 1916, was
agricultural paper. In the year 1916 the prevailing rate

on 90-day trade acceptances was 31/2 to 4 per cent, vphile

bankers' acceptances ruled at about 21/0 per cent.^ Up
to the close of the year 1916 the largest aggregate total

of rediscounts held by all the Federal reserve banks at

any one time was $38,315,000.

The entry of the United States into the world war in

April, 1917, accompanied as this Was by the floating of

huge government loans laid upon the Federal reserve sys-

tem new functions and activities ^,\ith resulting changes

in its discount policj'. Coincident with the first bond issue,

known aa the Liberty Loan of 1917, the Secretary of the

Treasury under authority of Section 15 of the Reserve

Act constituted the Federal reserve banks central agencies

in their respective districts for receiving subscriptions and
payments, making deliveries and managing the necessary

details. From that time until the middle of the year 1920,

the primary function of the Reserve banks was to act as

fiscal agents of the Governtnent in floating and distributing

war loans and Treasury certificates. To prevent disturb-

ances in the money market and to keep interest rates nor-

mal and steady, the Federal Reserve Board early estab-

lished a preferential rate of discount for the notes of

member banks secured by Government obligations, and

extended this differential to non-member banks upon the

endorsement of a member bank. A rate of 3 per cent was

established for the discount at Federal reserve banks of

notes of member banks running not longer than 15 days

1 For discount rates in 1920 see table, p. 394.
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secured by Treasury certificates of indebtedness, which

were issued at 3 and 3% per cent in anticipation of the

Liberty Loans of 1917. A rediscount rate of 31/2 per cent

was established for customers' notes running up to 90

days, secured by Government obligations and indorsed by

member banks, when such notes ha:d been made to pur-

chase Government obligations; and Federal reserve banks

were authorized to discount for member banks the notes

similarly secured of non-member banks to enable their

customers to l)uy war bonds. The second Liberty Loan,

floated in the fall of 1917, bore a rate of 4 per cent,

one-half per cent higher than the first; the Federal re-

serve discount rate was accordingly advanced one-half of

1 per cent, but the differential in favor of paper secured

by Government obligations was maintained. In this revi-

sion of rates, the special rate on commodity paper made in

1915, regarded as being unnecessary owing to the marked
advance in the price of agricultural products and to the

Government's policy of price control, was merged with

the ordinary commercial rates.

During the year 1918 the third and fourth Liberty

Loans were floated aggregating over 11,000,000,000 dollars,

while the issues of certificates of indebtedness totalled

nearly the same amount. The coupon rate on the former

was 4i/J_ per cent and the interest rate on the latter 41/2

per cent as against 3 to 4 per cent during 1917. Accord-

ingly the Reserve Board approved increases in discount

rates at all Federal reserve banks^ ;but retained a differ-

ential in favor of Government secured ])a])er. The rates

for 15-day commercial paper, including collateral notes,

ranged from 4 per cent at the beginning of the year to

41^ per cent at its close. Section 11 of the Federal Re-

serve Act provides that the Reserve Board may permit

or require Federal reserve banks to rediscount the dis-

counted paper of other Federal reserve banks. During
the year 1918 rediscounting :imong the Reserve 1)anks was
unusually heavy due to transfers of Government funds,
joint purchases of bankers' acceptances, and crop-moving
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requirements. The policy of the Reserve Board was to
equalize the reserves of the several ^Federal reserve banks
and to avoid "undue variations in their reserve position."

This policy was adhered to in the post-war year 1919 when
inter-Reserve bank rediscounting was almost continuous.

Congress was prompt to enact legislation necessary to

make the Federal reserve system responsive to the abnor-
mal conditions incident to the war. Section 13 was
amended l)y the War Finance Corporation Act, approved
April 5, 1918, to authorize the Federal reserve banks to

discount direct obligations of member banks secured by
bonds of the "War Finance Corporation and to use notes

so secured, if it should become necessary, as a basis for

Federal reserve notes. An act was passed September 24,

1918, amending section 5200, Revised Statutes, by which
loans of national banks secured liy Liberty bonds were
exempted under certain conditions from the loan limit of

10 per cent to any one borrower, thus greatly facilitating

the sale of Lilierty bonds.

The signing of the Armistice in November, 1918, did

not terminate the period of war financing. The Victory

Loan of April, 1919, and the issue of certificates of in-

debtedness for more than a year thereafter continued to

engage the attention and the resources of the Federal re-

serve banks. As noted above, war paper holdings of these

banks in May, 1919, when the Victory Loan was floated,

constituted over 91 per cent of their total discounts. In

their annual report for 1919 the F;ederal Ki'serve Board
said (p. 2) : "In order that the member banks might carry

the burden of undigested Government securities they were

obliged to rediscount with the Federal reser^-e banks, and
in order that such rediscounting should not involve them
in heavy loss it was essential that *.as long as the banks

were lending to bond subscribers at coupon rates the re-

discount rate should be related to the bond rate. The

rediscount rates of Federal reserve banks, therefore, in-

stead of being higher than the market rates, as in theory

and in normal practice they should have been, were made
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lower than the market rates. This circumstance is enough
to prevent a normal functioning of a Federal reserve bank,

whose, rates should be so fixed that resort thereto is un-

profitable to the borrowing institution and thus has a ten-

dency to check expansion."

The Federal Reserve Board and the Reserve banks were

reluctant to raise discount rates above the rates carried by

Government obligations until the banks had been given a

reasonable time in which to dispose of their Government
holdings. Of the total amount of bills held by the Fed-

eral reserve banks under discount and rediscount for the

reporting banks at the end of the year 1919, over $1,236,-

000,000, or about two-thirds, was secured by war paper, and

.$596,000,000, or about one-third, by commercial paper. It

was recognized, therefore, that as Treasury needs became

a less determining factor in the money market, and that

as the demand for credit based upon rediscounts secured

by bonds and certificates was increasing rather than dimin-

ishing, "raising prices to a point that takes no account

of prudence," pressure would have to be applied through

discount rates to bring about absorption by investors of

the huge mass of "undigested securities." At the close

of the year rates on paper secured l3y Government obliga-

tions of every kind had been advanced to the ruling rate,

i'li per cent, for commercial paper.

In its annual report for 1919 (p.^ 67) the Federal Re-

serve Board, commenting upon its discount policy and

credit control, said :

'

' The experience of the past three

years has demonstrated the expansive power of the Federal

reserve system. It should be understood, however, that an

elastic system of reserve credit and note issue implies

capacity to control and the aliility to curtail credit. The

abilitj^ of the system to check expansion under present

circumstances and to induce healthy liquidation is now to

be tested ; . . . the time has come for the sj'stem in the

interests of commerce and business to exercise its power to

regidatc and control the credit situation. The Reserve

Board recognize<l that in the abnprmal and highly in-
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flated credit situation -which prevailed during the post-war

readJTistment period, the normal and traditional method
of controlling credit through the discount rate was in-

effective. The United States stood alone as an important
free gold market. \'ast credits h'ad heen extended to

Europe, evidenced by the fact that *our exports in 1919

exceeded imports by about four l)illion dollars, and we
paid our adverse balances in gold. These credits created

a demand for commodities that competed with the domes-

tic demand and entered largely into the prevailing high

level of prices. Furthermore, the world demand for goods

so far exceeded the supply that the increased cost of credit

through higher discount rates was absorbed in the price,

while "speculation anticipating large profits is not checked

by any reasonable advance in rates of interest. . . . Never-

theless, the discount rate is an indispensable factor in the

regulation and control of credit. 5\"hen there are legal

limitations on the rates member bauks may charge, a high

reserve bank rate has a restraining influence upon them

and upon their customers.
'

'

In furtherance of this policy of checking the expansion

of credit set in motion by the war, tiie Reserve banks con-

tinued to advance their discount rates until they stood

in June, 1920, at the levels .shown in the table below.

Meantime member banks were urged to curtail unneces-

sary credits and to assist in the pTocess of deflation by

limiting loans to essential borrowing and business. In

their efforts to control credit and excessive borrowing

through the discount rate the Federal reserve banks were

subject to serious administrative djificulties. That part

of Section 4 relating to the duties of the board of directors

of a Federal reserve bank specifier : "Said Board shall

administer the affairs of said bank fairly and impartially

and without discrimination in favor of or against any

member bank or banks and shall, siibject to the provisions

of law and the orders of the Federal Reserve Board, ex-

tend to each member bank such discounts, advancements
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and aoeommodations as may be safely and reasonably
made with due regard for the claims of other member
banks." This provision while prohibiting favoritism per-
mitted the Reserve banks to limit the borrowings of any
particular bank to a figure which would not prejudice
the rediscount facilities available for other banks in the

district. There was no authority in the Act, hoAvever, for

establishing graduated rates based upon the total borrow-
ings of a member bank; conseciuently when it liecaine nec-

essary to advance the discount rate to curb the demands
of some banks rediscounting heavily at the Federal reserve

bank, the same rate would necessarily applj'^ to the mod-
erate requirements of other banks whose demands were
infrequent and reasonable. The application of rate ad-

vances as a corrective or deterrent to certain banks raised

the rate to all.

In this situation the Federal Reserve Board recom-
mended and Congress passed, April 13, 1920, the Phelan
bill as an amendment to Section 14 (authorizing each Fed-
eral reserve bank to establish a norfnal discount or credit

line for each member bank and to impose graduated or

progressive rates on discounts 'in excess of this normal
line. By this device it was anticipated that excessive

borrowings by member banks would be reduced and that

their large borrowers would be held in check without rais-

ing the basic rate. Soon after the passage of the amend-
ment several of the Federal reserve banks in the West
established progressive discount rate.s on accommodations

extended to member banks. The method of applying these

rates may be illustrated by that adopted by the Federal

Reserve Board of St. Louis. The "basic" line for a mem-
ber bank was determined by multiplying 6.5 per cent of

its required reserve plus the amount of its investment in

the capital stock of the Reserve bank by two and one-half.

Accommodations to member banks up to this basic amount

took the normal discount rate current at the time. On
borrowings above this basic amount, progressive rates ap-

plied as follows: for the first 25 per cent, % of 1 per
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cent above the normal rates; for the second 25 per cent,

1 per cent; and so on at an increasing rate of y2 of 1

per cent for each additional 25 per ceht or any part thereof

above the basic line. The progressive rates were not ap-

plied to direct obligations (the member bank's collateral

notes for 15 days or less) of member banks secured by

Liberty loan bonds, Victory notes and certificates of in-

debtedness actually ovued by the borrowing bank, which

were not considered as part of the basic line.

In June, 1920, two new issues of Treasury certificates

of indebtedness amounting to >f;l:O0;O00,000 were issued;

one issue due in about seven months carried interest at

5% ;per cent, the other maturing in one year bore 6 per

cent—the highest rates paid by the Government since the

Civil War. These high rales were reflected in the dis-

count rates at the Federal reserve -banks, shown in the

foregoing table,

189. Open market operations.—Anticipating that redis-

counting for member banks may not keep all the funds of

the Federal reserve banks actively employed, provision is

made for them to engage in certain open market opera-

tions. These operations make it possible also for the re-

serve banks to exercise a measure of control over money

market conditions, and to some extent over the flow of gold.

The open market operations in which the reserve banks

are permitted to engage include : Dealings in government

securities and the obligations of states and municipalities

maturing within six months ; and the purchase and sale

of bankers' acceptances and bills of exchange arising out

of commercial transactions. In the absence of any con-

siderable demand for rediscount accommodations in the

first two j'ears the activities of most of the Reserve banks

were confined to the purchase of government bonds, munic-

ipal warrants, and acceptances. In view of our possible

entry into the war the Federal reserve banks early in 1917

reduced their holdings of bonds and warrants, and when a

state of war was declared April 6, the reserve position of

the Federal reserve banks was strong, with over $943,000,-
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000 of gold and a combined reserve *a,f;-ainst deposits and
notes averaging 84.7 per cent.

Tlie. clauses of Section 14 relating to dealings in l)ills of

exehajige, read as follows: "Any Federal reserve bank
may, under rules and regulations prescribed by the Fed-

eral Reserve Board, purchase and sell in the open market,

at home or abroad, either from or to domestic or foreign

banks, firms, corporations, or individuals, cable transfers

and bankers' acceptances and bills of excliange of the

kinds and maturities by this Act ma'de eligible for redis-

count, with or without the indorsement of a member
bank. . . . Every Federal reserve ba^k shall have power

to purchase from member banks and Sto sell, with or with-

out its indorsement, bills of exchange arising out of com-

mercial transactions, as hereinbefore defined." These

provisions make possible extensive transactions between

the Reserve banks and the public at large without the

intervention of member banks, and enable them to make
their discount rates effective.

As originally drafted Section 14 provided that Federal

reserve banks might buy in the open market notes, as well

as drafts and bills of exchange, eligible for rediscount, but

in its final form the Act excluded notes from open market

operations. The exclusion of notes &nd the inclusion of

bills of exchange in the types of paper which Reserve

banks may purchase, recognizes the^ superiority of the

latter over the former for banking purposes in the judg-

ment of the framers of the Reserve Act. As noted else-

where, a widespread movement has been started to encour-

age the return to the use of the bill of exchange, in the

form known as the trade acceptanee, in ordinary time

commercial transactions. The Federal reserve banks have

encouraged the use of acceptances, and though promissory

notes arising out of actual commercial transactions are

eligible for rediscount, a preferential rate has generally

prevailed for acceptances. Though the trade acceptance

does not lend itself so readily to open market dealings and

has thus far been confined mainly to discount and redis-
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count channels, an increasing volume of this type of paper

is getting into the hands of dealers and the discount

market.

Of the provisions made by the lieserve Act for open

market operations none, perhaps, is more significant or

fraught with greater possibilities than that concerning

bankers' acceptances. As previously noted, this form of

paper has long lieen widely used in^ Europe, but prior to

the passage of this Act national banks were not permitted

to make acceptances, while the state banking laws, which

in a broad way have been modeled upon the national bank

act, either ignored ?r prohibited the use of acceptances.

The original Act permitted member banks to make only

foreign acceptances, that is, acceptances "growing out of

traiasactions involving the importation or exportation of

gooc^s having not more than six months' sight to run,"

and the aggregate of such acceptan£'.es for any bank was

limited to 50 per cent of its capital and surplus. One

draft of this section proposed to authorize domestic ac-

ceptances, hut this was re.jected b^eause of the fear of

undue expansion of credit. The acceptor of a draft does

not advance any money to the cus'tomer; he merely as-

sumes responsibility for the payment of his customer's

draft at maturity. Since the bank in accepting a bill

drawn upon it does not incur a deposit liability against

which a fixed reserve must be kept, it was feared that

banks, unused as th(\v were to this practice, might be

tempted to make acceptances beyond the limits of safety.

The Federal Reserve Board, which was organized at

about the time the European war broke out, recognized

the importance of promptly issuing regulations governing

acceptances. These regulations provided that Federal re-

serve l^anks might buy in the open market any foreign

acceptance they deemed fit, with or without the indorse-

ment of a meii:d)er Imnk. It was intended to lend every

aid possible to the development of 'this new business. A
number of large seaboard city banis engaged at once in

making acceptances, and some which, had important foreign
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connections soon developed a considerable volume of ac-

ceptance business. It was evident, however, that accept-

ance operations confined l)y the .Vet to foreign trade would
not spread generally throughout tli^e country. In 1914
New York .State passed a law permitting its state banks
and trust companies to make both fox'cign and domestic

acceptances, and soon other states passed similar laws.

In this situation the Federal Reserve B<oard recommended
to Congress that the Act be amended to permit domestic

acceptances. "There can be but little question," said the

official Bulletin of the Reserve Board, "of the safet>' of

such acceptances, and their use will tend to equalize in-

terest rates the countrj' over and *help to broaden the

discount market.'' Accordingly on • Seijteinber 7, 1916,

Section 13 was amended so as to permit any member bank
to "accept drafts on bills of exchan^ drawn upon it hav-

ing not more than six months' sight to run, exclusive of

days of grace which grow out of tran'sactions involving the

importation or exportation of goods^; or which grow out

of transactions involving the domestiic shipment of goods

provided shipping documents conveying or securing title

are attached at the time of acceptance ; or which are se-

cured at the time of aceeittance by a warehouse receipt or

other such document conveying or securing title covering

readily marketable staples." The {jmendment limits the

aggregate amount of acceptances made for any one con-

cern to 10 per cent of the accepting bank's capital and

surplus unless the bank is secured either by attached docu-

ments or some other actual security' growing out of the

acceptance transaction. Originally : Section i:i provided

that no bank should make acceptances in excess of one-

half of its capital and surplus. This? was amended so as

to permit member banks, subject to authorization by the

Reserve Board, to accept foreign billsi drawn upon them up

to 106 per cent of their capital and surplus. The Act

logically provides that Fedei-al reserve banks may dis-

count acceptances of the kinds noted above which have a

maturity at the time of discount of not more than three
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iiionths and wliicli are endorsed by at least one member
bank.

By another amendment passed in 1916 the use and de-

velopment of the acceptance business was furthered. By
this amendment member banks "for the purpose of fur-

nishing dollar exchange" are allowed to accept bankers'

drafts originating in countries where the 90-day bill of

exchange is the ei^stomarj^ form of remitting for foreign

purchases.^ Ba,nks cannot make acceptances of this nature

for any one bank in excess of 10 per cent of their capital

and surplus unless the drafts are accompanied by docu-

ments or other ade(piate security, nor may they exceed an

aggregate of 50 per cent of their capital and surplus. From
the foregoing it ajjpears that normally a member bank
cannot make acceptances in a total exceeding 50 per cent

of its capital and surplus, but by special permission from

the Federal Reserve Board it may accept up to 100 per

cent; that the aggregate of its acceptances growing out of

domestic transactions may not exceed 50 per cent of its

capital and surplus ; and that it cannot accept dollar ex-

change drafts in excess of 50 per cent. From time to time

suggestions have been made that in order to finance our

foreign trade by dollar acceptances, member banks having

not less than $1,000,000 of capital and surplus should be

permitted to accept six months' sight export or import

bills up to 200 per cent of their capital and surplus, re-

taining the present limit of 50 per cent on domestic and
dollar exchange acceptances. In this connection the annual
report of the Federal Reserve Board for 1918 (p. 22) said:

"In the development of the American acceptance market
it is necessarj'- to provide not only an outlet for accept-

ances but means of securing acceptances of bills in adequate
volume, and in order to enable American banks and bankers

to compete with British banking houses in financing the

world's trade the combined power of American institutions

whose acceptances can be made available in foreign markets

1 Thus far authority to draw drafts to furnish dollar exchange has
been granted only to banks in South American countries.



THE FEDERAL RESBRV.B Sl'STEM 405

to accept time bills must be large enough to meet all re-

quirements, for otherwise should im'porters find that it is

only occasionally that they can obtain dollar acceptance
credits from American banks, due to the fact that these

banks have reached the limit of acceptance liabilities pro-

vided by law, the importers will naturally return to the

sterling acceptances which are available at all times in

sufficient amounts to meet the demand.^
In its annual report for 1918 (p. 18) the Federal Reserve

Board discussed the subject of acceptances at considerable

length and pointed out that there was not in this country
any such broad acceptance market as exists in London.
In its annual report for 1919 (p. 22-) the Board comments
upon the subject further: "The development of such a
market is necessarily a slow process .and the burclen of its

support has fallen during the year 1919, as in previous

years, upon the Federal reserve banks. This condition

will doubtless continue until banks generally begin to in-

vest funds temporarily idle in acceptances and until this

method of employing funds appeals to the private in-

vestor.
'

'

Though there has been much to discourage, the growth
of the acceptance business and the development of an open

discount market have been steady. The demand for ac-

ceptance credits has steadily increased and more bills are

being created each year. Many new names have appeared

as acceptors in the New York market and under the stimu-

lus of high rates,- a great number of banks, savings banks,

trust companies and other large investors which formerly

bought only commercial paper, securities, mortgages, etc.,

have begun to purchase bank acceptances. Numerous
banks have come to look upon their holdings of acceptances

as a secondary reserve even more liquid than loans on call

in Wall Street. While New York is. the only city having

anything like a broad acceptance market, acceptance houses

1 Up to this timo (.June, 1920) no legislative action has been

taken to increase acceptance limits.

3 In June, 1920, prime 90-day bills sold at 6 to 6% per cent.

27
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and dealers exist in several other cities where Federal re-

serve banks are located.

Of the acceptance business the Federal Reserve Board
in its annual report for 1916 said: "The domestic accept-

ance doubtless will become an important factor in equaliz-

ing rates and should prove of especial value in crop-moving

periods, when the lowest rates for bankers' acceptances

prevailing- in any of the districts will become available for

acceptances drawn against commodities in those districts

where, owing to seasonal demands, tales naturallj- would
have a tendency to be higher. It Has been the desire of

the Board, as shown l)y its regulations and by its approval

of low rates, to assist in th(.' development of these various

branches of the acceptance business as far as possible. The
Board has, however, consistently pursued a policy of pro-

tecting the acceptance market and the Federal reserve

banks from the possibility of an overgrowth of acceptances

which, while technically within the law, might, owing to

their intrinsic character and to agreements providing for

a renewal of the credits over a considerable period, tend

to obscure evidence of the coinrnercial basis of the under-

h'ing transaction. . . . During the past two j-ears Ameri-
can banks and bankers ha^'e become 'accustomed to acting

as acceptors, and the Board hopes .that the coming year

will witness marked^ progress in acquainting country banks
particularlj' with the merits of commercial acceptances

as banking investments."^ That a good beginning has

been made in the acceptance business is shown by the fact

that the total amount of acceptances bought Ijl the open
market by Federal reserve banks which in the year 1916
was .+:586,095,000 rose to $1,077,000,000 in 1917 and to

over .$2,825,000,000 in 1919. Of the latter total the I'ederal

Reserve Bank of New York was credited with $1,211,000,-

000, or about 43 per cent, followed by Boston with 12.8 pei

cent, San Francisco 12.2 per cent, Chicago 10.3 per cent,

and Cleveland 9.3 per cent. It is estimated that at the close

of the year 1919 the total volume of bankers' acceptances
1 Annual Eeport of the Federal Reserve Board, 1916, pp. 4-5.
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outstanding exceeded $1,000,000,000. The annual volume of

such bills revolving ii^ the London market in normal times

is $1,500,000,000 to $2,500,000,000. By contrast and in

view of the brief •period during which the acceptance busi-

ness has been in existence in this coimtry it must be con-

ceded that a most promising beginning has been made to-

ward the development of an American discount market.

The foreign operations of American banks have been

facilitated by the authority granted by the Federal Re-

serve Act to establish foreign brancli banks and agencies

and correspondents of the Federal -reserve banks. Any
national bank having a capital of $1',000,000 may with the

permission of the Reserve Board establish branches in

foreign countries and act as the fiscal agent of the Govern-

ment, and may invest one-tenth of its capital and surplus in

the stock of banks or corporations chartered under national

or st.ite law principally engaged in international banking.

A few American banks have established branches, chiefly

in South America and the Orient, and upon the return to

normal conditions, a considerable .'expansion of foreign

branch banking may be anticipated. With the consent of

the Federal Reserve Board the Federal reserve bauks are

permitted "to open and maintain accounts in foreign coun-

tries, appoint foreign correspondents, and establish agen-

cies in such countries wheresoever it iliay deem best for the

purpose of purchasing, selling and
;
collecting bills of ex-

change, and to buy and sell with ojr without its indorse-

ment, through such correspondents o*r agencies, bills of ex-

change (or acceptances) arising out of actual commercial

transactions which have not more than ninety days to run,

exclusive of days of grace, and whicH bear the signature of

two or more responsible parties, and with the consent of the

Federal Reserve Board to open and maintain banking ac-

eouats for such foreign correspotidents or agencies."

Under this authority the Federal Reserve Bank of New
York has established agencies with the Bank of England,

the Bank of France, and banks in Japan, the PhiliDpines,

and other countries. All Federal reserve banks may par-
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ticipate in these agency relationships, which doubtless will

be extended to other countries when world peace is re-

stored. By an act approved December 21, 1919, commonly
known as the Edge Act, Section 25 of tl:i£ Federal Reserve

Act was amended to provide for the Federal incorporation

of institutions for the purpose of engaging in international

or foreign banking or financial operations. This act con-

templates the organization both of Corporations to engage

in foreign commercial business and of corporations to en-

gage in long-time financing, and in connection therewith

to issue securities to be sold to investors. An earlier

amendment, as of September 17, 1919, to the Eeserve Act

permitted the investment by any national bank until Janu-

ary 1, 1921, without regard to its capital, of not more than

5 per cent of its capital and surplus in the stock of corpora-

tions principally engaged in international financial opera-

tions to facilitate our export trade. This 5 per cent limit

was changed by the Edge Act, incorporated in the Federal

Reserve Act as Section 25 (a), so far as corporations or-

ganized under Federal law are concerned. Under the

terms of this act a national bank may invest as much as

10 per cent of its capital and surplus in any corporation

organized under it either for the purpose of engaging in

interliational banking or in foreign financial or investment

operations.

190. Control over gold movements.^Elsewhere reference

has been made to the machinery and methods employed

by the great central banks of Europe to regulate their

gold supply, and to the absence of any such controlling

authority or machinery under our former sj^stem of de-

centralized banking. It is expected that under the new
system the Reserve banks, by virtue of their authority to

engage in open market operations, to deal in gold, to buy
and sell government securities, and other related activities,

will exercise a large measure of control over international

movements of gold so that such movements may cause the

least disturbance to our credit structure. Wlien the Re-

serve Act was drafted its principal object was to deal with
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internal problems of banking and currency, but the far-

reaching changes in financial and economic conditions at

home and abroad resulting from tlie, European war made
the question of controlling the excessive inflow ajid outflow

of gold one of primary concern to thelleserve Board.

The methods by which tlie Bank of England and other

great European banks control gold movements are familiar.

These methods operate mainly throu'o-h the discount mar-

ket. "When the Bank of England raises its official rate of

discount the London discount market tends to follow this

rate, thus increaoiag tlie rate which borrowers must pay
for the use of funds and encouraging foreigna bankers to

increase their loans in that market. Borrowers curtail

their drawing of bills or discounting those which they have

sent forward and lenders begin to send funds to London

to buy bills at the higher rates. As a result gold exports

are restrained and gold imports are attracted. The ma-

chinery and the effects are reversed when an excess of gold

accumulates. The Federal reserve system is intended to

exercise a similar function for this country, hence the

importance of developing a broad and active discount

market as indicated in the preceding section.

It should be noted, however, that the situation with ref-

erence to the control of gold movem.ents in England is in

several respects quite different from that which obtains in

the United States. The Bank of England in times of

peace has been able to maintain gold payments for the

enormous business of that coimtry on a gold fund of

$150,000,000 to $200,000,000. This has been possible be-

cause of four principal conditions: (1) the fact that gold

was the only unlimited legal tender; (2) confidence in

the Bank of England's settled policy of maintaining gold

payments; (3) a broad discount market of large and steady

volume; (4) the large volume of English capital invested

in foreign credits which may at all times be converted

promptly into gold. In the United States it has been felt

that a much larger centralized gold fund is necessary to as-

sure the maintenance of gold payments, owing to (1) the
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large volume of non-gold currency in circulation, a sub-

stautial part of which the Federal reserve system may have

to absorb temporarily in maintaining gold payment; (2)

the lack of general confidence in our ability to maintain

gold payments owing to periodic breakdowns in the past;

(3) the lack of a broad discount market; (4) the necessity

of gradually replacing national bank notes with Federal re-

serve notes requiring a gold reserve many times as large
; (5)

the probable return to foreign countries of a large part of

the gold imported during the war; and (6) the greater vol-

iime of our commerce and number of our banks.

The Federal reserve banks can accumulate gold by cre-

ating deposits and Iw issuing notes: The amount of the

former is static, as the member banks thus far have had

no incentive to carry deposits with the Reserve banks in

excess of the minimum prescribed by law. The ability to

accumulate gold through the issue of notes, therefore, is

the only elastic element in the gold position of the sj^stem.

Because of the abnormal situation which developed soon

after tlie outbreak of the war, resulting in enormous ship-

ments of gold to this country, the Reserve Board almost

at once after organization was confronted with the task

of providing against the danger of an inflation of credit

based upon these huge additions to ouy gold stock, and also

to provide for the mobilization and concentration of gold

so that when the outwai'd flow should begin undue disturb-

ance to business and credit should not result. Reference to

the means adopted to accomplish this purpose has been

made in Section 181. As a result of our entry into the

war and of the large credits extended to the Allies the

movement of gold to this country which had been steady

since early in 1915 ceased. Gold embargoes having been

imposed by all the belligerent countries, it became neces-

sary for tlie Unitpcl States to do likewise, in order to con-

serve our gold supply. Accordijigly the President by proc-

lamation in September, 1917, prohibited .the export of

coin, bullion and currency except under rigid conditions

to be administered by the Federal Reserve Board. This
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practical embargo was continued until June 26, 1919.

Though the balance of trade will cautiuuc to run heavily

against Europe for some time, making improbable any largo

drain of gold in that direction, shipriieuts of g(jld to South
Amei'ican and Oriental countries which have had a favor-

able balance of trade have been liea.vy. It was estimated

that at the end of the year 1919 nearly one-third of the

gold imported during the war had flowed out of the

country.

