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EDITOR'S PREFACE 

Collegiate training for. business administration is now so 
widely attempted that the time has arrived when experiments 
should be conducted looking toward the organization of the 
business curriculum into a coherent whole. Training in scat
tered "business subjects" was defensible enough in the earlier 
days of collegiate business training, but such a method cannot 
be permanent. It must yield to a more comprehensive organi
zation. 

There can be no doubt that many experiments will be con
ducted looking toward this goal j they are, indeed, already under 
way. This series, "Materials for the Study of Business," marks 
one stage in such an experiment in the School of Commerce and 
Administration of the University of Chicago. 

It is appropriate that the hypotheses on which this experi
ment is being conducted be set forth. In general terms the rea
soning back of the experiment runs as follows: The business 
executive administers his business under conditions imposed by 
his environment, both physical and social. The student should 
accordingly have an understanding of the physical environment. 
This justifies attention to the earth sciences. He should also have 
an understanding of the social environment and must accordingly 
give attention to civics, law, economics, social psychology, and 
other branches of the social sciences. His knowledge of environ
ment should not be too abstract in character. It should be given 
practical content, and should be closely related to his knowledge 
of the internal problems of management. This may be accom
plished through a range of courses dealing with business adminis
tration wherein the student may become acquainted with such 
matters as the measuring aids of control, the communicating aids 
of control, organization policies and methods; the manager's re
lation to production, to labor, to finance, to technology, to risk
bearing, to the market, to social control, etc. Business is, after all, 

vii 
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BASIC ELEMENTS OF THE BUSINESS CURRICULUM 

Of problems of adjustment to 
physical environment 

CONTROL 
I. Communicating aids of con

trol, for example 
a) English 
b) Foreign language 

2. Measuring aids of control, 
for example 

a) Mathematics 
b) Statistics and account

ing 
3. Standards and practices of 

control 
a) Psychology 
b) Organization policies 

and methods 

a) The earth sciences 
b) The manager's relation

ship to these 
Of problems of technology 

a) Physics through mechan
ics, basic, and other sci
ences as appropriate 

b) The manager's adminis
tration of production 

Of problems of finance 
a) The financial organiza

tion of society . 
b) The manager's adminis

tration of finance 
Of problems connected with 

the market 
a) Market functions and· 

market structure 
b) The manager's adminis

tration of marketing (in
cluding purchasing and 
traffic) 

Of problems of risk and risk
bearing 

a) The risk aspects of mod
ern industrial society 

b) The manager's adminis
tration of risk-bearing 

Of problems of personnel 
a) The position ofthe work

er in modern industrial 
society 

b) The manager's adminis
tration of personnel 

Of problems of adjustment to . 
. social environment 

a) The historical back
ground 

b) The socio-economic in
stitutionallife . 

c) Business law and gov
ernment 
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a pecuniarily organized scheme of gratifying human wants, and, 
properly understood, falls little short of being as broad, as inclu
sive, as life itself in its motives, aspirations, and social obliga
tions. It falls little short of being as broad as all science in its 
technique. Training for the task of the business administrator 
must have breadth and depth comparable with those of the task. 

Stating the matter in another way, the modern business ad
ministrator is essentiaIly a solver of business problems-prob
lems of business policy, of organization, and of operation. These 
problems, great in number and broad in scope, divide themselves 
into certain type groups, and in each type group there are certain 
classes of obstacles to be overcome, as weIl as certain aids, or 
materials of solution. 

If these problems are arranged (I) to show the significance 
of the organizing and administrative, or control, activities of the 
modern responsible manager, and (2) to indicate appropriate 
fields of training, the diagram on the opposite page (which dis
regards much over-lapping and interacting) results. It sets forth 
the present hypothesis of the School of Commerce and Adminis
tration concerning the basic elements of the business curriculum 
covering both secondary school and coIlegiate work. 

The present volume in the series is designed to give the stu
dent an understanding of the financial institutions which the 
manager utilizes and which largely condition his financial poli
cies. It presents one phase of his social environment. 

L. C. MARSHALL 



PREFACE TO THIRD EDITION 

Important as were the changes in the second edition of this 
volume, this third edition is a much more complete revision of 
the text as a whole. Not only have the factual and statistical 
data been brought up to date, but many significant changes have 
been made throughout the volume, and discussions of numerous 
recent developments have been incorporated. 

Among the important features of the new edition, the follow
ing require special mention: The theory of foreign exchange 
has been thoroughly restated in order to take account of the sig
nificance of credit operations and other factors which influence 
the international movement of specie. A special chapter is devot
ed to the Investment Trust, which has shown so remarkable a 
development in the United States in recent years. The chapter 
on "Commercial Paper Houses and Discount Companies" has 
been reorganized in order to take account of the significant 
changes that have occurred during the last five years, particu
larly in connection "ith the discount companies. The chapter 
entitled "Ten Years of the Federal Reserve System" is now 
called "The Federal Reserve System in Operation," and includes 
a critical discussion of Federal Reserve policies, particularly in 
relation to the control of credit through open-market operations. 
The chapter on "Raising Capital for Agriculture" incorporates 
discussion of recent significant developments in connection with 
the Federal Intermediate Credit and Federal Farm Loan sys
tems. "Consumptive Credit Institutions" has been entirely re
written in order to take account of the important developments 
that have been occurring in this hitherto neglected field. The 
chapter on "Financial Integration" is now entitled "Integration 
and Consolidation," and includes a discussion of chain or group 
banking and the movement for the development of branch bank
ing. The last chapter has also been reorganized, and now includes 

zi 



xii PREFACE TO THIRD EDITION 

a statement concerning the relationship of commercial banking 
to capital formation and a discussion of the recently organized 
International Bank. 

The charts for the revised edition have been prepared by 
Ralph P. Ward, of the Brookings Institution. 

HAROLD G. MOULTON 
WASHINGTON, D.C. 

March I, 1930 
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INTRODUCTION TO TEACHERS 
This volume differs from the usual textbook in the field of 

finance both in scope and in point of view. In the thought that 
it may prove useful to teachers to know something of the evolu
tion of a course and textbook entitled The Financrol Organiza
tion of Society, I present at this place an account of the develop
ment of my own thinking on the subject. 

I should perhaps state at the beginning that my present form
ulation of such a course is the result of many years of experi
mentation. I can perhaps best make clear the reason for my pres
ent views by relating my personal experience in teaching the sub
ject. I was trained in the classical school of economics; and 
accordingly, when early in my teaching career I was asked to 
give a course in "Money and Banking," I eagerly seized the op
portunity presented to instruct my students in the accepted prin
ciples of the science. In brief, on.the money side I gave them the 
functions of money, the history of bimetallism, and the regulation 
of the various forms of metallic and paper currency; and on the 
banking side I discussed the functions of commercial banks in 
creating bank notes and deposit currency and the problems of 
regulation in the United States, and made comparisons with Eu
ropean central bank systems. Finally, I gave them the "true 
theory" of the relation of money and bank currency to prices. 

But I found the subject a somewhat difficult one to teach
on the whole, rather dull and uninteresting to the students. 
Whether this was attributable to the fact that in the elementary 
course in economics they had already been set straight on the 
functions of money, bimetallism, bank credit, and the quantity 
theory, or whether the exposition of the inherently practical and 
fascinating field of finance had fallen into an academic and un
realistic form, I have never quite made up my mind. In any 
event my students were never sufficiently interested in this course 

xxi 
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to cause me any regrets when in due time I was led to'abandon 
the course in money and banking and to undertake' a new orien- ' 
tation of the entire field of finance. ' 

My first experiment was an attempt to make a general course 
in money and banking serve as a satisfactory prerequisite to ad
~anced studies in the field. In brief, my experience convinced me 
that many of ·the specialized advanced courses in the field of fi
nap.ce could not well be built upon the traditional introductory 
course in money and banking-because of its extremely limited 
scope. Moreover, the traditional course seemed, to my students 
at least, highly academic and without much practical relation to 
real business and financial affairs, save here and there in par
ticular sections, such as those dealing with the practical oper~
tions of a commercial bank and the nature and purpose of the 
Federal Reserve System. So considerably has the scope of the 
general-survey course been subsequently changed that I feel it 
necessary to lay especial emphasis upon what I now conceive 
to be the limitations of the traditional treatment of money and 
banking. 

I. SHORTCOMINGS OF THE TRADITIONAL 
TREATMENT OF MONEY AND BANKING 

The place of money and banking in the orthodox treatment 
of political economy may be briefly set forth somewhat as fol
lows; Economics is divided into the four broad divisions of con
sumption, production, exchange, and distribution. Human wants 
constitute the point of departure, the desire for consumptive 
goods being the mainspring of human activity and productive ef
fort. Then are discussed the fundamental factors of production
labor, land, capital, and management. 'After the goods are pro
duced and on the market, the problem of evaluation for the 
purposes of exchange arises, and this leads to a discussion of tht 
laws' of value. In connection with exchange, one is reminded that 
money serves as a standard in which exchange values are ex
pressed and as a medium by which the ownership of goods on the 
market is transferred. And while considering money as a medium, 
one must also note that there are various kinds of money, among 
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them being bank money, both notes and deposit currency. Fol
lowing the discussion of exchange and currency, it is in order 
to consider the division of the social dividend among the various 
agents of production-land, labor, capital, and management, re
spectively. In elucidating the principles of economics in accord
ap.ce with this division of the subject matter, most writers leave 
the impression that money is largely, if not wholly, divorced from 
the productive process. 

Some writers, it is true, relate money to the productive proc
ess by including in the classification of utilities, possession utili
ties. As goods are not fully produced when they leave the factories 
or the farms, they must be transported, hence place utility; they 
must often be stored, hence time utility; and, finally, their owner
ship must be transferred in the market place, hence possession 
utility. Money as a medium of exchange-for the transfer of 
ownership--thus serves in the final stage of the complex produc
tive process. But the text which indicates that in this way money 
plays a direct part in production still leaves the discussion of 
money in relation to economic organization inadequate. The 
analysis would indicate that money is of service only in the last 
stage of the productive process, in connection with the exchange 
of finished goods between producer and consumer. What is not 
deducible from such analysis is that money is also the means of 
Qrganizing production, of bringing together the various agencies 
of production (land, labor, capital, and managers), and of fusing 
them into a business organization that can turn out a product 
capable of ministering to human wants. 

Society is now organized on a pecuniary basis, and money is 
the indispensable prerequisite to the assembling of the concrete 
instruments of production. The business man uses money, or its 
equivalent, to purchase materials for the construction of his fac
tory; he uses his money in buying the supplies and materials nec
essary for its equipment; he bids competitively in the markets of 
the world for the raw material used in the process of manufactur
ing; and he employs money as a means of attracting to his organ
ization the requisite labor force and corps of administrative ofli-
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ci~ls. In short, every act of the productive process itself revolves 
about the use of money. There is, of course, nothing particularly 
new in this statement of the case. What is interesting is that the 
writers of general treatises on economics have usually regarded 
it as unnecessary to make any mention of the part that money 
plays in the organization of productive activities, thereby giving 
the whole subject a very imperfect as well as unrealistic presen
tation. 

The special treatises on money and banking which follow the 
traditional conception laid down in the general texts-that money 
is used in exchanging goods produced through the uniteCl effort of 
land, labor, capital, and management-in similar fashion make 
no reference to the part that money plays in the organization of 
productive activities. In connection with the function of money 
as a common denominator of value, the current statement is that 
the existence of a common denominator or standard of value saves 
the"individual the necessity of burdening his weary mind with in
numerable exchange ratios. This method of stating the signifi
cance of the common denominator of value results from the tradi
tional practice of discussing money only under the heading of 
"exchange." 

But when attention is shifted from the significance or money 
" in exchanging consumptive goods that have already been pro
duced to the part that a common denominator of value, or pecu
niary unit of calculation, plays in the organization of productive 
activity, it becomes readily apparent that money in this capacity 
also plays an extremely important rOle in the field of production. 
The truth is that without a common denominator of value-or 
pecuniary unit-it would be impossible to keep financial account 
or to give commensurability to unlike units of consumptive 
goods, capital goods, labor power, what not. Without the pecuni
ary unit all other units of measurement would be valueless for 
the purposes of business. As a qualitative unit of measurement, 
the dollar serves as a guide to the business man in the develop
ment of new methods and new techniques-in a word, in the 
making of the innumerable decisions which are referred to him 
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from day to day. The price-and-profit system based on the 
pecuniary unit serves as a guide in the directing of labor and capi
tal from place to place and from industry to industry. Accounting 
systems based on the dollar unit also make possible governmental 
supervision and control of industrial affairs (see chap. i). All 
this finds no place, however, in the traditional discussion of the 
role of money in economic activity, despite the pretension that 
the analysis is disclosing the way in which society has organized 
itself for the production of wealth. 

In connection with the standard of deferred payments, some
what more attention has been given to the relation of money to 
business activities in the field of production. For it is not infre
quently pointed out that a poor standard of deferred payments is 
a great deterrent to business enterprise, owing to th"e increased 
business risks that result therefrom. But even in this case the 
relation of the standard of deferred payments to the conduct of 
business is usually treated as an incidental matter; the emphasis 
is placed rather upon the relation of the standard of deferred pay
ments to prices. And in discussions of the price level the emphasis 
is placed upon the equities between debtors and creditors"in con
nection with long-time borrowing operations and upon the effects 
of changing prices upon the various classes of the community" 
The question of just distribution is apparently the primary con
sideration, while the importance of a stable standard for the pur
poses of production is scarcely noted. 

The problems of securing a stable standard of deferred pay
ments and of maintaining the various forms of token and repre
sentative currency at a parity with this standard, have been 
among the most fascinating inquiries in the whole realm of politi
cal economy and by many have come to be regarded as the only 
really significant financial issues that need concern the economist. 
As a professional friend of mine once said: "The economist's 
problem is the price problem. Why should he therefore concern 
himself about other financial issues?" The obvious answer is that 
it is only one of the many problems of vital interest to the econo
mist who would understand the significance of money in indus-
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trial society. The perennial controversies that have raged about 
the relation of money to prices have, however, tended to shift the 
emphasis away from other important monetary considerations 
and to obscure the role that money plays in connection with the 
organization of economic activity. 

So much for the shortcomings of the traditional discussions 
of money. My efforts to organize a general-survey course in mon
ey and banking revealed an even greater difficulty or weakness on 
the banking side. For, as already indicated, the emphasis upon 
money and its relation to prices has led to confining the discussion 
of ~anking to commercial banking only-this for the reason that 
commercial banking alone provides, in bank notes and deposit 
currency, media that are acceptable in exchanging goods. In con
sequence, the whole discussion of banking, with the exception of 
a brief section devoted to financial panics, has usually centered 
around the maintenance of the parity of bank currency with gold, 
the function of bank currency in exchanging goods, and the rela
tion of bank credit to prices. I trust I shall not be understood as . 
objecting to such discussion; my point is merely that this narrow
ing of the scope of banking has rendered the traditional treatment 
of finance quite inadequate for the purposes of the business cur
riculum or, for that matter, for the purposes of the general eco
nomics curriculum. For example, one repeatedly finds the doc
trine that the commercial bank should (properly) function only 
in connection with commerce-with the marketing process, where
by the eCQnomic gap between producer and consumer is bridged. 
This is not only inadequate theory; it embodies a fundamentally 
erroneous conception of the nature of the modern business and 
financial organization. 

II. SHORTCOMINGS OF .A COURSE IN 
"FINANCIAL INSTITUTIONS" 

The numerous financial agencies and institutions other than 
the commercial bank which are found in modem economic society 
did not naturally fall within the scope of this traditional theory 
of th~ rOle ·of money and banking in the economic system. Ac-
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cordingly, we usually find only incidental reference to them, in 
either the general texts on economics or in the special works in the 
field of money and banking.1 It was. not surprising, therefore, 
that one should find, as I did, that the traditional study of com
mercial banking did not serve as an adequate basis for a survey 
course in the financial field. Somehow or other, the large number 
of other financial institutions and agencies which had grown up 
in modern times and which are made use of by the business man 
of today must be brought into the picture. I therefore conceived 
the idea of a general-survey course which was designated "Finan
cial Institutions." 

In brief, the idea of the course on "Financial Institutions" 
was to disclose to the student the nature and the functions of all 
the financial agencies and institutions that exist in· the modern 
world. Money, in its various functions, was considered-as was 
also the work of commercial banks, savings banks, investment 
banks, insurance companies (in their banking aspects), the stock 
exchanges, etc. But the difficulty here was that one was tempted 
either to include within a single course everything that had been 
discussed in the whole series of specialized courses in the various 
divisions of finance-a task to be despaired of -or else to make 
the course a very elementary one, designed merely to give the stu
dent a bird's-eye view of financial problems and of the financial 
system in general. There was, indeed,grave danger that it would 
be of so elementary and fragmentary a nature as to be sadly 
wanting in genuine intellectual content. 

Experience showed that what was really needed was not a 
series of discussions of the several financial institutions in turn, 
but an analysis which would reveal the broad outlines and the 
significance of the financial system conceived as a unit and as an 
integral part of the general economic organization. The individu
al financial institutions all needed to be related in some fashion as 
parts of a general financial structure. The tie that binds must 

• In recent years, however, there has been a tendency for writers of spe
cial treatises to devote some attention to savings and investment institu
tions. 
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somewhere be found if a general-survey course in finance were to 
be worthy of the name. This development explains the subse
quent change of emphasis. from financial institutions to financial 
organization. 

III. THE DIFFERENCE BETWEEN FINANCIAL 
ORGANIZA,TION AND FINANCIAL 

INSTITUTIONS 
In a treatise on financial organization the various financial 

agencies and institutions are still described; but their relations 
one to another as parts of a general financial structure, and the 
general setting of this financial system within the larger economic 
organization, are also disclosed:. A diagrammatic presentation of 
that portion of the financial structure which is related to corpo
rate enterprise is shown on the accompanying page. While the 
chart is more fully discussed in the text, a brief statement is made 
here also in order to indicate clearly my point of view. 

The purpose of this diagram is to indicate that in a capital
istic, pecuniary. society all of the financial institutions and agen
cies which exist have been developed for the purpose of facilitat
ing the raising of the c.apital (funds) required by modern business 
enterprises. For purposes of exposition this capital is divided into 
fixed and working capital. The fixed capital is raised through the 
sale of stocks, short-term notes, and bonds-the funds being de
rived from the ultimate purchasers of these securities, that is, 
from the rank and file of individuals and investing institutions. 
Sometimes the purchaser of securities is reached directly, without 
the help of any financial intermediary; sometimes he is reached 
through promoters and dealers in low-grade securities; and some
times through investment banking institutions dealing in high
grade issues. These institutions in turn utilize salesmen, news
paper advertising, circulars, etc. And in so far as securities are 
purchased by insurance companies, investment trusts, savings 

.. banks, trust companies, and commercial banks, these institutions 
serve as secondary intermediaries between the furnisher of the 
funds and the borrowing corporation. 

The stock exchange appears at one side as a great, central 
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market place, alike for securities that have once passed through 
the hands of financial middlemen to purchasers, and for securities 
that have not been finally absorbed by the investing public but 
are still being carried in the speculative market. The transverse 

. lines <;onnecting the stock exchange with the purchaser of securi
ties and with other fip.ancial institutions are designed to suggest 
that interrelationS exist between these institutions. It will be 
noted, also, that the diagram indicates that some of the funds de
rived from the sale of stock, short-term notes, and bonds are used 
for working-capital purposes. (Note the dotted line through the 
working-capital side of the chart.) 

On the working-capital side, the chart indicates that corpo
rations borrow funds for operating expenses from commercial 
banks-much of it directly., but some of it indirectly through the 
intermediation of commercial paper houses and commercial cred
it or discount companies. The transverse lines connecting the 
commercial banks and the Federal Reserve institutions with in
vestment banking institutions and the stock' exchange are de
signed to indicate interrelations in the financial system, some of 
which will presently be. discussed .. 

For the moment, what needs emphasizing is that these finan
cial institutions are all engaged in a common task of transferring 
the funds of the ultimate savers of society listed at the bottom of 
the diagram to the borrowing corporation which is placed at the 
topl Together these institutions constitute a financial structure; 
they make up the component parts of the modern financial system 

. about which all economic activities center-i>n the basis of which 
industrial society is organized. 

The advantage in organizing a survey course in finance 
around this central problem of raising fixed and working capital 
for business useS is that one may thus see at a glance that the indi
vidual business is connected with each and every part of the finan

. cial system. The modern business enterprise has its setting in the 
midst of a financial system upon which it is at all times and in 
.many ways dependent; and a sound financial policy can be form
ulated only in the light of knowledge of the services rendered by 
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each of the financial agencies and institutions and of the working 
of the financial system in general. 

In such a survey course I have found ,it possible to show the 
functional origin of the various separate financial institutions, 
and their interrelations one with another as parts of a financial 
system, without exhausting the subject matter in any particular, 
division of the field. For example, while the course touches upon 
the problems of corporate finance, in so far as it discusses the 
forms of credit instruments and the financial institutions that 
may be utilized by a business man in raising capital, it makes no 
attempt to discuss in detail the best method of financing for par
ticular corporations nnder specified conditions. It does, on the 
other hand, make possible the giving of an ad~anced course in 
corporation or business finance where the instructor may take it 
for granted that every student in the class knows the general 
distinction between fixed and working capital, between bonds and 
the various types of stock, and, more important, knows some
thing of the services that are rendered by the numerous types of 
financial institutions upon which the financing of business is de
pendent . 

. Similarly, a course on the stock exchange or on brokerage 
may proceed from the assumption that the students already have 
some knowledge of the organization of the stock exchange and 
the place that it occupies in the general financial system. And 
so, also, in each of the advanced courses ~n finance it will be found 
that the students have a common background of infor~ation and 
a general view of the relation of the particular part of the financial 
system which they are to study in detail to the financial system 
in general. 

From the point of view of advanced courses in economics, 
as distinguished from those in business administration, the same 
consideration holds. If all the students have had a general-survey 
course in finance such as is here suggested, it is no longer neces
sary to spend several weeks in each advanced course on elemen
tary topics in order that the discussion may not be found unintel
ligible by a considerable portion of the class" 
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Quite as important is the elimination of duplication that ~ 
made possible in advanced courses. Who of us has not, either ru 
student or teacher, in the field of finance as well as in other divi. 
sions of the economic and business curriculum, been appalled b} 
the amount of duplication that occurs? All will of course agreE 
that some duplication is both inevitable and desirable. But thE 
recognition of this fact by no means warrants more than a merE 
fraction of the duplication of effort that has characterized instruc· 
tion in economics ever since the mUltiplication of courses began 

For example, as a student I took a course in money, whid 
of course included a discussion of the controversial issues on thE 
relation of money and prices. Such a discussion inevitably raisec 
the question of bimk credit and thus required on the part of thE 
instructor a more or less detailed discussion of banking opera· 
tions and the phenomenon of credit currency. Then later I too~ 
a course in banking, where special emphasis was placed upon thE 
problem of banking reform. So far as I was concerned, there wai 
no need in this course 'of discussing again the details of bankin! 
operations and the phenomena of bank credit. But abou~ 50 pel 
c.ent of the class had not had the course in money, just as when 1 
took the course in money about 50 per cent of that class had nOI 
previously had the course in banking. In consequence, it W3.1 

necessary for the instructor in both courses to discuss the genera' 
principles of banking and credit. Still later I took a course it 
crises and depressions. In the course on banking I had of courSE 
studied in .some degree the problems of financiaI crises and panics; 
but since a considerable percentage of the class had not had thE 
course in banking, their minds were a complete blank as far as thE 
phenomena of the business cycle were concerned. Thus here, 3.l 

in each of the other cases, the level of instruction bad to sink t< 
the level not of the minimum intelligence but of the minimurr 
previous training of the members of the class. I think it is no ex· 
aggeration to say that one-third of the time of the class W3.1 

wasted in needless duplication which could have been avoided b) 
. a' general-survey course embodying material common to each 01 

the courses appropriately lying in. the field of more advance< 
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study. A general-survey course makes it possible for the ad
vanced courses to be really advanced. 

IV. THE RELATION OF FINANCIAL ORGANIZA'I:ION 
TO ECONOMIC ORGANIZATION 

In the foregoing discussion reference has been repeatedly 
made to the relation of the financial system to the general eco
nomic organization, and the statement has been made that mod
ern industrial society is financially organized and controlled. 
How, specifically, is the modern financial structure iinkedup with 
the general economic organization, and how, concretely, does it 
control the economic system? One answer to this problem has 
already been suggested in connection with the rOle that the pe
cuniary unit and the price system play in the organization of eco
nomic activities. Another is to be found in the interrelations of 
finance with the problems of the business cycle. 

Until recently courses on money and banking have charac
teristically attached relatively little importance to the business 
cycle. True, there has usually been a chapter devoted to a dis
cussion of the events of a financial panic and the devices that are 
necessary to prevent the periodic breakdown of the financial 
machinery. But there has seldom been any attempt to link up 
the whole problem of banking and finance with the phenomena 
of the bUl'iness cycle, conceived as the normal condition of in
dustry. Financial theory, like general economic theory, has usu
ally been based"upon the assumption that there is commonly full 
employment of labor and capital and that the industrial machine 
runs with relatively little friction-save when some panic or 
financial cataclysm, like an earthquake, breaks" out and rudely 
shakes the foundations of the whole financial structure. We shall 
not get very far toward an understanding either of the financial 
or the economic system until we recognize, with Mitchell, that "in 
the real world of business, affairs are always undergoing a cumu
lative change, always passing through some phase of a business 
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cycle into some other phase. . . . . In fact, if not in theory, a 
. state of change in business conditions is the only normal state." 

The truth is that the entire economic system is inextricably 
tied up with the general fuiancial and tredit system. Borrowing 
corporations not infrequently. find that the supply of credit for 
both fixed and working-capital purposes is inadequate for their 
requirements-because of an insufficient volume .of money sav
ings, an outflow of reserve funds from the country, an increase in 
the volume of business beyond the credit capacity of the banks, 
or a rising price level which requires a steadily expanding volume 
of liquid capital with which to effect a given volume of produc
tion. And because of the phenomena of the business cycle there 
are times when the entire business and credit structure is com
pletely disrupted, resulting in unemployment for millions of per
sons and financial failure for thousands of business concerns 
whose only fault lies in being unfortunately placed in the econom
ic system. 

Business corporations and individual workers are dependent 
upon the smooth functioning of the credit system not merely for 
the regularity of profits and wages; as investors in corporate se
curities'they are also dependent upon it for the safety of their 
savings and the continuity of interest payments. Literally almost 
every individual and every institution is, under modern condi
tions, vitally interested, as an investor, in the efficient working 
of the financial system: Corporations and other business concerns 
are obliged to invest reserve and sinking funds in the securities of 
other corporations; banks, insurance companies, clubs, educa.
tional and charitable institutions, labor-union organizations, and' 
trust estates--all are of necessity holders of corporate securities; 
&pd, under a pecuniary order, the individual laborer or salaried 
man can effeci the savings required for sickness and age only 
through the investment' of pecuniary income, directly or indi
rectly, in the bonds and shares of corporate enterprises. To a 
greater or less degree all classes of society are thus dependent 
upon the efficient functioning of the pecuniary mechanism. And 
the entire financial and economic system is bound up with the 
phenomena of th~ business cycle, which is itself a result of the 
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evolution or" the modern pecuniary credit system. An adequate 
discussion of either the modern financial system or the modern 
economic system must therefore be based upon and constructed 
around a discussion of the business cycle. 

V. SOME PEDAGOGICAL ISSUES 

Some teachers may at first thought feel that this volume 
should have included a thorough discussion of so important and 
vital a subject as the relation of money and credit to prices. A 
word of explanation is therefore in point. In chapter ii there is 
presented a very brief statement of the relation of money and 
prices. The emphasis is not, however, placed upon the causes of 
price changes; it is merely pointed. out that the values of goods 
are expressed in terms of money and that these money prices 
fluctuate widely and more or less continuously. Now the reason 
for not discussing the causes of price changes lJ.t that point in the 
analysis is merely that the price question cannot be intelligently 
discussed until an analysis of the c.ommercial banking system has 
been made; and by the time the analysis. of the commercial 
banking system, including its relation to other financial institu
tions and to the general business organization as conditioned by 
the phenomena of the business cycle, was completed,limitations 
of space did not well permit an adequate discussion of this most 
vital aspect of the modern financial system. The controversial. 
issues with reference to the relation of money to prices are there
fore necessarily left for consideration in advanced courses. It is 
believed that enough data bearing on the price question are pre
sented in the treatise for the purposes in hand. If, in the view of 
any teacher, such is not the case, the text material may be readily 
supplemented by lectures and by collateral reading. 

( Another and more general pedagogical issue may be raised 
in connection with this general-survey course. Is it possible in a 
survey course in finance to give more than a smattering of factuai 
material with reference to each part of the financial system and 
other than a confused picture of the system as a whole? And 
would it not be better to give, first, a ~eries of special courses in 
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each division of finance, rounding out the curriculum at the end 
with a course broadly conceived and designed to tie together the 
various financial courSes previously studied, and to afford the 
student a clear understanding of the nature of the modern finan
cial system and its relation to the general economic organization? 

With reference to the first question, it will be noted that it 
is 'the question that has so often been raised in connection with 
the general-introductory course in economics. Can one thus give 
anything besides a modicum of unrelated factual material? Does 
the student come out of the introductory course in economics with 
any real appreciation of the nature of the modern industrial sys
tem? Would it not be better for him to take, first, a series of spe
cial courses in each of the various fields of economic inquiry? It 
is quite unnecessary for me to discuss these time-honored issues. 
The fact that practically all American institutions still hold to 
the practice of giving a general-introductory cours~f one sort 
or another-is sufficient to indicate where the consensus of opin
ion still lies. 

Now, if it is possible in the introductory course in economics 
to give the student a general survey of the economic system, it 
should be considerably easier to give him a significant view of 
the financial part of the economic system before he has taken 
detailed courses in the various divisions of the field. My experi
ence in giving a general-survey course in finance has been that 
there are no serious difficulties involved. 

With reference to the second question, whether a general 
course in finance should not be given at the end of the student's 
training in that field, it seems to me that there is sound argument 
for such a procedure-not, however, in lieu of a survey course at 
,the beginning, but as supplementary to such a course; just as I 
feel that there is sound argument for a correlating course in eco
nomic theory and another in business organization at the conclu
sion of one's general training in either economics or business. 

VI. SOME BY-PRODUCTS FOR THEORY 

In conclusion, it may be of interest to know in what ways the 
development of a course aDd treatise on The Financial Organiza~ 
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tion of Society has modified my own views about certain theo
retical issues. Space does not permit more than a mere outline of 
certain conclusions. 

In the first place, I have come to believe that the traditional 
distinction between fixed and working capital, while pedagogical
ly valuable as a point of departure, has little fundamental valid
ity. Funds derived from the sale of stocks and bonds are used for 
working-capital purposes, as well as for the creation of plant and 
equipment; and funds derived from the sale of promissory notes 
and bills of exchange are often used for fixed capital purposes. 
Moreover, it is not merely the funds derived from the sale of 
stocks and bonds that are used permanently or continuously in 
business; a large portion of the funds borrowed through the use 
of promissory notes and bills of exchange is also used perpetually 
by businesses-since any going concern must have a continuous 
supply of working or operating capital, much of which, under 
modern conditions, is borrowed continuously from commercial 
banking institutions. The only significant distinction therefore is 
between the constant capital of a business-including both the 
fixed capital and that used for operating purposes-and the vari
able supply, that is, the supply which fluctuates with seasons and 
with cycles of business. Moreover, the traditional theory that 
commercial banks do (or should) furnish funds only for peak 
loads appears quite unsound. 

In the second place, I have been forced to conclude that the 
conception of commercial banking which assumes that the func
tion of the commercial bank is only to crellte media of exchange 
for use in the marketing of goods is altogether inadequate and 
misleading. The fact is that commercial banks extend credit for 
the producing of raw materials and the manufacture of them 
into finished commodities as well as for the exchanging or market-· 
ing of finished goods. But even more significant is the fact that 
the commercial banking system occupies a dominant position in 
the entire financial and business structure. Bond houses, insur
ance companies, savings banks, an<;l. trust and mortgage compa
nies, all look to the commercial banking institutionsforaccommo
dation in case of need; they are dependent upon the solvency of 
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the commercial banking system for the safety of their deposited 
funds; and they are dependent upon. the lending power of the 
commercial banking institutions for the conduct of their business 
from day to day. An inadequacy of commercial banking funds 
means a direct lessening of the underwriting activities and other 

. operations of investment bankers; it means an impairment of 
the ability of the savings institutions and of the insurance com-· 
panies to meet their financial engagements and obligations; and 
whenever there is a breakdown of the complicated commercial 
banking mechanism the entire financial system is thrown com

. pletely out of gear. 
Not only does the commercial banking system constitute the 

.center of the entire financial structure, but it lies as well at the 
base of all modern business operations. Every business concern, 
practically speaking, is dependent directly or indirectly upon the 
commercial banks both for the safety of deposited funds and for 
a continuous supply of borrowed capital-both fixed and working 
capital. Any failure of the commercial banking system to func
tion normally, therefore, has its direct effect upon every phase of 
financial and business activity. Commercial banking thus does 
something more than to supply exchange media and to facilitate 
the marketing of goods without the use of money. It controls and 
conditions all business activities; it is the foundation of the whole 
complex financial and economic organization 01 modern society. 

Finally, the conception of commercial banking in its relation 
to the entire economic system that has just been outlined bas led 
to a very considerable modification of my views in the matter of 
price theory. When one conceives the price problem as merely 
one of comparing the'total quantity of goods in the market with 
the quantity of circulating media available for exchanging them, 
he arrives at certain conclusions. When one considers the rela
tion of commercial banking to productive and financ~g activities, 
to the r~t of the financial system, and particularly to the phe
nomena of the business cycle, he is, I believe, certain to find that 
new light will be shed upon .aU the controversial issues of mone
tary theory. 



CHAPTER I 

THE NATURE AND FUNCTIONS OF. A 
PECUNIARY UNIT 

The complex social and industrial system of the present day 
is commoniy said to be organized on the basis of a pecuniary unit 
of calculation called, ·according to the country, the dollar, pound 
sterling, franc, mark, crown, etc. In this chapter it is our purpose 
to consider the precise nature of the monetary unit and to disclose 
the various ways in which it is of service to society. It will help to 
avert misunderstanding on the part of the reader if it is stated at 
the outset that the function of a pecuniary unit of calculation is 
quite different from that of a medium of exchange, discussion of 
which is reserved for the third chapter. 

I. DEFINITION AND ORIGIN OF THE 
PECUNIARY UNIT 

The significance of the monetary unit may best be appreci
ated if it is thought of as a certaih definite weight and fineness of 
metal. For instance, the unit in the United States (the gold dol
lar) is composed of 25.8 grains of metal, of.which nine-tenths is 
gold and one-tenth is copper. How this particular amount of 
metal came to be chosen as the unit need not be considered here. 
It is sufficient for our present purposes to know that Congress is 
not much more likely to change the weight and fineness of the dol
lar than to change other units of measurement, such as the pound,. 
foot, gallon, etc. It may also b.e noted in passing that this mone
tary unit does not necessarily circulate in the form of currency; 
indeed, it need not be coined at all. The American gold dollar, for 
example, is not coined because it would be too small for conven
ience in the channels of circulation. 

The pecuniary unit is a sort of language device. To under
stand the functions of this pecuniary, or .calculating, unit, it will 
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be well to regard it as a sort of language device, a final step, as it 
were, in the development of means of communicating ideas. Be
cause of restricted vocabulary primitive man found great diffi
culty in exchanging ideas with his fellows, with the result that 
both intellectual and material progress were seriously retarded. 
Trading operations were early impeded, moreover, not only be
cause of inadequate word symbols for the communication of 
ideas, but also because of the lack of numerical symbols for reck
oning quantities. It was necessary for a system of notation to be 
developed before trading could be conducted on any considerable 
scale; for it is apparent that without a means of quantitative 
measurement of the goods to be purchased or sold, the risk in
volved in trading operations would be so great as to prevent all 
except the simplest transactions. 

But the development of a system of notation was not suffi
cient of itself to lay the basis for extensive trading operations. A 
still further step in the development of the language of trade and 
business was necessary, namely, that of expressing a variety of 
quantitative units in terms of so~e qualitative, or value, unit. 
It is very difficult to trade yards of cloth for tons of coal, or bush
els of wheat for skins of animals, without some means of reckon
ing the relative values of physical quantities of unlike goods. 

It is probable that the use of money as a pecuniary unit, in 
terms of which the values of unlike quantities are measured, de
veloped earlier than its use as a medium of exchange. The word 
"pecuniary" comes from the Latin word for money, pecunia, and 
it is generally allowed that pecunia is derived from pecus, mean
ing cattle. Now cattle were probably not used as media of ex
.change; one would suppose, rather, that since their approximate 
value was a matter of common knowledge during the pastoral 
stage of economic development, cattle served merely as a means 
of measuring values.' Among barbaric tribes wealth has often 

1 "But now ZeUs, son of Kronos, took from Glaucus his wits. in that he 
made exchange with Diomedes, Tydeus' son, of golden armor for bronze, the 
price of fivescore oxen for the price of nine."-lliad vi uS, Lang, Leaf, and 
Meyers' translation. 
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been expressed in terms of shells, precious stones, skins, or what
ever commodity was most widely known. Wherever they were 
found in sufficient quantity the precious metals, gold and silver, 
naturally came to be used for the same purpose. But gold and 
silver, shells, etc., unlike cattle, were also serviceable as media 
for effecting actual exchanges of goods. It would seem that the 
use of money as a medium of exchange was necessarily of later de
velopment than its use as a common denominator of values; for it 
is difficult to conceive of an exchange of goods for money where 
there had not already been a pre-existing evaluation of the goods 
in terms of a pecuniary unit. 

In any event, the development of a pecuniary unit gave the 
necessary commensurability to pounds, quarts, and bushels~and 
to wheat, cattle, and cloth~and was thus one of the most signifi
cant developments in history. It was the final vital step in the 
evolution of means of communicating ideas. It made language 
and numbers intelligible for the purposes of business. 

II. THE PECUNIARY UNIT AND BUSINESS 
ADMINISTRATION 

We have been saying that without a unit for measuring val
ues exchange operations are very difficult and involve large risks. 
We shall now see that a pecuniary unit is of the greatest impor
tance from the standpoint of efficient production. Let us take a 
simple case and endeavor to ascertain the difficulties that would 
arise in the conduct of a business in the absence of a pecuniary 
unit such as th,e dollar. 

Mr. X is a manufacturer. He finds that he has 10,000 yards 
of finished cloth on hand, 12 ,000 pounds of raw cotton in his 
warehouse, and $,000 yards of cloth in process of manufacture. 
He has supplies in his shop, consisting of so many gallons of oil, 
rolls of packing, etc. He has a bUilding that is 100 feet long and 
60 feet wide, with two stories, each 14 feet high. The building is ' 
made of reinforced concrete material. His power and heating 
plant is five years of age, with five years of wear remaining. He 
owns two delivery wagons and four horses, all somewhat the 
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worse for wear and tear. He manufa~tures 50,000 yards of cloth 
per year,of which 30,000 yards are of grade A, 10,000 yards of 
grade B; and 10,000 yards of grade C. Without a.means of meas
uring all these units in terms of a common denominator of value, 
it is apparent that it would be impossible for Mr. X to ascertain 
from his books whether his business is successful or unsuccessful. 
It is also obvious that the chances of failure would be very great. 

The choice of a business is determined by analysis of pecuni
aryaccounts. Let us now inquire how Mr. X came to choose this 
particular line of business. Having capital at his disposal, he nat
urally would wish to employ it in that line of industry which 
would yield him the largest income. Let us assume that at the pe
riod when Mr. X must decide where to invest, the typical estab
lishment is receiving a return of 5 per cent on the capital invested 
in line A;lo per cent in line B; 15 per cent in line Cj and 20 per 
cent in line D. If other things were equal, Mr. X would as a mat
ter of course choose line D. ~ut other things are not usually ex
actlyequal. There may be more risk involved in line D, and hence 
a greater chance of failure in the event of untoward develop
ments. It may well be, however; that the risks in·line D are not 
proportionately greater than in line A and line B. The demand 
for the prQduce of line A llUly have been declining, or perhaps D 
is at present enjoying an extraordinary demand. In either event, 
a larger margin of profit can for the time be secured in line D than 
in line A. Since Mr. X is looking for employment of his funds in 
the most profitable branch of industry, he will therefore be likely 
to choose line D, provided of course there are no personal or 
other reasons which might prevent his success in that line. 

The question now arises, How can the ~usiness man ascertain 
the rate ~f profits in different industries? In brief, by a study of 
the general market conditions in the different industries and of 
the financial returns actually received by existing plants in the 
~arious lines of industry. The quotations of securities on the 
stock exchange serve, as we shall later see, as a fairly reliable in
dex to the relative profits of different industries. In case, how-· 
ever, one is thinking of venturing as a pioneer into a new line.of 
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industry, he can of course rely only upon a study of general mar
ket conditions. But in any case the estimated relative costs of 
production in this and other lines will serve as an impo~tant index 
to the probabilities of success. 

It should be noted at this point that the decision of the busi
~ess man is more or less controlled by financiers who advance the 
funds required to finance the industry. The typical business is 
nowadays organized on a corporate baSis, and, the fixed capital is 
largely raised by the sale of bonds and stock through the interme
diation of investment bankers, whose support is necessary to the 
success of the enterprise. Investors also study, with the aid of 
pecuniary accoutits, the prospective valu~ of the securities, and 
since investors hold the purse strings, they have the power to veto 
the judgment of both the finanCiers and the corporate managers.! 

After the fixed capital has been raised and the plant con
structed and equipped, it is usually necessary to borrow some of 
the working capital required to Qperate the business. Financial 
aid must now be sought from commercial banks; and the com
mercial banker thus in turn passes judgment on the feasibility of 
the enterprise. And once more the financial standing of the busi
ness, as shown by accounts that are expressed in pecuniary terms, 
affords the criterion for reliable judgment. 

Managerial decisions are'rendered on the basis of pecuniary 
data. In connection with the construction of the plant, there are, 
numerous decisions which must be rendered. In the building of 
the manufacturing establishment there is, for instance, a question 
of the types of materials to be used in the construction. Shall it 
be of wood, of steel, or of concrete? The cost of each, the varying' 
rates of fire insurance with the respective types of materials, the 
relative durability for the purposes in hand of the different mate
rials, all must be taken into consideration. And in ev,ery case the ' 

, decision revolves around the question of costs, computed in terms 
of dollars. 

Similarly, in equipping the establishment, there is the choice 

I See chaps. xii and xili below. 
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between machine A and machine B. Machine A costs $1,000; 

machine B costs $1,200. Machine A, however, would turn out 
only three-quarters as much product as machine B. On the other 
hand, machine A would 'lequire $50 more per.year for mainte
nance; while machine B would last five years longer. The prob
lem of deciding which type of machine to use under these condi-. 
tions is not a simple one at best. But it is much simpler by virtue 
of· the dollars-and-cents computation that is possible than it 
would be in the absence of any such guide. 

Let us suppose that the decision is for the purchase of rna· 
chine B. Two years later a new machine is put upon the market, 
which can perform the same work at one-half the cost per unit of 
product. Machine B has, however, ten years of wear remaining 
in it. Should itbe discarded now as obsolete, or should it be used 
until worn out? There is here involved a delicate balancing of 
costs; and a decision necessarily carries with it a certain element 
of risk. But again it is clear that the pecuniary basis of reckoning 
greatly lessens the chances of error and thereby increases the 
probability.of business succesS. 

This factory employs a large number of laborers. The man
agement finds that there is a possibility ofa considerable substi
tution of machinery for labor. The question arises, When is it 
wise to substitute machinery for labor, or vice versa, as the case 
may be? The decision is made, as in the other cases, on the basis 
of pecuniary calculations. 

Or it may be that the question is not one of machinery versus 
labor, but one of methods. Shall a new system of office manage
ment be installed? Shall trained technical men be employed to 
work out new processes in the various parts of the industry? The 
business trull'! attempts to compare the costs of such technological 
aids with the returns that accrue from the improvements. There 
is again some risk of loss involved, but by and large the cost com
putation points the certain way to improvements in methods and 
efficiency. 

Instances of this sort might be multiplied indefinitely. In 
fact, virtually every decision that is made by the business man-
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ager today involves a careful consideration of cost,s and returns j 
practically all of modern business is organized on the basis of pe
cuniary computations. The enormous size of the business unit 
nowadays, together with the complex relationships that obtain 
between the business man and those from whom he buys his ma
terials, on the one hand, and, on the other, those to whom he sells, 
requires not merely the keeping of records of transactions that are 
entered int,oj it necessitates the development of elaborate finan
cial accounting systems from which cost-and-profit data may be 
obtained. It should be repeated here that without the monetary 
unit accounting records would be lifeless; while with the dollar 
unit the husiness man may use his accounts both as an indication 
of past business achievement and as a guide to future courses of 
action. 

In the preceding paragraphs we have been considering the 
relation of the monetary unit to the problems that arise in con
nection with the administration of any given business. Let us now 
assume that, owing to the stress of competition or to a declining 
demand for the products of a given industry, the manager decides 
that he should leave this industry and go into something else. 

The manager is now confronted with the task of making the 
transfer with a minimum of loss. It should be borne in mind that 
since the industry as a whole is in a declining state, the establish
ment cannot readily be sold to someone else. He must either 
(a) convert an establishment that manufactures commodity X 
into an establishment that manufactures commodity Y, or (b) 
completely dismantle the existmg establishment and erect an 
entirely new plant, adapted to the production of commodity Y. 
In case he is forced to choose the latter alternative the problem 
arises, Should the plant be dismantled at 'once and the large 
amount of fixed capital in the form of building and equipment be 
scrapped at a heavy loss, or should it continue to be used in this 
line of production until worn out? In the latter event the yearly 
profits would be set aside with a view to the subsequent erection' 
of a plant for the manufacture of commodity Y. With this prob
lem before him, the business man must compare the losses in-
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volved in scrapping his present fixed capital with the added prof
its that might be gained from an earlier development of the plant 
for the manufacture of commodity Y. Relative costs, expressed 
in terms of the dollar unit, again serve as the guide to action; al
though, as before, such guidance does not enable the decision to 
be rendered with absolute precision. 

In case the plant is of such a nature that it does not require 
complete dismantling, if it is one which can be rehaQilitated for 
the purpose, the process of shifting industrial production is some
what simpler, though it still involves questions of technical engi
neering, construction, and administration. As before, however, 
the decision concerning the best method of making the necessary 
changes and the rapidity with which they should be accomplished 
rests on cost computations expressed in terms of money. 

III. THE PECUNIARY UNIT AND THE APPORTION
MENT OF FAMILY EXPENDITURES 

Not only does the pecuniary unit lie at the basis of business 
organization; itis also the basis for an intelligent apportionment 
of income. When family incomes, which in a pecuniary society 
are initially received in the form of money rather than in the form 
of goods, are carefully considered, a formal budget is prepared by 
means of which the income is apportioned in such a way as to 
bring the largest satisfaction of family wants. 

Let us assume, first, a family income.of $150 per month, an 
income sufficient to buy only the ordinary necessities of life. This 
$150 must provide for food, clothing, shelter, light, beat, and 
miscellaneous expenses. Since this income should be so appor
tioned among these various needs that the family will enjoy the 
largest measure of ·comfort, the expenditure in each direction 
must be considered in comparison with the expenditures in every 
other direction. Will $50 for rent and $100 for the remaining ne
cessities give as large a measure of satisfaction as $25 for rent and 

. $I25 for the remaining items? Should $75 be spent for food and 
$20 for clothing, or should it be $85 for food and $10 for cloth
ing? The arrangement of a family budget in this fashion is diffi-
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cult enough at best, and precision in measurement is of course not 
to be expected. The dollar unit, however, provides a rough meas
uring stick by means of which a larger satisfaction may be derived 
from a given income than would otherwise be possible. 

With an income of $I,OOO a month the problem of family ex
penditures is in some ways less difficult, because the adequacy of 
the income to meet the bare necessities of life is no longer in ques
tiim. From ~other standpoint, however, it is more difficult, be
cause a wider range of expenditures for luxuries is now possible. 
After· necessities are provided for, how shall the remainder be 
spent? Shall it be for a chair, a picture, or other household deco
ration? Shall it be for more extravagant clothes, for a pleasure 
trip, or for a new autom.obile? The family would no doubt prefer 
to enjoy all these luxuries rather than to Choose between them; 
but if the income is not adequate to provide for all of them, the 
question of selection inevitably presents itself. The cost of the 
automobile must then be compared with the cost of a pleasure 
trip, and, in fact, with all the additional things that might be pur
chased if the automobile were foregone. The dollar unit comes to 
stand for a certain amount of "generalized purchasing power," 
and the task of making a wise apportionment of the family· in
come is thus greatly simplified. . 

The monetary unit is a guide to savings requirements. Every 
family also has t.he problem of making provision for the prover
bial rainy day, for old age, and for dependents. By reckoning in 
terms of dollars, one may compute with a fair degree of accuracy 
how large a fund of savings is necessary to provide, upon retire
ment, an income sufficient to insure one's self and dependents 
against want. Let us assume that in a given case this is'$3,OOO a 
year. To make sure of a perpetual income of $3,000 a year it is 
therefore necessary to accumulate, assuming the interest rate to 
be 5 per cent, a fund of $60,000. In.order to provide this fund of 
$60,000, one must save each year such proportion of his income 
as will eventuate in a given period of time into a fund of $60,000. 
There are of course many exigencies that may arise to prevent 
one's working this out with precision. The monetary unit, how-
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ever, serves at least as a valuable guide to one's requirements. In
deed, insurance tables worked out on the basis of the dollar unit 

. serve as a very reliable guide to the saving that is necessary in 
given cases to make adequate provision for old age or other con
tingency.· 

IV. THE PECUNIARY UNIT AND ECONOMIC 
ORGANIZATION 

Thus far we have been considering the pecuniary unit in its 
relation to the making of business and personal decisions. We 
may now look for some of the broader economic and social conse
quences of the decisions that are made on the basis of pecuniary 
computations. We have already seen that without an accurate 
means of computing values extensive trading operations would be 
impossible. The development of the pecuniary unit in the vari
ous commercial !lations has given rise to an international denom
inator of values, by means of which foreign transactions are great
ly facilitated. A merchant who wishes to sell goods in a foreign 
country may ascertain the profits from such sales by simply 
translating dollars into pounds sterling, francs, or marks, as the 
case D;lay be. The actual settlement of these international finan
cial obligations, however, has required the development of a 
rather complex financial mechanism known as the foreign ex
changes (seechap.ix). 

It should be noted here that with narrowly restricted trading 
operations little division of labor was possible and small-scale, in
efficient production therefore necessarily prevailed. A large vol
ume of output is al;>solutely dependent upon wide markets-na
tional and international; hence division 'of labor and large-scale 
efficient production had to wait, among other things, upon the 
development of the pecuniary unit and the extensive trading op
erations which it made possible. 

Similarly, territorial specialization, whereby each portion of 
the earth is devoted to the production of those commodities for 

• See, however, the effect on these calculations of unforeseen changes in 
the price level, pp. 28-33. 
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which it is best adapted, depends upon wide markets-national 
and international. In the absence of an extensive commerce each 
region must produce most, if not all, of the commodities required 
for its own use. 

Territorial specialization is expedited by pecuniary calcula
tion. The pecuniary unit serves as a ready means of indicating the 
relative productive advantages of different regions and thus di
rects and hastens the spread of population to the regions where a 
given expenditure of effort will produce the maximum return. 
There are, of course, barriers which prevent complete geographi
cal specialization, such as costs of transportation and trade regu-
1ations. Within a given country, however, these barriers are now
adays usually negligible, and domestic territorial specialization is 
therefore comparatively unhampered. The result is a great aug. 
mentation of the volume of wealth produced. 

Analogous to the spread of population has been the flow of 
capital from the older to the newer portions of the world. Inves
tors seek to place their funds where returns netted will be high
est. The pecuniary unit makes possible a fairly accurate directing 
of capital to the portions of the world where it will be most pro
ductive. Sooner or later every nation reaches a stage in its indus
trial development when larger returns are to be obtained from in
vestments abroad than from investments at home. Without the 
pecuniary unit and the mechanism of the securities markets,. 
knowledge.as to when this stage has been reached would be uncer
tain; hence the flow of capital to regions of greater productive
ness would be more tardy. Within any given country the flow of 
capital from one section to another is of course guided in a similar 
manner. 

Pecuniary accounting facilitates the satisfaction of human 
wants. The directing of labor and capital into the various lines 
of industry, guided, as we have seen, by the pecuniary unit of cal
culation, has likewise important social results. The reason why 
any given line of ~dustry becomes more profitable than others is 

• See chap. xvi. 
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that the demands for the products of such industry are not so ade
quately met by existing production as is the case in other lines. 
The pecuniary unit of calculation, which hastens the diversion of 
labor and capital from other lines into this line where the demand 
is greatest, thereby serves to satisfy human wants more quickly 
and more adequfltely than would otherwise be possible. This is 
only another way of saying that it provides for a larger satisfac
tion of human wants with the same expenditure of energy than 
would otherwise be possible. ' 

Similarly, if any given line of industry is waning, owing to a 
decrease in the power of its product to satisfy human wants, the 
losses expressed in dollars and cents on a profit and loss state· 
ment force labor and capital out of that line of industry much 
more quickly than would otherwise be the case. Hence misdi
rected labor and capital remain misdirected for a shorter time, 
with the result that the losses incident to such industrial malad
justment are minimized. 

Again, in the internal organization of any bu!>iness, pecuni
ary calculations cause improvements in machinery, labor organi
zation, and administrative methods to be made more quickly than 
would be the case in the absence of an accurate index of profits. 
There is a continual process of elimination, by means of which 
antiquated industrial organization is rapidly supplanted, the 
changes being superinduced by a fear of pecuniary loss, on the 
.one hand, and by the incentive to pecuniary profit, on the other. 
Every such improvement means an elimination of productive 
waste. It means a larger output wjth a given expenditure of hu
man energy; it means that society more easily wrests from nature 
the means of subsisten~e and comfort. 

QUESTIONS FOR DISCUSSION 

l. Note the titles of the first, second, and third chapters. Note especially 
that chapter i does not relate to the medium of exchange. Define the 
term "pecuniary unit." 

2. The text indicates three stages in the development of the language of 
husiness. What are they? 
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3. Would it be possible for a business man to keep accounts witbout a sys
tem of notation? without a pecuniary unit of calculation? 

4. It bas been suggested that the standardization of grades of commodities 
marks another stage in the development of the language of business: it 
defines quality as well as quantity. Do you agree? 

5. "The more bigbly developed our specialized exchange society becomes, 
the more essentiai accurate financial accounting becomes." Do you 
agree? . . 

6. "The larger the scale on which business is conducted, the more necessary 
is the keeping of financial accounts. The crossroads merchant has no 
need of keeping accounts." Do you agree? 

7. "Without accounting systems based on the pecuniary unit it would have 
been impossible to deVelop large-scale industry." If so, why? 

8. "Modern business organization is largely controlled and directed by 
means of information obtained from financial records. By accounts the 
business manager ascertains whether the business as a whole is. profit
able; whether each particular part is profitable; and whether particular 
methods or devices pay. He also formulates future business policy lin 
the basis of knowledge obtained from his financial accounts." Do all 
business men do this? Are those who do not likely to survive in com
petition with those who do? Will everyone who does not do this fail? 

9. Do you know of any types of business that are not conducted on a 
profit-making basis? If so, are such businesses conducted without ref
erence to financial accounts? 

10. "The business man endeavors to reduce the inevitable risks of industry 
as much as possible." Show how financial accounting helps him to do 
this. 

II. What are some of the·social consequences of: (a) reduced risks in busi
ness? (b) the accurate appr-aisal of the profitableness of the business as 
a whole? (c) the accurate appraisal of the profitableness of particular 
divisions of the business? 

12. "Not only does the business man control the intern~l affairs of his busi
ness by means of financial accounts; but his external relations witb 
other businesses, with banks, and with the government are also gov
erned by financial accounts." Do you know of any case where this is 
not true? 

Ij. Indicate the service performed by the pecuniary unit of calculation in 
directing tbe flow of labor and capital (a) from region to region, (b) 
from industry to industry. 

14. Do you or does your family keep a blldget? If not, on what basis is the 
income apportioned? Do you think the largest possible amount of satis-. 
faction is obtained from the use of such income? If not, does the fault 
lie with the pecuniary unit? 
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15. Is it necessary for charitable and endowed institutions. clubs. societies. 
etc.. to make a budget? Is it necessary for governments to make 
budgets? 

16. The commissioner of internal revenue has stated that 2,000 certified 
public accou~tants are necessary for the successful collection of the 
federal taxes for 1919. Why? 

17. Can you think of any form of public control over industry that can be 
effectively administered without the use of financial accounts? 

18. What profession or occupation are you going to follow as a life-work? 
To what extent are financial considerations involved in your decision? 

19. Do the decisions that are rendered on the basis of pecuniary calculations 
always tend to promote social welfare? Illustrate. 

20. The "profits' guide" is not a satisfactory guide to what is good for so
ciety.· Granting the truth of this statement. what can you suggest as a 
better guide? 

2I. Under a socialistic organuation of society what would be the means of 
arriving at business and social decisions? 
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CHAPTER II 

THE STANDARD FOR DEFERRED 
PAYMENTS 

It was the purpose of chapter i to show the relation of the pe
cuniary unit to financial accounting, and thereby to the organiza
tion of both business and household economics. It is of note that 
the discussion related mainly to the rendering of decisions at a 
given moment; it was not concerned with transactions where the 
time element was a factor. The present chapter will consider the 
function of the pecuniary unit in connection with credit opera
tions or deferred payments. 

Whenever an individual or corporation sells goods on time, 
that is, on agreement that they are to be paid for at some date in 
the future, it is highly important that both buyer and seller be 
protected, as far as possible, from the risks that inhere in the mere 
lapse of time. Because of the in~erdependency of econoJnic insti
tutions and their great sensitiveness to shock, economic changes 
of serious import may occur during relatively short periods. As 
one means of minimizing the effects of such changes, society has 
come to use the pecuniary unit, gold, as the standard in which de
ferred obligations are expressed. 

The standard of deferred payments is of importance not 
merely in the purchase and sale of actual commodities. It is quite 
as important in connection with the lending of funds. Business is 
largely conducted in the modern industrial world by means of 
borrowed capital, represented by credit instruments in the form 
of stocks, bonds, notes, and bills of exchange. All these financial 
borrowing operations involve risks of loss incident to economic 
changes during the life of the loans; and it is accordingly neces
sary that the standard for deferred payments be a commodity 
possessing a high degree of value stability . 

. IS 
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I. WHY GOLD IS USED AS THE STANDARD 

Aside from its important qualities of durability, homogene
ity, divisibility, and cognizability, gold is superior to other com
modities as a Standard for deferred payments especially for the 
reason that its value fluctuates ,less widely than does that of 
wheat, iron, and other commodities which might be used for the 
purpose.1 The reasons for this relative stability of value may be 
readily indicated. 

Gold, as a commodity, is subject to the forces of supply and 
demand just as is any other commodity. The supply of gold is in
fluenced directly by the conditions of production at the mines. 
The discovery of a "bonanza" mine tends to depress the value of 
'gold as a stand,ard, by greatly increasing its supply; and the ex
haustion of a rich vein of ore conversely tends to raise the value 
of gold, by preventing an increase in supply. 

Changes in the cost of producing gold, however, have not in 
, the past had very much effect lipon the quantity produced, owing 
td the speculative Character of gold mining. It has been stated 
that the cost of producing,gold has probably, on the whole, ex
ceeded its value, that the losses sustained by the many who have 
searched'in vain have outweighed the gains made by the fortu
nate few. 'But in recent years, with the rapid disappearance of 
placer mining and the development of machine production of 
gold, the cost of production has come to be very carefully con
sidered. There are marginal mines where it bar~ly pays to take 
out the gold, just as there are marginal farIDS and marginal fac
tories.The increased cost of producing gold during the World 
War, for instance, resulted in the closing of many mines where 
production had formerly been profitable. 

Gold 4iffers from most other commodities in that the supply 
at any given time is not merely the output of a previous year's 
Inining operations; it is a stock that has been accumulated through 
centuries of production. Gold is a highly durable commodity, and 

I The reasons why gold rather than silver 'came to be used 'as the stand
ard are considered in chap. v below. 
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as a result the world's suppiy becomes larger each year, even 
though the annual production may be rapidly decreasing. The 
greater part of the gold mined in modern times is still in existence 
and performing service, quite as though it were fresh from the 
mines of the Klondike. The result of this acc1,lmulated world's 
supply is to render any yearly change in output less and less effec
tive in influencing the value of the whole mass. Pouring a cup of 
water into a large tank has but a slight effect upon the level of the 
water in the tank. Similarly, the discharge of as large an annual 
increase in the output of gold as 100 million dollars into a total 
world"supply of 10 or 12 billions would have but little effect upon 
the value of the entire stock of gold. A great increase in gold pro
duction continued over many years would, however, obviously 
produce in due course a substantial effect upon the exchange val
ue of the'accumulated supply. 

The world-supply of gold money held 'in monetary stock is 
estimated for 1928 at $10,739,000,000, of which $9,878,000 was 
in Government Treasury and Central Bank reserves. In addition 
to the monetary stock, there is a non-monetary supply of gold 
amounting presumably to several billions of dollars .. Out of a 
total production amounting to $5,882,000 from 1913 to 1928, it 
is estimated that $1,458,000 was hoarded in India and $2 ,599,000 
was .used in industrial arts and in hoards outside of India. The 
increase of monetary stocks in the same interval was only $1,-

82 5,000." 
The demand for gold is twofold: (a) for use as a commodity 

in the manufacturing and industrial arts, and (b) for employ
ment as a medium of exchange .and as the basis of monetary sys
tems. The demand for gold as a commodity. is, of course, subject 
to the same general conditions as is the demand for any other 
commodity. It has utility in the satisfaction of human desires, 
and this utility is affected by degree of scarcity, change of custom, 
possibility of substituting other commodities, etc., in the same 

• See Lionel D. Edie,' Capital, The M oney Market, and Gold, chaps. 
iv-vi. For annual production of gold and silver, see p. 71 below. 
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way that the utility of other commodities is affected. For mone
tary uses, however, the demand for gold, where free coinage ex
ists, is sometimes said to be unlimited-since all the gold pro
duced may be taken to the mints and converted into dollars or 
sovereigns. 

There are, however, periods when the intensity of the de
mand for gold as money is much greater than at other times. For 
example, an increase in the monetary demand for gold would be 
caused by the giving up of silver as a standard metal in leading 
countries, and the substitution of gold therefor; by an increased 
use of gold as an actual medium of exchange; by an increase in 
the quantity of gold required as reserve for substitute forms of 
money; by an expansion of commerce and trade; or by a less ef
fective use of gold through poor organization of credit. A de
crease in the monetary demand for gold would result from op
posite causes. 

Gold has thus been chosen as the standard for deferred pay
ments, not because it is absolutely stable in value but because it 
is more nearly stable than other commodities which might con
ceivably be used. As a matter of fact, gold leaves much to be de
sjred as a standard for deferred payments. 

II. MONEY, PRICES, AND INDEX NUMBERS 

As already stated, the quantity of money that has been chosen 
in the United States as the standard, or dollar, is 25.8 grains of 
metal, nine-tenths gold and one-tenth copper alloy. To express 
the value of another. commodity in terms of money, therefore, we 
always compare a certain quantity of it, as a pound, bushel, or 
yard, with 25.8 grains of standard gold. If a bushel exchanges for 
a dollar, we say the price is $1.00 a bushel; while if it requires two 
bushels to equal a dollar in value, then we say the price is 50 cents 
a bushel. The value of each particular commodity expressed in 
dollars gives us the price of that commodity. The general price 
level is an average of individual prices. . 

Variations in the price level are shown by means oJ an ;nde% 
number. "An index number of any given article at any given date 



STANDARD FOR DEFERRED PAYMENTS ~9 

is the percentage which the price of that article at that date is of 
the price of the same article at a date or period which has been 
selected as base or standard." There are numerous index num
bers in use; and the base that is employed varies. For example, 
the index number of the London Economist took as its base the 
average price of the commodities included for the years 1845 to 
1850. The official index number in the Unjted States, that pub
lished monthly by the United States Bureau of Labor Statistics, 
has been reconstructed from time to time, and is now based on 
the average actual prices for the year 1926. 

The method of computing index numbers may be illustrated 
as follows: The average price of each commodity for the base pe
riod is considered as 100. Then every month the prices of the va
rious commodities are turned into relatives on that scale. Thus if 
wheat sold in the base year, say 1926, at $1.00 a bushel, and in 
June, 1927, at $1.25 a bushel, the relative price of wheat is then 
I2 5. If, on the other hand, the price of any commodity should 
drop from 50 cents to 40 cents a yard, the relative price would ,be 
80. To ascertain the change that has occurred from month to 
month in the generalleveI of prices, it is only necessary to strike 
an average of these relative prices. 

It is obvious that if the index number is to be purely repre
sentative of general changes in prices, a large number of com
modities must be used. The present index number of the United 
States Bureau of Labor Statistics is based upon 550 separate 
commodities classified in eleven groups. The commodities chosen 
are, moreover, weighted in accordance with'their relative im
portance, the reason assigned for this being that "great staples 
like bituminous coal, yellow pine lumber, beef, and cement 
exercise much more influence upon the final results than ar
ticles like horsehair, hickory, cinnamon, and bone buttons." In 
order to make the price level reflect the greater importance of 
such commodities, they are weighted by multiplying the monthly 
price of each commodity by the quantity marketed in the United 
States. The index number of relative prices will thus reveal a 
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change in the relative value of the standard of deferred payments 
and of goods'in general. 

The cause of chang~ in the general level of prices, as re
vealed by index numbers, has been the subject of voluminous 
discussion. The issues involved are of a highly technical character 
and can be adequately discussed only in the light of a thorough 
analysis of banking and credit operations. It may be pointed 'out 
here, however, that a 'change in general prices sometimes ap
pears to be the result of forces affecting the quantity and the 
cost of producing goods, while at other times it seems to be pri
marily attributable to forces affecting the stan4ard of value di
rectly. The latter is particularly true in cases where the standard 
is not a commodity which has utility for other than monetary 
"purposes. Some striking cases of this are given in Section III be
low. The larger issues involved in price changes and in the pos
sibilities of their control are not discussed in this volume-the 
present purpose being merely to reveal some of the social and 
economic results of price fluctuations. 

III. ECONOMIC CONSEQUENCES OF PR~CE 
CHANGES 

Price fluctuations, if extensive or long continued, are always 
disruptive in their effects upon the general economic organization. 
Rapid price changes render more difficult the pecuniary calcula
tions of busine~s men, thereby greatly increasing the risks of in
dustryand acting as a serious deterrent to business enterprise. 
The accumulation of capital is discouraged, lending or credit op
erations are" deterred, speculation is induced, and Jnternational 
financial relations are deranged. 