191. Note issues.—One of the chief purposes of the Fed-
eraLEeserve Act, as stated in the preamble, is "to furnish

an elastic currency.'' The new system leaves all forms

of Government currency practically unchanged, but pro-

vides for the gradual retirement of national bank notes

and the substitution therefor of Federal reserve bank notes

issued by the Federal reserve banks, and also provides

for the issue to the Reserve banks -through the Reserve

Agents of Federal reserve notes. The framers of the Act
were confronted with the necessity of devising machinery

to provide an elastic currency, and of furnishing a means
of retiring the inelastic national ba;nk notes without loss

to the banks on their compulsory investment in Government

bonds. Two new kinds of currency were thus introduced

—

Federal reserve notes • based upon prime, short-time com-

mercial paper, and Federal reserve .bank notes protected

hy government bonds.

As originally drafted the Reserve Act provided for

the refunding of the 2 per cent Government bonds into

new 3 per cent bonds, and the gradual retirement of na-

tional bank notes as this refunding proceeded. In its final

form, however, it provided that the Federal reserve banks

might be required by the Reserve Board to purchawe the

2 per cent bonds held by member banks, but with permis-

sion to issue against such bonds their own Federal reserve

bank notes. Since these notes are secured by Government

bonds in the same way as national bank notes, it is obvious

that they will be just as inelastic. National banks are not

required to retire their circulating notes, but the Act pro-
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vicles that after two years from its passage tliey should

have the privilege for a pei'iod of twenty years of retiring

all or any part of such notes. The method of retirement is

hriefl.y as follows ; A member bank desiring to retire circu-

lation files with the Treasurer of the United States an

application to sell its Government bonds held in trust in

the Treasur}'. The Treasurer furnishes a list of such ap-

plications to the Federal Reserve Board which ma)- re-

quire the Federal reserve banks to purchase at par and

accrued interest $'-'5,000,000 of these bonds annually. The

Reserve banks buying such bonds m'ay issue against them

Federal reserve bank currency np to their par value. If,

however, the Reserve banks do not wish to keep these notes

out they may retire them under the same rules as apply

to national banks, and receive in exchange for their 2 per

cent bonds one-half of the amount in one-year 3 per cent

United States Treasury notes, and one-half in thirty-year

3 per cent United States bonds without the circulation

privilege. But at the time of making the exchange the

Federal reserve banks must agree to purchase at the ma-

turity of these notes an equal amount^ if requested by the

Secretary of the Treasury, and to renew the obligation

annually for thirty years.

This bond conversion plan then . serves two purposes

:

it gives the national banks an opportunity to sell at par

the 2 per cent bonds which they have had to carry to secure

tlieir notes and which without the circulation privilege

would be worth in the investment market much less than

par; and it furnishes a new group of bond purchasers,

thus sustaining the market for government bonds. At

the same time it provides for the steady retirement of

national bank notes and the issue of Federal reserve cur-

rency so far as may be necessary to till the deficiency in

the volume of circulation. By this iarrangemeut the Gov-

ernment assumes the burden of the additional 1 per cent

interest charge, which seems but fair, since for years the

requirement imposed upon national banks of purchasing
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Government bonds to secure circulation enabled the (iovern-

nient to borrow at very low rates.

The plan for the retireuieut of national bank notes, how-
ever, has obvious disadvantages. It is not obligatory

and so may result in adding to oiirduelastie eiirreney an-

other kind of eurrcne>- equally inelastic, for the Federal

reserve banks may issue their own -notes on substantially

the same terms as national banks. Moreover, the operation

of the plan, which did not go intoiefEect until two years

after the passage of the Act, will, unless modified, be very

slow'. Seetion IS provides that the tPederal reserve banks

shall not be permitted to purchase .in an.v one year more
than $125,000,000 of United States bonds from national

banks wishing to retire their note iissues, such sum to in-

clude United States bonds boiight in the open market under
Section 4 of the Act. Since the Act specifically limits

the retirement process to twenty years and since the

amount of bonds held 1:)y the national banks to secure cir-

culation at the time of the passage of the Act exceeded

$700,000,000, it is apparent that all outstanding notes can-

not be retired within the time prescribed.

In the year 1916 the Secretary of the Treasury by ruling

provided for the conversion of $30;000,000 of 2 per cent

United States bonds into 3 per cent bonds and one-year

3 per cent Treasury notes and the full amount «as taken

by tlie Federal reserve banks. As they actually purchased

more than the amount, $25,000,000, required by the Act

there was no necessity for the Reserve Board to exercise

the purchase reciuirement under Scjition 18. During the

year 1916 national banks withdrew from deposit United

States bonds securing circulation of the par value of $64,-

233,000 and deposited bonds for ne^y circulation amount-

ing to .$11,211,000— a net decrease in the amount of bonds

held to secure circulation of $53,022,000. Incident to

these withdrawals national bank circulation showed a re-

duction of $44,511,968 during 1916, the first year of the

full 'operation of the plan.^ After the issue in the spring

1 Annual Eeport of the Federal Reserve' Board (1916), p. 8.
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of 1917 of Government bonds at 31/2 per cent, the Federal

reserve banks were not required to purchase bonds con-

vertible into obligations bearing only 3 per cent.

Prior to the spring of 1918 the amount of Federal re-

ser\'e bank notes issued was almost negligible. The exigen-

cies of the war, liowever, led to their issue and circulation

in large amounts and upon a basis not contemplated by

the Federal Reserve Act. The silver act of April 23, 1918,

known as the Pittman Act, authorized the Set'retary of

the Treasury to break up and sell .as bullion 350,000,000

silver dollars and to retire a corresponding volume of

silver certificates. In order to prev'ent contraction of the

currency the Federal Reserve Board was authorized to

permit or require the Federal reserye banks to issue Fed-

eral res(.'rv(' bank notes in an aggregate amount not ex-

ceeding the amount of silver dollars broken up, upon de-

posit with the United States Treasurer of United States

certificates of indelitedness or one-year gold notes. The

total amount of silver dollars melted or broken up under

the provisions of this act up to AlaV 6, 1919, the date of

the last transactions, was about .j;26ni.0OO,000, which, there-

fore, represents approximately the amount of Federal re-

serve bank notes issued. These notes caused no expansion

of the currency as they merely too!k the place of a cor-

responding volume of silver dollars or certificates. The

bullion made available by the melting of the silver dollars

relieved an acute financial situation with which the British

Government was confronted in India'and also relieved our

own adverse exchange situation in the Orient.^ The Pitt-

man Act provides that as silver dollars are coined out of

bullion pur<'hased under authority o^f the act, the Federal

reserve banks shall be required to .retire the Federal re-

ser^e liiink notes. This process will probably be slow and

will leave a considerable volume of .such notes in circula-

tion for some time.

1S2. Federal reserve notes.—In the forming of the Fed-

eral Reserve Act much time and thought were devoted to

1 y.nniiiil B.cport of Fcilcral Reserve Bnn'i^d (]91S), p. 77.
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its currency provisions, with the purpose of supplying our
banking system with an elastic currency. This it sought
to accomplish by providing for the issue of Feileral reserve

notes based upon sound, fluid commereial paper. These
notes are technically obligations of the Govei-nment, lieing

issued to the Federal reserve banks by the Federal Reserve
Agent, who is the local representati^•e of llie Fi>deral Re-
serve Board, but the obligation of the Government is in

addition to the real and primary obligation of the Reserve
banks, and was so added in defi'rt-nce to the prevalent
belief that the issue of money is a government function.

In theory, at least, the Act permits a bank to take the

commercial paper arising out of commercial, industrial or

agricultural transactions, endorse tlijs paper with its own
signature, and receive in exchange ;from a Reserve bank
Federal reserve notes. Thus currency will automatically

grow out of, and in volume will roughly respond to, the

current needs of business.

Under the terms of the original Act a Reserve bank wish-

ing to take out these notes applied to the local Reserve

Agent and deposited as collateral security an amount of

commercial paper which it had rediscounted or purchased

equal to the amount of notes to be taken out. The col-

lateral security thus offered included, under the original

Act, only notes and bills accepted for rediscount under the

provisions of Section 13, but by amendment it was made
to include notes, drafts, bills of exchange, or acceptances

rediscounted under the provisions of "that section or bills

of exchange indorsed b^\' a uieiid^er bank and purchased

imder the provisions of Section 14, or bankers' acceptances

purchased under its provisions, or, by a still later amend-

ment, gold or gold certificates. With the appi-oval of the

Reserve Board the rediscounted paper may be withdrawn

as it matures and similar paper substituted. The Board

may if it chooses refuse a part or all of any application

for Federal reserve notes, and may impose an interest

charge on such notes outstanding. As noted later, the
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policy of the Board has been to encourage the issue of,

these notes, and as yet no interest charge has been imposed

upon them.

The Act of 1913 provided that in addition to the 100

per cent of commercial paper helcl by Federal reserve

banks as collateral security for Federal reserve notes, each

bank must hold a reserve in gold of not less than 40 per

cent of the amount of such notes in actual circulation

and not offset by gold or lawful money deposited with

the Federal Reserve Agent. Under the amendments of

1917, however, gold held as collateral by the Reserve Agent
against Federal reserve notes may be counted as part of

the required gold reserve. Of the '40 per cent gold re-

serve not less than 5 per cent must be deposited with the

Treasury to redeem the notes. To avoid undue rigidity

the Reserve Board has the right to suspend the 40 per cent

requirement, but to prevent this privilege from degen-

erating into inflation a cheek is provided through the re-

quirement that if the gold reserve should fall below 40

per cent a graduated tax shall be paid by the reserve bank.

This tax cannot exceed 1 per cent per annum on the re-

serve deficiency below 40 per cent and above 321/2 per

cent, nor be less than ly^ per cent on each 214 per cent

that the reserve falls below 32% per cent. The tax is

payable in the first instance by tlie Reserve bank con-

cerned, but the bank is required to add the tax to the

rates of interest fixed for it by the Heserve Board. It is

apparent that the Federal reserve notes are elastic on the

side of expansion since they can be increased liy two and
one-half times the supply of gold available, or subject

to the gold reserve requirement can be issued up to the

full amount of commercial paper available as collateral.

They are undoubtedly safe, being protected by gold or by
prime commercial paper, by a first lien on the assets of

the Jleserve banks, and by the guaranty of the Govern-
ment.

Federal reserve notes were originally issued in denomina-
tions of $5, $10, $20, $50 and $100, but the amendments.
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_of September 26, 1918, authorized the issue of $500, $1,000,
'$5,000 and $10,000 notes. They bear the distinctive let-

ters and serial numbers assigned by the Reserve Board to

the Federal reserve banks putting them out. All expenses
connected with their issue and retirement are met by the

Reserve banks. They are receivable a.t par by all Reserve
banks and member banks, and also by the United States

Government for all public dues; but they are not legal

tender in payments to individuals, and thus far national

banks may not count them as part of their legal reserves.

The Comptroller of the Currency iS required to have a
supph' of notes ready for each Reserve bank, and in order
that they may be immediately available when needed they
are kept in the Treasury or in the -Subtreasury or mint
nearest the location of the banks.

Elasticity of currency involves readj'' contraction as well

as expansion. The Act of 1913 contains essentially all

the machinery known to modern banking practice to retire

the Federal reserve notes when they are no longer needed.

They may not be counted as lawful' money for reserve

purposes either by Reserve banks or by member banks.

It is to the interest of a member bank, therefore, to deposit

these notes with its Reserve bank as promptly as possible.

The law provides that whenever Federal reserve notes

issued through one Federal reserve bank are received by
another they shall be returned promptly for credit or

collection to the issuing bank or to the Treasurer of the

United States to be retired. Any Reserve bank paying out

the reserve notes of another bank is subject to a penalty

of 10 per cent of the amount so paid out. Each Reserve

bank is required to keep in the Treasury at Washington
sufficient gold to redeem its notes. As these notes are

presented for redemption at the Treasury, payment is

made from this redemption fund and the redeemed notes

are returned to the Federal reserve bank concerned, which

must then reimburse the fund in the TreasurJ^ If in

redeeming these notes the Treasury pays out gold or gold

certificates, the Secretary may require reimbursement in
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like funds. Federal reserve notes received by the Treas,

nr.y otherwise than for redemption may he exchanged for

gold in the redemption fund or may he returned to the

issuing bank for the credit of the United States. Should

a Reserve bank wish to reduce its liability for Federal

reserve notes it may deposit ^vith the Federal Reserve

Agent its Federal reserve notes, golti, gold certificates, or

lawful money. Federal reserve notes so deposited cannot

be reissued except by complying with the conditions of an

original issue.

The issue of Federal reserve notes has in fact drifted

away from the manifest intention of the Act. The law

contemplated their issue upon commercial paper only, but

soon after the inauguration of the system the Reserve

Board approved and the reserve banks followed the policy

of issuing Federal reserve notes indirectly for gold. Au-
thority for this policy was found in provisions of the Act

empowering Federal reserve banks "to exchange Federal

reserve notes for gold"; authorizing them to apply to

their S'ederal reserve agents for such notes as they may
require; and prescribing a routine for the issue and re-

demption of notes by the Federal Reserve Agent which

permits him to issue notes to his Reserve bank, through

the medium of commercial paper, against gold. The pri-

mary purpose back of this policy was to facilitate the

accumulation in the hands of the Federal reserve banks

of gokf which continued to flow into the country during

the war, and so to add to the resources and credit power
of the Federal reserve system. The operation of this plan

was simxjle : Federal reserve banks withdrew the commer-
cial paper originally pledged against Federal reserve notes

and deposited instead gold, dollar for dollar, with the

Reserve Agents in the manner provided in Section 16. It

will he seen that under this policy of issuing Federal re-

serve notes they become in effect gold certificates. Though
their issue has had little influence upon the question of

currency elasticity, they have proved a valuable means of
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accumulating gold under the control of the Federal Reserve
banks.

To accelerate this accumulation of gold the Reserve

Board recommended to Congress that Section 16 he

amended so as to permit Reserve banks to issue Federal

reserve notes against either gold or commercial paper, and
to count gold or gold certificates deposited with Reserve

Agents as part of the required gold reserve against Fed-
eral reserve notes. On June 21, 1917, this amendment be-

came law. The accumulation of gold in the Federal re-

serve banks thereafter was rapid. To further the process

the Reserve banks invited cooperation of all banks and
offered to pay the cost of shipping gold or gold certificates

and Teturning Federal reserve notes.

At the beginning of the year 1917 the total stock of gold

in the United States was about $2,800,000,000. Of this

amount the Federal reserve banks held .$500,000,000 and
the reserve agents $275,000,000, making the total gold re-

sources of the sj'stem $775,000,000. The amount of free

gold, that is, the amount that the t^ederal reserve banks

could lose before reaching the 40 per cent minimiim, was
about $375,000,000. It was estimated that there was in the

hands of the public over $800,000,000 in gold and gold cer-

tificates, in the vaults of member banks about $815,000,000

of reserve money, of which $540,000,000 was gold or gold

certificates, and in the vaults of non-member banks about

$600,000,000. In view of the enormous addition of $870,-

000,000 to the country's gold supply in 1915-16, of the

difficulty of accumulating gold when once it gets into gen-

eral circulation, and of the probable outflow of gold after

the ^var, it was thought that the Federal reserve banks and

agents should accumulate a gold fund of about $1,500,-

000,000. At the close of the year 1919 the total stock of

gold in the country was $2,872,000*,000—about one-third

the world's supply. Of this huge total, which was nearly

a billion dollars in excess of the amount in the United

States when the war broke out in 1914, the Federal re-

serve banks held as gold reserves $2,078,000,000, about 75
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per cent of the total supply of the country, of which

$1,240,000,000 represented cover for Federal reserve notes.

The highest point reached was on June 6, 1919, just before

the removal by the Government of the embargo on gold

exports when the total gold reserves amounted to $2,201,-

000,000. On December 26, 1919, the volume of Federal

reserve notes in actual circulation exceeded $3,057,000,000

or over half the total circulating medium, which required,

on the basis of 40 per cent, a reserve of $1,223,000,000.

Gold in excess of the required reserves, referred to as

"free gold," amounted to $316,000,000, which would sup-

port $789,000,000 of additional Federal reserve notes.^

The ratio of gold against Federal reserve notes in circula-

tion was 50.3 per cent or against combined deposit and

note liabilities 44.8 per cent. On the above date the Fed-

eral reserve agents held as collateral against outstanding

Federal reserve notes $2,711,000,000 in commercial paper.

In other words the $3,057,000,000 of Federal reserve notes

outstanding at the close of 1919 were covered by $1,240,-

000,000 in gold and $2,711,000,000 in paper collateral.

Commenting upon the amendments of June, 1917, per-

mitting the issuance of Federal reserve notes against gold

alone or gold and eligible commercial paper, the annual

report of the Federal Reserve Board for 1917 said (p. 11) :

"As a result of these changes the Federal reserve note will

more speedily attain the position originally intended for

it; from being an occasional emergency currency used to

supplement deficiencies in the supply of other existing

forms of currency, it is becoming the most importa,nt con-

stituent of our circulating medium responding promptly
and naturally to currency requirements from whatever

source proceeding, thus promising to give to our whole
currency a kind and degree of elasticity it has never he-

fore possessed. When issued against gold, the Federal re-

serve note virtually functions as a gold certificate, taking

the place in the circulating medium tff the amount of gold

1 Federal Reserve Bulletin, February, 1920, p. 146.
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for wliieli it was exchanged. When issued against com-
mercial paper it has more of the character of bank credit

currency. In times when trade is abtive and the country

needs increasecl currency the Federal reserve note will be

issued in increasing degree against commercial paper as

collateral. In times of slackening demand for currency,

commercial paper will be withdrawn ^and gold deposited in

its place to provide for the redemptidn of notes which have

been issued to the member banks. While giving greater

flexibility to the Federal reserve note, the recent amend-
ments have not changed its security, for, as provided in

the original act, the Federal reserve note remains covered

by an equivalent value in gold, or gold plus commercial

paper held in trust for the public by the Federal reserve

agent as the representative of the Government."
193. Reserves.—The most serious defect in our old bank-

ing system was the scattering of thy reserves among sev-

eral thousand banks and the absence of any central reser-

voir upon which these banks could draw in times of urgent

need. This defect was magnified by the permission given

to all national banks, except those located in the three

central cities, to keep a part of their required reserve in

other cities. Under the old reserve system all national

banks were divided into three classes, with different re-

serve requirements for each class. Banks in central reserve

cities were required to keep in their own vaults a reserve

in lawful money equal to 25 per cent of their demand lia-

bilities; banks in reserve cities, 25 per cent, of which one-

half might be kept as a balance with 1tanks in the central

reserve cities; and banks in the country, 15 per cent, of

which three-fifths might be kept with banks in either of

the other groups. This permission to redeposit reserves

grew out of the system of providing for domestic exchange

in existence when the National Bank Act was passed.

Prior to that time the diffused state banking systems made
it necessary for banks to keep balances at important com-

mercial centers to provide their customers with a means

of remitting for purchased goods. In time competition
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set in among the banks in the larger centers for these

bankers' balances because they increased the loanable

funds of the banks and attracted other profitable business

from interior banks. As a consequence the idle funds of

the country and reserve cit.y banks tended to flow to the

central reserve cities, especially to New York. The great

development of stock market operations after the Civil

War was a factor in this development. Since the New
York banks had to stand ready to return the interior lianks'

deposits on demand, and since there was no open market

or other agency by which they could convert their dis-

counted paper into cash, they used these funds largely in

making call loans to stock exchange operators.

In normal times this system, though productive of many
evils, which have previously been noted, worked tolerably

well. When interior banks needed money and drew on

their New Y'ork balances, the New York banks required

the operators to liquidate some of their demand loans,

which usuall>' necessitated the sale of securities or the

transfer of the loan to some other bank. When, however,

a serious commercial or financial disturbance occurred and

a panic broke out in New Y^ork, where because of this sys-

tem of loaning surplus reserves to stock operators nearly

all panics of recent years have started, the banks there

called their demand loans, and oft^n in self-preservation

had to suspend payments. Though the rest of the coun-

try might be highly prosperous, banks everywhere fol-

lowed the lead of New Y'ork in suspension on the grounds

that they could not get possession of their reserves in

other cities. At such times, when banks should have been

lending freely to allay spreading distrust and alarm, they

were further handicapped by the prohibition against lend-

ing -when their reserves had fallen below the legal require-

ment. It should l)e noted that the failure of the New
Y^ork banks to meet the demands of their interior corre-

spondents was not due primarily to disregard of their ob-

ligations but to the inherent difficulties of the situation

which tlie.>' could not overcome. These bankers' balances
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included in their reserves were not cash reserves, hut paper
reserves consisting of checks, drafti and other forms of

paper, commonly known as "the float." This system re-

sulted, therefore, in undue stimulation of speculative oper-

ations on the one hand and periodic shortage of cash

throughout the country on the other, with recurring dis-

turbance and instability of the whole credit and exchange
situation.

The Federal Reserve Act provided *for the gradual trans-

fer of the deposited reserves of mem-ber banks to the Fed-
eral reserve banks so that after three years from the es-

tablishment of the system all member banks should hold

their reserves either in their own vaults or with their

Federal reserve bank. Instead, therefore, of the concen-

tration of a considerable part of -the reserves in New
York, and to a lesser extent in othej* reserve cities, where
in times of financial stress they have proved illiciuid and
unavailable, the reserve funds of member banks are de-

posited in their own district, where they are kept in liquid

form and used only for the purposes of commercial bank-

ing. Provision is made also for one "Federal reserve bank
to come to the aid of another if necessary. "While the Act
contains no express provision prohibiting the Federal re-

serve banks from paying interest on member banks' bal-

ances, the intent is that interest shatl not be paid.

On the assumption that by concentrating the reserves

in a few great reservoirs in this 'way a much smaller

amount of money would actually be required than under

the old system, the Act reduced considerably the percent-

age required to be held by member banks, and a distinction

was drawn for reserve purposes between time deposits and

demand deposits. Demand deposits are defined in the

Act as those payable within thirty days, while time de-

posits comprise all deposits payable lafter thirty days and

all savings accounts and certificates of deposit which are

subject to not less than thirty days' notice before payment,

and all postal savings deposits. Reserves against demand

deposits were reduced as follows: country banks, from 15
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per cent to 12 per cent; reserve city banks, from 25 per

cent to 15 per cent; and central reserve city banks, from

25 per cent to 18 per cent. In the case of time deposits

all banks alike were required to keep a 5 per cent reserve/

This reduction in reserve ratios was slightly offset by

the provision that the 5 per cent redemption fund held

in the Treasury against the outstanding circidation of

national banks could no longer be counted as part of the

reserve.

As noted above, the original Act provided for the gradual

withdrawal of rcser^'c funds from existing reserve deposi-

tories so that after November, 1917, only cash in vaults

and balances with Federal reserve b^nks could be counted

as reserves. For the first twelve months after the ^ct

went into effect all country bank members were required to

keep two-twelfths and reserve city banks three-fifteenths of

their reciuired reserves on deposit with their Federal re-

serve bank; for each succeeding six months country banks

were required to deposit an additional twelfth and reserve

city banks a fifteenth until the total of the former

amounted to five-twelfths and of the latter six-fifteenths.

In the central reserve cities member banks were required

to keep from the outset seven-eighteenths of their required

reserves with the Federal reserve bank of their district.

After the expiration of the three-year period, according

to the original Act, the distribution of reserves between the

member banks and the Federal reserve banks was to be as

follows : country banks, at least 4/12 in cash in vaults,

5/12 in Federal reserve bank, and 3/12 in either at the

option of the bank; reserve city banks, 6/15 in vault, 6/15

in Federal reserve bank, and 3/15 in either; central re-

serve cities, 6/18 in vault, 7/18 in Federal reserve bank,

and 5/18 in either. Thus, it will be seen, the gradual

transition of reserves over a period of three years would
permit member banks to continue to keep a part of their

reserves with other banks as formerly, until the Federal

reserve banks were sufficiently well-established to furnish

1 !Por present reserve requirements see p. 422.
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equally satisfactory collection and exchange facilities, but
after three years such balances could not be counted as

reserves. To avoid undue contraction of loans which
might have resulted from the withdrawal of existing bal-

ances from reser\e and central regerve city banks, and
by the payment of subscriptions to the capital stock of the

Federal reserve banks, the Act provided that one-half of

the required deposit of reserves with the Reserve banks

might be made in the form of paper eligible for redis-

count. During this transition period state banks and trust

companies entering the system were put upon the same
basis as national banks by the provision that if required

by state law to keep their reserve either in their own
vaults or with another state bank, such reserves should be

regarded as if they were reserve deposits in a national

bank in a reserve or central reserve city. Except as thus

provided no member bank could keep on deposit with a

non-member bank more than 10 per cent of its own capital

and surplus. By an amendment passed August 4, 1914,

state banks were permitted to continue holding reserves

when held for other state banks and to count such reserves

as though held by national banks during the three years

the system was being put into effect. The final instalment

of obligatory reserves was paid into the Federal reserve

banks by their members on November 16, 1916. There-

after further payments were not compulsory, but after the

three-year period balances with correspondent banks could

not be counted as reserves. By an amendment to the Act

adopted September 7, 1916, any member bank, upon vote

of five members of the Federal Reserve Board, was per-

mitted to carry in the Federal reserve bank of its district

any portion of the reserves theretofore required to be held

in its own vaults. As a result of the transfers of reserves

and the increase of member bank deposit liabilities as well

as the change in vault requirements; the money stock of

the Federal reserve banks increased from $255,000,000 at

the close of 1914 to $475,000,000 at the close of 1916.

In order that the Federal reserve banks might be fur-
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nislied with an effective means of controlling possible over-

expansion of credit, and to provide for the mobilization of

the vastly increased gold holdings of the country, the Ee-

serve Board recommended to the Sixtj^-fourth Congress

amendments to Section 19 .which reduced the reserve re-

quirements still further and brought all the legal reserve

funds of member banks into the Federal reserve banks.

The reserve amendments failed of passage in the Sixty-

fourth Congress but were finally adopted June 21, 1917.

The ratio of reserves to deposits thus established and now in

force is as follows :^
t> ^ m-Demand Time
Deposits Deposits

Central reserve city banks , 13% 3%
Reserve city banks 10% 3%
Country banks 7% 3%

Wliile under the law as amended member banks are free

to keep m tlieir own vaults as much cash as they please,

they are required to keep all of their Irgal reserve on de-

posit with the Federal reserve banks. No member bank
may keep on deposit with a non-member bank a sum in ex-

cess of 10 per cent of its own capital and surplus.

Though our own experience under the old national bank
system had demonstrated the weakness of the policy of re-

quiring banks to carry a fixed minimum reserve and the

experience of other countries has shown the safety and a,d-

vantage of leaving the question of reserves to the judgment
of the banks, it was believed that since the country had be-

come used to a fixed reserve requirement, its omission would
bring distrust upon the new system. Fnder the old system

the banks, especially those in the central reserve cities

wliich carried so large a proportion 'of the redeposited re-

serves of other banks, usually kept as close as jjossible to

1 By an amendment approved September 26, 1918, a member bank
loeated in the outlying districts of a centr.al roser\e or reserve city,

or in territory added to suth a city Ijy the* extension of its corporate
ciiarter, may upon tlie affirmative vote of *five members of the i'^ed-

cial Epserve Board hold the reserve rcquired»of it before such absorp-
tion or annexation.
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the legal reserve requirement. Then, when some unusual
demand or pressure occurred reducing tlieir reserves below

the legal minimum, they had to stop making loans and to

call their demand loans, thus curtailing normal credit

operations and exciting distrust, which often deepened into

panic. Under the new system of concentrated reserves,

howevei", member banks may with greater safety approach

the legal limit more closely because at all times they can

convert good commercial paper into cash at the Federal re-

serve banks. Tlie fact that an ample supply of reserve

money is promptly available inspires public confidence and

lessens the danger of financial panics. Of course it is not in-

tended that the Federal reserve bapks shall keep idle in

their vaults all the reserves held for ^he member banks. As
explained elsewhere the law provides for the active employ-

ment of a part of these funcls in certain open market

operations, etc. But every Federsfl reserve bank is re-

quired to maintain reserves in gold or lawful money of not

less than 35 per cent against its deposits, and not less than

40 per cent in gold or gold certificates held by the Federal

Reserve agent as collateral against its Federal reserve

notes in actual circulation. Further elasticity of reserves

is provided l)y the authority given the Federal Reserve

Board to suspend for a period of thirty days, and to re-

new such suspension for fifteen-day periods, any reserve

requirement specified in the Act, provided that it shall

establish a graduated tax upon the deficiency in the re-

serves. Since the Federal reserve baiiks are the gold reser-

voirs of the country, from which funds can be drawn by

member banks in time of need, it is e'ssential that they shall

always have adequate reserves. As we have seen, the great

central banks of Europe, though subject generally to no

fixed reserve requirements, normallyj carry reserves of from

50 to 75 per cent against their deniand liabilities, and it

may be that experience will demonstrate to onr Federal re-

serve banks the wisdom of carrying reserves equally high.

During the war period when the reserves of the European

banks fell to extremely low levels the Federal reserve banks
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sustained their reserves well above 50 per cent.^ Our sys-

tem provides twelve central banks, instead of one as in

European countries, but provision is made for the piping

of these reservoirs together through the poM^er of the Re-

serve Board to require any Federal reserve bank to redis^

count for another. During the period of war financing and
post-war readjustment this provision was largely invoked,

demonstrating that when necessary the system works as a
unit.

There has been some criticism of the Federal reserve

system on the ground that it works a hardship upon mem-
ber banks, because while apparently reducing reserve re-

quirements, in practice it increases them, since to take

care of their necessary exchange and collection operations

banks must continue to carry balantes in New York and

other money centers. Formerly banks were permitted to

include these balances as part of their legal reserve and

at the same time the.y received interest upon them. Now
member banks caimot count these balances as reserve and

thej^ receive no interest on them from the Federal reserve

banks. But, as shown in the next section, the system con-

templates the removal of the necessity of keeping balances

in other cities, as the Federal reserve banks will provide all

the machincrj' necessary for carrying on the collection and
exchange business of member banks. Even in the case of

non-member banks provision has been made for collecting

items drawn on them through the Federal reserve banks.

Similarly in the matter of exchange the system has de-

veloped exchange operations so that .every Federal reserve

bank and branch bank city is a par point for the whole

country.

194. Clearings and collections.—One of the most impor-

tant and difficult duties laid upon the Federal reserve

system was that of the clearance and collection of checks

through which medium so large a part of American busi-

ness is conducted. At the outset the distinction between

1 In tlie post-war period of credit inflation, the reserve percentage
ojE some of the Beserve banks fell almost to the legal minimum.



THE FEDERAL RESERVE SYSTE^ii 429

clearance and collection should be made clear. A check is

said 'to be collected when it is returned to the bank on
which it is drawn and arrangements are made to remit

the proceeds ; it is cleared when the Jaank receiving it off-

sets it against checks in favor of the bank by which it is to

be paid and then collects or remits tthe balance.

Prior to the adoption of the Resesve Act, the collection

and clearing of out-of-town checks was handled largely by
the banks in reserve and central reserve cities which were

the depositories of a considerable proportion of the legal re-

serves of other banks. Under the new system the Federal

reserve banks were made the custodians of the reserves of

member banks and deposits with correspondent banks

could no longer be counted as legal reserve. It followed,

therefore, that the Reserve banks should assume the re-

sponsibilit}- and the expense of check collections for all

member banks.

Section 16 of the Act requires every Federal reserve bank

"to receive on deposit at par from hiember banks or from

Federal reserve banks checks and drafts drawn upon any

of its depositors, and when remitted by a Federal reserve

bank checks and drafts drawn by any depositor in any

other Federal reserve bank or member bank upon funds

to the credit of said depositor in said reserve bank or mem-
ber bank. . . . The Federal Reserve Board shall, by rule,

fix the charge to be collected by the member banks from

its patrons whose checks are cleared through the Federal

reserve bank and the charge which- may be impoMcd for

the service of clearing or collection rendered by the Fed-

eral reserve bank." Each Reserve bank, therefore, must

receive at, par checks and drafts drawn on member banks

in its own district if they are deposited with it by other

Reserve banks, but the Reserve bank may make a charge,

to be fixed by the Reserve Board, to a member bank for

the collection of checks drawn on member banks in another

district. Wlaile the Reserve Act was being framed it was

proposed to include a clause requiring the collection at

par of the checks of member banks throughout the coun-
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trj', but this was not pressed owing to the fear that coun-

try banlis, which would thereby lose a large source of

revenue from exchange, would be antagonized and refuse:

to join the system. As finally passed the Act provided

that a member bank should not be prohibited from '

' charg-

ing its actual expense incurred in collecting and remitting

fiinds, or for exchange sold to its patrons." The Reserve

banks, therefore, were not compelled to accept all checks at

par, but only those upon its own member banks and upon
the members of other Reserve banks if remitted by such

Reserve banks.

The Act also provides that the Reserve Board "may, at

its discretion, exercise the functions of a clearing house

for such Federal reserve banks, or may designate a Fed-

eral reserve bank to exercise such frjnctions, and may alsO'

require each such bank to exercise the functions of a clear-

ing house for its member banks." One of the first steps

taken hy the Federal Reserve Board in the exercise of its

functions as a clearing house for Federal reserve banks was

to establish a Gold Settlement Fund for the settlement of

balances arising out of transactions among these banks,

operated under the direction of the Reserve Board, with

the cooperation of the Treasury Department. To inaugu-

rate the plan each Federal reserve bg-uk deposited with the

United States Treasurer at Washington, or at a Subtreas-

ury, $1,000,000, plus the net amount of its indebtedness to

other Federal reserve banks. The firsl; regular settlement or

clearing was made on May 27, 1915, each Federal reserve

bank having on the previous evening transmitted to the

Reserve Board a statement of the amount due from it to

every other Federal reserve bank ; and after the settlement

was made a telegram was sent to ;each bank giving the

amounts which other Federal reserve banks had reported

due to it and the net amount of its debit or credit balance.

Upon receipt of this telegram each bank charged the ac-

counts of other Federal reserve banks witli the amounts it

had reported due to them and credited their accounts with,

the amounts which they had reported due to it, the obliga-
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tions in each case being extinguisheel by the operation of

settling and the transfer of title to gold held in the settle-

ment fund. This practice has been followed ever since at

the settlement, which since July 1, J-918, has been made
daily. Later a somewhat similar plan, the Federal Reserve

Agents' Fund, was adopted to facilitate the transfer of

funds among the agents who are custodians of large

amounts of gold pledged as security for Federal reserve

notes. By means of the machinery thus provided transfers

are made among all the Federal reserve banks and Agents
and the Subtreasuries with a mininuim of time, expense

and 'volume of money actually handled. Indeed the gold

settlement fund system has almost entirely eliminated the

shipment of money, except Federal reserve notes. The
operations of the gold settlement fund, which is practically

a clearing house for the Federal reserve banks and
branches, have steadily increased in volume, rising from

$1,052,000,000 of combined clearings and transfers in 1915,

and $27,154,000,000 in 1917 to $73,984,000,000 in 1919.

Says the Federal Reserve Board in its annual report for

1919 (p. 46) : "When it is considered that these enormous

transfers are made almost instantaneously by means of the

leased wire system without involving the physical move-

ment of a single dollar, it will be seen that the arrangement

has been of incalculable value to the Government, the

banks, and the public.
'

' The total /cost of operating this

system in 1919 was about $250,000. The Board points out

that this "represents the basic cost of effecting the domestic

exchanges between the several Federal reserve districts"

compared with which a charge of 10 cents per $100, if

generally imposed, would have invoked an expense to the

business of the country of $73,984,252.

Early in 1915 the Federal Reserve Board prepared a

general circular and regulations intended to provide for

the clearing of checks within the several Federal reserve

districts. It had not advanced far jn the working out of

this intradistrict branch of the clearance system, however,

before technical and legal difficulties arose. Many banks
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were opposed to tlie enforcement of the law beoause of the

loss of exchange charges which it would entail. The Re-

serve Board recognized that the clearing problem was in-

timately bound up with the question of reserves, the re-

serve balances in some reserve cities being used to provide

for exchange and collection operations, and that "so long-

as this function on the part of city correspondents con-

tinued there was some argument in i^avor of deferring any
compulsory application of par clearance at the reserve

banks." As earl}- as December, 1914, two districts, Kan-
sas Cit.y and St. Louis, obtained permission to apply to

their members a complete system of required clearing. In

other districts, however, there was reluctance to under-

take this function, and after thoroughly canvassing the

situation with the governors of the several Federal re-

serve banks, it was decided to introduce a "voluntary"
system of collecting and clearing cheeks. Federal reserve

banks agreed to receive from their members checks and
drafts drawn on other member banks which had assented

to the plan, and to debit or credit them, as the case might

be, at once. This plan became effective in most districts

during June, 1915. The response to the voluntary clear-

ing plan was not encouraging, however, less than 25 per

cent of the banks eligible for membership having assented

to it at the close of the year 1915.

The question continued to occupy the attention of the

Reserve Board, and finally, on May 1, 1916, it announced
the inauguration of its proposed country-wide, interdis-

triet system for the collection and clearance of checks,

which became effective July 15, 1916. The plan operates

about as follows: Each Federal reserve bank receives at

par from its member banks checks drawn on all member
and clearing member hanks'- and all other non-member

1 By an amendment to Section 13, passed .June 21, 1917, Federal
reserve banks are permitted to receive from nou-member banks,

"solely for purposes of exchange or collection" deposits of money,
cheeks, and other collection items, provided they maintain with the

Reserve bank a sufficient balance to offset the items in transit for

their account.



THE FEDERAL RESERVE SYSTEM 433

banks wliidi agree to remit at par through the Federal

reserve bank of their district. Further, each lieserve bank
receives at par from other Reserve baiiks, member banks
and clearing member banks, checks from outside its dis-

trict drawn upon its member and clearing memlier banks
and all other non-member banks of dts district which can

be collected at par. Immediate ereclit at full face value

is entered upon receipt of such items subject to final pay-
ment, but the proceeds are not counted as reserves nor

made available for cliecks drawn until actuall}^ collected.

Cheeks received by a Federal reserve bank are forwarded

direct to member banks and are not charged to their ac-

counts until advice of payment has been received or until

sufficient time has elapsed to receive, such advice. ]\Icmber

banks are recpired to provide funds to cover all checks

received from, or for the account of, their Federal reserve

hanks, but a member bank, if unable to provide items to

offset sac\\ cliecks, may ship lawful money or Federal

reserve notes at the expense of its Federal reserve bank to

cover the deficiency. Should a member bank draw against

items in process of collection, which manifestly cannot be

counted as reserve, the draft is charged against its reserves

if these are sufficient to meet it, but impairment of re-

serves is subject to all the penalties provided by the Act.

A schedule of the time required to' .collect cliecks is fur-

nished to each member bank to enable it to determine when,

any item sent to its Federal reserve bank will be counted

as reserve or be available for withdrawal. These schedules,

were arranged by the several Federal reserve banks show-

ing points on which checks were available for reserves

—

immediately, in two days, in four days, and in eight days.

In handling items for member banks the Federal reserve

bank acts as agent only, assuming no responsibility other

than due diligence and care in forwarding items promptly.

The Board's original clearing plan was not made com-

pulsory upon any bank so far as the use of facilities was

concerned. The only reciuirement was that member banks

should remit without deduction in Junds satisfactory to
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tlie Federal reserve lianks for checks on them sent for col

Iccti&n by the Eeserve banks. The cost of operating the

system of clearing and collection M'as to be borne ex-

clusively by the banks electing to nse it and in exact pro-

portion to the extent of sucli use. A sm-vice charge, cov-

ering the ai'tual cost of operation, Svas assessed monthly

on a per item basis iipon the member banks depositing

items. These charges so far ats they relate to cash items

were discontinued liy an order of the Federal Reserve

Board, effei-tive 3Iay 1, 191S. Since then the Reserve

banks have borne all the expense of collecting and clearing

checks for member and clearing member banks. Recently

the collei'tion service of the Reserve banks has been ex-

tended to items other than checks such as acceptances,

promissory notes, coupons and the like. Whenever collec-

tion arrangements admit of it, such i'tems are collected free

of charge, l)ut to prevent the dumping of dunning drafts

into the collection system a charge of 15 cents is imposed

upon items returned unpaid. At the close of the year

1910 all the 20,561 banks of the country except 3,996 were

remitting to the Federal reser\'e banks at par, and the

Federal Reserve Board declared its intention to continue

its efforts to establish a universal par remittance system

until all Itanks are on the par list. The daily average

number of items handled by the Fedm'al reserve banks

during the j'car 1919 was 1,110,701 as compared with

612,731 for the previous year ; the 'daily average amount
of such items handled increased from .$190,000,000 in 1917

to nearly ii^.125,000,000 in 1910.

Sixm after the inauguration of the par collection system

opposition to it arose, especially among banks in the South

and Southwest who objected to the loss of profit which

they derived from exchange charges. After many confer-

ences and much discussion in Congress and out. Section 13

was amended, June 21, 1917, to provide that "nothing in

this or any other section of this act shall be construed as

prohibiting a member or non-memb.er bank from making
reasonable charges, to be determined and regulated by the
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Federal Reserve Board, but in no case to exceed 10 oents

per $100 or fraction thereof, based on the total of checks

and drafts presented at any one time, for collection or

payment of checks and remission therefor by exchange or

otherwise; but no such charges shall be made against the

Federal reserve banks."

This action, however, did not allay the opposition of the

country banks to the par collection system the extension

of which was being pushed vigorously by the Federal re-

serve banks in all districts. The Federal Reserve Board
took the position that under the ter-ras of the Act it had

no discretion in the matter of the pa*rring of checks. Sec-

tion 13 says the Reserve banks shall not pay exchange on

items collected through them as clearing house agencies.

Section 16, however, says they may collect checks against

non-member banks. Opponents of par collections con-

tended that this latter section is clearly discretionary and

does not carry the corollary, as held by the Reserve Board,

that the Reserve banks must act as clearing houses, and,

as they cannot pay exchange, must institute par clearance

on non-member banks. On the contrary they maintained

that this provision of the Act means that in the event a

non-member bank charges exchange the Reserve bank can-

not collect cheeks against that bank, except through a

regularly established clearing house or other agency which

can pay the exchange rate. Opponents of the system argue

that the term "par clearance" is a misnomer, that the

transmission of funds from city to citf constitutes a service

involving factors of expense which are covered In* ex-

change charges, and that parring of checks merely shifts

the payment of these costs from one class of business to

another—from the bigger business .houses to the small

country merchant and countrj^ bank.

Opposition to the par collection system finally took

shape in an organization of bankers launched at New
Orleans in February, 1920, and completed at a meeting of

representatives from twenty-four states held in AVashing-
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ton in ]\Iay.'^ This organization was given a hearing by
the Frderal Reserve Board and presented its arguments

in favor of exchange charges. Sometime prior to this an

organization of country bankers in Georgia obtained

througli the state courts an injunction restraining tlie Ee-

serve Bank of Atlanta from putting the par clearance

system into effect against non-members. The case was

transferred to the United States District Court whicli

ruled for the Reserve bank, but the 'restraining order was
allowed to stand pending appeals. Soon after the New
Orleans meeting, resolutions were introduced in Congress

calling for investigation of the entire policies and methods

of the Federal reserve system, and bills (the Steagall bill

and the McFadden bill) were introduced providing that

state banks may make reasonable "exchange" charges for

the transmission of funds to cover oait-of-town cash items.

As a result of the hearings accorded by the Reserve Board

to opponents of the par collection system, the former ad-

dressed a letter to the Chairman of the House Committee
on Banking and Currency pointing out the importance

of having "the attitude of Congress toward the par col-

lection system made clear beyond 'any possible doubt."

The Board requested the Committee to give a hearing to

all interested parties, both those opposed and those in

favor of the system, with a view to the adoption of either

of two definite plans, (1) establishment by law of the par

remittance system binding upon alj banks of deposit in

the country, or (2) authorization to l)otli member and non-

member banks to make charges against the Federal re-

serve banks as well as against each other for remitting

for checks, not to exceed 10 cents per $100. The Board
suggested this alternative "only because it has been con-

tended that the present enactment leaves open some doubt

as to the duty of the Federal reseirve banks to receive

checks drawn on non-member banks whicli are not willing

to remit at par, and because it is convinced that a large

number of non-member banks will never be reconciled to

1 See The Clironiclr, May 15, 3920, p. 20.'?li.
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par remittance as long as Section 13 of the Act remains
in its present form. '

'
^

195. Relations to the Treasury.—In an earlier chapter

reference has been made to the clumsy and wasteful Treas-

ury system. Practically all plans of banking reform that

have been proposed in recent years have contemplated its

divorce from the banking system. Not only has it failed

to furnish the Government "with modern and economical

fiscal machinery, but at times it has seriously interfered

with the ordinary and necessary operations of business and
credit. In the past its operations have unavoidably locked

up great quantities of money at seasons of the year when
the banks and business needed it most and released money
to the banks in times of depression when business was
sluggish and the banks already had large supplies of idle

funds. The system has been unresponsive to and out of

harmony with the business needs of the country.

The Independent Treasury is retained under the new Re-

serve System, which, however, makes provision for distinct

changes in Treasury practice and in the relations between

the Treasury and the banks. Section 15 of the Act pro-

vides that "the moneys held in the general fund of the

Treasury, except the five per centum fund for the redemp-

tion of outstanding national bank notes and the funds

provided in this Act for the redemption of Federal re-

serve notes may, upon the directioJi of the Secretary of

the Treasury, be deposited in Federal reserve banks, which

banks when required by the Secretary of the Treasury

shall act as fiscal agents of the United States; and the

revenues of the Government or any part thereof may be

deposited in such banks, and disbursements may be made

by checks drawn against such deposits." It provided also

that no piiblic funds of the Philippine Islands, or of the

postal savings, or any Government funds should be de-

posited in the continental C^nited States in a non-member

bank.

1 The Sixty-sixth Congress closeil in Jiine, 1920, without further

legislative action.
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The Secretary of the Treasury is given wide latitude in

the matter of depositing government funds, except that

the funds deposited to redeem national bank notes and

Federal reserve notes must be kept ^^ the vaults of the

Treasury, and that no government funds may be deposited

in banks not members of the system.^ He may, therefore,

keep government balances in the Treasury, or with the

national banks, or with the Federal reserve banks. Though

it is assumed that the major part of these funds will be

deposited with the Federal reserve banks, this is a matter

entirely within the cV'scretion of the Secretary. The Act

specifically provides that nothing contained therein shall

be construed as taking a\va\' any power-s vested in him by

law relating to the supervision and control of the Treasury

Department ancl i^s bureaus, and that "wherever any

power vested by this Act in the Fiederal Reserve Board

or the Federal reserve agent appeafs to contlict with the

powers of the Secretary of the Treasury, such powers shall

be exercised subject to the supervision and control of the

Secretary." On January 1, 1916, the Secretary of the

Treasury designated the twelve Fedeual reserve banks gov-

ernment depositaries and fiscal agents, and discontinued

the former national bank depositaries in the Federal re-

ser\'e cities, except one or two in fc'ach city which were

retained as depositaries for post office and court funds.

Our entry into the war prevented the carrying out of this

policy of withdrawing government funds from the na-

tional banks and depositing them in the Federal reserve

banks. To prevent money market disturbances in the

floating of the huge Treasury loans, the Government
adopted the jiolicy of keeping its funds widely scattered

and of leaving them as far as practic*a*ble in the local banks

where they were received. This policy, too, led to the

deposit of Government funds against approved collateral

not only in national banks, but also in qiialified state banks
and trust companies, whether members of the Federal
reserve system or non-members. What the future policy

1 But see below.
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of the Treasury will be in this matter cannot now be

forecasted.

It will be recalled -that both the Secretary of the Treas-

ury and the Comptroller of the t'lirrency are members
ex-offieio of the Federal Re'scrve Board. The Comptroller's

function as head of the national banking system was in no

wise changed liy the new system, and his membership in

the Board establishes a link lietween the supervision of

the former and the general supervision of the latter. The
dual relationship of the Seci'etary of jtlie Treasury enables

him to keep the Board informed as to the financial and
banking policies of the Treasury, and in turn to keep in-

formed as to the plans and operations of the Federal re-

serve system which might aifect the Treasury. This rela-

tionship was of inestimable value during tlie period of

war financing when the chief fundtion of the Federal

reserve banks was as fiscal agents of the Government.

196. New powers of national banks.—The Federal re-

serve system deprives, or ultimately will deprive, national

banks of some of their powers and sources of income.

Gradually as they part with their government bonds they

will surrender their- note-issue privilege, which has distin-

guished them from state banks and has yielded a small

profit. Since November 16, 1917, they can no longer count

as reserves the balances formerly kept with banks in im-

portant cities upon which they have been accustomed to

receive interest. The presumption is* that ultimately gov-

ernment funds will be kept mainly or entirely in the

Federal reserve banks, so that national banks will lose the

use of such deposits. Even though there has been little or

no profit accruing directly from these funds, the fact that

a national bank was designated as a government depositary

carried with it an implication of influnnce and trustworthi-

ness that had at least a psychological value. Now, since

state banks were to be permitted to enter the Federal re-

serve system on even terms, and might expect to share

many of its advantages without the expense -and obliga-

tions of pining fne system, it seemed well to the framers
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of the law to permit national banks to exercise some addi-

tional functions previously denied to them but generally

exercised by state banks. These additional powers may be

roughly grouped under three headings : Trust company,
savings bank, and real estate.

The original Act provided that national banks, by spe-

cial permit of the Federal Reser-ve Board and when not in

contravention of state or local law, may "act as trustee,

executor, administrator, or registrar of stocks and bonds"
under rules prescribed by the Board. By an amendment
to Section 11, approved in September, 1918, these powers

were further extended to include "guardian of estates,

assignee, receiver, committee of estates of lunatics, or in

any other fiduciary capacity" in which state institutions

competing with national banks are permitted to act. Na-

tional banks exercising any of these powers are required

to segregate all fiduciary assets and to keep a separate set

of books and records relating thereto which shall be open

to inspection by the State authorities. In various other

ways national banks which exercise these fiduciary powers

must conform to tire requirements of the State applicable

to such institutions. Trust companies have steadily ex-

panded their activities until in many cases lliey have be-

come active comj)etitors of commercial banks for ordinary

commercial business. Now national banks may undertake

fiduciary functions and so can compete with trust com-

panies on even terms. These trust 'company powers may
be granted only when not in contravention of state or

local law. The amendment of 1918 .provided that when-

ever the state law perinilted the exercise of these funelions

by state institutions which compete with national banks,

the exercise of such powers liy national banks should not

be regarded as contravening state or local law. Under
the laws of some states the exercise of these functions by

national banks- was plainly prohibited, while in others it

was clearly permitted, and in still others it was doubtful.

Soon after the establishment of the "system national banks

bega,n to apply for the privilege of exercising these func-
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tions, with the result that in some states enabling legisla-

tion was passed and in several practically prohibitory laws

were enacted. Finally a suit was filed by the trust com-

panies of Michigan to test the constitutionality of this

grant of trustee functions to national banks. The ilichi-

gan Supreme Court decided that Congress had exceeded

its constitutional powers in granting such powers. An
appeal was taken to the Supreme Court of the United

States, which in a decision rendered in June, 1917, upheld

the right of national banks to exercise fiduciary powers

under the Act.^

Though under the national banking act national banks

were not specifically authorized to organize savings depart-

ments, the competition for deposits and the payment of

higher rates of interest on savings than on otlier accounts

by trust companies and other state banks, led national

banks to establish savings departments or to pay interest

on savings accounts. There was always an uncertainty as

to whether national banks could legally enforce their sav-

ings department rules, and since the law did not distin-

guish between savings and demand deposits national banks

had to carry the same reserve against one as against the

other. The Act removes this uncertainty by authorizing

savings deposits which are defined as "all deposits pay-

able after thirty days, and all savings accounts and cer-

tificates of deposit which are subject to not less than thirty

days' notice before payment." Against these deposits a

reserve of 3 per cent is required for 'all classes of national

banks. In some states the investments of savings banks

are strictly limited; national banks under the new law

will have an advantage in not being so narrowly restricted

in the employment of saving deposits.

Prior to the passage of the Reserve Act national banks

had been handicapped in competition with state institu-

tions, especially in the West, because of their legal in-

ability to lend on the security of real estate. This dis-

ability has been removed. All national banks, except

1 First National Bank of Bay City v. Fellows.
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those located in central reserve cities, may lend 25 per

cent of their capital and surplus or 33% per cent of their

time deposits on improved and unincumbered farm land or

real estate located within a radius of 100 miles up to 50

per cent of the value of the property. Farm loans are

limited to five years and real estate loans to one year.

The Reserve Board has power to add to the list of cities

in which national banks are not perjnitted to make such

loans.

By an amendment to the Act passed September 7, 1916,

the investment opportunities of country banks were in-

creased by the permission to act as real estate and insur-

ance agents. In towns having a population of not over

5,000 national banks may, under regulations prescribed

by the Comptroller of the Currency,, act as the agent for

any fire, life, or other insurance conipanj^ authorized by

the state ; and may also act as the broker or agent for

others in making or procuring loans on real estate located

within 100 miles of the bank's location. No bank may
guarantee the principal or interest of any such loans, or

the payment of insurance premiums, or the truth of any

statement made by an applicant for insurance.

The Federal Reserve Act and its amendments open up
new powers and opportunities for national banks in for-

eign operations. Banks having a capital and surplus of

$1,000,000 may establish foreign branches or may invest

up to 10 per cent of their capital and surplus in corpora-

tions organized to engage in international banking or fi-

nancial operations. Under the original Act member banks

were authorized to accept bills of exchange maturing

within six months drawn or issued in connection with

exports and imi^orts. The authority to make acceptances

was by amendment extended to domestic transactions also,

and as noted elsewhere the acceptance business has already

reached considerable proportions. The use of the banker's

acceptance will be of great advantage not only to the large

metropolitan bank but also to the country bank, enabling

it to keep its funds liquid and safely employed at all sea-
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sons of the year, and to extend larger accommodations
to its customers.

The granting to national banks of the additional powers
above summarized will go far toward enabling them to

enter into active competition with gtate banks and trust

companies in various lines of business, which have been
among the most profitable carried on by such state insti-

tutions, but from which national banks have heretofore

been barred.

197. State banks and the new * system.—One of the
requisities of banking reform outlined in the preceding
chapter was the solidarity and unity of our whole banking
sj^stem. This end can l)e attained only when a large pro-

portion of all commercial banks enter the Federal reserve

system. By the terms of the Act all national banks were
required to enter the system prior to December 23, 1915,

or forfeit their charters; state banks are not required to

enter but are permitted to do so at *any time. In view of

the fact that there are nearly three times as many state

banks as national banks and that they have over one-half

of the total banking capital of the country, it is evident that

the full power and facilities of the system cannot be at-

tained if these state banks remain outside. Under the

law ,as originally enacted which gave the Federal Reserve

Board discretionary powers as to -the conditions under
which state banks and trust companies might enter the

Reserve system, a liberal policy w*as pursued from the

outset. In the absence of definite statutory guaranties,

however, there was some doubt of the permanence of this

policy. Accordinglj', the Act was amended June 21, 1917,

to provide that any state bank becoming a member of the

Federal reserve system shall retain its full charter or

statutory rights as a state bank or trust company, and

also providing for its withdrawal upon six months' notice.

The inducement to state banks to join the system held out

by this amendment to Section 9 was strengthened, by an

opinion rendered by the Attorney G-eneral of the United

States to the effect that it released them from the restric-
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tions of the Clayton Act as to interlocking directors. The
removal of these obstacles coming at a time wlien all banks

felt the patriotic desire to assist the Government in finan-

cing the war, resulted in a marked increase in state hank

memberships.^ \Vhen these amendments were passed only

53 state banks and trust companies were members of the

system. At the close of the year 1917, 250 state institu-

tions were members with aggregate resources of about

$5,000,000,000, and by the end of 1919 the number of

state bank members had increased to 1181 with total re-

sources of almost ten billion dollars. The resources of the

member banks on June 30, 1919, were 72.3 per cent of the

total resources of all banks in the United States, exclusive

of savings and private banks.

A comparison of the advantages and disadvantages of

membership in the Reserve system may serve to indicate

the attitude of state banks and trust companies toward it.

Tn the first place, it should be understood that the Fed-

eral reserve system was devised primarily to serve and
strengthen the interests of commercial banking. Such in-

stitutions as savings banks and trust companies not en-

gaged in commercial banking, and in general all banks

whose main interest is investment rather than commercial

banking, will have little incentive to join the system, and,

indeed, might weaken ratlier than strengthen it by joining.

Then, too, in several of the states it is illegal for state

banks to own stock in other banking institiitions. Since

the passage of the Reserve Act some states have passed

laws^ enabling state banks to become jnembers, but in other

states the law has been changed with a view to lessening

the incentive of state banks to do so.

The Act provides for the admission of all state banks
\vhich comply with the requirements imposed upon na-

tional banks regarding capitalization in relation to popu-
lation, the legal reserve required, examination, etc. Many
small state banks have been kept out by the requirement
that the capital shall be not less than the minimum re-

1 Annual Report of Federal Reserve Board, 191S, p. 25.
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quired for national banlis in towns of tlie same population.

The minimum amount of capital lor national banks is

$25,000, but in some states banks m^y be organized with

a capital of $10,000 and profits coukl not be made on a

larger capital. Then, too, the Reserve Act follows the

national banking act in limiting the ainoinit that may be

loaned by a member bank to any one borrower to 10 per

cent of its capital and surplus, whereas in some states

banks may lend a much higher proportion. Another ob-

jection may be found in the strict .Federal examinations

and report requirements. In recent years banking, like

other tj'pes of business, has been made subject to an in-

creasing measure of public control. There is a growing

feeling that such conti-ol .slioidd be exercised l)y a board

and not by an individual. Still another objection lies in

the high reserve requirements imposed under the new sys-

tem as compared with those of some of the states. Though
the Reserve Act reduced considerably the minimum reserve

requirements for member banks, which were still further

reduced as a result of the amendments enacted into law

on June 21, 1917, several states Jiave correspondingly

reduced the legal reserve required of their state banks.

In the case of time deposits, against! which member banks

are required to keep a reserve of only 3 per cent, the

advantage generally is in favor of inember banks. Quite

commonly city banks have paid interest on the reserve

deposits and balances of their country bank correspond-

ents; as the Federal reserve banks do not pay interest on

deposits, banks entei-ing the system may suffer some loss of

direct income from this source. As noted elsewhere, how-

ever, the development of the clearance and collection func-

tions of the Federal reserve banks Ayill lessen the impor-

tance of the exchange services hitherto rendered by banks in

the large cities to interior banks, and so measurably reduce

the practice and the resulting profit of keeping interest-

bearing deposits in such cities. Moreover, the lo.ss of in-

terest on the idle balance carried with the Federal reserve

bank is in most eases more than offset by the savings and
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added profits, and bjr other advantages accruing from
membership. The ambiguities of Section 22 have been

cleared up by the amendments of June, 1917, which au-

thorize bank officers and employees to receive the same
rate of interest as other depositors, and permit banks to dis-

count their commercial paper upon a majorit.y vote of the

directors. These amendments also specifically permit state

banks joining the system to retain, their full charter rights

and powers. Finally it may be noted that some state banks

have objected to joining the system on the ground that

while existing legislation and regulations are reasonable,^

they may by subsequent rulings have iinfair restrictions im-

posed upon them. Quite aside from any consideration of

fairness on the part of the Board, however, state banks have

the privilege under the amendments of 1917 of withdraw-

ing from the system upon six months' notice. When
viewed in the light of sound banking experience most of

these objections become invalid. The requirements of the

Act and the regulations of the Reserve Board relating to

state bank membership are founded upon priucijjles which

all jjrudent bankers should indorse and which no well-

managed bank will find difficult \- in observing.