The recital of some typical experiences with unstable mone
tary standards will best serve to indicate the disastrous effects 
upon ~he economic system.' Finlay tells us in his History oj 
Greece that the depreciation in the value of the circulating medi
um during the fifty years between the reign of Caracalla and th~' 

• For other illustrations see chaps. v and vi below. 
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death of Gallienus' anmhilated a great part of the trading capital 
in the Roman Empire, and' rendered it impossible to carryon 
commercial transactions not only with foreign countries but even 
with distant provinces. 

A second illustration may be taken from the experience of 
France during the period of the French Revolution. Paper cur
rency had been issued in great quan.tities in the hope of provid
ing the liquid capital necessary for economic recovery from'the 
ravages of war, Since these paper "assignats" were legal tender, 
they became the standard of deferred payments. Issued in vast 
quantities and irredeemable in specie, they fluctuated widely in 
value and eventually became utterly worthless. In a brilliant 
monograph' Andrew D. White portrays the results in the follow
ing language: 

What the bigotry of Louis XIV, and the shiftlessness of Louis XV, 
could not do in nearly a century was accomplished by tbis tampering witb 
the currency in a few months. Everything that tariffs and custom-houses 
could do was done. Still the great manufactories of Normandy were closed; 
those of the rest of the kingdom speedily followed, and vast nuinbers of 
workmen in all parts of the country were thrown out of employment. . . . . 
In the spring of 1791 'no one knew whether a piece of paper money, repre
senting 100 francs, would, a month later, have a purchasing power of 100 

francs or 90 fra~cs, or 80, or 60. Tbe result was that capitalists declined to 
embark tbeir means in business. Enterprise received a mortal blow. De
mand for labor was still further diminished. The business of France dwin
dled into a mere living from hand to mouth. This state of things, too, while 
it bore heavily against the interests of the moneyed classes, was still more 
ruinous to those in more moderate, and most of all to those in straitened 
circumstances. With the masses of the people the purchase of every article 
of supply b,ecame a speculation-a speculation in which· the professional 
speculator had an'immense advantage over the buyer. Says the most bril
liant apologist for French Revolutionary statesmanship, "Commerce was 
dead j betting took its place." 

The free-silver agitation of the nineties deranged interna
tional finance. The results of an unstable standard of deferred 
payments upon business organization find no better illustration 
than in an American experience of the early nineties. The single 

• Paper Money Inflation in France. 
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gold standard had been decreed by the Act of 1873, afterward 
known as the "crime of '73," which omitted the silver dollar from 
the list of coins that could be struck at the mint. Powerful inter
ests, however, supported the restoration of the bimetallic stand
ard; with the result that the Bland-Allison Act of 1878 partially 
restored the coinage of silver, while the Sherman Act of 1890 still 
further increased the amount of silver that must annually be con
verted into currency. 

This latter act provided that silver, purchased by the gov
ernment, could be paid for by means of an issue of legal tender 
Treasury notes, redeemable in either gold or silver at the discre
tion of the Secretary of the Treasury. At the time, the bullion in 
a silver dollar was worth only a little over SO cents, and silver 
coins were kept at a parity with gold by virtue of the govern
ment's willingness to accept silver as the equivalent of gold in the 
payment of taxes, etc. Under these circumstances, if the Treas
urer had refused to redeem these Treasury notes in gold the result 
would have been to destroy the parity value of silver and gold; 
since the Treasury notes would have been redeemable only in sil
ver, the country would in effect have been thrown upon a depre
ciated silver basis. Deferred obligations would then have been 
payable in dollars that were worth only about haIf as much as the 
dollars in which they had been contracted. The Secretary of the 
Treasury wisely took the stand that he would never refuse to re
deem them in gold, so long as there were available fun~ in the 
Treasury. In order to maintain gold payments, however, it 
proved necessary for the government to replenish the Treasury 
in 1894 and 189 S by a series of bond issues. 

While suspension of gold redemption was thus avoided, for 
several years the imminent possibility of precipitating the coun
try upon a depreciated silver basis, together with a powerful agi
tation for a complete restoration of the bimetallic standard of 
gold and silver-which would have meant a cheaper standard
nevertheless worked havoc with American finance and industry. 
In the first place, it destroyed the confidence of foreign investors 
in American securities. If the interest on the principal of these 
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investments were to be paid in silver, the purchasing power of 
which was only about half that of gold, the value of European in
vestments would thus be cut in two. During the latter part of 
1892, the year 1893, and the early part of 1894, it is estimated 
that about $300,000,000 of European securities were returned to 
the United States by their foreign owners because of the uncer
tainty of the standard in this country; and at the same time the 
annual increase of new European investments was largely cur
tailed. This necessitated large exports of gold, which in turn 
greatly embarrassed the Treasury in its efforts to maintain the 
convertibility of all forms of currency into gold, because the 
banks could obtain the gold required for export only by present
ing Treasury notes (and greenbacks) to the Treasury for redemp
tion. While there were at work during this period other factors 
which had an important bearing on the general financial situa
tion, the uncertainty of the standard of deferred payments on the 
basis of which all time obligations are undertaken, was a primary 
source of difficulty. 

Domestic financial operations were equally disorganized. 
Domestic financiers who had debts which called for payment in 
gold at maturity found themselves in a quandary. If they ac
cepted the Treasury notes (and this they must do because they 
were legal tender) in ordinary business operations, could they 
safely hold and USe these notes until debts matured and then ex
change them at the Treasury for the gold required to fulfil their 
gold obligations? The answer depended on whether the Treas
urer should continue to redeem the notes in gold as well as in sil
ver coins. The uncertainty of the situation caused many business 
men to present notes for redemption as fast as they were received, 
instead of waiting until the gold was actually needed. For so long 
as the Treasury continued to pay in gold, the gold withdrawn 
could be hoarded, thereby making certain the meeting of gold ob
ligations when they should mature. But this constant draining 
of the gold supply only served to render more precarious the 
ability of the Treasury to maintain the gold standard; and this 
inability in turn served to intensify the general uncertainty. 
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If existing contracts were rendered unsatisfactory and pre
~arious by vi~tue of this uncertainty over the future of the stand
ard, it is easy to see that individuals would hesitate to incur addi
tional long-time obligations. The investment-and-Ioan market 
was, in fact, demoralized. 

The post-war depreciation oj the German mark demoralized 
the economic liJe oj Germany. In consequence of an unbalanced 
budget, and the requirement of large reparation payments, the 
,German government resorted to the use of irredeemable paper 
money as a means of meeting its current obligations both at home 
and abroad. The process of issuing the currency was indirect, the 
government giving its promissory notes to the Reichsbank and 
the latter issuing its bank notes in exchange therefor. As the note 
issues increased the value of each unit as compared with gold 
steadily decreased. The accompanying table shows the changes 
in the note circulation of the Reichsbank during the war and 
post-war periods up to the date when the ,"Rentenmark stabili:ta
tion" occurred." 

The effects of the depreciation of German currency upon 
trading operations have been described as ~ollows: 

Dependent as Germany is upon foreign trade, the country was bound 
to suffer in many ways from the acute, unpredictable fluctuations of her ell-

, change rates. Outstanding among the difficulties horn of the mercurial 
course of German exchange in 1923 was the element of uncertainty. As a re
sult of the sharp and unpredictable fluctuation In currency, it was impossible
to'talculate the future ISutcome of any business deal. The exporter was quite 
unable to reckon. how much the payment for his goods would yield him in 
terms of marks; the importer was at a loss to know what amounts in marks 
he would have to provide to cover his foreign currency requirements. Under 
these circumstances business became extremely speculative. 

In the later stages of mark depreciation it is, of course, true that Ger-
, man business men sought to eliminate this uncertainty by quoting domestic 
,prices in "stable currencies," sucH as the dollar or pound sterling. Instead of, 
banishing the risk caused by the fluctuations in German exchange, however, 
this practice in many cases mer~Iy shifted it to someone else. Since both ell-

, • A discussion of theproblelI\ involved ia stabilization will be found 
, in chap. ill. 
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porters and importers carried on their business in Germany, they had to 
calculate costs and prices on the basis of paper mark values. Quoting prices 
in dollars, therefore, did not abolish the uncertainty arising from exchange 
ftuctuations. Not only Germany's foreign trade, but her domestic business 
as well, suffered severely from the uncertainties caused by the movements of 
German currency. Unable to foresee whether the price would rise or fall, 
merchants and manufacturers could neither calculate costs nor fix prices, so 
that business became close· to guesswork. . . .. 

GERMAN NOTE CIRCULATION AND GOLD HOLDINGS· 

Date 

Dec., 11)1,3 ......... . 
Dec., lOIS . .. : ..... . 
Dec" 1011) ........ . 
Dec., 11)20 . .•••••••.. 
Dec., 1921 . ......... . 

Pae:.·' JX:~9;3 .' : : : : : : : 
Feb. 7, 1923 . ...... . 
Mar. 7. 1023· . 

~:y ~: ~~:~: : : : .. . 
June 7, 11)23 . ...... . 
July 7. 102,1 . ...... . 
Aug. 7. 102.1 . .... ,', . 
Aug. IS. 1923', ...... . 
Aug. 23. 1013 . ...... . 
Aug. 31, 1023 . ...... . 
Sept. 7. 1923· ...... . 
Sept. IS, 11)23 . .... . 
Sept. la, lQ23 . 
Sept. 21). 1923 ....... . 
Oct. 6, 11)23 ....... . 
Oct. IS. 1923· ... , .. . 
Oct. U, ]1)23 . ...... . 
Oct. 31, 1923 . .... . 
Nov. 7, 11)23 . . 
Nov. IS. 1923. " " " 
Nov. 33, 1023" .. 
Nov. 301 1023" 

Note Circulation 
(Marks) 

7,503,000,000 
22,188,000,000 
35,608,000,000 
68,805,000,000 

113,639,000,000 
1,280,095,000,000 
1,336,500,000,000 
:01,253,063,000,000 
3,871,256,000,000 
5,624,110,000,000 
6,723,070,000, ,00 
0,300,532,000,000 

30,241,750,000,000 
62,326,650,000,000 

116,402,515,000,000 
273,0°6,373,000,000 
663,200,000,000,000 

1,182,030,000,000,000 
3,183,681,000,000,000 
8,627,730,000,000,000 

28,228,815,000,000,000 
46,933,600,000,000,000 

123,349,786,603,000,000 
524,330,55'7.246,000,000 

2,406,822,008 ,936,000,000 
10,153,087,468,804,000,000 
92 ,844,720,742 ,92 7,000,000 

223,917 ,315 ,083, 796,000,000 
400,267,640,291,750,000,000 

• Data compiles from oOicial reports. 

Equivalent of 
Note Circulation Gold Holdings 

in U.S. (Marks) 
(Dollars> 

S 617,240,000 
2,682,500 ,<;100 

749,700,000 
942,600,000 
602,300,000 
128,000,000 

"153,697,500 
61,983,980 

187,755,910 
267,145,225 
183,203,657 
121,023.916 
91,057,875 
19,944,530 
4 1 ,904,90 5 
62,908.465 
69,636 ,000 
35,461,170 
30.244,069 
50,040,834 

138,321 ,193 
51,626,060 
30.837.446 
11,797,437 
14,080,937 
7.661.234 

23,211,180 
44.785.463 
60,040,146 

1,266.187(000 
2,262,167,000 
1,089,400,000 
1,091 ,636,000 

005,392 ,000 
1,004.843,000 
1,005,000,000 
1,005,000,000 
1,005,000,000 
l,005,ooo,~ 

013,009,000 
756,914,000 
707,000,000 
506,351,000 
516,122,000 
51 2,122,000 
510,486 ,000 
490,000,000 
490,000,000 
470,000,000 
444,000,000 
443,000,000 
443 ,000,000 
467,000,000 
467. 000 ,000 
467,000,000 
467 .000.000 
467,000,000 
467,QOO,ooo 

Although the e.~portation of goods appeared profitable, business men 
in Germany frequently conducted this business at a loss. The paper mark 
prices received for goods exported seemed extremely high when, in reality, 
they were below replacement costs. In consequence, German business men 
frequently found during 1920 and 191I that although they had cleared huge 
paper mark profits, they had conducted their business at an actual loss.' 

• John . Parke Young, Foreign Curre,/Cy and Excllange Investigation, 
Serial 9, Vol. I, pp. 4I8-19. (Report 0/ Commission 0/ Gold and Silver In
quiry, United States Senate, 1925.) 



FINANCIAL ORGANIZATION· 

As the mark continued to fall in value, it became the height 
of unwisdom for any class of society to deposit money in banks 
or to invest in securities. The national motto of Germany was 
said to have become: "Save and you are lost; spend freely, spec
ulate, or buy foreign currency, and you win." No class could, 
under the conditions prevailing, make provision for old age or 
effect savings for the rainy day. 

Business men, however, sought to find a way out by using 
the earnings of industry in hiring labor to build additions to plant 
and equipment instead of building up reserve and surplus ac
counts and maintaining adequate bank balances: The result of 
this was to increase materially the fixed capital of business and 
industrial concerns, but also to wipe out almost completely the 
working or liquid capital. In this connection, it will be borne in 
mind that not only were no additions made to liquid working cap
ital, but the accumulated surplus funds invested in securities, to
gether with bank deposits, were rendered practica1ly valueless. 
The process left Germany with a tremendous dearth of working 
capital, resulting~ven after stabilization was effected at the end 
of I 923-in interest rates on current loans as high as 40 or 50 per 
cent. And, notwithstanding foreign borrowings to the extent of 
3 or 4 billions of dollars since the inauguration of the Dawes PIan, 
money rates are still (November, 1929) very much higher than 

. they were before the war. 
The price level changes more or less continuously. The fore

going are rather extreme cases of price fluctuations and their ef
fects upon industry. The general level of prices, however, is al
ways changing more or less, owing to causes which need ~ot be 
considered here. From 1850 to 1865, for example, there was a 
substantial increase in the level of prices: from 1865 to 1896 
there was a great decrease in the price level; from 1896 to 1914 
there was a marked rise; from 1914 to May, 1920, the price level 
advanced nearly 150 per cent; while between May, 1920, and De
cember, 1921, prices declined by about 40 per cent. The chart on 
the following page shows the variations that have taken place in 
the price level in the United States from 1840 to the present time. 

\ 
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IV: PRICE CHAN9ES ~D SOCIAL MALADJUSTMENTS 
In the foregoing illustrations we have considered the effects 

of changes in the level of prices upon the risks of industry and 
hence upon the stability of business enterprise. We shall now see 
that price changes produce other maladjustments, which are per
haps of quite as great importance. Social maladjustments are 
caused: (I) ~etween borrowers and lenders, or debtor and cred
itor classes; and (2) in the real income of the salaried and wage
earning classes. 

Price changes disrupt the equities between debtors and cred
itors. The effects of the depreciated paper of the Revolutionary 
War period upon the debtor and creditor classes have been vivid
ly described by a writer of thetimej as follows: 

The aged who had retired from the scenes of active business to enjoy 
the fruits of their industry found their substance melting a way to a mere 
pittance, insufficient for their support. The widow who lived comfortably 
on the bequests of a deceased husband experienced a frustration of all hill 
well-meant tenderness. The laws of the country interposed, and compelled 
her to receive a shilling where a pound was her due. The blooming virgin 
who had grown up with an unquestionable title to a liberal patrimony was 
legally stripped of everything but her personal charms and virtues. The 
hapless orphan, instead of receiving from the hands of an executor a com-' 
petency to set out in business, was obliged to give a final discharge on the 
payment of 6d. in the pound. In many instances, the earnings of a long life 
of care and diligence were, in the space of a few years, reduced to a trifling 
sum. A few per~ns escaped these affecting calamities by secretly transfer

. rutg their bonds, or by flying from the presence or neighborhood of their 
dehtors. A hog or two would pay for a slave j a few cattle for a comfortable 
house j and a good horse for an ;mproved plantation. A smal\ part of the 
production of a: farm would discharge the long-outstanding accounts, due 
from its owner. The dreams of the golden age were realized to the poor man 
and the debtor, but unfortunately what these gained was just so much taken 
from others.' . 

Since the World War, nearly every continental European 
country has passed through experiences similar to the foregoing. 
Investors have seen the accumulated savings of a lifetime evapo
rate within a relatively few months of currency disorganization. 

'David Ramsay, History 0/ American Revolution (1789), pp. IJ4-JS. 
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Salaried classes were reduced to the verge of starvation; and 
wage-earning groups suffered almost as much, notwithstanding 
the practice of adjusting wages to weekly changes in the purchas
ing power of money. When the price of a meal rises 10 per cent 
between the first and second courses, as was the case during the 
period of most rapid currency depreciation in Germany, it is im-

, possible to keep pace with price indexes. 
The effects oj a depreciating standard are much more serious 

under a highly organized economic system than they were in ear
lier days. When finances went to pieces in Colonial days, nearly 
everybody could go on producing on his farm or in his back yard 
the food required for sustenance, and could make at home at 
least many of the things required for comfoit and convenience. 
But modern business is set in the midst of a complex financial 
and price mechanism which governs and controls nearly all eco
nomic activity. The financial evolution of the last half-century. 
has created huge classes dependent upon investments in securi
ties, deposits in savings banks, policies in insurance companies, 
etc., and large urban pgpulations dependent for their daily 
existence upon the smooth functioning of the delicate machinery 
of international finance and commerce. 

Accordingly, when the cu.rrency declines in value, the effects 
upon certain classes in society are simply disastrous. It has been 
said, with reference to Germany, that the depreciation of the 
mark created a country divided into three classes: . 

One that suffers silently. and goes under in decency; another that prof
iteers cynically and spends recklessly; and a third that writhes in despera
tion and wishes to destroy in blind fury whatever is left of a government 
and of a society that permits such conditions. 

The foregoing are extreme illustrations of the effects of dis
organized currency and changing prices upon the various groups 
in society . We must now turn to a consideration of the 'effects of 
less violent price fluctuations upon the fortunes and attitudes of 
different groups in society. The general fall in prices following 
the Civil War period, (see chart, p. 27) was bitterly opposed by 
the debtor classes; but it was looked upon with composure, and 
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even championed, by the creditor classes. The reason for this was 
that a fall in prices impaired the economic position of debtors 
and improved the economic position of creditors. It should be 
understood here that by debtors is meant not merely the ne'er-do
wells, people who' are poverty stricken, shiftless, and hopelessly 
in arrears. The debtor class is composed most largely of individ
uals and corporations who have borrowed capital for use in busi
ness enterprises of various sorts. For instance, the farms of the 
Middle West were largely purchased on borrowed funds. A small 
accumulation was sufficient to make an initial payment, and a 
mortgage was given for the balance. Out of the income from the 
farm, the owner paid interest on his mortgage and gradually re
duced the principal, thus eventually acquiring complete owner
ship. 

The fall in the prices of farm products after the Civil War 
made it very difficl,llt to pay mortgages as they fell due, with the 
result that a large percentage of them were extended again and 
again. Since a falling price did not increase the number of bushels 
grown per acre, the farmer found his actual income reduced. 
Falling prices thus meant hard times, inability to get ahead in the 
world. The result was a great popular resentment against a con
traction of the volume of currency, which was deemed responsible 
for the fall in prices i 8 and for more than a generation the money 
question overshadowed all other issues in American politics.' 

The view of the debtors was well expressed in the following 
statement made by Congressman Voorh~ in 1891: 

It may be stated without th~ slightest fear of contradiction that the 
attack upon silver money in thiS and other countries is based· upon no de
merit or unsoundness on its part, but is simply a movement for the contrac-

• A similar opposition to a fall in prices after the World War has been 
manifested by the agricultural interests. 

• .It 15 ~ot to be understood from this statement that the attitude of the 
debtor class was alone responsible for the agitation for greenback currency 
and a restoration of bimetallism during the period in question; for nilmer
ous other interests were involved. For a good discussion of the entire prob
lem see R. F. Hoxie, '~The Silver Debate of 1890," Journal of Political Ec01I
om" I (1892-93), 545-73. • 



STANDARD FOR DEFERRED PAYMENTS 3 1 

tion of the currency. This movement is made by the moneyed classes who 
wish to increase the purchasing and interest-gathering power of money in 
their own hands hy making it scarce in the hands of others; by people with 
large incomes growing out of monopolies protected by unjust legislation; 
by those who enjoy annuities, interest in puhlic securities, fixed salaries un
der great corporations and by the creditor classes in general, including all the 
enormous loan associations, who join in the mo~ement of silver destruction 
and financial contraction in order to enhance twofold and more the value 
and power of the money they wring from the hands of the laboring people. 
This will result in the practical enslavement of those who are in debt and 
who toil for a living. The policy of contraction is the policy of organized, 
unsparing, pitiless avarice." 

The viewpoint of the creditor class is found in the following 
statement by Francis A. Walker, one of the most eminent econo
mists of his day, at the time president of the Massachusetts Insti
tute of Technology: 

The inflationists, like the poor, we have always with us. Political edu
cation, the growth of sound economic ideas, the establishment of manufac
tures, trade, and banking will do much to diminish the number of the mem
bers of this class; but humanity will have to pass through many more stages 
of refinement and education before that element will be entirely eliminated. 
The instinct of spoliation and confiscation, the passion for making some
thing out of nothing and much out of little, the desire to pay debts in de
preciated currency, are too deeply implanted in poor, fallen human nature, 
to give way altogether either to ethical instruction or to demonstrating that 
in the long run honesty is the best policy. There are tens of thousands of 
people in Massachusetts today who, if removed west of the Mississippi, or 
only even beyond the Alleghenies, would be rampant inflationists, but are 
here overawed by the dominant sentiment of the community, or are silent 
because they see no chance to act with effect in such a hopeless minority.u 

When the upward movement of prices began in 1896, the 
interests of the debtor and creditor classes were reversed. The 
rise in the general level of prices meant that it became increasing
ly easy for those who had borrowed funds to meet interest pay
ments and to reduce the principal when the obligations matured. 
Farmers, for instance, did not need to raise a larger number of 

,. From "A Plea for Free Silver," Nortll America" Review, CLIn 
(1891),529-30. 

U From JOI/I·nal 0/ Political Economy, 1(1892-93), 166. 
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bU,shels of wheat in order to secure larger incomes when the price 
of wheat was advancing. 'On the other hand, lenders who received 
this interest and principal found that the dollars received in pay
ment would not go so far as formerly in purchasing commodities. 
The real return on the money invested was thus diminished j 
while the shrinkage in value of the investment itself often pro-
duced serious consequences. ' 

When we speak of creditors in this connection, we have in . 
mind not merely large capitalists who have money invested. The 
term includes anyone who puts money in savings banks, takes out 
insurance, or invests in bonds. All who depend on fixed incomes 
from investments find their annual purchasing power steadily re
duced. A larger amount of insurance is required to afford the 
necessary protection to one's dependents, and the volume of sav
ings that must be set aside for old age must be increased. 

A rise in the general level oj prices cauSes serious variations 
in real.salaries and wages. Only in case salaries were increased 
proportionally to the increase in the prices of those commodities 
which enter into the consumption of the salaried man could a fall 
in his real income be avoided. But the truth is that salaries almost 
never advance in step with an increase of prices. There are nu-
merous reasons for this. ' 

First, there is a great deal of inertia to be overcome. Second, 
salaried men are seldom organized and they can therefore bring 
no concerted pressure to bear. Third, there are many cases where 
the employer cannot raise salaries without serious financial con
sequences. This is particularly true in the case of institutions 
whose income is largely derived from fixed investments, them
selves subject to the adverse effects of rising prices. Fourth, there 
is usually the hope, if not the expectation, that prices' will shortly 
recede again j and since salaries once raised are difficult to lower, 
it is regarded as the part of wisdom to make no premature salary 
advances. 

Wages show more of a tendency to rise with prices than dQ 
salaries, although there has usually been a considerable lag in 
wages, due in general to the same forces that operate to pr~ent 
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an increase in salaries. But where laborers are str6ngly organ
ized, an early increase of wages is usually secured. And since it 
is usually industrial concerns, which are making good profits in 
a period of rising prices, that employ wage-earners, it is often 
easier to make the adjustments than is the case with the salaried 
class, so many of whom are in the employ of institutions which 
are dependent upon fixed investments or upon an increase in pub
lic taxes. 

A factor of great importance in connection with the wage sit
uation in a period of advancing prices is that in the early stages 
of the price increase there is usually very active business, and 
hence steady, as opposed to intermittent, employment. Even 
though wage rates do not advance as rapidly as prices, the aggre
gate annual wage may nevertheless for a time keep pace with the 
cost of living. There is always an end to this compensating ad
vantage, however, for there is a limit to the number of hours per 
day and the number of days per year that a laborer can work. 
Eventually, the laborer always feels keenly the effects of a rapid 
advance in prices. 

One of the most distressing results of rising prices is that it 
becomes increasingly difficult for those who most need to make 
adequate provision for the future to make such provision. Si~ce 
the annual purchasing power of one's income is decreased, cus
tomary savings, to say nothing of compensatory savings with 
which to offset the rise of prices, can be secured only by a reduc
tion in the standard of living, something extrerriely difficult to 
countenance. The general problem· is complicated by the fact 
that few people have any means of knowing in advance what the 
trend of prices is likely to be. Hence it is virtually impossible to 
adjust one's savings to the changing needs of the situation. Secur
ity against the vicissitudes of existence thus becomes more uncer
tain; and the risks of life are substantially increased. 

Since the real return from fixed investments is a diminishing 
one during periods of rising pr~ces, it is preferable at such a time 
to invest in stocks rather than bonds. The reason for this is that 
the income from stocks is not fixed and is likely to increase as 
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prices rise. Since the monetary value of the investment rises with 
the price level, the original investment does not shrink as it does 
in the case of bonds. While men of affairs may well take advan
tage of this factor, knowledge of it affords small comfort to those 
who are most adversely affected by a changing price level, name
ly, dependents with small knowledge of business and of the char
acter of specific shares of stock. 

During a period of falling prices results opposite to those 
portrayed above tend to work out. Salaries are usually not re
duced as prices fall, and the real income of the salaried man there
fore increases. While wages fall, they do not as a rule decline as 
rapidly as do prices; and the laboring class also would according
ly find its standard of living improved were it not for the fact that 
a period of falling prices is usually a period of dull times, during 
which the employer endeavors to minimize his losses by reducing 
the number of men on the pay-roll. As business recovers, how
ever, unemployment diminishes and organized labor groups per
haps tend to consolidate the gains resulting from their resistance 
to wage decreases. 

QUESTIONS fOR DISCUSSION 

I. Why was the function of money as a standard of deferred payments of 
comparatively late development? Is it a result or a cause of industrial 
progress? 

2. Does the same commodity usually serve both as a pecuniary unit or 
common denominator of values, and as a standard of deferred pay
ments? Is this necessarily the case? 

3. What is the difference between value and price? 
4. What is the value of the dollar unit? 
5. What is meant by the mint price of gold? What is the mint price of 

standard gold? . 
6. What is meant by the level of prices? How is it determined? 
7. Why did the fluctuating standard of paper currency at the time of the 

French Revolution result in wild speculation? 
8. Why should Europea~ investors have sold American securities in the 

early nineties, when it 1\"85 thought the United States might resort to a 
silver standard? 

9. Would the conditions that existed in the early nineties have deterred you 
from making long-time loans? 
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10. What possible ways were open to a German business man of avoiding or 
lessening the risks resulting from rising prices in 1920-23? 

I I. Is the new plant and equipment resulting from the currency situation in 
Germany likely to be fully utilizable now? 

Il. "A debt for $1,000 that 1,000 busbels would have paid ten years ago 
now requires the farmer·to give up 2,000. bushels of wheat, in exchange 
for these dollars, with which to pay the same debt. The debts now in 
existence are principally old dehts or renewed or funded dehts, or new 
debts contracted to pay old debts, or debts which the people have been 
forced to contract by reason of the continlled decline of prices. The 
owners of products must now gh·e up twice as much property to pay 
the taxes as in 1873" (open letter to President Cleveland, April, 1894; 
distributed among farmers in a pamphlet). Discuss. 

13. To your way of thinking, was it the moral duty of the debtors to stand 
by their contracts? Suppose prices bad risen, would the debtors have 
advocated a contraction of the currency? 

14. Would not the men in the creditor class have had different views if they 
had been debtors? 

IS. Was the opposition to "cheap money" in New England due to superior 
honesty and morality, or to self-interest? 

16. Upon what classes of the community do the evils of a depreciating 
standard fall most heavily? 

17. Do investors usually take into account the shrinkage in the value of the 
standard? 

18. Most educational and eleemosynary institutions receive a large portion 
of their income from investments in bonds. In a period of rising prices 
is it easy for them to increase salaries and thus offset for their employees 
the effects of rising prices? Is it easy for them to raise tuition sufficient
ly to offset at once the shrinkage in the real return from investments 
and to increase salaries? What is the way out? 

19. An insurance company invests its premiums largely in bonds. What is 
the result lIuring periods of rising prices? falling prices? 

20. Do you imagine insurance companies, savings banks, etc., would shift 
investments to stocks during periods of rising prices? Are they permit
ted to do so by law? 

2 I. \Vhat is meant, precisely, by the high cost of living? Does it mean hard 
times? for everybody? If prices were low, would everybody be happy? 
Were they in the early nineties? 

22. Is there any means by which· the salaried and wage-earning classes may 
escape the evils of rising prices? 

23. If prices should recede in the next few years, what classes will gain? 
what ones lose ? 

24. Indicate why a business man might dislike falling prices. 
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25. Why do farmers usually object to falling prices? 
26. What is the attitude of labor toward falling prices? 

·27. Which do you prefer, the high cost of living or the evil of falling prices? 
28. During the war did salaried people and those whose wages did not in

crease as fast as did prices pay indirect taxation? Did such laxation 
help win the war? Is it a good form of taution? 
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CHAPTER III 

OTHER FUNCTIONS AND SERVICES 
OF MONEY 

I. MONEY AS A MEDIUM OF EXCHANGE 
"Money is a medium of exchange." This is the definition of 

money commonly found in the dictionaries; it is the essence of 
the layman's thought on the subject; and it is the function upon 
which most emphasis is usually laid by writers on monetary the
ory. Treatises on money, indeed, commonly begin with a state
ment" of the inconvenience of barter, or direct exchange of one 
commodity for another, and then proceed to show the advantages 
of money as a medium for effecting exchanges. 

The inconvenience of effecting exchanges by means of barter 
is obviously very great. It is necessary for an individual who 
wishes to trade a commodity not only to find someone who has 
the precise commodity which he desires; he must also find some
one who wishes the particular commodity that is offered in 
exchange. And even when two individuals, each having a commod
ity desired by the other, are brought together, it is still often im
possible to effect an exchange, because the commodities may be of 
substantially different value. It is of interest to note that the un
equal value of bartered commodities has given rise to the familiar 
practice of paying something "to boot." 

Money as a medium of exchange eliminates the inherent dif
ficulties of barter. The seller disposes of his goods for money, and 
with the money purchases, at such times and in such quantities 
as he desires, the goods which he needs. 

This function of money as a medium of exchange really di
vides barter into three parts as follows: 
(1) Selling goods for money. (2) keeping the money until other goods are 
needed. and (3) using the money to buy other goods. It is further evident 
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that in these three phases, looked at from the standpoint of the man who 
starts out with goods to sell, money plays three different parts. In the first, 
its role is that of a thing which can be obtained with any goods whatsoever. 
In the' second, its business is to keep--5tore-this power to obtain otber 
goods. In the third, its part is that of a thing which can obtain any goods 
whatsoever.' 

Exchange makes possible large-scale production. The serv
ice of money in this connection is not merely that it saves time in 
effecting exchanges. Of infinitely greater significance is the fact 
that it makes possible a specialized exchange society, and hence 
large-scale production. Without a medium of exchange business 
transactions would have to be of the very simplest nature. Trad
ing would have to be confined to local areas, and production 
would have to be conducted on a smaIl-scale basis. In fact, with
out a medium of exchange the modern system of specialized pro
duction and exchange, by means of which industrial establish
ments are enabled to produce in tremendous quantities at a low 
cost per unit, and to sell their products throughout the civilized 
world, would be out of the question. 

II. MONEY AS A STORE OF VALUE 

Before the development of modern banking institutions and 
the system of credit by means of which funds may be safely in
vested in productive enterprises, wealth was usually stored up 
for future use by means of hoarding the precious metals. Gold 
and silver, comprising large value in smaIl bulk, and being of uni
versal acceptability in exchange for commodities, constituted the 
best means available for accumulating wealth for old age; hence 
the hidden treasures of history and fable. While under modern 
conditions money is characteristically held for a brief interval, as 
noted above, it is not often stored in the sense of being hoarded; 
it is invested instead through the machinery provided by banking 
institutions. It is, of course, obvious that this function cannot be 
well performed by any money that is not relatively stable in 
value. 

t F. M. Taylor, Some Chapter! 011 M olley, pp. 14, 16. 
.' 
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III. THE USE OF MONEY IN PRODUCTION 

When money is spoken of as a medium of exchange, one usu
ally has in mind the exchange of consumers' goods. For conven
ience of exposition, economic treatises have commonly been di
vided- into four parts, devoted respectively to consumption, 
production, exchange, and distribution. Money is treated under 
exchange, and its chief function is usually regarded as that of ef
fecting the exchange of goods that have already been produced 
and are in the market awaiting transfer to the hands of those who 
are to consume them. 

The common failure of writers on money to call attention to 
the part that money plays in effecting the exchange, on the one 
hand of personal and professional services, including labor, and 
on the other of capital goods, raw materials, and partly finished 
products in the processes of capitalistic production, is no doubt 
attributable to the fact that monetary theory was first worked 
out at a time when the volume of personal and professional serv
ices was negligible, when the producing and manufacturing proc
ess was largely conducted on a non-capitalistic basis, and when in 
the main it was only completed consumers' goods that were ex
changed through the use of money. In emphasizing only the ex
change of produced goods modern writers on money have there
fore merely followed tradition. 

But if one is to appreciate fully the significance of money 
under a capitalistic industrial regime it is necessary to consider 
the part thatit plays in the productive as well as in the exchange 
process. Exchange of consumers' goods is not to be excluded; but 
the role of money in getting goods ready to be exchanged as com
pleted products is to be included. 

Modern business is almost universally conducted through 
the use of money. Under the conditions of modern capitalistic in
dustry money is utilized in connection with every stage of the 
productive process. With money the manufacturer purchases the 
materials needed for the construction of his plant; with money he 
hires laborers to build the factory; with money he employs an 
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administrative staff to manage his business; and with money he 
purchases the materials and supplies, together with the necessary 
labor force required to operate the business. In a similar way the 
farmer, under modern conditions, uses money in connection with 
every phase of his operations. So also with the producers of raw 
material, whether in the form of coal, ores, lumber, or what not. 
While from one point of view the wholesaler and retailer are en
gaged in distributing goods that have already been produced, 
from another they are occupied in carrying out certain essential 
parts of the productive process. Transportation agencies also use 
money in connection with every phase of their business opera
tions. 

In short, practically the entire productive process is nowa
days organized and operated through the use of money. All the 
capital used in modern business is expressed in terms of money, 
and indeed it is initially in the form of currency . The economist 
defines capital as concrete material goods used in producing other 
goods; while the business man usually thinks of capital as money, 
.or funds, available for business purposes. This is primarily due 
to the fact that subscriptions to shares of stock or to bonds are 
received in the form of liquid funds, and that with the "fixed cap
ital" thus raised the business man constructs and equips his plant. 
Similarly, "working capital" usually consists initially of funds in 
the till or in the bank, derived either from the subscriptions of 
partners or shareholder!l or from bank loans. With these liquid 
funds the business man hires his labor and purchases the mate- . 
rials and supplies required in the producing, manufacturing, or 
marketing process .. With "liquid funds," or money, the factors of 
production are thus assembled and organized into a going con
cern. 

It is therefore not surprising that the business man should 
usually think of capitai in monetary terms. Upon reflection he 
will realize, of course, that money is only a handmaiden of pro
duction, that the things with which wealth·is. really created are . 
concrete capital instruments in the form of machines~ buildings, 
etc. On the other hand, while the economist is warranted in lay-
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ing emphasis upon the material instruments of production, he 
must recognize, if he is to appraise successfully the part that 
money plays in a capitalistic society that without the use of liquid 
funds or monetary instruments capital goods and labor cannot be 
assembled and put to productive work.2 

IV. THE R6LE OF MONEY IN WAR FINANCE 

A consideration of the part that money plays in time of war 
will serve as a convenient means of revealing its significance in 
ways other than those that have already been discussed. Napo
leon once said that three things are necessary if a war is to be 
waged successfully: money, more money, and still more money. 
During the recent World War we heard at every hand that 'money 
provided the sinews of battle, that cash and credit would insure 
the victory! Let us consider precisely how money is of service in 
time of war. 

In a war between two nations only, with the rest of the com
mercial world unaffected, money is of paramount importance. 
With money in hand the government can purchase the war sup
plies needed· from neutral countries. Money thus buys the real 
sinews with which wars are waged. Before the entrance of the 
United States i~to the World War, for example, England and 
France purchased, with money, great quantities of war supplies 
from the United States. And if these countries could have in-. 
creased their total supplies of money, they could have continued 
to purchase materials from the neutral world, to an extent limited 
only by the producing capacity of the neutral nations. 

But under the conditions that existed at the time the United 
States entered the war, it was impossible to use money to any 
great extent in buying war supplies from any other nation, for 
the simple reason that almost the entire commercial world was 
then at war. With his money, Unde Sam could buy war supplies 

• From the viewpoint of productive requirements, the supply of money 
is not always' a matter of indifference. "Capital" in the form of funds is 
sometimes "scarce" and sometimes "plentiful." The amount available may 
have an important bearing upon productive activities. See chap. xxii. 
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only from himself. It may be noted that, in consequence of the 
blockade, Germany had been in this condition from almost the 
beginning of the war. 

It was often said early in the struggle that as long as Ger
many kept all of her money. within the country, she would never 
be lacking in funds with which to wage the war; and, similarly, 
many people thought that as long as the United States had great 
quantities of gold and other forms of currency, she would surely 
be in a position to wage war effectively. What was not usually 
appreciated was that money is only a means to an end, and that 
the total quantity available is of less importance than the way in 
which it is used by the nation. 

There was much apparent mystery in the year 1917 as to 
how our government could raise some 20 billions of dollars when 

. there was only $4,7°2,13°,941 of currency in the country. The 
answer is that when we, the people, turn funds into the Treas
ury, the government promptly buys the needed supplies from us, 
the people. Funds are thus merely passed through the Treasury 
Department in successive instalments, giving purchasing power 
while there, but passing, in the act of purchasing the supplies re
quired, back again into the channels of industry. Twenty billions 
could thus be raised in a single year by having, "ay, 400 million 
pass through the Treasury Department once a week for fifty 
.weeks. In fact, however, actual gold or actual money is not used 
to any very great extent; credit instruments in the form of 
checks and drafts are the means most generally employed in mak
ing payments. 

Industrial mobilization is accomplished by monetary means. 
With money in hand, the government seeks to induce the produc
tion of war supplies by means of an offer of high prices to busi
ness men engaged in production. It is necessary to offer high 
prices because it is necessary to effect a substantial shifting of 
production, if the vast quantities of war supplies required are to 
be forthcoming. TJlls shifting of industry from ordinary lines to 
the production pf war supplies gives rise to many unusual risks. 
The price offered by the government must therefore be high 



FUNCTIONS AND SERVICES OF MONEY 43 

enough to cover all costs incident to the transition into the war 
business, the losses due to high costs of operation while engaged 
in the manufacture of war supplies, and finally the losses incident 
to the transition back to peace-time industry after the war. The 
price-and-profit system, expressed in terms of the pecuniary unit 
of calculation and made effective by a diversion of a portion of 
the money supply of the nation to the government, is thus the 
means by which the nation secures the readjustment of industry 
necessary to the successful prosecution of the war.3 

Private consumers compete against the government for pro
ductive energy. The general public may either aid or deter the 
,government in this process, depending upon the way in which 
people employ the monetary income at their disposal. If the 
wages and profi!s of industry are freely used in the purchase of 
goods for ordinary consumption, this spending results in a direct 
competition with the government for the productive energy of 
the nation. The competition of private buyers of ordinary com
modities is usually effective 3;gainst the government's competi
tion without a proportionate bidding up of prices, for the reason 
that business is adjusted to the production of commodities for 
ordinary consumption, and hence the risks of industry are less 
than is the case where shifting to war production is required. It 
was because of this competition between private buyers and the 
government for a limited supply of social energy that the argu
ment for "business as usual" was unsound; and it was because of 
this that the governments of all the belligerent nations urged the 
most rigid economy on the part of the general public. 

It will be seen from this discussion that the chief function of 
money in time of war is to facilitate the proper direction of indus
trial energy, to shift production from less essential to more essen-

• While this method of financial inducement was the chief means relied 
upon early in the World War, it was later largely supplanted by methods of 
priority in the use of raw materials, transportation, etc., and in some coun
tries by actual conscription of industrial establishments for war purposes. 
Taxation may also be made to play an important part in forcing economic 
readjustments. 
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tial enterprises. This is not to say, however, that the total quan
tity of money available in time of war is a matter of entire 
indifference; for the necessary shifting of energy can, as a prac
tical JiIlRtter, be secured more quickly if there is an increase in the 
total quantity of monetary instruments. Discussion of this phase 
of the question must, however, here be passed by, since it would 
involve a study of the problem of reorganizing the entire econom
ic system to meet the tyrannical requirements of war. 

v. THE ROLE OF MONEY m PEACE FINANCE 

A consideration of the way in which money is used in time of 
war to effect a redistribution of social energy is a convenient point 
of departure for 'a consideration of a similar service performed by 
money in distributing productive energy in orqinary times. As 
we have already seen, the work of .society is now largely organ, 
ized through the use of money. The greater part of this work is 
under the direction of private business men in search of profits. 
Some of it, however-and the amount is constantly increasing
is, in peace as well as in war; under the control of government. 
Our government, for instance, provides funds for education, char
itable organizations, public health, highways and parks, national 
defense, and a large amount of scientific and social investigation 
in connection with such departments as agriculture, the interior, 
commerce, labor, etc. It also conducts the postal service; while 
in most countries of the world the great transportation systems 
have long been under governmental direction. 

Society is enabled to promote governmental enterprises by 
diverting funds, through taxation and bond issues, from individ
uals, who w01!-ld be spending them for ordinary consumptive pur
poses, to the government, ,where they are available for hiring the 
necessary labor supply and for purchasing the required materials 

, for the enterprises in question. Money is the means by which the 
government is enabled to bid for a diversion of our productive 

,energy into these channels. . 
The distribu~ion oj productive energy ~s effected by the use 

oj money. In a similar way, money is the means by which the sup:. 
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ply of social energy is distributed among the various forms of pri
vate enterprise. We have already seen (chap. i) that it is the rela
tive profits that are to be obtained in different lines of industry 
that determine the distribution of social energy among those 
lines. It only remains to note that a demand for a particular line 
of goods sufficient to induce energy to enter that line is made ef
fective by the use of monetary expenditures in the market; and 
that money is the means by which the entrepreneur entering that 
line bids in the labor and commodity. markets for the productive 
energy which he requires in order to produce the goods in ques
tion. 

Not only is money the instrumentality through which energy 
is distributed among the different industries engaged in the pro
duction of consumers' goods; it is also the means by which the 
energy of society is apportioned between the production of con
sumers' goods and the production of additional capital goods. 
The creation of additional capital goods requires the borrowing 
of liquid capital in the form of monetary instruments. If society 
at any given time utilized all of its wages and profits for the pur
chase of consumers' goods, no funds would be available for the 
uses of entrepreneurs who· desire to create additional capital 
goods. Saving of a portion of the annual income is necessary if 
a sufficient volume of funds is to be available in the hands of in
vestment banking institutions for the uses of capitalists who are' 
seeking to develop new enterprises .. 

On the other hand, every industry which is engaged in turn
ing out consumption goods uses monetary instruments (working 
capital) as the means of securing the necessary social energy. 
There is thus a competition for the supply of monetary instru
ments between those who are engaged in .the produc~ion of 'new 
capital goods and those who are engaged in the creation of addi
tional quantities of consumers' goods. This competition for the 
available supplies of monetary instruments aDd the consequent 
apportionment of social energy between the creation of capital 
goods and the creation of consumers' goods involves some of the 
most intricate and important problems in the entire field of eco-' . 
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nomic organization. Our present purpose, however, is merely to 
point out the fact that money plays an important role in the ap
portionment of our productive energy. The chart on page 46 is 
intended to illustrate the flow of money through the various chan
nels of production anq distribution. 

QUESTIONS FOR DISCUSSION 

I. "With barter tbere must be a 'double coincidence' in order to effect an 
exchange." Explain by a concrete illustration. 

2. Mention as many cased as you can of the use of barter at the present 
time. Is money not used as a basis of reckoning, even in these cases? 

3. Precisely wbat is meant by the function of a medium of exchange? 
4. Discuss tbe relation of a medium of exchange to: (a) industrial speciali

zation; (b) territorial specialization; (c) the size of the business unit; 
(d) the efficiency of production. 

5. Do you think that money is more important as a medium of exchange 
than (a) as a pecuniary unit of calculation; (b) as a standard of de
ferred payments? 

6. Is the use of money as a store of value really a monetary function? Is 
it a function separate and distinct from that of a medium of exchange? 

7. When money is invested, is it not still serving as a store of value? 
8. Does the business man ordinarily think of money as a medium of ex

change? What would he be likely to say that the function of money in 
business is ? 

9. Is it only goods ready to be transferred to ultimate consumers the 
exchange of which is effected by the use of money? 

10. Do you regard the transfer of services under modem conditions as rela
tively unimportant? Do you regard the payment of money wages as an 
exchange function? 

II. The organization of a business requires the raising of a certain amount 
of fixed capital. Immediately speaking, this fixed capital is in the form 
of liquid funds or monetary instruments. Are not these funds, however, 
merely used as a means of procuring goods that have already been pro
duced? 

12. Every business also requires "working" or "operating" capital. Imme
diately speaking, this capital is in the form of liquid funds or monetary 
instruments. Are, these funds always used as a means of procuring goods 
which have previously been produced? 

13. Suppose, with the liquid capital possessed by a business, immigrants are 
hired to come to the United States and are set to work digging coal or 
ore out of the ground: Was this money used merely in transferring 
goods? Suppose men otherwise unemployed are put to work producing 
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raw materials or building a factory: Does this involve merely a transfer 
of existing wealth? 

14. In time of war money is regarded as a prime requisite. Explain how. 
15. Do you think it is true that private spenders compete directly against 

the government in time of war? What are the responsibilities of private 
consumers under such circumstances? • 

16. In ordinary times do different groups of individuals compete against 
each other for the use of society's productive energy? 

17. What determines the proportion of our social energy that is devoted to 
the production of food and other necessities of life? Does this coincide 
with the principle, "necessities for aU' befere luxuries for any"? 

18. "The greater the differences in relative incomes of different classes, the 
larger tends to be the percentage of our social energy which is diverted 
to the production of luxuries." Do you agree? 

19. The number of enterprises that are being undertaken by governments
national, state, and local-has been constantly increasing in recent years. 
Are there important social measures which must be held in abeyance 
because they cannot be financed? Why is it that they cannot be 
financed? 

20. Each year an adequate proportion of the social energy of society should 
be devoted to the replenishment and extension of the capital supply. 
How is this apportionment of our productive energy, as between the 
creation of capital and consumptive goods, effected under a pecuniary 
system? 

21. ·Does spending compete against saving? Why do investment bankers 
commonly urge more thrift and manufacturers and merchants more 
spending? Why should the Treasury Department be in favor of econ
omy? 

22. Precisely what is meant by "saving"? Has saving been effected, in fact, 
as soon as money income has been placed in a bank or invested in se
curities? 
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CHAPTER IV 

THE PECUNIARY SYSTEM AND ECONOMIC 
AND SOCIAL STANDARDS 

From the very beginning of the capitalistic regime, under 
which, as we have seen, practically all productive and trading op
erations are carried on through the intermediation of currency 
and find expression in monetary terms, there has been a general 
misunderstanding of the social significance of money. Constitut
ing a general fund of purchasing power-a veritable key to things 
desired-money is by many people regarded as an end in itseU', 
the summum bonum of human endeavor; while by many more it 
is deemed at least a very superior form of wealth, a plentiful or 
scanty supply of which renders a nation rich or poor, powerful or 
impotent. The confusion of money with welfare has, moreover, 
been responsible for many ill-judged movements for social re
form. Indeed, so vital an influence has money been in the evolu
tion of industrial society that Alexander Delmar, who has doubt
less given more study to the origin and development of monetary 
systems than any other writer, suggests that the history of money 
is the history of civilization. 

While this view is not accepted by most writers, all are never
theless agreed that money has played a rOle of enormous impor
tance in the affairs of men. More articles and books have been 
written and there has been D?-0re discussion (In the subject of mon
ey than on any other in the entire realm of political economy. At 
the same time the various controversies have developed more 
extreme enthusiasm and greater bitterness of denunciation than 
those in any other field. In the somewhat e.'taggerated phrase- . 
ology of Mr. Bryan, "Brother has been arrayed against brother, 
father against son. Warmest ties of love, acquaintance and asso
ciation have been disregarded: old leaders have been cast aside 
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and new leaders have sprung up to give direction to the 
cause of truth." 

I. MONETARY EVALUATION AND SOCIAL IDEAS 
The extraordinary importance that has been attached to 

money throughout the ages may be appreciated by reference to 
the following classical quotations. They also suggest the influ
ence of the pecuniary calculus upon ethical standards: 
Horace: 

Timocles: 

MiltON: 
Pope: 

TeNnYSON: 

Make money, money, man; 
Well, if so be,-if not, wbich way you can. 
Money's the life and soul of mortal man. Who has it not, 

nor has acquired it, 
Is but a dead man, walking 'mongst the quick: 
Money brings honor, friends, conquest, and reaIms. 
There London's voice, 'Get money, money still, 
And then let virtue follow if she wilL' 
But the jingling of the guinea helps the hurt that honor 

feels. 
Paulo/ Tarsus: For the love ·of money is the root of. all evil. 

The perversion of social ideals that has attended the devel
opment of a pecuniary c;ystem is well expressed by Professor 
Davenport in the following language: 

More and more, and more and more exclusively, and over an ever
widening field of human effort, human interests and desires and ambition.. 
fall under the common denominator of money. Doubtless many of the best 
things in life do not get bought and sold. Some of them are not exchange
able; and not all things that could be transferred are men weak enough to 
se~ or other men stroug enough to buy. Not every man bas his money price. 
But most good things do, in greater or less degree, submit to the money ap
praisal. Health is easier for him who can take his ease and who has the 
wherewithal to pay for good foods and medicines, to travel, to employ good 
nursing, and to command capable physicians and efficient surgeons. And in 
their degree, also, love and pity and respect and place are bought and sold 
upon the market. It takes a goodly number of dollars to get a child safely 
born, and even more dollars to achieve for one's self a respectable burial 
Much money is power over many things. Money is the standard of value in 
the sense that all values of all exchangeable things are expressed in terms of 
it. And this holds, not only of all commodities and services, but of aD in
q>mes and of all capitals. The capital of a banking house, or a factory, or a 
railroad company is not a congeries. of tangible things, but a pecuniary mag-
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nitude--so many dollars. All economic comparisons are made in money 
terms, not in terms of subsistence, or of beauty, or of artistic ;merit, or of 
moral deserving. This same standard tends to become also the test and 
measure of hllman achievement. Men engage in business, not solely to earn 
a livelihood, but to win a fortune in a pecuniary sense. To win by this 
money test is to certify one's self tangibly and demonstrably as having 
scored in the most widespread and absorbing of competitions. Is one a great 
artist-what do his pictures sell for? Or wbatis the income of this leading 
advocate? or of that famous singer? How great are the author's royalties? 
The pecuniary standard tends to be carried over into non-pecuniary fields. 

It is almost past belief how far both in degree and in direction money 
valuations pervade all our thinking. Cheapness is prone to be synonymous 
with ugliness, richness with beauty, elegance with expensiveness. No one 
can tell for himself where the really aesthetic begins and the sheer pecuniary 
ends. In the field of morals, also, the so-called cash-register conscience is an 
actual thing. And one might go still further and note that almost all great 
political issues, and almost all absorbing social problems, and almost all in
ternational complications, rest upon a pecuniary basis. Our national prob
lems are tariff, labor unions, strikes, money trusts, banking, currency, rail
roads, conservation of resources, shipping, taxation. Success in elections, in 
the selection of senators, in the making of laws, and in the selection of 
judges is prone to be desired for financial ends and to be decided by pecuni
ary means. Diplomatic complications hinge upon trade connections, the 
open dOOf, fisheries and sealeries, colonies for markets, and spheres of influ
ence for trade. Navies are trade guardians and trade auxiliaries. Eliminate 
from local politics the influence of the public-service corporation, of the 
contractor, and of the seekers for special pecuniary privileges, and what is 
left of the mu'nicipal problem will be mostly the pecuniary nexus of the 
slum with the ballot box, of the saloon with the police system, and of saloon 
and slum and brothel with the city hall.' 

The system of pecuniary evaluation also tends to substantial 
conservatism in the matter of social progress. All people who are 
in possession of monetary incomes hesitate to see social institu
tions, upon the stability of which depends the certainty of their 
incomes, disarranged by either political br industrial changes. 
Vested interests which find their expression in pecuniary terms 
stand as a bar sinister to social progress. Even labor has generally 
been induced to resist change because Change usually involves, 
immediately speaking, a sacrifice of wages--and, in these latter 

I Herbert J. Davenport, The Economics 0/ Entet'prise, pp. 22-24. 
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days, of interest on savings deposits and investments as well. 
Short-run pecuniary needs usually bulk larger in the laboring 
man's horizon than long-run gains, either to himself or to society 
asa whole. . 

Nearly everywhere, indeed, the price system tends to empha
size the short- rather than the long-run point of view. Obsolete 
and inefficient methods or institutions persist long after it is clear 
that welfare would be distinctly promoted were they supplanted 
by others. Natural resources are ruthlessly exploited during a 
few brief years, leaving to future generations a depleted national 
heritage-merely because if pays best to mine, or lumber, or 
farm without thought of the distant morrow. Human beings, also, 
are at times driven at an exhausting pace and at other:; denied the 
opportunity of earning a livelihood, in order that a maximum of 
monetary profits may result for those who, in the evolution of in
dustrial society, have come to direct the machinery of modern 
production.2 

II. THE CONFUSION OF MONEY WITH WEALTH 

The importance that individuals in a pecuniary society neces
sarily attach to their monetary incomes lies a~ the basis of the 
prevailing idea that the quantity of money possessed by a nation
is always of paramount importance. If the more m~)Dey an indi
vidual has the wealthier .he is, why is it not also true that the 
greater the quantity of money within a nation the richer is the 
nation? This belief that nations, like individuals, are well-off in 
proportion to the amount of their wealth or income as expressed 
in monetary terms lies at the basis of most of the monetary con
troversies of the past, among which may be mentioned the cheap 
money experiments of Colonial days and the greenback and free
silver p~naceas of our iaterhistory. Indeed, more or l~ continu
ously throughout Amt;rican history there has been a persistent 
complaint that our economic ills are largely attributable to an 
insufficient quantity of money. 

• For an exposition of this phase of the modem pecuniary system see 
chap. xxii. . 
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Professor Bullock tells us that a review of the currency his
tory of America reveals that "a strong movement in favor of 
cheap currency has existed continuously in this country from the 
earliest period of colonization; . . . . back of all the strivings 
for an inexpensive medium of ex.change, each generation of our 
people has always heard the compaint" that our supply of money 
has been insufficient." And Adam Smith wrote in 1776 that "no 
complaint is more common than that of a scarcity of money." 
John Witherspoon, writing in Revolutionary days, points out 
that if those persons who perpetually cry for a larger volume of 
gold and silver read the Scriptures "they may there learn that in 
Solomon's time, the silver was plentiful as stones in Jerusalem"; 
but that silver was so plentiful that "it ,was nothing accounted of 
in the days of Solomon." 

The mercantilist philosophy rests on confused ideas about 
money. The belief in the potency of much money is the princi
pal basis of the policy known as mercantilism, a doctrine which 
flourished most extensively in the seventeenth and eighteenth 
centuries but stilI survives in the belief that an excess of exports 
over imports and a consequent flow of gold into a country is at 
all times and under all circumstances distinctly advantageous. 
The doctrine of mercantilism, it is true, was linked up with ambi
tious progra,ms for national supremacy, to be attained through 
the diversification of industry and particularly through the de
velopment of manufacture; and it was apparently instigated by 
manufacturing and producing interests with something to gain 
personally as a result of mercantilist policy. But it undoubtedly 
owed its popular support to the prevalent assumption that an 
inflow of specie into a country is the paramount requirement for 
national affluence. 

Examples of mercantilist doctrine at the present day are 
legion; for the finanCial and business press of the country is con
tinually calling attention in times of large exports to the enor
mous gains that are accruing to the nation. 

The doctrine that we should "patronize home industry" af
fords anotl1er illustration of the prevalent confusion. Closely 



S4 FINANCIAL ORGANIZATION 

akin to the supposed advantages of a favorable balance of trade 
with other nations is the contention that it is the duty of the 
people of all communities to patronize home industry. The fol
lowing quotations indicate the assumed advantages of trading 
only with local dealers: . 

A dollar spent in Auburn gives you another chance at it; but, if it is 
spent out of town, it's "Good-bye, Mary." 

Down with the parcels post. No more diabolical device was ever per
fected by the big cities for stripping the small towns and country districts 
of alI their surplus cash. Yet the rich mail-order houses wax fat with the 
dol1ars that are the property of local merchants. 

. The individual can get rich only by selling more than he buys. Like
wise a community can prosper only by selling to other communities more 
than it buys from them. 

The annual influx of students and other outsiders into our fruit belt to 
engage in fruit-picking and packing is an abuse that s1:Iould be stopped at 
once. These people consume very little, saving their money to take back to 
Ann Arbor, Madison, Champaign, and other places from which they come. 
Thus, while making large sums off us, they give little or nothing in IUpport 
of our industries. . 

The county commissioners should be promptly impeached and re
moved from office for their action last Monday. We understand that the 
contract for the building of the new courthouse was let to the KnoxviI1e 
firm only because their bid was $1,800 under that of our fellow-citizen, 
James R. Robertson .. Robertson, as we are alI aware, is an expert at this 
line of work, and was weII equipped to do a handsome job. The only excuse 
which the commissioners give is the $1,800. But against this must be set 
down the $32,000 which will be paid to the Knoxville gang. Think of it I 
Sending $32,000 out of town to save a paltry $1,800. 

The system of pecuniary evaluations often serves to obscure 
fundamental economic conditions. An excellent example of the 
way in which the system of evaluating wealth in terms of money 
tends to obscure actual economic conditions and leads to errone
ous conclusions found in the events of war and post-war years . 

. The great rise in rices that occurred in the United States during 
the years from 1 14 to 1920, accompanied as it was by a great 
increase in the antity of circulatihg media, resulted in much 
confusion of tho ht on such matters as national prosperity, the 
distribution of ill s world's goods, profiteering, etc. Few people 
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really appreciate the fact that figures purporting to show a great 
increase in national wealth are often largely illusory. In periods 
of rapidly rising prices the figures of national income, bank de
posits, corporation earnings, etc., expand with great rapidity as 
measured in terms of a depreciating pecuniary unit. But in terms 
of actual goods and services there may be little, if any, increase. 

III. THE QUANTITY OF MONEY REQUIRED 
BY A NATION 

We have no doubt been giving the impression in this chapter 
that the quantity of money within a country is a matter .of entire 
indifference, that actual goods and services are alone important. 
It is not strictly true, however, that the amount of currency sup
ply is of no consequence in a society that is organized on a pe
cuniary basis. Indeed, under the conditions that actually obtain, 
an increasing volume of currency may sometimes be a matter of 
real importance. How much money, then, does a nation need? 
To answer this question with entire satisfaction is impossible at 
this juncture, but the general principles involved may at least be 
suggested. 

It is necessary in this connection to distinguish between 
standard money and subsidiary forms of currency, which serve as 
media of exchange. As for the quantity of gold that is necessary, 
it may be pointed out, first, that a considerable volume of gold is 
required for the settlement of international trade balances, which 
-between gold-standard countries--have to be met in gold. The 
supply of gold should be large enough to permit the payment of 
foreign obligations without causing a serious impairment <if the 
gold reserves that support a nation's monetary system. Under 
normal circumstances there is little difficulty in this connection; 
but ther~ are times when an outflow of gold reserves may imperil 
the entire financial and business structure.8 

Second, since the standard money, gold, is the regulator of 
all other forms of currency, including not only subsidiary coins 
and the ordinary forms of paper money, but also deposit or 

• See discussion in chap. ix. 
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"check" currencY created by the commercial banks, the stock 
must be"large enough to insure the maintenance of all these other 
forms of currency at a parity with gold. The proper ratio of gold 
to the total quantity of currency redeemable in gold varies widely, 
depending upon the length of time over which there has been no 
depreciation of these forms of currency, and upon the gen~ral 
attitude of the people with reference ~o the maintenance of a 
sound monetary system. " 

The amount of subsidiary currency that is required also 
varies. It should be adequate to meet the needs of retail trade 
and other exchange operations requiring the use of small currency 
denominations, as denoted by the demand for "change" at the 
banks; and the amount required for these purposes depends upon 
both the price level and the volume of business that is being 
transacted. The sharp rise in prices during the World War, for 
instance, enormously increased the demand for subsidiary cur
rency of all denominations. Seasons of great business activity 
have a similar effeCt. 

Writers customarily argue that the total quantity of media 
of exchange, including standard money, subsidiary coins, paper 
currency, and checks, should be gradually expanded in proportion 
to the expansion in the volume of business. It is believed that 
under these circumstances the price level would remain un
changed, thus avoiding the serious maladjustments incident to 
fluctuating prices. This" is, however, very difficult, if not impos
sible of attainment in practice; for the reason that the supply 
of gqld money is dependent upon the productivity of the mines 
and the varying demandS for gold in the arts; while the amount 
of money required for exchange purposes is dependent upon the 
rapidity of turnover, or the "velocity of cirCulation" of given 
units of money, upon the effectiveness with which t\le whole 
monetary and banking system is organized, as also upon the con
ditions of business activity. During the dull seasons of the year 
money may be relatively "easy," while in the months of great 
activity the scarcity of available funds may prove a serious han
dicap to business. What is needed is an elastic currency-one 
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that will expand to meet unusual requirements! Similarly, in 
years of great business activity there is a very heavy demand for 
funds. Business men, whether engaged in the production or in 
the marketing of goods, require "liquid" capital with which to 
finance their operations. If money is "tight" there is a limit to 
the possible expansion of business. A consideration of the ex
pansibility required in our· monetary system must, however, be 
postponed; for it involves an analysis of the mechanism of com
mercial banking. 

QUESTIONS FOR DISCUSSION 
I. What do you understand is meant by the term "pecuniary system"? 
3. Has your experience been that most of the affairs of life are measured 

either directly or indirectly in terms of money? 
3. Is it not true that "money talks"? Does it speak as loudly now as it 

did before the war? 
4. "It is not so much a question of how you got it, as have you got it." 

What does "it" refer to? Do you agree with the sentiment? 
5. "Not what a man has, but what he is." Which is more important (a) 

practically speaking? (b) ideally speaking? 
6. In view of the domination of the pecuniary system over the activities 

and thoughts of men, does it seem to you probable that the free play 
of private initiative in quest of pecuniary gain tends to promote the gen
eral welfare: (a) always? (b) on the whole? . 

7. "From the individual point of view, an increased quantity of money is 
the equivalent of an increased quantity of wealth. From the social point 
of view this is not necessarily the case." Wby or why not? 

8. How would you measure the increase in the nation's wealth between 
1914 and 1925? 

9. If the pioneer settlers of America had possessed plenty of capital and 
wealth, do you think' they would have been desirous of having more 
money? With greater wealth, would more or less money have been re
quired, in fact? 

10. What did the pioneers wish to do with additional quantities of money? 
Is it possihle that there was a genuine scarcity of funds for business 
purposes'? . 

II. Do you find any evidences of mercantilist doctrine in.present-day dis
cussions on foreign trade? 

12. Precisely why is it that an inflow of gold into a country is considered 
advantageous? 

• For a discussion of the problem of elastic currency see chap. xxiii. 
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13. Are there ever any circumstances under which a large and continuous 
flow of specie into a c!)untry is advantageous? disadvantageous? 

14. Do you agree with any of·the arguments given in the text for patroniz
ing home industry? 
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CHAPTER V 

THE REGULATION OF METALLIC 
CURRENCY 

In order that money may perform effectively its various 
fun;;tions, it bas been necessary to develop a system of regula
tions that would give precision to business transactions involving 
the use '.:.f money. In this chapter we are to consider the various 
problems that have arisen in connection with the regulation of 
the different forms of metallic currency. 

I, THE NECESSITY OF GOVERNMENT COINAGE 

The first problem is that of coinage. If the pieces of metal 
which serve as money were not of uniform certified weight, it is 
evident that traders would be put to no end of inconvenience in 
weighing the currency tendered in the settlement of obligations. 
Because of the high value of gold and other precious metals ~ 
very slight variation in weight would involve considerable loss. 

Quite as important as the question of uniform weight is that 
of uniform fineness. Bullion containing gold and silver varies 
widely in the amount of impurities contained therein; and it is 
accordingly necessary that it be assayed before coining. It is also 
easy to melt up gold and silver coins and debase them by adding 
copper or other metal. In order to permit exchanges to be made 
with certainty, it is, therefore, imperative that the fineness 'as 
well as the weight of coins be attested. 

The objects to be attained by a good system of coinage are 
stated by Jevons as follows: (1) to prevent counterfeiting; (2) 
to prevent the fraudulent removal of metal from the coin; (3) to 
reduce the loss by ll;gitimate wear and tear; (4) to make the coin 
an artistic and historical monument of the state issuing it and the 
people using it. 

Coinage is now everywhere a government function though it 

S9 
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appears that in earlier times there were numerous private mints. 
The reason for making the coinage of money a government pre
rogative is readily apparent. Even if each private coiner could 
be relied upon always to put the same amount of pure metal into 
a coin, the various private coiners might nevertheless issue dol: 
lars of different weights and fineness. One would therefore always 
need to know whose dollar it was that he was to receive in pay
ment of obligations; and we should have as many different prices 
as there were different pecuniary units. A monopoly of coinage is 
obviously necessary to insure uniformity of the currency. A pri
vate monopoly iii the coining of money is clearly undesirable. 

A defective coinage permits the operation of Gresham'$law. 
Whenever legal tender coins of the same face value, but of differ
ent weights or degrees of fineness, are in concurrent circulation 
the light-weight or base coins tend to drive the full-weight pure 
coins out of circulation. This fundamental monetary law derives 
its name from Sir Thomas Gresham, a royal agent of Queen Eliza
beth, who first expressed in precise terms a phenomenon that had 
long been observed. 

The reason why the light-weight or base coins will drive the 
full-weight and pure coins out of circulation-wholly or in part 
-is not difficult to see. In making foreign payments money is 
accepted only by weight; hence the full-weight and pure coins 
are sent out of the country in payment of foreign balances, while 
the base or light-weight coins are kept in the domestic circulation. 
Full-weight and pure coins may also be melted down and used as 
bullion. While the general public does not discriminate between 
coins unless there is a considerable variation in value, money 
changers, bullion dealers, and bankers are quick to derive a 
profit from such variations. History is replete with instances 
where light-weight and base coins have driven the "good coins" 
entirely out of circulation. 