Among the advantages to state banks of membership

in the Federal reserve system the most obvious are : First,

the right lo rediscount live commercial paper, with the

Reserve banks, thus keeping a substantial part of their

assets in fluid form, with the confidence that an ample

supply of currency is available in time of need ; and,

second, the economies and conveniences of the country-

wide clearing and collection system. A less obvious but

no less important advantage is the insurance the Federal

reserve system provides against financial panics through

the concentration of reserves always available for emer-

gencies.

During the first two years of the new system's operation

there v'as little opportunity of making a tangible demon-
i For Jiseussion of objections to par cleaianees, see p. 431 ante.
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stration of these advantages. It -\vfis a formative period
in tKe life of the Federal reserve banks, when iiolicies and
mechanism ^vere being slowly evolveil ; moreover, it was a
period of ab\indant money supply, when all banks alike

were comparatively independent of the red iscn anting and
other privileges of the system. In normal times bankers
like :other men are disposed under ov-v institutions to pur-
sue their own individual wa}-s ; it is only in times of

common danger that they readily join for common pro-

tection. "While the Federal reserve sj^stem has already
demonstrated its unquestionable actvantages in times of

domestic quiet and prosperity, and even more strikingly in

the troubled days of war, it may be that the full measure
of its service and value to the banks and the bnsiness of the

countr}' will not be appreciated untiLa serious financial or

business disturbance befalls the nation. Then if the re-

sources and facilities of the Federal reserve banks are in-

adequate to meet the needs of all, and if non-member banks
find themselves denied the full use of facilities which
logically should first be extended to member banks which
have borne their share in preparation for such disturbance,

non-inember banks may show greater eagerness to enter

the system.

Meantime, non-member banks, generally speaking, en-

joy many of the benefits arising from the system without

being subject to its restrictions and expenses. The Reserve

banks have extended to non-member banks, in so far as pos-

sible within the law and the bounds of sound banking, all

the facilities open to member banks. With the develop-

ment of the acceptance business and the creation of a dis-

count market, non-member banks as .well as member banks

are enjoying enlarged facilities for the profitable invest-

ment of their funds. The advantages of the clearing and

collection system have been open to non-member banks as

well as to member banks. And in a general way they have

shared the benefits of the strengthened and improved bank-

ing and credit situation. In conclusioia, it may be said that
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while many eligible state banks have thus far been disposed

to accept the benefits without incurring the obligations of

membership in the system, and to await developments from

without rather than within during the experimental stage,

yet the understanding of the fact that the full power, use-

fulness, and even the most economical operation of the

system can be obtained only by their entering it will even-

tually induce the greater proportion of the smaller eligible

banks to follow the example of the large state banks and

trust companies which already have become members.

The Federal reserve system is still in its infancy; it is,

therefore, too early to forecast its future. Circumstances

have compelled it to function primarily as a war machine,

—

as the fiscal agent of the Government—and in that capacity

it has given a most signal demonstration of its strength,

flexibility and serviceability. Its war record alone entitles

it to high place in financial and fiscal achievement,—and to

the everlasting gratitude of every patriot.

As a. peace time device it has already progressed far to-

ward remedying the defects in our banking organization

for which purpose it was established. It has concentrated

the money reserves of the banks into a few great reservoirs

where they can be most effectively used in times of need or

of financial stress. It has expanded the lending power of

member banks, and through the rediscount privilege has

enabled them promptly to convert their commercial or ag-

ricultural paper into cash or credit to meet any unusual

demand in their local communities. It lias x^rovided an

elastic currency'. A broad discount market is being created

through its operations, thus providing elasticity of and

equality in the credit facilities of the country. And it is

steadily welding the banks into a cooperative unit center-

ing in the Federal reserve banks. The Federal reserve

system is not by aii\' means perfect,*' but further experi-

ence will indicate tlie lines along which it must be devel-

oped and strengthened. If it continues to respond flexibly

1 See Laughlin, Banking Progress, Ch. ,XI.
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to tlie changing needs of business and banking, its steady

growth in power and nsefulucss is assured.
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STATEMENT' OF COMBINED RESOURCES AND LIABILI-

TIES OF THE T^^^ELVE FEDERAL RESERVE BANKS,
JUNE 4, 1920.

RESOURCES
Gold jind gold certificates • 8164,519,000

Gold settlement fund—Federal Reserve Board : 431,227,000

Gold with foreign agencies 1 1 1 ,d'M ,000

Total gold held by banks
^ 8707,277,000

Gold with Federal Reserve Agents 1,110,864,000

Gold redemption fund 142,712,000

Total gold reserves $1,960,85.3,000

Legal tender notes, silver, etc 138,087,000

Total re^'erves * $2,098,940,000

Bills discounted (Secured by U.'S. war obligations) 1,433,415,000

Bills discounted (all other) 1,130,843,000

Bills bouglit in open market 410,688,000

Total bills on hand 32,974,946,000

United States Government bonds - 26,7n,T,G00

United States Victory notes ' 69,000

U. S. Certificates of Indebtedness ' 274,816,000

Total earning as.sets 53,276,626,000

Banlc premises 12,942,000

Uncollected items and deductions from gross deposits 789,616,000

5% Redemption fund against Fed. Res. Bank notes. 11,745,000

All other resources 6,640,000

TiDTAL RESOURCES S6, 195, 509,000

LIABILITIES
Capital paid-in 394,108,000

Surplus , $120,120,000

Government deposits §37,113,000

Due to members—Reserve account 1,858,771,000
Defer-ed availability items 601 ,639 ,000

Otherdeposits, including foreign government credits 99,265,000

Total gross deposits 32,596,791,000

Federal Reserve notes in actual circulation 33,127,291,000

Federal Reserve Bank notes in circulation $181,252,000

All other liabilities • 375.947,000

TOTAL LIABILITIES ?6, 195,509,000

Ratio of total reserves to net deposit and Federal Reserve note liabilitiea

combined i 42.5%
Ratio of gold reserves to Federal Reserve notes in circulation after setting aside

35% against net deposit liabilities 46.9%
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bo subject to review except by the Federal Reserve Board when
organized: Provided, That the districts shall bo apportioned with
due regard to the convenience and customary course of business
and shall not necessarily be coterminous with any State or States.

The district thus created may be readjust^ed and new districts may
from- lime to time l>e creatcil by the Federal Reserve Board, not

to exceed twelve in all. Such districts sh^-ll be known as Federal
reserve districts and may be designated by number. A majority
of the organization committee shall constitute a quorum with au-

thority to act.

Organi^aiionofre- Said organization committee shall be au-

serve haul's. thorized to employ counsel and expert aid,

to take testimony, to send for persons and
papers, to administer oaths, and to make such investigation as may
be deemed necessary liy the said committee in determining the re-

serve distric'ts and in designating the cities within such districts

where such I'edcral reserve banks shall be severally located. The
said committee shall supervise the organization in each of the cities

designated of a Federal reserve bank, which shall include in its

title the name of the city in which it is situated, as "Federal Re-
serve Bank of Chicago.''

Suiscript'ioii.i to capi- Under regulations to be prescribed by the
tal stock of reserve (a-gauization committee, every national
ianks. banking association in the United States

is hereby required, and every eligible bank
in the United States and every trust company within the District

of Columbia, is hereliy authorized to signify in writing, within
sixty days after the passage of this Act, its acceptance of the

terms and provisions hereof. When the organization committee
shall have designated the cities in which Federal reserve banks
are to be organized, and fixed the geographical limits of the Federal
reserve districts, every national bankind association within that
district shall be required within thirty days after notice from the
organization committi'.', to subscribe to the capital stock of such
Federal reserve bank in a sum equal to six per centum of the paid-
up capital stock and surplus of such bask, one-sixth of the sub-
scription to be payable on call of the organization committee or of

the Federal Reserve Board, one-sixth within three months and one-
sixth within six months thereafter, and tire remainder of the sub-
scription or any part thereof, shall be suljject to call when deemed
necessary by the Federal Reserve Board, said payments to be in
gold or gold certificates.

Sliiirchdldcrs of re- The shareholders
;
of everjr Federal reserve

serve hauls iinlividii- bank shall be held individually responsible,

ally rcspoiisihle. equally and ratably and not one for an-

other, for all contracts, debts, and engage-
ments of such bank to the extent of the amount of their subscrip-
tions to such stock at the par value thereof in addition to the



FEDERAL RESERYB ACT 455

amount subscribed, whether such subscri|ition8 have been paid up
in whole or in part, under the provisions 'of this Act.

Penalty for failure to Anj^ national baiik failing to signify its

accept Jet within 60 acceptance of the terms of this Act within
(lays. the sixty days aforesaid shall cease to act

as a reserve a'geut, upon thirty days'
notice, to be given within the discretion of the said organization
committee or of the Federal Keserve Board.

National ianlcs fail- Should any national banking association in
inej to become niem- the United fcStates now organized fail with-
iers within one year in one year after the passage of this Act
forfeit national char- to become a member bank or fail to comply
tcrs. with any of the provisions of this Act

applicable thereto, all of the rights, privi-

leges,^ and franchises of such associatjon granted to it under
the national-bank Act, or under the provisions of this Act,
shall be thereby forfeited. Any noncompliance with or violation
of this Act shall, however, be determined and adjudgeil by any
court of the United States of competent jurisdiction in a suit

brought for that purpose in the district or territory in which such
bank is located, imder direction of the Federal Reserve Board, by
the Comptroller of the Cinrrency in his own name before the as-

sociation shall be declared dissolved. In cases of such noncom-
pliance or violation other than the failjire to become a member
bank under the provisions of this Act, every director who par-

ticipated in or assented to the same shall bo held liable in his per-

sonal or individual capacity for all damages which said bank, its

shareholders, or any other person shall have sustained in conse-

quence of such violation.

Such dissolution shall not take away or impair any remedy
against such corporation, its stockholders or officer.^, f(ti an}' lia-

bilitj' or penalty which shall have been previously incurred.

Puhlic iiihscriplion to Should the subscriptions by banks to the

stock of reserve stock of said Federal reserve banks or any
6a)!A"s. one or more of them be, in the judgment

of the organization committee, insufficient

to provide the amount of capital required therefor, then and in

that event the said organization committee may, under conditions

and Jegulations to be prescribed by it, offer to. public suliscription

at par such an amount of stock in said JPederal I'cservo banks, or

any one or more of them, as said commitfee shall determine, sub-

ject to the same conditions as to payment and stock liability as

provided for mem,ber banks.

Amount of stock pri- No in.lividual, copartnership or corpora-

vately held limited. tion other than a member bank of its dis-

trict shall be permitted to subscribe for or

to hold at any time more than $2o,000 par value of sto.dc^ in any

Federal reserve bank. Such stock shall jbe known as public stock
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and may be transferred on the books of .the Federal reserve bank
hy the chairman of the board of directors of such bank.

Government stoclc. Should the total "subscriptions bj banks
and the public to the stock of said Federal

reserve banks, or any one or more of thein, be in the judgment of
the organization committee, insufficient to provide the amount of
capital required therefor, then and in that event the said organiza-
tion committee shall allot to the United States anch an amount of
said stock as said committee shall determine. Said United States
stock shall be paid for at par out of any ihoney in the Treasury not
otherwise appropriated, and shall be held by the Secretary of the
Treasury and disposed of for the benefit *of the United States in
such manner, at such times, and at such price, not less than par,
as the Secretary of the Treasury shall determine.

Voting power. Stock not held by member banks shall not
be entitled to voting power.

Stock- transfers. The Federal Reserve Board is hereby em-
powered to adopt and promulgate rules

and regulations governing the transfers of said stock.

Capital requirements No Federal reserve bank shall commence—Beserve cities—Ap- business with a subscribed capital less than
propriation for or- $4,000,000. The

,
organization of reserve

ganization. districts and Federal reserve cities shall

not be construed as changing the present

status of reserve cities and central reserve cities, except in so far

as this Act changes the amount of reserves that may be carried

with approved reserve agents located therein. The organization
comnHttee shall have power to appoint such assistants and incur

such expenses in carrying out the provisions of this Act as it shall

deem necessary, and such expenses shall be payable by the Treas-

urer of the United States upon voucher approved by the Secretary
of the Treasury, and the sum of $100,00,0, or so much thereof as

may_be necessary, is hereby appropriateij), out of any moneys in

the Treasury not otherwise appropriated, .^for the payment of such
expenses.

BRANCH OFFICES

Branch reserve hanks. Sec. 3. The Federal Reserve Board may
permit or require any Federal reserve bank

to establish branch banks within the Federal reserve district in

which it is located or within the district of any Federal reserve

bank which may have been suspended. Such branches, subject to

such rules and regtilations as the Federal Reserve Board may pre-

scribe, shall be operated under the supervision of a board of direc-

tors to consist of not more than seven nor less than three directors,

Note— Bold face type indicate.s changes and additions in amendment of June
21, 1917.
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of whom a majority of one shall be appointed by the Federal re-
serve bank of the district and the remaining directors by the
Federal Reserve Board. Directors of branch banks shall hold office
during the pleasure of the Federal Reserve Board.

FEDERAL RESERVE BANKS
Stocl- Siihscri'ption Beo. 4. When tlit" organization committee
resolution. shall have established Federal reserve dis-

triels as provided in seetion two of this
Act, a certificate shall be filed with the Comptroller of the Cur-
rency showing the geographical limits of such districts and the
Federal reserve city designated in each of such districts. The
Comptroller of the Currency shall thereupon cause to be forwarded
to each national bank located in each district, and to such other
banks declared to be eligible by the organization committee whicli
may apply therefor, an application blank in form to be approved
by the organization committee, which blank shall contain a reso-
lution to be adopted in- tlie board of directors of each bank execut-
ing such application, authorizing a subscription to the capital stock
of the Federal reserve bank organizing in that district in accord-
ance with the provisions of this Act.

Incorporation of re- When the minimum amount of capital
serve banks. stock prescribed by this Act for the organ-

ization of any Federal reserve bank shall

have been subscribed and allotted, the organization committee shall
designate any five banks of those whose applications have been
received, to execute a certificate of org.anization, and thereupon
the banks so designated shall under theii seals make an organiza-
tion certificate which shall specifically state the name of sucli

Federal reserve bank, the territorial extent of the district over
which the operations of such Federal reserve bank are to be car-

ried on, the city and State in which said bank is to be located,
the amount of capital stock and the number of shares into which
the same is divided, the name and place of doing business of each
.bank executing such certificate, and of all banks which have sub-
scribed to the capital stock of such Feder,al reserve bank and the
number of shares suliseribod by each, and the fact that the cer-

tificate is made to enable those banks executing same, and all

banks which have subscribed or may thereafter subscribe to the
capital stock of such Federal reserve bank, to avail themselves
of the advantages of this Act.

The said organization certificate shall be ackuowledgeil before a

judge of some court of reeonl or notary public; and shall be, to-

getlier with the acknowledgment thereof ^uthenticate'd by the seal

of such court or notary, transmittd to the Comptroller of the Cur-

rency who shall file, record and carefully preserve the same in

his office.

Note—Bold face type indicates changes and additions in amendment of June
21, 1917.
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Corporate powers. Upon the filing of such certificate with the
Comptroller of the Currency as aforesaid,

the said Federal reserve bank shall become a bo'dy corporate, and
as such, and in the name designated in such organization certificate,

shall have power

—

Corporate seal. First. To adopt and use a corporate seal.

Twenty-year francMse. Second. To have succession for a period
of twenty years from its organization un-

less it is sooner dissolved by an Act of Congress, or unless its fran-

chise becomes forfeited by some violation of law.

Contracts. Third. To make contracts.

Court jurisdiction. Fourth, To sue and be sued, complain and
defend, in any court of law or equity.

Appointment of of- Fifth. To appoint by its board of direc-

-ficers and employees. ' tors such officers and employees as are not

otherwise provided for in this Act, to de-

fine their duties, require bonds of them and fix the penalty thereof,

and to dismiss at pleasure such officers or employees.

By-laws. Sisth. To prescribe by its board of direc-

tors by-laws not inconsistent with law,

regulating the manner in which its general business may be con-

ducted and the privileges granted to it by law may be exercised

and enjoyed.

Incidental powers. Seventh. To excrciso by its board of direc-

tors, or duly authorized officers or agents

all powers specifically granted by the provisions of this Act and
such incidental powers as shall be necessary to carry on the busi-

ness of banking within the limitations prescribed by this Act.

h'ede/ral ianli circula- Eighth. Upon deposit with the Treasurei
tion on government of the United States of any bonds of the •

bonds. United States in ^the manner provided by
existing law relating to national banks, to

receive from the Comptroller of the Currency circulating notes in

blank, registered and countersigned as provided by law, equal in

amount to the par value of the bonds so deposited, such notes to

be issued under the same conditions and provisions of law as relate

to the issue of circulating notes of national banks secured by
bonds of the United States bearing the circulating privilege, ex-

cept that the issue of such notes shall not be limited to the capital

stock of such Federal reserve bank.

Approval of Comp- But no Federal reserve bank shall transact
troller to commence any business except such as is incidental

business. and necessarily preliminary to its organi-

zation until it has been authorized by the



FEDERAL RESErvVE ACT 459

Comptroller of the ( 'urronpy to commeneci business under the pro-
visions of this Act.

Board of directors. Every Federal reserve bank shall lie con-

ducted under the supervision and control

of a board of directors;

The board of directors shall perform t*he duties usually apper-
taining to the oiiiee of directors of banking associations and all

such duties as are prescribed by law.

Duties. Said board shall administer the affairs ol

said banl< fairly and impartially and Avith-

out discrimination in favor of or against any member bank or

banks, and shall, subject to the provisions of law and the orders of

the Federal Reserve Board extend to each member bank such dis-

counts, advancements and accommodation^ as may be safely and
reasonably made with due regard for the claims and demands of

other, member banks.

Consist of 9 memhtrs Such board of directors shall be selected

divided into 3 classes. as hereinafter specified and shall consist of

nine members, holding oifice for three

years; and divided into three classes, designated as classes A, B,

and C.

A Directors. Class A shall consist of three members, who
shall be chosen by and be representative

of the stock-holding banks.

B Directors. Class B shall co'nsist of three members,
who at the time of their election shall be

actively engaged in their district in commerce, agriculture or some
other industrial pursuit.

C Directors desig- Class C shall consist of three members who
natei "b v Federal Be- shall be designate'd by the Federal Reserve

serve. -oard. Board. When th*e necessary subscriptions

to the capital s^ock have been obtained

for the organization of any Federal reserve bank, the Feileral Re-

serve Board shall appoint the (Jlass C directors and shall designate

one of such directors as chairman of the board to be selected.

Pending the designation of such chairm:|n, the organization com-

mittee shall exercise the powers and duties appertaining to the

office, of chairman in the organization of such Federal reserve bank.

IneligiliUty of Sena- No Senator or Rspresentativc in Conor, ^ss

tors and Congressmen shall be a mcmbe^' of the Federal llescvve

for employment. Board or an officer or a director of a I'ed-

eral reserve bank.

Limitations of di- N^ director of Class B shall be an officer,

rectors. director or emT)lot'p- of any bank.
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Xp director of Class C shall be an officer, director, employee, or
stock holder of any bank.

Bli'dion of Class A Directors of Class A and Class B shall be
and Class B directors. chosen in the following manner:

The Federal Reserve Board shall classify
the member banks of the district into three general groups or
divisions, designating each group by number. Each group shall
consist as nearly as may be of banks 'of similar capitalization.
Each member bank shall be permitted, to nominate to the chair-
man of the board of directors of the Federal reserve bank of the
district one candidate for director of Class A and one candidate
for director of Class B. The candidates so nominated shall be
listed by the chairman indicating by whom nominated, and a copy
of said list shall, within fifteen days after its completion, be
furnished by the chairman to each member bank. Each member
bank by a resolution of the board or by an amendment to Its by-
laws shall authorize Its president, cashier, or some other officer to
cast the vote of the member bank in the elections of Class A and
Class B directors.

Eligibility of officers Within fifteen days after receipt of the
(ir directors of mem- list of candidates the duly authorized of-

her haril-s. fleer of a member bank shall certify to the
chairman his first, second, and other

choices for director of Class A and Class B, respectively, upon a
preferential ballot upon a form furnished by the chairman of the
bourd of directors of the Federal reserve bank of the district.

Each such officer shall make a cross opposite the name of the first,

second, and other choices for a director of Chiss A and for a direc-
tor of Class B, but shall not vote more than one choice for any
one candidate. No officer or director of a member bank shall be
eligible to serve as a Class A director unless nominated and elected
by banks which arc members of the same group as the member
bank of which he is an officer or director.

Any person who is an officer or director of more than one mem-
ber bank shall not be eligible for nomination as a Class A director
except by banks in the same group as the bank having the largest
aggregate resources of any of those of which such person is an
officer or director.

How -declared elected. Any candidate haying a majoritj' of all

votes cast in the column of first choice,

shall be dci-lared elected. If no candidate have a majority of all

the votes in the first column, then there shall be added together
the votes cast by the electnvs for such candidates in the second
column and the votes cast for the several candidates in the first

cidumn. If an}' candidate then have a imajority of the electors
voting, by adding together the first and second choices, he shall

NOTE^— Bold face type indicates matter added fin amendment of September
26. 1<J18,
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bo declared elected. If no candidate hate a majority of electors
voting when the first and scrond choices shall have been added,
then the votes cast in the third coluinu for other choices shall be
added together in like manner, and the candidate then having
the highest number of votes shall be declared elected. An im-
mediate report of election shall be declared.

Chairman and "Fed- Class (.' directors shall be appointed by the
eral reserve agent," federal Reserve Oioard. They shall have
also deputy cJtairmaii. been for at least two years residents of the
Appointment, qualifi- district for which they are appointed, one
cations and duties. of whom shall be ,designated l)y said board

as chairman of th^ board of directors of the
Federal reserve bank and as "Federal reserve agent." He shall

be a person of tested banking experience, and in addition to his

duties as chairman of the board of directors of the Federal re-

serve bank he shall be required to maintain, under regulations to

be established by the Federal Keserve Board, a local office of said

board on the premises of the Federal jcserve bank. He shall

make regular reports to the Federal Keservc Board and shall act

as its official representative for the performance of the functions
Conferred upon it by this Act. He shall receive an annual com-
pensation to be fixed ))y the Federal Reserve Board and paid

monthly by the Federal reserve bank to which he is designated.

One of the directors of Class C shall be appointed by the Federal
Reserve Board as deputy chairman to exercise the powers of the

chairman of the board when necessary, in case of the absence of

the chairman and deputy chairman, the third Class C director

shall preside at meetings of the board.

Assistants to Federal Subject to the approval of the Federal Re-

reserve agent. serve Board, the Federal reserve agent

shall appoint one or more assistants. Such
assistants, who shall be persons of tested banking experience,

shall assist the Federal reserve agent in the performance of his

duties and shall also have power to act in his name and stead

during his absence or disability. The Federal Reserve Board

shall require such bonds of the assistant Federal reserve agents

as it may deem necessary for the protection of the United States.

Assistants to the Federal reserve agent shall receive an annual

compensation, to be fixed and paid in the same manner as that

of the Federal reserve agent.

Compensation of di- Directors of Federal reserve banks shall re-

rectors, officers and ceive, in addition to any compensation

employees. otherwise provided, a reasonable allowance

for necessary expenses in attending meet-

ings of their respective boards, whicli amount shall be paid by the

respective Federal reserve banks. Any compensation that may be

NoTB— Bold face type indicates clianges and additions in amendments of

June 21, 1917
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provided by boards of directors of Federal reserve banks for di-

rectors, officers or employees shall be subject to the approval of the
Federal B,eserve Board.

Call .meetings of hmik The Reserve Bank Organization Committee
directors for organi- may in organizing Federal reserve banks,
sation purposes. call such meetings of bank directors in the

several districts as may be necessary to
carry out the purposes of this Act, and may exercise the functions
herein conferred upon the chairman of the board of directors of
each Federal reserve bank pending the complete organization of
such bank.

Tenure of office of di- At the first meeting of the full board of
rectors. Filling of directors of each Federal reserve bank, it

vacancies. shall be the duty of the directors of classes

A, B, and C, respectively, to designate one
of the members of each class whose term of oiiiee shall expire in

one year from the first of January nearest to date of such meeting,
one whose term of office shall expire at the end of two years from
said date, and one whose term of office shall -expire at the end of

three years from sa.id date. Thereafter every director of a Fed-
eral reserve bank chosen as hereinbefore provided shall hold office

for a term of three years. Vacancies that maj"" occur in the several

classes of directors of Federal reserve banks may be filled in the

manner provided for the original selection of such directors, such
appointees to hold office for the unoxpirijd terms of theAr prede-

STOCK ISSUES; INCREASE AND DECREASE OP CAPITAL

'Reserve ianh stoch. Sec. 5. The capital stock of each Federal
Shares, $100 each. reserve bank shall be divided into shares

Stoclc increased as of $100 each. The outstanding capital

member ianlcs in- stock shall be increased from time to time

crease or grow, and as member banks increase their capital

vice versa. Shares stock and surplus or as additional banks
owned hy member become menibers,-and may be decreased as

banhs shall not be member banks reduce their capital stock or

transferred or hypoth- surplus or cease to be members. Shares of

ecated. the capital stock *of Federal reserve banks
owned bj^ member banks shall not be

transferred or hypothecated. Wlien a member bank increases its

capital stock or surplus, it shall thereupon subscribe for an, addi-

tional amount of capital stock of the Federal reserve bank of its

district equal to six per centum of the said increase, one-half of

said _subscription to be paid in the manner hereinbefore provided
for original subscription, and one-half subject to call of the Fed-
eral Keserve Board. A bank appljdng for stock in a Federal re-

serve bank at any time after the organization thereof must sub-

scribe for an amount of the capital stock of the Federal reserve

bank equal to six per centum of the paidiip capital stock and sur-
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plus of said applicant bank, pa3ing tliercf6i' its par value plus one-
half of one per centum a month from the perioil of the last divi-

dend. When the capital stock of any l-'ejlrral reserve bank shall

have been increased either on account of the increase of capital
stock of member banks or on account of the increase in the number
of member banks, the board of directors shall cause to be executed
a certificate to the Comptroller of the Currency showing the in-

crease in capital stock, the amount iiaid + in, and by whom paid.
When, a member bank reduces its capital stock it shall surrender a
proportionate amovmt of its holdings in the capital of said Federal
reserve bank, and when a member bank voluntarily liquidates it

shall surrender all of its holdings of the cfipital stock of said Fed-
eral reserve bank and be released from its stock subscription not
previously called. In either case the sharps surrendered shall be
canceled and the member bank shall receive in payment therefor,

under regulations to be prescribed by the Federal Reserve Board,
a sum equal to its cash-paid subscriptions oh the shares surrendered
and one-half of one per centum a month from the period of the last

dividend, not to exceed the book value thereof, less any liability

of such member bank to the Federal reserve bank.

Insolvent memher Sec. 6. If any member bank shall be de-

banJcs. clared Insolvent and a receiver appointed
therefor, the stock held by it in said Fed-

eral reserve bank shall be canceled without impairment of its

liability, and all cash-paid subscriptions on said stock, with one-

half of one per centum per month from the period of last dividend,

not to exceed the book value thereof, shj^U be first applied to all

debts^ of the insolvent member l)ank to the Federal reserve bank,

and the balance, if any, shall be paid to the receiver of the in-

solvent bank. "Whenever the capital stock of a Federal reserve

bankis reduced, either on account of a reduction in capital stock

of any member bank or of the liquidatien or insolvency of such

bank, the board of directors shall cause to be executed a certificate

to the Comptroller of the Currency showing such reduction of capi-

tal stock and the amount repaid to such bank.

DIVISION OF EARNINGS

Stocl-holders 6 per Sec. 7. After all necessary expenses of a

cent cumulalive divi- Federal reserve b4nk have been paid or

dend annually. Bal- provided for, the ((Stockholders shall be en-

ance paid United titled to receive a.n annual dividend of six

States' as a franchise per centum on the paid-in capital stock,

tax or divided for which dividend shall be cumulative. After

surplus fund. the aforesaid dividend claims have been

fully met, all thie net earnings shall be

paid to the United States as a franchise tax, except that one-half

of such net earnings shall be paid into a surplus fund until it shall

amount to forty per centum of the paid-in capital stock of such

bank.
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Govern mciit'.i share in The net earnings "derived by the TTnited
earnings used to sup- States from Kctleral reserve banks shall,

plement gold reserve in the discretion of the Secretary, be nsed
or to rediice the to snpplemcut the gold reserve held against
bonded debt. ontstanding United States notes, or shall

be applied to the reduction of the outstand-
ing bonded indebtedness of the United States under regulations to

be prescribed by the Secretary of the Treasury, Should a Federal
rcKcrve bank be dissolved or go into liquidation, any surplus re-

maining, after the payment of all debts, dividend requirements as
hereinbefore provided, and the par value of the stock, shall be
paid to and become the property of the United States and shall be
similarly applied.

Taxation exem/ption. Federal reserve ba;nks including the capital

stock and surplus therein, and the income
derived therefrom shall be exempt from Federal, State, and local

taxation, except taxes upon real estate.