II. ECONOMIC AND SOCIAL EFoFECTS OF A 
BAD ·COINAGE SYSTEM 

Marked differences in the weight and fineness of coins, such 
as frequently occurred before the coinage process was perfected, 
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usually lead to disastrous social consequences. For instance, 
Macaulay tells u~: 

The old, crude, hammered coins of Great Britain, were of varying 
weight, slightly irregular shape, and with unmilled edges. As a result they 
were easily clipped and mutilated .••.• In the autumn of 1695 it could 
hardly be said that the country possessed, for practical purposes, any meas
ure of value. It was a mere chance whether what was called a shilling was 
really tenpence, sixpence, or a groat. The results of some experiments that 
were tried at that time deserve to be mentioned. The officers of the ex
chequer weighed £57,200 of hammered money which had recently been paid 

. in. The weight ought to have been 220,000 ounces. It proved to be under 
II4,OOO ounces. Three eminent London goldsmiths were invited to send 
£100 each in current silver to be tried by the balance. The £300 ought to 
have weighed almost 1,200 ounces. The actual weight proved to be 624, 

ounces. The same test was applied in various parts of the kingdom .with 
practically everywhere similar results.' 

Although the penalties against clipping and mutilating the 
currency were most severe, it was almost impossible to check the 
practice.· Says Macaulay: 

The severity of the punishment (clipping carried the penalty of death) 
gave encouragement to the crime. For the practice of clipping did not excite 
in the common mind a detestation resembling that with which men regard 
murder, arson, robbery, nay, even theft. The injury done by the whole 
body of clippers to society as a whole was indeed iinmense i but each par
ticular act of clipping was a trifle. To pass a half-crown after paring a 
pennyworth of silver from it 'seemed a minute and almost imperceptible 
fault. Even while the nation was crying out most loudly under the distress 
which the state of the currency had produced, every individual who was 
capitally punished for contributing to bring the currency into that state had 
the general sympathy on his side. Constables were unwilling to arrest the 
offenders. Justices were unwilling to commit. Witnesses were unwilling to 
tell the whole truth. Juries were unwilling to pronounce the word guilty. 
There was a general conspiracy to prevent the law from taking its course 
. • •• the offenders who were convicted looked on themselves as murdered 
men, and were firm in the belief that their sin, if sin it were, was as venial 
as that of a schoolboy who goes nutting in the wood of a neighbor. 

The effects of bad coinage upon both industry and trade are 
vividly portrayed by Macaulay as follows: 

'This and the following quotations are taken from Histo" 0/ England, 
II, p. 544 ff. 
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It may well be doubted whether all the misery which had been inOicted 
on tbe English nation in a quarter of a century by bad kings, bad ministers, 
bad Parliaments, and bad judges was equal to the misery caused by bad 
crowns and bad shillings. Those events which furnish the best themes for 
pathetic or indignant eloquence are not always those which most affect the 
happiness of the great body of the people. The misgovernmellt .~f Charles 
and James, gross as it had been, had not prevented the common business of 
life from going steadily and prosperously on. While the honor and inde
pendence of the state were sold to a foreign power, while chartered rights 
were invaded, while fundamental laws were violated, hundreds of thou
sands of quiet, honest, and industrious families labored and traded, ate their· 
meals, and lay down to rest, in comfort and security. But when the great 
instrument of exchange became thoroughly deranged, all trade,.all industry, 
were smitten as with a palsy. The evil was felt daily and hourly in almost 
every place lind by almost every class, in the dairy and on the threshing
Boor, by the anvil and by the loom, on the billows of the ocean and in the 
depths of the mine. Nothing could lie purchased without a dispute. Over 
every counter there • . •• was wrangling from morning to night. The 
workman and his employer had a quarrel as regularly as the Saturday came 
around. On a fair day or a market day the clamors, the reproaches, the 
curses, were incessant; and it was well if no booth was overturned and no 
head broken. No merchant could contract to deliver goods without making 
some stipulation about the quality of the coin in which he was to be paid. 
Even men of business were often bewildered by the confusion into which aU 
pecuniary transactions were thrown. The simple and the careless were pil
laged without mercy by extortioners whose demands grew even more rapid
ly than the money shrank. The price of the necessaries of life, of shoes, of 
ale, of oatmeal, rose fast. The laborer foulld that the bit of metal which, 
when he received it, was called a shilling, would hardly, when he wanted to 
purchase a pot of beer or a loaf of bread, go as far as a sixpence. 

III. COINAGE REGULATIONS OF THE 
UNITED STATES 

Scientific technique in the coinage of money has been so 
perfected in modern times that the evils pointed out by Ma
caulay have practically disappeared. The rules and regulations 
governing the coinage process at the present time in the United 
States illustrate the nature of the control of coinage by govern
ments. To facilitate the conversion of bullion into coin, mints 
have been established in Philadelphia, Denver, and San Francis
co, while assay offices, where bullion can be exchanged for cur-
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rency, are located in New York, New Orleans, Carson City, Boise, 
Helena, Seattle, and Salt Lake City. 

The government is Willing to purchase for coinage purposes 
any amount of gold (iD excess of $100) which may be offered at 
the mints and assay offices, paying for it at the rate of $20.67 per 
ounce of pure gold, or $18.60 per ounce of gold nine-tenths fine. 
The government makes no charge for the service of coining, but 
there are certain mint charges to cover costs. These include the 
charges for assaying or testing the fineness of the gold or the sil
ver at the assay offices and the charges for melting the bullion, 
removing the impurities and base metal, and adding the copper 
alloy at the mints. The amount of these charges varies somewhat 
with the amount and nature of the base metals contained in the 
bullion. 

The weights of the gold coins of the United States and the 
limits of the possible variations from those weights are fixed by 
law. The weight of the gold eagle is fixed at 232.2 grains of fine 
gold or 258 grains of standard gold, which is one-tenth copper 
alloy. The variation in weight which is allowed is caIled the 
"tolerance of the mint." For a new gold eagle or double eagle, 
the tolerance is half a grain; and for the smaller gold coins it is 
one-quarter of a grain. To make sure that new coins are of stand
ard weight, the superintendent of each mint tests separately five 
coins out of every thousand. Four times a year the coins which 
have been tested are forwarded to the mint at Philadelphia where 
further tests of weight are xnade by a special assay commission. 
These tests are known as the "trial of the pyx" because the coins 
after the first test are placed in a pyx until they are sent to Phila
delphia. 

An allowance for abrasion is m!lde by the law. Where gold is 
used extensively as a circulating medium,. a considerable loss in 
the weight of the coin from wear is unavoidable: The law of the 
United States permits an abrasion equal to one-half of 1 per cent 
in twenty years, and proportionally for each year. For instance, 
an eagle at the end of twenty years would be current if it weighed 
only 256.71 grains instead of 258. Experiments have shown that 
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this limit of abrasion is high enough to avoid frequent recoinage, 
even when the gold is used in general circulation. 
, , In case a gold coin is uncurreni on account of abrasion in 

the United States, the loss falls on the last holder. This appears 
to be an injustice since the loss is due to social wear. It has thus 
far been held, however, that the impossibility of determining 
whether the loss in :weight is due to abrasion or to sweating makes 
it necessary to charge the loss entirely to the last holder. 

IV. GRESHAM'S LAW AND BIMETALLISM 

We have seen that under a poor coinage system, with coun
terfeiting, clipping, and sweating everyday occurrences, the op
eration of Gresham's law tended to make it impossible to keep 
the better coins in circulation. I~ remains to discuss Gresham's 
law under other conditions-in connection with a bimetallic 
standard. 

Bimetallism appears to have been adopted by all the leading 
European countries at the beginning of the modern era, without 
discussion-as a mere matter of course. Since both gold and sil
ver were adapted to exchange purposes and since it was every
where assumed that a large volume of currency was an unmiti
gated blessing, both metals appear to have been by common 
consent adopted as the standard of value. It was not until late in 
the eighteenth century that any agitation for the elimination of 
bimetallism developed, and, save in England, it was lIot until the 
latter half of the nineteenth century that the double standard was 
abolished. 

The fundamental weakness of the bimetallic system lies ;n 
the fact that it permits the operation of G,esham's law: With a 
bimetallic system gold and silver together constitute the pecuni
ary unit of value. For example, under the bimetallic system 
which existed iII the United States between 1834 and 1873,25.8 
grains of gold, nine-tenths fine, were defined as a. dollar; and 16 
times that weight, or 412.5 grains, of silver, nine-tenths fine, 
were also defined as a·dollar. Thus was derived the ratio of 16 to 
I. Under bimetallism, Gresham's law must be'stated in slightly 
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different terms, as follows: When two metals of the same nominal 
value, but of different bullion value, are freely coinable at the 
mints and are of unrestricted legal tender power, the metal that is 
overvalued at the mint tends to drive the other from circulation. 
The difficulty in this connection may best be illustrated by refer
ence to some actual cases from our own bimetallic history. 

Our first coinage law, passed in 1792, fixed the coinage ratio 
of silver to gold at 15 of the former to I of the latter. At the time, 
the relative value of gold and silver bullion in the commercial 
markets was about 15.3 to I. That is to say, it took 15.3 ounces 
of silver bullion to equal in value 1 ounce of gold; but in the form 
of coins it took only 15 ounces of silver to equal an ounce of gold. 
Accordingly, silver had a greater value at the mint tfum it had in 
the form of bullion. Since specie must always be used in making 
international payments, gold rather than silver was always sent 
whenever a 10reign obligation had to be settled. Gold was quite 
as good as silver for this purpose; but, on the other hand, it did 
not pay to take gold to the United States mint to be coined, be
cause it had a greater exchange power as bullion than it had as 

.coin. Similarly, it did not pay to ship silver out of the country in 
settlement of foreign obligations, because silver. brought a higher 
return as compared with gold when it was taken to the mint and 
converted into coins. Accordingly, gold was driven out of cir
culation and silver became the actual standard of value. 

In 1834. Congress changed the coinage ratio from IS to I to 
16 to I. At the time the market ratio of silver to gold was about 
15.7 to I. With the new ratio it required 16 ounces of silver to 
equal 1 ounce of gold in the form of coins, but only 15.7 ounces 
of silver to equal an ounce of gold in the form of bullion .. Thus 
gold became relatively overvalued at the min't, and accordingly 
gold was sent to the mint for coinage, whence it shortly reap" 
peared in the channels of circulation. Indeed, even before the act 
was finally passed, a shipment of gold was en route from England 
to the United States to take advantage of its overvaluation at 
the United States mint. 

These two illustrations will suffice to show the principle in-
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volved. Given full legal tender power and unrestricted coinage 
at the mint at a given ratio, one metal will drive the other from 
circulation, wholly or in part, whenever the market ratio varies 
from the mint ratio. Many more examples might be cited from 
our own history; and every country that has employed the double 
standard has witnessed the same phenomenon. 

The controversy over bimetallism waited upon the perfec
tion of coinage technique. The reason why the controversy over 
bimetallism made so belated an appearance was that until the 
coinage process had been perfected, the cause for a disappearance 
of metal from circulation appeared to lie in the disparity in value 
between light-weight, debased coins, and full-weight, pure coins 
But after the great improvement in the coinage process, it was 
observed that one or another of the two standard metals was al
ways disappearing, the cheaper being driven out by the dearer. 
Thus a disordered currency, due to poor coinage, counterfeiting, 
clipping, etc., had long obscured the operation of Gresham's law 
in connection with bimetallism. When this phase of the problem 
of monetary regulation eventually became clear, a movement for 
the abolition of the double standard gradually gained headway .. 

It required many generations to secure the adoption 0/ a 
single gold standard by all the leading commercial nations. The 
elimination of silv~r as a standard coin was opposed by silver 
miners for obvious reasons. It was also opposed by many people 
who confused money with wealth and accordingly believed that 
a reduction in the quantity of the circulating medium would mean 
a net reduction in the nation's wealth. The establishment of a 
single gold standard was also st/enuouslY opposed by the debtor 
class, who desired rising prices as a means of lessening the bur
den of their indebtedness.2 

England was the first country to abandon bimetallism, the 
single -gold standard having been adopted in the_ year 1816. 
Portugal was next in order, abolishing the free coinage of silver 
in 1854. Three years later, the states composing the German 
Zollverein and the empire of Austria· entered into a monetary 

-. Cf. chap. ii, pp. 29-32. 

X'·73 
~O 

q:r12 
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treaty and adopted the single silver standard. Shortly after the 
establishmeI;lt of the Empire in 1871, Germany, however, shifted 
to the single gold standard. 

The states composing the Latin Monetary Union (France, 
Belgium, Switzerland, and Italy), which had been formed in 1865 
in an endeavor to secure a uniform international double standard, 
one by one virtuaIlyB went over to the single gold standard in the 
decade of the seventies. 

In 1873' the Sc:mdinavi~n Monetary Union was formed by 
Norway, Sweden, and Denmark, and a single gold standard was 
adopted .. In 1874 silver was entirely demonetized. Holland lim
ited the coinage of silver in 1873 and two years later adopted a 
single gold standard. Spain began the restriction of silver money 
in 1876, and completed the process in 1878. In 1876 Russia sus
pended the coinage of silver ,for individuals, except as required 
for trade with China. In 1899 Russia adopted the single gold 
standard. Finland adopted the single gold standard in 1877, and 
in 1878 Austria-Hungary abolished the free coinage of silver. In 
1893, after a protracted controversy, the mints of India were 
closed to the free coinage of silver. And in 1898 Japan definitely 
adopted the single gold standard. 

Practically all of the small states of the world have also in 
recent years adopted either the single gold standard or the gold 
exchange standard, a variation of the principle of a single gold 
standard.· 

In revising the.coinage system in 1873 the United States 
omitted the standard silver dQllars from the list of coins that 
might be struck at the mints, and thus became a single gold stand
ard country. This law was modified, however, under "the influence 
of the silver-mining industry interests and of those who desired 
a cheaper currency, and the coinage of silver ~as partially re-

• I say virtually because silver was usually retained as a standard coin; 
it was thus a "limping" standard that was adopted. 

• As a result of the World War, a large number of nations were forced 
to abandon the gold standard for a period of years. (See discussion, pp. 
147-52.) 
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stored by the Bland-Allison Act of 1878. Another law, known as 
the Sherman Silver Purchase Act of 1890, still furtQer increased 
the quantity of silver that might be coined, although it did not 
go so far as to restore the bimetallic system. The question of the 
restoration of bimetallism was the great issue in the presidential 
campaign of 1896. The Republican party, standing for the single 
gold standard for the United States until such time as the leading 
commercial nations of the world should agree to adopt "interna
tional" bimetallism, was successful !1t the polls by a narrow mar
gin. The Democrats, under the leadership of Mr. Bryan, stood 
for national bimetallism at the ratio of 16 to I. Four years later, 
on March 14, 1900; Congress enacted ~ law kn~wn as the Gold 
Standard Law, by which the United States definitely established 
gold as the pecuniary unit. 

The operation of Gresham's la.w was to be prevented by the 
"compensatory action" of a double standard. Those who advo
cated the retention of the bimetallic standard looked to what was 
known as the compensatory action to prevent a variation of the 
market from the mint ratio, avoiding thereby the familiar opera
tion of Gresham's law. In brief, the argument is as follows: 

With the mint ratio at 16 to I, if silver should be worth in 
th~ market, say, 16.1 to I, silver would be overvalued at the mint 
and gold undervalued. Silver would accordingly be in increased 
demand at the mint and gold in decreased demand, with the re~ 
suit that the value of siiverwould be raised and the value of gold 
lowered, which would operate to restore the ratio to 16 to I. And 
if perchance the market ratio should become 15.9 to I, then gold 
would be overvalued at the mint and silver undervalued, where
upon an increased demand for gold and a decreased demand for 
silver would bring the ratio back to 16 to I. Since this compen
satory" action wo.uld work immediately and automatically as soon 
as any variation between market and mint ratio appeared, the 
readjustment would be practically instantaneous, thus effectively 
preventing the operation of Gresham's law. Scientific writers on 
the subject saw clearly enough that without international uni
formitya bimetallic system could not work; for if France, for 
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instance, had a ratio of IS to I, whereas the United States had a 
ratio of 16 to I, it would pay the bullion dealers to ship silver 
from the United States to France, where a higher coinage value 
existed. 

During the protracted struggle over bimetallism, a number 
of international conferences were held with a view to securing the 
adoption of an international bimetallic standard. These confer
ences, however, came to nothing. National jealousy 'was mani
fested in connection with the unit to be adopted-whether mark, 
franc, pound, or dollar should be chosen. In all these conferences, 
moreover, England was apathetic because she had for a gxeat 
many years possessed a single gold standard and was on the whole 
well satisfied with the results attained under it; indeed, there 
was good reason for believing that England's commercial and 
financial supremacy was in no small degree due to the stability . 
and certainty of her monetary system. 

It remains to inquire whether, with international bimetal
lism, the compensatory action would, as many economists have 
contended, under all circumstances insure a practical equaliza
tion of mint and market ratios. Reference to the table on page 72, 
which gives the figures of relative production of gold and silver 
over a long period of years, indicates that the supplies of these 
metals are dependent upon mining conditions. While in the years 
following 1849, for example, there was no noteworthy change in 
the relative demand for gold and silver, there was a tremendous 
increase in the supply of gold because of the discovery of the rich 
gold fields of California and Australia. The table on page 73 in
dicates the resulting effect upon the commercial ratio of the two 
metals. 

If there were but minor variations in the supply of the two 
metals, it is possible that the compensatory action would operate 
to maintain the commercial ratio of gold and silver at a parity 
with the mint ratio. It is hardly probable, however, that the sys
tem would work under all circumstances. If the gold mines should 
be completely exhausted and if at the same time the output of 
silver should increase at a rate hitherto undreamed of, it is doubt-
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ful, to say the least, if the compensatory action could prevent a 
fall in the relative value of silver. 

v. WHY GOLD BECAME THE SINGLE STANDARD 

The reason why gold rather than silver has everywhere been 
chosen as the single standard is usually said to be the "inherent 
superiority of gold" for the purpose in hand. It will be of interest 
to consider this statement in the light of the data presented in 
the tables on pages 72 and 73. 

After the coinage law of 1834, which fixed the mint ratio at 
16 to I, silver was undervalued at the mint and hence it was un
profitable to have it coined. The "crime of 1873" consisted, as 
noted above, in eliminating the standard silver dollar from among 
the Ust of coins that could be struck at the United States mint. 
Had the silver dollar not been undervalued at the mint-owing 
not to any inherent inferiority of silver but merely to the legisla
tion which fixed the mint ratio at 16 to I when the market ratio 
was about IS.7 to I-it is altogether improbable that it would 
have been demonetized. If, on the other hand, rich silver mines, 
rather than gold mines, had been discovered in 1849, and the 
commercial ratio had in consequence changed to, say, 17 to I, it 
would have been unprofitable to coin gold. Under these circum
stances a revision of the coinage laws might conceivably have re
sulted in the demonetization of gold. 

In any event, it was the great increase in the output of silver 
after 1874, occasioned by the discovery of the Comstock lode, 
that brought the silver issue to the front. In the absence of this, 
or similar discoveries, the silver issue might never have arisen; 
for as long as silver was worth more in the form of bullion than 
as coin no one had any interest in presenting it at the mint. 

The controversy over bimetallism ended, as was noted above, 
with the presidential campaign of 1896. Reference to the statis
tics of gold production after 1896 and to the price movement 
(as depicted on p. 27) will serve to indicate one reason why the 
bimetallic controversy has not been resumed. If the cyanide 
process bad not been developed (for it was the chief cause of the 
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great increase in gold production during the past thirty years), if 
the Klondike and South African fields had not been opened, and 
if prices had continued to fall after 1896 as they did in the pre
vious decade, it is not at all improbable that bimetallism would 
have been a recurrent issue in American politics. Indeed, it did 
again have a brief revival in 1920 when, as a result of a great de
mand for silver in the Orient, the ratio temporarily passed the 
hallowed 16 to I mark. (See table on page 73.) 
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VI. PRODUCTION OF GOLD AND SILVER IN THE 
WORLD SINCE THE DISCOVERY OF AMERICA. 

GoLD SII,VEII 
ANNUAL A ""RAGB POll PBllIOD ANNuAL AVl!:RAOB POll PDIOD 

PnroD 
Coining Value ill Coining Value in 

Fine Ounces Fine Ounces Standard Silver Standard Silver 
Dollan Dollan 

1493-1520 ... 186.470 S 3.855.000 1.511.050 S 1.954.000 
1521- 1544 ... 230•194 4.759.0q0 2.899.930 3.740.000 
1545-1560 ... 273.596 3.656.000 10.017.940 12.952.000 
1561- 1580 ... 219.906 4.546.000 9.628.925 12.450•000 
1581-1600 ... 237. 267 4.905.000 13.467.635 17.413.000 
~601-1620 ... 273.918 5.662 •000 13.596•235 17.579.000 
1621-1640 ... 266.845 5.516.000 12.654. 240 16.361 .000 
1641-1660 ... 281.995 5.828.000 11.776.545 15. 226.000 
1661-1680 ... 297.709 6.154•000 10.834.550 14.008 •000 
1681-1700 ... 346.095 7.154.000 10.992•085 14. 212 .000 
1701-1720 ... 412 •163 8.520 •000 11.432.540 14.781.000 
1121-1740 ... 613.422 12.581.000 13.863.080 17.924.000 
1741- 1760 ... 791.211 16.356.000 17. 140 •612 22.162.000 
1761-1780 ... 665.666 13.761.000 20,985.591 27.133.000 
1781-1800 ... 571.948 11. 823.000 28,261.779 36.540•000 
1801-1810 ... 571.563 11.815.000 28.746,922 37. 168.000 
18n-1820. 367.957 7.606.000 17.385.755 22.479.000 
1821-183° ... 457.044 9.448•000 14.807.004 19.144.000 
1831-1840 .. 652•291 13.484.000 19.175,867 24.793.000 
1841-185°. .. 1.760.502 36.393.000 25.090.842 32.440.000 
1851-1855. 6.410.324 132.513.000 28.488.597 36•824.000 
1856-1860 .. 6.485,262 134.083.000 29.095.428 37.618.000 
1861-1865. 5.949.582 122.989.000 35.4°1.972 45.772.000 
1866-1870 .. 6.270.086 129,614.000 43.°51.583 55.663.000 
1871-1875. 5.591.014 II5.577.000 63.317.014 81.864.000 
1876-1880 .. 5.543,110 114.586,000 78.775,602 101.851•000 
1881-1885 .. 4.794.755 99.n6.000 92•003.944 n8.955.000 
1886-1890 ... 5.461.282 112.895.000 108.911 .431 140.815.000 
1891-1895 ... 7.882,565 162.946•000 157.581.331 203.742•000 
1896-1900 ... 12.446.939 257,301 .100 165.693.3°4 214.229.700 
1901- 1905 ... 15.606 .730 322 •619.800 167.995.408 '217. 206 •200 
1906-1910 ... 2°.971.575 433.520 .960 197.251.516 255.032.260 
19II- 1915·, . 22.259.309 460 •140.714 202.474.938 261.785,784 
1916-1920 .. 18.963.791 392•013.340 184. 646.538 238.734.917 
1921 ...... .. 15.974.962 330,231.792 171•285.542 108.110,295 
1922 ........ 15.451.945 319.4'20,063 209.815,448 142,536,023 
1923 ........ 17.790,597 367.764. 279 246,009.534 172,275.552 
.1924 ...... :. 19.°31.001 393.405.6.>3 239,484.7°3 178.310,725 
1925 ........ 19.°25.942 393.3°1.128 245. 213,993 172,498.232 
1926 ........ 19.349. 118 399.981 .749 253.795,166 159,568.628 
1927 ..... : .. 19,397.757 400,987. 213 251,096.555 143.300 ,804 
1928 ........ 19,674;638 406,710,864 257. 273,490 150,831,728 

• From Annual Re,orl 0/ Director 0/ the Mint. 
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VII. COMMERCIAL RATIO OF GOLD AND SILVER 
SINCE 1687* 

Year Ratio Year Ratio Year Ratio 
---

1687 ..... ··· . 14·94 183[. ........ 15·72 1880. ........ 18.05 
1700 ......... 14.81 1832 ......... 15·73 ,88, ......... 18.16 
1705 ......... IS. II 1833 ....... -' 15·93 1882 ......... 18.19 
1710 ......... 15. 22 1834 ......... IS· 73 1883 ......... 18.64 
1712 ......... 18.31 1835 ......... 15. 80 1884 ......... 18.57 
1715 ......... IS. II 1836 ......... 15·72 1885 ......... 19.41 
1720 ......... 15.04 1837 ......... 15·83 1886 ......... 20.78 
1725 .. ·· .. ·· . 15·u 1838 ......... 15·85 1887· .. ·.··· . 21.13 
1730 ...... , .. 14.81 1839 ......... 15. 62 1888 ......... 21.99 
1735 ...... ·· . 15·41 1840 .....•... 15. 62 1889 ......... 22.10 
1740 ......... 14·94 1841 ..... _ ... 15·70 1890 ......... 19·76 
1745 .. · ...... 14·98 1842 ......... 15. 87 1891 ......... 20.92 
1750 ......... 14·55 1843 ......... 15·93 1892 ......... 23.72 
1755 ......... 14. 68 1844 ......... 15. 85 1893···· ..... 26.49 
1760 ......... 14. 14 1845 .... ···· . 15.92 1894 ......... 32.56 
1765 .. ······ . 14·83 1846 ......... 15.90 1895 ......... 31.60. 
1770 ......... 14. 62 1847 ......... 15. 80 1896 ......... 30 .66 
1775 .... ···· . 14·72 1848 ......... 15·85 1897 ......... 34. 20 
1780 ......... 14.72 1849···· ... · . 15.78 1898 ......... 35.03 
1785 .... ···· . 14.92 1850 ......... 15.70 1899 ......... 34.36 
1790 ......... 15. 04 1851 ......... 15.46 1900 ......... 33·33 
1795 .. · ...... 15·55 1852 .......... 15·59 1901 ......... 34.68 
1800 ......... 15·68 1853··· .. ··· . 15·33 1902 ......... 39·15 
1805 .. ....... 15·79 1854····.··· . 15·33 1903 ......... 38 .10 
1806 .. ....... 15·72 1855········ . 15.38 1904 ......... 35.70 
1807 .. · ...... 15·43 1856 .. ....... IS·38 1905 ......... 33·87 
1808 .......... 16.08 1857 .. ....... 15. 27 1906 ......... 30 .54 
1809 ......... 15.96 1858 ......... 15.38 1907 ......... 31 . 24 
1810 ......... 15·77 1859 ......... 15· 19 190 8 ......... 38 .64 
18II ......... 15·53 186:> ......... 15. 29 1909 ......... 39·74 
1812 ......... 16.II 1861 ......... 15.50 1910 ......... 38 . 22 
1813 ......... 16.25 1862 ......... 15·35 19II ......... 38 .33 
1814 .. ··· .. · . 15. 04 1863 ......... 15·37 1912 ......... 33. 62 
1815 ......... 15. 26 1864 ......... 15.38 1913 ......... 34. 19 
1816 ......... 15. 28 1865.·.····· . 15-44 1914 ......... 37·37 
1817 ......... IS .II 1866 ......... 15·43 1915 .......... 39.84 
1818 ......... 15·35 \867 ......... 15·57 1916 ......... 30 . II 
1819········ . 15·33 1868 ......... 15·59 1917 ......... 23·0<) 
1820 ......... 15·62 1869 ......... 15.60 .1918 ......... 19. 84 
1821 ........ _ 15·95 1870 ... _. _ .... IS-57 1919········ . 16.53 
1822 ......... 15.80 1871 ..... _ ... 15.70 1920 ......... 15.31 
1823 ......... 15.84 1872 ......... 15.63 1921 ......... 25. 60 
1824 ......... 15.82 1873 ......... 15.92 1922 .......... 27.41 
1825 ......... 15.70 1874.·.·.··· . 16.17 1923 ......... 29.52 
1826 ......... 15.76 1875 ... · ..... 16.59 1924 ......... 27·76 
1827.····· ... 15·74 1876 ......... 17.88 1925 ......... 29.38 
1828 ......... 15·78 1877········ . 17. 22 1926 ......... 32.88 
1829 .. ····· .. 15·78 1878 ......... 17·94 1927 ......... 36.22 
1830 ...•.•.•• 15.82 1879 ......... 18.40 1928 ......... 35.26 

1929 ........ 38·54 

• From Annllal Report of Director of the Mmt. 
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VIII. THE REGULATION OF SUBSIDIARY METALLIC 
CURRENCY 

The subsidiary metallic currency of the United States con
sists of the silver dollar, half-dollar, quarter, dime, nickel, and 
one-cent piece. All of these coins now have a face value greater 
than their value in the form of bullion. Such coins are called 
token coins. They are maintained at par with gold, the standard 
metal, by a process of redemption--direct in the case of cents, 
nickels, dimes, quarters, and half-dollars, indirect in the case of 
silver dollars. The following are the redemption provisions of 
the United States currency laws: 

Fractional silver coins-half-dollars, quarters, and dimes-
and minor coins-nickels and cents--may be presen~ed, in sums 
or multiples of twenty dollars, to the Treasurer of the United 
~tates or to an Assistant Treasurer for redemption or exchange 
into lawful money. Being redeemable in gold, they are as good 
as gold. 

Fractional silver coins were originally of proportional weight 
with the silver dollar; but since 1853 they have contained about 
7 per cent less silver. The nominal value of two half-dollars, four 
quarters, and ten dimes, respectively, is obviously equal to one 
gold dollar. The value of the bullion content varies with the 
fluctuations in the price of silver bullion. . 

The nickel, or five-cent piece, is a combination of copper and 
. nickel-three-fourths copper and one-fourth nickel. The cent is 

composed of 95 per cent copper and 5 per cent tin and zinc. 
Both fractional silver coins and minor coins are struck only 

as the needs of trade, as evidenced by the demand for "change" 
at the banks, require. The government purchases the bullion re
quired in the market; and the profit-~lled seigniorage-which 
arises from coining dollars whose face value is greater than that 
of the bullion content, goes to the government. 

The .silver dollar is still designated a standard coin of the 
United.States, although since 1873 its coinage has been limited, 
and since 1900 it has been to all intents and purposes definitely 
in the position of a subsidiary coin. Because of the historical im-
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portance of silver and the persistency of long-established custom, 
the silver dollar is still called a standard coin, and is not directly 
redeemable.in gold. A system of indirect redemption has been es
tablished, however, which has thus far proved quite as effective 
as would specific redemption in gold. In all payments due to it
self,the Treasury will accept silver on an equality with gQld, and 
in all treasury disbursements gold is paid out whenever that metal 
is desired. In no case does the Treasury force silver upon an un
willing person. Moreover, it is provided by the Currency Act of 
1900 that silver shall be maintained at a parity with gold, and 
that it shall be the duty of the Secretary of the Treasury to main
tain such parity. In case the foregoing method of indirect re
demption did not prove efficacious the Secretary would therefore 
be obliged to resort to direct means, and redeem silver dollars in 
gold. 

IX. LEGAL TENDER PROVISIONS FOR METALLIC 
CURRENCY 

The purpose of legal tender is to legalize the settlement of 
obligations. If business is to be conducted with both dispatch and 
certainty and if endless disputes over the kind and quality of the 
thing which is tendered in payment of debts are to be avoided, 
there must be some lawful means of payment. Money has there
fore been given the quality of legal tender. It is to be noted, how
ever, that the tender of money in payment of an obligation may 
be refused by the person to whom the money is proffered, without 
an automatic cancellation of the debt. The law holds that the 
tender must be made continuous. The payment of interest on the 
obligation, however, automatically ceases with the tender of law
ful money, and certain legal advantages are lost to the creditor. 

Gold coin is legal tender at its nominal or face value for all 
debts, public and private, when not below the standard weight 
and limit of tolerance prescribed by law; and when, below such 
standard weight and limit of tolerance it is legal tender in pro
portion to its weight. 

Silver dollars are legal tender at their nominal or face value 
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in payment of all debts, public and private, without regard to the 
amount, except where otherwise expressly stipulated in the con
tract. 

Fractional silver is legal tender for amounts not exceeding 
ten dollars in anyone payment. 

Tile minor coins of nickel and copper are legal tender ~o the 
extent of twenty-five cents. . 

QUESTIONS FOR DISCUSSION 

I. COINAGE 

1. Why cil.n we not trust individuals to make good money, as well as to 
make good shoes? 

2. Which would be more difficult to detect, impure or underweight pieces 
'of uncoined metal? Which would be easier to adjust to the satisfaction 
of traders? 

3. In weighing gold, how much difference would it make if the &cales 
weighed 'an ounce light? 

4. Which of the various objects sought in a good coinage s),stem is the 
most difficult of attainment? -

s. Enumerate the specific conditions-necessary to the operation of Gresh-
am's law. . 

6. If you had the opportunity of paying a debt to a friend in full-weigbt 
or light-weight coins, which should you use? which in paying a debt to 
a foreigner? 

7. If a bulIion dealer wished to melt up coins, would he use new or abraded 
coins? 

8. What is meant by free coinage? by gratuitous coinage? 
9. Do we have both free and gratuitous coinage of gold in the United 

States? 
10. What is meant by the "tolerance of the mint"? Why is this permitted? 
II. What is the purpose of the "trial of the pyx"? of the Assay Commis

sion? 
12. Who should suffer the loss when a coin is found to be legally uncurrent 

_ oil account of abrasion? Why? 
13· Do you thin~ that Macaulay overemphasi2es the social effects of a bad 

currency? 
D. BIMETALLISM 

14· How do you account for the fact that bimetallism was everywhere an 
accepted principle in the Sixteenth and seventeenth centuries? 

~s· If the coinage or mint ratio is 16 to I and the market ratio 15.5 to I, 

show what would happen under the operation of Gresham's law. 
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16. Between 1792 and 1834 the mint ratio in the United States was IS to I. 

Consult the tahle of commercial ratios of gold and silver and indicate 
what must have occurred. 

17. In 1834 the mint ratio was changed to 16 to J. What must have oc
curred then, in view of the market ratio? 

18. Suppose the "crime of '73" had heen committed in, say, 1860: When 
would it have been discovered 1 Suppose the Currency Act of 1873 bad 
been passed a year later: Could the silver dollar then have been omit
ted, without controversy, from the list of coins that could be minted 1 

19. Study the table showing the commercial ratios of gold and silver and 
see if you can lind a reason for the demonetization of silver rather than 
gold. Do you attribute it to the inherent inferiority of silver 1 

20. "Gold has been proved to be the most satisfactory meta!" for monetary 
uses." Does this apply to its use as a medium of exchange, as a pecuni
ary unit of calculation, or as a standard for deferred payments 1 

21. Do the statistics of production of gold show, as a matter of fact, that 
gold is more likely to prove of stable value than silver? 

22. If the annual gold production had declined after 1896, rather than in
creased, might our subsequent monetary history have been different? 
If so, how1 . 

23. How do you account for the great fluctuation in the value of silver since 
19141 

m. THE REGULATION OF FRACTIONAL SILVER CURRENCY 

24. After 1850 fractional silver coins disappeared from circulation. Why 
did they not disappear earlier 1 (Consult tables on pp. 72 and 73.) 

25. An act of 1853 reduced the weight of fractional silver coins by about 
7 per cent. What would be the result of such a reduction 1 (Consult 
the table of commercial ratios.) 

26. When fractional silver coins were thus reduced in weight, what steps 
would have to be taken to prevent them from driving gold out of cir

. culation1 
27. Is there any good reason at the present time for making fractional silver 

pieces of less proportional weight than the silver dollar? At what price 
per ounce for silver bullion would it pay to melt up fractional silver 
coins? 

28. How is the parity of the fractional silver pieces maintained 1 
29. What is meant by legal tender 1 Is it necessary that money be legal 

tender in order to pass current 1 
30. X owes Y ten dollars, and the debt is due. They are riding together on 

a railroad train. Seeing a bandit entering the car, X says to Y, "Here is 
the ten dollars lowe you." What should you say if you were Y? 

31. Would contracts like the following be binding in the United States: 
(0) "I promise to pay for value received, one thousand dollars in law-
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ful money, except in silver"? (b) "I promise to pay for value received, 
one thousand dollars in lawful money, except in gold"? (c) "I promise 
to pay for value ~ceived, one thousand silver dollars"? (d) "I promise 
to pay for value received, two thousand fifty-cent pieces"? (,) "I prom
ise to pay for value received, one thousand bushels of wheat"? 

32. Why limit the legal tender power of the silver dollar? Why give any 
legal tender power to fractional silver coins? 
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CHAPTER VI 

THE REGULATION OF GOVERNMENT 
PAPER CURRENCY 

Paper money is of so many different kinds, and the principles 
of regulation involved are so numerous and diverse that a clean
cut treatment of the subject is difficult. A broad distinction may 
be made, however, between government and bank paper money. 
The former is issued by the state for the purpose of meeting cur
rent obligations when the Treasury is empty, or to pro~ide an in
expensive and convenient medium of exchange by substituting 
paper bills for metallic money in the channels of circulation; the 
latter is issued by privately managed institutions which are seek
ing private profit from the making of loans. The principles of 
regulation underlying these two forms of paper currency are fun
damentally different, and they cannot be satisfactorily treated 
together. Since the regulation of bank paper is tied up with the 
whole theory of credit and banking, treatment of it is reserved for 
subsequent di~cussion.1 

Government paper is of three main types: ( I) mere repre
sentative paper; (2) convertible fiduciary paper; and (3) incon
vertible or fiat currency. Representative money is backed dollar 
for dollar by specie, and the paper certificates which circulate are 
merely claim checks to an equivalent in coin. Such paper gives 
rise to no problems of regulation. Convertible fiduciary paper is 
exchangeable for specie, but is not covered by a coin reserve of 
100 per cent. Unlike representative paper, it involves an element 
of trust or credit and affords a means of expanding the quantity 
of money beyond what is possible with the use of specie alone. 

Numerous devices have been developed, as we shall see, by 
means of which redeemability may be insured without a fu~l 

• See chapters on commercial banking. 
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specie reserve, and there has been a long-continued discussion as 
to the most effective means for the purpose, resulting in the de
velopment of a fairly definite body of principles. Similarly, there 
has been a prolonged controversy over the advantages and the 
practicability of inconvertible paper currency, or what may be 
called the "fiat" or paper standard of value. This controversy 
has disclosed some of the most interesting fallacies in the whole 
realm of political economy, and the experiences of mankind with 
irredeemable paper money have been among the most costly les
sons that society has ever had to learn. The lesson has perhaps 
even yet not been thoroughly learned. 

I. ARGUMENTS FOR AND AGAINST FIAT PAPER 
CURRENCY 

The history of inconvertible or fiat currency is practically 
contemporaneous with that of the controversy over bimetallism; 
indeed, the underlying cause of the advocacy of fiat paper money 
is virtually identical with that underlying the popular agitation 
for the retention of bimetallism, namely, the desire for a plentiful 
supply of Cheap currency. The following quotations taken from 
various addresses and "programs" will se'rve to reveal the nature 
of the prevalent arguments in favor of, irredeemable paper cur
rency. 

I. We (speallig for the Farmers' Alliance in the nineties) believe in 
the people making their own money; we believe in the government, which 
is simply the agent of the people, issuing their money directly to them with
out going around Robin Hood's barn to find them (that is, without the in
termediation of banks). 

2. If the people had twice as much currency in their pockets as now, 
their prosperity would be greatly increased. 

3· I am in favor'of more currency. We haven't enough currency per 
capita to do the business of the country. (Written in 1894.) 

4. I propose that the government, only, shall issue money for the pub
lic use. In order to do this, I would have it issue immediately 500,000,000 
new treasury notes of the denoIpination of one dollar each. So much of this 
amount as was necessary the government should loan to the people; 10 per 
Gent of each loan to be paid back each year; 9 per cent to be applied to the 
extinction of the principal; 1 per cent covering the interest. In that way it 
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would be possible to redeem every mortgaged farm in tbe land within fifteen 
year.;. 

S. Banks should not be allowed to issue notes. These should be printed 
and put out by the government. The tariff should be reduced till there is a 
deficit in the Treasury, and then greenbacks should be printed and issued to 
pay all claimants. These should not be redeemable in metal money. Each 
bill should bear the legend, "One dollar, receivable for all dues and debts," 
This would make it receivable for all taxes and import duties and a legal 
tender. This would keep it perpetually at par. 

The argument against irredeemable paper currency was 
trenchantly stated as long ago as the American Revolution by 
John Witherspoon, in the following words: 

The irredeemable paper money such as was issued by the Continental 
Congress and the various state legislatures during the Revolution, that is, 
paper bills stating that the per.;on holding them is entitled to receive a cer
tain sum specified in them, is not, properly speaking, money at all. It is 
barely a sign without bemg a pledge or standard of value, and therefore is 
essentially defective as a medium of universal commerce. To arm such bills 
with the authority of the state, and make them a legal tender in all pay
ments, is an absurdity so great that it is not easy to speak with propriety 
upon it. It has been found, by the experience of ages, that money must have 
a standard value, and if any prince or state debase the metal below the 
standard, it is utterly impossible to make it succeed. How can it he possihle 
to make that succeed which has no value at all? In all such instances there 
may be great injuries done to particular persons by wiping off debts; but to 
give such money general currency is wholly impossible. The measure carries 
absurdity on its very face. Why will you make a law to oblige men to take 
money when it is offered them? Are there any who refuse it when it is 
good? If it is necessary to force them, does this not demonstrate that it is 
not good? We have seen, indeed, this system produce a most ludicrous in
ver.;ion of the nature of things. For two or three year.; we constantly saw 
and were informed' of creditor.; running away from their debtor.; and the 
debtor.; pur.;uing them in triumph, and paying them without mercy.' 

Paper currency would not depreciate if the supply were con
trolled. Many economists insist that, if properly controlled, ir
redeemable paper would not depreciate in value. For example, 
Ricardo says: 

By limiting the quantity of money it can be raised to any conceivable 
value. It is on this principle that paper money circulates; the whole charge 

'Adapted from Works, IV, 222-23. 
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for paper money may be considered as seigniorage. Though it has no in
trinsic value, yet by limiting its quantity, its value in exchange is as great as 
an equal denomination of coin or of bullion in that coin. There is no point 
more important in issuing paper money than to be fully impressed with the 
effects which follow from the principle of limitation of quantity. It is not 
necessary that paper money should be payable in specie to secure its value; . 
it is only necessary that its quantity should be regulated according to the 
value of the metal which is declared to be the standard. 

Experience, however, shows that neither a state nor a bank ever has 
had the unrestricted power of issuing paper money, without abusing that 
power; in all states, therefore, the issue of paper money ought to be under 
some check and control; and none seems so proper for that purpose as that 
of subjecting the issuers of paper money to the obligation of paying their 
,notes, either in gold coin or in bullion.' 

II. PAPER MONEY AS AN EMERGENCY DEViCE 

While there have always been many who believed that irre
deemable paper is the ideal money at all times, the actual iSsue of 
such currency has usually been ~e result of pressing financial 
needs' on the part of governments. The issuers of the currency 
have sought to justify their acts as emergency measures, partic
ularly as a means of meeting the financial exigencies of war. In 
our own history, in addition to the early Colonial and Revolution
ary experiences, both the South and the North during the Civil 
War issued large quantities of paper with which to meet the im
mediate requirements of government. European governments 
have followed similar practices. 

Inflation 01 the paper cu"ency 's usually occasioned by 
budgetary difficulties. When government revenues from taxation 
or from loans are not sufficient to meet unavoidable current obli
gations, there is no other practical alternative to the issue of 
money of one sort or another. This has been the case from the 
very beginning of organized government. The method of procur
ing the Dl()ney required by the government has, however, varied 
from age to age. 

The kings of the Middle Ages procured for the royal treasury 
the funds required, by periodically calling in the" coins of the 

• Principles of Political Economy. 
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realm, reducing their weight or fineness, and then returning them 
to tne channels of circulation at the same old face value. In those 
days taxation machinery was ineffective and there was no large 
supply of liquid funds available; hence, debasing the currency 
was often the only practical means of procuring the money with 
which to defend the realm from foreign invaders. 

The kings have been roundly scolded by historians for their 
nefarious practices. But we, the people, have followed the same 
practice since we have been rid of the kings. In the French Revo
lution, in the American Revolution, and in our own Civil War, we 
had no more regard for the sanctity of the established currency 
than did the kings of the earlier days. It is true that we did not 
debase the metallic currency; instead we had learned the advan
tages of paper money, that is, of government promissory notes. 
We therefore made an improvement upon the kings' methods. It 
was less costly to issue irredeemable paper notes, and. once the 
printing presses were in good working order, it was much quicker 
than tampering with the metallic money. 

In the case of the French and American revolutionary gov
ernments there was clearly some justification for the resort to 
paper money. They possessed no effective taxation machinery, 
and well-established bond markets and investment banking in
stitutions had not yet been developed. Hence there were no other 
means of procuring adequate liquid funds for the purposes in 
hand. There was less excuse, it is true, during the Civil War, so 
far at least as the North was concerned; but even here it needs to 
be borne in mind that at that time our investment banking ma
chinery was but little developed, and under all the circumstances 
that existed it is easy to understand why there should have been 
a partial resort to the use of irredeemable paper currency. 

It is interesting to note, however, that in the fifty years pre
ceding the World War it was commonly believed that society had 
learned that it was absolutely essential to keep the fiscal and 
monetary functions of government separate. The fiscal opera
tions of the government constituted one problem; and the main
tenance of a stable standard of value, the issuing of currency for 
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the requirements of trade, constituted anoiher and wholly sepa
rate problem. This was delegated to banking institutions, lest the 
treasuries fall into temptation. 

. Then came the world-conflict. Every belligerent nation of 
Europe, under the tremendous pressure of the war's financial re
qUirements, again descended from grace. As the kings of the 
fifteenth century had dope when the enemy was at the gates, the 
people of the twentieth century again debased the currency in or
'der to get the indispensable revenues required. The methods, 
however, showed a still further refinement; for now, in the 
main, instead of mutilating the metallic currency or issuing gov
ernmeIJt promises to pay, the banks-theoretically independent 
-were called upon to do the issuing. The metallic currency was 
indeed accumulated in the coffers of the banks, but it was found 
more effective to use it there as a basis for note issues than to re
turn it reduced in size.and fineness to the channels of circulation. 

The United States did not resort to the issue of irredeemable 
paper currency during the war; but there is little doubt that, if 
the struggle had continued for two or three more years, this coun
try could not have avoided currency depreciation. Indeed, as it 
was, the Federal Reserve managers found it a matter of expe
diency to formulate their policies in the light of Treasury require
ments. (See discussion in chap. xxvi.) 
. Since the World War many ~uropean countries have contin

ued to issue currency as a means of covering budget deficits. For 
example, in. consequence of demoralized financial conditions, 
Germany and numerous countries of Central and Eastern Eu
rope found it quite possible to obtain by means of bond issues the 
great sums required; and a resort to the banks, through the 
sale of short-time promises to pay, was the only alternative to in
solvency. The process involved the government's giving its short
time promissory notes to the banks in exchange for bank notes 
-~hich pass as legal tender currenCy, notwithstanding the fact 
that they are not redeemable in gold. The ultimate effects upon 
the German currency are indicated in the table on page 2 S. Be
low is a reproduction of a Reichsbank Dote for 100,000,000,000 
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marks, worth at the time of issue a little over two cents in Amer
ican money. 

It is not uncommonly assumed by the administrators of pub
lic finance that budget deficits can have no effect upon'the cur
rency so long as they are covered by the issue of bonds rather 
than by the exchange of government notes foe legal tender bank 
notes. As a matter of fact, however, these bonds may be pur
chased by the banks, or by individuals who borrow from the 
banks on these bonds as collateral, with resultant effects similar . 
to those following the issue of government notes for bank notes. 

GERMAN "SMALL CH.>\..~GE" IN 1923 

(See discussion, chap. xxvi, sec. i.) Moreover, if persisted in, the 
process will eventually lead to an exhaustion of the government's 
borrowing capacity and necessitate a resort to direct borrowing 
of bank notes. The stability of the currency can be preserved 
ultimately only if budget deficits are eliminated. 

The striking feature of the history of paper money is that 
. once an ~ue is started it becomes well-nigh impossible to prevent 
an almost indefinite increase. Let the first step be ever so hesi
tant, when once it has been taken other issues are almost certain 
to follow in rapid succession until the entire monetary system is 
deranged and the stability of the pecuniary unit in which prices 
are expressed is completely undermined. The effects of an issue of 
irredeemable paper currency have always been disastrous in the 



86 fINANCIAL ORGANIZATION 

end, resulting not only in grave social injustice, and in a general 
disruption of financial and business activities, but also in unset
tling the customary ethical concepts which lie at the very basis of 
modern commercial life. Some of these effects were noted above 
in the chapter on "The Standard for Deferred Payments." 

III. METHODS 'OF REGULATING PAPER CURRENCY 

The following methods have been used in regulating issues of 
government paper currency: 

I. Full specie reserve methlid.-By this method the issuing 
government retains in its coffers metallic money equal in amount 
to the paper issued. The paper is thus a true representative cur
rency, serving merely in lieu of so much specie. 

2. Percentage specie reserve method.-With this method a 
specie reserve equal to a certain fixed percentage of the paper 
must be held by the issuing government. The amount of paper 
may be changed with changes in the amount of reserve. 

3. Minimum specie reserve method.-A certain fixed mini
mum quantity of specie is held as reserve, and the paper out
standing against this mayor may not be increased or decreased. 

4. The uncovered issue method.-A certain fixed amount of 
paper may be issued,.s"ecured by bonds, etc., and beyond this 
amount any quantity may be issued if backed by a full specie 
reserve. 

5. The elastic uncovered issue method.-This method dif
fers from the foregoing only in that the uncovered issue may be 
extended in time of emergency. 

6. Property reserve method.-Land or other real estate, or 
personalty such as bonds, stocks, etc., may be used ~ security. 
for government paper currency . 

. 7. Revenue payments method.-A free issue of paper mon
ey which relies on its acceptability for taxes in lieu of coin to 
keep up its value. 

8. The deferred convertibility method.-Notes may be is
sued promising to pay metallic money at some future date, either 
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definitely fixed or dependent upon political or other contingent 
events. 

9. Fiat method.-The government may give freely issued 
paper full legal tender power and command its acceptance in pay
ment of all obligations. It is irredeemable. 

10. Limited issue method.-A fiat issue may be definitely re
stricted in amount in order that an active demand may prevent 
depreciation. 

I I. Force-oj-habit method.-An issue once redeemable may 
circulate by force of custom after the government has been ab
solved from the obligation of redemption. 

Of these various methods of maintaining the value of paper 
currency the first five are the ones now most commonly used in 
the important commercial countries of the world. Of those which 
do not involve a full specie reserve, the second, third, and fourth 
are the most frequently employed at the present time. The vari
ous methods used in the United States at the present will be 
shown in the section which follows. It remains to state that while 
this chapter is devoted only to government paper currency, some 
of the methods of regulation here outlined are worked out through 
banking institutions. 

IV. FORMS OF GOVERNMENT PAPER CURRENCY IN 
THE UNITED STATES 

The forms of government paper currency in the United States 
at the present time and the main facts as to their nature and his
tory are as follows: 

a) Gold certificates .-Gold certificates are mere claim checks 
to like quantities of gold held in the Treasury. These certificates 
date back to the Civil War period. The inconvenience of gold for 
everyday exchange transactions led to an authorization by the 
Secretary of the Treasury to receive gold in sums of not less than 
twenty dollars and to issue certificates in its place. None may be 
issued in a denomination of less than ten dollars; and at least one
fourth of the certificates shall be in denominations of fifty dollars 
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or less. They are designed to meet the needs of our large mone
tary transactions. 

b) Silver certificates.-The use of silver certificates, which 
are claim checks to silver deposited in the Treas!Jry, was author
ized by the Bland-Allison Act of 1878. Silver currency was re
dundant and the purpose of authorizing the issue of certificates 
was to encourage the circulation of silver, in substitute form. By 
the law the Secretary of the Treasury is required to accept any 
quantity of silver, in sums not less than ten dollars, and to issue 
as substitutes therefor silver certificates in denominations of ten 
dollars and less. . 

c) Treasury notes o/.l890.-These government notes were 
issued as a means of purchasing silver bullion under the terms of 
the Sherman Silver Purchase Act of 1890, repealed in 1893. In 
1893 there were $153,931,002 outstanding, but ·these notes are 
now canceled as fast as received at the Treasury, and are there
fore gradually disappearing from circulation. There were out
standing on August 31, 1929,·onIy $1,279,600. Their place has 
been taken, directly, by silver. dollars coined from the bullion 
originally purchased with the notes. Indirectly their place is filled 
in the channels of circulation by silver certificates issued as repre
sentatives of silver dollars held in the Treasury. 

d) United States notes .-U nited States notes, or greenbacks, 
were first issued during the Civil War to meet the expenses of the 
government. Since 1878 there have been outstanding $346,-

. 681,016. They are backed by a cash reserve of $150,000,000, 
held as a sp'ecial fund in the Treasury. The amount of these notes 
never increasesor decreases, since the law provides that any notes 
redeemed in cash at the Treasury shall be promptly reissued. 
They have usually been issued in five- and ten-dollar denomina
tions; but because of the dearth of small bills that was "occasioned 
by the great increase in prices, and hence in the quantity of money 
required to carry on our trade and business operations during the 
war, they have since been issued in one- and two-doIIar denomi
nations as well. 
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V. REDEMPTION OF UNITED STATES 
PAPER CURRENCY 

The provisions governing, the redemption in specie of the va
rious forms of government paper currency in the United States at 
the present time are as follows: 

United States notes are redeemable in United States gold 
coin in any amount by the Treasurer and all the Assistant Treas
urers of the United States. 

Treasury notes of 1890 are redeemable in United States gold 
coin in any amount by the Treasurer and all the Assistant Treas
urers of the United States. 

Gold certificates, being receipts for gold coin, are redeemable 
in such coin by the Treasurer and all Assistant Treasurers of the 
United States. 

Silver certificates are receipts for standard silver dollars de
posited, and are redeemable in such dollars only. 

VI. LEGAL TENDER PROVISIONS OF UNITED 
STATES PAPER CURRENCY 

The legal tender provisions applicable to the various forms 
of United States paper currency at the present time reflect the 
exigencies of our financial history. SOine of the "exceptions" 
which were important at one time or another are now of no sig
nificance. 

United States notes, or greenbacks, are legal tender for all 
debts, public and private, except duties on imports and interest 
on the public debt. These exceptions were an outgrowth of Civil 
War financial exigencies. Since the greenbacks were depreciated 
in value, to have made them legal tender for interest on govern
ment bonds would have made it impossible to sell bonds except at 
a tremendous discount. And since the government elected always 
to pay interest on government bonds in specie, it was necessary 
to insist that the customs duties, the principal source of revenue, 
should be paid in specie rather than in depreciated greenbacks. 
Upon resumption of sp~e payments on January I, 1879, the 
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United States notes, then at a parity with gold, were, by Treasury 
order, made acceptable in payment of duties on imports. The 
wording of the original law, however, has not been changed. Since 
they are now at a pa.x:ity With gold; it is obvious that the restric
tion on their use in the payment of interest on the public debt is 
also a dead letter. 

Treasury notes oj 1890 are legal tender for all debts, public 
and private, except where otherwise expressly stipulated in the 
contract. They are thus on exactly the same basis as the standard 
silver dollars·. 

Gold certificates were not given a specific grant of power in 
the settlement of private debts until 1920. But, since they were 
always receivable for public dues and were redeemable in gold, 
no one had any occasion to refuse to accept them; indeed, few 
people ever realized that they were not legal tender. The belated 
grant of legal tender power is therefore only an act. of supereroga

. tion. Silver certificates have never been made legal t.ender. 

QUESTIONS FOR DISCUSSION 

I. What are the chief arguments for: (a) representative paper currency? 
(6) fiduciary convertible paper? (e) fiat or irredeemable paper? Do 
you think these arguments are sound? 

2. Over which kind of paper money do you think the greatest controversy 
has been waged? 

3. Is there a genuine saving of interest from the use of convertible fiduciary 
paper? 

4. "An issue of paper currency by a government is a forced loan." Explain. 
5. When irredeemable paper is given legal tender power and the paper is 

not at a parity. with the standard metallic currency, will prices be made 
in paper or in the standard metal? Why? 

6. What would be the effect of an irredeemable paper standard upon (a) 
time contracts? (b) business risks? (e) business activity? (d) the dis
tribution of income? 

7. Can paper money have any value if it is not redeemable, either immedi
ately or ultimately? 

8. "Value is dependent upon cost of production, and the cost of producing· 
paper money is virtually negligible; therefore the value of paper money 
must be virtually negligible." Criticize. 

9. "Paper money is all right in theory; but it will not work in practice." 
Discuss. 



VII. CIRCULATION STATEMENT OF UNITED STATES MONEY, AUGUST 31, 1929 

HELD BY FEDEItAL 
IN CmCULAnON 

STOCK O' Hp'.LD IN mE KIND 0. MONEY MONEY· TUAStJRV RESERVE BANKS 
AND AGENTS Amount Per Capita 

Gold coin and bullion ............. 54,359,573,833 $3,313,867,°49 $ 681, 103,794 $ 364,602,990 $ 3. 04 
Gold certificates .................. (1,234,974,009) t ................ 347,871,93° 887,102,°79 7·39 
Standard silver dollars ............ 539,960 ,849 488 ,589,194 8,316 ,868 43,°54,787 .36 
Silver certificates ................. (481 ,387,355)t ................ 70 ,093,977 4II , 293 ,378 3·43 
Treasury notes of 1890 ............ (1,279,6oo)t ................ ................ 1,279,600 .01 
Su~sidiary silver. .............. .'. 3°5,156 ,712 3,787,584 15,099,000 286,270 ,128 2·38 
Mmorcom ...................... 121,161,88Q 2,197,225 2,979,822 II5,984,842 .97 
United States notes ............... 346 ,681,016 1,049,023 96 ,962 ,342 248 ,669,651 2.07 
Federal reserve notes .........•.... 2,336 ,915,235 1,123,950 493,243,87° 1,842,547,415 15·35 
Federal reserve bank notes ......... 3,557,901 8,138 10,653 3,539,IIO .03 
National bank notes ........•..... 687,95°,563 20, 01 5,227 32,420 ,403 635,514,933 5. 29 

Total August 31, 1929 ..•..... 58,700 ,957,998 $3,830 ,637,390 $1,748 ,102,659 54,839,858 ,913 $40.3 2 

Comparative totals: 
June I, 1924 ................... $8,750,765, 284 $4,218,274,27ot $1,313,268,668 S4,815,40I ,455 $42.78 
November I, 192o .............. 8,326,338,267 2,406 ,80I,772t 987,962 ,989 5,628,427,732 52.36 
April I, 1917 ................... 5,312 , 1°9,272 2,942,998 ,527t 953,3 20 ,126 4,100,590 ,704 39·54 
July 1,1914 ................... 3,738 ,288,871 1,843,452,3 23t ................ 3,402,015,427 34·35 
January I, 1879 ................ 1,0°7,084,483 212,4 2O ,402t ................ 816,266,721 16.92 

• Includes United States paper currency in circulation in (oreign countries. 
t These amounts are not included in the total since the money held in trust against gold and silver certificates and Treasury Dotes of 1800 is included 

under gold coin and bullioD and standard silver dollars, respectively. 
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10. "The lesson of America's fight against paper currency should never be 
lost to the instructors of youth or the statesmen of this country. The 
only way to make infiationism truly dangerous is to be afraid of it. 
Once the calm, unfaltering eye of courageous reason is fixed on the sav
age thing that would rend the nation, it shrinks back o'ermastered to 
its lair." This was written in 1893. Do you agree? 

II •. As a practical matter is it possible to avoid the use of irredeemable cur
rency in time of war? 

12. Of the various methods employed for maintaining the value of paper 
money without specie redemption, which do you regard as most effi
cient? 

13. Of the various methods of maintaining the convertibility of paper 
money, which do you think preferable? 

14. Which of these methods of regulating paper currency are now used in 
the United States? 

IS. Upon what does the value of the silver certificate depend: (II) imme-
diately? (b) ultimately? 

16. Upon what does the value of the gold certificate depend? 
17. What percentage of trust or credit is there in the United States notes? 
18. How is it possible to redeem $346,681,016 of greenbacks when the fund 

available for the purpose is only $150,ooo,ooo? 
19. What other forms of our currency, besides the United States notes, are 

based in part on faith? 
20. Can you lay down any general rule as to the proportion the standard 

money should bear to the entire monetary stock of a country? 
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CHAPTER VII 

THE NATURE AND FUNCTIONS OF CREDIT 
With this chapter we pass from a study of the nature and 

functions of money to a consideration of the part that credit plays 
in tIle general economic organization. The great importance of 
the institution which we loosely call "cr~dit" finds emphasis in 

. such common expressions as: . "modern industrial society is a 
credit society"; "credit is the heart and core of the industrial sys
tem"; and "credit is the life-blood of commerce and industry." 
What is the nature of this striking phenomenon? In what does its 
great service consist; and why, precisely, does it occupy so prom
inent a position in the economic system of today? It is the pur
pose of the present chapter to consider the nature of credit opera
tions, to study the numerous types or classes of credit that exist 
today, and to indicate in a general way the significance of the in
stitution of credit from the point of view of economic organiza
tion. It will be the task of the remainder of the volume to disclose 
in greater detail the economic functions 'of credit and to indicate 
the services that are rendered by the numerous types of financial 
instruments and institutions which have been developed in order 
to facilitate credit operations. 

I. THE NATURE OF CREDIT 

In simple business parlance, credit involves merely getting 
something now and paying for it later. It is synonymous with 
borrowing, the essential element in credit operations always be
ing the postponement of payment for something that has been re
ceived. It is important to bear in mind that the thing loaned (on 
credit) may be either commodities or funds. Goods sold on time· 
involve credit; indeed, we usually say that such goods are sold 
"on credit." Such goods may be paid for by a return of goods in 
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kind; though under modem conditions the obligation is usually 
settled by money payments. Money loaned by a bank or other 
financial institution, or by one individual to another, similarly in
volves a future payment, the credit consisting in allowing the in
dividual to have the use of funds which he is to return at a later 
time. 

Practically all credit operations are expressed in terms of the 
pecuniary unit. It may also be observed that it is in connection 
with credit, or borrowing operations, that the standard of de
ferred paymentS, discussed in chapter ii, finds its function in in
dustrial society. 

While credit is thus closely !lSSOCiated with the monetary sys
tem, it should not be confused with money, and the reader should 
be especially careful to distinguish between credit and credit in
struments, which will be discussed in chapter viii. Credit is a 
lending operation involving, as already seen, a postponed pay
ment; credit instruments, on the other hand, are the written evi
dences of antecedent credit operations, that is, of the agreement 
to pay at a future date. It is credit instruments, not credit, as will 
be seen in the following chapter, that serve as important media of 
exchange. 

II. THE V WOUS KINDS OF CREDIT 

From the point of view of the institutions or individuals util
izing credit, the various types or kinds of credit oPerations that 
exist in the modem world have been classified as follows: public 
credit; capital credit; mercantile credit; individual or personal 
credit; and banking credit. 

By public credit is meant chiefly the borrowing operations of 
governments, whether national, state, or local, through the issue 
of securities. The government typically promises to pay interest 
semiannually and to meet the principal at some stated future 
date. The funds borrowed are commonly devoted to public enter
prises which involve large initial outlays and the benefits of which 
are to be spread over a period of years. National governments of 
course often borrow for war purposes. 
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By capital credit, or industrial credit, to employ another. 
term, is meant the credit used by manufacturing and producipg 
corporations in procuring the necessary permanent capital re
quired for their operations. The corporation agrees to return to 
the purchaser of its bonds at some future date the equivalent of 
the funds borrowed, with interest. The purchaser of stocks also 
in a sense loans funds to the corporation ·with the understanding 
that he is to receive dividends in the future (if earned) and ulti
mately, if the business is liquidated, his share of the capital. It is 
the usual practice to exclude from capital credit the investments 
that are made by individuals in a business largely their own, such 
as a partnership. 

Mercantile credit is the term applied to the borrowing opera
tions of jobbers, wholesalers, commission merchants, and retail
ers in connection with the movement of goods from first producer 
to ultimate consumer. Another term sometimes used synony
mously with mercantile credit is commercial credit. The distincJ 

tion between commercial and other forms of credit is made clear 
in the section which follows. 

Individual or personal credit obviously takes its name from 
the fact that it is connected with individuals rather than with 
public or private corporations. Individuals borrow money from 
acquaintances and from financial institutions for a wide variety 
of purposes;. and, more important, they purchase consumptive 
goods on time from retail stores. In cities the goods thus bor
rowed are usually paid for a~ the end of each month, except in 
cases where they are sold on the instalment plan. But in the rural 
communities the settlements are made at much longer intervals, 
usually at crop-selling times, when the farmer's ship comes home. I 

Banking credit relates to the process by means of which 
banking institutions are enabled to attract the funds of depositors 
and to make loans and create obligations payable on demand, 
that are not backed by a dollar-for-dollar cash reserve. This will 
be discussed fully in subsequent chapters. 

1 This practice is becoming less common, however, as f~rming becomes 
better organized. (See chap. xxvii.) 
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III. INVESTMENT, COMMERCIAL, AND 
CONSUMPTIVE CREDIT 

Apart from the borrowing or credit operations of partic
ular institutions, such as governments or private corporations, 
three distinct types of credit operations may be distinguished, 
namely: investment, commercial, and consumptive credit. This 
classification regards .credit from the point of view of the uses to 
which the funds borrowed are devoted,' and thus is concerned 
with the means by which the obligations created are to be met at 
maturity. 

In'IJe$tment credit is that which is used in connection with 
the development of business enterprises, such as railroads, fac
tories, workshops, stores, farms, mines, etc. The funds borrowed 
are used mainly for the creation of "fixed" or durable forms of 
capital goods; hence the term "fixed capitaI." In consequence of 
the productivity of capital goods, the boo-ower plans to pay the 
principal of the loan out of the accumulated earnings of the busi
ness over a period of years; and accordingly, the credit instru
ments employed usually call for payments a good many years 
later. 

Commercial credit is that employed in financing the pro
duction, manufacture .. and marketing of goods, in operating an 
establishment as a going concern. In contrast with the case of in
vestment credit, the borrower is here usually in a "osition to re-

. pay his loan in a very shon. period of time. A concrete case will 
serve to illustrate the difference. Mr. X, a wholesaler, borrows, 
let us say, $10,000 from the bank and purchases a stock of goods 
with the money. In the course of two months he seIls these goods 
for $12,000, or at a gross profit of 20 per cent, the goods pur
chased being the direct means of liquidating the loan. Similarly, 
the manufactUfer, Mr. Y, borrows $20,000 with which to operate 
his plant and equipment. ~n the course of three months, say, he 
has produced and sold $25,000 worth of goods, thus being en
abled to repay his loan directly from the uses to which the bor
rowed funds were put. 
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The borrower for investment purposes, on the other hand, in
vests $10,000 in a factory. He does not contemplate selling the 
factory within a few weeks or months; on the contrary, he expects 
to use it for many years as the basis for his manufacturing enter
prise. Ten years or more must usually elapse before the accumu
lated profits will permit the repayment of the principal of the 
loan. Investment credit furnishes capital for the development 
and maintenance of industries. Commercial credit provides funds 
for running or operating business establishments engaged in the 
producing, manufacturing, and marketing of goods: It is by 
means of the former that the business manager assembles land, 
labor, and materials, and constructs permanent and durable cap
ital goods; it is by means of the latter that the business manager 
assembles labor, supplies, and materials, and produces and mar
kets the consumptive goods required by society. 