Conversion of state See. 8. Section fifty-one hundred and fifty-

banhs to national. four. United States Bevised Statutes is

hereby amended to read as follows:

Any bank incorporated by special law jOf any State or of the

United States or organized under the general laws of any State or

of the United States and having an unimpaired capital anfflcient

to entitle it to become a national banking association under the
provisions of the existing laws may, by the vote of the sharehold-

ers owning not less than fifty-one per centum of the capital stock

of such bank or banking association, with the approval of the
Comptroller of the Currency be converted into a national banking
association, with any name approved by the Comptroller of the
Currency:

Provided, however, That said conversion shall not be in contra-
vention of the State law. In such case tlie articles of association
and organization certificate may be executed by a majority of the
directors of the bank or banking institution, and the certificate

shall declare that the owners of fifty-one per centum of the capital

stock have authorized the directors to make such certificate and
to change or convert the bank or banking institution into a na-

tioual asHiiciation. A majority of the direjCtors, after executing the
articles of association and the organization certificate, shall have
power to execute all other papers and to do whatever may be re-

quire<l to make its organization perfect and complete as a national
association. The shares of any such bank may continue to be for
the same amount each as they were before the conversion, and the
directors may continue to be directors jof the association until

others are elected or appointed in accordance with the provisions
of the statutes of the United States. When the Comptroller has
given to such bank or banking association a certificate that the
provisions of this Act have been complied-with, such bank or bank-
ing association, and all its stockholders, officers, and employees,
shall have the same powers and privileges, and shall be subject to
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the same duties, liabilities, and regulations, in all respects, as sliali
have been prescribed by the Federal Reserve Act and by the na-
tional banking Act for associations originally organized as national
banking associations.

STATE BANKS AS MEMBERS
BanTcs man become Sec. 9. Any bant incorporated by special
memherfi and retain law of anj- State or organized under the
State charters upon general laws of arrTy State or of the United
approval of Beserve states, desiring to "become a member of
Hoard. the Federal Reserve System, may malce ap-

plication to the Federal Reserve Board,
under such rules and regiilatlons as it may prescribe, for the right
to subscribe to the stock of the Federal reserve bank organized
within the district in which the applying bank ia located. Such
application shall be for the same amount of stock that the apply-
ing bank would be rectuired to subscribe to as a national bank.
The Federal Reserve Board, subject to such conditions as it may
prescribe, may permit the applying bank to become a stockholder
of such Federal reserve bank.

Action upon applica- In acting upon such applications the Fed-
tions. eral Reserve Board shall consider the

financial condition of the applying bank,

the general character of its management, and whether or not the
corporate powers exercised are consistent with the purposes of this

act.

St etc subscriptions Whenever the Federal Reserve Board shall

payable on call. permit the applying bank to become a

stockholder in the Federal reserve bank of

the district its stock subscription shall be payable on call of the

Federal Reserve Board, and stock issued to it shall be hold subject

to the provisions of this act.

Hequirements, restric- All banks admitted to membership under

tions, duties, and pen- authority of this section shall be required

aities. to comply with the reserve and capital

requirements of this act and to conform

to those provisions of law imposed on national banks which pro-

hibit such banks from lending on or purchasing their own stock,

which relate to the withdrawal or impairment of their capital

stock, and which relate to the payment of unearned dividends.

Such tanks and the ofiacers, agents, and employees thereof shall

also be subject to the provisions of and to the penalties prescribed

by section fifty-two hundred and nine of the Revised Statutes, and

shall be required to make reports of condition and of the payment

of dividends to the Federal reserve bank of which they become a

Note— Bold face type indicates changes and additions in amendment of

June 21, 1917.
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member. Not less than three of such reports shall be made annu-
ally on call of the Federal reserve bank on dates to be fixed by
the Federal Reserve Board. Failure to make such reports within
ten days after the date they are called for shall subject the offend-

ing bank to a penalty of $100 a day for each day that it fails to

transmit such report; such penalty to be collected by the Federal
reserve bank by suit or otherwise.

Examinations. As a condition of membership such
banks shall likewise be subject to exami-

nations made by direction of the Federal Reserve Board or of the

Federal reserve bank by examiners selected or approved by the
Federal Reserve Board.

HepoHs of State ex- Whenever the directors of the Federal
aminers may be ao- reserve bank shall approve the examina-
ccpted, tions made by the State authorities, such

examinations and the reports thereof may
be accepted In lieu of examinations made by examiners selected or

approved by the Federal Reserve Board: Provided, liowever, That
when it deems it necessary the board may order special examina-
tions by examiners of its own selection and shall in all cases ap-

prove the form of the report. The expenses of all examinations,

other than those made by State authorities, shall be assessed

against and paid by the banks examined.

Seserre Board may If at any time it shall appear to the Ped-
req'die surrender of eral Bfserve Boar<T that a lueniber bauk
re.'iervi: hank stoch or has failed to comply with the provisions
restore memhersMii. of this section or the regulations of the

Federal Eeserve Board made pursuant
thereto, it shall be within the power of the board after hearing to

rt'quire sui'h bank to surrender its stock in the Federal reserve
bank and to forfeit all rights and privileges of membership. The
Federal Reserve Board may restore membership upon due proof
of compliance with the conditions imposed by this section.

Withdrawals from, Any State bank or trust company desiring
memherfsMp of State to withdraw from membership in a Fed-
hanl-$ or trust com- eral reserve bank may do so, after six

panies. months' written notice shall have been filed

with the Federal Eeserve Board, upon the

surrender and cancellation of all its holdings of capital stock in the

Federal reserve bank: Provided, however, That no Federal reserve

bank shall, except under express authority of the Federal Reserve
Board, cancel within the same calendar year more than twenty-five

per centum of its capital stock for the purpose of effecting volun-
tary withdrawals during that year. All such applications shall be
dealt with in the order in which they are filed with the board.

Note— Bold face type indicates changes and additions in amendment of

June 21, 1917.
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Whenever a member bank shall surrender its stock holdings in a
Federal reserve bank, or shall be ordered to do so by the Federal
Eeserve Board, under authority of law, all of its rights and privi-
leges as a member bank shall thereupon cease and determine, and
after due provision has been made for aiiy indebtedness due or to
become due to the Federal reserve bank it shall be entitled to a
refund of its cash paid subscription with interest at the rate of
one-half of one per centum per month from date of last dividend,
if earned, the amount refunded in no event to exceed the book
value of the stock at that time, and sha:il likewise be entitled to
repayment of deposits and of any other balance due from the Fed-
eral reserve bank.

Capital requirements No applying bank shall be admitted to
necessary for mem- membership in a Federal reserve bank un-
bership. less it possesses a paid-up, unimpaired

capital sufiicient to entitle it to become a
national banking association in the place where it is situated un-
der the provisions of the national-bank act.

Banls subject to pro- Banks becoming members of the Federal
visions relating spe- Eeserve System under authority of this
cificaUy to member section shall be subject to the provisions
banks, except exami- of this section and to those of this act
nations. Viscount re- which relate specifically to member banks,
strict-ions. but shall not be subject to examination

under the provisions of the first two para-
graphs of section fifty-two hundred and forty of the Revised
Statutes as amended by section twenty-one of this Act. iSubject
to the provisions of this act and to the regulations of the board
made pursuant thereto, any bank becoming a member of the Fed-
eral Eeserve System shall retain its full charter and statutory
rights as a State bank or trust company, and may continue to exer-
cise all corporate powers granted it by the State in which it was
created, and shall be entitled to all privileges of member banks:
frovided, however, That no Federal reserve bank shall be per-
mitted to discount for any State bank or trust company notes,
drafts, or bills of exchange of any one borrower who is liable for
borrowed money to such State bank or trust company in an amount
greater than ten per centum of the capital and surplus of such
State bank or trust company, but the discount of bills of exchange
drawn against actually existing value and the discount of commer-
cial or business paper actually owned by the person negotiating ihe
same shall not be considered as borrowed money within the mean-
ing of this section. The Federal reserve bank, as a condition of
the discount of notes, drafts, and bills of exchange for such State
bank or trust company, shall require a certificate or guaranty to

the effect that the borrower is not liable to such bank in excess of

the amount provided by this section, and- will not be permitted to

XoTE— Bold face type indicatesi changes and additions in amendment of

June 21, 1917.
'- Amending Section 21 of this Act.
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l)ecome liable in excess of this amount while such notes, drafts,
or bills of exchange are under discount with the Federal reserve
foank.

CerUficatcs of cheeks It shall be unlawful for any oificer, clerk,
6,1/ -officer, clerk or or agent of any bank admitted to member-
tjijcnt of bank admit- ship under authority of this section to
ted to memhership. certify any check drawn upon such bank

unless the person or company drawing the
check has on deposit therewith at the time such check is certified
an amount of money equal to the amount specified in such check.
Any check so certified by duly authorized oflftcers shall be a good
and valid obligation against such bank, but the act of any such
officer, clerk, or agent in violation of this section may subject such
bank to a forfeiture of its membership in the Federal Reserve Sys-
tem upon hearing by the Federal Keserve Board,

FEDERAL RESERVE BOARD

To consist of seven Sec. 10. A Federal Eeserve Board is here-
members : Secretary by created which shall consist of seven
of the Treasury , members, including the Secretary of the
Comptroller of the Treasury and the Comptroller of the Cur-
Currency, and five reney, who shall be members ex ofBcio, and
others appointed by five members appointed by the President
President loith con- of the United States, by and with the ad-
scnt of the Senate. vice and consent- of the Senate. In select-

ing the five appointive members of the
Federal Eeserve Board, not more than one of whom shall be selected
from any one Federal reserve district, the President shall have due
regard to a fair representation of the different commercial, indus-
trial and geographical divisions of the country. The five members
of the Federal Keserve Board appointed by the President and con-
firmed as aforesaid shall devote their entire time to the business
of the Federal Eeserve Board and shall each receive an annual
salary of $12,000, payable monthly together with actual necessary
traveling expenses, and the Comptroller' of the Currency, as ex
officio member of the Federal Eeserve Board, shall, in addition to

the salary now paid him as Comptroller of the Currency, receive
the sum of $7,000 annually for his services as a member of said
Board.

Qualifications of The members of said board, the Secretary
members of the Me- of the Treasury, 'the Assistant Secretaries
serve Board. of the Treasury, and the Comptroller of

the Currency shall be ineligible during the

time they are in office and for two years thereafter to hold any
office, position, or employment in any member bank. Of the five

members thus appointed by the President at least two shall be

Note— Bold face type indicates matter added in amendment approved June
21, 1917.

'
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persons experienced in banking or finance. One shall be designated
by the President to serve for two, one ioT four, one for six, one
for eight, and one for ten years, and thereafter each member so
appointed shall serve for a term of ten years unless sooner removed
for cjiuse by the President. Of the five persons thus appointed,
one shall be designated Ijy the President as governor aud one as
vice governor of the Federal Iveserve Board. The governor of the
Federal Reserve Board, subject to its supervision, shall be the ac-

tive executive officer. The Secretary of .the Treasury may assign
offices in the Department of the Treasury, for the use of the Fed-
eral Reserve Board. Each member of the Federal Reserve Board
shall within fifteen days after notice of appointment make aud
subscribe to the oath of office.

Expenses of Seserve The Federal Reserve Board shall have
Board assessed on re- power to levy semiannually upon the Fed-

serve ianks semiannu- oral reserve banks, in proportion to their

ally. capital stock and surplus, an assessment

sufficient to pay its estimated expenses

and the salaries of its members and employees for the half year

succeeding the levying of such assessment, together with any
deficit carried forward from the preceding half year.

Qualijicalions of mem- The first meeting of the Federal Reserve

hers. FilUnij vacan^ Board shall be held in "Washington,

^lgs, District of Columbia, as soon as may be

after the passage of this Act, at a date

to be fixed by the Reserve Bank Organization Committee. The

f^ecretary of the Treasury shall be ex officio chairman of the Fed-

eral ^Reserve Board. No member of the Federal Reserve Board

shall be an officer or director of any bank, banking institution,

trust company, or Federal reserve bank nor hold stock in any bank,

banking institution, or trust company; i^nd before entering upon

his duties as a member of the Federal Reserve Board he shall cer-

tify under oath to the Secretary of the Treasury that ho has com-

plied with this requirement. AA'henever.a vacancy shall occur,

other than liy expiration of term, among the five members of the

Federal Reserve Board appointed by the President, as above pro-

vided, a successor shall be appointed by the President, with the

advice and consent of the Senate, to fill Such vacancy, and when

appointed he shall hold office for the unexpired term of the member

whose place he is selected to fill.

racancies filled by The President shall have power to fill all

President during re- vacancies that mtiy happen on the Federal

cess of Congress. Reserve Board during the recess of the

Senate, by granting commissions which

shall expire thirty days after the 'next session of the Senate con-

venes.
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Powers of Secretary Nothing in this, Act contained shall be
of tlie Treasury not construed as taking away any powers
hereby limited. heretofore vested -by law in the Secretary

of the Treasury which relate to the super-
vision, management, and control of the Treasury Department and
bureaus under such department, and wher'ever any power vested by
this Act in the Federal Eeserve Board or the Federal reserve agent
appears to conflict with the powers of the Secretary of the Treas-
ury, such powers shall be exercised subjffct to the supervision and
control of the Secretary.

Hese'rvr: Board shall The Federal Eeserve Board shall annually
report annually to make a full repoit of its operations to the
Congress. Speaker of the House of Representatives,

who shall cause the same to be printed
for the information of the Congress.

Jurisdiction of Comp- Section three hundred and twenty-four of

t roller of the Cur- the Revised Statutes of the United States

rency. shall be amended so as to read as follows:

There shall be ih the Department of the

Treasury a bureau charged with the execution of all laws passed
by Congress relating to the issue and regulation of nationa.1 cur-

rency secured by United States bonds and, .under the general super-

vision of the Federal Eeserve Board, of jasll Federal reserve notes,

the chief otficer of which bureau shall be called the Comptroller
of the Currency and shall perform his iiutics under the general
directions of the Secretary of the Treasury.

Beserve Board shall Sec. 11. The Federal Eeserve Board shall

examine reserve be authorized and empowered:
banks: make weekly (a) To examine at its discretion the ac-

reports of their von- counts, books and affairs of each Federal
dition. reserve bank and of each member bank

and to require Such statements and re-

ports as it may deem necessary. The sai^ board shall publish once
each week a statement showing the condition of each Federal
reserve bank and a consolidated statement for all Federal reserve
banks. Such statements shall show iu detail the assets and liabil-

ities of the Federal reserve banks, single and comljined, and shall

furnish full inf(irmation regarding the character of the money held

as reserve and the amount, nature and maturities of the papei- iind

other investments owned or held by Federal reserve banks.

Permit or require re- (b) To permit, or, on the affirmative vote
discounts between, re- of at least five members of the Eeserve
serve banks. Board to require Federal reserve banks to

rediscount the discounted paper of other
Federal reserve banks at rates of interest to be fixed by the Fed-
eral Eeserve Board.
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Suspend reserve re- (c) To suspend for a period not exceeding
quirements for not tliirty days, and i'rom time to time to re-

over SO days and re- new such suspension for periods not ex-

newals of 15 days. oeeding fifteen days, any resurve require-

Provided a graduated ment sfiecifled in this Act: Provided, That
tax is established it shall establish li graduated tax upon the
upon amounts ielow amounts by which the reserve roquire-

spccififd level. nieuts of this Act may be permitted to fall

below the level hereinafter specified: And
provided further, That when the gold reserve held against Federal
reserve notes falls below forty per centum, the Federal Reserve
Board shall establish a graduated tax of not more than one per
eentiim per annum upon such deficiency lintil the reserves fall to

thirty-two and one-half per centum, and when said reserve falls

below thirty-two and one-half per centuin', a tax at the rate in-

creasingly of not less than one and one-half per centum per annum
upon each two and one-half per centum or fraction thereof that

such reserve falls below thirty-two and cfae-half per centum. The
tax shall be paid by the reserve bank, but the reserve bank shall

add an amount equal to said tax to the rates of interest and dis-

count fixed by the Federal Eeserve Board.

Supervise and regu- (d) To supervise and regulate through the

late issue of reserve bureau under the charge of the Comptroller

notes. of the Currency the issue and retirement

of Federal reserve notes, and to prescribe

rules and regulations under which such notes may be delivered by
the Comptroller to the Federal reserve agents applying therefor.

Add to, reclassify or (e) To add to the number of cities classi-

termtncite reserve and fled as reserve and central reserve cities

central reserve cities. under existing law in which national bank-

ing associations are subject to the reserve

requirements set forth in section twenty i of this Act; or to re-

classify existing reserve and central reserve, cities or to terminate

their designation as such.

Suspend or remove of- (/) To suspend or remove any ofdcer or

ficers or directors of director of any Fgderal reserve bank, the

reserve hanlcs. cause of such fe,inoval to be forthwith

communicated in writing by the Federal

Beserve Board to the removed officer or director and to said bank.

Wortliless assets to ho (g) To require the writing off of doubtful

written off. or worthless assets upon the books and

balance sheets of Federal reserve banks.

1 This reference to Sec, 20 is an error in the Act. Reference should be

Sec. 19.
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Suspend, administer or (h) To suspend, for the violation of any
liquidate any reserve of the provisions of this Act, the opera-
ban](. tions of any Federal reserve bank, to take

posession thereof, administer the same
during the period of suspension, and, when deemed advisable, to

liquidate or reorganize such bank.

Malce regulations— (i) To require bonds of Federal reserve
Bequiie bonds. agents, to make regulations for the safe-

guarding of all collateral, bonds, Federal
reserve notes, money or property of any kind deposited in the
hands of such agents, and said board shall perform the duties,

functions, or services specified in this Act, and make all rules and
regulations necessary to enable said board effectively to perform
the same.

General supervision (j) To exercise general supervision over
over reserve hanlcs. said Federal reserve banks.

Trust company powers (Jc) To grant by special permit to national
gra.nted national banks applying therefor, when not in con-

banJcs applying there- travention of State or local law, the right

for. to act as trustee, executor, administrator,
registrar of stocks and bonds, guardian of

estates, assignee, receiver, committee of estates of lunatics, or in

any other fiduciary capacity in which State banks, trust com-
panies, or other corporations which come into competition with
national banks are permitted to act under the laws of the State in

which the national bank is located.

"Contravention of Whenever the laws of such State authorize

State or local law" or permit the exercise of any or all of the

defined. foregoing powers by State banks, trust

companies, or other corporations which
compete with national banks, the granting to and the exercise of

such powers by national banks shall not be deemed to be in con-

travention of State or local law within the meaning of this Act.

Assets held in fiduci- National banks exercising any or all of

ary capacity to be the powers enumerated in this subsection
segregated, and sepa- shall segregate all assets held in any
rate boohs and reo- fiduciary capacity from the general assets

ords Icept. of the bank and shall keep a separate set

of books and records showing in proper
detail all transactions engaged in under authority of this subsec-
tion. Such books and records shall bo open to inspection by the
State authorities to the same extent as "the books and records of

corporations organized under State law which exercise fiduciary
powers, but nothing in this Act shall te construed as authorizing

Note— Bold face tvpe indicates additions in amendment of September 26,
]S18.
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the State authorities to examine the books, records, and assets of
the national bank which are not held in trust under authority of
this subsection.

Trust department ncH No national bank shall receive in its trust
to receive funds sub- department deposits of current funds sub-
ject to check or items ject to check or the deposit of checks,
for collection or ex- drafts, bills of exchange, or other items
change purposes. for collection or exchange purposes. Funds

deposited or held in trust by the bank
awaiting investment shall be carried in a separate accoimt and
shall not be used by the bank in the conduct of its business unless
it shall first set aside in the trust department United States bonds
or other securities approved by the Federal Reserve Board.

Lien on securities. In the event of the failure of such bank
the owners of the funds held in trust for

investment shall have a lien on the bonds or other securities so set
apart in addition to their claim against the estate of the bank.

Deposit of securities Whenever the laws of a State require cor-

witli State authori- poratiohs acting in a fiduciary capacity, to
ties. deposit securities with the State authori-

ties for the protection of private or court
trusts, national banks so acting shall be required to make similar
deposits and securities so deposited shall.be held for the protection
of private or court trusts, as provided by the State law.

Bonds. National banks in such cases shall not be
required to execute the bond usually re-

quired of individuals if State corporations under similar circum-
stances are exempt from this requirement.
National banks shall have power to execute such bond when so

required by the laws of the State.

Oaths or affidavits. In any case in which the laws of a State
require that a corporation acting as trus-

tee, executor, administrator, or in any capacity specified in this

section, shall take an oath or make an afiidavit, the president,

vice president, cashier, or trust oificer of such national bank may
take the necessary oath or execute the necessary afiidavit.

Penalties for loaning It shall be unlawful for any national bank-

funds. ing association to lend any officer, direc-

tor, or employee any funds held in trust

under the powers conferred by this section. Any officer, director,

or employee making such loan, or to whom such loan is made, may
be fined not more than $5,000, or imprisoned not more than five

years, or may be both fined and imprisoned, in the discretion of

the court.

191
NaTE—Bold face type indicates additions in amendment of September 26,
1 a
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Qualifications of In passing upon applications for permls-
banhs to exercise slon to exercise the powers enumerated in
trust powers. this subsection, the Federal Reserve Board

may take into consideration the amount of
capital and surplus of the applying 'bank, whether or not such capi-

tal and surplus is suificient under the circumstances of the case,

the needs of the community to be served, and any other facts and
circumstances that seem to it proper, and may grant or refuse the
application accordingly: Provided, That no permit shall he issued
to any national hanking association having a capital and surplus

less than the capital and surplus required by State law of State
hanks, trust companies, and corporations exercising such powers.

Employ attorneys, ex- (I) To employ suah attorneys, experts, as-

perts and assistants. sistants, clerks, or other employees as may
be deemed necessary to conduct the busi-

ness of the board. All salaries and fees shall be fixed in advance
by said board and shall be paid in the same manner as the salaries

of the members of said board. All such ;attorneys, experts, assist-

ants,, clerks, and other employees shall be ,'appointee! without regard
to the provisions of the Act of J.anuary sixteenth, eighteen hun-
dred and eighty-three (vohime twenty-twp. United States Statutes
at Large, page four hundred and three), 'and amendments thereto,

or any rule or regulation made in pursuance thereof: Provided,

That nothing herein shall prevent the President from placing said

employees in the classified service.

Permit member hanJcs (m) Upon the affirmative vote of not less

to carry in reserve than five of its members the Federal Re-
hanks reserves re- serve Board shall have power, from time

quired to te held in to time, by general ruling, covering aU
own vaults. districts alike, to permit member banks to

carry in the Federal reserve banks of their

respective districts any portion of their reserves now required by
section nineteen of this Act to be held in their own vaults.

FEDERAL ADVISORY COUNCIL

ilemhers. Term of Sec. 12. There is hereby created a Fed-
of/ice. Meetings. eral Advisory Council, which shall consist

of as many members as there are I'ederal

reserve districts. Each Federal reserve bank by its board of di-

rectors shall annually select from its owd Federal reserve district

one member of said council, who shall receive such compensation
and allowances as may be fixed by his board of directors subject to

the approval of the Federal Reserve Boar\i. The meetings of said

advisory council shall be held at Washington, District of Columbia,
at least four times each year, and oftener if called by the Federal

Reserve Board. The council may in a'ddition to the
.
meetings

above provided for hold such other meetings in Washington, Dis-

NoTE— Bold face type indicates additions in ajnendment.s of September T,

1916 (paragraph m), and September 26, 1918 (first paragraph).
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trict of Columbia, or elsewhere, as it may deeni necessary, may
select its own officers and adopt i*^s own methods of procedure and
a majority of its members shall constitute a quorum for the trans-
action of business. Vacancies in the council shall be filled by the
respective reserve banks, and members selected to fill vacancies
shair serve for the unexpired term.

'

Powers of Advisorn The Federal Advisory Council shall have
Council. l>ower, by itself or through its officers, (1)

to confer directjy with the Federal Re-
serve Board on general business conditions; (l!) to make oral or
written representations concerning matters within the jurisdiction
of said board; (3) to call for information and to make' recommen-
dations in regard to discount rates, rediscount business, note Ishik's,
reserve conditions in the various districts, the purchase and sale
of gold or securities by reserve banks, open-market operations by
said banks, and the general affairs of the

^
reserve banking system.

POWERS OF FEDERAL RESERVE BANKS

Character of deposits, See. 13. Any Federal reserve bank may
or for purposes of col- receive from any of its member banks,
lection or exchuuge. and from the United States, deposits of
Collect ion charges current funds inj lawful money, national-
permitted. bank notes. Federal reserve notes, or

checks, and drafts, payable upon presen-
tation, and also for collection, maturing [notes and] bills; or,

soleh- for purposes of exchange or of collection, may receive from
other Federal reserve banks deposits of- current funds in lawful
money, national-bank notes, or cheeks upon other Federal reserve
banks, and checks and drafts, payable ujion presentation within its

district, and maturing [notes and] bills payable within its district;

[or, solely for the purposes of exchange or of collection, may re-

ceive from any nonmember bank or trust company deposits of cur-
rent funds in lawful money, national-bank notes. Federal reserve
notes, checks and drafts payable upon presentation, or maturing
notes and bills: Provided, Such nonmember bank or trust company
maintains with the Federal reserve bank, of its district a balance
sufficient to offset the items in transit held for its account by the
Federal reserve bank: Provided, further, That nothing in this or

any other section of this act shall be construed as prohibiting a
member or nonmember bank from making, reasonable charges, to be
determined and regulated by the Federal Reserve Board, but in no
case to exceed 10 cents per $100 or fraction thereof, based on the

total of checks and drafts presented at any one time, for collection

or pajrment of checks and drafts and remission therefor by ex-

change or otherwise; but no such charges shall be made against

the Federal reserve banks.]

XoTE— Bold face type indicates amendments approved September 7, 1916,
and June 21, 1917. Matter in brackets was added by amendment approved
J'vae 21, 1917.
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May discount notes of Upon the indorsement of any of its mem-
member ianlcs arising her banks, which Shall be deemed a waiver

out of actual com- of demand, notice and protest by such

mercial transactions. bank as to its own endorsement exclu-

Six months' agricul- sively, any Federal reserve bank may dis-

tural paper provi- count notes, drafts, and bills of exchange
sions. arising out of actual commercial transac-

tions; that is, not*s, drafts, and bills of

cxehahgo issued or drawn for agricultural, industrial, or commer-
cial purposes, or the proceeds of which have been used, or are to be
used, for such purposes, the Federal Reserve Board to have the

right to determine or define the character of the paper thus eligible

for discount, within the meaning of this Act, Nothing in this Act
contained shall be construed to prohibit such notes, drafts, and
bills of exchange, secured by staple agricultural products, or other

goods, wares, or merchandise from being eligible for such discount;

but such definition shall not include notes, drafts, or bills covering

merely investments or issued or drawn for the purpose of carrying

or trading in stocks, bonds, or other investment securities, except

bonds and notes of the Government of the United States. Notes,

drafts, and bills admitted to discount under the terms of this para-

graph must have a maturity at the time of discount of not more
than ninety days, exclusive of days of grace: Provided, That notes,

drafts, and bills drawn or issued for agricultural purposes or based
on live stock and having a maturity not exceeding six months,
exclusive of days of grace, may be discounted in an amount to be
limited to a percentage of the assets of the Federal reserve bank,
to be ascertained and fixed by the Federal Reserve Board.

Litnit of notes of one The aggregate of such notes, drafts, and
iorrower rediscounted. bills bearing the signature or indorsement

of any one borrower, whether a person,

companj', firm, or corporation, rediscounted for any one bank shall

at no time exceed ten per eentimi of the unimpaired capital and
surplus of said bank; but this restriction shall not apply to the

iliscouut of bills of exchange drawn in good faith against actually

existing values.

]\Iay discount accep- Any Federal reserve bank may discount

tances. acceptances of the kinds hereinafter de-

scribed, which have a maturity at the

time of discount of not more than three months' sight, exclusive

of days of grace, and which are indorsed by at least one member
bank.

N'fjTR— Bold face t>-pe indi'jites changes and additions in amendments of
.September 7, 1916, and June 21, 1917.
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Member haul; mai/ ac- Any member banl£ may aoct-pt drafts or
ccpt drafts and bills bills of extliaiigo drawn upon it having uot
()/ exchange (jroii-iiig more tlian six mouths' sight to run, ex-
oiit of importation or elusive of days of* grace, which grow out
cj:portatioii tnmttac- of transactious involving the importation
Hon, or doinct:lic ship- or exportation of goods; or which grow
ments^ properly se- out of transactions involving the domestic
eurc(U shipment of goods provided shipping docu-

ments conveying =or securing title are at-

tached at the time of acceptance; or which are secured at the time
of acceptance by a warehouse receipt or other such document con-
veying or securing title covering readily marketable staples. No
member bank shall accept, whether in a foreign or domestic trans-

action, for any one person, company, firm, or corporation to an
amount equal at any time in the aggregate to more than ten per
centuin of its paid-up and unimpaired capital stock and surplus,

unless the bank is seciured either by attached documents or by
some other actual security gTowing out of the same transaction as
the acceptance; and uo bank shall aeccpt pueli bills to an amount
equal at any time in the aggvcgate to more than one-half of its

paid-up and unimpaired capital stoek andi surplus: [Provided, how-
ever. That the Federal Reserve Board, under such general regula-

tions as it may prescribe, which shall apply to all banks alike re-

gardless of the amount of capital stock and surplus, may authorize
any member bank to accept such bills to an amount not exceeding
at any time in the aggregate one hundred per centum of its paid-

up and unimpaired capital stock and smrplus: Provided, further,

That the aggregate of acceptances growing out of domestic trans-

actions shall in no event exceed fifty per centum of such capital

stock and surplus.]