Consumptive credit involves the granting of loans or the sell
ing of goods on time to individuals who use the money or the goods 
received in satisfying consumptive wants. If the obligations thus 
created are met at maturity, it will not be because the funds or 
property borrowed were devoted to productive uses; it will be be
cause the borrower has other sources. or" income. Such. credit, 
therefore, usually involves somewhat greater risk of non-payment 
at maturity, particularly of prompt payment, than does either 
investment or commercial credit.z 

IV. THE BASIS OF CREDIT 

There has been a great deal of discussion, participated in by 
both economists and practical credit men, concerning the essen
tial basis of a credit or borrowing operation. Some writers on the 
subject have stoutly iDsisted that confidence is the basis of all 
grants of credits; that if one did not have confidence that the bor
rower would repay a loan he would never think of making the 
loan, save on grounds of friendship or philanthropy. Others have 
held that property, rather than confidence, is the basis of all genu-. 

I For a consideration of consumptive credit see chap. xxix. 
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ine credit transactions. And still others insist that character is 
the essential factor; while some recent writers have indulged a 
propensity for alIiteration by stating that the bases of credit are 
character, capital, and capacity; or the man and the means; or 
reliability and resources. 

Without attempting to enter into a discussion of the reasons 
for these different statements of the basis of credit, we presenta 
tabular exhibit of matters commonly investigated by competent 
credit men which indicates that while confidence must exist be
fore a loan will be granted, such confidence has its basis in a 
knowledge both of the borrower's financial standing and ability 
and of his personal integrity. The things that are usually inves
tigated may be grouped in two general classes as follows: 

. PERTAINING TO THE :MAN 

a) Record for honest dealing 
b) Personal attributes 

I. Gambling and drinking ten
dencies 

2. Political and other "outside" 
activities 

3. Style of living, including 
wife's ambitions 

c) Ability 
I. Common sense and shrewd-

ness . 
2. Education and technical tiain

ing 
3. Age and general experience 
4. Success already a!tained 

PERTAINING TO THE BUSINESS 

a) Ratio of quick assets to current 
liabilities 

b) Amount of capital invested and 
property owned 

c) Earnings of business 
d) Character and rate of turnover 

of stock 
e) Location of business 
f) Character of the business organ

ization 
g) Insurance carried 
h) Nature and intensity of the com

petition 

This list of factors is by no means inclusive; it is designed 
merely to be suggestive of the character of the investigation that 
must be !pade if credit is to be conservatively extended. It will be 
noted, also, that the points raised in the parallel columns are not 
entirely unrelated. A man of excellent business ability, for in
stance, would be practically certain to have a proper ratio of 

.quick assets to current liabilities, substantial earnings, etc.; and, 
on the other hand, if it were found that a business was poorly 
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equipped and managed, there would be a definite reflection upon 
the manager's business capacity. Investigation, both of the man 
and of the business, usually serves, however, to furnish a more 
adequate basis for a sound judgment than investigation of either 
one alone. 

One may conclude from this brief analysis that before decid
ing to extend credit one should have confidence, first, in the abil
ity of the borrower to pay as promised, and, second, in his wiIling
,ness and intention to pay. One is a matter of property and 
business ability; the other a question of honesty and business 
integrity. The basis of credit may be diagrammatically presented 
as follows: 

{

I. 

Credit ___ Confidence____ 2. 

Character of man 
(Intention to pay) 

Character of busiIiess3 

(Ability to pay) 

v. THE SIGNIFICANCE OF CREDIT 

While the economic significance of the credit system cannot 
be adequately discussed in the present chapter, a few of the ways 
in which credit is of assistance in the conduct of modern affairs 
and some of its broader social aspects may, however, be sug
gested. 

Credit enables governments to obtain possession of funds 
with which to meet pressing emergencies, when no other means 
are available. It also enables individuals to surmount temporary 
difficulties or embarrassments. For example, it makes possible 
the purchase of goods for consumptive requirements pending the 
receipt of income; it permits the purchase of a home before the 
entire purchase money is in hand; and it makes possible the ac
quisition of an education on borrowed funds. 

Credit makes it possible for honest and capable men without 
capital to secure the funds required for the conduct of modern in
dustry. Similarly, it enables people with funds in excess of their 

S Collateral security is also often required. See pp. 35Hz. 
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immediate needs to lend the surplus to capable men of affaiJ:s who 
utilize them in productive activities. This proc~ of lending 
funds tends to shift "capital" from the hands of those who have 
not the desi~e or the ability to make use of capital to those who 
are willing and able to assume the risks of business enterprise. 
The result is a more effective utili1;ation of the national resources. 

The ability to borrow makes it possible for the business man
ager to adjust the volume of his capital to the varying require
ments of business. When the demand for his products is very. 
large at certain seasons and in certain years of extraordinary 
business activity, he may enlarge the volume of output by bor
rowing additional working capital and in dull seasons and years 
he may reduce the volume of capital employed. This expansion 
and contraction of loans, as we shall later see, finds r~ftection 
in the condition of the commercial banking institutions which 
constitute the foundations on which the credit structure is 
reared.' 

Witp reference to the broader aspects and relations of the 
credit system, it may be pointed out that its development has de
pended upon the growth of three things: first, a sense of business 
morality, or what may amount to the same thing, a recognition 
of the fact that honesty is the best policy; second, a relatively 

. stable monetary standard for deferred payments; and third, a 
legal system designed to safeguard the rights of individuals and 
to enforce a prompt fulfilment of contracts. The evolution of 
these three supports. of the credit system has been one of the most 
significant features of the transformation from medieval to mod
ern industrial society. All of these developments have been very 
closely interrelated; moreover, each has contributed to, and each 
has been accelerated by, the growth of the credit ~ystem. 

The institution of credit has made possible the growth of 
large-scale business enterprise and, in tum, the specialized indus
trial ~ociety of the present time. For the moment industry passed 
beyond the handicraft stage, each enterprise usually required a 

• S~ chap. xxii 
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volume of capital greater than could be furnished by the pro
prietors. Accordingly borrowing became an indispensable hand-' 
maiden of business. The growth of the capitalistic (profit-mak
ing) system of industry has, moreover, been marked by an ever 
enlarging scale of business enterprise, instituted, under the com
petitive regime of the eighteenth and nineteenth centuries, in 
the expectation of obtaining larger profits through enlarged out
put, decreased costs of production, and lowered selling prices. 
The various stages in the transformation from the medieval non
profit-making household economy to the twentieth-century cap
italistic industrial system are outlined in chapter xi. It need 
merely be noted here, therefore, that the steadily expanding scale 
of both industrial and commercial undertakings is dependent 
upon ever enlarging aggregations of capital, the assembling of 
which has been made possible only by a great extension of the 
credit system, whereby funds might be raised for a given enter
prise from a veritable multitude of individual investors. Small 
accumulations of capital which could not be effectively utilized 
by their owners are thus joined with other accumulations and 
placed under the control and management of individuals who are 
able to make,the most effective use of capital resources. 

Since neatly every business enterprise is nowadays in greater 
or lesser degree dependent on the use of borrowed funds, it is not 
difficult to understand why writers should stress the importance 
of credit in the extravagant terms noted in the introductory para
graph of this chapter. Credit is in truth a pervasive, fundamental 
institution-one that is indispensable to the conduct of a capital
istic industrial system. 

QUESTIONS FOR I5ISCUSSION 

I. Give a definition of credit. 
2. What is the difference between credit and credit instruments? 
3. Do you know of any businesses that do not borrow at all ? 
4. Give concrete illustrations of borrowing operations that take the form 

of the borrowing of actual goods. Are the operations settled by a re
tum of goods in kind? 
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5. Give concrete illustrations of borrowing operations that take the form 
of the borrowing of money or "funds." 

6. With what function of money is credit most closely associated? 
7. What are the bases for the two different classifications of credit given in 

the chapter? 
8. Which classification do you regard as more significant? Why? 
9. What is the essential distinction between commercial and investment 

credit, that of the length of time for which the credit is extended or the 
use to which the funds borrowed are devoted? 

10. What is the explanation 'of the fact that investment credit usually runs 
for long periods of time and commercial credit for short periods? 

II. Tum to the chart on page 158 and indicate where commercial credit 
might be placed. 

12. Where would "capital" or "industrial" credit appear on the chart? 
. Where would "mercantile" credit appear? 

13. Would consumptive credit ordinarily be extended for a shorter or longer 
period than commercial credit? Why? 

14. Does consumptive credit appear upon the chart on page IS8? 
IS. What is meant by the statement that the "basis of credit is tonfidence"? 
16. As a business proposition, would you lend a man funds on the strength 

of his moral character alone? 
17. As a business proposition, would you lend funds to a man on the 

strength of his ability to pay alone? 
18. Which do you regard as more important in credit, the character of the 

man or the character of the property security? 
19. "The law's delays and the law's circumventions permit pl"operty to melt 

away, but the element of personal honesty and the quality of efficiency 
do not change with time." If you agree would you conclude that ability 
to pay is less important than determination to pay? 

20. In the case of public credit, is there any property basis for credit? 
21. Is there ever any doubt of the intention and willingness of a government 

to pay? 
22. Why do some governments have to pay higher interest rates than 

others? 
Z3. Is the basis of capital, or industria1, credit confidence in the manage

ment or in the property of tlae corporation? 
24- When.a retailer advertises: "Your credit is goodi cash payments not 

required," on what is he basing his belief that his customers will prove 
reliable? 

25. When a small-town retaIler sells goods on credit, does he make any in
vestigation of the borrower? 

26. When Marshall Field and Company extend credit to a lawyer, aDowing 
him to pay his bills monthly, what is the basis of the credit? 
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27. What, in general, is the basis of consumptive credit? 
28. Do you think it true that large-scale business enterprise would not be 

possible without the institution of credit? 
29. Could we have a specialized industrial society without credit? 
30. In what way would you say that the institution of credit lessens the cost 

of producing goods? 
31. Draw up a statement showing how the institution of credit has made it 

easier for society to satisfy its wants. 
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CHAPTER VIII 

CREDIT INSTRUMENTS 
The borrowing or credit oPerations of modem society are evi

denced by written documents, drawn up in legal form, and known 
as credit instruments. As has already been noted, the term "cred
it" is often loosely employed in such a way as to give the impres
sion that credit is a form of currency. It is not credit, however, 
that is used as a form of currency; it is rather the instruments 
which are the written" evidences of antecedent credit operations 
that serve as media of exchange. In the present chapter we shall 
consider the various types of credit instruments which are em
ployed in modem credit operations and discuss the deyelopment 
of certain legal principles which have made possible the effective 
use of these instruments in transferring the ownership of wealth. 

As" is indicated in"the diagrams on pages ISS and 158, the 
capital of modern businesses is usually divided into two classes, 
fixed and working. The financial instruments that are used in 
evidencing the loans made in the raising of fixed capital are usu
ally called !'investment credit instruments"; while those evidenc
ing borrowed working capital are known as "commercial credit 
instruments." We shall consider the various types of instruments 
that fall within each class. 

I. INVESTMENT CREDIT INSTRUMENTS 
The three principal types of investment credit instruments 

. are bonds, stock certificates, or shares, and short-term notes. An 
-explanation is perhaps necessary for designating a share of stock 
as a credit instrument; for from a certain point of view a share
holder is legally not a creditor of the corporation but a joint own
er in the enterprise. He receives income from his shares only in 
case the earnings are sufficient to permit or warrant the "payment 
of diVidends. The bondholder, on the other hand, is legally a 

10 4 
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creditor of the corporation and is entitled to interest on his invest
ment, regardless of the volume of earnings. , 

Although the stockholder is legally not a lender of funds to 
the corporation, but a part owner in the enterprise, he is never
theless for all practical purposes commonly an "outsider" lending 
his funds in anticipation of a return. The rank and file of invest
ors in stocks are not, in fact, actively interested in the manage
ment of the concern. Indeed, it is a rare thing for any but a rela
tively small group of insiders to exercise their voting prerogatives. 
The familiar expres~ion, "Shall I invest in stocks or bonds?" 
indicates clearly enough that in a majority of instances the pur
chaser makes nQ differentiation between stock and bonds, save as 
to relative' certainty of income and chance of enhancement in 
value. 

A mortgage security does not guarantee against loss. The 
fa,ct that a bond is usually secured by a mortgage on the property 
does not insure that the bondholder cannot lose on his invest
ment. In the event that earnings are not sufficient tq pay interest 
on bonds, the bondholder may foreclose under the terms of the 
mortgage and take possession of the property; but an enterprise 
whose earnings are insufficient to permit the payment of interest 
on its bonds could not ordinarily be sold at a price which would 
equal the amount of the bondholder's investment-whatever 
may have been the evaluation originally placed upon the proper
ty. Nor is there any assurance that the bondholders can conduct 
such an enterprise at a profit; indeed, there is a certainty that 
they cannot do so when the mortgage is against only a portion of 
the corporation's property. In the event that interest on bonds is 
not paid, it is therefore usually wise to effect a financial reorgani
zation, by means of which the amount of outstanding bonds is 
reduced by converting some of the bonds into stock. It is thus 
apparent that in the last analysis the safety of both bonds and 
stock depends upon the earning power of the corporation. It re
mains true, however, that bonds are usually the more conserva
tive investment by virtue of their prior claim to earnings. 

There are numerous kinds oj bonds. The terminol~gy em-
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ployed in describing the many different types of bonds that are 
in use nowadays ~ quite baffling to the layman. For instance, a 
certain bond is described as follows: a 5 per cent railroad collat
eral trust, refunding, registered, coupon, gold bond. The whole 
matter may be greatly simplified by classifying bonds from cer
tain points of view as follows: (I) the nature of the issuing cor
poration; (2) the purpose of the issue; (3) the conditions govern
ing the payment of interest or principal; and (4) the character 
of the security. 

The most important subc1asses1 under each of these head
ings are as follows: 
I. The nature of the issuing corporation 

a) Government bonds--national, state, territorial, county, city, toWD
ship, sebool district, etc. 

b) Corporation bonds--transportation, public utility, industrial, rec· 
lamation, real estate, timber, etc. 

2. The purpose of the issue 
a) Construction bonds 
b) Improvement bonds 
c) Refun~g bonds 
d) Equipment bonds 

3. The conditions governing the payment of interest or principal (classi
fication here is dependent upon the legal provisions governing payment 
of principal and interest) 
a) Participating bonds 
b) Profit-sharing bonds 
c) Registered coupon bonds 
d) Gold bonds 
e) Premium bonds 
f) Serial bonds 
g) Callable bonds 
h) Cenvertible bonds 

4. The character of the security 
a) First mortgage 
b) Second mortgage 
c) Collateral trust 
d) Debenture 

I Only the main subdivisions in each case are given. For a fun classi
fication the ~eader is referred to Lawrence Cbamberlain, The Principles of 
Bond Investment, chaps. viii-xi, inclusive. The kind of individual securities 
that might be listed under the various subclasses are legion. 
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In the case of a first-mortgage bond the bondholders have a 
prior claim against property in case the principal or interest on 
the bonds is not paid. Since it is obviously impossible to give 
each bondholder a share of the mortgage, the mortgage is placed 
in trust, and in the event of failure to pay interest the bondhold
ers as a group may foreclose under the terms of the agreement 
and take possession of the property. 

As the name indicates, a second mortgage constitutes a sec
ondary claim. Anything left after payments have been made to 
the owners of the first mortgage may be devoted to meeting the 
claims of the second-mortgage holders. . 

A collateral trust bond is one which is secured, not by real 
estate or other physical property owned by the corporation, but 
by stock or bonds of other companies owned by the issuing cor
poration. This type of security is mainly found in connection 
with railroad companies. The term "trust" indicates that these 
collateral securities are placed in trust with a trust company or 
other trustee. In the event that interest is not paid on such bonds, 
the holder may seize the collateral which is held in trust. 

A debenture bond has no mortgage security, and merely con
stitutes a claim against the property and income of the corpora
tion secondary to that of any outstanding mortgage bond. Its 
claim is, however, prior to that of preferred stock. The debenture 
is often regarded as identical with an "income" bond; but the dis
tinguishing characteristic of the latter form of obligation is that 
in the event income is not earned it does not carry over as an ob
ligation to be met subsequently. 

Convertible bonds have become increasingly popular in re
cent years. The conversion privilege entitles the owner, under 
certain stipulated conditions, to exchange the bond for common 
stock. Such bonds thus combine the advantages of safety with 
the possibility of sharing in profits. In this respect they resemble 
participating preferred stock. 

The short-term note is frequently employed in raising fixed 
capital. The designation "short-term" is employed because the 
notes in question usually run from one to five years rather than 
for long periods, as is the case with bonds. These notes usually 
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have a claim against only the income of the company. According~ 
ly it is customary for payments on the principal to be made serial
ly, that is, a certain percentage of the total debt is paid back 
annually, thus gradually increasing the security back of the loan. 

Short-term. notes are usually issued to meet temporaryemer
gencies. In periods of tight money and high interest rates, or of 
general uncertainty over the industrial future, it is difficult to sell 
long-time bonds on favorable terms; hence it has been found 
exp~dient to sell short-term notes which can be refunded into 
long-term bonds at a more propitious time. Short-term notes are 
also used-and increasingly so--to provide funds for new con
struction under conditions such that the debt can be paid off out 
of earnings within a relatively short period of time. 

There are various types oj stocks. Shares of stock are di
vided into two main classes, preferred and common. As the term 
indicates, preferred stock has a prior claim on dividends and usu
ally, in th~ event of liquidation, on the assets of the business. 
Because of the existence of common stock as a participant in the 
earnings of the corporation, it is obviously necessary to limit the 
extent to which preferred shares may receive dividends. Seven 
per cent is the usual limit . 

. Preferred stock may be either cumulative or non-cumulative, 
participating ,or non-participating. With cumulative stock the 
liividends' which cannot be paid in any year, because of low earn
ings, accumulate in subsequent years as an obligation prior to 
that on common stock. With participating preferred stock the 
owner is entitled to share in the earnings above the 7 per cent 
limit; sometimes it is an equal participation in all earnings above 
7 per cent on the common stock, and sometimes it is above 10 or 
above IS per cent, depending upon the specific terms governing 
the issue. The great number and variety of corporatio~ that 
exist have ·given rise to other variations on these practices, a de
tailed study of which is quite unnecessary for the present purpose. 

Some modern preferred stocks are almost equal to bonds. 
In recent years preferred stock has developed some additional 
features which, now place it more nearly on an equality with 
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bonds in the matter of certainty of income. Provisions such as the 
following are common to what is called "modern preferred stock": 

I. No bonded debt exists nor can any be created without the consent 
of 75 per cent of the preferred stockholders. No stock which has priority 
over, or which is on a parity with, this issue exists, and none can be created 
without the same consent • 

. 2. A cumulative sinking fund of 5 per cent per annum on the greatest 
amount of preferred stock at any time outstanding is created for retiring the 
issue at not more than no .. This increases the equity in the property an
nually and assists in maintaining the market price. 

3. Net total assets must be maintained at 250 per cent and net quick 
assets at 150 per cent of the preferred stock outstanding. 

. 4. No dividends can be paid on the common stock until a reserve equal 
to two years' dividend and sinking fund requirements on the .preferred stock 
has been set up out of earnings, and none can be paid which will impair this 
reserve. 

With these provisions in force the preferred-stock owner is 
in a position, from the standpoint of security, almost equal to 
that of the bondholder. It remains true, however, that in case 
dividends are not paid, the individual shareholder ordinarily has 
no right to take possession of the property of the corporation, as 
has a bondholder under the terms of the usual mortgage. 

The common stock of the corporation merely represents 
claims to such earnings as may be available after the payment of 
dividends on preferred stock. Dividends on common stock will 
accordingly vary widely in amount, depending on the volume of 
the earnings. Since common stock is traditionally speculative 
and uncertain as to dividends, the majority of corporations do 
not hesitate to "pass" common-stock dividends as a matter of 
financial conservatism, even though the earnings might be fre
quently sufficient to pay a moderate-sized return. 

Stock is now being issued without any par val~e. Stock, both 
preferred and common, has usually been issued with a par value, 
most commonly of $100, although often of $50, $25, $10, $5,and 
$1 i it has even been as low as 5 cents in the case of highly specu
lative issues. During recent years, however, many corporations 
have issued stock without any par value. When stock is issued 
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without par value, a certain total number of shares is offered for 
sale, and each will bring in the market a price that is determined 
by the estimated earning power of the corporation. Dividends 
on such stock are paid, not as so many per cent on $100 par value, 
but as so many dollars per share. Stock without any par value is 
of advantage in that it is not so likely to mislead the innocent 
investor, who somehow will persist in believing that a stock whose 
par value is $100 will ultimately be worth $100, even though its 
temporary market price may be below that figure; hence he may 
pay for it more than its real worth. From the viewpoint of the 
corporation the issue of stock without par value is also a means 
whereby opposition to overcapitalization may be circumvented. 

Stockholders'· "rights" are all interesting but liltle-kn01lJ1l 
form 0/ credit instrument. Stockholders' "rights" have arisen out 
of the exigencies of corporate financing. For instance, when the 
existing stock of a corporation is selling at, say, lOS, additional 
capitalization can easily be raised by offering for sale new shares 
at par, or slightly above. But if additional shares are to be offered 
for sale at a bargain, it is only equitable that the existing stock
holders should be given the first chance to subscribe for the new 
issue, because the increased capitalization may well affect the 
value of outstanding shares. Accordingly, it is the usual practice 
to anow shareholders to subscribe for the new issue in proportion 
to the amount of their holdings; indeed, in many states stock
holders have a legal right to subscribe for new stock at par. 

Such stockholders' privileges are known as "rights," and 
they are issued to shareholders in the form of transferable instru
ments. Upon the receipt of one of these instruments, the share
holder may either avail himself of the opportunity to purchase 
stock at par, or whatever the figure mentioned, or he may sell his 
right to another. These rights are in fact bought and sold on the 
stock exchanges ~ the ~me manner as bonds and shares. 'The 
market value of a shareholder's right is roughly equal to the esti
mated difference between the issue price of the new stock of the 
corporation and its prospective market price. 

The accompanying illustrations are examples of a standard 
. bond and a share of stock. 



;;\[0.---- United States of America. State of Ohio. $1,000. 

The Columbus Consolidated Street Railroad Company 
First Mortgage Twenty Year Five Per Cent. Gold Bond 

FOil VALUE REcEIVED, THE COLUMBUS CONSOLIDATED STREET RAILllOAD COMPANY, a corporation organized and existing under the Laws 
of the State of Ohio and operating street railroads in the City of Columbus, promises to pay to the Central Trust Company of New York, Trustee, 
or to the bearer or registered owner hereof, ONE THOUSAND DOLLARS, in gold coin of the United. States of America, of the present standard, on 
the first day of July, 1909, and to pay interest thereon at the rate of five per cent per annum from the first day of July, 1889, on th.e first days 
of January and July in each year, on the presentation and surrender of the coupons hereto annexed as they severally become due, until said 
principal sum shall be paid, both principal and interest of this bond being payable at the agency of said Railroad Company in the City of New 
York. This bond is subject to redemption on or after July I, 1894, at IIO per cent of t)le par value thereof, with accrued interest, out of a 
linking fund of $22,500 a year, beginnuig with that date, as provided in the mortgage herein described. This bond is one of a series of Eight 
Hundred bonds, of like tenor, date, and amount, numbered consecutively from One to Eight Hundred, both inclusive, and amounting in the 
aggregate to Eight Hundred Thousand Dollars, which are all equally secured by a mortgage of said Railroad Company in the nature of a con
veyance in trust, dated July I, 1889, and duly recorded, conveying all the property and franchises of said Railroad Company to said Trust 
Company, in trust, for the benefit of the holders of said bonds, to all the provisions of which mortgage this bond is subject. In case of default 
for six months after due demand in payment of any interest on any of said bonds, the principal of all thereof may be declared due, as provided 
in said mortgage. The principal of this bond may be registered on the books of said Railroad Company at its said agency, and registration 
thereof noted hereon, after which no transfer thereof shall be valid, except on said books, until after registered transfer to bearer, when the 
principal of the bond will again become transferable by delivery. The coupons annexed to this bond will always be transferable by delivery. 
This bond shall not be valid unless authenticated by the Certificate of the trustee of said mortgage. 

IN WITNESS WHEREOF, said Railroad Company has caused its corporate seal to be hereto affixed, and this bond to be subscribed by its 
President and Secretary, and the name of its Treasurer to be engraved on the several coupons hereto annexed, at the City of Columbus, in the 
State of Ohio, this first day of July in the year Eighteen Hundred and Eighty-nine • 

•••••.. ................................. • Secretary .......................................... President 



[Title, o~ back) 

No............ The Columbus Consolidated Street Railroad Company First Mortgage $1000 Twenty Yeal Five per cent. Gold Bond. 
Due July I, 1909. Interest payable January I and July I. Principal and Interest payable at agency of the Company in the City of New York. 

[0" the back) 

TRUSTEES' CERTIPICATE.~The Central Trust Company of New York, Trustee, hereby certifies that this bond is one of the series of Eight 
Hundred mortgage bonds described in the mortgage mentioned herein, bearing date the first day of July, 1889. 

. CENTRAL TRUST COI4PANY O~ NEW You, Trustee 

By .••.•.•••..•..•.•••••••••.•••••.••.. Vice-P,esidem 

NOTlCEI-No writing on this Bond, ezcept by an officer of the Company. 

DATE O~ REGISTRY IN WHOSE N.um REGISTERED TRANSFER AGENT 

• 
I 

(On the end, forty Coupons, numbered on the back, and dated each first day of Juuary and July, from ISQa' to 1909. the face of the first oDe 
reading;) 

12$. Coupon No. l.-()n the first day of January, 1890, The Columbus Consolidated Street Railroad Compuy will pay the bearer, at 
Ita agencY in the City of New York, Twenty-five Dollars, being the semi-&llDual interest then due on its First Mortgage Bond No ••........•• 

. E. L STKNOU, T'l4IUnr 
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NUl\IBER !!SIIARES 

t:I:===========t:1. lNCORPORATKIJ UNDER THB LA.'\\'1i!I OF TUB STATE OFNEW dERtlEY 

mnite~ j,tate!1' j,teel <!Corporation 
! 

~I 
E 
5 

i~~~k~lt 1sw, _____________ _ 
~ i. 1M oum", 0/ fully paid and "",,-asse.sable 
I .Iw,e. of 1M par fUllue of 0 ... hund,ed dollars each, in 1M I'REFERRED CAPITAL STOCK of U"itM Sloles Sleel 
: Co,poralion, Iransf.,able only in p",son or by allorney upo" Ihe book. of .aid Corporalion, upon SU"end.. of Ihis c,,'ificale, 
j TM !wId",. of 1M preferred .'ock .hall be enlilled 10 receive, when and as declared,from 1M surplus or nel profits of 1M Co,po-
• ralio", yea,ly dividend. at Ih. ,al. of seven per cenlum per a"num. and "" more, payable qua".,ly on dates 10 b. fiud by Ihe 

by-laws. TM dividends on Ihe preferred slock shall b. cumulalive, and shall be payable before a"y diPid.nd on 1M common stock 
shall b. paid 0' .. , apa,': so lhal, if in any y.a, dividends amounting 10 seven per ce,,1 shall nol ha .. b .... paidlher .. ", Ih. 
d.ficieney shall b. payable before any dividends shall b. paid upon 0' sel apa"fo, 1M commo" slock. When..., all cumulali.e 
dividends on 1M prefer,ed sloc" fo, all pre ...... years shall have bee" decla,ed and shall ha .. become payable, a"d lhe accrued 
qua,lerly inslallmenls fo, 1M cu.,enl yea, shall have been declared, and Ihe company shaU ha .. paid such cumulali .. diPidends 
fo, p,evious years and such accrued qua,terly installm",ts, 0' shall have sel aside f,om ils su,plus 0' nel p,ofils a .um ,uffici,nl 
fo"he paymentlhereof,lhe Boa,d of Di,eclors may decla,e dividends on Ihe common slock, payable /hen 0' Ihereafter, om of any 
remaining su,plus or nel p,ofits. In Ihe evenl of a"y liquidatio" or dissolulion or winding up (whelher voluntary or involunta,y) ~ 
of Ihe Corpo,alion, Ihe !wlders of Ihe prefer,ed slock sl,all be enlilled 10 be paid in full bolh lhe pa, amounl of Ihei, shares and Ihe ~ 
unpaid dividend. accrued Ihereon, before any amounlshall be paid 10 Ihe holders of Ihe common stock; and after Ihe paym","o = 
lhe hold.,s of Ihe preferred slock of its pa, value, and 1M unpaid accrued dividends Ihereon, Ihe remaining assets and fund. shall ~ 
be divided and paid 10 Ihe !wlders of Ihe common .tock acco,ding 10 Ihei, ,especli .. sha,es. The preferred stock and the commo" ! 
slock may be increased as provided in the Cerlificate of Inco,po,alion. This cerlificale is nol valid witlwutlhe siKnalures of lhe ~ 
T,a"sfer Agenl and Regisl,a, of T,ansfers. 'VITSE!iiI~ 1/", signalu,es of lhe Presidenl. 0, of a Vice-President. and of lhe ~ 
T,easu,er or 0/ an Assislanl T,easu,er. of said Corpo,alion. . 

,,'UI'T TIIKA .. "IUUI 

•. ~ SIIAUElo; .1()() J~ACn 



[FolU( 01' ASSIGNMENT ON THE BACK 01' THE UNITED STATES STEEL COKPORATIOIf 

PREFERRED STOCK CEIlTIFICATE) 

FOr value Received __ hereby sell, assign, and transfer unto 

___________ -'--______ Shares 

of the Capital Stock represented by the within Certificate 

and do hereby irrevocably constitute and appoint 

_________________ Attorney 

10 transfer the said stock on the Books olthe withinname.d 

Corporation with full1!ower of substitution in the premises. 

Dated. __________ I9 __ 

In Presence of 
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II. COMMERCIAL CREDIT INSTRUMENTS 

Commercial credit instruments-promissory notes and bills 
of exchange-are the written evidences of the commercial bor
rowing operations discussed in the preceding chapter. Because of 
the nature of the uses to which funds borrowed fo~ working-cap
ital purposes are devoted, these instruments run for short periods 
of time only. Especial importance is attached to them because 
of the prevalent use of certain forms of bills of exchange as sub
stitutes for money, a phenomenon made possible, as we shall see, 
by the principle of negotiability, which was developed in the sev
enteenth and eighteenth centuries as an important feature of the 
"law merchant." 

Book accounts.-Many credit operations are evidenced 
merely by entries in the account books of business men- "ac
counts receivable" in the books of the seller (or lender), and 
"accounts payable" in the books of the buyer (or borrower). 
While such informal credit extension is quite as significant as any 
other, it does not concern us here for the reason that it does not 
give rise to tangible legal instruments. 

The promissory note.-A promissory note is an uncondition
al written promise by X, the maker, to pay at a definite future date 
a sum of money to Y, the payee. It mayor may not designate the 
place at which payment is to be made. Promissory notes may be 
issued by banking and other institutions and by governments as 
well as by individuals, and as a result of non-commercial as well 
as of commercial obligations. An illustration of a promissory note 
will be found on page II6. 

The draft or bill of exchange.-A bill of exchange, or draft, 
is an unconditional written order signed by X (the drawer) or
dering Y (the drawee) to pay at a definite date a definite sum of 
money to Z (the payee). The payee may be the same person as 
the drawer. Before a time draft is good, the drawee must indicate 
his willingness to honor it by signing his name below the word 
"Accepted" written across the face of the bill. For illustrations 
see pages II8 and 120. 

Bills of exchange may be classified from several points of 
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view. In the first place, we have (I) foreign and (2) domestic, 
or inland, bills. A foreign bill is legally defined as one, the drawer 
and drawee of which live in different countries or different states 
of the United States; while a domeStic bill is one, both parties to 
which live within the same state. This classification is of impor
tance from the legal point of view, but from the standpoint of 
commercial and banking practice the distinction is without sig
nificance. 

PROMISSORY NOTE 

"---
No. 41'6 ~/,,-24t,2. 1 "r lIlil 

",oL~".,.,..<"".LM."J-I--'/~"'71~;r,;"-- ... ftw..,....- ... ".,.,.",. ~ II .... II ""_II 
P THE NATIONAL "CITY B~K OF CHICAGO 

We have thus far been using the terms "bill of exchange" 
and "draft" indiscriminately. The two terms are, in fact, com
monly used interchangeably; for instance, we speak of drafts on 
London or bills of exchange on London, and we say New York 
exchange or drafts on New York. The term "draft," however, is 
by many people employed when they mean a particular type of 
draft, such as a banker's draft or a draft drawn by one individual 
on another as a reminder that a -debt is due and payable. In or
der to give precision to our terminology it will be well for us to 
use the term "draft"-and this appears to be a growing custom
when speaking of domestic operations, whether or not they cross 
state lines; and the term "bill of exchange" when speaking of in
ternational credit instruments. 

These instruments may also be classified according to wheth-
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er the parties to the order are bankers. A banker's draft is an or
der drawn by one bank on another bank, although it is not neces
sary that the party to whom it is payable be a bank. A bill drawn 
by one individual against another would be called an individual 
draft. 

PROMISSORY NOTE 

Finally, bills may be classified in accordance with the nature 
of the operation giving rise to the draft. Hence we have bankers' 
or finance bills, trade or commercial bills, and accommodation 
bills. Bankers' bills are used merely as a meanS of making pay
ments and transferring balances between banks. A trade draft, or 
a "trade acceptance," to use the more common term, is an order 
drawn by a seller of goods against the buyer of the goods and 
accepted by the latter. Accommodation drafts are drafts which 
do not arise out of any business transaction already concluded; 
and there mayor may not be an intention to purchase goods with 
the funds procured; it is a j'non-trade" draft. "Accommodation" 
is a term that has been handed down from English commercial 
practice and is not frequently employed in the United States at 
the present time. 

The accompanying forms on pages 1I8, 1I9, and 120 are 
specimens of the various type of drafts. 

Checks, bank notes, and bank drafts are not reaUy. credit 
instruments. Bills of exchange are also sometimes classified as 
demand and time bills: a demand bill being one payable "at 
sight," that is, immediately upon presentation, and a time bill one 
payable at some definite date in the future. It is these demand 
instruments, particularly bank notes, cashiers' checks, bank 
drafts, and personal checks drawn against bank-deposit accounts, 
that serve extensively as media of exchange. While these" de
mand notes and bills have commonly been called "credit instru
ments," they are strictly not credit instruments at all, for they are 
not evidences of postponed payments,the essential characteristic 
of credit operations. A few words of explanation will serve to 
clarify matters. 

A check is a credit instrument in the sense that it must be 
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. BANKER'S BILL OJ!' EXCHANGE ON LONDON 

-. Jd -~ 
CASHIER'S CHECK 
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PERSONAL BANK CHECK 
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honored by the bank before it is the equivalent of cash, ju~t as 
credit is involved in a business operation when one receives goods 
a second or so before he passes the money over to the seller; there 
is a brief interval during which the seller is waiting to be paid. 
But no one really regards such a business transaction as a credit 
operation, the essence of which is a postponed or future payment. 
A cashier's check, a certified check, and even an uncertified check 
in the vast majority of instances are in practice precisely as satis
factory means of payment as actual cash. Even though they are 
credit instruments in form-mere promises, direct or implied, to 
pay cash-this distinction has little practical significance. For 
the same reason the bank note, which is a promise by a bank to 
pay to the borrower on demand a certain specified sum of money, 
is not a credit instrument; it passes everywhere as an equivalent 
of money. 

Checks, bank drafts, and bank notes are credit instruments 
only 1n the sense that greenbacks and token coins are credit cur-, 

'rency. These sight instruments, like greenbacks and token coins, 
are not backed by a gold reserve of 100 per cent; and hence confi-' 
dence in the ability of the banks and of the government to redeem 
them upon demand is an essential to their acceptance as media of 
exchange.2 Under ordinary circumstances no one questions the 
convertibility of these instruments into gold on demand, and ac
cordingly they are for all practical purposes equal to gold as a 
means of payment. Whenever a dnubt arises as to the possibility 
of conversion, as it has arisen in the past, the difference between 
such instruments and standard money is revealed. But this does 
not make them credit instruments in the same sense that a prom
ise to pay at some future date is a credit instrument. 

Notes and drafts serve identical purposes. It remains to point 
out the similarity of the operations that give rise to promissory 
notes and bills of exchange: Mr. Jones, a wholesaler, sells goods 

• An uncertified check and a bank draft differ slightly, however, from 
certified and cashiers' checks and bank notes in that there must also be con
fidence that the drawer has the requisite funds to his credit in the bank on 
which the instrument is drawn. 
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on c.redit to Mr. Smith, a retailer. The transaction may of course 
be evidenced merely by "open accounts" on the books of Jones 
and Smith, respectively-"accounts receivable" from Smith in 
Jones's books, and "accounts payable" to Jones in Smith's books. 
But, passing by this informal method of evidencing the credit 
operation, the sale of goods by Jones to Smith may give rise either 
to a promissory note or to a trade draft, according to the commer
cial practice in vogue. In the case of a promissory note, Mr. 
Smith takes the initiative and writes the instrument evidencing 
his obligation to pay Jones. In the case of the trade draft, Jones 
takes the initiative, writes the order against Smith, and sends it to 
Smith, who honors the draft by writing "accepted" on its face. 
The result is the same in either case: Smith has signed a legal 
instrument obligating himself to pay Jones. It is the custom 
nowadays, as the illustration pre!!ented on. page I 18 shows, to 
state on the face of the trade acceptance that the obligation to 
pay aro~e out of a sale of goods by Jones to Smith. While this is 
not the custom with the promissory note, there is no theoretical 

. reason why a trade note carrying such a statement on its face 
should not be developed. 

In c~e Jones wishes to borrow from a bank in anticipation 
of the payment of the obligation by Smith, he may do so by hav
ing a bank discount either Smith;s note or Smith's acceptance. 
From the standpoint of the·bank, the security is identical in both 
cases. With the note the bank has Smith's promise to pay at ma
turity and a secondary liability on the part of Jones, as indorser. 
With the draft the bank again has Smith's promise to pay, by vir
tue of his acceptance of the instrument, and it has Jones's second
ary liability, as maker of the draft. Which form of instrument is 
employed at any time depends upon the custom of manufacturers 
and merchants. In Europe the draft is characteristically em
ployed. In the United States both drafts and notes were in com
mon use before the Civil War; but because of the risks of price 
changes during the period of greenback currency American com
mercial practice was gradually transformed to the system of sell
ing on "open" or book account. Except in a few special lines 
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credit instruments came to be employed only in cases where the 
creditor's standing was not first class, as when an account was not 
paid at maturity and a note was given in "settlement." Since the 
passage of the Federal Reserve banking law in 1913 an effort has 
been made to restore the extensive use of credit instruments, in 
the form of the trade acceptance. As yet, however, the effort has 
not been so successful as was hoped; and the desirability of mak
ing the change is still a debatable issue.-

III. THE USE OF CREDIT INSTRUMENTS IN 
TRANSFERRING WEALTH 

A share of stock is a written evidence of ownership in a desig
nated business. The possessor of a share is in effect a joint owner 
of certain tangible wealth, although in the nature of the case he 
is debarred from taking possession of such wealth without the 
consent of other shareholders. The owner of a bond or promis
sory note or accepted draft has a partial claim against definite, 
tangible wealth that is owned by others. Under present condi
tions, where industry is primarily organized on the corporate 
basis, and where capital, both fixed and working, is largely bor
rowed, these ownership shares and creditor claims represent a 
very considerable proportion of the total wealth of the world. 

A business, the capitalization of which runs into millions of 
dollars, is seldom sold outright. Its shares and bonds constantly 
change hands, however, and there is an ever shifting body of 
shareholders and creditor.:. Similarly, the evidences of borrowed 
working capital in the form of promissory notes and bills of ex
change are continually being transferred through the process of 
purchase and sale. Indeed, a large corporation does not usually 
even know who its creditors are, either the owners of its bonds or 
the holders of its notes and acceptances; it merely knows that a 
certain total amount of claims against it are "floating" somewhere 
in the investment and commercial markets. 

In chapter xi we shall see how the marketability of bonds 
and shares greatly facilitates the raising of fixed capital. A ready 

• See pp. 355-56. 
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marketability is equally important with .short-term proinissory 
notes and bills of exchange. The essential point is that if one were 
not able to extricate himself from a financial relationship, if he 
could not regain command of his funds at will, he would be, less 
willing to make loans either for fixed or working capital purPoses. 
We shall find that, by virtue of the development of certain legal 
principles, these credit instruments have also come to be exten
sively used as a means of transferring the ownership of wealth. 

Salability and t,ans!e,ability.-Three legal principles have 
been developed to facilitate the use of credit instruments in 
transferring the ownership of wealth: namely, salability, trans
ferability, and negotiability. The various forms of credit instru
ments--bonds, shares, notes, drafts, checks, certificates of de
posit, etc.-possess these attributes in varying degrees, and it 
appears that, consciously or unconsciously, each has been given 
the particular ,attributes required by the nature of the use' to 
which it has been found convenient to devote it. 

On the matter of salability a word of explanation \ViII be 
sufficient. By means of a sale an individual may transfer to an
other all of his ownership rights in a piece of property. The law 
of sales has been made applicable to all of these credit instru
ments; and an owner of one of them may therefore always trans
fer to another at least the same amount of ownership of the 
instrument, and thus of the property which the instrument repre
sents, that he himself possesses. 

While salability is an obvious prerequisite to the transfera
bility of any of these instruments, it does not fully explain the 
latter. For instance, a credit instrument, unlike tangible person
al property, may be automatically transferred by the mere proc
ess of indorsement, that is, by writing one's name on the back of 
an instrument that is made payable to him or to his order; or, in 
the' case of an instrument made payable to bearer, it may be 
transferable merely by delivery, that is, by passing it on to 
another. Similarly, an instrument that has been indorsed in 
blaDk, that is, by the owner's writing his name on the back of it 
without designating any specific payee, is also transferable by 

" 
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mere delivery. The ease with which these instruments may be 
transferred renders their use as a means of exchanging the own
ership of wealth much more general than would otherwise be the 
·case. 

But transferability may involve more than this. For even 
though he himself has no title at all, a possessor of an instrument 
that is payable to bearer may transfer to another a valid or un
impeachable title. A bearer instrument is thus for all practical 
purposes equivalent to money. But this borders on the principle 
of negotiability, to a consideration of which we may now turn. 

The principle of negotiability.-A negotiable instrument 
possesses the attribute of salability, and its title is transferable 
from one person to another, either by indorsement or by delivery. 
But it has other attributes as well. As usually defined, a nego
tiable instrument differs from a simple contract, or "chose in ac
tion," in that a "bona fide purchaser for value," innocent of any 
irregularity as between the original parties to the contract, ob
tains a title to the instrument that is free from all personal de
fenses and equities of prior parties. A purchaser of a non-nego
tiable instrument, however, takes the instrument subject to all its 
original defenses and is apparently supposed to protect himself 
by an investigation of the origin and history of the instrument. 
While there are some exceptions to this priIi.ciple, while transfera
bility with a better title is not an exclusive attribute of a nego
tiable instrument, it nevertheless possesses this attribute in a 
very high degree; and it is commonly said to b.e its distinctive 
characteristic. 

In order to possess the quality of negotiability, an instru
ment must conform to certain requirements prescribed by the 
custom of merchants-now codified in the law of negotiable in
struments. The instrument must be drawn up in a certain pre
scribed form, it must be sold in a specified manner, certain pre
cise steps must be followed in presenting it for payment, and a 
definite procedure must be gone through in giving notice of its 
dishonor hi case of non-paymen.t.' These requirements originally 

• For details see pp. u 7-~8 .. 
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. related only to commercial credit instruments in the form of 
promissory notes and bills of exchange, and the history of the law 
of negotiability is associated with commercial, rather than in
vestment, credit instruments. 

The law governing negotiable instruments hadits inception 
in the customs of the mercantile world j they were born of the 
necessities and needs of melchants, as is indicated by the fact 
that the law relating to such instruments is usually known as "the 
law merchant."6 The custom of making such notes and bills of 
exchange payable to order or bearer arose in England early in the 
seventeenth century" But until 1 7 56, when Lord Mansfield, "the . 
father of the law merchant," expressed and molded into the form 
of definite rules of law the numerous customs that had grown up 
among merchants in connection with these instruments, the law 
of bills and notes was in a more or less chaotic condition. Mans
field ~de the law merchant an integral part of the great body of 
the English law, which was inherited by the American colonies, 
and, in due course, by the AIperican commonwealths. 

During the first century of American legal history, differing 
interpretations of the law merchant developed in the various 
states, with ihe result that commercial practice was seriously 
handicapped. About 189~, however, a movement was initiated to 
bring about a codification of the law merchant, with a view to 
securing uniformity in. the various jurisdictions. A negotiable 
instruments bill was finally drafted in 1896 by a "committee on 
commercial law." and this has since become a law in nearly every 
state in the Union, in a few instances, however, with more or less 
important modifications. 

I While onginating in mercantile lines, these instruments are now used 
quite as much by manufacturers as by merchants. 

• Promissory notes and bills of exchange appear to have been used by 
various nations of antiquity. There are records of their use in Babylonia 
and Syria, in Athens and in Rome. It appears, indeed, that by the time of 
Justinian the fundamental principles of the hill of exchange and the promis
SQry note were pretty well developed. After the Dark Ages we find them 
arising again with the trading operations of Italian cities j and by the middle 
of the thirteenth century the bill of exchange had apparently become a com-
mon document. . 
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The reason for developing the principle that an instrument 
in the hands of an innocent third party should be free from per
sonal defenses and collateral claims existing between prior par
ties was to facilitate the use of such an instrument as a means of 
making payment. In the settlement of transactions between 
merchants at the great fairs and market places in early England 
t~ere was plenty of occasion for irr~gularities. For instance, the 
maker of an instrument might have entered into the transaction 
without consideration, and if a third party were asked to accept 
an instrument subject to such defenses7 as an original maker might 
set up, he would usually refuse because of the risks involved. 
Accordingly, it was necessary to devise a means whereby the 
purchaser of such an instrument would be protected from irregu
larities of which he could have no cognizance without a careful 
investigation of the origin and history of the instrument in ques
tion. 

To be negotiable, an instrument must meet certain essential 
conditions. In order to guard against misinterpretation, fra\!d, 
etc., the law prescribes that an instrument to be negotiable must 
be drawn up in a certain definite way. The conditions that must 
be met to make an instrument negotiable are as follows: 

I. It must be in writing.-No oral contract could be nego
tiable. A Written contract may be either in writing or in printing, 
and the writing may be executed with any substance, as ink or 
pencil. 

2. It must be properly signed.-It is usual that the signature 
be made by writing in full the name of the signer; but a mark or 
any other character intended to be the signature will suffice. The 
signature is usually placed at the close of the. instrument, al
though if it is clear that it is meant for a signature it may be 
placed on any part of the instrument. 

3. It must be negotiable in form, that is, payable to order or 
bcarer.-It must be clearly shown to be the intent of the party 
making the instrument to execute a negotiable paper; and to 
make this intent clear there must be some expressed words show
ing such a purpose. 

, See pp. 130-31. 
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4. It must be payable in money only.-The reason for this 
requirement is to insure the amounts being certain and definite. 
By the term "money" is meant the legal tender of the country. 

5. The amount must be certa;n.-The sum payable is con-
. sidered fixed and certain if it is a definitely stated amount with 

interest, or in stated instalments, or with exchange (the bank'. 
charges for collection), or with the cost of collection in case pay-
ment is not made at maturity. . 

6. It must' be payable to a designated p'ayee.-It is not 
necessary to name the specific party, but it must be payable to a 
person or persons who can be definitely ascertained at the time of 
the payment. 

7. It must be payable absolutely.-If ~e instrument is so 
drawn that any condition might arise that would render it of no 
effect, it is not a negotiable paper. Consequently a promise to 
pay a certain sum out of a designated fund is not negotiable; this 
is the case even though the fund exists at the time and although 
the condition that would nullify the contract had not in fact 
arisen. 

8. It must be payable at a time that is certain.-The date of 
payment must be definitely stated; though it may be payable on 
or before a certain definite date, or at a certain time after the hap
pening of some future event. The contingent event mUst be cer
tain to occur, however, or the promise will not be absolute. 

Negotiability depends upon certain legal procedure:' 
I. Indorsement.-The indorsement must be oil the instru

ment itself or on a paper attached to it. The indorsement must re
late to the entire instrument; a part cannot be transferred by 
indorsement, or a part to one party and the remainder to another. 

The obligation of an indorser to a transferee, like that of a 
drawer of a bill, is that the indorser will pay the instrument, pro
vided the maker does not, and also provided it is duly presented 
for payment and upon refusal is duly protested and notice of. 
protest given the ipdorser. In domestic bills and notes the pro
test may be omitted and instead notice of non-payment may 

• For this material I am indebted to Gano, Commercial Law. 
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be given the indorser. It should be noted that the contract of the 
maker of a note or the acceptor of a bill is absolute; each is liable 
in any event. But the contract of the indorser and of the drawer 
of a bill is conditional upon the failure of the maker or acceptor 
to pay upon proper protest and notice to him. 

If the indorser of a note wishes to avoid any personalliabil
ity, he may indorse "without recourse" and sign his name. He 
thus expressly stipulates that he will not be liable if the maker 
does not pay. There is an implied warrant, however, that the 
signatures of the maker and aU prior indorsers are genuine, that is, 
that they are not forgeries. The intent and purpose of such in
dorsement is merely to pass title to the instrument. 

2. Presentment and demand.-To fix the liability of the 
drawer or indorser it is necessary to present the instrument to 
the drawee and demand payment. Presentment consists in exhib
iting the instrument to the payer or in handing it to him, while 
demand is a request to either accept or pay it as the case may be. 
If the paper is payable at a bank, the mere fact that at the time 
of maturity the paper is at the bank at which it is payable is suffi
cient presentment and demand, provided the drawer has knowl
edge of the fact. Presentment must be made on the day on which 
the instrument falls due, unless some "inevitable accident" or 
other legal obstacle prevents such presentment. The fact that 
both the holder and indorser know that the note will not be paid 
when due and tha1 the maker is dead and the estate insolvent 
does not relieve the holder from his obligation to make present
ment and give notice of dishonor. 

3. Notice oj dishonor.-After the payment has been refused 
and the instrument dishonored, notice of such dishonor must be 
given to the drawer of a bill of exchange and to each indorser. 
Any drawer or indorser to whom such notice is not given is dis
charged. If the parties reside in the same place, the notice must 
be given the following day. If they reside in different places and 
notice is sent by mail, it must be deposited in the post-office so as 
to go the day following the dishonor; if given otherwise than 
through the mail, it must be <;lone in time to be received as soon as 
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the mailed notice would have been. The notice may be given by 
the holder or.his agent or by any party who may have to pay the 
debt and who is entitled to be reimbursed. . 

When there are several indorsers, the last indorser can look 
to the previous one, or, in fact, to anyone who has indorsed be
fore him, as well as to the maker or acceptor. The notice of dis
honor may be either oral or written, and can be either delivered 
personally or sent through the mail. 

4. Waiver.-Notice may be waived, in which case the obli
gations will be assumed without the formal notification. The in
dorser may also add. "protest waived," the effect being to waive 
presentment and notice of dishonor as well. . 

5. Protest.-Protest is a formal declaration in writing and 
under seal, of an officer called a notary public, certifying to the 
demand and dishonor. Protest of foreign bills of exchange is 
necessary, but it is not required in the case of notes, checks, and 
inland bills, although it is often employed in giving notice of their 
dishonor. The notary makes the presentment and demand, and 
upon the refusal to honor it issues a certificate, stating that pre
sentment and demand have been made and judgment refused, 
and further that notice bas been sent to the maker and all indors
ers of the note. 

There are certain absolute defenses. It has been stated above 
that a negotiable instrument in the hands of an innocent pur
chaser for value is not subject to the defenses that might be inter
posed to it between original parti~the purpose being to make 
such instruments serviceable as media of exchange. But while 
the law was desirous of doing everything possible to facilitate 
commercial operations, it was necessary to protect the original 
maker of the instrument against abuse. Certain absolute defenses 
have, therefore, been recognized by the courts. The following are 
some of the absolute defenses: 

I. N on-delivery.-If either the maker or acceptor of an in
strument, or the agent of either, passes the instrument to a third 
party; or if it gets into the hands of a bona fide holder through 
negligence,. the instrument is considered as having been delivered. 
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But if the holder has been deprived of possession by fraud or 
theft, he cannot be compelled to pay to any subsequent holder. 
In the view of the law such an ins~rument was not delivered and 
no contract exists. 

2. Fraud in making the instrument.-U in the making of 
the instrument there was fraud of a nature that would vitiate an 
ordinary contract, the law holds that no contract exists; and the 
maker or acceptor of such an instrument cannot, therefore, be 
held responsible for payment to innocent third parties. 

3. Alteration or forgery.-Where there has been a material 
alteration, or forgery, the law holds that the minds of the parties 
have not met and there is thus no contract. An alteration of the 
terms of a negotiable instrument, either by a party to the instru
ment or one in lawful possession of it, destroys its validity. It is 
obvious that if the law made an individual responsible for the 
payment of an instrument on which his name had been forged, it 
would not only work a gross injustiee upon the individual in 
qUj!stion but would be a distinct encouragement to the practice 
of forgery. 

4. Want of capacity to contract.-The contract represented 
by the instrument is not genuine if the pal'ties to the contract do 
not have the capacity to contract, as in the case of an infant or a 
person who has been adjudged insane. 

These absolute defenses which may be set up by the original 
maker of an instrument do not apply, however, to individuals 
who have indorsed the instrument as it passed through their 
hands. Every person who negotiates such an instrument war
rants that it is genuine, that he has good title to it, and that all 
prior parties have capacity to contract. The indorser, therefore, 
unless the indorsement is without recourse, assumes liability for 
the payment of the instrument. 

The law of negotiable instruments is extraordinarily complex 
and the exceptions to and qualifications of the general principles 
that have been categorically stated above are legion .. In this very 
brief discussion of the transferability and negotiability of credit 
instruments, the purpose has been merely to indicate the evident 
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purpose and intent of the law to render these instruments more 
serviceable in meeting the needs of commerce and industry. 

It remains to note the extent to which the various forms of 
instruments possess the different attributes under consideration. 
All of them are salablei some of them are transferable without 
change of ownership rightsi others show improved title· in the. 
hands of an innocent third partYi some of them are. transferable 
by indorsement onlYi others by delivery merely. In each case it 
appears that the law has been seeking, consciously or uncon
sciously, to facilitate the use of the instrument in the particular 
ways desired. 

Some commercial credit" instruments are used extensively as 
substitutes lor money, while others are not. As we have seen 
above, the origin ~d development of the principle of negotiabil
ity and transfer by indorsement is ascribed to the desire to facili
tate the use of notes and bills of exchange as media of exchange. 
In early times it is probable, moreover, that promissory notes and 
bills of exchange frequently changed hands numerous times, thus 
performing an important exchange function. Nowadays, how
ever, it is only checks, bank notes, and bank drafts that serve ex
tensively as media oj. exchange.' These instruments, in fact, 
sen'e as a means of effecting, in the United States, over 95 per 
cent of our wholesale exchanges and ill the neighborhood of 80 
per cent of all exchanges, including retail operations •. 

The reason that a bill of exchange drawn by A against B is 
seldom used by A as a means of paying a debt owed by A to C is, 
first, that two such obligations may not mature on identical dates, 
and, second, that they are not usually of equal amounts. If B'II 
debt to A for $1,000 is due March I, and A's debt to C for $1,200 

is due March 5, B's accepted draft is obviously not a convenient 
instrument with which to pay C. The method nearly always 
empwyed nowadays is for A to deposit funds received from B in 
a bank and draw his check against his account in favor of Cor. 
ask the banker for a cashier's check or a draft on another bank 

made payab~O C. 
. • It is to be oted that this list includes only demaNd instruments; and 

it will be recalled at they are not, strictly, credit instruments. 
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Investment credit instruments are also readily transferable. 
The foregoing discussion of the law of negotiable instruments 
relates to commercial credit instruments in the form of promis
sory notes and bills of exchange. Very little has been written, in
deed, upon the transferability and negotiability of investment 
credit instruments, owing to the fact that the law and procedure 
gov~ning negotiable instruments arose in the mercantile or com
mercta.! credit field. But with the development of corporate 
industry, we find, in fact, that in greater or lesser degree these 
principles have been applied as well to investment credit instru
ments. 

The transferable qualities of a bond vary. One drawn to or
der is on a par with the ordinary bill of exchange or promissory 
note drawn to order; it is transferable to the same extent and in 
the same manner, and the liability of the parties to it is fixed in 
the same way. A bond payable to bearer, that is, a non-registered 
bond, passes title by delivery just as does a bearer commercial 
instrument. A registered bond, however, is not transferable by 
indorsement, nor is it negotiable. Bond coupons are usually 
bearer-instruments, and are transferable by delivery, with all the 
legal consequences that follow from the transfer of any negotiable 
bearer-instrument. 

Shares of stock are ordinarily transferable either by an order 
indorsem«:nt or by an indorsement in blank. The indorsement op
erates as a power of attorney to remove the name of the former 
owner and place the name of the new owner on the certificate. A 
mere possessor of a share of stock (or of a registered bond) has, 
however, no title at all, even though it is indorsed in blank;. and he 
cannot pass title to a bona fide transferee. A certificate of stock is 
therefore not negotiable in the ordinary sense; there are no 
formal requisites; and there are no questions concerning the fix
ing of liabilities of the parties to the instrument, etc. Shares of 
stock are, however, readily transferable.10 

.. Bills of Jading and warehouse receipts also possess in substantial de
gree the qualities of transferability and negotiability. While not credit in
struments, biJIsof Jading and warehouse receipts are evidences of ownership 
of wealth. For illustrations of these instruments see pp. 370 and 372. 
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QUESTIONS FOR DISCUSSION 

I. INVESTMENT CREDIT INSTRUMENTS 

I. What is the outstanding difference between I share of stock Ind I bond: 
(a) from tbe point of view of law? (b) from the point of view of In
vest~ent1 

2. Does a shareholder lend funds to I corporation? Iii there Iny justifica
tion for calling a share of stock a credit instrument? 

3. Is a bond always secured by a mortgage and the right to take p0¥si0n 
of certain definite property under foreclosure proceedings? 

4. Does a corporation always have outstanding bonds with atock claims 
against gross earnings prior to those of stock? 

5. In the case of failure of a corporation to pay interest and dividends, 
whose loss is likely to be greater, that of the bondholders or of the share
holders? 

6. What is meant by preferred stock? cumulative preferred? preferred 
participating 1 

7. What is meant by par value? market value? face value? book value? 
8. How could the market value of a share of stock be $450 when its par 

value is only $IOO? How could its market value be only $8? 
9. What is meant by issuing stock without par value? Explain how divi-

dends are ascertained under such circumstances. 
10. What are the advantages of issuiDg stock without par value" 
II. What is the nature and purpose of stockholders' rights" 
12. Which of the different points of view from which bonds are classified 

do you regard as most significant 1 
13. How do you account for the development of so many different types of 

security for bond issues 1 
14. What is the meaning of each term under the heading on page IU, "Con

ditions Governing the Payment of Interest or Principal"" 
15. What are the reasons for issuing short-term notes 1 
16. Why are short-term notes usually arranged in serial form? What is the 

security back of short-term notes? 
17. A corporation, has outstanding $3,000,000 of 5 per cent bonds, $1,000,000 

preferred stock at 7 per cent, and $1,000,000 of common stock. If the 
net earnings (after interest bas been paid) are $150,000, what dividends 
could be paid on common stock 1 If the following year the net income 
(before paying interest) should be cut in two, what dividends could be. 
paid1 If upon reorganization $1,000,000 of bonds were exchanged for 
preferred stock, what would be the state of affairs: (a) assuming net 
income to be $150,0001 (b) $75,0001 
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II. COMMERCIAL CREDIT INSTRUMENTS 

18. What is the distinction between commercial and investment credit in-
struments? 

19. What are the two principal types of commercial credit instruments? 
20. For what different purposes may promissory notes be drawn? 
2 I. What is a joint note? a joint and several note? 
22. Define a bill of exchange. 
23. From what different points of view may bills of exchange be classified? 
24. Where did the terms "foreign" and "domestic" bills originate? 
25. What is meant by this: "first of exchange, second being unpaid"? 

What is the purpose of duplicate bills? 
26. How does a certified check differ from an ordinary check? 
27. How does a cashier's check differ from a personal check? 
28. How does a personal check differ from a bank acceptance? 
29. How does a bank draft differ from an individual draft? 
30. What would you call an order drawn by a bank against an individual? 
3 I. What is meant by "accepting a draft," and what is the party who ac-

cepts it called? 
32. A may draw a draft against B for a debt of $1,000, or B may write a 

promissory note for $1,000 in favor of A. What will determine which 
instrument will be used? 

33. Suppose A discounts the promissory note or sells the accepted draft to 
a bank: to whom would the bank look for payment in each case, (a) 
primarily, (b) secondarily? 

34. Do you think that it is incorrect, strictly speaking, to call a check a 
credit instrument? 

35. Draw up a classification of the various forms of instruments, showing 
which are really credit instruments and which are not. 

m. THE USE OF CREDIT INSTRUMENTS IN TRANSFERRING WEALTH 

36. State the different legal principles that serve to make these various in
struments serviceable as a means of transferring wealth. 

37. What devices have made these instruments readily transferable? 
38. What peculiar advantages in the matter of transferability has a nego

tiable instrument? 
39. A negotiable instrument is handled in a~co~dance with certain "customs 

of the merchants." Enumerate them. Is if only merchants who use 
notes and bills of exchange at the present time? 

40. What was the reason for the development of the principle of negotia
bility? 

41. Can you account for the extension of the principle of negotiability to 
bonds on the same grounds? 

42. Why is it that only bank drafts and checks are used extensively as 
media of exchange? 
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43. How do you account for the fact that some- of thes! instruments are 
fully negotiahle, others partly negotiable, others only readily transfer
able? Does it seem to YOll probable that the law consciously sought to 
facilitate the use of each of these instruments in the way to which it was 
best adapted? 

44. Give a case in which the title would be good in the hands of a bona fide 
holder for value, but not enforcible between the original parties. 

45. What is the purpose of "indorsement without recourse"? Is IUch an in
dorsement of any value from the standpoint of security? 

46. What is an indorsement in blank? 
47. A note with four indorsements is dishonored. To whom may the holder 

look for reimhursement? 
48. What is meant by a "no protest" note? What is the effect? 
49. How would you indorse a note' to be sent through the mail? 
50. How do you indorse checks payable to yourself? 
51. Is the following a negotiable instrument? 

CBIC4IOO, ILL., MaT 17, 19'5 
Due John Jones, one thousand dolla .... Value received. 

JOB" S"171I 

52. An instrument is written in lead pencil in the following form: 
CBICAOO, lLU"0I1 

I, John Jones, promise to pay John Smith, or order, 6fty dollals, value received. 

Mention several particulars in whkh this note is not in the usual form. 
Is it negotiable? 

53. Is the following negotiable? 
Sr. Louu, Mo., June I, 19'5 

Three months after date, for value received, I promise to pay Jobo Doe, or order, one 
hundred dollaD, or ninety.five dollars if payable two montha alter date. 

llscBAIIIl ll.,. 

54. Is the following a negotiable instrument? 
New Yort, N.Y., June I, 19'4 

For value received, I promise to pay to Gemge ROlen, or ordu, ODe hundred dolJan 
when he marries. 

Would the foregoing be neljOtiable if it read "when he shall be twenty-
one years of age"? • 

55. it. check on a Chicago bank is given by A to B in Chicago on January 
25. It is not presented for payment OD January 26, and on January 27 
the bank fails. Whose is the loss? 

56. A check on a Chicago bank is given to A in New York on May 15. It 
reaches the Chicago bank OD May 20, but the bank had closed its doors 
May 18. Whose is the lo~? What principle should govern the decision 
in this and in the preceding case? 
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57. What is meant by absolute defenses? 
58. What is the purpose of such defenses? 
59. Draw up in proper fOlJD a negotiable insbument. 
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CHAPTER IX 

THE FOREJGN EXCHANGES 
The development of the monetary and credit system has oc

curred more or less independently in the various countries of the 
world. That is to say, each nation has evolved its own particular 
currency system; there is little uniformity in the value of the va
rious monetary units and even less uniformity in nomenclature. 
Accordingly, in conducting trade and financial transactions 
across national frontiers it is necessary to effect an exchange of 
currencies whereby the person entitled to payment may receive 
the money current in his own country instead of non-legal tender 
foreign currency. This the mechanism of the exchanges makes 
possible. The foreign-exchange mechanism, moreover, makes it 
possible to settle the vast majority of international trade and 
financial obligations without requiring the movement of specie' 
across national boundaries. The range of transactionS requiring 
settlement may be most clearly revealed by a statement of the 
principal sources of international obligations that normally exist 
between the United States and Great Britain: 

Transactions requiring payments to British citizens (tend-
ing to cause an outflow of funds from the United States): 

I. American imports of British goods 
2. Premiums on policies of British insurance companies 
3. Freight bills payable to British ship-owners 
4. Purchases by American tourists 
5. Interest on British investments in United States 
Transactions requiring payments to American citizens (tend-

ing to cause an inflow of funds to the United States): 
I. Exports of goods to Great Britain 
2. Maturing insurance policies payable to Americans 

• Specie (or bullion) alone is acceptable in international monetary set
tlements, and it is acceptable by weight and fineness only. 

138 
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3. Interest on American investments in Great Britain 
In connection with numerous items, t1;lere are payments to 

be made both ways, as is indicated in the case of interest charges 
on investments. We have included, however, only the more im
portant current trade and service items on each side of this state
ment of international income and outgo. We have omitted lend
ing and investment operations, since we are for the moment 
concerned only with those operations which require practically 
immediate settlement. It is necessary to say practicallyimmedi
ate, since much of the trade is conducted on a short-term credit 
basis. 

I. THE EXCHANGE MECHANISM 
The means by which international payments are effected 

largely without the shipment of spe<;ie is by sending bills of ex
change abroad in lieu of actual cash. In order to make the proc
ess clear, it will be necessary to point out, first, precisely what is 
meant by the parity of exchange, "gold points," and bills of ex
change. 

Exchange between the United States and England is said to 
be at par when a sterling bill is worth 4.866 in New York. What 
does par or parity of exchange mean, and how is this quotation, 
4.866, derived? Parity of exchange is nothing but a simple state
ment of the relative value of American and British coins. The 
British monetary unit, the pound sterling, contains 4.866 times 
as much gold as the American monetary unit, the dollar. The par 
exchange rate thus depends upon the gold content of the mone
tary units of the different countries. 