Adeancef: an promif:- Any Federal reserve bank may make ad-

sorii notes properly vances to its member banks on their

seeured, promissory notes jfor a period not exceed-

ing fifteen days at rates to be established

by such Federal reserve banks, subject to the review and deter-

mination of the Federal Reserve Board, provided such promissory

notes are secured by such notes, drafts, bills of exchange, or bank-
ers' acceptances as are eligible for rediscount or for purchase by
Federal reserve banks under the provisions of this Act, or by the

deposit or pledge of bonds or notes of the United States.

lAmitation of indeht- Section fifty-tTvo hundred and two of the

ednesx of national Revised Statutes of the United States is

banls. hereby amended so as to read as follows:

No national banliing assoeiation shall at

any time lie indelited, or in any way liable, to an amount exceeding

the amount of its capital stock at such time actuallj- paid in and

Xott;.— Bold face type indicates amendments* of September 7, 1916, and
June 21, 1917. Matter in brackets added by aipendment of .lune 21, 1917,
^'hich is practicalh tlie same as amendment of March 3, 1915, but omitted Sep-
imber^ 7, 1916.
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remaining uniliminishecl by losses or otlierwise, except on account
of demands of the nature following:

First. Notes of circulation.

Second. Moneys deposited with or collected liy the association.
Third. Bills of exchange or drafts drawn against money actually

on deposit to the credit of the associatioq, or due thereto.
Fourth. Liabilities to the stockholders of the association for

dividends and reserve profits.

Fifth. Liabilities incurred under the provisions of the Federal
Eeserve Act.

*iSi.vfli. Liabilities incurred under the provisions of the Var Fi-
}:ar.e'c Corporation Aet.

[Seventh. Liabilities created by the indorsement of accepted
bills of exchange payable abroad actually owned by the indorsing
bank and discounted at home or abroad.]

Operations siihjeet to The discount and rediscount and the pur-
restrictions of Board. chase and sale by any Federal reserve

bank of any bills receivable and of domes-
tic and foreign bills of exchange, and of acceptances authorized
by this Act, shall be subject to such restrictions, limitations, and
regulations as may be imposed by the Federal Eeserve Board.

National Tjanhing as- That in addition to the powers now vested
sociatioit where popu- by law in national banking associations
lot ion does not exceed organized under the laws of the United
5,000 may act as States any such association located and
agent or broker. doing business in any place the popula-

tion of which does not exceed five thou-
sand inhabitants, as shown by the last preceding decennial census,

* As amended by the "War Finance Corporation Act, approved April 5, 1918,
wliicK Act al.so provides

:

'

"fcSec. 13. Tliat the Federal re,serve banks shall be authorized, subject to the
maturity limitatioVis of the Federal Reserve Act ind to regulations of the Fed-
eral Reserve Board, to discount the direct obligations of member banks secured
by suth bonds of the Corporation and to rediscount eligible paper nerured by
such bonds and indorsed by a member bank. No cliscount or rediscount under
this section shall be granted at a less interest charge than one per centum per
annum above the prevailing rates for eligible commercial paper of corresponding
maturity.

"Any Federal reserve bank may, with the api^roval of the Federal Reserve
Board, use any obligation or paper so acquired for any purpose for which it is

authorized to use obligations or paper secured by. bonds or notes of the United
States not bearing the circulation privilege: Pi-dr'uh'd , however, That when-
ever Federal rf^ei-\p notes are issued against the gecurity of such obligations or
paper the Federal Reserve Board may make a special interest charge on such
notes, which, in the discretion of the Federal Reberve Board, need not be ap-
plicable to other Federal reserve notes which maji .from time to time be issued
and outstanding. All provisions of law, not inconsistent herewith, in respect
to the acquisition by any Federal reserve bank of obligations or paper Becured
b,\- such bonds or notes of the United States, and in respect to Federal reserve
notes issued against the security of such obligations or paper, shah extend, in
so fan a» applicable, to the acquisition of obligations or paper secured by the
bonds of tlie Corporation and to the Federal reserve notes issued against the
security of such obligations or paper."
NoTK— Bold face type indicates changes and Jidditions in amendment of

September 7, 1916. Matter in brackets indicates amendments approved Oc-
tober 22, 1919.
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may, under such rules and regulations as may be prescribed by the
Comptroller of the Currency, act as the agent for any fire, life or
other insurance company authorized by the authorities of the State
in which said bank is located to do business in said State by
soliciting and selling insurance and collecting premiums on policies
issued by such company; and may receive for services so rendered
such fees or commissions as may be agreed upon between the said
association and the insurance company for which it may act as
agent; and may also act as the broker or agent for others in mak-
ing or procuring loans on real estate located within one hundred
mUes of the place in which said bank niay be located, receiving
for such services a reasonable fee or commission: Provided, how-
ever, That no such bank shall in any case guarantee either the
principal or interest of any such loans or assume or guarantee the
payment of any premium on insurance policies issued through its
agency by its principal: And provided further. That the bank shall
not guarantee the truth of any statement made by an assured in
filing his application for insurance.

Member hanls may Any member bank may accept drafts or
accept drafts or bills bills of exchange drawn upon it having not
of exchange to fur- more than three months' sight to run, ex-
nish dollar exchange. elusive of days of grace, drawn under regu-

lations to be prescribed by the Federal
Beserve Board by banks or bankers in foreign countries 1 or depend-
encies or insular possessions of the United States for the purpose of
furnishing dollar exchange as required by the usages of trade in the
respective countries, dependencies, or insular possessions. Such
drafts or bills may be acquired by Federal reserve banks in such
amounts and subject to such regulations, restrictions, and limita-

tions as may be prescribed by the Federal Reserve Board: Provided,
lioivever. That no member bank shall accept such drafts or bills of

exchange referred to in this paragraph for any one bank to an
amount exceeding in the aggregate ten per centum of the paid-up
and unimpaired capital and surplus of the accepting bank unless

the draft or bill of exchange is accompanied by documents convey-

ing or securing title or by some other adequate security: Provided,

further. That no member bank shall accept such drafts or bills jn

an amount exceeding at any time the aggregate of one-half of its

paid-up and unimpaired capital and surplus.'

OPEN-MARKET OPERATIONS

Beserve hank may Sec. 14. Any Federal reserve baruk may,
purchase and sell in under rules and reguIatiDns prescribed by
open market. the Federal Reserve Board, purchase and

sell in the open market, at home or abroad,

'Banks and hankers in the following countries have been authorized hy the

Federal Reserve Board (o draw drafts for the purpose of furnishing dollar

exchange : Argentina, Bolivia, Brazil, Chile, Colombia, Costa Rica, Ecuador,

Nicaragua, Peru, Porto Rico, Santo Domingo, Uruguay, Venezuela, and
Trinidad.
Note— Bold face type indicates changes and additions m amendment of Sep-

tember ? 1916.
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either from or to domestic or foreign banks, firms, corporations, or
indivicliials, cable transfers and bankers' acceptances and bills of
exchange of the kinds and maturities by this Act made eligible for
rediscount, with or without the indorsemeit of a member bank.

Powers of reserve Every Federal reserve bank shall have
ianis—Deal in gold power;
coin, etc. (a) To deal in gold coin and bullion at

home or abroad, to make loans thereon, ex-

change Federal reserve notes for gold, gold coin or gold certificates,

and to contract for loans of gold coin or bullion, giving therefor,

when necessary, acceptable security, including the hypothecation
of United States bonds or other securities which Federal reserve
banks are authorized to hold;

Deal in government (fc) To buy and jsell, at home or abroad,
or municipal Vo'nds. bonds and notes of the United States, and

bills, notes, revenue bonds, and warrants
with a maturity from date of purchase of not exceeding six months,
issued in anticipation of the collection of taxes or in anticipation
of the receipt of assured revenues by any State, county, district,

political subdivision, or municipality in the continental Unite'l
States, including irrigation, drainage and reclamation districts,

such purchases to be made in accordance 'syith rules and regulations
prescribed by the Federal Eeserve Board;

Buy and sell l/Uls of (c) To purchase from member banks and
exchange. to sell, with or without its indorsement,

bills of exchange arising out of commer-
cial transactions, as hereinbefore defined;

Establish ratea of dis- (d) To establish from time to time, gnb-
count. ject to review and determination of the

Federal Keserve poard, rates of discount
to be charged by the Federal reserve bank for each class of paper,
which shall be fixed with a view of accommodating commerce and
business [and which, subject to the approval, review, and determina-
tion of the Federal Eeserve Board, may be graduated or progresssed
on the basis of the amount of the advances and discount accommo-
dations extended by the Federal Eeserve! Bank to the borrowing
bank.]

Open 'accounts with («) To establish accounts with other Fed-
each other and in for- eral reserve banks for exchange purposes
eign countries. and, with the consent [or upon the order

and direction] 6i the Federal Eeserve
Board [and nnder regnlations to be prescribed by said board,] to
open «nd maintain accounts in foreign countries, appoint eorre-

NoTE—Bold jace type indicates amendment approved SeineDil>eT 7. Idl6,
and Jrine 21, 1&17. Matter in brackets waa added by amendment appror&a
June ;21, 1917, OT by amendment approved April* 13, 1920 (paragraph (dyy.
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NOTE ISSUES^

Board to issue Fed- iSec. 16. Fedei'al reserve notes, to be is-

eral rc-scrvc notes to sued ;it the discretion of the Federal Ee-

rcserve hanks. serve Board for tlie purpose of making ad-

vances to Federal ^reserve banks through

the Fodoral reserve agents as hereinafter s'et forth and for no other

purpose, are hereby authorized. The said notes shall be obligations

of the United States and shall be receivable by all national and
member banks and Federal reserve banks a'nd for all taxes, customs,

and other public dues. They shall be redeemed in gold on demand at

the Treasury Department of the United States, in the city of Wash-
ingto-n, District of Columbia, or in gold or lawful money at any
Federal reserve bank.

Reserve banlcs to re- Any Federal reserve bank may make appli-

ceive notrs upon filing cation to the local Federal reserve agent
proper .sccunty. for such amount of the Federal reserve

notes hereinbefore provided for as it may
require. Such application shall be accompianied ^vitU a tender to

the local Feileral reserve agent of collateral in amount equal to

the sum of the Fi'deral reserve notes thus applied for and issued

pursuant to such application. The eollatexal security thus offered

* Tlie Sih'er Act, approved April 23, 1918, provides:
"Skc. 5. Thut ill order to prevent eontractiou of tlie currency, the Federal

reserve banks may Le either permitted or required by the Federal Reserve
Board, at the request of the Secretary of the Tre%;Ury, to issue Federal reserve
bank notes, in any denominations {including denominations of $1 and $2)
authorized by the Federal Reserve Board, iu an aggregate amount not exceed-
ing the amount of standard silver dollars melted or broken up and sold as bul-

lion under authority of this Act, upon deposit as provided by law with the
Treasurer of the United Slates a^ security therefo^, of United States certiflcatesi

of indebtednes;,?, or of United States one-year gold notes. The Secretary of the
Treasury may, at his option, extend the time ©f payment of any maturing
United: States certificates of indebtedness deposited as security for such Federal
reserve bank notes for any period not exceeding one year at any one extension
and niiiy, at his option, pay such certificates o£ indebtedness prior to maturity,
"vvliether or not so extended. Tlie deposit of United States certificates of in-

debtedness by Federal reserve banks as security ihr Federal reserve bank notes
under authority of this Act shall be deemed to cdnstitute an agreement on tho
part Of the Federal reserve bank making such deposit that the Secretary of the
Treasury may so extend the time of payment of su'ch certificates of indebtedness
beyond the original maturity date or beyond any maturity date to which such
certificates of indebtedness may have been extended, and that the Secretary of
the Treasury may pay such certificates* in advance of maturity, whether or not
BO extended.

'"Sec. 6. That as and when standard silver dollnrs shall be coined out of
buhion purchased under authority of this Act, the Federal reserve banks Khali
be required by the Federal Reserve Board to retii-e Federal reserve bank notes
issued under authority of section five of this Act, if then outstanding, in an
amount equal to the amount of standard silver dollars so coined, and the Secre-
tary of the Ti'easury shall pay off and cancel any United States certificates of
indebtedness deposited as security for Federal reserve bank potes EO retired,

"Sec*. 7. That the tax on any Federal reserve bank notes issued under au-
thority of this Act, secured by the deposit of United States certificates of indebt-
edness or United States one-year gold notes, shall be so adjusted that the net
return on such certificates of indebtedness, or such one-year gold notes, calcu-
lated on the face value thereof, ahall be equal to the net return on United States
two per cent, bonds, used to secure Federal reserve bank notes, after deducting
the amount of the tax upou fiuch Federal reserve°bank notes so Eecured."
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shall b& notes, drafts, tiills of exchange, pr acceptances [acquired]
under the provisions of section thirteen of this Act, or bills of ex-
change indorsed \>y a member bank of any Federal reserve district
and purchased under the provisions of section fourteen of this Act,
or bankers' acceptances purchased under the provisions of said sec-
tion fourteen, [or gold or gold certificates; but in no event shall
such collateral security, whether gold, gold certificates, or eligible
paper, be less than the amount of Federal reserve notes applied
for.] The Federal reserve agent shall (laeh day notify the Fed-
eral Keserve Board of all issues and withdrawals of Federal re-

serve notes to and by the Federal reserve 'bank to which he is ac-
credited. The said Federal Eescrve Board may at any time call

upon a Federal reserve bank fur additional security to protect the
Federal reserve notes issued to it.

Gold and other gecur- Every Federal reserve bank shall maintain
ity against reserve reserves in gold or lawful money of not less

notes and reynlations than thirty-five per centum against its de-
a,i to issuance, ex- posits and reserves in gold of not less than
rliange and redemp- forty per centunt against its Federal re-

tion. serve notes in actual circulation: [Pro-
vided, however, That when .the Federal re-

serve agent holds gold or gold certificates ^as collateral for Federal
reserve notes issued to the bank such gold or gold certificates shall

be counted as part of the gold reserve which such bank is required
to maintain against its Federal reserve notes in actual circulation.]

Notes so paid out shall bear upon their /aces a distinctive letter

and serial number which shall be assigned by the Federal Reserve
Board to each Federal reserve bank. Whenever Federal reserve

notes issued through one Federal reserve bank shall be received by
another Federal reserve bank, they shall be promptly returned for

credit or redemption to the Federal reserve bank through which
thej' were originally issued [or, Upon direction of such Federal re-

serve bank, they shall be forwarded direct to the Treasurer of the

United States to be retired.] No Federal, reserve bank shall pay
out notes issued through another under penalty of a tax of ten per

centum upon the face value of notes so paid out. Notes presented

for rjedemption at the Treasury of the United States shall be paid

out of the redemption fund and roturne'd to the Federal reserve

banks through which they were originally issued, and thereupon

such Federal reserve bank shall, upon demand of the Secretary of

the Treasury, reimburse such redemjition 'fund in lawful money or,

if such Federal reserve notes have been redeemed by the Treasurer

in gold or gold certificates, then such funjls shall be reimbursed to

the extent deemed necessary by the Serr'etary of the Treasury in

gold or gold certificates, and such Federal reserve bank shall, so

long as any of its Federal reserve notes i-emain outstanding, main-

tain with the Treasurer in gold an amount sufficient in the judgment

XOTE-'Bold faee type indicates amendments approved September 7, 1916,

and June 21. 1917. Matter in brackets was added by amendment approved
June £l. 1.917
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of tlie Secretary to provide for all redemjjtions to be made by the
Treasurer. Federal reBerve notes received by the Treasurer, other-

wise than for redemption, may be exchanged for gold out of the re-

demption fund hereinafter provided and returned to the reserve

bank through which they were originally issued, or they may be re-

turned to such bank for the credit of the) United States. Federal
reserve notes unfit for circulation shall be returned by the Feileral

reserve agents to the Comptroller of the Currency for cancellation
and destruction.

Be.<srrvr danl-ti to The Federal Reserve Board shall require
maintain note re- each Federal reserve bank to maintain on
demotion fund in deposit in the Treasury of the United
Treasury. States a sum in gold sufficient in the judg-

ment of the Secretary of the Treasury for

the redemption of the Federal reserve notes issued to such bank,
but in no event less than five per centum of the total amount of

notes issued less the amount of gold or gold certificates held by
the Federal reserve agent as collateral security; but such deposit of

gold shall be counted and included as part of the forty per centum
reserve hereinbefore required. The board. shall have the right, act-

ing through the Federal reserve agent, to grant in whole or in part

or to reject entirely the application of any Federal reserve bank
for Federal reserve notes; but to the extent that such application
may be granted the Federal Reserve Board shall, through its local

Federal reserve agent, supply Federal reserve notes to the banks
so applying and such bank shall be charged with the amount of notes
issued to it and shall pay such rates of interest as may be estab-
lished by the Feder:il Reserve Board on only that amount of such
notes which equals the total amount of its outstanding Federal re-

serve notes less the amount of gold or gold certificates held by the
Federal reserve agent as collateral security. Federal reserve notes
issued to any such bank shall, upon delivery, together with such
notes of such Federal reserve bank as may be issued under section
eighteen of this Act upon security of United States two per centum
Government Ijonds, became a first and paramount lien on {ill the
assets of such bank.

Method of retiring A.ny Federal reserve bank may at any time
notes. reduce its liability for outstauding Fed-

eral reserve notes by depositing with the
Federal reserve agent its Federal reserve potes, gold, gold certifi-

cates, or lawful money of the United Staffs. Federal reserve notes
so deposited shall not be reissued, except upon compliance with the
conditions of an original issue.

Uescrve ii/jeirl to Jiold The Federal reserve agent shall hold such
secm'ity for notes. gold, gold certificates, or lawful money

available exclusively for exchange for the
outstanding Federal reserve notes when offered by the ruHCrve bank

NoTp— Bold fufo t^'pe indicates clianges and additions in ampndmcnt of
.June 21, )!)17.
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of which he is a director. Upon the request of the Secretary of the
Treasury the Federal Ecscrvc Board shall require the Federal re-

serve agent to transmit to the Treasurer of the United States bo

much of the gold held by him as collateral security for Federal re-

serve notes as may he required for thi?- exclusive purpose of the re-

demption of such Federal reserve notes, hut such gold when de-
posited with the Treasurer shall be counted and considered as if

collateral security on deposit with the Federal reserve agent.

Exchange of collat- Any Federa.l reserve bank may at its dis-

eral permitted. Re- cretion withdraw tfollateral deposited with
tirement of Federal the local Federal reserve agent for the pro-

reserve notes. teetion of its Federal reserve notes issued
to it and shall at the same time substitute

therelor other collateral of equal amount with the approval of the

Federal reserve agent under regulations to be prescribed by the

Federal Eeseixe Board. Any Federal reserve bank may retire any
of its Federal reserve notes by depositing them with the Federal re-

serve agent or with the Treasurer of the United States, and such
Federal reserve bank shall thereupon be entitled to receive back the
collateral deposited with the Federal reserve agent for the security

of such notes. Federal reserve banks shall not oe required to main-
tain the reserve or the redemption fund heretofore provided for

against Federal reserve notes which have been retired. Federal re-

serve notes so deposited shall not be reissued except upon compli-

ance with the conditions of an original issue.

Custody of Federal All Federal reserve notes and all gold, gold
reserve notes, gold, certificates, and lawful money issued to or

gold certificates and deposited with any Federal reserve agent

lawful money. under the provisions of the Federal reserve

act shall hereafter- be held for such agent,

under such rules and regulations as the Federal Reserve Board may
prescribe, in the joint cutody of himself and the Federal reserve

bank to which he is accredited. Such agent and such Federal re-

serve bank shall be jointly liable for the safe-keeping of such Fed-

eral reserve notes, gold, gold certificates, and lawful money. Noth-

ing herein contained, however, shall be construed to prohibit a Fed-

eral reserve agent from depositing gold or gold certiiicates with the

Federal Reserve Board, to be held by such board subject to his

order, or with the Treasurer of the United States for the purposes

authorized by law.

Printing and denom- In order to furnis'h suitable notes for cir-

inations of notes. eulation as Federal reserve notes, the

Comptroller of the Currency shall, under

the direction of the Secretary of the Treasury, cause plates and

dies to be engraved in the best manner to guard against counter-

feits and fraudulent alterations, and shall have printed therefrom

j^QTE Bold face type indicates changes and additions in amendmentK of

June 31, 1917.
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anil numbered such quantities of such notc5 of the denominations of

$5, $10, $20, $50, $100, $500, $1,000, $5,000, $10,000 as may be re-

quired to supply the Federal reserve banks. Such notes shall be in

form and tenor as ilirected by the >Seereta-ry of the Treasury under

the provisions of this Act and shall bear the distinctive numbers
of the several Federal reserve banks through which they are issued.

Custody of vnissiicd When such notes have been prepared, they

notes-. shafll be deposite^l in the Treasury, or in

the subtreasury ,or mint of the United
Slates nearest the place of business of each Federal reserve bank
and shall lie held for the use of such bant subject to the order of

the Comptroller of Currency for their delivery, as provided by this

Act.

ComptroUer to have The plates and dies to be procured by the

custody of dies and Comptroller of the Currency for the print-

plate's. ing of such circulating notes shall remain
under his control and direction, and the ex-

penses necessarily incurred in executing the laws relating to the

procuring of sucli notes, and all other expenses incidental to their

issue and retirement, shall be paid by the Federal reserve banks,
and the Federal Keserve Board shall include in its estimate of ex-

penses levied aga,inst the Federal reserve ba.nks a sufficient amount
to cover the expenses herein provided for.

The examination of plates, dies, bed pieces, and so forth, and
regulations relating to such exanLinution of plates, dies, and so

forthj of national-bank notes provided for in section fifty-one hun-
dre<l and seventj^-four. Revised Statutes, is hereby extended te in-

clude- notes herein provided for.

Existing appropria- Any appropriation heretofore made out of

tioii for note printing the general funds of the Treasury for eU'

made available. graving plates and dies, the purchase of

distinctive paper, or to cover any other ex-

pense in connection with the printing of national-bank notes or

notes provided for by the Act of May thirtieth, nineteen hundred
and eight, and any distinctive paper that may be on hand at the

time of the passage of this Act may be used in the discrelion of

the Srcretary for the purjicscK of this Act, and should the ap-

propriations heretofore made be insufficient to meet the require-

ments of tills Art in addition to circulating notes provided for by
existing law, the Secretary is hereliy autliorized to use so much
of any funds in the Treasury not otherwise appropriated for the
purpose of furnishing the notes utoresaid: .Provided, hoivcvi-r, That
nothing in this section contained shall be construed as exempting
natianal banks or Federal reserve banks from their liability to re-

imburse the United States for any expenses incurred in printing
and issuing circulating notes.

Note.—EoM face t,\pe indicates amendments of September 26, 1918.



FEDERAL RESERVE ACT 487

Clearing house func- Every Federal foserve bank shall receive
"""* on deposit at par from member banks or

from Federal reserve banks checks and
dratts drawn by any depositor in any other Federal reserve bank
or member bank upon funds to the credit -of said depositor in said
reserve bank or member bank. Nothing herein contained shall be
construed as prohibiting a member bank from charging its actual
expense incurred in collecting and remitting funds, or for ex-
change sold to its patrons. The Federal Reserve Board shall, by
rule, fix the charges to be collected by the member banks from
its patrons whose checks are cleared through the Federal reserve
bank and the charge which may be imposed for the service of
clearing or collection rendered by the Faderal reserve bank.

Transfer of funds, The Federal Reserve Board shall make and
>?''' promulgate from time to time regulations

governing the transfer of funds and
charges therefor among Federal reserve banks and their branches,
and may at its discretion exercise the functions of a clearing house
for such Federal reserve banks, or may designate a Federal reserve
bank to exercise such functions, and may also require each such
bank to exercise the functions of a clearing house for its member
bank-s.

Secretary of Treasury That the Secretary of the Treasury is here-
authorized to receive by authorized and directed to receive de-
deposits of gold coin posits of gold coin or of gold certificates
or gold certificates. with the Treasurer or any assistant treas-

urer of the United States when tendered
by any Federal reserve bank or Federal reserve agent for credit
to its or his account with the Federal Reserve Board. The Secre-
tary shall prescribe by regulation the form of receipt to be issued
by the Treasurer or Assistant Treasurer to the Federal reserve
bank or Federal reserve agent making the deposit, and a duplicate
of such receipt shall be delivered to the Federal Reserve Board
by the Treasurer at Washington upon proper advices from any
assistant treasurer that such deposit has been made. Deposits so

made shall be held subject to the orders of the Federal Reserve
Board and shall be payable in gold coin or gold certificates on
the order of the Federal Reserve Board to any Federal reserve
bank or Federal reserve agent at the Treasury or at the Sub-
treasury of the United States nearest the place of business of
such Federal reserve bank or such Federal reserve agent: Provided,
however, That any expense inpurred in shipping gold to or from
the Treasury or Subtreasuries in order to make such payments, or

as a result of making such payments, shall be paid by the Federal
Reserve Board and assessed against the Federal reserve banks.

The order used by the Federal Reserve Board in making such pay-
ments shall be signed by the governor or vice governor, or such

NoTK— Bold face type indicates matter added in amendment approved Jii"e

21. 1917-
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other officers or members as the board may by regulation prescribe.
The form of such order shall be approved by the Secretary of the
Treasury.

V.a-penses of gold set- The expenses necessarily incurred in carry-
tlement fund. ing out these provisions, including the cost

of the certificates or receipts issued for de-

posits received, and all expenses incident to the handling of such
deposits shall be paid by the Federal Reserve Board and included
in its assessments against the several Federal reserve banks.

Gold deposits counted Gold deposits standing to the credit of any
as lawful reserve. Federal reserve bank with the Federal Re-

serve Board shall, at the option of said
bank, be counted as part of the lawful reserve which it is required
to maintain against outstanding Federal reserve notes, or as a part
of the reserve it is required to maintain against deposits.

Nothing in this section shall be construed as amending section

six of the act of March fourteenth, nineteen hundred, as amended
by the acts of March fourth, nineteen hundred and seven, March
second, nineteen hundred and eleven, and June twelfth, nineteen
hundred and sixteen, nor shall the provisions of this section be con-

strued to apply to the deposits made or to the receipts or certifi-

cates issued under those acts.

Repeal of tond re- See. 17. So much of the provisions of see-

quirements of na- tion fifty-one hundred and fifty-nine of the

tional hanlcs. Eevised Statutes of the United States, and
section four of the Act of June twentieth,

eighteen hundred and seventy-four, and section eight of the Act
of July twelfth, eighteen hundred and eighty-two, and of any
other provisions of existing statutes as require that before any
national banking association shall be authorized to commence
banking business it shall transfer and deliver to the Treasurer of

the United States a stated amount of United States registered bonds,
and so much of those provisions or of any other provisions of exist-

ing statutes as require any national banking association now or
hereafter organized to maintain a minimum deposit of such bonds
with the Treasurer is hereby repealed.

REFUNDING BONDS

Retirement of na- See. 18. After two years from the pas-

tional. h anlc circula- sagei of this Act, and at any time during
tion. a period of twenty years thereafter, any

member liank desiring to retire the whole
(ir any part of its circulating notes, may iile with the Treasurer
of the United States an application to sell for its account, at par
and accrued interest, United States bonds securing circulation to

be retired.

^ December 21.', 19iy.
Note—Bold faLe type indicates matter added iu aiueudmeut approved June

21, 1917.
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Bes-erve Board m«y The Treasurer ajiall, at the end of each
require reserve banks quarterl3' period, furnish the Federal Ke-
to purehase hands. serve Board with, a list of such applica-

tions, and the Federal Reserve Board may,
m its discretion, require the Federal reserve banks to purchase
such bonds from the banks whose applications .have been filed with
the Treasurer at least ten days before 'the end of any quarterly
period at which the Federal Reserve Board may direct the purchase
to be made: Provided , That Federal reserve banks shall not be
permitted to purchase an amount to exeeed $25,000,000 of such
bonds in any one year, and which amount shall include bonds
acquired under section four' of this AA by the Federal reserve
bank.

Bonds allotted to re- Provided furiher, That the Federal Reserve
serve banks. Board shall allot to each Federal reserve

bank such proportion of such bonds as the
capital and surplus of such bank shall bear to the aggregate capital
and surplus of all the Federal reserve banks..

Transfer of bonds to Upon notice from the Treasurer of the
reserve banks. amount of bonds so sold for its account,

each member bank shall duly assign and
transfer, in writing, such bonds to the Federal reserve bank pur-
chasing the same, and such Federal reserve bank shall, thereupon,
deposit lawful money with the Treasurer of the United States for

the purchase price of such bonds, and the Treasurer shall pay to

the member bank selling such bonds any balance due after deduct-
ing a sufficient sum to redeem its outstanding notes secured by
such: bonds, which notes shall be canceled and permanently retired

when redeemed.

The Federal reserve banks purchasing such bonds shall be per-

mitted to take out an amount of circufating notes equal to the

par value of such bonds.

Circulating notes is- Upon the deposit with the Treasurer of

sued equal to par the United States of bonds so purchased,

-value of bonds de- , or any bonds with the circulating privilege

posited. acquired under section four of this Act,

any Federal reserve bank making such de-

posit in the manner provided by existing law, shall be entitled to

receive from the Comptroller of the Currency circulating notes

in blank, registered and countersigned as provided by law, equal

in amount to the par value of the bonds so deposited. Such notes

shall be the obligations of the Federal, reserve bank procuring

the same, and shall be in form prescribed by the Secretary of the

Treasury, and to the same tenor and effect as national-bank notes

now provided by law. They shall be issued and redeemed under

the same terms and conditions as national-bank notes except that

1 Thi& is apparently an error in the Act. Reference should have been made
to Sec. 14.
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they shall not be limited to the amount of the capital stock of the
Federal reserve bank issuing them.