The par of exchange between the United States and Ger
many is 23.S-which means that the value of the gold mark is 
23.8 cents in United States money. The equation is also often. 
expressed the other way round, as 4.2 marks to the dollar. The 
money of each of the various countries has its particular parity 
as compared with United States coins, and in turn the pound 
sterling, franc, etc., each has its parity with the coins of all the 
other countries. It is unnecessary for our present purpose to en-



140 FINANCIAL ORGANIZATION 

ter into a detailed discussion of all these quotations, for they all 
involve a common pr~nciple. 

The use 0/ bills 0/ exchange ,educes currency shipments. 
The function of bills of exchange may best be revealed by the use 
of some concrete illustrations. Let us assume that Mr. A. in.New 
York has sold £r,ooo worth of goods to Mr. X in London, and 
that at the same time Mr. B in New York has purchased £1,000 
worth of goods from Mr. Y in London. It is apparent that if it 
could be. arranged so that B could pay A and X could pay Y, it 
would not only save inconvenience for all concerned but would 
also render unnecessary the-shipment ohny currency in order to 
settle these obligations. If A were to draw an order (or bill of 
exchange) on X in London ordering X to pay Y £IPOO and then 
could sell the bill to B, he would receive his money from B; then 
if B sent this bill over to Y -and Y presented it to X, who paid it, 
both obligations would have been settled without the use of any 
currency. 

But "in practice there are usually two difficulties which pre
vent this simple solution of the problem. In the first place, A is 
not usually acquainted with B, and X is not usually acquainted 
with Y. Secondly, the amounts involved in the two transactions 
are not usually identical. Accordingly, dealers· in foreign ex
change (banks and brokers) are required as financial intermedi
aries. When A draws his bill of exchange for £1,000 on the Lon
don buyer of his goods,he takes it to a foreign-exchange banker, 
who pays him, when exchange is at par, $4,866. The banker then 
sends the bill to London to a correspondent bank, which presents 
the bill to X for payment. The payment is next deposited with . 
the London bank to the credit of the New York bank. Nowwhen 

. B wants to buy a bill of exchange he goes to the foreign exchange 
• banker and the banker sells him a draft drawn against this Lon
don bank account-a draft for £r,ooo, or for whatever amount 
the buyer may desire.1 B then sends the draft to Y in London and 
Y pJ;esents it to the bank against which it is drawn and receives 
his payment. The New York banker thus acts as an interm~ 

• See p. 120 for a reproduction of one of these bills. 
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between A and B, serving in effect to bring them together, and 
serving also to make "change," . that is, to break up bills of ex
change into whatever denominations are required. 

Sometimes these bills are drawn directly by the exporters 
against foreign banks with whom the foreign importer has made 
arrangements for the purpose. They are sometimes drawn pay
abre at "sight," that is, when presented, and sometimes they run 
for thirty, sixty, or ninety days, etc. The drafts may have at
tached to them documents in the form of bills of lading and other 
shipping receipts, or they may be what are known as "clean 
bills," unaccompanied by any documentary evidence. There are 
many angles to the problem, giviQg rise to many different types 
of bills involving different metJ:lOds of payment; but the fore
going simple illustration will suffice to reveal the essential prin
ciples in all cases. It should also be pointed out that bills of ex
change are not always drawn by American banks or American 
exporters against foreign banks, and sold to American importers 
who have remittances to make. The process may be reversed
the method actually employed in any given case being a matter 
of agreement between the parties to the transaction.s 

The price 0/ exchange is determined by the demand for and 
supply of bills. In the illustration above we assumed that ex
change was at par. In fact, it is sometimes above and sometimes 
below par. The price of a bill of exchange is, li.ke the price of 
wheat or any other commodity, a reflection of the relative de
mand for, and supply of, bills in the market at the moment. If at 
any given time £1,000,000 worth of sterling bills were offered for 
sale in New York and £ 1 ,000,000 worth were demanded, the price 
would be at par, that is, at 4.866. But if only £1,000,000 worth 
of bills were offered in the market for sale, and £1,200,000 worth 
were demanded, the price would be bid up above 4.866 by those 
who desired the bills as a means of meeting their obligations 
abroad. On the contrary, if only £800,000 were demanded, the 
sellellS would have to make concessions in order to dispose of their 
bills. 

• For a more detailed discussion see chap. xx. 
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The maximum extent to which the price of exchange can be 
bid up or forced down, as the case may be, is determined by the 
costs involved in shipping the actual specie. I should be willing 
to pay $4,866 for a bill of exchange with which to settle a £1,000, 
obligation, because that would be cheaper than shipping the cur
rency. I should be willing to pay as high'as $4,885, under DOrmal 
conditions, for such a bill; but I should not be willing to pay more 
than that, because it would then be cheaper for me to ship the 
actual specie instead. On the other hand, I should be willing, if 
necessary, to sell a £1,000 bill of exchange for $4,845; but not 
for less, since it would then be cheaper for me to pay the expense 
of importing the actual currency. These points, 4.885 and 4.84$, 
are known as gold-exporting and,gold-importing points. 

The supply of and demand for bills of exchange in the New 
York and London exchange market depend at any time not mere
ly upon the relative volume of exports and imports. They depend 
upon all of the international operations outlined above (and also, 
as we shall see, upon loan and investment operations). Whatever 
the occasion for remittances of funds to Great Britain, bills of ex
change are demanded in the market, and whatever the occasion 
for payments to the United States, bills of exchange are drawn 
and offered for sale. For instance, if an individual is contemplat
ing a trip abroad, he places, say, $1,000 with his bank, with an 
express company, or with one of the tourist concerns, and asks 
for letters of credit or travelers'. checks. It is then necessary for 
the bank where the funds have been deposited to transmit means 
of payment to the other side, and this it does by buying a bill of 
exchange which, when sent to a correspondent bank in Europe, is 
credited to the account of the American bank and, when properly 
signed by the authorized party, is made available for the pay
ment of checks. 

Roundabout operations minimize the flow 0/ specie. Thus far 
we have been illustrating the principles involved in foreign ex- , 
change bf~reference to the relations that obtain betwee. D the 
United Stat and· Great Britain. The mechanism of the ex
changes also ' es it possible for a roundabout settling of bal-
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ances involving three or more countries; for instance, there has 
long been a triangular trade situation involving the United States, 
Great Britain, and Brazil. The United States imports from, more 
than she exports to, Brazil; Great Britain has an unfavorable 
balance with the United States; and Brazil's imports from, ex
ceed her exports to, Great Britain. Thus Great Britain owes the 
United States, the United States owes Brazil, and Brazil owes 
Great Britain. The exchanges make it possible for the United 
States to pay for her imports from Brazil by bills of exchange 
drawn against London bank accounts, such bills being acceptable 
because they can be used in paying Brazilian obligations to Great 
Britain. In a similar way, since Canada has ordinarily had an 
adverse balance with the United States, but a favorable balance 
with England, it has usually been advantageous all around for 
Canadian importers from the United States to meet their obliga
tions by means of bills of exchange drawn against London banks 
by Canadian exporters to Great Britain . 

. Arbitrage transactions also assist in this process of round
about settlement. The skilful trader makes a careful study of the 
quotations in all the foreign-exchange markets at any given time. 
By virtue of temporary variations in rates on different countries 
he may make a slight profit by buying exchange in one market 
and selling simultaneously in another. These arbitrage transac
tions often involve several markets,and they thus tend to stabil
ize all the exchanges and hold them upon a common level, with 
movements of currency a last-reSort measure. 

The supply of bills in relation to the demand for such bills in 
any given market shows considerable fluctuation. In the United 
States, for example, there ts normally an excess supply of foreign 
bills in the autumn and early winter when American exports of 
cotton and wheat are largest, with a resulting tendency for the 
price of bills to be depressed to the gold importing point. In the 
spring, heavy imports of British textiles and other manufactured 
goods not infrequently occasion a bidding-up of exchange rates to 
the gold exporting point. While the statistics of international 
gold movements are usually given on an annual basis, a year's in-
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flow of, say, $100,000,000, merely represents the net excess of 
the various shipments in over the various shipments out. 

II. THE SIGNIFICANCE OF CREDIT OPERATIONS 

Thus far .in this analysis of international exchange we have 
. kept loan and investment operations out of the picture and con
sidered only such current transactions as call for prac~cally im
mediate payment. Writers on the theory of foreign exchange 
have as a rule given no adequate consideration to the part that 
credit in its various forms plays in the exchange market and in 
connection with the movement of specie. The generally ar..cepted 
theory in ill! simplest form is that an adverse balance from trade 
and service operations in country A results in an outflow of 
gold, which is soon followed by a decline of prices in that country 
and a rise of prices in country B to which the gold moves. The" 
resulting shift in pri~e 'levels makes country A a good market in 
which to buy but a poor market in which to sell, and vice versa. 
The result is a curtailment of imports into A and an expansion of 
exports therefrom, with a consequent shift in the supply of and 
demand for bills of exchange. In due course, gold will flow back 
to country A and tend to restore the equilibrium. 

. Some consideration to the part that credit may play is, how
ever, given in connection with the discussion of finance bills. It 
is pointed out that such bills frequently serve as a buffer against 
currency move~ents. If bankers possess at a given moment an 
inadequate supply of trade bills with which to meet the current· 
demand, they may draw bills on their own account against for
eign correspondents and thus increase the available supply of ex
change. This they often do when they foresee that the balance is 
likely soon to shift the other way. Such an operation, it will be 
seen, amounts to a temporary loan from 'the foreign correspond
ent. And it tends to lessen the volume of international specie 
movements. 

. But this is only a small part of the significarice of credit in 
connection with foreign exchange operations. International loan 
and investment transactions of various types, and of ever increas-
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ing amounts, are constantly taking place between cquntries. 
Bankers shift balances between countries in wholesale fashion in 
order to take advantage of variations in interest rates; stocks and 
bonds of foreign corporations are purchased and sold in enormous 
quantities; and huge loans, both public and private, are tloated 
in foreign countries. Moreover, investors in country A may be 
purchasing securities issued by corporations in country 'B at the , 
very moment that investors in country B are purchasing securi~ 
ties in country A. The complexity of modern financial operations 
is truly phenomenal. 

These loan and investment operations naturally affect the 
exchange mar~et quite as directly as do current trade and service 
operations. When this fact has been noted by writers on the the
ory of irtternational finance, it has stilI commonly been assumed 

• that the significance of these credit operations is merely that they 
reduce the flow of specie at any given time-equilibrium stilI be
ing maintained by specie movements and consequent price and 
trade readjustments. 

The truth of the matter appears to be that loan and credit 
operations, or "capital movements" as they are often called, pro
foundly affect the whole international equation. At the very time 
when there is a heavy adverse balance on account of current, trade 
and service transactions, there may be a heavy inflow of specie 
as a result of "capital," or credit, operations. For example, in the 
early nineties Russia had a substantial deficiency of exports and 
was yet importing large quantities of gold annually .. The ex
planation lay in Russia's policy of purchasing foreign gold with 
a view to the establishment of the gold standard. The gold was 
purchased abroad like any commodity and the fact that the sup
ply of ordinary Russian export bills was inadequate did not pre
vent such purchases. Russia merely borrowed abroad in order to 
procure all the bills required to pay for commodity and gold im
ports combined. But obviously the gold movement was not a re
sult of antecedent trade and credit operations. Rather, the policy 
of accumulating gold necessitated foreign,borrowing. 

To cite but ~ne additional example of the complex nature of 
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international commercial and financial transactions in the mod
ern world, France had from 192.6 to i928, an unfavorable trade 
balance, but probably a small excess of income from trade and 
services combined; at the same time, there was a large inflow of 
specie and a still larger accumulation of deposits in foreign banks 
which might have been drawn to France in specie if so desired. 
The anoinaly was primarily the result of two factors: first, an 
enormous repatriation of French currency which in the years im
mediately preceding had "flown from the depreciating franc," 
and, second, foreign purchases of French exchange and securities 
following the restoration of confidence in the French financial 
and economic situation generally. 

Even in the most normal situations capital transactions, oc
casioned by differences in interest rates or by opporturiities for 
enlarged profits, frequently result not only in eliminating a flow • 
of specie that might otherwise have occurred, but in actually pro
ducing a flow, perhaps of much greater volume, in the opposite 
direction. 

Moreover, there is no close relation discoverable between an 
inflow of gold into a given country and the trend of prices within 
that country-at least during short periods of time. for example, 
in the latter part of 1919 and the early months of 1920 gold was 
flowing out of the United States at the rate of nearly $50,000,000 

.a month and yet prices were rising with extraordinary rapidity. 
After the collapse of the boom iJi 1920, gold flowed back in huge 
volume and yet prices declined precipitately. The trade read
justments were normal accompaniments of the business cycle and 
prices moved in directions opposite to that implied by the classi
cal theory. The truth appears to be that with such possibilities 
for expanding and contracting credit currency as now exist, the 

; movement of specie between countries is of little consequence in 
connection with ordinary price changes. The possible long-run 
relation of the total gold supply of the world to the general level 
of world prices is another story which cannot be considered in this 
volume.6 

• For a description of the process by which payments between different 
sections of the United States are effected with practically no movements of 
specie, see discussion of the Federal Reserve clearing system, pp. S6~6. 
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III. THE DISORGANIZATION OF EXCHANGES BY 
THE WAR 

At the outbreak of the World War the normal adjustments 
of international trade and financial relations were very quickly 
disrupted. In the autumn of 1914 there was a great rush on the 
part of European holders of American securities to sell them back 
to us as a means of securing funds required for war purposes. At 
the same time the usual autumn movement of our cotton and 
other products was checked both by a temporary decli~e in Eu
ropean demand for American goods and by the fear of German 
raiders. Insurance rates also tremendously increased, so that the 
gold-exporting point no longer remained at 4.885. So great was 
the demand for sterling bills as compared with the supply that 
sterling exchange rose at one time as high as $7.00, though it soon 
declined to $5.00, a figure still substantially above the previous 
maximum. Other exchanges fluctuated in similar fashion. 

In the autumn of 1915, however, when the Allies began to 
buy great quantities of war supplies in the United $tates the situ
ation was sharply reversed: the supply of bills of exchange out
ran the demand, and exchange quickly fell to the gold-importing 
point. For a time, the European countries allowed gold to be ex
ported; but such exports had to be checked before very long be
cause of the disastrous effects upon European monetary systems. 
The balance of payments ran so heavily against Europe that the . 
pound sterling soon declined to $4.48 and the franc to about 16.5 
cents. It became necessary to resort to credit operations as a 
means of "pegging" the exchanges. By borrowing from the 
United States, the European governments were enabled to go 
into the market and increase the demand for bills of exchange 
whenever the rate sagged. The pound sterling was "pegged" at a 
rate of about 4.76~. The value of the francin the latter part of 
the war is indicated in the chart on page 149. The exchanges of 
neutral countries were also affected. . 

With a view to effecting a gradual restoration of the· normal 
functioning of the international exchanges, the European govern
ments in 1919. abandoned artificial control of exchange rates. 
Because of the large adverse balance of payments, however, it 
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. was necessary to retain the embargoes on gold shipments, lest 
heavy outflows of gold complet~ly wreck E.uropean monetary 
systems. Hence, the normal corrective of depreciated exchanges 
remained inoperative. The results of the international economic 
mal~djustments occasioned by the war were quickly shown in a 
sharp fall in exchange rates in. practically all European countries. 
The table which follows gives the average exchange rates of a 
number of European countries by years since 1918. 

EXCHANGE FLUCTUATIONS OF LEADING COUNTRIES 
(Annual Averages) 

Country Par roIS t920 1921 10'3 10'4 rOo, 102' --Groat Britain. $4.866 $4.76 $3.66 $4.43 $4.57 $4.4' $4.83 14.8, 
Germany· .... "38 .17' .or, .0023 .oooor8 .000,000 "38 ,'3' 

France ....... .r78 .08. .06r 
.000,011 

.048 .r03 .070 .051 '.030 
Italy" ...... .r03 .r34 .oso .048 .048 .043 .040 •0531 Be~um .•.•. .193 ":467' .074 .077 .052 .046 .048 .130 
Ne erlands .. ·402 ·344 • 38S ·30r .38 • .- .-Sweden •••••• .• 68 .3.8 .20$ .262 .066 ..65 .068 •• 68 
Switzerland •.. .r03 '''0 .r60 .191 • 181 .18 • .193 .103 

• The figure for r9'3 II the average for tho tint nIDo monthL The Rentenmark oystem 
wu instituted in November; rO'3, and the German cumJDcy w .. practiA:alI¥ ltable thereafter. 

t Stabilization accomplished at this rate, December, rO'7. 
~ The helga, which is equal to 5 franca, IUpeneded the Bolgiaa fruu: October 16, 10'6. 

The cessation of "pegging" operations by the French gov
ernment resulted, as the chart shows, in a precipitate decline in 

. ~e value of the franc from over eighteen cents in March, 1919, 
to a low point of less than six cents in April, 19.20. From the end 
of 1920 to the early part of 1922, however, the general trend was 
upward, from around six cents to more than nine cents. After 
1922, it fell irregularly but persistently.until 1928, when stabili
zation was finally effected at a value of 3.92 cents, or about one
fifth the pre-war parity. 

The numerous.ups and downs, as shown in the chart, are due 
in part to seasonal commercial movements, in part to psycholog
ical factors which have influenced speculation in the franc, at 
times to changes in money rates and bond prices, and at other 
times to credit operationS, as in case of the Morgan loan of 1924. 
Howevel', the general downward movement of the franc is a fairly 
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accurate reflection of the extent of deterioration of the French 
financial situation. 

The foreign exchanges, international trade, and internal· 
budget and currency conditions are closely interrelated. Ex
chaQge depreciation may be produced either by an unbalanced 
state of international trade and financial operations or by an un
balanced domestic budget. If a nation's supply of bills of ex
change available from export and service operations is insufficient 
to cover payments for necessary imports and other foreign obli
gations, the exchange will tend to fall-although jt may be sup
ported for a time by credit operations. The extent of the decline 
will, of course, depend upon the magnitude of the deficit in the 
balance of payments. Similarly, if the government's budget is 
unbalanced and the treasury resorts to the issue of paper cur
rency as a means of meeting operating expenses, the exchanges 
will be affected~the extent of the depreciation depending upon 
the amount of the government deficit. 

Sometimes exchange depreciation is due primarily to the one 
factor, sometimes primarily to the other, and sometimes to a com
bination of the two. For example, during the period of rapid de
preciation of the German mark there was a huge deficit alike in • 
the international balance of payments and in the domestic budg
et. German paper money was accordingly issued both for the 
purpose of meeting foreign obligations and domestic operating 
expenses. In connection with the recent decline of the franc, 
however, it is interesting to note that while there has been a huge 
budget deficit, the international balance of payments has shown 
a considerable surplus. 

Not only do international trade and budget deficits react 
upon the exchanges, but exchange depreciation reacts upon both 
the budget and the international balance of payments. Some 
writers hold that the difficulties start with currency inflation, 
while others contend that it is the depreciation of the exchanges 
caused by an unfavorable balance of payments with which the 
troubles begin. The truth of the matter appears to be that all 
these various parts of the financial and economic mechanism are 
interacting in their operation. 
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IV. THE RESTORATION OF THE GOLD STANDARD 

The disorganization of European industry and trade both 
during and after the war resulted in a considerable redistribution 

REDISTRIBUTION OF WORLD GOLD SUPPLY 

... ··· .... 1:::;::: ,~. 
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...... I::::~=-1918 
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• All6gures are (or December ex~ept 1929, which is (OJ July. 

of the world's gold supply. Despite enormous credit operations, 
the United States required great quantities of gold in payment 
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for g<?ods and services rendered. The chart on page lSI shows 
the gold holdings qf the governments and central banks of the 
principal countries at intervals since 1913. (The increase in the 
gold holdings'in some of the European banks during the war pe
riod, was the result of drawing money out of the channels of cir
culation into the central banks); 

It will be seen from the chart that the proportion of the total 
gold supply held by the United States continued to expand for the 
first five years after the war, but that since 1924 there has been a 
considerable redistribution. The export of gold from the United 
States has in fact been stimulated by means of co-operation be
tween the Federal Reserve system and European central banks 
-the purpose being to replenish European gold reserves in order 
to facilitate the restoration of monetary and exchange stability. 
The process by which this export of gold was promoted was 
through the raising of discount rates in the United States to a 
level above. those prevailing in Europe. In the middle of 1927, 
the discount rate of the Federal Reserve Bank of New'York was 
made 1.5 per cent lower than the British rate, and continued low
er until May, 1928. In that month it was raised to a level with the 
Br-itish rate, and in July it was increased above it. The result was 
a net inflow of gold to the United States between September I, 

1927, and August I, 1928, amounting to $577,109,000. There
after the inflow was arrested and a return flow stimulated by rais
ing the American discount rate above the British rate. 

Here is another illustration of large specie movements re
sulting, not from an adverse balance of trade, for ihere was none, 
but Irom considerations of monetary policYi and the flow was 
effected by means of credit operations. As a result of improved 
fiscal policies, somewhat better trade conditions, and very exten- . 
sive foreign credits, all Europe has in recent years succeeded in 
restoring the gold standard, or a variation thereof, known as the 
"gold exchange" standard, under which a country agrees to main
tain its cur,ency at a stated ratio to a given foreign currency. 

In some cases, as in Germany and Russia, this return to the 
gold standard has followed a virtual repudiation of the great 
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masses of paper currency outstanding; in other cases, as in,. Aus
tria, it has been accomplished solely by means of foreign credits; 
while in some instances, as with Great Britain and Sweden, it has 
been brought about by gradual processes of trade imd financial 
readjustment. (For the rates at which stabilization has been ac
complished, see table on page 148. And, most significant, it has 
involved co-operation between the banks of different countries in 
granting credits for achieving the return to a gold basis and in 
standing ready to grant additional credits as and when they might 
be required for the maintenance of exchange and currency sta
bility. 

QUESTIONS FOR DISCUSSION 
I. Enumerate as many sources of international obligations as possible, in 

addition to those listed on page 13S-39. 
I. Why is it that specie alone is acceptable in settling the balance of inter

national obligations? 
3. Define parity. of exchange; gold points; premium; discount. 
4. What data would you require in order to ascertain the parity of ex

change between United States and Japanese money? 
5. What is the service performed by the hanks in connection with settling 

trading obligations by means of bills of exchange? 
6. Show hy a concrete illustration how bankers may find it profitable to 

draw finance bills when exchange is below par. What is the effect of 
such purchases upon the volume of currency sbipments? 

7. Describe the process by which each nation is required to settle with 
actual currency only its net balance with all the rest of the world. 

8. In the light of foreign-exchange analysis do you accept the doctrine that 
an excess of exports gives a "favorable" balance of trade ? 

9. Under what circumstances would an inflow of gold into a country be 
particularly advantageous? Under what circumstances would an out
flow be disadvantageous? Give concrete illustration, if possible. 

10. One of the leading bankers of this country stated in 1916 that the 
United States had received a great inflow of gold and that means must 
be devised to prevent its outflow in the future. Since this banker was 
engaged in international financial operations, do you imagine the ac
tivities of bis bank were, in fact, directed toward impounding this gold 
supply for the permanent use of America? 

II. How does a nation which does not produce gold secure a gold supply? 
12. What is the par of exchange between Berlin and Cologne? Paris and 

Berne? London and Montreal? 
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13. ~hat caused sterling exchange to rise to $7.00 shortly after the outbreak 
of the European war? Do you think that it was necessary for European 
nations to suspend, as a war measure, the normal operation of the ex
changes? • 

14. By what means were the exchanges "pegged" by the European govern
ments? 

15. Why should this war-time control of the foreign exchanges have been 
abandoned in March, 1919? What would have been involved in a ton
tinuance of the policy of pegging the exchanges? 

16. Explain how an unbalanced government budget allects the exchanges. 
17. Show how depreciating exchanges allect government fiscal operations. 
18. Explain why a balanced international trade and linancial situation is 

necessary for the permanent maintenance of the gold standard. 
19. Can a nation permanently ollset aD adverse trade and service balaDce 

by borrowing operations? 
20. By what process was the gold, or gold exchange, standard in Europe 

facilitated ? 
21. Look up in the linancial pages of the press the present exchange rates 

betweeD the UDited States aDd the principal EuropeaD couDtries. 
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CHAPTER X 

THE MODERN FINANCIAL STRUCTURE 
The great growth of credit operations which followed the de

velopment of large-scale business enterprise, particularly that or
ganized on the corporate basis, has been attended by the develop
ment of an extensive and interdependent financial structure, 
designed to facilitate the raising of the funds required for capi
talistic industry. The great number of financial instruments, 
agencies, and institutions that are utilized in connection with the 
borrowing operations of producing, manufacturing, and mercan
tile businesses is indicated in the diagrams on the accompanying 
pages.1 The diagrams are designed merely to enable the reader to 
visualize the financial mechanism as a whole and to afford a gen
eral view of the financial structure of society, with its complex 
interrelations, as a preliminary to the detailed study of the nu
merous particular institutions which will constitute the subject 
matter of the succeeding chapters. 

The diagrams, however, require a few words of explanation 
and qualification. In general, the purpose is to show the financial 
institutions and agencies that are employed in the assembling of 
the capital required by modern business enterprise. It is of note, 
first, that the financial structure involved in raising fixed capital 
for individual firms and partnerships, as shown on the first dia
gram, is relatively simple, since the funds are largely contributed 
by the owner, or owners, of the business. The greater complexity 
of the second diagram, moreover, indicates that the development 
of the very intricate and extensive financial organization of the 
present day is largely attributable to the ~normous growth of the 
corporate form of business organization. 

With reference to the corporation diagram, particularly, the 

• For a diagram showing the financial structure that has been developed 
in connection with agricultural borrowing, see p. 607. 
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arrows pointing downward from fixed capital indicate the move
ment of the securities that are issued by corporations through the 
financial institutions that assist in marketing them to the ultimate 
purchasers, who in the last analysis furnish the funds to the cor
poration. In some cases the securities do not find lodgment with 
individual investors but are purchased by financial institutions, 
as is indicated by the arrows which point to savings banks, insur
.ance companies, etc. In these cases, however, the funds are still 
furnished by individual savers, namely, the shareholders, depos
itors, etc. These financial institutions thus serve as intermediaries 
in the process of rendering individual savings available for the 
uses of corporate industry. 

The stock market has been placed at one side of the diagram 
in order to indicate that it is seldom a direct intermediary in the 
marketing of securities. It is rather a great central market place 
which is made use of by nearly all of the various types of financial 
mstitutions in connection with their operations, as well as by the 
ultimate investors in securities. All of these relations will be made 
clear in the chapter on the stock exchanges. The lines connecting 
the stock exchange with the different institutions are designed to 
indicate in a general way the interrelations that exist. 

Finally, it will be seen that the commercial banks are directly 
concerned with the raising of working capital, and indirectly as
sociated with investment banking institutions in the raising of 
fixed capital. Note the transverse line connecting commercial and 
investment banks. A line might also be drawn from the commer
cial banks to the fixed capital side of the corporation; for to a 
considerable extent they purchase securities directly and make 
loans to corporations for fixed capital purposes (see chap. xix 
and pp. 450-51). 

To safeguard against misconception it is necessary to state 
that the diagrams could not be made to reveal all the phases of 
the modern financial structure without complicating them to the 
point of obscurity. It will be well, therefore, to point out here 
certain thin.,"S which they do not indicate. 

First, although a line is drawn from the corporation direct to 
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the purchaser of securities, the corporation chart fails to coftvey 
an adequate idea of the vast amount of capital that is raised with
out the assistance of financial intermediaries. A very great num
ber of our corporations have raised their capital by direct sub
scription; indeed, it may perhaps safely be said that a large 
percentage of our present-day corporations secured their start by 
con,(,erting individual firms or partnerships into corporations and 
issuing shares of stock to the owners. There are many "close" 
corporations-those which have never raised any funds from gen
eral subscription. Among some of the more important of such 
corporations are: most of the great New England cotton mills; 
several of the larger chemical companies; the Du Pont Powder 
Company; many of the great department stores in all the large 
cities of the country; the large' corporations in the aluminum, 
brass, zinc, asbestos, and sulphur industries; and the great ma
jority of financial institutions. Perhaps the most conspicuous ex
ample of the close corporation in the United States at the pres
ent time is the Ford Motor Company. Mr. Ford and his son are 
now said to be the sole proprietors of the largest privately owned 
business in the country. 

Second, the charts do not reveal the raising of capital by the 
common process of creating a surplus through setting aside a por
tion of the earnings for an expansion of the business. A tremen
dousamount of capital is thus raised, especially by corporations. 
I t will be noted that this method merely involves a decision of the 
directors of 'the corporation with reference to the disposition of 
earnings. 

Third, the charts reveal only those credit operations which 
involve the borrowing of funds, as distinguished from actual 

, goods. Working capital in part takes the form of materials 
bought on credit. A retailer, for instance, may do most of his bor
rowing by buying goods from wholesalers on time. But since the 
wholesalers, who sell these goods on credit to the retailer, usually 
borrow from the commercial banks during the interval while 

, awaiting payment, it all comes to much the same thing in the end 
-working capital is largely borrowed from the commercial 
banks. 
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-The corporation chart does indicate, however, that a portion 

of the working capital is usually derived from th~ Sale of securi
ties. Indeed, if a business is to have a good credit standing with 
its bank, it must, in fact, provide a considerable part of its work
ing capital by stock subscriptions. 

Fourth, one might conclude from ·the corporation diagram 
that savings banks are associated only with the problem of raising 
fixed capital. As a matter of fact, many savingS-bank loans are 
also made for working capital purposes (see chap. xviii). 

Fifth, tht: position of the trust company in the financial struc
ture of society is not adequately revealed. As the chart stands, 

. the trust company is related only to the raising of fixed capital 
and is placed in a position parallel with savings banks and insur
ance companies. In fact, as we s'halllater see (chap. xviii below), 
the trust company performs so wide a variety of functions that it 
is iinpossible in the present diagram to indicate its relationship 
to the entire financial structure. The commercial banking de
partment of the trust company would go with the commercial 
banks, the bond department with the bond-houses, the. savings 
department with the savings banks, the insurance department 
with the insurance companies. But, in addition, the trust com
pany performs a great variety of services for the holders of cor
porate securities in connection with the safekeeping of valuables, 
the holding of mortgages in trust, the transfer of ownership of 
stocks and bonds, the financial reorganization of companies, etc. 

Finally, the diagrams tend to give a false impreSsion of spe
cialization by finanCial institutio~s. The truth is that more and 
more there is being conducted under one roof and by a single ad
ministrative organization a great variety of financial activities 
(see chap. xxx). Just as the trust company has many depart
ments, the commercial bank nowadays usually has associated 
with it savings and bond departments, and, in recent years, trust 
departments as well. The designations given on the diagram 
must, therefore, be considered as representing types of financial 
functions rather than (in every. case) distinct and specialized 
financial institutions. 
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The remaining chapters of the volume will be devoted" to a 
discussion of the services and functions that are performed by the 
numerous parts of this financial organization, the problems of 
regulation that have arisen in connection with the various types 
of financial institutions, and the interrelations of this intricate 
financial mechanism with the larger economic organization ot 
which it forms so important and integral a part. 



CHAPTER XI 

THE CORPORATION AS A DEVICE FOR 
RAISING CAPITAL 

At the head of the diagram showing the financiai institutions 
and agencies that function in the raising of capital in the modern 
industrial world (p. IS8) is placed the corporation, the dominant 
type of business orgaIrlzation at the present time. In discussions 
of the corporation as a form of organization for the conduct of 
business, its advantages over the partnership have usually been 
listed as follows: (I) greater ease of raising capitalj (2) per
petual (or, at least, definite) existencej (3) centralization of 
managerial responsibility and power. It is the purpose of the 
present chapter to out.liDe the significance of the corporation as a 
capital-raising ipstitution-to account for its origin and develop
ment in terms of capital requirements. 

It is not too much to say that the outstanding advantage of 
the corporation over the partnership is its greater effectiveness in 
assembling the capital required for large-scale enterprise. Part
nerships may be-and some have been-given a perpetual life. 
Partnerships may delegate the management to a single individ
ual or group of individuals and hold them responsible for results, 
quite after the fashion of the corporate organization. Indeed, 
some modern partnerships are thus organized j while the "silent 
partner" is, of course,' a common phenomenon. But without 
shares of stock and bonds and without the principle of limited 
liability the partnership could not pOssibly effect the accumula
tion of the large quantities of capital required by the great ma
jority of modem businesses. Some modem partnership associa
tions, it is true, have the equivalent of shares and some have been 
organized with a limited liabilityj but these features constitute 
the very essence of the corporate form of organization. To the 

162 
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extent that they have now been taken over by partnerships the 
latter may be said to have been "corporationized." 

I. ADVANTAGES OF THE CORPORATION IN 
RAISING CAPITAL 

The corporation is for several reasons an effective agency for 
the raising of capital. In the first place, the division of the capital 
into small units in the forms of shares of stock or bonds makes it 
possible to attract funds from people of very moderate means. To 
this end the par value of bonds and of shares of stock is made 
small-often very small in the case of shares. While the standard 
unit is $100, there are many companies which sell shares at $10, 
$5, $1, and even at 5 cents each. 

Second, the division of the shares and bonds of corporations 
into small denominations also makes it possible for individuals to 
diversify their investments and thus reduce the risks of loss to a 
minimum. Even so small a fund as $10,000 may be invested in a 
hundred or more different companies. It is of note that "baby 
bonds," of $100 denominations, and with instalment-payment 
provisions, have become increasingly popular in recent years. 

Third, the division of corporate securities into bonds and 
shares serves to attract the investments of people of different tem
peraments and o'f different economic position. Bonds, constitut
ing a first claim upon earnings, make their appeal to those who 
are by temperament conservative, or whose economic position is 
such as to make safety of investment the prime requisite. On the 
other hand, stock offers an opportunity of higher returns and thus 
appeals to people who are willing to take chances in the hope of 
large rewards, and to those whose economic position is such that 
they can afford to assume larger risks. 

Similarly, the division of stock into preferred and common 
shares is calculated to appeal to investors of different degrees of 
conservatism. The preferred stock, while not so safe as bonds, is 
still relatively safe in well-established companies, and it yields a 
higher return than bonds. Common stock is subject to still great
er risks, but affords the possibility of very large returns. Now-
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adays there is, moreover, a great variety of su1H:lasses of shares, 
notes, and bonds, all designed to facilitate the raising of funds 
through varied appeaIs.1 . 

Fourth, the easy transferability of bonds and shares, made 
possible by the development of organized stock exchanges, en
ables an individual to withdraw his investment in a corporation 
at almost a moment's notice. The significance of this for our 
present purpose is that the ease with which one may get out of a 

.. corporation has an important bearing on his willingness to get in. 
Under present conditions one is not necessarily committed to a 
given undertaking once and for all; with readily marketable se
curities the investor retains almost instantaneous command pver 
capital. 

Fifth, the large aggregations of capital made possible by vir
tue of these various advantages, together with the limited-liabil
ity principle discussed below, give to the corporation unusual 
competitive strength and stability, which in turn render securi
ties the more attractive to the investing public. 

Sixth, the corporation now universally embodies the principle 
of limited liability, i.e., liability of each shareholder only to the 
amount (usually) of his individual stock.1 This is indispensable 
to the assembling of the vast amounts of capital required by mod
em business establishments, for it would be utterly imPossible to 
induce an individual to purchase shares of stock in a corporation 
of large siie if his individual liability to creditors was equal to the 
entire capital. Unlimited liability will be assumed only where the 
owners are few in number, where they ·are well known to one an
other, and where the amounts involved are relatively small. 

It should be noted that the principle of limited liability ap-
. plies only to stock, the bondholders being creditors of the corpo

ration. It is apparent, finally, therefore, that even without the 
principle of limited liability the corporation would have advan
tages over the ordinary partnership in the assembling of capital, 

• • See pp. 100-10. 

o Bank stockholders typically are required to assume a double liability, 
for the protection of depositors. 
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since the sale of bonds would in any event make it possible to 
draw funds from a large number of investors. 

The growth of large-scale enterprise was dependent upon 
limited liability. Light will be thrown upon the importance of the 
principle of limited liability from the point of view of facilitating 
the raising of capital by a brief review of its history. For a con
siderable period during English industrial history, joint-stock 
companies did not enjoy the principle of limited liability. Fol
lowing a period of great speCUlation in the shares of unincorpo .. 
rated "companies/'e in which many people were financially 
ruined, the so-called Bubble Act of 1719 prohibited unincorpo
rated companies from acting as corporate bodies or seIling trans
ferable stock. This prohibition interfered with the formation of 
genuine trading companies and "greatly hindered the employ
ment of accumulated capita!.'" The strict enforcement of the act, 
however, was found to be impracticable and for many years it 
was allowed to rem~in a dead letter, many new unincorporated 
companies continuing to be formed. 

The Bubble Act was repealed in 1825 and the Crown was 
empowered to grant charters of incorporation; b!lt the individual 
owners of the corporation were made personally liable for the 
whole or any part of the debts of the corporation. During the 
next thirty years men of financial and social standing held aloof 
from concerns in which the smallest investment involved so great 
a risk. Of 4,049 companies registered provisionally from 1844 to 
1855,3,084 were abandoned before complete registration. 

The principle of limited liability was so important, however, 
for the raising of the capital required for the rapidly eXpanding 
size of industrial enterprises that Parliament finally passed an act 
in 1856 permitting the formation of corporations "with limited 
or unlimited liability, with all the benefits of incorporation." 
Banking and insurance companies were, however, still excluded. 
The complete acceptance of the limited liability principle, to-

I See p. 167. 

• S. E. Perry, "History of Companies' Legislation in England," J0f4rnal 
0/ 'lie Institute 0/ Bankers, Vol. XXIX. 
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gether with the adoption of a general incorporation law, paved 
the way for the great expansion in the s~ze of business enterprise 
that marked the second half of the nineteenth century. There re
sulted a particular stimulus to investments in foreign countries 
where the risks incident to unlimited liability were especially 
heavy: 

. In the United States, it appears that the principle of limited 
liability was accepted from the very beginning. We find that 
-"limited liability was recognized as an attribute of an incorpo
rated company almosi invariably without specific mention; in
deed, it was a principal object through incorporation."· With 
~carcely an exception, early American corporations, in fact, en
joyed the advantages incident to limited liability_. 

II. STAGES OF CORPORATE DEVELOPMENT 

A study of the changes that have occurred in the organization 
of industry from the Middle Ages to the pJ;esent time indicates 
that the development of the corporation was in truth very largely 
governed by capital-raising requirements. While the germ of the 
corporate idea is DO doubt to be found in the guild associations of 
the early Middle Ages, the first corporations of significance, from 
the point of view. of business enterprise, were the great trading 
companies of the sixteenth and seventeenth centuries. These 
companies were organized for the purpose of developing trade 
with foreign dominions and as colonizing agencies.' 

The early corporation embodied numerous features; it was 
a bundle of special rights and privileges, and has been aptly called 
a collection of monopoly grants of power. While there was no 
single reason for the use of the corporate organization, large cap
ital requirements were nevertheless in every case the paramount 
factor, since it was necessary to secure the capital required from 
a large number of individuals. Moreover, owing to the uncertain-

"Davis, Joseph H., Essays i" Earlier History 01 A.merica" Corlora
tWIIS, IV, 317-29. 

• The joint stock was abo used in the sixteenth and seventeenth cen
turieS in mining companies, and in nearly every important monopoly. Wil
liam E. Price, English Pattmts 0/ M OII0101y, p. 131. 
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ties both of ocean'transportation and of trade, unusual risks were 
involved, and proved a serious deterrent to the advancement of 
large sums by anyone individual. The corporation made it 
possible for individuals to distribute their risks over a number of 
different undertakings. 

Investment opportunities were few before the corporate era. 
These early corporations were necessary not alone for the raising 
of capital for overseas enterprises. They appear to have been 
quite as serviceable in the accommodation of would-be investors: 
Macaulay writes: 

During the interval hetween the Restoration and the Revolution the 
riches of the nation had heen rapidly increasing, Thousands of busy men 
found every Christmas that, after the expenses of the year's housekeeping 
had been defrayed out of the year's income, a surplus remained; and how 
that surplus was to be employed was a question of some difficulty. In our 
time, to invest such a surplus, at something more than three per cent on the 
best security that has ever been known in the world, is the work of a few 
minutes. But in the seventeenth century, a lawyer, a physician, a retired 
merchant, who had saved some thousands and who wished, to place them 
safely and profitably, was often gre~tly embarrassed. Three generations 
earlier, a man who had accumulated wealth in a profession generally pur
chased real property, or lent his savings on mortgage. But the number of 
acres in the kingdom had remained the same; and the value of these acres, 
though it had greatly increased, had by no means increased so fast as the 
quantity of capital which was seeking for employment. Many, too, wished 
to put their money where they could find it at an hour's notice and looked 
about for some species of property which could be more readily transferred 
than a house or a field. A capitalist might lend on bottomry or on personal 
security but, if he did so, he ran a great risk of losing interest and principal. 
ThNe were a few joint-stock companies, among which the East India Com
pany' held the foremost place; but the demand for the stock of such compa
nies was far greater than the supply. Indeed, the cry for a new East India 
Company was chiefly raised by persons who had found difficulty in placing 
their savings at interest on good security. So great was that difficulty that 
the practice of hoarding was common. We are told that the father of Pope, 
the poet, who retired from business in the City about the time of the Revo
lution, carried to a retreat in the country a strong box containing near twen
ty thousand pounds, and took out from time to time what was required for 
household expense; and it is.highly probable that this was not a solitary 
case. At present the quantity of coin which is hoarded by private persons 
is so small that it would, if brought forth, make no perceptible addition to 
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. the circulation. But in the earlier part of the reign of William the Third, all 
the greatest writers on currency were of opinion that a very considerable 
mass of gold and silver was hidden in secret drawers and bebind wainscots. 

The natural effect of this state of things was that a crowd of projectors, 
ingenious and absurd, honest and knavish; employed themselves in devising 
new scheInes for the employment of redundant capital. It was about the 
year 1688 that the word stockjobber was first heard in London.' In the 
short space of four years a crowd of companies, .every one of which con
fidently held out to subscribers the hope of immense gains, sprang into exist
ence-the Insurance Company, the Paper Company, the Lutestring Com
pany, the Pearl Fishery Comp,any, the Glass Bottle Company, the Alum 
Company, the Blythe Coal Company, the Swordblade Company. There 
was a Copper Company, which proposed to explore the mines of England, 
and held out a hope t.hat they would prove not less valuable than those of 
Potosi. Ther.e was a Diving Company, which undertook to bring up pre
cious effects from shipwrecked vessels, and which announced that it had 
laid in a stock of wonderful machines resembling complete suits of armoUr. 
In front of the helmet was a huge glass eye like that of a Cyclops i and out 
of the crest went a pipe through which the air was to be admitted. The 
whole process was exhibited on the Thames. Fine gentlemen and fine ladies 
were invited to the show, were hospitably regaled, and were delighted by 
seeing the divers in their panoply descend into the river and return laden 
with old iron and ship's tackle. There was a Greenland Fishing Company, 
which could not fail to drive the Dutch whalers and herring busses out of 
the Northern Ocean. There was a Tanning Company, which promised to 
furnish leather superior to the best that was brought" from Turkey and Rus
sia. There was a society which undertook the office of giving gentlemen a 
liberal education on low terms, and which assumed the Bounding name of 
the Royal Academies Company. I~ a pompous advertisement it WlII an
nounced that the directors of the Royal Academies Company had engaged 
the best masters in every branch of knowledge, and were about to issue 
twenty thousand tickets at twenty shillings each. There was to be a lottery 
-two thousand prizes were to be drawn i and the fortunate holders of the 
prizes were to be taught, at the charge of the company, Latin, Greek, He
brew, French, Spanish, conic sections, trigonometry, heraldry, japanning, 
fortifi~tion, bookkeeping, and the art of playing the theorbo. 

The second stage in corporate development came during the 
seventeenth and eighteenth centuries when the corporate princi
ple was extended to such enterprises as insQrance, banking, and 
inland navigation. The imp~rtance and the supposed limitations 
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of the joint-stock: company durin~ this period may be glimpsed 
by reference to a well-known quotation from Adam Smith: 

The only trades which it seems possible for a joint-stock company to 
carry on successfully without an exclusive privilege are those of which all 
the operations are capable of being reduced to what is called routine. . . . . 
Of this kind is, first, the banking trade; secondly, the trade of insurance in 
fire and from sea risks and capture in time of war; thirdly, the trade of 
making and maintaining a navigable cut or canal; and fourthly, the similar 
trade of bringing water for the supply of a great city. 

He adds that in order to render the use of the joint-stock com
pany feasible, two other circumstances should concur: "first that 
the' undertaking is of greater and more general utility than the 
greater part of the common trades;' and secondly, that it requires 
a greater capital than can easily be collected into a private co
partnership." It appears that the corporation was not regarded as 
particularly well adapted to the efficient conduct of most lines of 
business, but that it was a very useful device in lines of activity 
where it was necessary to raise large sums of capital. 

The third stage in corporate history may be designated the 
transportation period, beginning in England about 1780. Adam 
Smith, who wrote in 1776, had foreseen the use of the corporation 
iii con!lection with canal building, altbpugh the great era or canal 
transportation came 1lfter his time-from 1780 to 1815. The cor
poration was almost universally used as a means of assembling 
the large capital required for canal construction. It is significant, 
from the point of view of the capital-raising function of corpora
tions, to note that the canal companies did not conduct transpor
tation; the canal barges were run by individual boatmen. The 
use of the corporation was here dictated solely by capital-raising 
requirements. This was also true of the turnpike 'companies. 

With the development of railway transportation after 1830 
the use of the corporation was greatly extended. While in the case 
of the railroads the corporation was early used both as a capital
raising and as an opera,ting device, the capital-raising feature was 
of primary importance. It was manifestly impossible to raise the 
required funds by individual or partnership means. As with the 
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old trading companies, not only was the volume of capital re
quired very large, but the risks assumed were likewise ~ 
tional. 

The fourth stage is that of the mension of the corporate 
form of organization to producing, manufacturing, and mercan
tile enterprises. Although the corporation was used to some u
tent in ordinary business in both England and the United States 
before 1800, it was not until after the development of efficient 
and cheap transportation systems that it became the dominant 
form of organization in manufacturing and mercantile lines. Dur
ing the earlier years of its history the factory system did not re
quire very large aggregations Qf capital, for the simple reason that 
markets were narrowly circumscribed, owing to the inadequacy 
and the great cost of transportation, as also to the decentraliza
tion of wealth and population. The volume of output that could 
be sold by any single plant was thus definitely limited. Under 
these conditions only a few thousands of dollars of capital were 
required for the largest business establishment, and individuals 
and partnerships found no serious handicap in financing such en
terprise. But while the early factories did not require large cap
ital, in view of market limitations, their development gave rise to 
an insistent pressure for wider markets, in order to make possible 
a larger and IDOre profitable scale of industrial enterprise; thus 
undoubtedly hastening the development of efficient transpor
tation. 

The widening of markets that resulted from the development 
of modem transportation facilities gave in tum a tremendous 
impetus to the enlargement of the size of business undertakings. 
Given cheap transportation to the markets of the world, there was 
almost no limit to the profitable size of the business uniL By 
1845 railroad transportation had definitely proved itself, both in 
England and in the United States; and before 1860 it had soc
ceeded in liDkiDg the great Middle West with aD the markets of 
the world. 

The second half of the nineteenth century then witnessed a 
gigantic effort on the part of industries to opand the scale of 
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their productive operations to a point where they could take full 
advantage of the world-markets that were available to them. 
Cheap transportation meant reduced costs for the laying down 
of goods in distant markets. And the enlarged output made pos
sible by widened markets still further reduced the cost per un'it 
and made possible a competition over ever widening areas. This 
tremendous growth in the size of producing units, and in the mag
nitud .. of the commercial and distributing businesses concerned 
with the marketing process, made the use of the corporation as a 
capital-raising device quite as indispensable here as it was in for
eign trading, finance, insurance, and transportation. Where dur
ing its earlier history the factory required a capital of perhaps a 
few thousand dollars, the large-scale business enterprises of the 
present necessitate capital accumulations of hundreds of thou
sands, milions, and even hundreds of millions of dollars. 

Thus did the changing structure of industrial society, with 
the ever increasing size of business undertaking and ever enlarg
ing capital requirements, gradually extend the scope of corporate 
industry, until today the corporation is the dominant form of 
business organization. Without minimizing the advantages of the 
corporation as an operating agency, it may be repeated that in
trinsicallyand historically the corporation is a capital-raising de
vice. We shan see in the following and in other chapters that this 
changing industrial structure, with the development of the corpG
ration, has called into existence most of the financial institutions 
that function in the economic system of today, and has profound
ly modified the probleIns of organization and control of all of 

them. -
QUESTIO~"s FOR DISCUSSION 

I. Is the corporation to be regarded primarily as an dlicient form of or
ganization for the conduct of a business once established, or primarily 
as an efficient instrument for raising apital? Is it either exclusinly? 

2. What advantages do sham; of stock and bonds afford as a means of 
raising capital? 

J. Why should both bondS and stock have beeD de\-eloped? 
4. What is the purpose of issuing different kinds of stock and bonds? 
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5. Without bonds and stock it would b~ impossible for an individual of 
moderate means to diversify his investments. Why 1 Indicate the prob
able results of such a situation. 

6. In what way, precisely, is the ready transferahility of bonda and shares 
. an inducement to investment? 
.,. What would people do with temporarily idle funds in the absence of an 

opportunity to invesf in readily marketable lleCuritiesl 
S. Indicate how the perpetual existence of a corporation might facilitate 

the raising of capital . ' 
9. What is the significance of the limited liability principle from the view

point of capital raising? Has it any significance from any otber point of 
view? 

10. What opportunities for investment existed in England before the exten
sive development of the joint-stock company? 

II. Have we had speculative manias since the time of which Macaulay 
wrote? (See pp. 16'1-<iS.) Do plenty of opportunities for conservative 
investment always deter people from indulging in speculation 1 

12. During that period of Englisb history when corporatiolll were not 
granted the limited liability principle, did they possess any advantage 
over partnerships in the raising of capital? Were they subject to any 
comparative disadvantages? 

13. Why was it so difficult to enforce the Bubble Act in England? 
14. How do you account for the hostility to the principle of limited liability 

that was manifest in England until the middle of the nineteenth cen
tury? 

IS. Suggest some of the probable industrial conSequences of the refusal to 
permit limited liability in England between IS25 and IS56. What were 
the outstanding industrial requirements of this period? 

16. Do you know of any classes of corporations today whose liability is 
not limited to the individual shareholders' contributiolll? 

1'1. Outline the different stages in corporate development and indicate why 
each new stage developed. 

IS: Has Adam Smith's prophecy come true? What did he overlook? 
19. Are there any greAdivisions of economic activity that are not at the 

present time characteristically organi2ed on the corporate basis? If so, 
. what? Is this likely to be a permanent state of affairs 1 



· CHAPTER XII 

THE MARKETING OF LOW-GRADE 
SECURITIES 

In this chapter we are to consider the financial machinery 
that has been developed for the marketing of low-grade, or spec
ulative, securities and the problems of regulation which are asso
ciated therewith. The financial machinery employed in the dis
tribution of low-grade securities is indicated at the ext{eme left 
of the diagram on page IS8. The investment banking institu
tions, shown nearer the center of the chart, are associated with 
the marketing of high-grade, or non-speculative, securities. These 
will be considered in the following chapter. 

It is impossible to give a very precise definition of low-grade 
securities, for thel"e is no hard-and-fast line of demarcation from 
high-grade issues. But in general the term refers to securities of 
such a nature that the risk of loss to the investor is acknowledged 
to be relatively large. There would seem to be at least four dis
tinct types of securities that should be discussed in this connec
tion: (I) those that are fraudulent; (2) those issued by corpora
tions in new and hence untested lines of industry; (3) those 
issued by new and hence untried companies in staple lines of in
dustry; and (4) those issued by companies engaged in lines that 
are essentially speCUlative in theirnature--that normally involve 
a high degree of risk. Another classification of low-grade issues 
is found in the securities designated "Class D" under the Illinois 
Securities Law, a digest of which is presented on pages 180-8S. 

It should be added that low-grade securities virtually always 
take the form of shares of stock. Borrowing by means of bond 
issues is essentially a later stage in the process of raising capital, 
for the simple reason that the property basis required as security 
for bonds usually implies a "going concern," the capital for which 
has already been raised by stock subscriptions; and in any event 
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the bondholder is more amply protected, and hence the riSks as
sumed are less. 

The sale of securities of new corporations, except in the case 
of relatively small concerns, the stock of which is entirely sub
scribed by a small group of investors, usually involves what is 
known as "promotion" of the sale of securities. If capital is to be 
raised for a new corporation, it is obviously necessary that the se
curities be brought to the attention of possible investors, just as 
it is necessary to commend manufactured commodities, through 
advertising, to the good graces of potential purchasers. The mar
keting of low-grade securities, however; has been subject to such 
grave a~uses that many have urged that "stock promotion" be 
forbidden by law. 

The problem of controlling the issue and sale of low-grade 
. securities is twofold in its nature: first, to. prevent the marketing 
of fraudulent and practically worthless shares; second, to make 
it po~sible for the potential investor to secure adequate informa
tion upon which to base a reasonably intelligent judgment of the 
value of honest, but highly speculative securitieS. 

I. THE PROMOTION OF FRAUDULENT AND 
WORTHLESS SECURITIES 

Hundreds of millions of dollars are annually taken from igIlG
rant investors by the sale of utterly worthless securities. The mail 
frauds alone that have been discovered and stopped by the feder
al government in a single year have reached a total of $129,-
000,000. There is, of course, no way of estimating the volume of 
undetected fraud; and there are numerous cases lying within the 
twilight zone between fraud and legitimacy for which the laws 
afford no redress. 

The promoter of a new issue of securities has various means 
at his disposal for reaching the investing public. As the diagram 
on page 158 indicates, one of these means is newspaper advertis
ing, a method that has been followed very extensively in recent 
years. It is particularly efficacious in boom periods when the gen
eral public is bo.th prosperous and credulous. A second method is 
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the sending of circulars through the mails to a list of selected 
names. This method is perhaps the cheapest of all. Its effec
tiveness largely depends upon the care and judgment with which 
the list of names has been chosen. Another method involves the 
employment of salesmen who interview potential investors and 
attempt to convince them of the exceptional nature of the oppor
tunityoffered. While more costly than newspaper or circular ad
vertising, this method possesses the advantage that goes with per
sonal contact. The plausible salesman, who can look a hesitating 
and stammering investor in the eye and pat him on the shoulder 
at the psychological moment, is in a much more strategic position 
to silence doubts than is the cold page of a newspaper or circular 
letter. It is not to be cons,idered that the foregoing methods are 
necessarily mutually exclusive. All, indeed, may be resorted to 
simultaneously. 

The nature of a great deal of the "promotion" that is being 
engaged in every year may be surmised from the following ad
vertisement recently appearing in a New York newspaper, which 
sets forth the necessary qualifications for a writer of promotion 
li tera ture: 

Wanted: Well-educated young man to write literature and circulars 
for stock broker. No knowledge of securities necessary, Must bave good 
imagination and flow of language and write in a convincing style. 

There are weU-known "earmarks" 0/ a swindle. As a result 
of an analysis of a large number of promotions that proved to be 
swindles, the following earmarks of a stock-offering of doubtful 
or fraudulent character have been compiled. It will be evident, 
however" that honest promotion schemes usually possess some of 
these "earmarks": 

I. The argument that the investor should buy immediately 
because the price of sto~ will be advanced within a short time. 
It is obvious that the arbitrary advancing of the price by a pro
moter does not increase the true value of the security. 

2. The argument that the investor should send a remittance 
by return mail, or, better still, by wire because there are only a 



FINANCIAL ORGANIZATION 

few shares left for distribution. Such golden opportunity, how
ever, usually knocks a second time. 

3. The argument that "prominent citizens" are associated 
with the company and that accordingiy the merit of the stock as 
an investment is virtually guaranteed • 

. 4. The argument that other companies engaged in the same 
or a similar line of business have made millions from an original 
investment of little or nothing. 

5. The argument that the company desires to place its stock 
in the hands of very small investors, so that control may not be
come vested in a "coterie of capitalists." A similar argument is 
that the company desires to permit only a limited number of per
sons in each state or in each city to buy the stock. Democratic 
organization and control as a means of preventing the capitalistic 
octopus from reaping the rewards of the wonderful idea to which 
the company has the exclusive right is regarded as a very effective 
selling device. Companies of this sort always delight in the op
portunity to enrich people who find themselves in moderate cir
cumstances, 

6. The argument that the company has orders and contracts 
already in sight, or under consideration, or about to be under 
consideration, which will insure large earnings on the· stock is-
sued. • 

7. The argument that the company has assets greatly in ex
cess of its stock issue. Mention is seldom made of offsetting 
liabilities. 

Among the physical earmarks of swindling promotion litera
ture, the following have been listed: 

I. A picture of the president of the corporation. He is usual
ly a clean-cut, aggressive type of individual, "distictively Amer
ican" in appeara~ce. 

2. A picture of a factory or of an oil field or of a mine shaft, 
in some part of which is displayed a sign showing that the photo
graph is genuine . 

. 3. The ildoption of a name that is similar to that of a well
known firm or corporation. 
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4. Absence of reputable financial or banking support .. 
5. Testimonials of character by unknown persons with im

posing business titles. 
6. The listirig of high-grade securities in circulars promoting 

worthless enterprises. 
7. Sales on the instalment plan. The instalment plan is to 

be distinguished, however I from the partial-payment plan used 
by many reputable brokers for well-seasoned listed stocks. In
stalment sales do not usually permit the investor to require a re
turn of the money invested, even in case of fraud. On a partial
payment contract with a reputable broker, however, the investor 
may order the sale of his stock at the market price and the im
mediate remittance of his balance. 

'The career of a promoter is often a vivid one. There have 
been innumer~ble cases of actually fraudulent promoters who 
have carried on their operations for many years. The following 
biography of a promoter is typical: 

. Death stepped in yesterday and cut short the kaleidoscopic financial 
career of George Underhill, past master in the aI1 of extracting the mites 
from the pockets of the middle class in exchange for btilliantly colored stock 
certificates. 

Underhill's mQst recent stock-selling venture was the Spring Nut Lock 
Company, said to be capitalized for $4,000,000, the stock of which was ped
dled in small lots, cbiefly by appeals sent througb the mails and advertising 
in magazines circulating in the small towns and rural communities. 

Another venture of recent date was the organization of a syndicate to 
promote wbat was called the Ford machine gun. 

He embarked in the promotion business in 1904, wben he attempted to 
float the Tennessee Development Company. This concern, which was one 
of bis own creations, was capitalized at $500,000, and Underhill endeavored 
to exchange stock certificates for gold by extensive advertising. . 

He painted rosy pictures of tbe money-making possibilities of this 
stock, playing up the idea of a "triple profit." The plan was to buy Ten
nessee lands from wbich the timber would be cut, making one profit; tlien 
sheep were to be turned loose to graze upon the land, thus making a second 
profit; and finally, coal could be mined from beneath it, thus reaping a 
third profit. 

But Underhill waxed even more eloquent in his advertising literature, 
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holding out as inducements to possible Investors, In addition to the triple 
profit, an added "probable on find" and "other products from the land, 
such as fruit and farm produce, t'he bottling and lale of mineral water, the 
sale of pipe clay, the raising and sale of poultry, hogs, cattle, mules and 
horses, the breeding of Angora goats for fanciers, etc." 

He Intimated that as much .. 60 per cent In annual profits might he 
realized from this venture, but according to persona who investigated the 
proposition the whole scheme revolved around a hundred~acre farm In Ten
nessee, owned by UnderhiD', father. 

In March, 1905, he was president and treasurer of the George Under
hiD Company, advertising agents, which was forced Int!) bankruptcy. Lia
bilities of the company aggregated $39,396, and creditors received practi-
cally nothing. . 

In 1906 UnderhiD launched into the promotion bualneaa again, and be
came fiscal agent for the Hoosac Tunnel Mining Company. He aold $zoo,-
000 worth of stock during that year, but the company proved a failure. 

During the same year he aold stock In the Trinity Mining Company. 
SOllie of It was sold as low as 35 cents a ihare. Later he IOld stock In the 
Copper Gold Mines Leasing Company and was also active In a concern 
known as the Continental Securities Company. 

In 1915 Underhill sold stock in the Eagle Macomber Motor Company 
of Sandusky, Ohio. On May 13, 1915, he was arrested by the federal author
ities on orders from Cleveland, Ohio, where he had been Indicted on .. 
charge of using the mails to defraud. This was In connection with the sale 
of 2,000 shares of stock in the Buick on Company to a woman In Youngs
town, Ohio.' 

• 
The following case illustrates the nature of the high pressure 

advertising that is sometimes conducted in connection with the 
sale of. fraudulent securities. A St. Louis business organization 
checked up on the mailings which a Texas oil firm (so-called) 
sent to one person. There was a total of 91 mailings, and the re
port summarizing the facts says: The material itself weighed ap
proximately II pounds; u5 envelopes were used; 79 multi
graphed pages were sent, represented by 13 one-page letters, 20 

two-page letters, 6 three-page letters, and 2 four-page letters; 52 

fake newspapers of four or more pages were mailed; 39 pieces of 
highly lurid prospectus material were utilized; 34 return post 
cards ~ere furnished; and 72 subscription blanks were inclosed.' 

• From the Chicago Tribu,", Aprn 5, 1918. 

• Taken from a publication of Stromberg, Allen and Co., Chicago. 
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A large amount of capital is annually, raised by corporations 
in lines of business that are highly speculative, such as oil and 
mining. Such enterprises, of course, afford a fertile field for the 
operations of the sharper; but even where they are not fraudu
lent they are nevertheless often based upon such slender possibil
ities of success that the losses to innocent investors are quite as 
serious as in the cases of outright fraud. 

II. BLUE-SKY LEGISLATION 

In an endeavor to p.rotect the investor from fraudulent pro-, 
motion schemes and to insure that prospective purchasers of 
speculative securities shall be provided with adequate informa
tion on which to base intelligent judgment, forty-six states of the 
Union have in recent years enacted what is known as "blue-sky" 
legislation. The first of these laws was adopted by Kansas in 
I9II. Nevada and Delaware are the only states which do not 
now have such laws, and to these may be added the District of 
Columbia. 

Blue-sky legislation has been primarily directed toward the 
supervision of dealers in securities through the installation of 
systems of inspection and through the exercise of a modicum of 
discretionary executive control in granting licenses to dealers. 
While there is· a great lack of uniformity among the various 
states, there is a tendency to exempt the securities of the follow
ing types of issuing agencies: banks, building and loan associa
tions, foreign governments, municipalities, and public utilities. 
Some states exempt co-operative banks, creameries, and mort
gage companies. In fact, an examination of the laws of all the 
states indicates that practically every type of issue is in some 
state exempted from blue-sky legislation. For example, in four 
states mining corporations are exempted from the provisions of 
the law. 

While this legislation has undoubtedly to some extent pre
ve~ted fraud and the sale of valueless securities, the results of 
the legislation have been by no means so effective as was antici
pated. The reasons for the lack of complete success are as fol-
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lows: In the first place, they have in most cases attacked the 
problem from its most comple~ and difficult end-that of regu
lation after the securities have reached the hands of the dealers. 
In the second place, the wide variations in the laws of different 
states have afforded many loopholes for the sale of fraudulent 
securities. Stock. issued by a corporation in one state may be sold 
in another state, even though similar issues of corporations or
ganized under the laws of that state could not be sold within its 
boundaries. For instance, the law of California requires that be
fore offering its securities for sale a company must submit its 
proposition to a state commission for approvaL While this pre
vents the issue and sale of unsatisfactory securities by California 
corporations, it does not prevent companies organized in other 
states from selling their securities in California. So long as Cali
fornia newspapers will print the ~tock-seIling advertisements of 
companies organized in other states, opportunity for disposing of 
fraudulent and highly speculative securities to the people of Cali
fornia remains practically without restriction. 

The Illinois Blue-Sky Law is an advanced type. The Illinois 
Securities Law, effective June II, 1919, has gone farther in the 
way of regulation of the issue and sale of investment securities 
than that of any other state. It is to some e~tent modeled after 
the English investment securities legislation passed many years 
ago. T~e lawis directed not only to the activities of dealers; it 
also supervises the is!iue of the securities. Securities are divided 
into four classes, designed to indicate the relative degree of risk 
involved. The classification given in the act is as follows: 
A. Securities, the inherent qualities of which insure their 1liiie and disposi

tion without fraud. Within this group are included: 
I. Securities issued by a government or governmental agency 
2. Securities issued by any national or state bank or trust company. 

building or loan association, or insurance company of this state 
3. Securities issued by any corporation operating any public utility, in 

any state where the issues of such utilities are regulated by law 
4. Securities dealt in on the New York, Chicago, Boston, Baltimore, 

Philadelphia, Pittsburgh, or Detroit stock exchanges 
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5. Securities whose prices have been quoted from time to time for at 
least a year in tabulated market reports published as news items, 
and not as advertising, in a daily newspaper of general circulation, 
published in this or in an adjoining state, including Michigan 

6. Securities issued by any corporation organized for non-profit-making 
purposes 

B. Securities, where the inherent qualities are such or the nature of one or 
both parties to the sale thereof such that their sale and disposition with
out fraud is assured. This comprises the following types of securities: 
I. Those sold -by the owner for the owner's account exclusively, when 

not in the course of continued and repeated transactions of a similar 
nature 

3. Increased capital stock of a corporation, distrihuted directly among 
its stockholders, without the payment of any commission or expense 
to agents, brokers, etc. 

3. Those sold by or to any bank, trust company, or insurance company 
. or association, organized under the laws of Illinois or of the United 

States, or under the supervision of the department of trade and com
merce or the auditor of public accounts of Illinois j or by or to any 
building or loan association of the state j or any public sinking fund, 
trustees, or to any corporation or any dealer or broker in securities 

4. Those sold or offered for sale at any judicial, executors', or adminis
trators' sale or any bankruptcy or public sale or auction held at any 
advertised time or place 

C. Securities based on an established income. This class includes the securi
ties issued by any business which has been in continuous operation not 
less than two years and which has shown net profils, exclusive of all 
prior charges, as foiJows: 
I. One and one-half times the annual interest charges upon all out

standing interest bearing obligations 
3. In the case of preferred stock, not less than one and one-half times 

the annual dividend 
3. In the case of common stock, not less than three per cent per annum 

D. All securities not falling within Classes A, B, and C 

The main provisions of the law may be summarized as fol-
lows: . 

I. Provisions governing the offer of securities for sale: 
Securities in Classes A and B are exempt from the provisions of 

the hlue sky law. 
Securities in Class C may he sold only after filing a sworn state

ment in the office of the sec;retary of state describing the securities to 
he sold, stating the-law under which and the time when the corpora-
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tion or business was organized, giving a balance sheet of assets and lia
bilities, an income or profit and loss statement, and an analysis of the 
surplus account, together with the names and addresses of its principal 
officers, directors, or trustees, and other pertinent facts, data, and In
formation, establishing the character of such securities.' 