Tivo per cent, gold Upon application of any Federal reserve
bonds exchanged for bank, approved by the Federal Reserve
one-year gold notes Board, the Secretary of the Treasury may
and 30-1/ ear 3 per issue, in exchangj? for United States two
cent, gold bonds. per centum gold bonds bearing the circula-

tion privilege, but against which no circu-

lation is outstanding, one-year gold notes of the United States
without the circulation privilege, to an a|nount not to exceed one-

half of the two per centum bonds so tendered for exchange, and
thirty-year three per centum gold bonds without the. circulation

privilege for the remainder of the two per centum bonds so
tendered: Provided, That at the time of such exchange the Federal
I'eserve bank obtaining such one-year gold notes shall enter into

an obligation with the Secretary of the 'Treasury binding itself

to purchase from the United States for ,gold at the maturity of

such one-year notes, ^an amount equal tb those delivered in ex-

change for such bonds, if so requested by the Secretary, and at

each maturity of one-year notes so purchased by such Federal
reserve bank, to purchase from the United States such an amount
of one-year notes as the Secretary may tender to such bank, not
to exceed the amount issued to such bank in the first instance, in

exchange for the two per centum United States gold bonds; said

obligation to purchase at maturity such notes shall continue in

force for a period not to exceed thirty years.

Treasury notes and For the purpose of making the exchange
TJ. S. gold bonds au- herein provided for, the Secretary of the
thorized. Treasury is authorized to issue at par

Treasury notes in coupon or registered
form as he may prescribe in denominations of one hundred dollars,

or any multiple thereof, bearing interest at the rate of three per
centum per annum, payable quarterly, such Treasury notes to be
payable not more than one year from the da,te of their issue in

gold^coin of the present standard value, , and to be exempt as to
principal and interest from the payment of all taxes and duties
of the United States except as provided by this Act, as well as

from taxes in any form by or under State, municipal, or local

authorities. And for the same purpose, the Secretary is authorized
and empowered to issue United States gold bonds at par, bearing
three per centum interest payable thirty years from date of issue,

such bonds to be of the same general tenor and effect and to be
issued under the same general terms and -conditions as the United
States three per centum bonds without -the circulation privilege
now .issued and outstanding.

Secretary to make ex- Upon application of any Federal reserve
change. bank, approved -by the Federal Keserve

Board, the Secretary may issue at par such
three per centum bonds in exchange for the one-year gold notes
herein provided for.
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BANK RESERVES

Denui-iid and time de- Sec. 19. Demand fleposits within the menn-
posits defined. ing of this Act sh,all comprise all deposits

payable within thirty days, and time de-

posits shall comprise all deposits payalile after thirty days, all

savings accounts and certificates of depq'sit which are snbject to

not less than thirty days' notice before payment, and all postal
savings deposits.

i

Seser^e requirements Every bank, banking association, or trust

of member hanls. company which ds or which becomes a

member of any Federal reserve bank shall

establish and maintain reserve balances with its Federal reserve
bank as follows:

Country banlL-x. (a) If not in a reserve or central reserve

city, as now or hereafter defined, it shall

hold and maintain with the Federal reserve bank of its district

an actual net balance equal to not less than seven per centum of

the aggregate amount of its demand deposits and three per

centum of its time deposits.

Beserve citii ianls, (b) If in a reserve city, as now or here-

after defined, it shall hold and maintain

with the Federal reserve bank of its district an actual net balance

equal to not less than ten per centum of the aggregate amount of

its demand deposits and three per centum of its time deposits:

[Provided, however, That if located in the outlying districts of a

reserve city or in territory added to such a city by the extension

of its corporate charter, it may, upon the affirmative vote of five

members of the Federal Reserve Board, hold and maintain the re-

serve balances specified In paragraph (a) hereof.]*

2

Central reserve city (c) If in a central reserve city, as now or

lanlcs. hereafter defined. It shall hold and main-

tain with the Federal reserve bank of its

district an actual net balance equal to not less than thirteen per

centum of the aggregate amount of its demand deposits and three

per centum of its time deposits: [Frovided, liowever, That if

located in the outlying districts of a central reserve city or in

territory added to such city by the extension of its corporate

charter, it may, upon the affirmative vote of five members of the

' Gfovernraent deposits other than postal savings. deposits not subject to reserve

requirements. Sec. T, Act approved April 24, 1917.

- See footnote, next page.

Note— Bold face tvpe indicates amendments approved June 21, 1917, and

Septemtier 26, 1918.
' Matter in bracket? was aHded by amendment approved

September 26,' 1918.
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Tederal Reserve Board, hold and maintain the reserve 'balances

specified in paragraphs (a) or (b) hereof.]*

Deposits with non- No member bank shall keep on deposit

member banhs. with any State bank or trust company
which is not a member bank a sum in ex-

cess of ten per centum of its own paid-up capital and surplus. No
member bank shall act as the medium or agent of a non-member
bank in applying for or receiving discounts from a Federal reserve

bank under the provisions of this Act, except by permission of

the Federal Beserve Board.

Balances in reserve The required balance carried by a member
banls may be checked bank with a Federal reserve bank may,
against. under the regulations and subject to such

penalties as may be prescribed by the

Federal Eeserve Board, be checked against the withdrawn by such

member bank for the purpose of meeting existing liabilities:

Provided, however, That uo bank shall at any time make new
loans or shall pay any dividends unless and until the total

balance required by law is fully restored.

How to estimate bal- In estimating the balances required by this

ances. Act, the net difference of amounts due to

and from other banks shall be taken as

the basis for ascertaining the deposits against which required
balances with Federal reserve banks shall be determined.

Banks outside contin- National banks, or banks organized under
ental United States. local Jaws, located in Alaska or in a de-

pendency or insular possession or any part

of the United States outside the continental United States may
remain non-member banks, and shall in that event maintain reserves

and comply with all the conditions now provided by law regvilating

Iheiu; or said banks may, ^vith the consent of the Reserve Board,
become member banks of any one of the reserve districts, and
shall in that event take stock, maintain reserves,' and be subject
to all the other provisions of this Act.

* Acting in accordance witli Uiese provisions of the law, tlie Board lias vot«d
that it will not attempt to define snch outlying Jsections in cities in districts

other than Boston and New York, but that it will give consideration to indi-
vidual applications received from such hankb as inay feel entitled to a change
of reserve requirements, pursuant to the terms of tl^e new law, such applications
to show location of bank, capital, surplus and pfofits, and deposits, the latter

divided as follows : Individual deposits and collection account of local banks*
and trust companies, and deposits of out of to:^vn banks; applications when
completed to be submitted through and accompanied by recommendation of the
Federal Reserve agent. It has further been voted that I^ederai Reserve agents
be authorized to submit direct to the Federal Reserve Board general applications
in behalf of all such banks in their respective disitricts without awaiting indi-
vidual action uf banks concerned.

Note— Bold face type indicates changes and ad^ditions in amendment of June
21, IfllT.
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Five prr cent, re- See. 20. So much 'of sections two and three
demiition fund no of the Act of 3une twentieth, eighteen
longer reserve. hundred and seventy-four, entitled '

' An
Act fixing the aimount of United States

notes, providing for a redistribution of the national-bank currency,
and for other purposes," as provides that the fund lepositcd by
any national banking association with the Treasurer of the United
States for the redemption of its notes shall be counted as a part
of its lawful reserve as provided in the Act aforesaid, is hereby
repealed. And from and after the passage of this Act such fund
of iive per centum shall in no case be .connted by any national
banking association as a part of its lawful reserve.

BANK EXAMINATIONS
Sec. -1. Section fifty-two hundred and forty, United States Ke-

vised Statutes, is amended to read as follows:

Examiners to examine The Comptroller Of the Currency, with the
every member at least approval of the Secretary of the Treasury,
twice a year. shall appoint examiners who shall examine
Examinations i y every member banki at least twice in

State authorities may each calendar year and oftener if consid-

he accepted. ered necessary: Provided, however, That
the Federal Reserve Board niay authorize

examination by the State authorities to be accepted in the case of

State banks and trust companies and may at any time direct the
holding of a special examination of State banks or trust com-
panies that are stockholders in any Federal reserve bank. The
examiner making the examination of any national bank, or of any
other member bank, shall have power to make a thorough ex-

amination of all the affairs of the bank. and in doing so he shall

have power to administer oaths and to examine any of the oflScers

and agents thereof under oath and shall make a full and detailed

report of the condition of said bank to the Comptroller of the

Currency.

Salaries to he paid ex- The Federal Reserve Board, upon the

ar>ii>iers and expenses recommendation of the Comptroller of the

assessed upon hanhs (.'urrency, shall fix the salaries of all

examined. bank examiners and make report thereof

to Congress. The expense of the examina-

tions herein provided for shall be assessed by the Comptroller of

the Currency upon the banks examined in proportion to assets or

resources held by the banks upon the dates of examination of the

various banks.

Meserve banks may In addition to the examinations made and
malce special examina- conducted by the Comptroller of the Cur-

tions of its member reucy, every Federal reserve bank may,

})anks. with the approval of the Federal reserve

agent or the Federal Reserve Board, pro-

vide for special examination of member banks within its district.

1 Exeept banka admitted to memberahip in the system under authority of

Section y, see par. 61.
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The expense of such examinations shall be borne by the bank ex-

amineil. Such examinations shall be sO; conrUicted as to infoTra
the Federal reserve bank of the condition of its member banks and
of the lines of credit which are being eSteiided hy them. Every
Federal reserve banlc shall at all times, furnish to the Federal
Reserve Board such information as may ]}e demanded concerning
the condition of any member bank within the district of the said.

Federal reserve bank.

Vixitatorial -powers. No hank shall be subject to any visitatorial

powers other than such as are authorized
by law, or vested in the courts of justice or such as shall be or
shall have been exercised or directed l>y Congress, or by either

House thereof or by any committee of Congress or of either House
duly authorized.

E xa-mination of re- The Federal Eeser.ve Board shall, at least

serve hanks at least once each year, order an examination of

onec a year. each Federal resGirve bank, and upon joint

application of ten member banks the

Federal Reserve Board shall order a special examination and re-

porfof the condition of any Feileral reserve bank.

Penalties for loans or (a) No member bank and no officer, di-

gratiiities to hank ex- rector, or employee thereof shall hereafter
arainers. make any loan or grant any gratuity to

any bank examiner. Any bank officer, di-

rector, or employee violating this provisipu shall be deemed guilty

of a misdemeanor and shall be imprisoned not exceeding one year
or fined not more than $5,000, or both; and may be finecT a further

sum equal to the money so loaned or gratuity given.

Pen alties for hanlc Any examiner accepting a loan or gratuity
examiners. from any bank examined by him or from

an officer, director, or employee thereof

shall be deemed guilty of a misdemeanor and shall be imprisoned

one year or fined not more than .'f;5,000, or both, and may be fined a
further sum ecjual to the money so loaned or gratuity given, and
shall forever thereafter be disqualified 'from holding office aa a,

national bank examiner.

Examiners to jjerform (h) No national bank examiner shall per-

nio other services for form any other service for compensation
eompensatioii. while holding sufh office for any bank oi'

officer, director, or employee thereof.

Penalties for disclos- No exa.miner, puj>lic or private, shall dis-

ing names of tor- close the names , of borrowers or the col-

ronH'i.. or collateral lateral for loans of a member bank to

for loans. other than the pi'oper officers of such' bank
without first having obtained the express

No,TE— Bold face type indicates cIuluki's and additions in amendment of

Septeiiilifr 26, I'Jl.^.
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permission in Ti-riting from the Comptroller of the Currency, or from
the board of (Urcotors of such bank, I'xcept when ordercil to do
so by a court of conii)etent jurisdictioUj or by direction of the
Congress of the United States, or of either House thereof, or any
committee of Cono-vess, or of cither Hon3e duly authorized. Any
bank examiner violating the provisions of this subsection shall be
imprisoued not more than one year or fined not more than ,$5,000,

or both.

Pcnalticfi for receiv- (c) Except as herein provided, any officer,

iiig certain fees, com- director, employee, or attorney of a mem-
missLoii.-<, gifts, etc. ber bank who stipulates for or receives or

consents or agrees to receive any fee, com-
mission, gift, or thing of value from any person, firm, or corpora-
tion, for procuring or endeavoring to procure for such person, firm,

or corporation, or for any other person, firm, or corporation, any
loan from or the purchase or discount of any paper, note, draft,

check, or bill of exchange by such member bank shall be deemed
guilty of a misdemeanor and shall be imprisoned not more than
one year or fined not more than $5,000, or both.

Limitations under (d) Any member bank may contract for

wlii.cti bank may or purchase from, any of its directors or

transact in securities from any firm of which any of its dlrec-

or otJier property with tors is a member, any securities or other

directors or firms of property, when (and not otherwise) such

which members. purchase is made in the regular course

of business upon terms not less favorable

to the bank than those offered to others, or when such purchase is

authorized by a majority of the board of directors not interested in

the sale of such securities or property, such authority to be evi-

denced by the afiirmative vote or written assent of such directors:

Provided, however, That when any director, or firm of which any

director Is a member, acting for or on behalf of others, sells securi-

ties or other property to a member baiik, the Federal Reserve

Board by regulation may, in any or all cases, require a full dis-

closure to be made, on forms to be prescribed by it, of all com-

missions or other considerations received, and whenever such direc-

tor or firm, acting in his or its own behalf,- sells securities or other

property to the bank the Federal Reserve Board, by regulation,

may require a full disclosure of all profit realized from such sale.

Sales of .'securities or Any member bank may sell securities or

other property. other property to any of its directors, or to

a firm of which any of its directors is a

member, in the regular course of business on terms not more favor-

able to such director or firm than those offered to others, or when

such sale is authorized by a majority of the board of directors of

a member bank to be evidenced by their a.ffirmative vote or written

assent: Provided, however, That nothing in this subsection con-

NOTE— Bold face type indicates changes and additions in amendment of

September 26, 1918.
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tained shall be construed as authorizing memljer 'banks to purchase
or sell securities or other property which such hanks are not other-

wise authorized hy law to purchase or sell.

InUrest allowed of- (e) No member bank shall pay to any di-

fi^cers, etc. rector, officer, attorney, or employee a
greater rate of interest on the deposits

of such director, oficer, attorney, or employee than that paid to

other depositors on similar deposits with such member bank.

Directors or officers (f) If the directors or officers of any mem-
0/ hanl-s individually ber bank shall knowingly violate or permit
responsible. any of the agents, officers, or directors of

any member bark to violate any of the

provisions of this section or regulations of the board made under
authority thereof, every director and officer participating in or

assenting to such violation shall be held liable in his personal and
individual capacity for all damages which the member bank, its

shareholders, or any other persons shall have sustained in conse-
quence of such violation.

Mesponsitility of Sec. 23. The s|;ockholders of every na-
stocTcJiolders of na- tional banking association shall be held in-

tional 'banks. dividually responsible for all contracts,

debts, and engagements of such associa-

tion, each to the amount of his stock therein, at the par value
thereof in addition to the amount invested in such stock. The stock-

holders in any national banking association who shall have trans-

ferred their shares or registered the transfer thereof within sixty

next before the date of the failure of such association to meet its

obligations, or with knowledge of such impending failure, shall be
liable to the same extent as if they hail made no such transfer, to

the extent that the subsequent transferee fails to meet snch lia-

bility; but this provision shall not be construed to affect in any way
any recourse which such shareholders might otherwise have against
those in whose names such shares are registered at the time of Such
failure,

LOANS ON FARM LANDS

May he made by Sec. 24. Any national banking association
hanks not situated in not situated in a central reserve eity may
a central reserve city. make loans seeuied by improved and un-
Also loans secured by encumbered farm land situated within its

real estate within 100 Federal reserve district or within a radius
miles of bank. of one hundred miles of the place in which

such bank is located, irrespective of dis-

trict lines, and may also make loans secured by improved and un-
encumbered real estate located within one hundred miles of the
place in which such bank is located, irrespective of district lines;

No„TE— Bold face type indicates changes and additions in amendment of
September 26, 1U18 (paragraplis (e). (f) ).
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bTit no loan made upon the security of such farm land shall be mails
tor a longer time than five years, and no loan made upon the se-
curity of such real estate as distinguished from farm land shaU hemade for a longer time than one year nor shall the amount of anysuch loan, whether upon such farm land or upon such real estate,
exceed filty per centum of the actual valu« of the property offered
ai security. Any such bank may make such loans, whether securedhy such farm land or such real estate, in an aggregate sum equal
to twenty-five per centum of its capital and surplus or to one-third
ot Its time deposits and such banks may continue hereafter as
heretofore to receive time deposits and to pay interest on the same.

Boazd has power to The Federal Reserve Board shall have
add to list of cities power from time to time to add to the
not permitted to make list of cities id which national banks
such loans. shall not bo permitted to make loans

secured upon real estate in the manner
described in this section.

FOREIGN BRANCHES
Banl-s of $1,000,000 Sec. 25.* Any national banking associa-
may file application. tion possessing a capital and surplus of

$1,000,000 or more may file application
with the Federal Reserve Board for permission to exercise, upon
such conditions and under such regulations as may be prescribed
liy the said board, either or both of the following powers:

Jistablish foreign First. To establish branches in foreign
branches and act as countries or dependencies or insular pos-
fiscal agent of U. S. sessions of the United States for the

furtherance of the foreign commerce of the
United Spates, and to act if required to do so as fiscal agents of
the United States.

Invest ill stock of Second. To invest an amount not exceed-
banls or corporations ing in the aggregate ten per centum of Its

engaged in interna- paid-in capital stock and surplus in the
tional or foreign stock of one or more hanks or corporations

hauling. chartarsd or incorporated under the laws
of the United States or of any State there-

of, and principally engaged in intsmational or foreign hanking, or

banking in a dependency or insular possession of the United States

either directly or through the agency, ownership, or control of local

institutions in foreign countries, or in such dependencies cr insular

possessions. [Until January 1, 1921, any national banking associa-

tion, without regard to the amount of its capital and surplus, may
file application with the Federal Reserve Board for permission,

* See page 497, Edge Act amendment approved December 24, 1919.

Note—Bold face tj-pe indicates changes and additions in ajne-ndment of Sep-

tember 7, 1916. Mailer in brackets was added by amendments approved Sep-

tember 17, 1919.
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upon such conditions and under sucli regulations as may be pre-

scribed by said board, to invest an amount not exceeding in the
aggregate 5 per centum of its paid-in capital and surplus in the
stock of one or more corporations chartered or incorporated under
the laws of the tTnited States or of any state thereof and, regard-
less of its location, principally engaged in such phases of inter-

national or foreign financial operations as may be necessary to

facilitate the export of goods, wares, or merchandise from the
United States or any of its dependencies or insular possessions to

any foreign country; Provided, however, That in no event shall

the tctal investments authorized by this s action by any one
national bank exceed 10 per centum of its capital and surplus.]

Details of appUea- Such application shall specify the name
tion^ and capital of the banking association

filing it, the powers applied for, and the

place or places where the banking [or financial] operations pro-

posed arc to be carried on. The Federal Beserve Board shall have
power to approve or to reject such application in whole or in part
if for any reason the granting of such application is deemed in-

expedient, and shall also have power from time to time to increase
or decrease the number of places where such banking operations
may be carried on.

Reports to fee fur- Every national banking association operat-
iiished Comptroller ing foreign branches shall be required to

and Reserve Board. furnish information concerning the condi-

tion of such branches to the Comptroller
of the Currency upon demand, and every member bank investing in

the capital stock of banks or corporations described [above] shall

be required to furnish information concerning the condition of such
banks or corporations to the Federal Reserve Board upon demand,
and the Federal Reserve Board may order special examinations of

the said branches, banks, or corporations at such time or times as

it may deem best.

Business to he con- Before any national bank shall be permit-
ducted under regula- ted to purchase stock in any such corpora-
tions of Tieserve tion the said corporation shall enter Into

Board. an agreement or undertaking with the
Federal Reserve Board to restrict its

operations or conduct its business in such manner or under such
limitations and restrictions as the said board may prescribe for

the place or places wherein such business is to be conducted. If

at any time the Federal Reserve Board shall ascertain that the
regulations prescribed by it are not being complied with, said board
is hereby authorized and empowered to institute an investigation
of the matter and to send for persons and papers, subpoena wit-
nesses, and administer oaths in order to satisfy itself as to the

Note—Bold face tj'pe indicates changes and additions in amendment of
t'epteniber 7, 1916. Miitt^r in brackets was added by amendments approved
September 17, 1919.
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actual nature of the transactions referred to. Should such inves-
tigation result in establishing the failure of the corporation in
question, or of the national bank or banks which may be stock-
holders therein, to comply with the regulations laid down by the
said Federal Reserve Board, such national banks may be required
to dispose of stock holdings in the said corporation upon reason-
able notice.

Accounts of branches Every such national banking association
to 6e separate. shall conduct the accounts of each foreign

branch independently of the accounts of
other foreign branches established by it and of its home office,
and shall at the end of each fiscal period transfer to its general
lodger the profit or loss accrued at each branch as a separate item.

With approval of Ee- Any director or other officer, agent, or em-
serve Board, director, ployee of any member bank may, with the
officer or employee of approval of the Federal Reserve Board, be
member banTc owning a director or other officer, agent, or em-
stock may be con- ployee of any such bank or corporation
nected with such bank above mentioned in the capital stock of
or ,corporation. which such member bank shall have in-

vested as hereinbefore provided, without
being subject to the provisions of section eight of the Act approved
October fifteenth, nineteen hundred and fourteen, entitled "An Act
to supplement existing laws against . unlawful restraints and mo-
nopolies, and other purposes. '

'

Inconsistent provi- See. 26. All provisions of law inconsistent
sions of law repealed—with or superseded by any of the pro-
Gold standard reaf- visions of this Act are to that extent and
firmed. to that extent only hereby repealed:

Provided, Nothing in this Act contained
shall be construed to repeal the parity provision or provisions con-
tained in an Act approved March fourteenth, nineteen hundred,
entitled '

' An Act to define and fix the standard of value, to main-
tain the parity of all forms of money, issued or coined by the
United States, to refund the public debt, and for other purposes,"
and the Secretary of the Treasury may for the purpose of main-
taining such parity and to strengthen the gold reserve, borrow
gold on the security of United States bonds authorized by section
two of the Act last referred to or for one-year gold notes bearing
interest at a rate of not to exceed three per centum per annum,
or sell the same if necessary to obtain gold. When the funds of the
Treasury on hand justify, he may purchase and retire such out-

standing bonds and notes.

Emergency currency Sec. 27. The provisions of the Act of May
Act extended to June thirtieth, nineteen hundred and eight, au-

30, 1915. thorizing national currency associations,

the issue of additional national-bank cireu-

NoTE— Bold face type indicates changes and additions in amendment of iSep-

kmber 7, 191G.
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latioii, and creating a National Monetary Commission, whioh ex
pires hy limitation under the terms of such Act on the thirtieth
day of June, nineteen hundred and fourtVeu, are hereby extended
to June thirtieth, nineteenth hundred and fifteen, and sections
£fty=one hundred and fifty-three, fifty-one hundred and seve.nty-

tit'O, fifty-one hundred and ninety-one, and fiftj^-two hundred and
fourteen of the Revised Statutes of the TTnited States, which were
amended by the Act of May thirtieth, nineteen hundred and eight,

are hereby re-enacted to read as such sections read prior to May
thirtieth, nineteen hundred and eight, subject to such amendments
or modifications as are prescrilied in this Ai't: Prnrided, hoivcver,

That section nine of the Act first referred to in this section is

hereby amended so as to change the tax rates fixed in said Act
by making the portion applicable thereto read as follows:

National banking associations having circulating notes secured
otherwise than by bonds of the United )3tat-es, shall pay for the

first -three m(3ntlis a tax at the rate of thi'ee per centum per annum
upon the average amount of such of their notes in circulation as

are based ui>on the deposit of such securities, and afterwards an
additional tax rate of one-half of one per centum per annum for

each month until a tax of six per centum per annum is reached,
and thereafter such tax of six per centum per annum upon the

average amount of such notes: Provided, further, That whenever
in his judgment he may deem it desirable, the Secretary of the

Treasury shall have power to suspend the limitations imposed by
section one and section three of the Act referred to in this section,

which prescribe that such additional circulation secured otherwise
than by bonds of the United States shall be issued only to national
banks having circulating notes outstanding secured by the deposit

of bonds of the United States to an amount not less than forty
per centum of the capital stock of such banks, and to suspend also

the conditions and limitations of section five of said Act except
that no bank shall be permitted to issue circulating notes in excess

of one hundred and twenty-five per centum of its unimpaired capi-

tal and surplus. He shall require each bank and currency associa-

tion to maintain on deposit in the Treasury of the United States a

sum in gold sufficient in his judgment for the redemption of such
notes, but in no event less than five per centum. He may permit
national banks, during the period for which such provisions are

suspended, to issue additional circulation under the terms and con-

ditions of the Act referred to as herein amended: Provided further,

That the Secretary of the Treasury, in his discretion, is further

authorized to extend the benefits of this -Act to all qualified State

banks and trust companies, which have joined the Federal reserve
system, or which may contract to join within fifteen days after the
passage of this Act.

Note— Bold face type inditates, matter added 'in amendment, approved
fust 4, 1914.
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Eeduclion of capUal See. 2S. Section fifty-one hundred and
permitted to national forty-three of tiie Kevised Statutes is

bwik's. hereby uiiiunded and re-enacted to read as

follows; Any association formed under
this title may, by the vote of shareholders owning two-thirds of its

capital stock, reduce its capital to any sum not below the amount
required by this title to authorize the fpj'iuation of associations;

but Uo such reduction shall be allowable which will reduce the capi-

tal of- the association below the amount req'uired for its o:itstanding

circulation, nor shall any reduction be nlade until the amount of

the proposed reduction has been reported to the Comptroller of the
Currencj' and such reduction has been approved by the said Comp-
troller of the Currency and by the Federal Reserve Board, or by
the organization committee pending the organization of the Federal
Reserve Board.

Courts not to repeal Sec. 29. If any clause, sentence, jiava.-

unadjudicated por- graph, or part of this Aet shall for any
lions of the Act. reason be adjudged by any court of com-

petent jurisdiction! to be invalid, such judg-

ment shall not affect, impair, or invalidate the remainder of this

Act, but shall be confined in its operation to the clause, sentence,

paragraph, or part thereof directly involved in the controversy in

which such judgment shall have been rendered.

See. 30. The right to amend, alter, or repeal this Act is hereby

expreasly reserved.

Approved, December 23, 1913.

EDGE ACT, SECTION- 25(a)

Section added to Fed- Be it enacted by the Senate and House of

eral Mcserve Acl. Bepresentatives of the United States of

America in Congress assembled, That the

Act approved December 23, 1913, known as the Federal Reserve Act,

as amended, be further amended by adding a new section. as follows:

BANKING CORPORATIONS AUTHORIZED TO DO
FOREIGN BANKING BUSINESS

Organi;:ation hereun- Sec. 25 (a). Corporations to be organized

g_er. for the purpose of engaging' ini interna-

tional or foreign banking or other- inter-

national or foreign financial operations,, or in banking or other

financial operations in a dependency or
'
insular possession of the

United States, either directly or through the agency, ownership, or

control of local institutions in foreign countries, or m such de-

pendencies or insular possessions as provided by this section, and

to act when required by the Secretary of the Treasury as fiscal
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agent of the United States, may be formed by any number of

natural persona, not less in any case than five.

Ariicles of Associa- Such persons shall enter into articles of

tion. association which shall specify in general

terms the objects for which the associa-

tion is formed and may contain any other provisions not incon-

sistent with law which the association may see fit to adopt for the

regulation of its business and the conduct of its affairs.

Organisation certifi- Such articles of association shall be signed

cate io state: by all of the persons intending to partici-

pate in the organization of the corporation

and, thereafter, shall be forwarded to the Federal Reserve Board
and shall be filed and preserved in its office. The persona signing

the said articles of association shall, under their hands, make an

organization certificate which shall specifically state:

(I) Name of corpora- The name assumed by such corporation,

tion. which shall be subject to the approval of

the Federal Reserve Board.

(^) Place of opera- The place or placfes where its operations

tion. are to be carried- on.

(S) Location of home The place in the United States where its

office. home office is to be located.

(4) Capital stocTc and The amount of its capital stock and the
number of shares. number of shares into which the same shall

be divided.

(5) Subscription sta- The names and places of business or resi-

tistics. dence of the persons executing the cer-

tificate and the number of shares to

which each has subscribed.

(6) Purpose of male- The fact that the certificate is made to

ing the certificate. enable the persons subscribing the same,
and all other persons, firms, companies, and

corporations, who or which may thereafter subscribe to or purchase
shares of the capital stock of such corporation, to avail themselves
of the advantages of this section.