, Before any Class D securities may be 'offered for sale, there must 
he filed In the office of the secretary of atate documents and statements 
as follows: 

I. A description and the amount of the securities Intended to be of
fered for sale 

2. If the issuer is a corporation, a certified ~py of the charter or ar
ticles of Incorporation and by-laws 

3. If the issuer is a firm, trust, partnership, or unincorp~rated assod
ation, a copy of the articles of partnership, association, or trust 
agreement' 

4. The names, addresses, and prior occupation during a period of not 
less, than ten (IO) years prior to filing such statement (giving de
tails as to time, place, and address of employer and reasolll for 
discontinuance of employment) of the officers, directors, or trustees 
of the issuer, if it be a corporation, or of the persolll composing 
the issuer, if the issuer be a non-Incorporated assodation 

5. A description of the nature of the Industry engaged In or Intended 
to be engaged in and the approximate time when such Industry was 
or will be established 

6. An Inventory showing the assets of the issuer 
7. An appraisement of the assets of the issuer 
8. A statement In detail of the gross Income. of the issuer and the 

source or sources thereof and of its operating and other expenses 
for a period of twelve (12) months prior to the date of filiDg such 
statement, or for the period of the existence of the issuer if less than 
two years prior to the date of filing 

9. A copy of the most recent balance sheet of the issuer, showing the 
financial condition of the issuer at a date not more than thirty (30) 
days prior to the date of filing, and giving an analysis of surplus 
account from Inception of such issuers 

'These provisions allowed the secre~ry considerable administrative 
latitude, and at first, he demanded very elaborate and detailed statements, 
Inventories, and accounts for qualiJications. A great deal of unnecessary 
annoyance and expense resulted, and therefore on November 8, 1919, a new 
ruling was passed which greatly simpliJied the requirements by permitting 
the filing of sworn summaries instead of detailed schedules. Since then pub
lic hostility to the law has been greatly diminished. 
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10. A copy of the mortgage, trust deed, indenture, or writing securing 
the securities, whereunder the same are issued, if any such instru
ment there be 

JJ. A copy of the form of the securities intended to be offered 
l2. A copy of any and all subscription blanks to be used in the sale 

thereof, which subscription blanks shall have printed thereon, 
"These are speculative securities" . 

13. A statement as to the manner in which the securities are to be of
fered arid sold 
At any time, either before or after the filing of such statements, 

the secretary of state inay designate certified public accountants to 
make examination of the books, records, and documents of the issuer 
and make a report thereon. 

If the statement discloses that any of such securities are intended 
to be issued for any patent right, copyright, trademark, process, or . 
good-will, for promotion fees or expenses, or for other intangible as
sets, the amount or nature thereof should be fully set forth and the se
curities issued in payment therefor should be delivered in escrow to a 
bank or trust company designated by the secretary of state, under an 
escrow agreement that the owners of such securities shall in the case of 
dissolution or insolvency not participate in the assets of the corpora
tion until after the owners of all other securities have been paid in full. 

In case any statement or document filed in the office of the secre
tary of state shall in his judgment be inadequate or not in compliance 
with the act, or in case the plan disclosed by such documents would in 
his judgment tend to work a fraud upon the people, or if it appears 
that the documents are false in any important particular, the secretary 
of state shall apply for an injunction to restrain the further sale of such 
securities. 

II. Provisions affecting dealers in securities: 
When Class D securities are to be sold through a solicitor, agent, 

or broker, a statement must be rendered giving the names, residences, 
qualifications, occupations, and business experience of such solicitor, 
agent, or broker for the preceding ~en years. The signatures of each 
and every solicitor, agent, or broker shall be attached to such state
ment. 

Any dealer or ow~er may sell Class D securities only after filing 
in the office of the secretary of state a statement of the amount and de
scription of the securities to be sold by him, the maximum price for 
which they are to be sold, and giving his address by street and number, 
qualifications, occupations, and business experience for the preceding 
year. 

An irrevocable contract must be executed by such solicitor, agent, 
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and broker authorized to offer or sell such securities to the effed that 
the issuer will receive in cash not less than 80 per cent of the proceeds 
of the sale of the securities, witbout liability to pay any furtber n
penses or commission. 

So long as IP1Y security continueS to be offered for sale, new and 
supplementary statements must be filed at the npiratioD of each aU 
months.' period, showing: (J) the amount of securities sold, sale priCt, 
the amount of cash proceeds received therefor j (2) aD changes in the 
financial condition of the issuer or in its management or property, 
accompanied by a copy of the most recent balance sheet, which must 
be not more than thirty days prior to the date of filing. 

Each financial statement, prospectus, advertisement, etc., pub
lished or distributed for the purpose of selling securities in Class D 
shaD contain the following words in bold-face type: "Securities in 
Class 'D' under Illinois Securities. Law. These are speculative securi
ties." But it shaD be unlawful to make any other reference to the· fact 
that the provisions of the law have been complied with. Furthermore. 
all such advertising literature shall contain a statement of the assets, 
liabilities, income, and expenses of the issuer, tbe law under which the 
issuer was incorporated or organized, and the names and addresses of 
all officers, directors, and trustees of the company. A copy of such 
financial prospectus, etc., shall he filed in the office of the secretary of 
state within ten days after the lirst circulation, publication, or distribu
.tion. It shall be unlawful to publish or circulate therewith a statement 
of the earnings of other companies engaged in a similar businesa. 

Under a recent ruling by the secretary of state, dealers may oller 
and provisionally sell all classes of securities be/ore they bave heeD ac
cepted by the secretary as properly qualified, actual delivery of the 
securities themselves not being made until after qualification." 

III. Penalties: 
The penalties attached to the act are severe. Attempts to sell se

curities without full comlliaru:e with the provisions of the act are pun
ishable, in the case of dealers, with lines as high as $10,000, or one 
year's imprisonment, or both.; and for sale of securities in case the is
suer is known to be insolvent, wben the purchaser loses by such sale, 
$10,000, or five years, or both. In additioll, dealers who seD in viola
tion of any provision are liable for the full purchase price to the pur-

"The necessity and justice of this ruling is obvious. The process of 
qualification is often long, and if the dealers have to wait during this period . 
before they can solicit purchases, the securities will he moved to some otber 
part of the country where they can find a quicker market j and prolit that 
should normally accrue to the Illinois deale~ will he lost to them. 
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chuu, plui reasonable attorney'. feesi and for misrepresentation of 
the facts contained in tbe filed statements, "to • maximum fine of 
$5,000 or one year'. imprisonment, or both." 

The results of the first decade of operation under this law 
are indicated by the following data.' Out of a total of 4,059 ap
plications filed between June 10, 1919, and June 10, 1929, 1,184 
were not approved. The number. of owners, brokers, and dealers 
registered for the year ending June 30,1928, was 777, and those 
refused registration numbered 66. The amount of the securities 
approved for sale, and also of those not approved for filing, are 
shown below, in thousands of dollars: 

ClallC C .... D Total 

Amount appro\'ed ........ $4,393,844 $691,859 $5,085,io,3 
Amount not appro\'ed ... .. 179,349 216,177 395,5 26 

It is estimated that the amount of securities for which no 
formal application was made, beta use the promoters deemed it 
useless to attempt to sell such securities in Illinois on account of 
the requirements oUhe Illinois Securities Law, was $310,000,000. 
The amount of securities placed in escrow was $44,949,889, 
while restitutions to investors on void sales amounted, up to June 
10, 1928, to $3,993,139. 

These figures indicate that the Illinois law has been at least 
reasonably effective in preventing the issue and sale within the 
state of fraudulent securities. Indeed, the Secretary of State esti
mates the savings to Illinois investors, including rejected appli
cations, securities placed in escrow, and restitutions to investors 
at $444,469,181. 

The law does not, however, reach certain important evils. 
The two agencies by which doubtful securities are most COnt

monly disposed of-newspaper advertising and direct corre
spondence-do not come under its jurisdiction at all. These 
media are, of course, available for the sale of securities in Illinois 

• Furnished by the Secretary of the State of Illinoia. 
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by companies operating in other states; and, in conSequence, the 
companies whose applications have been rejected in Dlinois, or 
who have failed to apply because of knowledge that the applica
tion would not be approved, are still able to make their appeal to 
Illinois investors. This fundamental difficulty, indicates the ne
cessity of uniform federallegisIation. 

III. SUGGESTED CONTROL OVER THE FORMATION 
OF CORPORATIONS 

The experience up· to date under the new Illinois Securities 
Law, and with blue:.sky legislatiC?n in general, raises the funda
mental question, Is this the right way to attack the problem? 
The Committee on Legislation of the Investment Bankers' Ass0-
ciation of America has issued the following statement: 

To the present time such acts as have been passed and put into effect 
have been fundamentally wrong in the way they sought to go about solving 
the problem. • • • • The theory of licensing reputable dealers in investment 
securities has proved to be worse than useless, in that reputable people do 
not need to be controlled, and •••• a person already violating the law, and 
subject to criminal prosecution, will not be deterred from his ways by the 
placing of one or more additional statutes on the books.' 

There is undoubtedly much truth in this statement. Even 
the very comprehensive Illinois law, as we have seen, completely 
misses a large field in which misrepresentation. and fraud are 
common, while at the same time it imposes heavy burdens on an
other field which is normally free from· questionable practices. 
And with the exception of the Illinois law, blue-sky legislation 
has applied only to the sale of securities already issued. The 
question is therefore pertinent, Is not the only effective form of 
control that which is imposed at the source--which actively gov
ems, as none of our laws now do, both the actual issuing of the 
securities and the formation of the corporations themselves? If 
so, a federal law; or uniform state laws, would have to be devised 
on lines radically different from any now in existence, providing 

'Investment Bankers' Associotioll 0/ Americ4 Bulletill, vm (De
cember 10, 1919), 125-30. 
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comprehensive administrative machinery and conveying wide 
discretionary powers to a responsible executive department. 

Control oj the issue oj securities should not prohibit new 
financing. The suggestion that both the formation of the corpo" 
rations and the actual issuing of securities be subjected to effec
tive control raises, however, another fundamental question. If 
new industries are to be developed, they must be enabled to se
cure capital through the issue and sale of securities. Freedom 
from legal restriction in the issue of securities has, as we have 
seen, given rise to very grave abuses and heavy financial loss to 
nearly all classes of people. But it has left the door open for the 
financing of new, and hence uncertain and speculative, indus
tries; it has in many ways facilitated our industrial progress. In 
endeavoring to protect the investing public from fraudulent se
curities, we should not go so far as to prevent entirely the mar
keting of speculative issues; on the contrary, we must permit the 
ready financing of new enterprise or become industrially stag
nant. 

If we are to do more than guard against fraud in the market
ing of securities, and furnish the necessary information on which 
an intelligent investor can form a reasonably sound judgment
if we are to go back of the selling process and place in the hands 
of government officials the power to veto an honest issue of se
curities, merely on the ground that such an issue would be highly 
speculative, we should be lodging with government officials a 
substantial control in directing our industrial development. Or 
if we refuse to permit any securities to be issued for public sale 
until the issuing corporation has proved successful over a period 
of years, we compel.a corporation to pass its novitiate either as a 
partnership or as a close corporation where the funds are derived 
entirely from a small group of interested investors. 

All things considered, it is doubtless wise to attempt a more 
rigid control over the formation of new corporations; for it is 
conceivable that such control may be so safeguarded that only 
good would result from its inauguration. It would seem that two 
results, at least. might reasonably be achieved. On the one hand. 
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.. a plan might well be devised that would shift the risks of starting 
and financing new enterprises to the classes which can best afford 
to bear the risks; namely, the larger private investors a~d cap
italists, rather than the rank and file of small investors. On the 
Qther hand, the promotion business should be made unprofitable; 
indeed, it should be' made impossible for men to float new 
scheines, take their profits out of the promotion process, and then 
sell out, leaving the enterprise to work out its own salvation, as 
best it may, 

This is not the place, however, either to attempt a formula
tion of the details or se~urities' legislation or to reach any final 
judgment on the whole question of blue-sky regulation. It will 
be sufficient if the foregoing consideration of the nature of the 
promotion business and the difficulties that have been encoun
tered in connection with blue sky legislation make it clear that 
we still have before us some very baffling problems in regulating 
the issue and sale of low-grade securities. 

QUESTIONS FOR DISCUSSION 

I. What is meant by low-grade securities? Might bonds ever be included? 
2. What are some of the principal types of low-grade securities? Classify 

them hy different branches of industry. 
3. Examine the quotations of securities on the New York and Chicago 

stock exchanges. Do you find among the shares there traded in any be
longing to (a) the industrial group? (b) the mining group? (c:) the 
automobile group? (d) the oil group? Are the. issues of these compa-
'nies low grade? . . 

4. Examine the quotations of securities on the New York C\lrb. Are aD of 
these highly speculative low-grade issues? 

s. Do you imagine that all of the oil and mining companies whose stocks 
are daily being bought and sold are frauduleni or worthlesa concerns? 

6. May low-grade securities in time become high-grade securitieS? If so, 
under what circumstances? Would it have been a good thing to have 
prevented the raising of capital fouuch enterprises? 

7. What classes of people are most frequently besought to buy low-grade 
securities? What classes of people take the greatest. risk when buying 
such securities? What classes of people can least alford to buy highly 
spei:ulati~e securities? 

8. What ways are available to newly organized corporations for raising 
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the capital required? Which way should you adopt? Under all circum
stances? 

9. Do you think it is necessary to protect the people from investing their 
funds in such schemes as those promoted by George Underhill? 

10. What ways are available for preventing fraud in the promotion of new 
companies? 

II. Why is it so difficult to apprehend and punish the guilty parties? 
12. Do you think that any of the provisions governing the issues of securi

ties in Class C, under the lIIinois Securities Law, are unduly ~nerous? 
13. 00 you regard any of the provisions governing the issue of Class D se

curities as unduly severe? 
14. Under the Illinois Securities Law, as it stands, ~ould it be possible to 

raise capital for a new concern by the sale of securities to the general 
public? 

15. Can a concern furnish a balance sheet and an income statement if it is 
not already a going concern? 

16. Do you favor the abolition of all promotion? 
17. "All that the state can hope to do is to prevent fraud in the selling of 

seciJrities and to see to it that only reliable parties engage either in the 
issue or sale of securities." Do you agree? . 

18. "All agree that the solicited investor should not be permitted to buy 
. blindly, even if he is willing to do so. But should we go farther? Should. 
the state administrator say, 'This is an unsound venture j finance it pri
vately, if you can, but you cannot finance it by a general solicitation or 
offering'? In the answer to this question lies the fundamental diversity 
of opinion among the , advocates of blue-sky legislation." What is your 
opinion on the subject? 

19· "When a company applies for a charter, it should be the duty of the 
state to ascertain whether the individuals who are organizing the con
cern are men of ability and integrity, and whether the company has any 
possibility of success." How could the state know whether a concern 
had any possibility of success? 

20. "We cannot afford to make either our corporation laws or the regula
tions governing the issue and sale of securities so'strict that the raising 
of capital for new concerns in established lines of industry, or for con
cerns in" new lines of industry, is rendered impossible, or is seriously 
hampered." Do you agree? 

u. "Newly organized corporations should be required to raise the capital 
necessary for making the enterprise a going concern without offering 
the securities to the general public j or if offered to the general public, 
subscriptions 'should not be taken for less than a minimum, say, of 
$1,000, in order to insure that only people of some" ineans and some 
ability in judging values shall risk their funds in the enterprise." Do 
you agree? . 
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CHAPTER XIII 

THE MARKETING OF HIGH-GRADE 
SECURITIES 

The marketing of high-grade securities, such as those enu
merated in Classes A and B under the Illinois Securities Act/ is 
largely effected nowadays through the intermediation of finan
cial houses called "investment banking institutions." At the 
present time the principal sources of demand for investment 
funds are: first, the raising of capital for business enterprises; 
second, the needs of governments--national, state, and local; 
and third, the purchase and improvement of real estate. All these 
sources of demand have increased. tremendously in the last half
century; and this increase, together with the development of the 
corporate form of organization, have forced the development of 
the extensive and elaborate investment banking machinery of the 
present day. 

The securities that are marketed by these financial institu
tions include the issues of railroad, public utility, industrial, and 
other corporations, and of federal, state, city, county, township, 
and other local government bodies. Real estate issues are usually 
not marketed through the regular investment channels.z The 
types of securities handled now comprise stocks, bonds, and 
short-term notes; although until recent years bonds have occu
pied a dominant position in the investment market. Some houses 
specialize in the marketing of bonds; some are mainly concerned 
with issues of higlt-grade stock, common as well as preferred; 
while others handle both bonds and stock. In general the drift 
is strongly away from narrow specialization, with the emphasis, 

I See classification on pp. 180-81 above. 

• For a discussion of the marketing of urban real estate bonds and 
mortgages Sl'e chap. xxviii. • 
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however, remaining upon conservative, as distinguished from 
speculative, securities. 

I. HISTORY OF INVESTMENT BANKING 

,The investment banking institutions, with their various 
functions of investigation, underwriting, and marketing securi
ties, are of comparatively recent development, their history run
ning parallel with that of the corporate form of industry, out
lined in chapter xi. Investment financiers, however, have existed 
for many centuries. In mediev!J.l times kings and governments' 
received their revenues, as now, largely from' taxes. Since the 
need for funds was practically continuous, while the taxes were 
received only intermittently, there developed the practice of se-

, curing "advances" from powerful financiers, to whom the col
lecting of the taxes was "farmed out" as security for the loan. 
The financial needs of the various European rulers were. at times 
so great that the financiers to whom they looked for aid came 
practically to dominate the political as well as the financial life 

.of Europe. Where the "tax security" was insufficient, valuable 
property was sometimes mortgaged to the financiers. For in
stance, in 1487 Jacob Fugger, having grown tremendously 
wealthy through operations in tradiQg, mining, and banking, re
ceived the rich mines of the Tyrol as a guaranty for the paymenr 
of a loan to Duke Sigismund. This was followed by large loans to 
Sigismund's successor, Maximilian, an~ to Pope Julius II; while 
after the death of Maximilian, Charles V succeeded in becoming 
Roman emperor by'the purchase of electors on funds borrowed 
from "the Fuggers." By 1524 the Fuggers had assumed control 
of a large part of the Spanish land taxes and .mines; they ~d 
establishments in Poland, Hungary, Antwerg, and Naples; and 
their operations and power extended from Belgium to India. 

Before the Civil War there was little investment banking i" 
the United States. From Colonial days until the Civil War pe
riod, in our own history, most businesses were conducted on the 
individual o~ partnership basis, with the funds furnished directly 
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by those immediately interested in the enterprises. During'this 
period the financial dealings of governments were also relatively 
unimportant, except in times of war. The Revolutionary War 
was financed largely by the issue of paper currency; and the War 
of IB12 did not involve any extensive bond-selling campaign. 
Not until the Civil War did the issue of securities by the federal 
government become important. Even then the government se
curities were sold almost entirely to banking institutions and indi
viduals of means, rather than to a "general investing public"; 
hence the market mechanism involved was relatively simple. 

In these early days the demands for large aggregations of 
capital came principally in connection with the development of 
public highways, rivers, canals, railroads, banking, and insur
ance. The financing of public works and railroads was effected 
partly through loans from banking institutions-often directly 
affiliated with the enterprise-and partly by the issue and sale of 
securities to the investing public. The funds were generally ob
tained for these early corporations from local investors, prin
cipally of the merchant class, "ranging from the small country 
storekeeper to the wealthy metropolitan merchant importer; 
there were· others, however, as well: retired farmers or mer
chants; widows of substance; children who had inherited well; 
landed proprietors who had picked up public securities; success
ful speculators in stocks; and a considerable body of small savers 
in town and country."3 

In numerous cases funds were also secured from outside the 
locality-principally in financial centers such as New York, Bos
ton, and Philadelphia, and in foreign countries. Before 1800, 
state subscriptions were important e1eme~ts only in the larger 
Virginia canals an.d the early New York canals, and in the Bank 
of North America, the United States Bank, the Union Bank of 
Boston, and the Bank of Pennsylvania. Occasionally towns took 
a stake in bridge or canal companies, but rarely, if ever, to any 

• Davis, Essays in Early History oj American CorporaliOfl, IV, 
279-302, 
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large extent.' In the. twenties and thirties state assistance played 
a leading role in the development of public works. 

From the beginning some capital has also been drawn from 
abroad. In the Colonial period a considerable volume of funds 
was annually brought in by immigrants, and there were some 
loans to this country by European capitalists. It was not until 
after 1825, however, that European purchases of American secur
ities became important. In that year nine issues of government 
bonds and a number of state and city bonds were quoted on the 
London Stock Exchange. In the construction era of the thirties, 
a large volume of foreign capital sought investment in this coun
try, the tota~ being estimated in 1839 at $200,000,000. The rail
road developments of the forties and fifties induced additional 
foreign investments, the first railway loan floated in London be
ing a $2,000,000 issue of the Baltimore and Ohio road, brought 
out by Baring Brothers in 1846. The Civil War halted develop
ments; but in 1866 the total British and French capital in this 
country w~ estimated at $350,000,000, while by 1869 it had in
creased to a billion. For that year David A. Wells estimated the 
total of all foreign investments in the United States at $1,465,-
000,000; while in 0 1910 Sir George Paish placed the amount at 
$6,500,000,000; Since the World War, however, the United 
States has ceased to borrow abroad and has become instead a 
lending ~ation. 

II. MODERN INVESTMENT BANKING 
DEVELOPMENT 

In the period before the Civil War, the domestic investment 0 

market was a very simple affair, most of the investments being 
made directly, that is, without the intermediation of any signifi
cant banking machinery. Local banks, it is true, often assisted in 
bringing borrower and lender together and mortgage companies 
were developing for the purpose of facilitating the making of 
agricultural loans. But it was not until after the Civil War pe
riod that investment banking institutions assumed an important 

'Ibid. 
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position in our financial system. Indeed, it was not until the turn 
. of the century that investment banking really came into its own. 

The investment banking business as we know it, appears to 
have originated in connection with the issues of municipal sub
divisions-<ities, counties, townships, etc. In the early days of 
this investment business, municipal bond issues were disposed of 
almost entirely in the local community through the aid of com
mercial banks, who engaged in the bond business as a side issue 
to their regular banking operations. But as the issues increased 
in volume, the local banker was forced to seek outside sources of 
funds. He was handicapped in his operations, however, because 
securities were floated only periodically and his bond-selling was 
therefore but an intermittent activity. Specialization in invest
ments, with a large variety of offerings, and a regular clientele 
were necessary to an effective organization of the business. 

It was the custom in the early days for municipalities to sell 
their bonds privately, without public advertisement. According
ly, as the business grew and as energetic specialist~entered the 
field of investment, buyers were sent about the country to locate 
new issues and effect as advantageous a pu.rchase as possible, 
Finally, as the number of buyers increased and competition be~ 
came keener, the practice of advertising bond issues at public 
sale developed, with the result that several buyers would appear 
at each sale and make competitive bids for the privilege of dis
posing of the issue. This practice greatly improved the market 
for securities and placed the business upon a much more efficient 
and economical basis. 

In a similar way the distribution end of the business was 
broadened. So long as investors were relatively few in number 
and composed mainly of well-to-do business men, insurance com
panies, and savings banks, bond dealers usually found it possible 
to distribute the larger portion of their bond issues directly over 
the counter, and the remainder by correspondence. But as the 
volume of securities offered for sale increased, it became neces
sary to extend the field of distribution, and salesmen were em
ployed to secure new customers, both locally and in other com-
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munities, as weD as to keep closely in touch with the existing 
clientele. 

AI aNY specialued inVtSI1MlII bads UN bene or,amatd. 
With the development of large-scale corporate industry and the 
mension of the investment banking field to include railroad, pub
lic utility, and industrial securities of every description, there de
\'eloped specialized investment institutions. Some bond houses 
devoted themselves almost exclusively to the marketing of mu
nicipal securities; others specialized in the fiMnclng of steam 
railroads; still others were concerned only with public-utility 
financing-and specialization developed even within this field, 
for instance, in the securities of gas or electric-light companies, 
power corporations, or strert railways. Certain bouses have also 
specialized.in industrial securities. 

It is not to be understood that such specialization bas meant 
an exclusive dealing in a particular type of security. An invest
ment bouse specializing in railroad securities would also buy and 
sell or trade other securities to a limited ment, for the conven-

• ience of its regular customers. In this, however, they acted in the 
capacity of brokers, or as a result of an exhange of securities 
aith other bouses, father than in the capacity of financial adviser 
and underwriter for the issuing corporations. 

In recent years, bowever, the tendency toward s~
tion bas been reversed. rarticipation in many different types of 
issues, including preferred and e\'en common stocks, bas been 
found a desirable broadening of the base of opportunities, tend
ing to promote stability as weD as expansion of earnings. It bas 
been with real reluctance that many of the older bond bouses . 
ba\'e been impelled to deal in common stocks, but practically aU 
ba\'e succumbed to the trend of the times. 

There are bouses, also, "'bich sometimes combine with the 
function of financing the supervision of construction and the in
troduction of operating econOInies. 

Though such organiDlioos aft DOt DumeroUs. tMy aft importaDL By 
reason of special skill ad ability ill their chosea fields thty ban tf«Ud 
tcODomM:s ill operation ad construction. They purchase planU which ban 
Dot pro\'Cd profitable uDder tbt uistin& ~t and througb their 
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special skill tUrD them into profitable rnterprises. Through the magnitude 
of their operations they can also effect «onomies in the purchase of sup
plic"!I. Such engineering-banking organizations sprcialize in the field of pub
lic utilities morr than do bankers who arr not also engineers. A house of 
engineering bankers confines itself to gas plants or to electric-light proper
ties or to strret railways.' 

With the exception of a few lines of business, notably bank
ing, and of relatively small corporations, the issues of which are 
sold directly to members of a family or to a small group of "in
side stockholders," most corporations seek the aid of investment 
bankers in raising capital. An interesting development of recent 
years, however, has been the raising of capital through the direct 
S3le of stock by the corporation to the consumers of its product 
and to the workers in its employ_ This is particularly important 
in the field of public utilities. The American Telephone and 
Telegraph Company, for example, has organized a Bell Tele
phone Securities Company for the express pwpose of raising its 
own capital from among its own constituency, and has been 
highly successful. 

Fo, some lines of indust,y adeqIMte int.estment banking ma
,hinery has not as yet been dct·eloped_ Mun4:ipal, railroad, pub
lic-utility, and th·e larger industrial enterprises have little diffi
culty in securing capital through investment bankers. But in the 
case of the smaller industrial concerns, the machinery, though 
rapidly improving, is still inadequate_ The cost of investigation 
and of advertising, in order to make a little-known enterprise 
sufficiently popular to attract investors, is often disproportion
ate to the amount of capital required_ The banker would thus 
ha\'e to charge so much for his services that it would impose a 
very heavy burden upon the business. This is one of the reasons 
wby the smaller industrial concerns have had to raise their funds 
through promotion schemes, as outlined in the previous chapter. 

III. FUXCfIOXS OF Th-VESTIIE.~T BA.~KING 
• INSTITUfIOXS 

The terminology that is commonly employed in speaking of 
the work of investment banking institutions is somewhat confus

'Lyon, Cor,orIJliOfi FitI411U, II, 40-
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ing. Some writers speak of houses of first purchase, of under
writers, and of distributing bond houses in a way that would 
lead one to believe that ·they are distinct and specialized institu
tions each performing a particular task and that only. If a clear 
view of the work of investment ·banks is to be gained, it will be 

THE CORPORATION 
...... Soocb.IIaook ..... s.a...-a N.-

FUNCllON OF INVESTICATJON oI'l.. 
AND AN~ -. A'9 
_A~~· ~ .... "" ---.- --~.-&-"t:-'""--"'. 

~~-~~-~==--
fUNCTION OF DI5l'RIBU11ON. 

necessary to make a classification that runs in terms of functions 
rather than in terms of institutions. The diagram on this page 
attempts to set forth the several f\1nctions that are performed by 
investment banks. 

In brief, the function of investigation and analysis is to de
termine whether a proposed bond issue has sufficient merit to be 
offered to a conservative investing public. It is the function of 
underwriting to assume the risks that inhere in the raising of the 
funds required and to insure the corporation that it shall have its 
funds on a specified date, whether or not the securities have been 
sold to the investing public. It is the function of distribution to 
sell an isSue of securities to investors. AIl of these functions may 
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be, and usually are, performed by a single institution, although 
there is some degree of specialization by investment bankers. 
Such concerns, for instance, as Morgan and Company, are chiefly 
interested in original investigation and in underwriting, while, on 
the other hand, there are many small bond houses whose activi
ties are mainly confined to the retail marketing of securities. 

IV. INVESTIGATION AND ANALYSIS 

The original investigation and analysis of an issue of securi
ties may be undertaken by any investment banker, large or 
small. There are a great many relatively small issues of securi
ties put out by medium-sized concerns that are handled by small 
and inconspicuous investment bankers. In the case of very large 
issues, however, there are a few great financial houses which now 
more or less occupy the field, As we shall presently see; this is 
mainly because the underwriting of such issues requires very 
large resour.-es. " 

The problem of investigation and analysis arises whenever a 
corporation approaches an investment banker with a request for 
assistance in the marketing of an issue of securities. The task of 
the investigation is, first, to ascertain whether the proposed issue 
is sound, and second, to name a selling price that will be satisfac
tory to the corporation and will at the same" time enable the bank
er to make a profit on the transaction. It must be clearly under
stood that the investment banking institutions which we are now 
considering are concerned not with speculative issues but with 
securities which are conservative in character. In making an 
analysis: 

The investment banker avails himself of all possible information
that furnished by the engineer, the accountant, the banker and the success
ful business leade~d reduces it all in the crucible of his experience and 
training. The security which passes the acid test of this process may be re
garded as possessing the merits to which the reputable investment banker 
certifies.' 

The fixing of a price by the investment banker is sometimes 
easy and som~times difficult. In the case of a corporation that 

• From an article published by A. H. Bickmore II: Co. 



200 FINANCIAL ORGANIZATION 

. has outstanding issues enjoying a broad and active market, the 
naming of a satisfactory purchase price is under ordinary cir
cumstances not difficult. The existing market for an issue. of this 
character is carefully studied, as is also the ge~eral bond-market 
situation at the time. A bid is then made at a figure sufficiently 
under· c~rrent quotations for such securities to insure Ii reason
able profit to the investment banker. The fixing of a price on a 
new and untried issue, however, requires the most careful judg
ment. The best that can be done is to make romparisons with the 
current prices of issues of a similar character. Since the invest
ment market is often ·capricious, many losses are sustained by the 
investment banker. . 

The task of investigating and analyzing the numetous fac- ... 
tors which govern the value of investment Securities varies con
siderably with the different types of issuing bodies. In the case 
of governmental issues, the security depends primarily upon the 
adequacy of the ~g power possessed by the issuing govern
ment; but there is aiso involved a consideration of the legality of 
the issue. The analysis of public-utility securities involves the 
question of franchise rights ·and of regulation by public-utility 
commissions, as well as the potential earning power of the public 
utility in question. Similarly, with railroad issues there must be 
considered the'earning possibilities of the road, together with the 
regulations imposed both by the federal government and the va
rious states through whose territory the railroad runs. With in
dustrial securities, the analysis is largely concerned with the as

certainment of earnings, although in the case of monopolies the 
problem of governmental regulation is also a factor. With all 
classes of securities, the character and ability of the management 
is, of course, a matter of paramount importance. 

The diagram on page 204 is designed to show the factors 
that enter into a determ.mation of bo~d values. The author holds 
no brief for· the detailed classification under each heading; many 
writers ~'Ould doubtless arrange the items somewhat differently. 
It is believe~, however, that the broad classification into legal, 
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technical, psychological, and economic factors will assist the 
reader in understanding the nature of the analysis required. 

An investment banker analyzes a proposition from many 
angles. The following analysisT of bond values indicates the tech
nical and economic factors that must be weighed in the balance. 

To the task of investment analysis should be brought an ~quipment 
that consists not merely of a knowledge of accounts; that is useful chiefly 
to oped the gates of knowledge. As much information as possible should be 
gathered with respect to the nature of. the business, its methods and possi
bilities of operation, and the relation of the enterprise to the remainder of 
the industrial or commercial community. It has been said that the news
paper man should be a Jack-of-all-trades. It might well be said that the 
dealer in securities should be a master of all trades. Through all the invest
ment analrsis should be applied the horse sense of a sound business experi
ence, for financial miracles ceased with Aladdin and his lamp. 

Investment analysis is· concerned primarily with just three things, as 
follows: (a) profits; (b) the relation of assets to liabilities; and (c) physi
cal property. SecondarY factors are (a) the nature of the specific security 
offered; and (b) the conditions at present existing and likely to exis~ in the 
investment market. Under these five headings can be taken into account all 
the facts that make or unmake security investments. And out of the an
swers obtained by subjecting questions to facts and figures is constructed 
that projection of opinion-that prophetic vision-which constitutes the 
only real investment judgment. . 

i confess to an uncontrollable prejudice for a scrutiny of the income 
account as the first method of approach to the problem of bond values. 
When an enterprise makes real money for its shareholdets, it also makes 
values in use for th~ physical property it owns. . . • • Physical values out 
of use, even temporarily, shrink to distressingly small proportions, as the 
records of the bankruptcy courts disclose. 

PreliminarY investigation should subordinate the other elements of 
safely to the question of earnings. Current earnings and expenses should 
be compared with similar items at least for the preceding year, but pref
erably with those of a number of years preceding. Gross earnings or gross 
sales of merchandise should be expected to show more or less steady in
creases, for the· business, like the individual, that merely stands still goes 
backward. 

If· one company manufactures harvesting machines, another a stand
ard, moderate-priced automobile, and another conducts a large mail-order 
business in the rural districts, will the demand for their goods be affected 

• From an article in Chicago Banker, JanuarY 18, 1913, by H. S. Mott, 
manager of the bond department, Bankers Trust Company, New York. 
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by large or small aops-the pl"OlSpUity or the advasity of the farmus 1 
If a DCtwort. of trolleys is built ia the territory of a railroad. will the 
road's pu;enger traflic be curtaiIrd? If Datura! pi is discovaed lIeU a 
large city and shortly will be ddh"U'ed to coosumers at thirty cents a 
thousand feet. how will the company llWluUduriDg ps for D.iDety cents a 
thoUl;&Dd feet to the CODSUIDer be alfected? To .-hat extent is the markd 
for a company's product dependeDt upon tarilf dutia? Do the records of 
other similar cases guide opinion? Or D upuWnce of little service? la 
any e''eJlt before we make an iII\-estmeat, wisdom dicutes that we form 
some solidly based opiniOD OD these or other matters that may be ~rti
nenL It is the future status of our securities that illteresb UL 

But suppose, as is frequently the case. we find that the clrllWld for a 
commodity is fairly stable or, better still, shows a wdl-marked tencirncy 
from )'Qr to )'Qr to expand, with a likelihood that the teDdrlK}' .. ill coo
liDue.. It is not, after all, gro&lI earnings that are a(lpliabJe to di\-1deDds oa 
stods, or, for that matter, to interest oa bonds; it is Del iDcome.. If ft

pemes increase as rapidly as gross eamin&St the values of the wcuritics in
volved stand still or, in the comparative appraisals of the market, decline, 
What do the upease accounts show1 Does the cost of CODductiD& the 
business iIIcrease more rapidly than do gross eamiDgs or by a Iargu per
ceatagel If so, in .. hat items and .by1 Wbea thee questiollS WIaIJ be 
aclrquately aaswued, we shall be ia a po&itiOD _Dably to clrtermille 
wbether the increase in ~nses, if there be an iIIcrease, is due to avoid
able or unavoidable causes. whether the iIIcrease is a 8uctuatioa or dis
closes a tendency, and whether part or aD of the increase in ~ IUC.b 
as outlay for betterment and recoastructioa, is likely to yidd Iargu Profits 
ill the future. 

The creatioa of reerve funds for clrpreci&tiOD, insurance, et~ and 
~riodical charge to aet earnings for their coatinuatiOD and pPaDSioa ac
cording to the probable Deeds of the busiaess, putlyeahaace the illvesl
meat values of securities. Proprrty in use deri,'e5 a large part of iI3 value 
as a going COIlCUIl and, therefore, for security holders by havilll worn-out 
parts coastantly replaced and by being protected against unusual hazards" 
If, thea, aet earnings increase by a percentage as large as, or larger Owl. 
gro&lI earuiIIgs, and if good judgmrnt dictates that the cooditioas SUlTOWId
inc the volume of business doae, the prices obtainable, and the upenses, 
are unlikely to change for the worse, the smuities of suda a corporatioa, 
other things being equal, should be cksirable in\-estments. 

Assm IINl 1ioJbililic.r.-The fmaDcial status of an eatapriw at the 
dose of business Ol' a particular day makes aD uJUbit .-ith which bant.crs 
as lenders of mODe) are familiar. As an ahibit of a company's ability to 
repay loans ill a short time. it is of more service than the income aCCOWlL 
For the purpose of investmeat analysis it is subordiDate 0DI7 to the incolDe 
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account. It is presumed to be aD exact statement of all assets and all lia
bilities. Actually, in many Clses, it is nothing of the sort. The property 
accounta among the assets sometimes contain items of intangible, as well 
u items of tangible, property. Good-will, franchises, patents, etc., when 
they are rated high u assrts, produce water in securities purer than that 
to be hrought to New \" ork by the new Catskill aqueduct. Capital stock 
theoretically is fully paid and in a balance sheet is treated u money owed 
to stockholders. But actually it is often Dot fully paid, and, except as re
quired through dissolution and liquidation, the amount it represents is 
De\'er legally owed to anybody. The surplus of current a..<seta over current 
liabilities, or, as surplus is called, "net quick assets," constitute the working 
capital of a concern. Ita proportions iD relation to the need for working 
capital are of the utmost importance. Many a soundly based enterprise 
has passed into control of the courta because its promoters failed to supply 
it with the sinews of war or ita management paid out all profita in divi
dends. 

In the balance shed also should appear the accumulations of the vari
ous reserve funds which, to the extent that they are profits n'served against 
remote contingencies, may be considered as part of the surplus account. 
A profit and loss account, or even surplus itself, may mean much or little, 
according to the nature of the equities in assets that it represents. A profit 
and loss deficit Dever should appear except in the construction stages of an 
enterprise. 

Among asseta almost invariably the largest account is "cost of prop
erty." This account includes all fixed, or more or less permaneDt, assets 
needed In the conduct of the business, such as real estate, plants, machin
ery, equipment, etc. M it Is against part or all of the physical property in
cluded in this account that mortgage bonds usually are issued, the make-up 
of the account obviously is important. In it might be included the orig
inal cost of a branch railroad that long had ceased to yield profits or to be 
kept in good repair, and of which the value in use of the physical property 
would be hard to disco\~r. Or it might he found that a plant was adapted 
to profitable production only under circumstances of manufacture- or of 
competitioD that have passed. Or worse than all, good-will may become 
the basis for the issuance of "mortgage" securities through the purchase of 
another going CODcerD. The methods of arrh'ing at "cost of property" 
through betterments, additions, depreciation, and rt-serve deserve careful 
consideratioD. These all have to do with the future status of the mort
gaged fiud property. We should make some reasonable determination 
that its value in use in the future shall be as much as, if Dot actually Dlore 
than, at preseDt. 
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The success of the investment banker will obviously vary 
with the degree of his mastery of the legal, technical, psycholog
ical, and gene~al economic factors which enter into the determi
nation of investment values. 

V. THE UNDERWRITING FUNCTION 
The ability of a corporation to construct new plant and 

equipment or to extend the scope of its operations in any direc
tion is dependent upon an available supply of funds. Since an 
issue of bonds or stock is subject to the conditions of a capricious 
market, the securities can sometimes be quickly sold to the in
.vesting public at a favorable price, while at other times it may re
quire months or even years for them to be absorbed at almost any 
price. The function of underwriting has arisen as a means of pro
tecting the borrowing corporation from the vagaries of the in
vestment market--of insuring the possession of the funds re
quired at the precise time that they are needed. 

It is difficult to give precise statement of the function of 
underwriting for the reason that the term is often loosely used, 
having a different meaning for different people. It will make for 
clearness of understanding, however, if we keep always in mind 
the fact that whoever participates in underwriting agrees, if a 
slang expression may be pardoned, to "hold the bag" in case the 
securities are not sold to ultimate investors. Sometimes a single 
institution may underwrite "an entire issue; but in more cases a 
considerable number of houses unite for the purpose. 

In the diagram on page 198, underwriting is placed in an in
termediate position between investigation and analysis, and dis
tribution. There is good ~eason for this, because in point of time 
the underwriting arrangement follows the investigation and 
analysis and precedes the distribution of securities. 

A joint-account arrangement, or an underwriting syndicate, 
is torined whenever a·hous~ has in charge an issue that is larger 
than it can handle conveniently with its own resources. There 
are a good many investment banks in the larger cities of the-coun
try with resources sufficient to handle with their own resources 
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an issue of securities of $2,000,000 ,or $3,000,000. The number 
of houses which can handle without assistance issues in excess 
of $5,000,000 is, however, limited. There are perhaps seven or 
eight in the city of New York, three or four in Boston, and two 
or three in Chicago and Philadelphia. 

The nature of the entire process of underwriting and mar
keting securities may best be revealed by some concrete illustra
tions involving the joint-account arrangement and the under
writing syndicate. 

Under a joint-account arrangement several investment bank
ers "participate" in the underwriting. Suppose, for instance, that 
company A has in charge an issue of securities which it cannot. 
handle satisfactorily alone. It seeks the assistance of companies 
B, C, and D. Let us assume that the amount of the issue is ten 
million dollars and that company A takes four millions and the 
B, C, and D companiel! two millions each. Under this arrange
ment each banking house agrees to advance to the corporation on 
a stipulated date a sum of money proportionate to the extent of 
its participation. To be concrete, let us suppose that the A com
pany had decided that the bonds could be marketed at $98 per 
share and that in view of the expenses incident to the marketing 
process, the corporation should receive $95 per share. The cor
poration would therefore receive $9,5°0,000, four-tenths of which 
would be underwritten by A and two-tenths by B, C, and D, re
spectively. If the bonds were sold at $98, the gross profit to the 
four concerns for bringing out the issue and underwriting and 
distributing it would be $300,000, from which, of course, would 
have to be deducted the expenses incident to the business. 

Let us suppose that the issue had been underwritten on Jan
uary I and that the date fixed for payment of the funds to the 
corporation was April I. If investors look upon the issue with 
favor at the price of $98; it may be that it can all be sold during 
the interval; but if the investors are not favorably disposed it 
may be that only a small portion~r, indeed, none of the issue 
-can.be sold before April I. In this event, the participating in
vestment bankers must advance the balance to the corporation 
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out of their own resources or with funds borrowed from commer
cial banks. Since their own resources are usually relatively small 
in proportion to the volume of securities which they are ha~
dling, it is generally necessary to borrow heavily, on the basis of 
promissory notes, backed by the securities that are being under
written as collateral. 

If the bond market continues to be apathetic with reference 
to this particular issue, the participants will either have to "carry 
the securities" on borrowed funds for a considerable period, 
sometimes several years, or offer them at a lower price to the 
public. The former alternative involves tying up funds for an 
indefinite time, with a loss of interest during the interval; the 
latter involves accepting a loss through selling at a price that 
will not cover the expenses that have been incurred. 

Under this joint-account arrangement the houses concerned 
act both as underwriters and distributors. They divide the prof
its, or losses, in direct proportion to the participation, regardless 
of the number of shares each house may be able to sell. The 
joint-account is a species .of partnership. It usually calls for an 
undivided, or unlimited, liability of the participants, though 
sometimes the agreement provides for a division of the liability. 
The securities are also handled as a "lump," under the manage
ment of some member of the group of associated houses; even 
the borrowing from the banks is a joint affair. 

The underwriti"g "syndicate" assumes the risks of market
ing. In t.he case of large issues, and often in the case of small ones 
handled by a banking house or houses of limited resources, a 
syndicate is formed for the purpose both of distributing more 
widely the risks involved and of facilitating the sale of the securi
ties. Such a syndicate may be formed by an individual house, or 
by a group of houses handling an issue of securities on joint
account, as described above. 

To make the illustration as concrete as possible, let us as
sume that Lee Higginson and Company have investigated a 
proposition for an issue of $50,000,000 of 7 per cent bonds. 
Since the issue is larger than could be handled successfully by a 
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single house, or even by a group of houses operating on joint
account, Lee Higginson and Company proceed to organize a 
syndicate to underwrite the issue. Lee Higginson and Company 
alone deal with the borrowing corporation, acting as an inter
mediary between the houses which participate. in the underwrit
ing and the corporation whose securities are being issued. The 
issue is their proposition and, as we shall see, they get a special 
return as a reward for bringing out the issue and for organizing 
and managing the syndicate. 

In the case under consideration, suppose that Lee Higginson 
and Company have agreed to pay to the corporation $92 per 
bond, and that they have decided to offet the issue to the invest
ing public at $96. Assume, also, that a commission of I per cent 
must be paid to those who assist in the selling of the securities.' 
This leaves a possible three-point difference for profits to the 
managers of the issue. If no underwriting syndicate were formed, 
this would all go fo Lee Higginson and Company; but since 
this· house has not sufficient resources to assume conveniently 
the risks involved in so large a venture, they forego the chance of 
securing all the profits-and 0"( standing all the losses-and dis
tribute the opportunity and the risk among a number of houses. 

Let us now assume that the underwriters in the case cited 
agree to buy at $93 any bonds that are not taken by the public 
at $96, before the date set for advancing the funds to the corpo
ration. Lee Higginson and Company are thus assured of a profit 
of $1 per $100 bond, less expenses for their services in connection 
with the original analysis and investigation and the organization 
and management of the underwriting syndicate. By virtue of 
their agreement with the underwriters they have· contracted 
themselves out of any risk of loss, except as they also may par
ticipate in the underwriting process, as noted below. 

It is often good business policy for a large house to organize 
an underwriting syndicate, even though it could assume the en-

• If the investment market improves, the securities, of course, might 
be sold·at more than $96; but if the market is dull they may bave to be 
sold for less. 
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tire risks alone. By calling in a number of houses to participate 
in the underwriting it conserves some of its own resources and 
thereby is enabled to take on additional issues as opportunity 
offers-additional issues on which it will receive a return for its 
work as original investigator and as organizer and manager of 
a new syndicate. 

If the sale is a success, the underwriters who have agreed to 
buy at $93 the bonds which are sold at $96 receive a 2 per cent 
for the risk they have assumed-the distributors getting the 
other I per cent as noted above. If the sale is not a success, t4e 
underwriters must buy in the bonds at $93, and then either tie up 
capital indefinitely by holding the securities for a more favorable 
market, or accept a heavy loss by selling at a figure below their 
purchase price. If they elect to "carry" the securities it will be 
necessary for them to borrow most of the requisite funds from 
the commercial banks. 

Many ;nstilutions participale in 'he underwriting. In the 
case of an underwriting syndicate of the sort just described, the 
house of first purchase may also participate in the underwriting, 
thus acting in a double capacity. Similarly, the participating 
underwriting houses may perform a double function, that of tak
ing subscriptions for the sale of bonds and assuming the risks of 
unden\Titing. In the example above, an investment banker would 
receive one dollar per bond as a distributing agency, and two 
dollars as an underwriter. It is important to bear in mind, how
ever, that the actual amounts received for any of the functions 
connected with the marketing of securities vary with different 
issues and at different periods of time. 

Large investors in securities often participate in underwrit
ings, in order to reap the advantage of a lower price in their pur
chase of securities. Insurance companies have also at times par
ticipated in such undertakings, but owing to alleged abuses the 
state of New York has now made it illegal for these institutions 
to engage in syndicate activities. 

One of the things to be guarded against by the underwriting 
syndicate is the passage of an issue of securities into the hands 
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of speculators before the expiration of the underwriting agree
ment. If purchased by speculators who have misjudged the po
tential demand, securities will often be thrown on the market at 
a loss. Such precipitate selling may serve greatly to depress the 
price, with resulting losses to the underwriters. In an endeavor 
to prevent the disposition of securities to speculators it is stipu
lated that when individuals participate in underwriting it must 
be for investment purposes only. A new issue of securities may, 
however, pass indirectly into the hands of speculators by way of 
tl1e regular dealers. Every effort is made to prevent this and to 
restrict the sale to investment channels. In case an issue doeS 
not "go well," however, and the underwriters are forced to sus
tain their losses, the securities then pass in large blocks into the 

. stock market, where for years they are the object of speculative 
activity. The economic consequences of this aspect of the prob
lem will be considered in chapter xvi. 

Syndicates are always temporary organizations, being dis
solved as soon as a particular transaction is completed. They 
are being formed continuously, however, and a given house may 
at one time be a member of several syndicates. It is usually good 
business policy to form an underwriting syndicate, apart from 
the reason noted on page 208, for syndicate operations enable a 
wider distribution of risks. Invitations to participate in syndi
cate operations are usually reciprocal; and the risks are obviously 
more widely distributed if a house has underwritten a million 
dollars' worth of securities issued by five different companies 
than when it has underwritten a million of a single issue. 

VI. THE DISTRIBUTION FUNCTION 

The volume of corporate securities has attained such enor
mous proportions in recent years that the distribution function 
has required the development of elaborate selling organizations. 
Besides the large houses, which exercise at once the functions of 
investigation and analysis, underwriting, and distribution, there 
are many small dealers and brokers who assist in the retailing of 
securities. 
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The larger houses maintain offices in the leading financial 
centers, such as New York, Boston, and Chicago, and also in 
London. The American offices are all connected by private wires 
and it is not unusual for a single concern to dispose of $5,000,000 

worth of bonds in a day. In order to accomplish such a feat it is 
necessary for the banking house to be in close communication 
with institutions, brokers, and groups of individuals who can act 
quickly and buy in large quantities.s A considerable percentage 
of such sales would be to the smaller dealers and brokers, and 
much of the remainder to savings banks, and insurance and trust 
companies. 

As already indicated, distribution relates to the selling end 
of the bond business, to the placing of securities in the hands of 
ultimate investors. To guard against confusion of thought it may 
again be stated that distribution is not a function which is spe
cialized in exclusively by certain houses. All of the investment 
banks perform this as well as the other functions. For instance, 
when a single house brings out an issue of securities and under
writes it without assistance, it also markets the issue. Similarly, 
when a group of houses, operating on joint-account, together 
underwrite an issue, they also unite in the selling process. And 
when a syndicate has been organized, the various houses partici
pate both in the underwriting and in the distribution of the issue; 
indeed, the participating houses are often spoken of as· a "selling 
syndicate.N In general it may be said, however, that the tendency 
is for only one house, or a small group of houses, to bring out an 
issue and organize the syndicate; for a considerable number of 
houses to participate in the underwriting; and for a very much 
larger number to take part in the selling campaign. 

With.ilny given issue, however, there may be a conSiderable 
number of houses which have not participated in the underwrit
ing who do undertake to sell some of the securities. Among those 
assisting in the distribution, but usually not participating in the 
underwriting, are also local banks thIoughout the country, bond 

• See list of these on p. 214. 
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departments, formally or informally organized, small dealers in 
securities, and brokers working for a small commission. 

It should be noted, also, that a member of the syndicate is 
not necessarily obliged to sell the same amount of securities that 
it has underwritten. For instance, a house may agree to under
write $ I 00,000 worth; but it may undertake to sell only $ 50,000. 

If the entire issue is successfully marketed, the house in question 
receives its underwriting profit on $IOO,OOO and its distributing 
commission on $50,000. If the issue is not all sold, it must buy In 
its proportion of the unsold amount and assume the risks of 
marketing them at a loss. It w:ould still receive its selling com
missIon, however, on whatever amount it had individually suc
ceeded in marketing. It will be observed that it is quite possible 
that any particular house may be able to sell all the securities 
f9r which it has subscribed, despite the fact that the entire issue 
is I\ot sold. 

All who participate in the distribution of securities, whether 
members of the syndicate or not, are entitled to a selling com
mission. The amount of this commission varieS somewhat, de
pending upon the nature of the issue and the condition of the 
investment market. It varies, also, with the size of the subscrip
tion. The commission to brokers is usually very small, typically 
one~fourth of I per cent. The commissions given to local banks 
and dealers run typically from y.i to I per cent. 

The distributors assume some 01 the risks. In a sense the 
outside distributors, that is, those not members of the under
writing syndicate, also perform an underwriting function; for 
they are not permitted to return any securities for which they 

o have subscribed. This rule applies to brokers, as well as to banks 
and dealers. Since 0 the out~ide distributors buy at a fixed price, 
say one dollar less than the price to °the public, they are taking 
a chance of not being able to market the securities at a profit. 
If the issue does not go well, they will have either to sell at a 
price below what they have paid for. the securities, or to hold 
them for a rise. It will be noted, however, that while these small 
houses and brokers thus assume some of the risks involved, their 
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risks as distributors are only in proportion to their purchases; 
they do not guarantee that the entire issue will be bought, as does 
the original underwriting syndicate. Another way of stating it 
is that the original underwriters assume the risks first, and then 
distribu,te them, in whole or in part, as the case may be, to the 
distributing houses. 

Not being members of the syndicate, these retail'dealers, 
banks, and brokers are not debarred from selling below the syndi
cate price before the termination of the syndicate underwriting 
agreement, as is the case with the participants in the syndicate. 
The dealers and local banks, as a Platter of fact, seldom cut prices 
before the expiration of the underwriting agreement, through 
fear of incurring the ill will of the syndicate, and thereby lessen
ing their chances of assisting in the distribution of future issues. 
The brokers, however, usually fear little of this compulsion; and 
to guard against their underselling and thereby increasing the 
risks of the underwriting syndicate, brokers' commissions are 
usually very small-one-fourth of I per cent. In other words, 
the price quoted them is one-fourth of a per cent below the reg
ular price. They cannot, therefore, cut more than one-eighth of 
a per cent without wiping out the entire profit. 

There ;s usually a public announcement of an offering of 
securities. When an underwriting syndicate has been perfected 
and an issue of securities is ready for distribution, it is necessary 
to attract the attention of potential investors. This is customarily 

, done by ~eans of a public arlDouncement, which formally calls 
attention to the amount of the issue, the terms, and'the date by 
which SUbscriptions must be in. In many cases a great deal of 
general advertising has been quietly done before the public an
nouncement is made; indeed, the securities may all have been 
subscribed for in advance, in which case the public announce
ment might be regarded as superfluous, except that it affords an 
opportunity to call attention to the significant fact that the bonds 
have already been disposed of, thereby adding to the prestige of 
the house or syndicate. It should be understood that a public 
announcement that an issue has been entirely disposed of means 
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merely that the selling syndicate has sold the issue; many of the 
securities may not have yet. reached the hands of ultimate in
vestors. 

The subscribers include, as already noted, the houses which 
have participated in the syndicate, other bond houses, dealers 
and brokers, and a number of closely associated financial institu
tions. One writer has listed the following among these associated 
institutions: " 

I. An insurance cOlllpany and its directors, who, if rich men, will 
probably buy for their own account some portion of a bond issue that 

"their company has taken. 
2. A finn of bankers or a banIt in a smaller city that supplies a local 

investment demand. 
3. A European group or" syndicate which acts as a secondary distribu

tor or buys securities against which it issues it own debentures, as in the 
case of the Scotch trust companies and the investment associations of 
Holland. 

4. Individual trustees or lawyers charged with the investment of large 
estates, who are generally willing to anticipate their requirements if any
thing especially choiCe is for sale. 

s. Trust companies and their correlated banks, whose purchaaea may 
be either for the trust funds of the former or as an investment for the de
posits of both. 

6. Savings banks, which, taken as a class, are the largest institutional 
buyers of the classes of bonds to which they are restricted by the laws of" 
the various states. 

The list of the various subsidiary groups among which the distributor 
of bonds finds "his best market might be extended almost indefinitely, but 
those described will give a reasonably clear idea of what may be called the " 
headwaters of.the investment stream that must be kept contioually flowing 
into the bond market.'" 

Since each subscription is made in ignorance of the amount 
that is being subscribed for by other houses, an issue may be 
considerably over- or considerably under-subscribed. In the case 
of an oversubscription, allotments of bonds for distribution are 
inade in such proportion as the total number of bonds to be 
issued belj.rs to the total amount subscribed for. For instance, if 
an issue has been oversubscribed by 2S per cent, the number of 

II Theodore H. Price, The Outlook, CVI (1914), 598. 
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bonds available would be to the number of bonds subscribed 
for as 100 to I2S, or 4 to S; hence if a house has subscribed for 
$100,000 of bonds it would be allotted $80,000 and the dis
tributor's commission would be paid on only $80,000. If, on the 
other hand, the issue is undersubscribed, the subscribing house 
receives its commission on the amount actually subscribed for. 
It will be recalled, however, that the receipt of the commission 
is contingent upon the ability of the house to sell the amount 
for which it has subscribed at a price above its purchase price. 

The second part of the selling program is the more difficult 
-that of convincing individual investors by direct and personal 
appeal of the soundness and attractiveness of the issue in ques
tion. If the bond market is apathetic or crowded with issues-if, 
as the phrase goes, there are many undigested securities floating 
around-the selling of the entire issue may prove a very difficult 
and long-drawn-out affair. It involves the use of advertising liter
ature sent through the mails, and to an ever increasing extent it 
requires expert salesmanship. In former days when the issues of 
securities were few and when the announcement of a new offering 
was always an event of importance, advertising literature made 
an effective appeal; but under present conditions, with a large 
number of bond houses and with thousands of different issues, 
the mails are to some extent losing their effectiveness. Much of 
this advertising literature is consigned to the waste-paper basket 
by the busy man of affairs without so much as a glance at the 
offer. Personal appeal through salesmen is increasingly neces
sary to bring results. 

VII. SUNDRY SERVICES OF INVESTMENT BANKERS 

One of the chief problems of any bond house is that of build
ing up a clienteIe-a task. which usually requires several years 
of activity in the cultivation of cordial relations based on serv
ice. Investment bankers aim to make satisfied customers by seIl
ing only such securities as are safe and at the same time yield a 
satisfactory interest return. They also render a number of im
portant incidental services to their clients. 
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The investment banker often becomes an adviser to his 
customers and assists them in selecting the best types of securi
ties for their particular requirements. He also furnishes a great 
deal of general information on all matters pertaining to the in
vestment business, and frequently offers a general investor's 
service, as distinguished from the special service rendered when 
a particular security is sold. Bond houses furnish reports to -
customers on any securities, municipal or corporate, which are 
of public- record; and they answer questions about securities 

-based upon ihformation which the investment house has ac
cumulated and which it believes to be reliable. Tabloid invest
ment lessons are often printed in the columns of newspapers and 
periodicals, in pamphlets and monographs; some houses even put 
out a daily news sheet containing items of interest to investors 
and suggestive discussions of investment problems; and even 
the radio is employed. - . 

While bond houses Cannot guarantee the payment of prin
cipal and interest, they sometimes do assume customers' losses. 
"In some instances losses amounting to hundreds of thousands 
of dollars have been made good; in many instances the firms 
have volunteered to pay interest which has been suspended.''! 
And in every case a reputable house assumes a moral responsi
bility of "seeing the clients through" default, reorganization, etc. 
It takes the lead at its own expense in upholding the mortgage 
rights a!ld legal claims of the bondholders. 

Bond houses assist in giving marketability to securities. One 
of the most interesting developments in connection with the 
maintenance pf the good will of customers is the practice of buy
ing back securities from those to whom they have been sold, thus 
giving to such securities a ready rruu:ketability. While the prac
tice is by no means universal, conservative bond houses "frequent
ly agree to repurchase securities at the market price then obtain
ing, and sometimes at the price at which they originally sold. 
Some houses state, "We shall put our issues as nearly as possible 
on a plane of marketability with active listed securities. We 

.. Chamberlain, Principles of Bond Investment, p. 522. 
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make no promises, but, except in times of panic, when it may be 
impossible to raise money to satisfy everybody, we hope and ex
pect to be so situated as to buy back at the fair market price the 
securities we have sold." 

The investment banker also makes it a point to be able to 
supply his client with any security that he may desire to pur
chase. If the stock or bond required is one of which the house 
has been a distributor, it will endeavor to repurchase from cus
tomer B the securities required by customer A. If the securities 
sought by the customer have never been handled by this house, 
it is necessary for the banker to "piCk them up" in the market. 
In order to repurchase securities once sold and to furnish its 
customers at any time with the securities required it is necessary 
for the banking house to have funds available for the purpose 
and to maintain a "trading position" in the investment market. 
Whenever a house wishes to buy or sell a few shares or bonds 
of a given issue it ·gets in touch with other houses which may 
have such securities on hand or may be able to get them from 
some of their customers. 

There are also street brokers who make a small commission 
of Yi6 or }i per cent as go-betweens in the buying and selling 
of such securities. In the case of an active issue it is of course 
always possible to buy and sell the securities desired on the 
stock exchange. But the commissions that must be paid the ex
change brokers serve to make the purchase of securities on the 
exchange a last-resort measure; it is usually cheaper to make use 
of the street brokers. 

Investment banks also act as financial advisers to corpora
tions. An investment bank not only finances a corporation in 
its initial stages, at the time of its original organization; it serves 
the company continuously in connection with refunding and ex
pansion operations. The banker becomes a financial adviser to 
his client.· Additional securities need to be issued from time to 
time and the banker is in a position to recommend favorable 
periods for putting out such issues and also to advise as to the 
best type of security to issue under the existing circumstances .. 
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It is not to be understood from this, however, that the larger cor. 
porations depend entirely upon anyone im'fStment banker. 
There is competition among the bankel'$ for business; and the 
wide-awake house studies carefully the 'financial needs of the 
various corporations, with a view to acquiring the bu.'liness of 
those which have maturing obligations to be refunded or new 
issues to be sold for the provision of additional funds. 

VIII. CArITAL REQUIREMENTS A."D rROFITS OF 
L~VESTML.'7 BANKS 

As compared 1\'ith manufacturing or producing establish
ments the capital requirements of the investment banker are 
relatively small; they are small even as compared with those of 
the ordinary commercial or savings bank. Since the investment 
banker deals merely in credit instruments rather than in con
crete material goods, a large plant is obviously unnecessary; and 
since the investing public is largely reached by salesmen and 
correspondence, the building and equipment are small as com
pared with those of commercial or savings institutions whose 
customers must frequent the bank. All that is needed is office 
space for those who are engaged in the legal, engineering, ac
counting, and economic analysis that is required and in the 
preparation of ad\'Crtising literature. 

As the foregoing description of the investment business has 
indicated, bond houses are, however, often required to invest 
their own funds in the securities which they are handling, par. 
ticularly in connection with the function of underwriting, But 
the amount of their own capital that is required is not so great 
as might be expected, for the reason that tht'y are in a position 
to borrow heavily from the commercial banks, using securities 
as collateral for the loans. For instance, the underwriter can 
borrow from SO to 90 per cent of the value of the securities in 
his possession, the perct'ntage dept'nding upon the character, 
particularly upon the markt'tability, of the securities. 

Tj4 proftls oblflincd boY ;,wcslmtnl baltktTJ jat" n'Oltd 
, "'lIej CONlroversy. There has been much discussion of the profits 
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made by investment bankers and it has often been asserted that 
the returns in this field of enterprise are exorbitant. This view 
is in part attributable to a failure to appreciate that the "spread" 
between the price paid to the corporation and the price at which 
the securities are marketed represents gross rather than net 
profits; and in part it is due to the common practice of generaliz.. 
ing on the basis of a particular instance of handsome profits-
forgetting the cases where profits were low and even where losses 
were actually sustained. The truth is that the risks and expenses 
involved vary widely with different securities and ·at different 
times, depending upon the character of the security and the state 
of the investment market. Accordingly the gross profit, repre
sented by the margin between buying and selling prices, will vary 
markedly with different issues. The net profits also show ex
treme variations. 

With all the experience and skill the merchant can bring to bear on 
his purchases, the conditions under which he works are so complex that he 
often cannot foresee the outcome. If the hoped-for per cent of profit is 
not made, the transaction may tum to the loss of many per cent, besides 
the cost of selling. If a dealer has not heen shrewd enough to sell out in 
advance of failing prices, or does not gauge accurately the duration and 
rapidity of the decline, he may take heavy losses. Probably no investment 
banker went through the transition, from the period of rising security prices 
culminating in 1905 to the subsequent period of declining prices and the 
panic of 1907, without taking large losses. Bonds bought in the hope of 
selling at tbree-fourths of 1 per cent above the price were sold at a loss of 
from 4 to 5 per cent. Except in the case of specialty bonds sold through a 
careful education of the investor in the merits of the particular security, 
a sale in a declining market must be practically immediate in order to he 
really profitable. If a dealer misjudges the appetite of purchasers, he gets 
"hung up" with an isl;ue of securities which the investor will not even mas
ticate, to say nothing of digesting. 

A dosing-up of the market, the refusal of investors to purchase, is a 
common, periodic phenomenon, which becomes particularly acute in Lon
don. It takes place whenever investors generally think the present is not 
a good time to buy. If an investment merchant fails to foresee its coming, 
he has to carry a heavy burden of securities that he cannot sell. D 

D Lyon, Co,po,atitm Fill411a, II, pp. 58-59. 
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Granted that underwriters assume large risks, that they 
may have to buy in-the securities at the price stipulated and thus· 
tie up their own capital for a considerable period of time, it is 
still pertinent to inquire whether on the· whole they are not in a 
position to charge more than the risks and expense and the serv
ices performed warrant. The answer to this inquiry obviously 
depends upon the extent of competition among underwriters. 
Whatever may be true as to the rate of return in the long run, 
there appears to be no question that during the recent era of ex
pansion earnings have been very large. 

DC THE REGULATION OF INVESTMENT BANKING 

The investment banking business has developed as a private 
enterprise and has been subject only to such legal control as 
applies to any corporati9n, partnership, or individual business. 
That is to say, the law of agency, contracts, etc., relates to in
vestment bankers precisely as to other business. But except 
where blue sky laws, as outlined in the previous chapter, con
tain provisions relating to securities dealers, there has been no 
governmental regulation and control of the investment banking . 
business. 

As far as the rank and file of the older bond houses are con
cerned there is probably little occasiori for any regulation be
yond what is provided by ordinary legal processes. The long
established and conservative bond houses are very much alive 
to the necessity of eliminating the fraudulent promoter and of 
safeguarding in every way their own reputation for probity and 
conservatism. But the number of investment banking institu
tions bas been increasing so rapidly in recent years that there 
is plenty of opPortunity for the practice of fraud and for the 
selling of highly speculative securities by houses which trade on 
the reputation that has been built up by the older and more 

. conservatively operated institutions. 
There is need 01 additional control 0/ investment banking. 

"As the investment business is now organized," says Paul M. 
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Warburg, formerly chairman of the Federal Reserve Board, 
"the writers of investment circulars may emphasize and omit 
what suits them best, and printed underneath their often meager 
and arbitrary announcement they insert a statement that the 
'information is not guaranteed but is based on statements from 
what they consider to be reliable sources.' Ina 

Mr. Warburg suggests the appointment of a voluntary com
mittee in each Federal Reserve district, 
which would be prepared to examine a prospectus before the securities are 
offered, and would certify that certain papers necessary to authenticate the 
facts have been filed .... that it is published over the signature and un
der the responsibility of the corporation or government issuing the securi
ties, or of the investment house offering the same . . . . and that impor
tant facts have not been omitted ..... If a committee of this character 
were organized, the public could soon be warned that no .security should 
be considered unless the prospectus or offering showed the certification 
number of the securities committee of the district. 