Certification and fil- The persons signing the organization cer-

ing of articles and tificate shall duly acknowledge the execu-
ceriificate. tion thereof before a judge of some court

of record or notary public, who shall cer-

tify thereto under the seal of such court or notary, and thereafter
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the certificate shall be forwarded to the Federal Reserve Board to
be filed and preserved in its office. Upon duly making and filing

articles of association and an organization
Towers of corpora- certificate, and after the Federal Ecservo
i^on: Board has approved the same and issvied a

(1) Corporate seal. P«™" *° ''^gi" business the association
^ ' '^ shall become and be a body corporate, and
(^) Period of «MC- as such and in th& iiame designated therein

cesxion. shall have power to adopt aud use a cor-

,„, ^ porate seal, which may be changed at the
(J) Loinracts.

pleasure of its board of directors; to have

(4) Legal proceed- succession for a period of twenty years un-

ings. 1^^^ sooner dissolved by the act of the
shareholders owning two-thirds of the stock

(5) Directors, officers or by an Act of Congress or unless its
and employees. franchises become? forfeited by some viola-

(6) Bv-laws ^^"'^ "^ law; to make ecntracts; to sue and
^ ' be sued, complain, -and defend in any court
of law or equity; to elect or appoint directors, all of whom shall be
citizens of the United States; and, by its board of directors, to
appoint such oflEicers and employees as may be deemed proper, define
their authority and duties, require bonds of them, and fix the
penalty thereof, dismiss such officers or employees, or any thereof,

at pleasure and appoint others to fill their places; to prescribe, by
its board of directors, by-laws not inconsistent with law or with
the regulations of the Federal Reserve Board regulating the man-
ner in which its stock shall be transferred, its directors elected or

appointed, its officers and employees appointed, its property trans-

ferred, and the privileges granted to it by law exercised and en-

joyed.

Poutrs of corporation Each corporation so organized shall have
hereunder. power, under such rules and regulations as

the Federal Reserve Board may prescribe.

(a) Notes, drafts, To purchase, sell,, discount, and negotiate,

hills of exchange, etc. with or without its indorsement or guar-
anty, notes, drafts, cheeks, bills of ex-

change, acceptances, including bankers' acceptances, cable trans-

fers, and other evidences of indebtedness; to purchase and sell,

with or without its indorsement or guaranty, securities, including the

obligations of the United States or of any State thereof but not in-

eluding shares of stock in any corporation except as herein provided;

to accept bills or drafts drawn upon it subject to such limitations

and restrictions as the Federal Reserve Bdard may impose; to issue

letter of creilit; to purchae and sell cnin, bullion, and exchange;

to borrow and to lend money; to issue debentures, bonds, and
promissory notes under such general conditions as to security and
such limitations as the Federal Reserve Board may prescribe, but

in no event having liabilities outstanding- thereon at any one time

exceeding ten times its capital stock and surplus; to receive de-

posits outside of the United States and -to receive only such de-



504 MONEY AND BANKING

posits within the United States as may be incidental to or for
the purpose of carrying out transactions in foreign countries or
de])tu_ideneieg or insular possessions of the'IJnited States; and gen-
erally to exercise such powers as are incidental to the powers con-
ferred by this Act or as may be usual, in the dotermiuation of the
Federal Reserve Board, in connection wit^ the transaction of the
business of banking or other financial operations in the countries,

colonies, dependencies, or possessions in which it shall transact
business and not inconsistent Tvith the powers specifically granted
herein. Nothing contained in this section shall be construed to

prohibit the Federal Reserve Board, undei* its power to prescribe
rules and regulations, from limiting the aggregating amount of
liabilities of any or all classes incurred t>y the corporation and
outstfindiug at any one time. Whenever a corporation organized
under this section receives deposits in the United States authorized
by this section it shall carry reserves in such amounts as the
Federal Reserve Board may prescribe, but in no event less than
10 per centum of its deposits.

(6) Foreign branches To establish and maintain for the trans-
and agencies. action of its business branches or agencies

in foreign countries, their dependencies or
colonies, and in the dependencies or insular possessions of the
United States, at such places as may be «ipproved by the Federal
Reserve Boarcl and under such rules and regulations as it may pre-

scribe, including countries or dependencies not specified in the
original organization certificate.

(c) Investment in With the consent ,of the Federal Reserve
other corporations. Board to purchase and hold stock or other

certificates of ownership in any other cor-

poration organized under the provisions of this section, or under
the laws of any foreign country or a colony or dependency thereof,
or under the laws of any State, dependency, or insular possession of
the United States but not engaged in the general business of buying
or selling goods, wares, merchandise or commodities in the United
HtatCH, and not transacting any business .in the United States ex-
cept such as in the judgment of the Federal Reserve Board may
be incidental to its international or foreign business: Provided,
hoietver, That, excejit with the approval of the Federal Reserve
Biiaxd, no corporation organized hereunder shall invest in any one
corporation an amount in excess of 10 per centum of its own
capital and surplus, except in a corporation engaged in the business
of banking, when 15 per centum of its capital and surplus may
1)1! so invested: Provided, further. That no corporation organized
hereunder shall purchase, own, or hold stock or certificates of
iwnersliip in any other corporation organized hereunder or under
the laws of any State which is in substantial competition tlicrewith,
or which holds stock or certificates of ownership in corporations
which are in substantial competition with the purchasing cor-
poration.



FEDERAL RESERVE ACT 505

To prevent loss on a Nothing contained herein shall prevent
<lebt. corporations organized hereunder from

purchasing and holding stork in any cor-
poration where such purchase shall be nc'cessary to prevent a loss
upon a debt previously contracted in good faith; and stock so pur-
chased or acquired in corporations orga'ni/.cd under this section
shall within six months from such purchase be sold or disposed
of at public or private sale unless the tiine to so dispose uf same
is extended by the Federal Ecserve Board.

Businefts in V. S. Nn corporation organized under this

section shall carrt on any part of its busi-
ness in the United t^tates except such as,, in the judgment of the
]?ederal Kescrvi' Board, shall tie incidental to its international or
foreign business: And provided further, That except such as is in-

cidental and preliminary to its organization no such corporation
shall exercise any of the powers confcrrc'd \ij this section until it

has been duly authorized by the Fcilera'l Reserve Board to com-
mence business as a corporation organized under the provisions
of this section.

Commerce or trade in No corporation o'rganized under this see-

commodities. tion shall engaged in commerce or trade in

commodities except as specifically provided
in this section, nor shall it either directly or indirectly control or
fix or attempt to control or fix the price *f any such commodities.
The charter of any corporation violating this provision shall be
subject to forfeiture in the manner hereinafter provided in this

section. It shall be unlawful for any director, officer, agent, or

employee of a.ny such corporation to use or to C(mspire to use the
credit, the funds, or the power of the corporation to fix or control

the price of any such commodities, and any such person violating
this provision shall be liable to a fine of not less than $1,000 and
not exceeding $.5,000, or imprisonment not less than one year and
not exceeding five years, or both, in the discretion of the court.

Capital stocl to or- N"o corporation shall be organized under the
ganiz.e hereunder. provisions of this section with a capital stock

of less than $2,000,000, one quarter of which
Pai/ment in install- must be paid in before the corporation may
ments. be authorized to b'^gin business, and the re-

mainder of the capital stock of such corpora-

tion shall be paid in installments of at lekst 10 per centum on the
whole" amount to which the corporation shali be limited as frequently
as one installment at the end of each suiceeding two months from
the time of the commencement of its business operations until the

whole of the capitiil stock shall be paid in.

Increase in capital The capital stock ,of any such corporation

xtocTc. may be increased at anv time, with the

approval of the Federal Reserve Board, by
a vote of two-thirds of its shareholders or by unanimous consent

in writing of the shareholders v. ithout a meeting and without a
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formal vote, but any such increase of capital shall be fully paid

in within ninety days after such approval; and may be reduced
in like manner, provided that in no event shall it be less than
$2,000,000. No corporation, except as herein provided, shall dur-

ing the time it shall continue its operations withdraw or permit to

be withdrawn, either in the form of dividends or otherwise, any
portion of its capital. Any national banking association may in-

vest in the stock of any corporation organized under the provisions

of this section, but the aggregate amount of stock hold in all cor-

porations engaged in business of the kind described in this section

and in section 2.5 of the Federal Reserve Act as amended shall not

exceed 10 per centum of the subscribing bank's capital and surplus.

Controlling interests. A majority of the shares of the capital
stock of any such (Corporation shall at all

times be held and owned by citizens of the United States, by cor-

porations the controlling interest in which is owned by citizens of

the United States, chartered under the laws of the United States
or of a State of the United States, or by firms and companies the

controlling interest in which is owned by citizens of the United States.

The provisions of section 8 of the act approved October 15, 1914, en-

titled "An act to supplement existing laws
TJnlawful restraints against unlawful fe^straints and monopolies,
and monopolies. and for other purposes, '

' as amended by
the acts of May 15, 1916, and September 7,

1916, shall be construed to apply to the directors, other officers,

agents, or employees of corporations organized under the provisions

of this section: Provided, however, That nothing herein contained
shall (1) prohibit any director or other officer, agent or employee
of any member bank, who has procured the approval of the Federal

Eeserve Board, from serving at the same time as a director or other

officer, agent or employee of any corporation organized under the

provisions of this section in whose capital stock such member bank
shall have invested; or (2) prohibit any director or other officer,

agent, or employee of any corporation organized under the pro-

visions of this section, who has procured the approval of the

Federal Eeserve Board, from serving at the same time as a director

or other officer, agent or employee of any other corporation in

whose capital stock such first-mentioned corporation shall have in-

vested under the provisions of this section.

Officers and directors No member of the Federal Eeserve Board
hereunder. shall be an officer or director of any cor-

poration organized under the provisions of

this Section, or of any corporation engaged' in similar business organ-
ized under the laws of any State, nor hold stock in any such cor-

])oration, and before entering upon his duties as a member of the

Federal Eeserve Board he shall certify under oath to the Secretary
of the Treasury that he has complied with this requirement.
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Sharelwlders' liability. Shareholders in any corporation organised
under the provisions of this section shall

be liable for the amount of their unpaid stock subscriptions. No
such corporation shall become a member of any Federal reserve

bank.

Forfeiture of rights Should any corporation organized here-

and privileges. under violate or fail to comply with any of
the provisions of this section, all of its

rights, privileges, and franchises derived herefrom may therebj' be
forfeited. Before any such corporation shall be declared dissolved,

or its rights, privileges, and franchises forfeited, any noncom-
pliance with, or violation of such laws- shall, however, be de-

termined and adjudged by a court of the United States of com-
petent jurisdiction, in a suit brought for that purpose in the dis-

trict or territory in which the homo office of such corporation is

located, which suit shall be brought b}- the United States at the

instance of the Federal Reserve Board or the Attorney-General.
Upon adjudication of such noncompliance or violation, each direc-

tor and officer who participated in, or assented to, the illegal act

or acts, shall be liable in his personal or individual capacity for

aJl damages which the said corporation shall have sustained in con-

sequence thereof. No dissolution shall take away or impair any
remedy againt the corporation, its stockholders, or officers for any
liability or penalty previously incurred.

Voluntary liquida- Any such corporation may go into volun-

tion. tary liquidation g,nd be closed by a vote

of its shareholders owning two thirds of

its stock.

Appointment of a re- Whenever the Federal Reserve Board shall

ceiver. become satisfied of the insolvency of any
such corporation, it may appoint a receiver

who shall take possession of all of the property and assets of the

corporation and exercise the same rights^ privileges, powers, and

authority with respect thereto as are now-exercised by receivers of

national banks appointed by the ComptrpUer of the Currency of

the United States: Provided, liotvever, That the assets of the cor-

poration subject to the laws of other couritries or jurisdiction shall

be dealt with in accordance with the terms of such laws.

StocTiholders' meet- Every corporation organized under the

inns. provisions of this section shall hold a

meeting of its stockholders annually upon

a date fixed i i its by-laws, such meeting to

Corporation hoohs. be held at its home office in the United

States. Every such corporation shall keep

at its home office books containing the -names of all stockholders

thereof and the names and addresses of the members of its board
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"Reports to Federal of flireetors. together with copies of all re-

I-!ef:erve Board. l^orts made by it to the Federal Reserve
Board. E\'ery sut'h corporation shall make

reports to the Federal Reserve Board at such times and in such
form as it niajr require; and shall be subject to examination once

a year and at such other times as may be'deemed necessary by the

Federal Eeserve Board liy examiners appointed by the Feileral

Reserve Board, the cost of such examinations, including the com-
pensation of 'the examiners, to be fixed by the Federal Reserve
Boaril and to be paid by the corporation examined.

Dividends. The directors of fjny corporation organized
under the provisions of this section may,
semiannually, declare a dividend of so much

of the net profits of the corporation as they shall judge expedient,

but each corporation shall, before the declaration of a dividend,
carry one-tenth of its net profits of the preceding half year to its

surplus fund until the same shall amount to 20 per centum of its

capital stock.

Taxation. Any corporation Organized under the pro-

visions of this se^ction shall be subject to

tax by the State within which its home oifice is located in the same
manner and to the same extent as oth^ corporations organized
under the laws of that f-itate which are transacting a similar char-

acter of Inisiness. The shares of stock fn such corporation shall

also be subject to tax as the personal property of the owners oi

holders thereof in the same manner and to the same extent as the
shares of stock in similar State corporations.

Extension of corpora- Any corporation organized under the pro-

tion period. visions of this section may at any time
within the two years next previous to the

date of the expiration of its corporate existence, by a vote of the
shareholders owning two-thirds of its stock, apply to the Federal
Reserve Board for its approval to exti'nd the peri(.)d of its corporate
existence for a term of not more than itwenty years, and upon
certified approval of the Federal Reserve Board such corporation
shall .have its coi'porate existence for such extended period unless
sooner dissolved by the act of the shareholders owning two-thirds
of its stock, or by an Act of Congress or -unless its franchise be-
comes forfeited by some violation of law,

Conversion hereunder. Any bank or banking institution, princi-
pally engaged in foreign business, incor

porated by special law of any State or of the United States or or-

ganized under the general laws of any state or of the United States
.and having an unimpaired capital sutiicienf to entitle it to become a
corporation under the provisions of this section may, by the vote of
the shareholders owning not less than two-thirds of the capital stock
of such bank or banking association, with the ajjproval of the
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Fcdoral Reserve Board, be converted into a Federal corporation of
the kind authorized liy this section with any name api.r.ivod by
the Federal Reserve Board: ProcUlcd, /(..Hie rcr,' That sai<l fouversion
shall not be m contravention of the State law. In such case th.-
articles of association and organization certiflcatc mav be executed
by a majority of the directors of the bank or banking institution
and 4he certificate shall declan. that tin* , owners of at least two-
thirds of the capital stock have authorized the direi-tors to make
sueh:certificate and to cliange or convert the bank or banking insti-
tution into a Federal rovpniufiou. A nijijoritv of the dirci-t..rs,
after executing the articles of association and the organization
certificate, shall ha\e power to execute a,ll other papers and to do
whatever may be required to make its .'(.rganization perfect and
complete as a Federal corporation. The sliares of any such cor-
poration may continue to )ie for the sstme amount each as tliey
were before the conversion, and the dire*ctors may continue to li'e

directors of the corporation until others are elected or appointed
in accordance with the provisions of this section. When the Fed-
eral Reserve Board has given to such corporation a certificate that
the provisions of this section have been complied with, such cor-
poration and all its stockholders, officers, and employees, shall have
tlie game powers and privileges, and shall be subject to the sann>
duties, liabilities, and regulations, in all respects, as shall have
been 'prescribed by this section for corpora'tions originally organized
hereunder.

Embezzlement and Every officer, director, clerk, employee, or
fraud. agent of any corporation organized under

this section who .embezzles, abstracts, or
willfully misapplies any of the moneys, funds, credits, securities,
evidences of indebtedness or assets of .any character of such cor-
poration; or who, without authority from the directors, issues or
puts forth any certificate of deposit, draws any onler or bill of
exchange, makes any acceptance, assigns any note, bond, debenture,
draft, bill of exchange, mortgage, jndgrii'ent, or decree; or who
makes any false entry in any book, report, or statement of such
corporation with intent, in either case, to injure or defr;iud such
corporation or any other company, Ijody politic or i-nipurate, or
any individual person, or to deceive any oliKcer of such curporatJon,
the Federal Reserve Board, or any agent or examiner appointed
to examine the affairs of any such corjioi-ation; and every receiver
of any such corporation and everj' (derk or employee of such re-

ceiver who shall embezzle, abstract, or willfully mis.apply or wrong-
fully convert to his own use any moneys, funds, credits, or assets
of any character which may come into his possession or under his

control in the ex(^eution of his trust or the performance of the
duties of his employment; and every such receiver or clerk or em-
ployee of such receiver who shall, with intent to injure or defraud
any person, body politic or corjiorate, or to deceive or mislead
the Federal Reserve Board, or any agent or examiner appointed to

examine the affairs of such receiver, shall make any false entry
in any book, report, or record of any matter connected with the
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duties of such receiver; and everjr person who witli like intent
aids or abets any ofiicer, director, clerk, employee, or agent of any
corporation organized under this section^ or receiver or clerk or

employee of such receiver as aforesaid in any violation of this

section, shall upon conviction thereof be imprisoned for not less

than two years nor more than ten years, and may also be fined

not more than $5,000, in the discretion of the court.

Liability of the U. S. Whoever being connected in any capacity
with any corporation organized under this

section represents in any way that the United States is liable for

the payment of any bond or other obligation, or the interest

thereon, issued or incurred by any corporation organized hereunder,
or that the United States incurs any liability in respect of any
act or omission of the corporation, shall be punished by a fine of

not more than $10,000 and by imprisonment for not more than
five years.

Approved, December 24, 1919.



INDEX
Acceptances, trade, 110; bank-

ers', 121, 325, 398; prohibited

under old system, 352; see

also Discount Market
Accommodation paper, 261

Adrisory Council, 382

Aldrich-Vreeland Act, 350, 358,

360

Alloy, 10

Analysis department, 206

Arbitraging, 247

Asset currency, 330

Assignats, 43

Bank acceptance, form, 123

Bankers' bills, 244

Bank notes, national, 28 ; meth-

ods of regulating, 47 ; of state

banks taxed, 48 ; inelasticity,

49-52; of state banks, 142-

148 ; national, see National

Bank Notes; of Reser\-e banks,

52, 414
Banks, origin, 129; early private,

130; Bank of Venice, 130;

Bank of Amsterdam, 131;

Lombard's, 132; Bank of Eng-

land, 133, 322; Bank of North

America, 135; First Bank of

United States, 137; Second

Bank of United States, 139;

Suffolk Bank, 142 ; safety fund

system, 143; free banking sys-

tem, 145; State-owned, 147-

149; savings, see Savings

banks ; commercial, functions

of, 155; farm loan banks, 158;

national banking system, 162-

164 ; administration of, 175

;

bookljeeping, 194-198; loans,

259; credit department, 286;

examinations, 292; failures,

296; English system, 319-327;

Scotch system, 327 ; French

systeoi, 328-332 ; German sys-

tem, 332-336 ; Canadian sys-

tem, 336-343; see also Na-
tional banking system. Federal

Eeserve system. Farm loan

banks

Barter, 2

Bills of exchange, domestic, 115,

227; foreign, see Foreign ex-

change, also Acceptances

Bills of lading, 117, 252, 267;

federal law, 268

Bimetallism, defined, 16 ; advan-

tages, 19 ; limitations, 20

;

adopted by United States, 25;

abandoned, 32

Bland-Allison Act, 31

Book accounts, 107; abuses, 109;

as collateral, 264

Borrower's statement, 262, 287

Branch banking, in foreign sys-

tems, 327, 329, 331, 337; of Ee-

serve and national banks, 166,

403

Broker, note, 281; member banks

as, 441

Bullion, 55

Bureau of Labor, price tables of,

85, 86
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Call loans, L'7L!

Canafliau bauking system, 336-
:.!43'

Gashic'i', duties of, 1^2

Cheeks, 122; certified, 120, 186,

27-7; traveler's, 251; clearing

and collection of, 222, 42S

Circulation statement of V, S.

Treasury, 54

Clayton Act, 178

Clearing house, 212; New York,

weekly statement, 279; loan

pertiiicates, 350 ; operations of

federal Ueservo banks, 430

Coinat^e, e\'o]utiou of, 10—12;

United States system adopted,

25; laws revised, 29, 31, 32

Collateral loans, 193, 264

Collections, and note teller, 192;

foreign, 219 ; under Federal

Reserve system, 222, 428-437

Commercial jiajicr, and note

broker, 2S]-2H(i; defined by
Eeserve Board, 390

Commodity, jjaper, 267, 393;

rates, 270

Comptroller of Currency, head

of national li.-inking fiystem,

169; member of i^'ederal Re-

serve Board, 380, 439

Cooke, T., on guaranty of bank
deposits, 210

Credit, definition, 3 ; currency,

:i9-5:i ; nature of, 100 ; classes

of, 101-1115; instruments of

commercial, 110-117
;
banking,

117; effect of, on prices, 121;

letter of, 124; rural, 15s
; de-

jjartment of banks, 2,sr.-2N0

;

elements of, 2s9

Currency, bank, 46; movements,

22S ; .sec Pajier currency

Dating, 107

Deposit currency, 51, 119

Deposits, bank, 190; kinds and
sources of, 199; interest on,

203; guaranty of, 207; sav-

ings -and time, defined, 423

Directors, duties of bank, 179;

Eesefve bank, 376

Discount houses, 326; market,

351, *4JI5

Discounts, see Loans
Dollar, adopted as unit, 25;

Spanish, 26; trade, 29; "com-
pensated," 95; credits, 257;

exchange, 412

Drafts, bank, 120; commercial,

115, 226-227

Economixt, index numbers of, 84,

86

Edge Act, 408

Elasticity, of bank currency, 49;

of French notes, 330; of Ca-

nadian bank notes, 336 ; Fed-

eral j-escrve notes, 411 41S

Emergency curieiu'v, nnder Ger-

man system, 334 ; under Ca-

nadian system, 33.S
;
of national

currency associations, 360 ; is-

sued under Aldrich-Vreeland

Act, '361

English banking system, 319-327

Equatiyn of exchange, 75

Examination, of banks, 292-290'

Exchan-ge, .see Foreign exchange

Farm loan banks, 158

Federal Reserve Act, I'rovisions

of, a*nalyzed, 375-449; text of,

as auH'nded, 453-510

Federal Kesei've Board, how com-

posed, .'ISO; powers of, 3S0-382

Federal Reserve notes, elasticity,

52, 414; how issued, 64, 415,

416 ; "how retired, 417

Federal Reser\'e system, creatcil.

Still; 'management, .'1711; plan

of tdecting directors, 378;
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powers of Eeserve Board, 380;

Advisory Council, 382 ; func-

tions and resources, 383; dis-

tribution of earnings, 387;

rediseounting under, 388-400

;

open market operations, 400—

40S; foreign branelies per-

mitted, 407 ; regulation of gold

movements, 408-411; note is-

sues, 411-421; reserves mobil-

ized, 423-428 ; clearings and
collections, 428-437; relation

to Treasury, 437; new powers

of national banks as members,

439-443; state bank members,

443-446

Piat currency, 42 ; dangers of,

45

Finance bills, 233, 245, 325

First Bank- of the United States,

137

Fisher, Irving, on the "compen-

sated dollar," 95-97

Foreign exchange, principles,

231; supply and demand of,

232 235; rates, 235-237; cor-

rectives of, 237-239 ; forms of,

240 ; bill of, 242 ; finance bills,

245; arbitraging, 247; letters

of credit, 248-255; depart-

ments, 255; under Federal Ee-

serve system, 286; deranged by

European war, 364-367

Free -banking system, 145

Free silver controversy, 30, 34

French banking sj'stem, 328-332

Futures, dealing in, 248

German banking system, 332-336

Gold, not stable in value, 9;

weight of, dollar, 17; weight

and fineness reduced, 27; re-

serve of Treasury threatened,

32-34 ; stock of, 55 ; certifi-

cates, 39, 60; price of, 69; de-

mand for, 70-73; changes in

world's stock, 74, 77; future

supply, 78
;
international move-

ments of, 239, 354, 409;

pointg, 236; reserves against

Federal Reserve notes, 416, 419
;

pool to rei^stablish foreign ex-

change in 1914, 365; embargo,
410

Gold ex(;hange standard, 22

Gold settlement fund, 230, 430

Gold Standard Act, 34, 44

Greenbacks, see United States

notes

Gresham's law, 18-19

Guaranty of bank deposits, 207

Imperial Bank of Germany, 332-

334

Independent Treasury system, es-

tablished, 142 ; relation to na-

tional banks, 169 ; and do-

mestic exchange, 230 ; clumsy

and wasteful, 355 ; relation to

Federal Eeserve system, 437-439
Index numbers, 81-88; and price

tables, 84; comparison of vari-

ous tiables, 86

Indiana, State bank of, 147

Indianapolis Monetary Commis-

sion,- 34

Inelastic currency, 49, 344

Inflation, 30-32, 43; safeguards

against in Federal Eeserve sys-

tem, 410, 417

Insurance functions, of trust

companies, 314; of national

banks-, 442

Joint stock banks, of England,

324

Latin Union, 21

Letters of credit, 124, 248; com-

mercial, 251

Limping Standard, 21

Loans, *259 290 ; on real estate,

168, 269; how made, 261; col-

lateral, 193, 264; call, 272-276
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Medium of exchange, 8, 13, ]4,

71

Metallic money, 6 ; of United

States, 55-60 ; see Gold, Silver

Mint, colonial, 11 ; ratio of gold

and silver, 17 ;
par of ex-

change, 236

Money, evolution of, 5-7 ; func-

tious of, 13-16 ; kinds of, in

United States, 54; value of,

see Value of money; quan-

tity theory of, 75-78 ; effect of

changes in purchasing power,

91-92; see Gold, Paper cur-

rency, Ba.nk notes

Moratorium, 361

Multiple standard, 92-95

Natiorial bank notes, inelastic,

49, 344 ; amount outstanding,

33; at par with gold, 70; not

legal tender, 162 ; redemption

of, 184; profit on, 165; to be

retired under Act of 1913, 412

National banking system, lead-

ing features, 162 ; defects,

344-358

National currency associations,

350, 358, 360

National Monetary Commission,

358

Note broker, 281

Numerical transit system, 220

Ohio, State bank of, 148

Oklahoma, law of guaranty of

bank deposits, 207

Open market operations, of Eu-
ropean banks, 325; of Federal

Keserve banks, 352, 400, 408
Organization Committee, Federal

Reserve system, 375; work of,

in selecting districts and
banks, 307-374

Organization, of national banks,

170; of Federal Reserve banks,

367

Paper currency, early, 37; clas-

sification, 38-39; crediS, 39;

advantages and disadvantages,

41, 44-46; national bank notes

and Reserve bank notes inelas-

tic, 49-52, 344, 411; kinds of,

in United States, 60-68

Paper slandard period, 28

Par, of exchange, 235; all kinds

of United States money on
par with gold, 64-66; par col-

lections, 221, 428-437

Phelan Act, 399

Pittman Act, 52, 57

Postal savings banks, 807

Presiderjt, bank, 180

Price, defined, 69; cycles, 76-78;

changes transmitted, 88-90

;

effect of changes in, 90-92

Price tables, 82 ; comparison of

leading, 86; see Index numbers
Promissory note, form of, 114

Quantity theory, 75-78

Real estate, loans on, 168, 269,

441

Redemption of notes, Suffolk sys-

tem, 143; national banking
system, 164; Canadian system,

337

Rediscounts, -i71-272; by Euro-
pean banks, 330; under Fed-
eral Reserve system, 388-400

Refunding 2 per cen(^ ^onds, 411
Eeichsbauk, 333

Reserves, gold in Treasury, 35;
of national banks, 166, 421-

428; immobility of, 346; cen-

tralized under Federal Reserve
system, 423-428

Reserve bank notes, elastic, 52,

420

Rural credit banks, 158, 335

Safety fund system, 143

Sauerbeck, index numbers, 84, 85,

86
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Snvingg banks, functions, 15i?,

suit.; management, 3U2; depo^-

'

its, 303 ; investments, oU.j

;

postal, 307

Sriitrh banking system, 3'27

Kieeoiul Bank of United States,

139

Seigniorage, 59

Sherman Act, 31, 33

Silver, dollar, legal tender, L!-2

;

silver period, LJ.5-27 ; disappear-

ance of, 2(i—1!7; coinage discon-

tinued, 29; controversy, 30;

purchase acts, 31, 32 ; subsid-

iary, limited, 22; coins made
light, 27 ; stock of, 5S ; cer-

tificates displace dollars, 3!i

;

rise in price of, 57 ; at par

with gold, 64

Siiigle-uauic paper, 115, 261, 2S3,

^2s^^, 2S() ; rediscountable, 391

Soetbeer, index numbers, 84, S.j,

86

Specie; 39 ;
payments suspended,

4S ; resumption, 30

Standard of value. 14-15; effect

of changes in, 90; see Tabular

standard

Standard of deferred payments,

16

Standard, double, see Bimetal-

lism; "limping," 21; gold ex-

change, 22; gold, 34, 44

State banks, as members of Fed-

eral Keserve system, 443 ; see

Banks
State-owned banks, 147-149

Stockholders, of national banks,

176; of Federal Eeserve banks,

375

Stock Exchange and call loans,

276; 'suspends, 364

Suffolk Bank, 142

.Supply of money, 73

Tabular .standard, 92-9.j

Teller, paying, 183; receiving,

lS9;:note, 191

Token money, 59

Trade acceptances, advantages,

112; form of. 111; in Reserve

Bank.s, 405^07
Trade dSllar, 29

Travel&rs' cheques, 124

Treasury, src Independent Treas-

ury

Treasury notes, authorized, 31

;

"endless chain," 32; dis:ippear-

ance.of, 61; at par with gold,

65; one year, under Federal

Eeserve system, 412

Trust companies, functions, 153,

155, -309-318; banking business

of, ."..15-318

Trustee functions, of national

banks, 440

T'nited States notes, authorized,

2S ; Treasury diflicultiea with,

32; made convertible, 41); at

par with gold, 65

Value of money defined, 69-711;

what determines, 70-75 ; see

Price

Wampum, 5

War financing, 364-367, 393-400

Warehouse receipts, 117; United

States Warehouse Act, 266

(17)
