Unless something of this sort be done, it is only a question of time 
before some grave disappointments or scandals occur, discrediting future 
issues and interfering with the free and healthy development of our secur
ity markets. If, on the other hand, the strong and reputable investment 
houses, of their own accord, subject themselves to whatever little delay 
and red tape may be necessary in dealing with their issues, they will, in the 
long run, best protect their own interests. Because in doing so they will 
help in keeping the crook out and preserve a clear field for those who are 
not afraid to have the searchlight turned upon the securities they are about 
to offer. . 

It will be seen that the argument for the regulation of in
vestment banking is not that all investment banking houses 
require close supervision, but only that some of them do; and in 
order to make sure that these shall be effectively regulated it is 
believed that all houses should gladly submit to regulation
either by a committee appointed by themselves or by some gov
ernmental agency. As has been the case with privat~ commercial 
bankers in times go"e by, there will be many efficient and time
tried investment bankers who will oppose such regulation as 

U From an address by Paul M. Warburg, delivered before the Bond 
Club of New York, May 23, 1919. 
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an unwarranted interference with private initiative and as en
tirely unnecessary· in their particular cases. But, as has been 
the case with the commercial banks and other financial institu
tions, there will nevertheless be a gradual extension of the scope 
of investment banking regulation. And it should be welcomed 
by the conservative institutions; for the general plane upon 
which the investment banking business is conducted may thereby 
be substantially raised. AIl houses may well be compelled to 
meet at least certain minimum requirements which have been 
found indispensable to efficient investment banking. 

X. INVESTMENT BANKS AND THE GENERAL 
ECONOMIC ORGANIZATION 

We hav~thus far been discussing the nature of the opera
tions engaged in and the services performed by investment banks, 
with only incidental reference to the social importance of such 
institutions. It remains to indicate the larger significance of 
investment banking houses, in relation to the general economic 
organization of the present time. 

Investment bankers assist in directing the distribution oj 
industrial energy. In the first place, investment bankers play 
a dominant rOle in directing the flow of capital and labor be
tween different industries and between different establishments 
in aiIy given industry. As the economic system is now organized, 
business managers reach a tentative judgment that the develop
ment of a new industry or the construction of an additional plant 
within an existmg industry will prove profitable. The proposal 
for an issue of securities as a means of raising the necessary capi
tal is then submitted to the investment banker for approval. 
Since the banker occupies a detached position and since he will 
suffer finans;ial loss as well as a lessening of his reputation for 
sound and conservative judgment if his estimate of the proposi
tion proves in error, he may be counted on to bring to bear in his 

• investigation and analysis all the technical, legal, and accounting 
knowledge and economic prescience t~t can be mustered. There 
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is thus every incentive to make the investigation as comprehen
sive and as penetrating as possible. 

Every year a great many hopeful enterprises are denied 
funds by those who hold the purse strings. And while mistakes 
are often made, there is little question but that the veto power 
resting in the hands of the investment bankers prevents each 
year much dissipation of capital in fruitless ventures. It is, of 
course, always possible, in the event a given application is denied 
by the conservative investment banking houses, to float the 
securities without bankers' assistance, through the processes de
scribed in the preceding chapter. But despite this possibility, 
it remains true that the conservative bond house, by virtue of its 
strategic position in the investment market, is a dominating fac
tor in the distribution of social energy. It will be noted that a 
banking house may deny an enterprise funds because the men 
who are back of it are lacking"in integrity or business ability, as 
well as because the enterprise does not promise well from a busi
ness standpoint. The investment banking houses thus tend to 
insure both that the management of industries shall be in the 
hands of honest and able men, and that social energy shall be 
directed into the most profitable channels. 

Under the conditions imposed by the gigantic scale on which 
industry is now conducted, control of the distribution of capital 
is a task of paramount importance. Because of the great quantity 
of fixed capital required, the waste of social energy entailed is 
enormous whenever an industry proves unprofitable or a large 
enterprise in any given industry goes on the financial rocks. 

Investment banking lessens the cost of producing goods. In 
the second place, the investment banker relieves the borrowing 
corporation of a very difficult and expensive task, that of raising 
the funds required for its operations. It is conceivable that a cor- . 
poration, however large, might take care of its own financing
that is, issue its own securities, send out advertising literature 
and salesmen, and await the inflow of funds from ultimate inves
tors before beginning its business activities. Most corporations 
are, however, poorly equipped for the marketing of securities, 
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and the costs involved would be much greater to them than to a 
regularly· organized bond house. (But note exceptions, page 
197·) 

The advantages possessed by aI;l institution that specializes' 
in the rai!;ing of Capital are obvious enough. First, it has a great 
deal of skill in advertising and salesmanship, which can be ac
quired only as a result ().f repeated experiences in such work. In 
the natUIe of things the acquisition of such skill is out of the 
question for a corporation, which has the task of raising capital 
only periodically, perhaps two or three times in a generation. It 
should be observed that, under these circumstances, it would not 
be feasible for a corporation to have a specialized "capital-rais
ing department" as a permanent part of its organization. It must 
accordingly either use relatively unskilled officials,for the task of 
raising capital or employ (at high cOst) specialists whenever the 
necessity arises. Second, a bond house can do much of its adver
tising of any particular issue along with other issues, thus dividing 
the advertising expense involved. In addition to the disadvan
tages inherent in rai~ing its own capital, the corporation usu
ally. finds that the task of organizing the business and making 
preparation for an effective utilization of the funds to be raised 
requires its full energy; 

In the third place, and even more significantly, the invest
ment bankers make it possible for a corporation to enter into 
contracts and to proceed with the development of its business in 
the light of definite knowledge, both as to the amount of the 
funds that will be received and as to the time at which they will 
be. available. The investment market is capricious; securities 
may b~ sold quickly-possibly sooner than is necessary for the 
purposes of the corporation-and at a favorable rate; or it may 

. be that years will be required for their final absorption by in
vestors, and that the price at which they can be sold will be much 
below what the corporation had estimated. But the underwriters, 
as we have seen, guarantee to the corporation a definite amount 
of funds at a definite time. If a corporation did not know in ad
vance what the total quantity of funds would be, it co~ld not be 
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certain, when making contracts incident to the development of 
the enterprise, that such contracts could be carried out. And if it 
did not know when its financial resources-whatever the total 
amount-would be available, it would have no assurance that its 
contracts could be fulfilled promptly or that production could be 
carried out according to schedule. Indeed, the risks involved here 
would be so great that many an enterprise partly launched would 
have either to curtail its operations or else completely wind up 
its affairs owing, not to any fundamental weakness on the part of 
the enterprise, but only to the exigencies of the investment mar
ket. Such failures carry in their train a great waste of industrial 
resources. 

What has been said above with reference to the advantages 
that investment banks confer upon corporations amounts merely 
to saying that"the underwriting and distributing functions serve 
to reduce substantially the cost of raising capital required "by 
modern large-scale enterprise. This reduction in the cost of cap
ital-raising makes it possible for enterprises to produce more 
cheaply than would otherwise be the case and, where competi
tion prevails, the result is a lower selling price for the commodi
ties than would otherwise obtain. 

Investment bankers are financial educators. In the fourth 
place, the investment banking institutions render a social service 
of inestimable vahle in educating the general public along finan
ciallines. Were it not for the investment education that has been 
given to the American people by investment bankers, through 
conversations with clients, actual and prospective, through gen
eral advertising literature, and through folders and circulars 
which discuss investment principles, it is not improbable that the 
annual losses in this country from fraudulent and worthless in
vestments would be many times their present staggering total. 

QUESTIONS FOR DISCUSSION 

I. THE DEVELOPMENT OJ!' INVESTMENT BANKING 

I. What were the chief sources of demand for capital in medieval times? 
How were these demands met? " 
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2. When did investment baDking haw its origiD ill the Unittd States? 
When was its period of &rmtest deftlopment? 

3· Why did the development of investment baDkin& hlstitutiOllS wait UPOIl 

the growth of the corporate form of iDdustry? 
4. CaD you suggest any handicaps to private enterprise before the devel

opment of investment baDking houses? to IOYerDmeDt enterprise? 
S. The first stage of railway development ill the Unittd States was canitd 

out by government rather thall by private mterprise. It has been IUI
gesttd that this was because of the impossibility of Milia the DeCa

sary capital without the aid of the govemmenL Might the ahwDCe of 
investment banks in the early days have bad some bearin& 011 this? 

6. Iu the light of your knowledge of our industrial developmrnt suggest 
the order in which the various types of speci.al.iad investment houses 
probably originattd. 

7. "The one big task of investment bankers ill to bridge the pp between 
investors and borrow~o rai!e funds from a multitude of iIIdividual 
and institutional investors and tum them over to corporations aDd 
governments who are in need of tbellL· Into what 1K0Ddary fulldiolll 
is this task divided? 

8. Study the chart on page 109 and enumerate as many dilfermt groupe 
of people, organizations, and institutions as you caD that are internltd 
in or dependent upon investments. 

9. Consult an official of a local bond house or commercial banIr. and ascer
tain what functions his institution participates in. 

JO. Ascertain, by local inquiry, how many different types of lKUrities are 
bandied by a given illvestment institutiOIl.. 

II. Ascertain, by local inquiry, how the smaller corporatiolll ill tbe com
munity have raised their capital 

u. DrVESnGATIO • .um A1ULYSlS 

12. Which of the various types of securitia-pvernment, railway, public 
utility. and industriaJ...-do you think pnsent the most difficult problema 
of analysis? 

J3. Study carefully the chart depicting the various aspects of the problem 
of bond values. Classify the dilfermt qucstiolll ill the order of their 
difliculty of correct appraisal \\"hich do yOll regard of greatest im
portance? 

J4- What is meant by the "equity"? Ho1ll' much, if any, ill aces of the 
amount of the bODd issue should the equity of a company be? (Refer 
back to provisions affecting Class B under the Illinois Securities Law.J 

IS. "In analyzing an income account one must 01Rrn, particularly, th4 
accsa of the total net earnings above the amount of the interest OD 



MARKETING OF HIGH-GRADE SECURITIES 227 

bonds j and In the case of Itocks, above the amount of the dividend 
payments." Why? 

16. Enumerate aa many facto I'll &I you can whicb might affect the "condi
tion of the money market" j the general industrialaituation. 

17. Draw up In outline form what you think would be a necessary course 
of study for one wbo hoped to be a luccessful analyst of investment 
values. 

III. What II meant by a bouse of original purcbase or issue? May any 
house make an original purcbase? 

I Q. What IOrt of bou_ tend to Ipecialize lOme what In investigation and 
fI nt pu rchase ? 

20. The original purchasers are IOmetimes called wholesale concerll5. Do 
you tblnk thia II a correct description of their activities? Do tbey 
have anytbing to lay about tbe terms on wbicb the retailing Is to be 
effected? 

m. THE tll'IDERWRlnl'lO Ftll'ICTIOIf 

21. What Is the practical neensity for underwriting? Is there a greater 
necewty witb large than witb Imall undertakings? 

32. Maya aingle bouse underwrite an entire issue? 
2J. Wbat would determine whetber a given issue would be handled by an 

individual bouse or on Joint-account? 
24. What ia the difference between a Joint-account and a syndicate opera

tlon? What would determine wbich would be used? 
2 S. In the case of a Joint-account do tbe IlIIOciated bouses merely under

write the l<;sue? Who sella It? 
26. What factors would determine tbe choosing of hou!ft for a joint

account participation? 
27. Wben a syndicate Is formed, ia It merely for the purpose of underwrit

Ing an issue? 
28. Show concretely how a bouse of original purcbase may contract i~lf 

out of the risks of underwriting through the organization of a Iyndicate. 
19. Is it fair for a bouse of original purchase to take, say, $1.00 per share 

for Its work? Precisely what Is the work for "'hicb it receives this 
$1.00 per ahare? 

JO. "The houses of lint purchase do 'not llMume any n...u." Do you agree? 
31. "It Is usually good policy for a very large investment bouse to form an 

underwriting syndicate, even thougb ill resources be lufficient to swing 
tbe entire amount, because It Is safer to underwrite 5 per cent of 
twenty different bsues totaling $100,000,000 than 100 per cent of a 
single $100,000,000 Issue." If 10, why? 

.1'. Is it pO!l8ible for a house to &ccure the profits incident to original pur
cha!;!! In a larger number of bsuts, U It does not tie up Its full resources 
In underwriting a s1n~le Issue? 
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33. Do you understand that an underwriting syndicate Is a pennanent 
organization? 

34. Define: participation, subscription, allotment, "carrying IeCllrities." 
35. Is it necessary for underwriters who ·participate in an Issue that Is 

brought out by a house or group of original purchasers to make an in
vestigation of the enterprise? 

36. Do the original purchasers also participate in the underwriting? Do 
you fancy that in practice every underwriting participant makes an 
independent analysis? 

IV. THE DISTRIBUTION l'UNCTIOII' 

37. Enumerate as many sources of demand for investment securities as 
possible. Which would be the most easily reached? 

38. "A bond well purchased is half sold!' What does this mean? 
39. "The distributiIlg houses do not assume any risks!' Do you agree? 
40. Work out the steps involved in an issue of one million dollars of bonds 

of Corporation X. Use actual figures and indicate the division of the 
profits as between original purchasers, underwriters, and distributors. 
Sell the same issue at a loss and indicate the distribution of the 1ossts. 

41. What is the purpose of "buying back" securities? Of wbat advantage' 
is it to the individual investor? Do you fancy many people would buy 
"unlisted securities" if it. were not for the marketability given to them 
by the willingness of t1ie bond houses to buy them back ? 

42. What is the function of the "street brokers"? Are they "profiteering" 
middlemen, or do they render a service greater than the amount of the 
commissions? . 

43. Why cannot a bond house guarantee bonds? How can It usually as
sume the losses, in actual practice? 

44. For what purpose does an investment bank need fixed capital? work
ing capital? 

45. In connection with which function is the largest amount of capital re
quired? 

46. What other financial institutions are necessary in order to enable the 
investment banker to engage in underwriting on a large scale? 

47. Is it necessary for the houses of distribution to have connections with 
commercial banks ? 

48. What determines the amount of profit an investment bank can make: 
(a) as a distributor of securities; (6) as an underwriter; (c) as original 
purchaser? 

49. "The investment banker must charge enough more than' the expenses 
involved to compensate for the risks assumed and obtain a profit." 
Does this mean that the costs involved to the corporation in raising its 
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capital are greater than they would be if raised directly by the corpo
ration itself? 

50. Write a summary of the social benefits of the investment banking busi
ness. 

51. How do you account for the development of the investment banking 
business? Did society, in any organized capacity, have anything to do 
with it? 

52. In the exercise of his veto power over the development of a given en
terprise; is the investment banker actuated by considerations of social 
well-being? What is the test on which he bases his decision? 

53. In a socialistic society how would the distribution of industrial energy 
between different industries be determined? between different estab
lishments in a given industry? Can you suggest any possible shortcom
ings in this method? 
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CHAPTER XIV 

THE MARKETING OF FOREIGN 
SECURITIES 

The discussion of the marketing of securities has thus far 
related primarily to the placing of domestic issues in the Ameri
can investment market, though it has been pointed out that for
eign bankers sometimes participate in American syndicates. 
During the course of the past seventy-five years, and particular
ly during the past fifty years, investments across national fron
tiers have been scarcely less important than those within given 
countries. Prior to the World War, Great Britain was the great 
creditor country of the world, with total foreign investments 
amounting to $18,075,441,423, exclusive of a large amount of 
capital directly in~ested abroad, estimated to equal about $ I ,-
400,000,000. France and Germany were also large lenders 
abroad, the net foreign investments of the former being esti
mated for 1913 at $8,000,000,000 and of the latter at about 
$5,000,000,000. The United States, on the other hand, was a 
debtor country to the extent of approximately $5,000,000,000. 

The distribution of British investments prior to the World 
War by types of industry was approximately as follows: rail
ways, $7,402,014,631; governments, $4,669,518,679; mines, 
$1,327,527,668; land enterprises, $1,188,336,035; ·municipal, 
$718,037,475; commercial and industrial, $707,258,178; tram
ways, $378,565,035; banks, $345,8II,648. Of the total, $8,-
662,345,667 were invested in India and the British colonies. The 
United States stood next with $3,672,343,63°, with Argentina a 
good third at $1,555,163,°72. Nearly every country in the world 
was represented, in amounts varying from $30,000,000 in the 
case of Germany to $718,000,000 in the case of Brazil. 

The World War suddenly changed the financial ~Iance of 
the world. The economic requirements of Europe were such that 
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it was necessary for France and England, particularly, to sacri
fice past investments in order to purchase war supplies,and a 
considerable part of their holdings of American securities was 
resold to the United States. Germany, moreover, sacrificed first 
and last practically all of her foreign investments. Vast loans 
were also extended to the Allied governments by the United 
States government, the total of war loans and other credits 
amounting to $10,388,°58,352.20, exclusive of accrued interest.1 

Great Britain and France, however, still possess large foreign 
holdings of securities held over from pre-war days and supple
mented in recent years by new investments. Nevertheless, the 
United States has emerged as the leading creditor nation,and, 
what is 'of greater interest, as the most important lending nation 
of the post-war era. 

The flow of American capital abroad since the World War 
has shown wide fluctuations. In the post-war boom period of 
191~20, huge short-time credits were extended by banks and 
business houses, though few investment loans were floated. (It 
should be borne in mind that the government withdrew from the 
business of lending in 1919, leaving the field to private enter
prise.) In the depressed and unstable period of 1921-23, the 
volume of foreign loans floated in the United States was rela
tively insignificant. Beginning in 1924, following the inaugura
tion of reconstruction programs in Austria, Hungary, and Ger
many, and the stabilization of currencies in a number of other 
countries, the United States again became a heavy lender to Eu

. rope, both by means of short-term commercial and banking 
(floating) credits, and through the purchase of long-term bonds. 
At about the same time, loans to other parts of the world began 
to grow rapidly in importance. With the development of tight 
money and high interest rates in the United States in 1929, the 
flow of capital abroad was, however, greatly reduced. While the 
big day of foreign fiml.ncing, by the United States, which was oc
casioned by the necessities of the reconstruction programs of 

I The war loans proper amounted to $9,598,236,57545; and they were 
subsequently funded with accrued interest at $6,862,285,000. 
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European countries, has doubtless passed, it is a safe assumption 
that this country Will remain for no little time the most important 
lending as well as the largest creditor nation in the world. 

American foreign investments abroad, at the end of 1928, 
exclusive of the war debts to the United States gove~nment, are 
estimated as follows: 1 

To Europe. 
To Latin America. 
To Canada and Newfoundland 
To Asia, Australia, and elsewhere' , 

Total 

MiliioDl 

$ 3.709 to $ 40309 
4.653 to 5.553 
3,090 to 30390 
l.r04 to 10304 

SI2,s5S - S I 4,SSS, 

Fpreign investments promote 'It'orld economic development. 
The continuous flow of British capital into.foreign countries from 
1840 on,not only afforded British investors the opportunity 
for larger profits than could be obtained at home, but it ex
pedited the development of railroads and other enterprises in the 
United States, Argentina, Australia, etc., and thus opened up 
in all portions of the world vast tracts of rich agricultural lands 
that must otherwise have long remained unused. British foreign 
loans also f~nished the funds necessary for exploiting immense 
stores of minerals and raw materials, thereby greatly augmenting 
the producing power o~ the world. 

Similarly, the post-war loans of the United States have in 
great part gone for promoting industrial and trade development 
in many parts of the world, and particularly for facilitating the. 
restoration of financial and economic stability in the disorgan
ized countries of Europe. 

Passing attention should, however, be directed to the fact 
that foreign loans may also be the means by which imperialistic 
plans are promoted. Trade tends to foIIow finance and the flag is 
sometimes in the'train of both, particularly where the flow of. in
vestments is into new or sparsely settled areas or into regions 

• u.s. Department of Commerce. Trade In/ormation Bulldin. Nfl. 
62S,p·28. 
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where a state of chronic political instability, or impotency, exists. 
But the great bulk of foreign investment has been unconnected 
with political intrigue, conducted on a strictly business basis. 

American loans abroad are floated by the ordinary invest
ment banking institutions. The word ordinary is employed be
cause it had been expected that the making of foreign loans 
would, because of the risks involved, require the development in 
the United States of a unique type of investment institutiori. The 
fact is that British and other European foreign investments have 
been characteristically made through a special type of institu
tion known as an "Investment Trust," which made it possible 
for the individual investor to obtain a very wide diversification 
of risk. (See chapter xv for details.)" During the World War, 
moreover, the general principle of the investment trust was util
ized in connection with some American loans abroad, notably.a 
$100,000,000 loan by the American Foreign Securities Company 
to enable the French government to purchase supplies from 
American manufacturers. 

The failure of American foreign loans to expand quickly fol
lowing the war was currently attributed to our lack of adequate 
financial machinery for the purpose. Hence, after much discus
sion, the Edge law was passed in December, 1919, providing for 
the federal incorporation and regulation of banking institutions 
for the purpose of engaging in international or foreign banking 
or other foreign financial operations. A capital stock of at least 
$2,000,000 was required for incorporation. National banks were 
authorized by the McLean Act of September, 1919, to invest up 
to 5 per cent of their capital and surplus iIi the stock of the (con
templated) Edge law corporations. The new law provided for 
two different classes of operations. The first consisted of com
mercial banking operations connected with foreign trade, and is 
discussed in chapter xx below. The second provided for the flota
tion of loans by investment trusts. 

I Chapter xv is devoted to a discussion of the investment trust, hoth 
in its original British form and in its recent extensive American development 
in connection with domestic securities. 
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1;n brief, the law authorized these investment institutions: 
(I) to purchase and sell, with or without their indorsement or 
guaranty, securities, including the obligations of the United 
States or any state thereof, but not including shares of stock, ex
cept as hereafter explained; (2) to issue debentures, bonds, and 
promissory notes under such general conditions as to security 
and under such limitations as the Federal Reserve Board may 
prescribe, but in no event having liabilities outstanding thereon 
at anyone time exceeding ten times the capital stock and surplus 
of the issuing corporations; and (3)' with the consent of the Fed
eral Reserve Board to purchase and bold stock or other certifi
cates in any other corporation authorized under the Edge Act, or 
under the laws of any foreign country, colony, or dependency, or 
of any state, dependency, or insular possession of the United 
States, where such corporation is not engaged in the general busi
ness of buying or selling goods, wares, merchandise, or commodi
ties in the United States and transacts only such business in the 
United States as in the judgment of the Federal Reserve Board 
is incidental to its international or foreign business. 

While a number of investment trusts were organized shortly 
after the war under state laws, none were developed under the 
authority of the Edge Act. One great attempt was, however, 
made in 1920 in connection with the so-called Hundred Million 
Dollar Foreign Trade Financing Corporation. Because of the 
unstable conditions then prevailing and also because of opposi
tion from existing commercial and investment banks who feared, 
the competition of such a mongrel institution, it proved impos
sible to raise the necessary capital. 

In 1924, when the stage was finally set for the making of 
foreign loans on an extensive scale, it was the existing invest
ment banking houses which captured the business. Practically 
all of the loans floated in recent years have been handled through 
underwriting syndicates as in the case of domestic ftotatiDns. 
The willingness of the American lender to invest directly in indi
vidual foreign issues, without the intermediation of an' invest
ment trust, was conclusively demonstrated by the results of some 
of the larger flotations of 1924. With the J.apanese loan of $150,-
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000,000 and the French loan of $100,000,000, a syndicate com
prising about 850 investment banks subscribed the entire amount 
in a single day. When the German loan of $IIO,OOO,ooo was of
fered, the largest and strongest banking syndicate ever formed 
for anything but American government issues during war time 
was ready for instantaneous action. T~ere were about 1,200 com
mercial and investment banks involved, and 

from Wall Street, Boston, and Portland, Maine, down to San Diego, Cali
fornia, there was a bond selling organization going full blast. Their success 

was too good. Instead of receiving $110,000,000 of subscriptions, this rec

ord-sized group turned in about $500,000,000 of subscriptions, and it then 
fell upon]. P. Morgan and Co. to scale down allotments at the risk of losing 

friends. 

The $50,000,000 Belgian loan was handled in record time. 
The agreement between the kingdom of Belgium and J. P. Mor
gan and Company, who brought out the issue, was reached short
ly after one o'clock P.M:. By four o'clock of the same day, the 
description of the issue, its maturity, sinking-fund provisions, 
and price had been telegraphed to Morgan connections through
out the country; and by five o'clock, full arrangements for the 
sale of the securities had been completed. 

. TheSe cases illustrate not only the willingness of the Ameri
can investor to buy foreign securities; they are quite as interest
ing as indications of the remarkable celerity with which modern 
investment-banking machinery functions in the raising of huge 
capital requirements. 

Foreign bonds are now listed on the New York Stock Ex
change. In order to safeguard the sale of foreign securities in the 
United States, the New York Stock Exchange, in February, 1925, 
laid down a special code of requirements for listing foreign-gov
ernment securities on the exchange. The following information 
is requested in connection with every proposed listing:~ 

I. (a) Statement of debt, internal and external, and cur
rency in which it is to be paid; statement of external debt to be 
computed in dollars; (b) contingent and actual liabilities, and 

• For the listing re.quirements for domestic securities, see p. 2SS. 
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priority; (C) revenue or assets pledged, if any, under present and 
other loans; and nature of administration; (d)'summary of such 
revenue receipts and income from such assets for p'eceding five 
years, stated in doIIars, if available; (e) status of the law under 
which said revenue or assets are pledged. 

2. Past-debt record ~th respect to: (a) defaults i (b) scal
ing down interest payments; (c) suspending sinking-fund-pay
ments. 

3. Where listed. 
4 .. Currency in which interest and principal are to be paid. 
S. Tax liability and exemption. 
6. Statement of governmental income and expenditure for 

whatever account in the preceding five years. 
7. Statement of the sums required in doI1ars to meet foreign

interest charges in each of the five preceding years. 
8. Statement in terms of weight and dollars (converted) of 

merchandise imports and exports in each of the pr~eding five 
years. 

9. Statement 'of covenants, if any, with respect to payment 
·of principal and interest of bonds dependen~ upon state of peace 
or war and nationality of holder. 

The number of government bond issues listed on the N.ew 
York Stock Exchange at the end of 1929 was 237, of which 18.1 
were national aild state government bonds and S6 were municipal 
iSsues. There are also a large number of business enterprises 
whose securities are now regularly traded on the New York ex
change. 

QUESTIONS FOR DISCUSSION 

I. How do you account for the pre-eminence of Great Britain in the field 
of foreign investment before the World War? 

2. Indicate the economic consequences of British foreign investments to 
(0) Great Britain, (b) the countries in which the investments were 
placed. 

3. Enumerate the factors which led to a shift in America's financial posi
tion during the war from a debtor to a creditor nation. 

4. State the important principles of the Edge Law. 
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5. How do you account for the failure of the attempt to form investment 
trusts on a large scale ,in the United .States? 

6. What do Yllu think of the bond-trust certificate plan as a substitute for 
the investment trust? 

7. How do you account for the great increase in the llotation of foreign 
securities in the United States since 1923? 

8. Do you think such loans are adequately handled by the existing invest
ment-banking institutions? 

9. What is the purpose of the listmg requirements on foreign securities re
quired by the New York Stock Exchange? 

10. What special risks, if any, attach to foreign securities? Which would 
you regard as better, European government or corporation issues? 
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CHAPTER XV 

INVESTMENT TRUSTS 
During recent years, the investment trust, a new type of 

financial institution so far as the United States is concerned, has 
come to play an important rOle in connection with the marketing 
Qf securities. Its position in the financial structure, as indicated 
in the diagram on page 158, is that of an intermediary between 
the investment banker and the purchaser of securities i but as we 
shall see, its functions are essentially different from those of a 
mere middleman. 

'!'he investment trust has long existed in certain European 
countries where it was developed as a means of facilitating the 
marketing of foreign securities. It was expected that this insti
tution would playa similar role in 'the United States; but, as was 
!ndicated in the preceding chapter, the trend of development haS 
in fact been otherwise, for its primary function here is in connec
tion with the securities of domestic corporations. As a back
ground for the discussion of the present status of the investment 
trust in the United States, it is desirable to present a brief de
scription of this institution as it developed in other countries. 

I. THE INVESTMENT TRUST ABROAD 
The investment trust originated in Great Britain as long ago 

as 1860. Except for two periods, in the early nineties and during 
the World War, its history has been one of comparatively steady 
growth, with conservative management and comparatively ft.'W 
losses. The institution has come to occupy an important and 
permanent place in connection with the investment of Brit.ish 
funds in the securities of foreign governments and enterpri.jks. 
At the present time there are several hundreds of such trusti> in 
Great Britain, with total assets approaching $2,000,000,000. ";IDe 
investment trust, or some modification thereof, has also) ~d a 
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considerable development in France, Germany, and other Con
tinental countries. 

The basic principle underlying the investment trust proper is 
the reduction of risks to the individual investor through diversi
fication. Not only is the individual enabled to become a part 
owner in a large number of corporations, but he also obtains the 
advantages of expert management of his securities. The typical 
trust not only seeks to obtain originally a good average yield on the 
securities purchased but also shifts securities from time to time in 
order to keep abreast of market possibilities. The trust permit,s 
the individual to diversify his risk either by direct investment in 
the capital stock of the investment trust or by purchasing, as an 
outsider, the long-term debentures of these trusts which are se
cured by the investments which the trust itself has made. Each 
of these methods, as developed in English practice, may be briefly 
considered. 

Under the first method the shareholders, or partners as the 
case may be, are part owners' of all the trust's holdings and are 
thus entitled to pro rata participation in the aggregate earnings. 
The trust organization thus makes possible a co-operative inves
tigation of foreign enterprises, which reduces the cost of investi
gation and gives to each individual investor the benefit of the 
investment experience of the officials of the company. Under the 
second method the securities purchased are held "in trust" by the 
company and replaced by its own obligations for the purpose of 
sale to individual investors. The individual thus purchases the 
obligation of a well-known domestic financial institution rather 
than one of a relatively little-known foreign corporation. His se
curity is, in effect, the combined earnings of all the companies 
whose issues are held by the trust, in addition to the resources of 
the trust itself. 

The "trust" makes possible a very wide diversification oj 
risks. The nature of the diversification that is secured by these 
institutions may best be appreciated by actual reference to the 
capital holdings of some of the leading British trusts. The Invest
ment Trust Corporation, Limited, of London, for example, shows 
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in its statement for 1917 investments in 315 different securities; 
the Second Edinburgh Investment Trust, Limited, of Edinburgh, 
for the same year had 235; and the Metropolitan Trust Com
pany, Limited, of London, 220.1 Nearly half the investments 
of the Metropolitan Trust Company were in railways and street 
railways. About a fifth were in government issues, in which there 
had been a considerable gain due to SUbscriptions for the succes
sive British war: loans. The rest were in the bonds and shares of 
commercial· and industrial concerns, electric-light plants, and 
other public works, and in the issues of other investment trusts. 

No less interesting than their diversification by tyPes was 
their distribution by countries. More than a third were in the 
United States, although the Metropolitan Trust, like other for
eign investors, had, early in the war, sold back to this country 
many American ·securities. More than a fourth of the invest
ments were at home (an abnormal war condition), but the re
mainder were spread out over the growing parts of the world, the 
countries represented in the order of the amount of funds they 
have attracted from this one investment trust being: the Argen
tine, British colonies and dependencieS, Brazil, Mexico, Central 
America, other South American countries, the Philippine Islands, 
Cuba, and other cour.tries. "The captain of this investment ship 
is now turning his eyes to the East and to Africa."2 

It is of interest to note that certain American railroad compa
nies have been largely owned in the past by these English trusts, 
while one American industrial company has been distinguished by 
having its securities in the boxes of twenty-one English trusts. 

There are some trusts which specialize geographica.iIy, as in 
. Russian, South American, or oriental enterprises. And there are 

others which devote themselves entirely to the securities of a par
ticular industry, endeavoring to reduce the tisks not so much by 

• Foreign Financing under the Edge Act, a pamphlet published by the 
Guaranty Trust Company of New York. 

• Adapted from "Introducing American InvestOB to the Investment 
Trust," World's Work, July, 1919. 
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extensive diversification as by intensive analysis of the status of 
the issuing concern. 

As has been stated, there have been two periods during 
which the investment trust in Great Britain was confronted with 
difficulties. During the World War the difficulty was not attrib
utable to bad management but rather to the general depreciation 
in the value of investments. On the whole, the investment trust 
weathered the tribulations of the war period remarkably well. 
The period of greatest stress was that of the early nineties, when 
an over-rapid expansion and a departure from principles of sound 
management contributed to the difficulties which unstable finan
cial conditions would in any event have produced. For the pos
sible light which this experience may throw upon the investmen~ 
trust problem in the United States, we present herewith a brief 
statement covering the essential facts of the situation. 

Trusts were organized in Great Britain very rapidly after 
1886, the number listed on the London exchange in 1888 being 
three times the number listed two years earlier. New undertak
ings were started at every hand, and several young trusts would 
spring from the loins of a single old one. Their rapid formation 
continued until 1891.8 

The very rapidity with which trusts were formed soon intensified 
otherwise difficult investment problems. Some trusts had almost identical 
directorates and security holdings, and such group management became an . 
element of weakness rather than of strength. The bull market folloWing the 
depression of the mid-eighties had already pushed security prices to high 
levels. Securities that were both good and cheap became scarce. Competi
tion among the trusts for the limited supply of sound securities available 
only served further to increase prices and took out of the general market 
the best shares of good corporations. Thus some trusts experienced great 
difficulty in laying out their initial funds, and as a group they forced them-· 
selves either into other fields of activity or into purchases of unlisted securi
ties with higher yield but greater risk, ~ order .to meet the expectations of 
purchasers of their own securities. 

The period as a whole therefore became one of wild speculation. Spec
ulative glamour ~ave an incentive to trust formation j while, on the other 

• This information and the following quotation is from William H. 
Steiner, Investment Trvsts: American Experience. 
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hand, increased trust formation resulted in further pressure to Increase 
speculative operations. The trusts neglected to diversify, but Instead spe
cifically emphasized specialization. In October, 1880, nearly one-third the 
investments of eight principal London trusts were in eecurities of South 
American States. Special skill of directon in certain fields could Dot avall 
against such practices. Again, they looked especially to turnover of port. 
folio in order to profit from the price increase. This was stimulated by the 
formation of Dew trusts, and fell off as the latter ceased to come forward. 
A Dumber turDed largely to uDderwriting and promotion work, and made 
this their leading activity j in other words, they became financial rather than 
investment trusts. So long as markets boomed, they fared well j but all too 
SOOD they fouDd themselves with masses !>f unsalable securities on their 
bands. 

During the severe crisis of i893, when the panic in the United 
States affected many securities held in British trust portfolios, 
many of the smaller and weaker companies which engaged in pro
motion and other activities which were not of a strictly invest· 
ment nature went into the hands of receivers. While the stronger 
and better companies weathered the storm, there were heavy 
losses to s1!areholderS.6 

II. THE INVESTMENT TRUST IN THE 
UNITED STATES 

As a preliminary to a discussion of the recent development of 
investment trusts in the United States, it will perhaps be of hiter· 
est to note that the basic trust idea of procuring greater safety 
through a wide diversification of risks is in no sense new. It is 
precisely the principle followed in connection with savings banks 
and insurance companies, who give to the individual patron the 
benefits of participation in the ownership of an extensive list of 
·securities. Moreover, certain companies have long been in exist· 
ence which have operated on this general principle, among whiCh 
may be mentioned the Boston Personal Property Trust, organUed 
in Massachusetts in 1893; the Fidelity Investment AssOciation, 
formed in West Virginia in 1911; and the American International 
Corporation, incorporated in 19 I 5. 

• I bid., p. 20. 
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The investment trust movement in the United States, how
ever, really began, as we have already seen, in 1924. The follow
ing figures· indicate the remarkable development that has oc
curred in tHe last five years: 

Year 

1924··········· . 
1925 ............ . 
1926 ........... . 
1927 ............ . 
1928° ........... . 

• Silr: months. 

Number 
Organized 

J7 
26 
26 
91 

49 

Total Number at 
End of Year 

Estimated Invested 
Capital 

$ 75,000,000 
150 ,000,000 
300, CX)() I 000 

700 ,000,000 
1,200,000,000 

An estimate for September, 1929, indicates a total of more 
than 250 investment trusts in the United States with invested 
capital (contributed by the public) amounting to approximately 
$3,000,000,000,8 which figure may be compared with total invest
ments of the mutual savings banks of the country amounting to 
about $10,000,000,000. Many of the trusts recently organized 
are of huge size, with initial capital running from $100,000,000 

to $125,000,000. 

There are several distinct types oj investment trusts in the 
United States. At least four major types of so-called "investment 
trusts" may be distinguished, as follows: (I) the general man
agement, or discretionary, trust; (2) the speoalized manage
ment trust; (3) the fixed, or non-discretionary, trust; and, (4) 
the financial holding company. 

The general management, or discretionary, trust is the orig
inal British type. The investments are made primarily with a 
view to security. As a rule, the management issues bonds, pre
ferred stock, and common stock, the two former being sold to the 
general public, with the management retaining most of the com
mon stock for purposes of control. The common stock not infre-

• From John F. Fowler, Jr., Americanlnves/mNl/ Trus/s. 

o The Commercial alld Financial Chro";de, September 14, 1929, p. 
1677. 
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quently represents the return to the trust for its services in pro
moting and managing the organization. The bonds and preferred 
stocks usually carry provisions- for conversion into common stock., 
or have warrants entitling the owner to purchase the -common 
stock at fixed prices .. An analysis ofthe capitalization of 146 in
vestment trusts of this type in January, 1929, showed that the 
paid-in capital was made up of 45 per cent preferred stock, 34.5 
per cent common stock, and 20.5 per cent bonds and debentures. 

Most of _these general management trusts are now affiliated 
with investment banking houses. By virtue of this affiliation, the 
trust is enabled to get the full benefit from participation in under
writing syndicates, and is also able to sell securities at a lower 
cost and to share overhead expenses with the investment bank 
concerned. On its side, the investment-banking house has the ad
vantage of participation in a greatly expanded field of enterprise; 
and it also sometimes receives the direct aid of the trust in dispos
ing of securities which the investment house has for sale. Such 
close affil~ation, however, runs the risk of a confusion of interests 
between the investment bank which desires to dispose of securities 
which are slow of movement and the investor who desires only 
the best possible securities as an investment. 

The specialized management investment trust restricts its 
operations to some particular field of investment. It operates on 
the assumption that certain lines of financial and business activ
ity offer greater investment opportunities than do others, partic
ularly where the management of the investments is intrusted to 

men expert in such fields. The special knowledge of these officials 
enables them not only to select the most desirable securities but 
also to shift investments from one to another as conditions of the 
moment may dictate. Such specialized trusts have been con
fined chiefly to the banking, insurance, mining, and aviation in
dustries. It is the view of some that such specialized trusts have 
an opportunity of real importance in connection with the financ-

ing of new industries. _ 
The fixed, or non-discretionary, investment trust differs from 

the general-management, discretionary, institution in that invest-
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ments are confined to a list of securities chosen once for all at the 
time the trust is organized. Such an investment trust is sometimes 
called a bankers' share trust. It will be seen that this is a highly 
conservativ~ type of trust built on the theory that a permanent 
investment in certain definite shares will prove remunerative in 
the long run regardless of industrial and financial changes. An es
sential difference between this trust and the foregoing types is 
that no effort is made to obtain profits by shifting from one se
curity to another to take advantage of fluctuations in security 
prices. The securities chosen may, however, either consist of the 
general run of issues or be confined to certain special fieldS like 
bank stocks. It appears that there are few entirely fixed trusts in 
existence, most of them allowing some small discretion to the 
management. 

The financial holding company combines with the invest
ment function some degree of control and management of the en
terprises in which investments are made. Since most of these 
so-called "investment trusts" hold the securities of financial insti
tutions--commercial banks, insurance companies, and even other 
investment trusts-they are commonly called "financial holding 
companies." These companies differ from the ordinary holding 
company, developed long ago as a means of bringing competing 
properties under a common control, in that they are not neces
sarily concerned with maintaining permanent control. After de
veloping a company or group of companies along desired lines, 
the trust may sell out the control and shift their funds to other 
enterprises. It thus has a primaty concern in, the promotion of in
dustrial and financial consolidations; arid it may derive no small 
part of its profits from the promotion function. The investment 
trusts of Continental European countries are commonly of this 
general type. 

This new method of effecting financial consolidation has 
produced banking chains extending from New York to Cali
fornia/ and public-utility, railroad, and industrial mergers con
trolling properties distributed over wide geographic areas. It 
is this form of the investment trust, ptoreover, which has given 

• See chapter xxx. 
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rise to the greatest discussion, for it is regarded by many as a new 
form of money trust, haVing greater possibilities for ill than did 
even the older forms of financial concentration and control. 

There are many variations from the foregoing types of in
vestment trusts which cannot here be considered. It should, how
ever, be pointed out that the investment trust craze through 
which the country has recently passed (1929), has led to the or
ganization of many companies which have little, if any, justifica
tion from the investment point of view, and whose main purpose 
has been to fadlitate the sale of new issues of securities and to 
make speculative profits from operations in the stock market. 
Some of these companies are unincorporated, some have been set 
up as independent corporations, and many others have been op
erated as adjuncts of large investment-banking concerns: Local 
security dealers with little knowledge of investment-trust prin
ciples or security values have also entered the field. It is the 
growth of so many different, types of investment trusts having 
such varied affiliations and interests that has made the movement 
as a whole one of so much concern to students of finance. 

The rapid development 0/ the investment trICt has given rise 
to an important problem 0/ regulation. While some of these insti
tutions are unincorporated, the majority of them have been or
ganized in corporate form under state laws. There is little uni
formity either as to the type of operations in which the investment 
trust may engage or in the regulations designed for the protec
tion of the investor. Indeed, in so far as the investor is pro
tected, it is only by means of laws pertaining to fraud in general, 
and in some cases through such aid as the blue sky laws may af
ford. In general, it may fairly be said that the investment trust 
has developed to its present state without regulation. 

Certain states have given serious consideration to the possi
bilities of control, notably New York, where the attorney-general 
in 1927 made a comprehensive survey which led eventually to the 
submission of a bill in the legislature for the regulation of in
vestment trusts by the State Banking Department. The bill did 
not, however, become a la",. A number of other states, as well as 
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the federal government, have been studying the problem, and leg
islation may be expected in the not distant future. 

At the present time we have neither adequate supervision of 
the organization and management of investment trusts I!or ade
quate publicity as to their financial operations. As matters stand, 
it is difficult for the investor to know what the financial position 
of any given trust is. The investment portfolios of the general
management trusts are shifted with so much rapidity that such 
financial statements as are issued shed comparatively little light 
upon the company's financial status. The investor, as a matter of 
fact, commonly buys the securities of the trust largely because 
of the reputation of its managers and the lure of high returns 
in the form of speCUlative earnings and conversion privileges. 
This situation has resulted in serious abuses, for many companies 
have been formed with names so similar to those of well-estab
lished financial or other companies, as to mislead many investors; 
The New York Stock Exchange has sought to eliminate this evil 
by the promulgation of a tentative' rule (announced September 
12,1929) which reads as follows: 

(J ) That no memher of firm registered on the Exchange shall partici
pate in the formation or management of an investment trust or other simi
lar corporation if the name of the tIust or corporation is similar to the name 
of a firm registered on the Exchange, unless.(a) the firm whose name ap
pears in the title of the trust or corPoration is directly responsible for the 
management of the trust or corporation, either through the ownership of a 
controlling interest or by reason of a management contract; and (b) the 
firm bas made a substantial net investment in the trust or in the securities 
of the corporation hefore or simultaneously with an olIer of the securities 
of the trust or corporation to the public. 

(2) Tbat when a name similar to the name of a firm registered on the 
Exchange is used in the title of an investment trust or other similar cor
poration, the firm whose name is used must have the power to cause the 
corporation to change its name to some name which is not similar to the 
name of the firm registered on the Exchange, and the firm must agree with 
the Exchange that it will cause the trust 'or corporation to so change its 
name when either (a) the firm ceases to be responsihle for the management 
of the trust or corporation or (b) the investment of the firm in the trust or 
the securities of the corporation is reduced by sales or other disposition to 
an amount which is no longer substantial. 
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AU investment trusts should be requir.ed 10 /urnish investor! ' 
with certain basic factual in/ormation. At the time of its organi
zation such pertinent facts as the'following should be published: 
I. The. antecedents and investment experience of the manage

ment 
2. The character of the trust, whether of general or special man

agement, etc., and the types of operation that are to be en-
gaged in ' 

3· The affiliations of the company, and the powers of such affili
ations 

4· The financial structure of the operating trust . 
S· Statements as to the percentage of profits that are to be taken 

by the management and the rate of commission that may be 
paid for the sale of securities 
After the trust is in operation, it should be required to publish 

regular quarterly statements, and at least once a year an audited 
statement, which statements.should show such data as: 
I. Changes in financial structure 
2. Assets and liabilities 
3. Investment holdings, classified so as to show percentage of 

bonds, preferred stocks, imd common stocks, and their distri
bution by companies, ~y induStries, .and by geographical re-
gions • 

4. The shifts in investment holdings since the preceding quarter 
5. The earnings from interest and dividends and from the pur

chase and sale of securities, shown separately 
With the fixed type of trust, such frequent financial stale

ments are not imperative; but with companies which operate un
der the discretionary management provision, where the purchase 
and sale of securities is continuous and extensive, and particular
ly where the existence of affiliations with other enterprises may 
at times result in mixed motives that Influence policy, it is of pri
mary importance that frequent reports £overing such items as 
have been suggested above should be furnished to investors. 

The prevailing' American method of accounting should also 
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be modified. The British practice has been to include in the 
trust's income only interest and dividends received on securities 
held-with the profits from the purchase and sale of securities 
entered into a reserve account against possible future deprecia
tion in security values. It is only after a period of years that these 
profits may be passed on to shareholders. Such a conservative 
practice is, of course, akin to the provision of our banking laws 
which requires the accumulation of a surplus for .the protection 
of depositors, and to the practice of most business concerns in 
setting up ample reserve funds . 

• The American investment trust practice has, however, been 
to include,· as current earnings available for dividend payments, 
income from trading operations as well as from investments. Dur
ing a period of rapidly rising security prices, such as that of 1928-
29, an investment trust operated by financial experts is able to 
earn much larger returns from trading in securities than from in
terest and dividends. While the turnover of securities, with a 
view to increasing the safety as well as the earnings of investment 
trusts, is admittedly an important function of the discretionary 
trust, when the trading in securities is resorted to for purposes of 
wholesale speculation with other people's money, it is beset with 
grave danger; and the investor clearly has the right to know pre
cisely to what use his funds are being devoted and to what ex
tent his earnings come from speculative profits as distinguished 
from dividends. 

It should be added here that even though the managers of a 
particular investment trust, by virtue of a correct appraisal of 
market trends, may be able to unload speculative holdings at or 
near the peak, and shift their investments to the call-money mar
ket 01' to bonds, and thus to protect the investor, the trusts as a 
group cannot be expected to escape without heavy losses. In any 
event, from the point of view of financial stability generally, the 
wholesale stock-market operations Qf the investment trusts are 
open to serious question. There is little doubt that their specula
tive activities in the year 1929 served to accentuate materially 
the oscillations of the market. 
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Mere publicity as to operations is not, however, likely to be 
regarded as sufficient. The magnitude of the financial resources 
commanded by investment trusts, the scope of their operations, 
and their possibilities as agencies for the control of commerce, 
finance, and industry, suggest the desirability of legislation de
fining their powers and functions, prescribing uniform methods 
of accounting and reporting, and supervising in a general way 
their operating activities. There is, moreover, precisely as much 
reason for requiring investment trusts to meet certain general 
standards for incorporation as for compelling commercial banks 
to meet the requirements of the Comptroller of the Currency .. or· 
savings banks and insurance companies to comply with those es
tablished by state bank departments. Since the business of in
vestment trusts is essentially interstate in character, it needs no 
argument to indicate that if any control is to be effective it must 
he undertaken by the federal government. 

QUESTIONS FOR DISCUSSION 
1. State the basic principle underlying the investment trust. In what re

spect, if any, does it differ from the principle underlying the mutual sav
ings bank? 

2. Does the investment trust always sen its own obligations to an investing 
public? 

3. What is the significant difference between the several major types of 
investment-trust operations? Which do you think preferable from the 
point of view of the investor? 

4. How do you account for the extraordinary development of investment 
trusts since 1924? Has there heen any greater need for such an institu
tion during this period than was formerly the case ? 

s. Do you see any justification, from an investment point of view, of the 
financial holding company? 

6. Do you think that it is possible for an investment trust, which is closely 
affiliated with an investment banking institution, to serve the iIIvestor 
with complete disinterestedness? 

7. Do you think that the investment trust should be permitted to combine 
functions of control with those of investment? If not, how could the 
practice be pr.evented? 

8. Do you see any valid reason why investment trusts should not be sub
jected to federal legislation comparable to that to which commen:ial 
banking institutions are subjected? 
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CHAPTER XVI 

THE STOCK EXCHANGE AND CAPITAL 
RAISING 

In the chart on page 1 S8 showing the financial institutions 
associated with the raising of capital under modem conditions, 
the stock exchange was placed at one side and designated "the 
great central market place." The reason for this, as already imfj· 
cated, is that the exchange is not usually a direct intermediary 
between the borrowing corporation and the lender of funds, its 
services being rather of an indirect nature. We shall find, how
ever, that the stock. exchange is of vital importance to practically 
all of the'institutions that make up the financial structure of so
ciety • 

. In' considering the importance of the stock exchange from the 
point of view of capital raising; it will not be pertinent to enter 
upon a discussion of the evils of speculation, manipulation, "wash 
sales," the ethics of future trading, the system of "puts and calls," 
etc. The purpose here is merely to reveal the part that the stock 
exchange actually plays in connection with the process of capital 
raising. 

I. HISTORY. ANt> ORGANIZATION OF STOCK 
EXCHANGES 

The rise of stock exchanges is directly associated with the 
development of the corporation as a capital-raising device. From 
the moment shares of stock were issued by corporations, trading 
in them by both investors and speculators began. "No sooner 
were there bits of paper to deal in than jobbers or brokers sprang 
up to handle them, and J:>y natural gregarious processes these 
dealers gathered in one spot." The nature of the earliest stock 
speculation in England is described in the quotation from Bage
hot given on pages 167-68. Twenty years later there developed 

252 
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a great speculative mania, which culminated in the South Sea 
Bubble of 1717. In this early speculation jobbers and brokers 

, first congregated on the rotunda of the Bank of England and at 
the Royal Exchange, which had been established, for the purpose 
of exchanging abraded and clipped, foreign and domestic coins. 
Later, as the business expanded, neighboring streets and coffee 
houses were utilized, and Exchange Alley, Old Jonathan's Coffee 
House, Corn Hill, Lombard Street, and Sweeting's Alley became 
the centers of activity. When Old Jonathan's burned down in 
1748, New jonathan's, located in Threadneedle Street, succeeded 
it. BY.common consent of the brokers who traded there, New 
Jonathan's was converted in 1773 into The Stock Exchange, 
which was "wrote over the door." 

The New York Stock Exchange, as at present organized, is 
the result of more than a century of evolution. The first organi
zation of stock brokers in the metropolis dates from 1792, though 
it was not until 1817 that the organization assumed a very defi
nite form. The rules and regulations governing its operations 
have been modified and extended from time to time to meet the 
changing requirements of a rapidly. expanding industrial and 
financial system. 

The New York Stock Exchange is a voluntary association, 
limited to 1,250 members, of whom about 700 are active. Of the 
remainder, some are residents of other cities. Memberships on the 
Exchange sold in 1869 for $3,000; from 1920 to 1925 they sold 
for around $100,000; and from 1925 to 1929 they increased in 
price by approximately $100,000 each year, a peak price of 
$625,000 being obtained in February, 1929. Numerous promi
nent capitalists, hold memberships merely for the purpose of avail
ing themselves of the reduced commission charges which the rules 
authorize between members. The Exchange as such does no 
business; it merely provides facilities.to members, and regulates 
their conduct, insuring that all transactions are conducted in ac
cordance with the highest standards of business integrity. The 
governing power is an elective committee of forty rpembers. 
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The patrons of .the Exchange have been divided into thci 
following groups: 

I. Investors, who personally examine the facts relating to 
the value of securities or act on the advice of reputable and ex
perienced financiers and pay in full for what they buy • 

. 2. Manipulators, whose connection with corporations issu· 
ing or controlling particular securities enables them under cer
tain circumstances to move t~e prices up arid down, and who are 
thus in some degree protected from dangers encountered by 
other speculators. 

3. Floor traders, who keenly study the markets and the gen
eral conditions of business and acquire early information con
cerning the changes which affect the value of securities. From 
their familiarity with the technique of dealings on the Exchange 
and their ability to act in concert with others and thus manipu
late values, they are supposed to have special advantages over 
other traders. 

4. Outside operators having capital, ellperience, and knowl
edge of the general conditions of business. Testimony is clear as 
to the result which in the long run attends their operations. Com- . 
missions and interest charges constitute a factor always working 
against them. Since good luck and bad alternate in time, the 
gains only stimulate these men to larger ventures, and they per
sist in them until a serious or ruinous loss forces them out of the 
"Street." 

5. Inexperienced persons, who act on interested advice, 
"tips," advertisements in newspapers, or circulars sent by mail, 

. or "take flyers" in absolute ignorance and with blind confidence 
intheir luck. Aimost without exception they eventually lose" 

The "listing" of securities is a safeguard against fraud and 
irregularities. Before securities can be traded in on the Exchange 
they must be listed by a committee of the Stock Exchange which 
passes on applications, The Hughes Committee on Speculation 
states in the following. language the importan~e of listing: 

I Governor Hughes' Committee on Speculation iii Securities and Com
'modities, "Report (1909)," Money Trus' Investigalitm, pp. 21~7. 
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While the Exchange does not guarantee the character of any securities, 
or affirm that the statements filed by the promoters are true, it certifies 
that due diligente and caution have heen used by experiented men in ex
amining them. Admission to the list therefore establishes a presumption in 
favor of the soundness of the securities so admitted. And securities author
ized to be bought and sold on the Exchange which have not been subjected 
to such scrutiny are said to be in the unlisted department, and traders who 
deal in them do so at their own risk." 

The Committee on Stock Lists lays down detailed require
ments with reference to the engraving and printing of bonds and 
shares, the form in which these securities shall be made out, and 
the specific information that must be cited on the securities, the 
purpose being to prevent the counterfeiting of securities. The 
application for listing must be accompanied in the case of stocks 
by the following and other papers: copies of the charter of incor
porations; by-laws; leases and special agreements; copy of reso
lutions of stockholders authorizing an issue; certificate of proper 
public authority for an issue; opinion of independent counsel as 
to legality of (a) organization, (b~ authorization, (c) issue, (d) 
validity of the securities; detailed distribution of securities; cer
tificate of registrar showing amount of securities registered; re
port of a qualified engineer covering actual physical condition of 
property; map of property; contemplated expansion; specimens 
of all securities to be listed. The requirements with reference to 
bonds are even more detailed, owing to the many different kinds 
of mortgage liens and the rights of bondholders thereunder. The 
cost of listing is $50 for each $1,000,000, or fraction thereof, 
computed on the par value. With securities of no par value, it is 
$50 for each ten thousand shares. 

A corporation whose shares are listed on the Exchange must 
agree to publish and submit an annual report to its stockholders 
at least fifteen days before its annual meeting, showing an income 
account and balance sheet for itself and constituent and sub
sidiary companies which it owns or controls. The report must also 
contaiIi a statement of the physical condition of the corporate 
properties at the time. 

I Ibid., p. 2190. 
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The average annual sales of shares of stOck on the New York 
Stock Exchange in the decade 1899-1909 was 196,500,000, at 
prices which involved an annual average turnover of $15,500,-
000,000. During this same decade bond transactions averaged 
about $800,000,000 a year. This was at the rate of about 650,000 
shares of stock per day, at a par value of $100, and about 26,000 
one-thousand-dollar bonds. During the great stock-market ac
tivity of the summer of 1919, as high as 2',000,000 shares were 
traded in a day, while for many weeks the daily sales never were 
less than 1,000,000 shares. In the runaway market of 1928-29, 
5,000,000-share days became not infrequent, and at the time of 
the great collapse hi October, 1929, a record of 16,410,030 shares 
was reached. The total yolume of trading for the year 1928 was 
920,550,000 shares; while the bond sales amounted to $2,939,-
700,000. 

Tbe Consolidated Stock Excha"ge was organized in New 
York in 1875 for trading in mining securities. In 1886, it altered 
its name and expanded the scope of itS operations; and thereafter 
the greater part of its trading was in securities listed on the regu
lar stock exchange. Its membership in 1924 numbered 1,527, of 
which about 450 members were active. This exchange, however, 
went into the hands of a receivership in 1927. 

The New York Produce Excha"ge in 1928 broadened its 
scope so as to permit trading in securities as well as in commode
ties. The list in which trading is permitted includes :z SO security 
issues, of which 133 are industrial and miscellaneous stocks, 48 
bank stocks, 33 insurance stocks, and 36 bond issues. Many of 
the issues were already listed on the New York Curb Exchange 
and others were traded "over-the<ounter." The sales have 
amounted to not more than 180 shares a day. Memberships com-
mand a price of about $3°,000.' . 

The New York Curb, or "outside" market, really antedates 
the New York Stock Exchange, the latter, indeed, having been 
~ outgrowth of street trading in the eighteenth century". Long 

• For discussion of the recently established Real Estate Securities mar
• ket in New York, see pp. 674-75. 
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before the organization of the Stock Exchange in 1817 a group of 
brokers was accustomed to congregate daily around a tree in the 
old-time financial district of New York and there execute orders 

o for customers. The incorporation of these brokers into a formal 
organization did away for a time with outside trading; but under 
varying conditions, and more or less continuously, there has been 
curb trading throughout the nineteenth century. It was not, 
however, until the great development in stock operations, brought 
about by the era of corporate development and financial consoli
dation beginni~g about 1898, that the Curb market became of 
real importance. Thereafter it afforded a public market place 
where persons could buy and sell securities not listed on any or
ganized exchange. 

The Curb market, until recently, was held in the open air and 
occupied a section of Broad Street, where an inclosure was made 
in the center of the street by means of a rope, within which the 
traders were supposed to confine themselves, leaving space on 
each side for traffic. During the period of active trading, how
ever, the crowd often extended from curb to curb. II\ 1920, there 
were about 200 subscribers, of whom 150 appeared on the Curb 
each day. 

So great eventually became the scope and acti .. ities of the 
Curb market that it was necessary to organize and house it. In 
1921 it was moved into a magnificent building, constructed for 
the purpose, and organized as a full-grown exchange with ticker 
service and listing rules, and with floor trading restricted to mem
bers only. The present Curb Market Association has 550 regu
lar and 550 associate members, approximately half of whom are 
co-operating with members of the New York Stock Exchange. 
The price of a Curb seat in 1921 was $8,000; but in the great 
boom period of 1929 a record price of $190,000 was reached. 
The growth of the Curb market since it went inside is shown by 
the following figures. In 1921, the total number of shares traded 
in for the year was 15,522,415, with bond sales equalling 
$25,510,000. Seven years later the shares traded in totaled 
236,043,682, and the volume of bonds reached $834,893,000. 
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The Curb constitutes an important part of our machinery 
for trading in securities. Although listing requirements have been 
adopted, they are not always rigidly enforced, and many securi
ties are traded in which are excluded from the larger exchange. 
The Curb also offers an "unlisted trading privilege" which enables 
the maintenance of ail open market in rights and new securities 
not yet issued •. The services performed by the Curb market have 
been well stated as follows: 

F"llSt, it is the market place for the issues of many of the industrial, 
.mining, and miscellaneous enterprises that are constantly being created. 

Second, it provides a ready market for the securities of small concerlll 
whose capitalization may be of relatively moderate size. With par values 
ranging from ten cents to twenty-Jive dollars, a satisfactory market for 
these securities would be impossible but for the existence of the Curb mar
ket, notwithstanding that these securities possess a merit in many cases as 
great as do those listed on the regular exchange. 

Third, it affords facilities for holders of securities that are not listed on 
either board to get accurate quotations thereon and to market their holdings 
quickly when so desired.· The Standard Oil stocks, which admittedly rank 
as high-class issues, are included in this group." 

The Curb maintains ticker service in more than ·two thou
sand cities in the United States; hence, pretty much the en
tire country is now in close touch not only with the daily, but 
also with the hourly, 'movements of the prices of a wide range of 
securities. The extent of the "outside" participation in Wall 

. Street specUlation is, of course, very greatly increased in times 
of active bull markets, such as prevailed throughout the greater 
part of 1928 and 1929. 

The stock exchanges in the United States outside of New 
York are much smaller than the New York exchanges and are 
chiefly of local importance. fn most of them the securities traded 
in. are those of local public utilities and industrials, although 
there is also considerable specialization by industries in some of 
these exchanges. Among the cities which have exchanges are 
Chicago, Philadelphia, Boston, Washington,' Baltimore, Pitts
burgh, St. Louis, Detroit, San Francisco, and Denver. 

" From a pamphlet by Edward E. Epps & Co., Curb securities dealers. 
New York. 
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II. THE BROKERAGE BUSINESS 

The purchase and sale of securities on the Stock Exchange 
is participated in by the members of the Exchange and their 
agents. While for many years the members acted only in the 
capacity of brokers, at the present time many of them are princi
pals as welI as agents, trading on their own account as welI as for 
their customers. The following statement by a well-known New 
York brokerage house outlines the methods by which stock ex
change operations are carried out: 

I. Purchasillg outright.-There are two methods of buying or seUing 
stocks through members of the New York Stock Exchange, viz., buying or 
selling outright for casb, and buying or seUing on margin. 

When purchasing stocks outright, or what is commonly termed "for 
cash," a person pays the entire cost of the stock plus commission. It is cus
tomary to have them transferred to the name of the buyer, especiaUy if 
the stock is one upon which dividends are paid, the same being paid to the 
party in whose name the certificate is made out. At times, however, the 
purchaser desires to leave the stock with the broker' in order to facilitate 

,its sale when desired, and the certificate is placed. in an envelope marked 
as property of the owner to be delivered when caUed for. In this case the 
stock is often left in the broker's name and the customer is credited with 
the dividend when payable, or a check for that amount is forwarded to 
him. Thus the buyer receives the dividend but does not have the trouble 
of endorsing the certificate and sending it to the broker when he desires to 
sell. Non-dividend paying stocks when purchased outright are also often 
left in the original "street name," as a certificate endorsed by a stock ex
change house is a good delivery at any time one may wish to sell and he 
has no trouble about endorsing, witnessing, etc. 

2. Purchasing on margin.-When purchasing on margin, the broker 
buys the stock, paying for same in fuU, but loans the customer a certain 
amount, holding the certificates as coUateral and charging interest on this 
debit balance. The difference between the amount loaned and the purchase 
price is deposited by the customer, being what is commonly termed "mar
gin." The customer may at any time payoff this loan, together with any 
interest which may have accrued since the purchase, and take up the stock. 
Ten points, that is, $10 per share, is the usual amount required on a ma
jority of stocks, and the broker wiJI carry same as long as the market price 
is sufficient to protect him. This does not mean that he will carry the stock 
until a sale is made at the e.'tact limit of the margin, however, as he might 
not be able to obtain that amount if he attempted to sell. For instance, if 
United States Steel were purchased at 70 on a IO-POint margin, th~ hroker 
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would call for additional margid when the market price was, say approxi
mately 65, and if no further additional margin was forthcoming after noti
fication, he would hold same to within from one to two points of the limit 
or until whatever time he might deem it necessary to sell for his own pro
tection. The commission which is charged must be figured out of the ten 
points, together with whatever interest may have accrued on the money 
loaned. Many figure that stock is held to the exact limit of the margin, but 
it must be remembered th~t while there might still be a margin of a frac
tion or even a point at the close of the day, the market might open all more 
thaD that the next mor.ning and the broker be unable to close out the com
mitment except at a loss til himself. Many of the inactive stocks also have 
wide quotations, and sales might be one, two, or three, or more points 
apart, thus affording no opportunity to sell at the desired figure. The dis
tance which a stock will be carried depends to a great extent upon the con
dition of the market and the character of the stock. Even active stocka 
which in ordinary times would be carried to within from one to ~wo points 
of exhaustion could not be carried on such a small margin in panicky times 
when there is a chance that they might open off several points the fonow
ing morning. A customer is, of course, always given every opportunity to 
deposit additionaI margin, which should alway. be done when it haa been 
reduced to approximately five points, whether a margin call is received or. 
not, it being assumed that a person either long or abort of stock is suffi
ciently interested to keep track of market movements. "there is no limit to 
the length of time stocks may be carried on margin aa long aa the amount 
of margin is sufficient to protect the broker. 

We have endeavored to point out the features of marginal trading 
which ofttimes lead to discussion and annoyance to both broker and CUI

tomer, but if a customer understands marginal requirements fully, it is 
often the most convenient and profitable manner of trading if conservatism 
is observed. For instance, one may believe that a certain stock is due for 
an advance and have only sufficient funds to purchase, say, 50 shares, but 
is enabled to take JOO shares by borrowing the difference from the broker. 
When the stock advances he niay procure just double the profits he would 
have if the stock were purchased outright. He thus baa a 50 per cent mar
gin, which should be a very conservative amount all a stable stock and is 
in the same poSition as a man who pun:bases a house and secures a mort
gage thereon. 

We would require ten points ($10 per share) margin on a majority of 
stocks, but will accept five points on some low-priced issues having a ready 
market for purchase or sale, although even more than ten points is often 
necessary 'on some of the very high priced shares, or stocks which have a 
verY wide market, that is, in cases where the bid and asked prices are far 

. apart and fluctuation apt to be abnormal. If only this minimum amount 
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be provided for, one may obtain profits many times as great as if purcbas
ing the stock outright, hut we always endeavor to impress upon our cus
tomers the advantage of a heavier margin. The greater the number of 
points with which a customer fortifies his account, the greater is his pro
tection against possible adverse market mo·vements. 

3. Selling outr;ght.-In selling stock held outright in a customer's 
name, the custoIper must endorse the certificate, spelling the name exactly 
as it is spelled on the face and have same witnessed, hut should fill in none 
of the other blank spaces on the back of the certificate. The commission 
for selling is the same as for buying, and in ad,dition the seller pays taxes 
of 4 cents per every $100 par value, which is levied by the state of New 
York and the federal government.o 

4. Seilmg margin stock.-When selling stock is held on margin, the 
customer simply gives the order to the hroker, who sells the stock, delivers 
the certificate, and credits the customer's account with the proceeds, less 
commission and state and federal taxes. 

In selling stock short, the broker sells the stock, horrows it, and deliv
ers same on regular delivery day. The margin required is the same as when 
purchasing stock, hut is a protection against a rise in the market instead of 
a decline. If the market reacts, the customer may repurchase the stock at a 
lower figure, his profits being the difference hetween the saie price and the 
purchase price, and if the market advances and he huys in, or "covers," at a 
higher figure, his loss is also the difference between the sale price and the 
purchase price. This is simply the reverse of purchasing stock and then sell
ing, the sale being made first and the purchase later. When the stock is cov
ered, the broker returns same to the party from whom he originally bor
rowed it. No interest is charged a customer on the transaction, except when 
the stock is loaning at a premium because of a great scarcity; that is, when 
he is forced to pay a certain °amount for the privilege of borrowing the 
stock. This, however, is a very rare occurrence. 

5. Deliveries.-When stock is bought and sold, the certificate is not 
delivered until the following day, at which time the purchasing broker pays 
the selling broker the amount due. Stocks or bonds purchased on Friday or 
Saturday are not deliverable until Monday, as Saturday is a non-delivery 
day. It is necessary for the broker °to receive from a customer at least a de
posit against the purchase of the stock before the stock is bought, as he ob
ligates himself to take the stock from the other hroker on the regular deliv
'ery day, and if any unforeseen acciden~ occurs to the customer overnight, 
preventing him from paying for the stock, the' broker will have to take it 
himself and stand any loss which may be incurred by a possible decline in 
the market price. When stock is sold, payment is not received until the next 
day, when it is delivered. It is necessary, however, for the hroker to have 
the °stock in his possession before selling, unless it is a short transaction. 
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6. Stop loss o,de,s.-5top loss orders are used by a great many traders 
to limit the ainount of possible loss on any transaction, and ofttimes they 
save one from losing his entire margin. A stop loss order for the purchase 
or sale of a stock means that the purchase or sale, as the case may be, Is to 
be made "at the market" when a certain price is reached. For instance, If 
United States steel is selling at 70, and an order is placed to sell one hundred 
shares at 68 stop, it means that when a sale of one hundred shares or more 
is made on the Stock Exchange at 68 or le~, Joo shares are to be lold "at the 
market," that is, at the best price obtainable. At times, however, it might 
close above 68 one day and open below 68 the next morning, or even during 
the day might break from a price above to below 68 without a sale at that 
figure, in which case the stop loss order would be executed as lOon as a sale 
was made under 68. Conversely, if an order is given to buy Joo shares at, 
say 72 stop, it means that Joo shares are to be purcbased "at the market" 
when a sale of Joo shares or more is made at 72 or higher. 

7. lnte,est.-Interest is charged on anyilDpaid balances, the rate being 
governed by prevailing money rates, the size and activity of the account, 
the amount of margin maintained, and the character of the stock in ques
tion. We can, of course, make more favorable rates upon stocks which we 
can readily place in loans with a bank than on those upon which we cannot 
borrow money, and which must, therefore, lie idle in our safe deposit vault. 

Interest is credited the customer on daily balances of over $500 which 
are awaiting investment. Aside from the fact that we require a deposit on 
all orders many find it both convenient and profitable to leave their funds 
on deposit with us pending stock or bond transaction, inasmuch as they re
ceive interest on daily balances, whereas at times they lose interest when 
they have to withdraw their funds from a savings bank, where interest Is 
allowed only on money left until a certain date. 

Commission rates vary with the price of the stock. The low
est charge is 7~ cents per share--<m stocks selIing below $10 a 
share. On stocks selIing at $100 a share, or above, but under 
$200, the·charge is 25 ~ents a share.' 

Brokers' organizations make it possible to speculate by wire. 
A large part of the stock bought and sold ,in the Wall Street offices 
of brokerage firms is of course for the account of operators who 
live in New York. But in addition to this the large brokerage 
concerns have a remarkably extensive telegraph system whereby 
orders ar~ gathered from far-distant points. The "wire map" of 

• For the complete schedule, adopted in October, J924, see C ommncial 
and Financial Chronicle, November J, J924, p. 2018. 
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anyone of a half-dozen or so of the large houses looks like a 
complete railroad guide of the United States. One particular 
firm reaches by privately leased duplex wire from its main Wall 
Street office to such cities as Baltimore, Washington, Charlotte, 
Charleston, Atlanta, Savannah, Augusta, JacksonviIIe, New Or
leans, Memphis, Chicago, Cl!'lveland, Cincinnati, Omaha, Colo
rado Springs, Denver, Salt Lake City, Butte, Spokane, San 
Francisco, Pasadena, Los Angeles, Coronado Beach, and San 
Diego. It also has wire connections to Boston, Portland, Mont
real, Toronto, Detroit, Gary, Indianapolis, LouisviIIe, Kansas 
City, Milwaukee, St. Paul, and Winnipeg. This particular firm 
has six branches in the state of California alone. These wires 
may connect with branch offices or merely with correspondent 

. firms. 
Brokerage offices are storehouses of information. These 

brokerage houses render a great deal of service both to speCUla
tors and investors. Through weekly market letters sent out to 
their customers, they furnish reliable information bearing on 
inactive and unlisted securities; they give the history of the cor
poration issuing particular securities, together with a survey of 
the commodity markets and other pertinent facts as they relate 
to the values of the issues in question;· they present general data 
on stock-market developments of the week; and they discuss 
(often with no little bias) the probable trend of the market in the 
light of general economic and financial conditions. 

Some of the brokerage concerns which deal in highly specu
lative issues traded in on the Curb and the Consolidated Ex
change have developed elaborate organizations. For instance, 
one of the large houses engaged in the marketing of "Curb, min
ing, oil, and industrial securities" has a large number of branch 
offices in various parts of the .United States connected with the 
main office by a leased-wire system. It secures "wire" news re
lating to the industries in question from correspondents in the 
field, and it distributes a weekly market letter, containing from 
7,000 to 10,000 words, to tens of thousands of investors, actual 
and potential. It has also developed a report system, which, as 
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a result of several years of accumulation, affords a fairly compre
hensive record of mining history in this country. From these 
data special reports are made to interested clients on the history 
of mining corporations. One company avers that it is "prepared 
at a few hours' notice to furnish complete detailed reports on 
more than 750 mining securities"-:-reports which embrace cor
porate history, financial and physical statistics, details of mine 
development, including estimates of tonnage, progress of the 
work, and equipment. Upon written request it issues to interested 
clients special letters and special telegrams beariDg on develop
ments affecting the value of their holdings. 

. There is need oj more adequate regulaJio" oj 'he brokerage 
busi"ess. The opportunity for fraud is quite as great here as in 
the case of the sale of securities for investment purposes. The 
literature sent out by "fly-by-night" brokerage ~ouses makes 
quite as interesting and instructive reading as that of the pro
moter of speculative and fraudulent companies, and the losses of 
the victims of such alluring literatUre are quite as stupendous as 
those of the dupes of promotion swindles. There are many brok-

. erage houses which have been in existence for a generation, whose 
fraudulent dealings have eventually been made the basis for 
legal action and penalty. 

Among the evils of the brokerage business must be noted the 
operations of the s<H:alled "bucket40ps." These are ostensibly 
brokerage offices; but securities are neither bought nor sold in 
pursuance of customers' orders, the transactions being closed by 
the payment of gains or losses as determined by price quotations. 
They are thus merely places for the registration of bets or wagers. 
The bucket-shop machinery, moreover, is generally controlled 
by the keeper, who is in a position to delay or manipulate the 
quotations at will. Despite the fact that bucket-shops are illegal 
and that their operators are punishable by fine and imprisonment, 
it has been very difficult to check their operations, particularly in 
periods of great speculative activity. 

The New York Stock Exchange engages in constant war on 
bucket-shops and security swindlers.' In 1914 it organized the 
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original Committee on Quotations for the purpose of destroying 
bucket-shops. Since the bucket-shop operators pretend to deal 
in securities listed on the Exchange, they are dependent upon the 
use of stock tickers which report the prices at which sales are 
made. By restricting the use of tickers to bona fide brokers and 
members of the Exchange, the committee has put many bucket
shops out of business. In November, 1924, the Exchange or
ganized a special department to co-operate with the government 
in eliminating security swindlers. This department is a clearing 
house for facts, all members of the Exchange being urged to re
port to the department any information regarding attempted 
frauds. The department transmits the information to the prop
er government officials, who bring action in the courts. 

III. ECONOMIC FUNCTIONS OF THE STOCK 
EXCHANGE 

. The functions performed by the organized stock exchanges 
in connection with the raising of capital for corporations are nu
merous. In the first place, it makes possible investments for short 
periods of time. Many individuals, business firms, and corpora- . 
tions have on hand funds that are temporarily not required, either 
because of seasonal 'variations in the volume of business or a gen
eral dulness of trade. By virtue of an organized market these 
funds ~y be invested in securities, with assurance that the se
curities can at any time be reconverted into cash at the market 
price then current. In the absence of the stock market these 
funds would either remain in idleness or .be deposited in commer
cial or savings banks, where the interest return would be substan
tially lower. 

It may be noted, in passing, that the operations of commer
cial and savings banks and insurance companies are ~o a large 
extent dependent upon the stock exchange. In providing a mar
ket for securities the exchange makes it possible for these insti
tutions to accept the funds of customers, convert them. into pay
ing investments with the risks widely distributed, and yet remain 
in a position to pay depositors on dem~d or short notice and to 
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meet insurance obligations with promptness and certainty. (The 
relation of the commercial bank to the stock market will be more 
fully discussed in chapter xix.) 

The stabilization of security values both safeguards and pro
motes investment. In the second place, the activities of specu
lators result in price quotations which reflect with a fair degree 
of accuracy the relative investment merits of different types of 
securities. Specialized financial experts devote their energies un
ceasingly to a scrutiny of values; "bulls and bears, bankers and 
hrokers, speculators and investors, allover the world bid and 
offer against each other by cable and telegraph and record the 
epitomized result of their bidding in the prices current on the 
stock exchange." 

While personal gain is the motive of these speculators, the 
net result of their activities is to give general stability to stock
market prices and to reveal the relative investment values of the 
different issues. It is .to be noted that the larger the number of 
operations and the greater the number of securities traded in on 
the various exchanges, the more accurate becomes the stock-ex-

. cliange index of values. 
The effect of this is also to stabilize the prices of securities in 

different markets. This is most clearly revealed in connection 
with international securities, such as the bonds of the principal 
governments and of large corporations, like the Pennsylvania 
Railroad and the General Electric Company of Germany. For 
bonds of this class 
the telegraph keeps prices at almost exactly the same level in all the .tock. 
exchanges of the world. If the price of one of them rises in New York or in 
Paris, in London or in Berlin, the mere news of the rise tends to cause a rise 
in other markets; and if for any other reason the rise is delayed, that par
ticular class of bonds is likely soon to he offered for sale in the high-priced 
market under telegraphic orders from the other market, while dealers in the 
first market will be making telegraphic purchases in other markets. These 
sales aD the one hand, and purcbases on the other, strengthen the tendency 
which the price has to seek the same level everywhere; and un1esa lOme of 
the markets are in an abnormal condition, the tendency lOon becomes ir
resistible.' 

'Alfred Marshall, Principles 01 Econortiiu, I (4th ed., 1898),403. 
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This equalization of values in different markets, with the 
published price quotations of all the securities traded in, makes 
it possible for an individual, wherever located, to buy or sell se
curities at prices which reflect fundamental values. Thus the 
holder of securities listed on the Stock Exchange is 
exposed to no fraud and is at the mercy of no rumor and no unscrupulous 
dealer. He has positive assurance that in case of necessity, at a moment's 
notice, he can obtain at the prevailing price the value in cash of every stock 
exchange security in his box. Tbe ticker gives him instantaneous quota
tions; all the newspapers publish authorized prices for his benefit. • . . . 
He knows, moreover, that the price thus established is not merely the opin
ion as to value today, but that it represents a critical look into the future.' 

The result of this stabilizing of security values and the 
publishing of quotations is to encourage the investment of funds 
in corporate securities by great numbers of people who would 
otherwise not be in a position to ascertain with any degree of 
,accuracy what price should be paid for securities and who would 
also be unable to protect themselves from fraud. This stabiliza
tion also promotes the development of a world financial or
ganization, the concrete evidence of which is best shown by ref
erence to the list of over eleven hundred securities, representiDg 
industries in all parts of the world, which are traded in on the 
London Stock Exchange. 

The service oj pecuniary accou.nts in directing the flow oj 
capital is made effective by means oj the stock exchange. In the 
third place, the stock market facilitates the profitable distribu
tion of capital among different industries, among different plants 
in a given industry, and among different countries and regions of 
the world. In chapter i we discussed the role of the pecuniary 
unit in this connection. It is now in point to note that the distri
bution is worked out through the purchase and sale of shares of 
stock and bonds which find quotations in terms of the pecuniary 
unit on the organized exchanges. The fluctuations in the prices 
of different securities, being reRections of fundamental underly
ing conditions, indicate in general in what directions capital can 
find its most profitable investment. If the earnings of the rail-

, Van Antwerp, The Stock Exchange from Within, p. 23. 
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road companies are I.ow and the outlook for the future dark, the 
low prices of bonds and shares resulting from speculative activi
ties make it $:lear to investors that railroads do not offer a promis
ing field for future investment. Incidentally, it is also made clear 
to rate-controlling commissions that, if capital is to be attracted 
into the railroad industry, rates must be readjusted to a level 
which will permit railroad profits. If, on the other hand, the earn
ings of automobile concernS are very large, the high prices of 
automobile securities indicate the opportunity for large profits in 
the .automobile· industry and capital is attracted into that line. 
The stock-market Index of values thus facilitates the movement 
of capital to the places of gr~atest temporary demand. 

While there are often miscalculations and over-hopeful esti
mates of .the future, and while there may at times be manipula
tion which results in a false picture of the situation, the nature of 
the service that is performed by the stock exchange in' this con
nection will be cl!!llr if one reflects as follows: • 

Suppose for a moment that the stock markets of the world were closed, 
that it was no longer possible to learn what railways were paying dividends, 
wltat their stocks were worth: how ind~trial enterprises were faring
whether tliey were loaded up with surplus goods or had orders ahead. Sup
pose that the information afforded by public quotations on the • • • • ex
changes were wiped from the slate of human knowledge; how would the 
average man, how would eveu a man with the intelligence of a Pierpont 
Morgan,.determine how new capital should be invested? Be would have no 
guide except the most isolated facts gathered here and there at great trouble 
and expense. A greater misdirection of capital and energy would result than 
has been possible since the organization of modern economic machinery.' 

Stock speculation "carries" and "tests" the merits 0/ unsea
soned securities. Finally, one of the greatest functions of the 
stock exchange is that of "carrying" masses of new securities dur
ing their seasoning period. In the event that a new issue of se
curities does not go well and remains unsold at the expiration of 
the underwriting agreement, it becomes necessary for the under
writers either to carry these securities on borrowed funds, in the 
hope of a favorable tum in th~ market, or to sell them at a con-

'Charles A. Conant, waU Stred alld the Coulltry, pp. 92-93. 
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venient opportunity and pocket their losses. The stock market 
provides the means either for holding or disposing of the securi
ties. 

If the underwriters decide to carry the securities for a time, 
they must, as indicated in chapter xiii, borrow heavily from·the 
commercial banks. This they are enabled to do only because the 
stocks and bonds in which they are dealing are a satisfactory 
collateral security for bank loans, i.n consequence of their ready 
salability through the mechanism provided by the stock exchange. 
In case the underwriters elect to dispose of their holdings, it is 
obvious that the stock market provides the opportunity. 

The securities that are unloaded by the underwriters, more
over, become subject to speculative activities, largely through 
"margin" trading, with the commercial banks again furnishing 
a large percentage of the funds required. Many securities, par
ticularly those of a highly speculative nature, are also traded in 
on the Curb before any of them are purchased for investment, 
these' operations again being made possible mainly by margin 
trading on borrowed funds. 

These un~arketed, or "undigested," securities may remain 
subject to speculative activity for consitlerable periods of time, 
not infrequently for several years, depending upon the state of 
the investment market and the character of the security in ques
tion.a This speculation, conducted with funds borrowed from 
commercial banks on amply margined collateral security, thus 
makes it possible for a corporation to procure the funds required 
in developing its business, even though its securities do not asyet 
commend themselves to ultimate investors. The corporation is 
thus enabled gradually to demonstrate by industrial achievement 
its merits as an enterprise. Meanwhile the subjecting of its se-' 
curities to the test of speculation gradually serves to indicate their 
actual value .and thus to induce individuals to "pick them up~' 
for investment purposes. 

• For actual data concerning the relative holdings of certain stocks by 
brokers and individuals over a period of years, see J. E, Meeker, The Work 
of thB Stock Exchange, pp. 593-94. 
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It should be observed that at this point the analysis ties back 
with that in'the chapter on the marketing of low-grade or specu
lative securities. Here is clearly one way of raising capital for 
untried enterprises that does not place the risks upon the invest
ing public. It is, moreover, a method of very great importance; 
for many of the high-grade stocks of the present time that are 
held largely by investors have passed through a probationary 
period as purely speculative issues. It has been estimated, indeed, 
that stock. speculation served as. a means of furnishing, in the 
first instance, probably the largest share of the fixed capital that 
was used in the great period of industrial expansion following 
1898. The volume of stocks and ,bonds that was annually being 
issued by new corporations far outran the absorbing power of the 
investment market, and hundreds of millions in securities could 
not be sold to ultimate investors. The National City Bank of New 
York estimates that in 1900 over 60 per cent of the stock of our 
largest corporationS whose securities were listed on the New 
York Stock. Exchange was held in the names of stock brokerage 
houses and represented speculative accounts. A similar situation 
has existed on numerous subsequent occasions. Indeed, 
the history of the capitalization of our leading corporations shows that new 
stock. issues almost invariably lUll through a period in which they are large
ly held by the speculative public in brokers' names (on funds borrowed 
from the commercial banks), the proportion so held graduaDy diminishing 
tbrough a number of years as the investment buyers graduaDy purchase 
tbem to keep. 

Stock markets, investment banks, commercial banks, specu
lators, and investors are thus intricately related to the process of 
marketing corporate securities; and the entire mechanism would 
break down if any of its interdependent parts should cease to 
function. In the absence of a seCurities' market, borrowing cor
poration and investing public-including savings banks and in
surance companies-would alike be without an indispensable 
index of relative values. Without both the stock market and the 
commercial banking system, underwriters and distributors of 
securities would find it impossible to conduct their operations. 
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The stock market could not perform its function in "carrying 
and testing" unseasoned securities in the absence of commercial 
bank loans to speculators; and the commercial banks, in turn, 
could not make loans to speculators if it were not for the stock 
exchange, which at once indicates the value of the collateral of
fered as security for the loans and makes possible its ready sale in 
case of need. The full significance of the part that the commer
cial banks play in the process cannot, however, be made clear 
until we have studied the commercial banking mechanism in some 
detail. We shall also find that the stock exchange performs a very 
important rOle in connection with the raising of working capital. 

QUESTIONS FOR DISCUSSION 
I. "The Stock Exchange provides a market for the purchase and sale of 

securities of relatively high grade. The Curb and the Consolidated Ex
change furnish a market place for the purchase and sale of securities of 
low grade and in small lots." Do you think that the Consolidated Ex
change and the Curb market are less important than the Stock Ex
change? 

2. Show in what way the stock market is of service to each of the financial 
institutions with which it is connected in the chart on page 158. 

3. Do the requirements for listing on the New York Stock Exchange in
sure that the stocks quoted will have a high, or a stable, value? Pre
cisely what is the advantage of these "listing" requirements? 

4. What is meant by: bulls? bears? speculators? brokers? 
5. What is meant by short selling ?How is delivery of the securities ef

fected? 
6. If short selling were prohibited, would there be as accurate an adjust

ment of the prices of securities to their real values as now exists? 
7. Would it be possible to have a stock market and quotations of shares 

without a pecuniary unit of values? 
8. What is meant by margin trading? Of what significance is it? 
9· What sources of information as to stock and bond values are available 

for the general public? 
10. Consult the financial section of your daily newspaper, the Commercial 

and Financial Chronicle, the New York Evening Post (Saturdayedi
tion), and the WaU Street Journal; and write a statement of the nature 
of the information there available. 

I I. Are the weekly market letters, daily newspaper quotatioris, special quick 
news, and "ticker services" of importance to the investor or only to the 
spectator? 
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12.. What are the services rendered by brokerage houses? How do they 
make their earnings? . 

IJ. What is the purpose of the leased-wire system? 
14· What are bucket-shops? Specifically how do they differ from broker-

age offices? . 
15. Show concretely how the stock exchange ai~ in directing the distribu

tion of capital 
16. If the stock market indicates that larger retul'Dl are to be derived from 

investments in industries that are manufacturing luxuries than in those 
that are producing necessities, and if capital and labor are in conse
quence directed in increasing aIDounts to the luxury trades, is the re
sult necessarily advantageous socially? . 

17. Enumerate as many groups of people or institutions as possible that 
make use of the stock exchange. 

18. In what ways does the stock exchange promote investment? 
19. "If it were not for speculation in securities, a large percentage of the is

sues of newly orgaDized corporations would not be ultimately ab
sorbed." Why? 

20. Several years of speculation often result in the adjusting of atock prices 
at a very low figure, owing to the low earning power of the issuing cor
poration. In a case of this kind, speculation finally ceases, and it is im
possible to induce the investing public to purchase the IeCUrities, which 
have been fioating in the market, as permanent investments. Who baa 
borne the loss in such a case? What is the economic advantage of such 
speculatio~ ? 
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CHAPTER XVII 

TRUST COMPANIES AND THE MODERN 
FINANCIAL SYSTEM 

In many respects the most interesting financial institution 
of the present day is the trust company. The growth of this 
institution, called into being to meet the diverse requirements 
of a capitalistic economic system, has been nothing short of 
phenomenal during the past forty years, and especially since 
the era of financial consolidatio~ which began with the turn of 
the century. Popularly confused with the type of business or
ganization that was declared illegal under. the Sherman Anti-trust 
Law, the trust company is, in truth, only a new kind of financial 
institution that developed to fill the gaps in a hitherto incom
plete financial structure. In the course of its evolution, how
ever, it has not only rounded out the financial system; it has 
invaded the field of most of the other financial institutions as 
well. The trust company has thus been felicitously designated 
"the department-store of finance," and "the omnibus of financial 
institutions." 

The first trust companies in the United States, organized 
early in the last century, combined the business of insurance 
with that of trustee for individuals and estates. Now, however, 
all forms of insurance except fidelity and suretyship have been 
taken over by the regular insurance companies; and even these 
two are more and more being surrendered to specialized fidelity 
institutions. Although the rapid increase in the number and size 
of private fortunes and estates in the second haIf of the nine
teenth century greatly expanded the volume of trustee business 
for individuals, it was the phenomenal growth of the corporation 
which gave the trust comp,pny its )argest and most distinctive 
field of enterprise. The great variety of ways in which the trust 
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company is of service to the corporate system of finance is set 
forth in summary form in Section I below. 

I. THE SCOPE,OF TRUST COMPANY OPERATIONS 

The nature and variety of financial operations engaged in 
by trust companies may be seen from a summary of the powers 
conferred upon such institutions by the law of the state of New 
York: 

I. Banking: A trust company may , 
a) Receive deposits of money. 
b) Lend money on real or personal securities. 

, c) Accept for payment at a future date drafts drawn upon 
it by its customers. 

d) Buy and sell exchange,· coin, and bullion. 
e) Discount and negotiate drafts, promissory notes, bills of 

exchange, and other evidences of indebtedness. 
f) Issue letters of credit authorizing the holders thereof to 

draw drafts upon it or its correspondents at sight, or upon time 
not exceeding one year. 

g) Give its bonds or obligations when moneys, or securities 
for money, are borrowed or received on deposit, or for invest
ment. 

2. Investment: A trust Company may 
Purchase, invest in, or sell stocks, bonds, mortgages, and oth

er securities. 
3. Agency: A trust company may act as 
a) Fiscal ageIt(,"'transfer agent, registrar of the United 

States, any state, municipality, body politic, or corporation, and 
in such capacities may receive and disburse money, transfer, 
register, and countersign certificates of stock, bonds, and other: 
evidences of indebtedness. 

b), Attorney in fact for any lawful purpose, for any person 
or corporation (foreign or domestic). ' 

c) Agent. 
,d) Agent for married women iii respect to their separate 

property: 
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4. Fiduciary: A trust company may 
Take, accept, execute any and all such legal trusts, duties, 

powers of whatever description, not prohibited by law, as may 
be granted to, confided in, conferred upon, intrusted to, trans
ferred to, vested in it by any court of competent jurisdi~tion 
or surrogate, and may act under the order or appointment of 
such court, as 

a) Guardian, receiver, trustee of the estate of any minor. 
b) Depositary of moneys paid into court whether for the 

be:lefit of any minor, person, corporation, or party. 
c) Trustee, guardian, receiver, committee of the estate of 

any lunatic, idiot, person of unsound mind, habitual drunkard. 
d) Receiver, committee of the property or estate of any 

person in insolvency or barikruptcy proceedings. 
e) Executor of or trustee under the last will and testament, 

or administrator with or without the will annexed, of the estate 
of a deceased person. 

/} In any other fiduciary capacity. 
For person, persons, municipality, body politic, corporation 

(foreign or domestic), or authority by will, grant, assignment, 
transfer, or otherwise, it may act as 

a) Executor or trustee under will or deed. 
b) Trustee for married women in respect to their separate 

property. 
c) Trustee under marriage settlements. 
d) Trustee under separation agreements. 
e) Depositary under stipulations between persons engaged 

in litigation. 
/) Depositary in escrow of cash, securities, agreements. 
g) Depositary under lease contracts. 
h) Depositary under syndicate and reorganization agree

mt"nts. 
i) Depositi\ry or agent of voting trustees under voting 

trusts. 
j) Trustee under mortgages issued by corporations (foreign 

or domestic), municipalities, or bodies politic. . 
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k) Trustee under equipment trusts. 
And according to the terms of, and being accountable to 

all persons in interest for, the faithful discharge of every such 
t1"1l\t, duty, or power which it may accept, it may receive, take, 
mana.,oe, hold, dispose of, sell any property, real or personal, 
wherever located, and the re~ts and profits thereof. 

s. Safe-kuping: A trust company may • 
Let out receptacles for the safe deposit of personal property. 
Receive for safe-keeping bonds, mortgages, jewelry, plate, 

stocks, securities, valuables, upon such terms and conditions as 
it may prescribe. 

The first two types of operations engaged in by trust c0m

panies, namely, banking and investment, are in this treatise dis
cussed in other chapters-banling in the ch3pters OD savings 
and commercial banking, respectively, and investment in c0n

nection "ith the marketing of high-grade securititS.' ID this 
chapter, therefore, we shall consider oo1y the operations listed 
above under a.,oency, fiduciary, and safe-keeping. 

II. SERVICES RE..~DERED TO IXDIVIDU.US 

The trust company performs its services for indi\iduals, for 
estates, and for corporations. The nature of the services ren
dered to indi\iduals may in the maiD be readily asttrtained by 
reference to the po,,-ers of trust companies, as shown in the out
line above. Only one of the operations involved requires explan
ation, that of depositary in escrow. 

An escrow is usually defined as "a deed placed by the gran
tor in the hands of a third party to be delivered to the grantee 
upon the fulfilment by the latter of certain specified coaditions. .. 
Mortga.,oes and notes as well as deeds may, however, be' placed 
in escrow; and trust companies are often made depositaries of 
various articles of value which are to be held for delivery under 
conditions similar to those under an escrow arrangemenL While 
not' escrows in the strictly legal sense, they amount practically 

I See ~ charts OD pp. 330, 331, aDd di5cussioJl 011 pp. JOI-5-
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to the same thing and are sometimes called "informal" escrows. 
It is the duty of the holder of an escrow to deliver the instru
ment to the grantee upon his performance of his part of the con
tract, or to withhold the instrument in case the contract is not 
fulfilled. 

An additional feature ;s the acceptance of "living trusts." 
One of the most· interesting services performed for individuals 
is not indicated in the foregoing g'rant of powers, that of a "liv~ 
ing trust." Under a living trust a customer may deposit with a 
trust company funds or Securities of any kind and during his 
lifetime may counsel with the company regarding investments 
and other estate matters. This enables the trust company to 
become familiar with the client's wishes as to the method of 
handling his estate, so that his policies may continue to be 
carried out after his death. At the same time, the individual 
is relieved of all details in ·connection with the handling of his 
affairs and receives the benefit of much valuable information 
and advice from investment experts. 

III. SERVICES PERFORMED FOR ESTATES 

For estates the following services may be enumerated: (I) 
administrator, executor, guardian, and conservator; (2) trustee 
UJlder wills; (3) receiver and assignee; (4) depositary for 
money. and property of estates under order of the Probate 
Court; (5) depositary for alien property custodian. 

The advantages of the trust company over an individual in 
acting as trustee of estates are stated by one trust company as 
follows: 

It is a fiduciary organization manned by trained' officers, experienced 
in the technique of modem trust and agency duties. It is the trustee for 
many estates the property of which requires manifold skill and composite 
knowledge to produce the maximum income therefrom. It is a trustee 
with continuous existence and therefore not suhject to the limitations of 
an individual and the frailties of human life; it is able to give uninter
rupted service from generation to generation. It is a trustee that has no 
family prejudices to bias its judgment. It is a trustee that has the financial 
ability to carry on an estate without embarrassment to the beneficiaries. 
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while property matters are in an IlDSettled condition. It is • trustee that 
has at its command a great many sources of counsel and knowledge in 
regard to investments. It is • trustee that does not need to give bond (for 
which an estate or trust must pay), because of its own ample capital and 
surplus. 

It is now a common practice for a trust company to tender 
the services of its officers for the drawing of wills and to act as 
their custodian until the death of the testator. Such service is 
usually performed without charge, in case the company is ap
pointed executor of the estate. 

Trust companies sometimes manage insurance funds. A 
service related to the management of estates, that of handling 
insurance funds for beneficiaries, has of recent years been de
veloped by trust companies. This is done by means of a trust 
agreement. The policies are made payable to, or are assigned to, 
the trust company as trustee, and at the death of the insured the 
company collects the proceeds of the policy, of which it bas 
meantime been the custodian, and applies such proceeds accord
ing to the terms of the trust agreement. Since many insurance 
companies do not write policies allowing stated payments to be 

·made to beneficiaries, this plan furnishes an opportunity for the 
insured to have his insurance paid in any manner desired. Trust 
agreements are sometimes made so that the beneficiary may be 
paid stated annuities out of the proceeds of life insurance. This 
arrangement is especially valuable where a man is not able to 
carry an amount of insurance such that the income alone will 
support his family. For instance, one of the leading companies 
of the central states advertises that with $10,000 of insurance it 
is able to pay an annuity of $500 for forty years. 

IV. TRUST COMPANIES AND CORPORATION 
FINANCE 

Among the services of trust companies none are more im
portant than those rendered to corporate enterprise. A corpora
tion is dependent upon the trust company alike in connection 
with the raising of fixed capital, with the management of certain 
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of its financial affairs as a going concern, and with safe-guarding 
the interests of both creditors and shareholders in the event of 
insolvency and financial reorganization. We shall find, more
over, that the investors in corporate securities are also largely 
dependent upon the performance of certain trust company oper
ations. At this point, therefore, the analysis supplements that 
given in the chapters dealing with the marketing of securities. 

The principal ways in which the trust company is of service 
in connection with corporate financing are as follows: (I) as 
trustee under mortgages and indentures, securing bond and note 
issues; (2) as trustee under equipment trust agreements; (3) as 
transfer agent; (4) as registrar of securities; (5) as depositary 
under reorganization agreements; (6) as fiscal agent. 

I. Trustee under mortgages.-Under the system of cor
porate finance, bonds of small denomination are sold, as we have 
seen, to the general investing public on the security of a mort
gage, which recites the conditions under which foreclosure pro
ceedings may be started and states what property is to be turned 
over to the bondholders in case of insolvency. The appointment 
of a reliable trustee for the protection of the mortgage is accord
ingly indispensable to the successful operation of the system of 
issuing securities. 

Before a trust company accepts a mortgage trust, great care 
is taken to ascertain the correctness of statements that are made 
and the legality of the mortgage. It is customary to require an 
opinion from a counsel of the corporation issuing the mortgage 
that the document has been drawn up in proper form and that 
it fulfills the requirements of the state in which the property to 
be mortgaged is situated. It is also customary to submit a draft 
of the proposed mortgage and bonds to the· trust company for 
inspection, in cases where the bonds are passed upon by the 
legal counselors of the trust company. When the preliminary 
arrangements have been completed, the mortgage is executed in 
duplicate and acknowledgment of the acceptance of the trust is 
made by the trust company. 

A closely related service is in connection with the engraving 
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and issuing of the bonds. Bonds are usually engraved by re
sponsible engraving companies from plates especially prepared 
for the purpose. Precautions are taken by the trustee to prevent 
any impressions being lost or stolen j and sometimes the engrav
ers are required to give security against lo~ resulting from negli
gence on their part. After the bonds have been printed, they are 
sealed with the corporate seal, attested by the officerS of ~e issu
ing corporation, and then sent to the trust company, which cer
tifies and delivers them as provided in the mortgage. Before cer
tification, however, each bond is examined to insure its being in 
proper form. 

Where the mortgage provides for a sinking fund for a grad
ual retirement of the bonds or for their payment at maturity, it 
is the duty of the trust company to see that such sinking-fund 
provisions are complied with. It thus acts as a sort of enforcing 
agent for the bondholders. . 

In the case of "collateral trust" bonds,· the collateral is held 
by the trust company for the protection of the bondholders. 
Sometimes the terms of the mortgage provide that the issuing 
corporation. may make a substitu~ion of collateral, in which case 
it is the duty of the trustee to make sure that the substituted 
securities are fully equal in value to the original ones. 

2. 7;rustee 01 equipment trusts.-Equipment ~rusts arise 
from a special type 9f. financial borrowing-that by railroad 
companies for the purpose' of acquiring new rolling stock. As a 
means of making securities attractive to buyers, an arrange
ment is effected with the builder of railway cars whereby a par
tial payment may be made by the railroad company upOn the 
delivery of the cars and notes given for the remainder. These 
notes, which usu~ly mature serially over a period of years, are 
sold to investors. The title to the cars is vested in a trust com
pany as trustee, and the railroad company leases the cars from 
this trustee. The rental received by the trustee from the railroad 
is sufficient in amount to meet the annual interest on the notes sod 
to retire a certai~ number of them each year. In this way the 

• Seep- 107. 
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railroad is enabled to borrow the funds with which to purchase 
equipment at fairly low rates of interest and to payoff the obli
gation during the life of the rolling stock. 

3. Transfer agent.-Trust companies are usually chosen to 
act as agents for transferring the ownership of corporate securi
ties. This function may involve merely the transfer of existing 
shares from one holder to another; or it may involve the substi
tution of a new issue for an old; or of an issue of bonds for an 
issue of stock. As an instance of the latter, if a railroad company 
shoull! decide to call in some of its outstanding securities and re
place them by· an issue of a different type, a trust' company 
would be chosen to receive the old bonds from their holders, 
issue receipts for them, and later issue the new securities to the 
owners of these receipts. If money is to be paid on either side, 
it is distributed by the trust company, which thus acts as cus
todian of the interests of both the public and the corporation. 

The services of a transfer agent have been described as fol
lows: 

The duty of the transfer agent is to act for the issuing corporation in 
the matter of making transfers of the ownership of its stock from one 
holder to another. This involves the passing upon the regularity and legal
ity of the assignment of title; the noting of the transaction upon the trans
fer beoks of .the corporation; the cancellation of the old certificates and 
the execution and delivery of new certificates. Incidentally it involves the 
furnishing to the corporation of f1 certified list of the stockholders when
ever the books are closed for the payment of dividends, and at other times 
as demanded. 

The performance of these duties requires that the transfer agent be 
the custodian of the stock books and the seal of the issuing corporation 
and of a supply of blank certificates. The certificates, bound in book form 
so that each certificate and its stub form one page, and numbered consecu
tively, are before delivery to the transfer agent signed by the proper offi
cers of the corporation. The face of the certifi<;ate usually contains the 
provision that it is not valid unless countersigned by the transfer agent. 
On its back is usually printed an assignment of the stock and an irrevoca
ble power of attorney. . . .. 

Before making delivery of a certificate. the transfer agent dates it, 
fills in the name of the new holder and the number of shares represented, 
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the state in which the company is incorporated, and that the signatures of 
the officers to the certificates of stock are genuine." 

4. Registrar 01 securities.-The purpose of having an inde
pendent registrar of stock, or of registered bonds, may best be 
disclosed by reference to the origin of the practice. In I863 oc
curred the notorious Schuyler frauds, in which Robert Schuyler, 
who was president and also transfer agent of the New York and 
New Haven Railroad Company, apparently overissued the stock 
of his company. Since such practices, if unchecked, would soon 
bring the entire securities' business into disrepute, the New York 
Stock Exchange, in order to prevent a recurrence of such frauds, 
adopted a rule in January, I869, which required all active stocks 
to be registered by an agency approved by it. The duties of a 
registrar are stated by Herrick as follows: 

The duty of the registrar of stock is to register, or record the issue of, 
certificates of stock after they have been issued by the transfer agent, for 
the purpose of preventing an over-issue of such stock. Before assuming 
its duties the registrar must be furnished with authentic information as to 
the total amount of stock authorized to be issued, if none has been issued; 
or as to the total amount of stock authorized to be issued and the amount 
outstanding, if part or all has been issued. After the total amount of 
shares authorized to be issued has been registered, new certificates are not 
registered except upon the cancellation of outstanding certificates for the 
same number of shares. 

In practice the registrar keeps a registry list, and as stock is trans
ferred by the company or its transfer agent it receives in each case the old 
certificate as surrendered and the new certificate as prepared to take its 
place, it compares the two, it notes upon its registry list the surrender and 
cancelhition of the old and the issue of the new in substitution, and it 
thereupon identifies the new certificate by its signature upon its face as a 
part of a stated authorized issue. 

The liabilities involved are at the present purely a matter of opinion, 
as there is practically no law on the subject." 

It is almost a universal practice for a corporation to select 
as registrar a different trust cQmpany from the one which serves 
as transfer agent. The function of the. registrar is to operate as 
a check upon any error or irregularity; and with a single insti-

I Clay Herrick, Trost Companies, pp. 413-16. 

• Herrick, Trust Companies, pp. 425-26. 
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tutiOD acting both as registrar and as transfer agent there is 
obviously a greater possibility that aD overissue of securitit'S 
will Dot be detected. Where registrar and transfer agent are 
separate institutions, collusioD would be necessary to permit an 
overissue; the separate agents in a sense act as checks upon each 
other. 

5. Depositary under reorganizatio" agreemenls.-In case 
of the default of interest OD bonds, a com.mittee is usually 
formed to represent the bondholders. This com.mittee formu· 
lates a plan of financial reorganization; and, pending the reor· 
ganizatioD, the committee calIs for the deposit of the bonds, the 
interest on which has been defaulted, with some trust company, 
which is designated as depositary. In exchange for these securi
ties the trust company gives temporary receipts, good for a lim
ited number of days only. Since the process of reorganization 
usually requires several months--if not years-- these temporary 
re::eipts are. later exchanged for engraved certificates of deposit 
which are in transferable form and available for trading on the 
stock exchange like regular bonds and shares. These certificates 
specify the kind and value of the security deposited and the 
terms under which the certificate is issued, and state that the 
trust company holds the securities on terms agreed to by the 
owners thereof. 

F"mancial reorganization is also Decessary whenever a con· 
solidation of· several corporations into a single company i!I 
effected. The trust company is here also called UPOD to act as 
depositary during the process of financial reorganization. 

The trust company may also act as assignee and receiver 
wheD a firm or corporatioD becomes insolvent. The appointment 
of a trustee as assignee may be made either at the request of the 
owners of the business, who wish to protect their property, or at 
the instance of creditors, who wish to safeguard their interests. 
The property may be turned over to the trust company by an 
assignmeDt, in which caSe the assignee's duties usually consist 
of collecting the debts and requiring creditors to prov.: their 
claims. 
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The trust company acts as receiver under appointment by 
a court, and the object is generally to tide an embarrassed enter
prise over a period of difficulty. Since the receiver is merely an 
officer of the court, it has no powers other than those conferred 
upon it by the court. The court authorizes the issue of receiver 
certificates to provide funds for the purchase of equipment, the 
maintenance of the property, and the conduct of the business. 
Such certificates may be made a first lien on all assets, even tak
ing precedence over mortgages' and other secured obligations. 
In this way the receiver is enabled to secure the necessary capi
tal with which to place the company upon a satisfactory finan
cial footing. 

6. Fiscal agetlCy.-As fiscal agent for a corporation, the 
company takes either general or special charge of the"finances 
of the corporation, according to the terms of the agreement. 
It may assume the role of treasurer, having charge of all receipts 
and disbursements; or it may merely act as agent for the pay
ment of coupons, interest, and dividends, either under the terms 
of a mortgage or independently of any trusteeship. 

A certain trust company 'States that as fiscal agent it will 
assume custody of securities, give notice of maturities, and col
lect coupons as they come due; take custody of title deeds, insur
ance policies, and other documents, keeping all necessary records 
incident thereto; examine periodically the condition of corpora: 
tions whose securities are hel.d and advise with the proper offi
cers of the organization with respect. to the replacement of 
securities that are becoming less valuable; examine periodically 
real estate when under lease, especially where the lease requires 
the payment of taxes 'and observance of obligations by tenants 
in the matter of repairs and replacements; keep separate general 
books under such accounts as the corporation may direct. 

One trust company suggests: 
The management of business corporations may well consider the ad

vantage of ha\'ing general salary accounts, dividend, intc:rest, investment, 
bills payable, profit and loss, and other general and controlling accounts 
kept separate from the accounts of the operating office and from the ob
servation of employees therein. 
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In many cases the volume of IUch general office business, even inclu
sive of records of directors' and stockholders' meetings, would not warrant 
the considerahle expense of a suitable separate corporate office. In IIIch 
cases the fiscal agency service of this company gives all the benefits of 

. such an office at a nominal cost. 

As agent for the payment of interest,' dividends, etc., the 
trust company receives from the corporation,.in advance of tlle 
date when interest or dividends are due, a sum of money equal 
to the total amount to be paid. In the case of coupon bonds the 
interest is held subject to the call of the owner, while in the case 
of dividends on stock and interest on registered bonds a check is 
sent to the owners whose names appear on the register held by 
the registrar. 

Although coupons are made payable to bearer, a record is 
made of the names of the persons who present them for payment 
at the counter of the trust company, or of the names of the 
banks presenting them on behalf of their customers. The trust 
company keeps a record of the nu'mbers of the bonds from which 
the coupons are cut. When paid the coupons are cancelled by 
the punching of holes in them; and they are then filed away by 
bond numbers, to be returned at intervals, usually monilily, to 
the issuing corporation. 

Trust companies also act as fiscal agents lor educational and 
charitable institutions, clubs, lodges, etc. The nature and sig
nificance of such service is stated by one trust company in the 
following language: 

The functions of educational, charitable, and similar institutions ~on
tinue uninterruptedly from generation to generation. Executive officers, 
serving for the most part without compensation, change frequently, in
volving a transfer of records and securities, always with the danger of 1055 

of records and of inadequate attention to the changing values of securities. 
It is therefore highly desirable to secure continuity of service, permanent 
housing of important records, and prompt and efficient handling of the 
routine work of the organization. 

The Trust Company will provide such secretarial and stenographic 
service as may be required for giving necessary notices of meetings; will 
transcribe minutes and resolutions accurately and uniformly into the per
manent records; will give notice of all dues and other Qbligations payable 
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to the organization; will receive and acknowledge all payments made for 
the organization's account, and deposit the same, reporting at regular and 
special meetings the collections made and the items in default; will draw 
checks for authorized amounts covering all items payable, including annu
ities, interest, salaries, and current accounts, and will mail the same. 

Oftentimes the secretary and the treasurer of an organization are 'per
sons who are absorbed in the duties of their own calling or are frequently 
absent from home. It is highly desirable that the responsibilities of these 
offices be in hands where routine will be promptly and efficiently handled. 

In many cases the treasurer is allowed a fund for clerical assistance. 
Such a fund, applied to secure fiscal agency service, will relieve the treas
urer of responsibility of oversight and will guarantee the accuracy and in
tegrity of the records. 

It is certainly an advantage and a matter of prestige to be able to 
obtain in the handling of the securities, accounts, properties, and invest
ments of any organization the degree of accuracy, the absolute responsi
bility, and the safeguards of state supervision which are to be found in a 
trust company alone. Whatever the high character or ability of an indi
vidual, it is out of the question that he can bring to bear on such duties all 
of the highly specialized forces of a large banking institution. 

V. THE TRUST COMPANY AS CUSTODIAN OF 
SECURITIES 

While trust companies are not the only financial institutions 
that maintain safety-deposit vaults and boxes for the safe-keep
ing of valuables and securities, they have from the beginning 
made a specialty of such business, trust company legislation 
having recognized it as an important feature of trust company 
work. The law of New York, for example, authorizes trust com
panies-
To receive, on terms and conditions to be prescribed by the company, 
upon deposit for safe-keeping, bonds, mortgages, jewelry, plate, stocks, 
securities and valuable papers of any kind, and other personal property, 
for hire, and to let out receptacles for safe deposit of personal property. 

Some of the larger companies have gone much farther than 
merCIy to maintain safety-deposit boxes. The growth of large 
fortunes, which under modern conditions are mainly invested in 
corporate securities, has opened up a new field of work for the 
trust company-that of custodian of the securities and papers 
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deposited with them by individuals. The amount of detail that 
must be looked after if the owner of a large volume of securities 
is to avoid losses and make the most of opportunities is so great 
that a responsible financial secretary and adviser is practically 
indJspensable. In this capacity trust companies render a variety 
of important services, outlined by a large New York trust com
pany as follows: 

A. AVAILABILITY 

When securities are locked up in a safe deposit bos, they are ''0' 
available to the owner in case of sickness or absence from home. From 
this cause serious embarrassment often results, for, while a person may be 
entirely solvent, his securities may not be available in time of Dred, merely 
because for some reason he is unable to go to his safe deposit bOI in person. 

On the other hand, when securities are held in safe-keeping, they 
are available to the depositor at any time. By letter, telr-graph, or 
table, he may direct their delivery or sale, and may.withdraw them at any 
time to be used as collateral "to loans. No matter where the depositor may 
be, his securities are always sub jed '0 "is ,0""OlOM dirll";01I. 

In order that our clients readily may direct the sale or delivery of 
stocks or registered bonds, the securities should be endorsed in blank with 
the signatures properly. witnessed or guaranteed. 

Where pr%"ged abse"" is contemplated, ;, is especially desirable '0 
have the stocks 0' registered bo"ds stalld in ,la, IIOme 01 a 1I0mme. 01 '''e 'nu' ,0mpaIlY. This is especially the case where the securities stand in the 
names of women, whether married or unmarried, as a certificate in a 
woman's name is Dot a "good delivery" in accordance with the rules of the 
New York Stock Exchange, and must be transferred to the purchaser', 
name or to the Dame of one of our clerks before delivery can be made. 
This transfer necessitates the pay~ent of a double transfer tax. 

A further advantage in having securities stand in the name .f a 
nominee is that it makes it possible to sell a portion of the stock repre
sented by a certilicate and still have the remainder in negotiable form. 
For instance, if a depositor has a certificate for 100 shares of stock regis
tered in his name and endorsed in blank, and while absent from the city 
desires to sell only So shares, the lao-share certificate must be split into 
two so-share certilicates, one of which may be registered in the name of 
the pending purchaser; but the other would stand in the name of the de
positor and would necessarily not be endorsed and therefore would not be 
negotiable. The remaining So shares, therefore, would not be available for 
sale until endorsed by the depositor for that purpose. II, bowever, the 
certificate stood in the name of a nominee. the new certificate upon its re-
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ttipt (rom transf~r would be immediately endorsed by the nominee in 
blank, and would be ~ady (or immediate sale upon proper instructions 
from the depositor. 

The Trust Company is at aU times responsible for the acts of its 
nominees, and ~quires them to file written instruments with the Company, 
declaring that the nominee has no ownership in the certificates standing in 
his name for that purpose, thus insuring that no claim o( ownership may 
be made by the e)[ecutors or penonal ~presentatives of a deceased nominee. 

The Company makes no charges to its depositors for purchasing, seU
ing, or delivering securities 'for their account. Depositors, if thty desire, 
may direct purchases or sales through their own brokerage houses, request
ing their brokers to ~ive or d.-liver the securities at this office. At the 
same time instructions should be given to this Company to ~ceive and 
pay (or the securities purchased, or to deliver and ~ve payment (or the 
securities sold, and to charge or credit the depositor's account. 

Orders may also be placed directly with the Company, which will 
effect the purchase or sale o( securities through broken. 

Whether the order is placed directly through the broker or through 
the medium o( the Trust Company, the broker's commission is (o( course) 
added to the purchase price or deducted from the proceeds o( the sale, but 
the Trust Company makes no charge (or its services. In order to insure 
the genuineness o( aU orders and to protect our depositors against fraud, 
their signatures are filed with the Trust Company, and are compared with 
aU written instructions. 

It is advisable (or our depositors to arrange secret code signatllre5 
known only to the depositors and the officers of this Company, which will 
identify aU instructions sent by cable or telegraph. If desired, secret code 
words may be agreed upon to cover any specific transaction concerning 
which the depositors may desire to give instructions, thus savini the ex
pense of long messages. 

Persons traveling will find it very economical to make use of the 
p\lhlic codes, such as Lieber's code and the Western Union code, which are 
especiaUy adapted for general communications, and Hartfield's New Wall 
Street code which is expressly designed to cover aU transactions in securi
ties. One or the other o( these codes may be (ound at the offices o( aU our 
correspondents and very generally in any telegraph office or large banking 
house. 

B. ROUTINE CAn 

I. Collection o( principal and income: 
II) Colltclioll 0/ ,rincipal o/lJkJlruin, bow: The principal of bonds 

as they mature is collected and the proceeds either remitted to the deposi
tor or credited to his account. IlDder advice. Notice of principal of bonds 
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becoming due and payable is given a month in advance in order to allow 
the depositor to arrange for reinvestment without the loss of interest. 

b) Collection oj bond intered: Coupons upon bonds are detached 
and deposited for collection when due, the proceeds being either remitted 
to the depositor or credited to his account, under advice. 

c) CoUection oj dividends: Where the stock stands in the name of a 
depositor, in order that the Trust Company may receive the dividends as 
they are paid, the depositor must sign a udividend order." Where stocks 
are held in our care, it is recommended that the dividends be made payable 
to this Company, for account of the customer, in order that it may be 
assured that the dividends are received. Failure to receive a dividend when 
due causes an immediate investigation, the depositor being notified in case 
the dividend is passed. Similarly, the depositor is notified in case the divi-
dend is either increased or reduced. . 

2. Preparation of certificates required under the Federal Income Tall 
Law preliminary to the collection of coupons, registered interest, or divi
dends: The Federal Income Tall Law surrounds the collection of income 
with considerable detail more or less vexing to thjl investment holder. 
This detail the Trust Company is prepared to assume under an agency 
appointment, and thereafter such information as may be required by the 
Federal Income Tall Law incident to the collection of the income of its 
depositors is prepared arid submitted by the Trust Company without fur
ther action of its depositors. 

3. Statements: 
Depositors receive periodically, at such times as they may request, 

statements of securities which they have deposited in safe keeping, showing 
/I) The amount of each security 
b) Its description 
c) Its due date 
d) Dates on which interest or dividends are paid and tbe income 

return 

C. SUPERVISION OJ' DEPOSITED SECURITIES 

The average individual is kept informed concerning his holdings only 
through his own ·eHorts. UnI5 he personally keeps constantly in touch 
with the infoimation published from time to time relative to his securities, 
he may lose many opportunities either to act to his advantage or to save 
himself from possible loss. For instance: 

a) His bonds may be called for payment either at the option of the 
issuing company or through the operation of some sinking fund. After the 
date on which a bond is called for payment, interest ceases. If the holder's 
attention is not called to this he loses the interest which he would have 
received had his money been invested immediately. 
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b) His bonds may have the valuable right of heing converted into 
stock on or before a certain date, upon the expiration of which the privi
lege is lost. 

c) He may have the right to subscribe to new issues of stocks or 
bonds. Generally; this privilege is evidenced by a certificate, which is com
monly known as lea right," which entitles the holder to subscribe to stocks 
or bonds upon paying a certain sum not later than a certain date, after 
which the privilege ceases. 

d) In time of business depression, committees are often formed for 
the protection of securities and may require their immediate deposit. 
Committees usually fix a certain date on which securities must be depos
ited; after this date a penalty attaches. Further, committees sometimes 
protect only the securities deposited with them, and the non-eo-operating 
security holder, especially in the case of stocks, may not receive substantial 
advantages which might be' gained by acting with the committee. 

e) Receivers may be appointed for property in which he is interested. 
This may make it advisable to dispose of the holdings immediately, before 
greater loss is incurred. 

f) Notice of opportunity to sell bonds to sinking funds. We endeavor 
to keep our depositors in touch with these opportunities, as they often 
afford the best opportunity of disposing of securities which have a narrow 
market. 

In addition to .the above services, which are rendered automatically 
but only at the express request of our depositors, periodical examinations 
of their holdings are made by investment experts with a view to determine 
whether it seems advisable to recommend either a change in their securities 
because of new conditions which have arisen, or in order to secure a more 
balanced and conservative investment. 

D. ADDITIONAL SERVICES RENDERED TO DEPOSITORS 

The services already enumerated are those directly connected with 
the care and supervision of securities, but there are many other matters 
which we are pleased to attend ~o when requested, such as 

I. Payment of: 
Taxes on real estate and personal property 
Interest on bonds, mortgages, and bank loans 
Premiums on life and fire insurance policies 
Rent of houses or apartments 
Storage charges 
Allowances to children, relatives, or dependents 

In other words, the service is not confined within formal limits; but 
responds to the needs of our depositors. 
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3. Transfer o/,ecuritiel __ We are ple~ to undertake to effect the 
transfer of stock certificates and registered bonds which our clientl desire 
to have transferred either to their own names or to the names of bene
ficiaries under wills or deeds of trust. 

3. Care of lecuntiel for euculorl, admi";'lralorl, guardians, and 
commiltees.-Individuals acting in the capacity of executors, administra
tors, guardians, trustees, or as committee for incompetent personl baving 
sec'urities in their charge, instead of placing the securities in safe deposit, 
may be relieved of the routine care and trouble in handling securities by 
depositing them in the custody of the Company. 

The foregoing ~vices as custodian are performed for indi
viduals. Trust companies also act as custodians of the securi
ties of fi.rms and corporations. Modern enterprises often invest 
surplus funds, reserves, etc.,' in securities, and the deposit of 
such securities with a trust ~ompany eliminates the expense of 
providing secure and costly vaults and renders it unnecessary to 
require the giving of bonds by employees for the faithful dis
charge of their responsibilities. 

Trust companies perform many services /or "co"espondent 
banks" and brokerage houses. In connection with out-of-town 
banks and brokerage houses, both in the United States and 
abroad, correspondent banking houses which deposit securities 
for safe-keeping in 1I!ew York are given practically all the facili
ties of a branch office. A trust company in New York provides 
it place where all matters pertaining to the purchase and sale of 
securities may be cared for, thereby obviating (a) delay in mak
ing settlement, (b) delay in shipping securities to and from New 
York, (c) expense of postage, expressage, and insurance. The 
trust company also collects interest coupons and credits the 
amount to the cortespondent bank~, thus saving delay and ex
pense in making collections. (This service is of importance for 
the reason that most large corporations maintain an agency for 
the payment of their coupons in New York City.) The trust 
company also prepares income-tax certificates for out-of-town 
banks; it looks after the collection of dividends, in many cases; 
and it provides facilities for effecting transfers of ownership of 
securities. Nearly all of the great corporations of the country 
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maintain offices or agencies in New York where their securities 
may be transferred and registered. A representative of the trust 
company is thus in a position by personal interview "to discuss 
difficult questions with the various offices or agencies and-to 
ascertain the proper papers to effect transfers, thus obviating the 
delay which usually occurs when the matter is handled by 
letter." 

Foreign correspondent banks whicp deal in American securi
ties find it of very great service to have an agency in New York. 
This is especially true when securities issued stand in the name 
of decedents, executors, administrators, trustees, or guardians; 
for in cases of this sort, the trust company relieves the corre
spondent banks from the necessity of familiarizing themselves 
with the diverse requirements of the different corporations and 
of the particular laws of the several states. 

VI. THE REGULATION OF TRUST COMPANIES 

There' is little to be said on the subject of trust-company 
regulation, for the reason that the trust companies, like the in
vestment banks, have developed without being subjected to 
much legislative control, except in connection with their banking 
departments.s In general, the state laws under which they are 
chartered have conferred upon them very broad grants of power, 
and they have been enabled to develop along pragmatic lines. 
While practically free from legislative restrictions so far as their 
non-banking departments are concerned, trust companies are, 
however, subject to the laws pertaining to trust and agency llusi
ness in general. There appears to be little doubt that these laws 
have, on the whole, been sufficient to insure the faithful perform
ance of the manifold duties which trust companies assume. 

This general survey of the broad scope of. trust company 
operations is sufficient to disclose the very important part that 
these institutions play in the modern economic system. In a very 
real sense it may be said that the development of some such in-

• This phase of trust-company regulation will be considered in 
chap, xxx, 
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stitution was indispensable to the growth of the large-scale cor
porate form of capitalistic enterprise involving so many details 
of financial management and so difficult a task of safeguarding 
the equities both of the corporate enterprise itself and the own
ers of its securities. Similarly, the great accumulation of wealth 
during the last few generations has rendered it practically im
possible for individuals to serve efficiently as trustees of estates, 
etc. 

As pointed out at 'the beginning, however, the analysis in 
this chapter pertains only to certain phases of the work per
formed by the department-store financial institution that is or~ 
ganized under the title of trust company. While the banking and 
bond-house functions of trust companies are necessarily dis
cussed in other chapters of this functional analysis, it is impor
tant to point out here that an institution such as the trust com
pany, which performs practically every type of financial opera· 
tion under 'one roof, is in many ways a highly advantageous type 
of business organization. We shall see in chapter xxx bow its de
velopment has been instrumental in eliminating specialization in 
the field of financial enterprise and in forcing all financial insti
tutions to assume in greater or less degree the department-store 
form of organization. 

QUESTIONS FOR DISCUSSION 

I. How do you account for the fact that the growth of trust companies 
did not become rapid until about 18801 Why was it especially npid 
after 19001 

2. Before the development of trust companies, how were individual 
"trusts." handled? 

3. Which types of trust company operations, as shown on pages 274-75, 
are most important from the standpoint of (a) individuals, (b) cor
porations? 

4. Make a list of the services that are rendered to: (a) individuals, (b) 
corporations. 

s. Do you regard "living trusts" as important? 
6. "A trust company is preferable to individual trustees, because it p0s

sesses every quality of desirability, which the individual lacks, to wit: 
(a) It does not die. (b) It does not go abroad. (e) It does not become 
insane. (d) It does not imperil the trust by failure or dishonesty. (e) 
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It does not refuse to act from caprice or on the ground of inexperience. 
(J) It does not resign. (g) It has no sympathies or antipathies and no 
politics. (h) It is absolutely confidential. (/) It is invariably on hand 
during business hours and can be consulted at all times. (j) It never 
neglects its work or hands it over to untrustworthy people. (k) Its 
experience and judgment in trust matters are heyond dispute." Do 
you agree with all of these contentions? 

7. "Trust companies to a considerable extent do away with the element 
of personal risk attaching to an individual trustee; but they lack the 
advantages of personal management. These companies sometimes fail 
from improper management as utterly as individuals do, and as a rule 
the lack of personal management results in securing the minimum re
turn, only, on the amount invested, and lacks the great advantages 
often secured by the able personal oversight of individual trustees." 

8. "No doubt there are some objectionable features in having for trustee 
a corporation which has neither a body to be kicked nor a soul to be 
damned. It has sometimes been said that the trust companies lack the 
advantage of personal interest that attaches to an individual trustee. 
While there have undoubtedly been cases where trust companies have 
been inefficient and lax in the handling of trusts, it cannot fairly be 
made as a general criticism that the interests of the client suffer for 
lack of the personal touch. It all comes back to the question of the 
qualifications and integrity of the corporation's officers and officials." 
What is your judgment on the issue raised in this and the preceding 
question? 

9. In what respects is a trust company superior to an individual in the 
performance of agency functions? 

10. Draw up a list of all the ways in which the trust company assists in 
"the marketing of securities. . 

I I. How is the borrower safeguarded in the "equipment trust" plan of 
raising capital? . 

12. Why is a transfer agent necessary? Could not the issuing corporation 
take care .of this work quite as satisfactorily as an agent? 

13. What liabilities do you think the trust company should assume as 
transfer agent? 

14. Would it not be better to require the state government which charters 
the corporation to act as transfer agent, rather than to have an inde
pendent trustee? 

IS. Precisely how might frauds arise in the absence of an independent 
registrar of st9ck? 

16. Why is it important to have different trust companies serve as trans
fer agent and registrar for a given issue? 
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17. Do you understand that a given trust company might be the transfer 
agent for 'one corporation and registrar for another? 

18. State the different ways in which a trust company is of service in 
connection with financially embarrassed or insolvent corporations. 

19. In the absence of trust companies how would probleIDS IUch u those 
mentioned on pages 284-85 be handled? 

20. Which of the various services listed under fiscal agency do you regard 
as of greatest importance to a corporation? 

21. If you were manager of a corporation, should you employ a trust com
pany to act as fiscal agent' or should you manage the probleIDS involved 
your:elf and "save the fees"? 

2 2. Do non-profit-making institutions have a greater or lesI need for fiscal 
agency service than do business corporations? Why 1 

23. Do you think the statement is true that the custodian services of trust 
comPanies are essentially an outgrowth of the development of cor-
porate "enterprise? . 

24. In what respects ~ a trust company a more desirable custodian of 
securities than is an individual agent? 

25. Would the amount of routine work required in caring for the COIIK
tio~ of interest, dividends, principal, etc., be really irksome to an indi
vid\!al of large means? Is not "clipping coupons" supposed to be • 
congenial vocatibn? 

26. Draw up a brief statement showing what it would he necessary for 
an individual to do in order to prevent avoidable losses on his invest
ment holdings. . 

27. As manager of a corporation, should you employ a trust company to 
take the custody of reserve and other funds? 

28. Is it only the trust compimies of the great financial centers that are in 
a position to render important service to correspondent banks and 
brokers? 

29. Do you think trust company operations-aside from banking-;bould 
be subjected to speciallegis\ation, or are the generallaWi of trusts and 
agency sufficient? 

30. Draw up a statement of the economic significance of trust companiel. 
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CHAPTER XVllI 

THE FUNCTIONS OF SAVINGS 
INSTITUTIONS 

The savings bank. was indicated, in the charts on pages 156 
and 158 as a financial intermediary in the raising of capital for 
business enterprises. It should be understood, however, that sav
ings institutions also assist in .the raising of funds required by 
governments-federal, state, and local; in the furnishing of capi
tal for agricultural purposes; 1 and in the financing of urban real 
estate operations? particularly in the construction of apartment 
buildings. 

There are ·several di~erent types of savings institutions, 
which may be classified as: (I) mutual or trustee; (2) stock; 
(3) postal; and (4) co-operative. The mutual and stock savings 
banks are by far the most important, and it is through them that 
the bulk of savings in the United States has been effected. Postal 
savings institutions, which are designed to encourage and facili
tate the making of savings by people in very moderate circum
stances, have been in existence in the United States for about 
twenty years only. Co-operative savings banks are institutions 
organized mainly for the purpose of promoting thrift, through co
opera~ve action, among special groups of individuals. They in
clude building and loan associations, fraternal societies, credit 
unions, etc.; consideratiol1 of these institutions will be reserved 
for the chapter on Consumptive Credit Institutions • 

. 1. STOCK SAVINGS BANKS 

If one is clearly to understand the work that is performed 
by savings institutions, he must be able to interpret the accounts 
that are shown on the baJance sheet, or financial statement. The 

• See chart on p. 607. 

• See chap. xxviii.. 
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following financial statement shows the combined resources and 
liabilities of 747 stock savings banks in the United States, which 
reported to the Comptroller of ~e Currency in the year 1929.' 

COMBINED STATEMENTS OF STOCK SAVINGS BANKS 

RESOURCES 

Loans secured by real estate 
Loans secured by other collateral • 
Loans not secured 
Loans not classified • 
Overdrafts. 
United States bonds. 
State, county, and municipal bonds 
Railroad and public-utility bonds • 
Unclassified bonds and securities , 
Bankil)g house, furniture and fixtures. 
Other real estate , 
Due from banks • 

(000 omitted) 

$ 565.561 
16.516 

2>465 
421,783 

230 
101.396 

5.399 
12.384 

Lawful reserve with Federal Reserve bank or other reserve agents 
Checks and other cash items 

263.083 
43.502 
21,270 
93.960 
16,888 
6.060 

Cash on hand. 
Other resources 

Total, • 

Capital stock • 
Surplus 
Undivided profits 
Due to banks • 

LIABILITIES 

Certified checks and cashiers' cbcci.:s 
Individual deposits, subject to check 
Individual time and savings deposits 
Individual deposits not classified 
Postal savings deposits • 
Other United States deposits 
Bills payable • 
Other liahilities 

Total •..• 

I Report 01 'he ComptroUer oj Cu"ency, 1929, p. 94. 

17,345 
2.003 

$1,589.845 

$ 62>487, 
40 .513 
13.624 
8,107 

372 
219.770 

1,229,259 
165 
969 

5.381 
5.336 
3.862 
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The purpose of a balance sheet is to show at a glance the 
financial condition of the institution.; AD of the debts, or obliga
tions, of the bank are arrayed under the heading "liabilities," and 
all of the property of the bank together with the debts and obliga
tions owing to it, are grouped under "resources" or "assets. If The 
liabilities of a stock savings bank are of two classes: those to the 
stockholders, and those to the creditors, or customers, of the in
stitution. The stockholders' liabilities are classified under three 
headings: capital, surplus, and undivided profits. These items, 
taken together, represent the difference between the total amount 
of resources and the liabilities to the creditors; they thus repre
sent the net worth of the business-what is owned by the pr0-

prietors. 
Many accountants refer to these items as "proprietorship 

items," and do not list them among the liabilities; but since the 
financial statements of banks always include them as liabilities, 
we shall here follow the latter practice. The reason for classify
ing them as shareholders' liabilities may be understood, if one 
conceives of the banking corporation as a business entity to which 
the stockholders have intrusted their funds in the capacity of in
vestors. Capital, surplus, etc., are thus owned, not by the bank, 
but by the individuals who have bought its certificates of stock. 
The stockholders have the shares as evidence of the obligation 

.of the bank to them; and in turn the bank must enter on its books 
a statement of. the amount of capital it owes to shareholders. 

. The origin and nature of the remaining items on the balance 
sheet may best be made clear if we proceed to organize a bank and 
work out by the use of entries on the balance sheet the nature of 
its operations as a going concern. Suppose we organize a bank 
with a capital of $100,000, to be derived from the sale of 1,000 

shares of stock at $100 per share. The two original entries would 
be as follows: 

usou.as LLUD.IttIS 

Cash • • • • • • $100,000 Capit.al stock. • • • '100,000 

Many persons confuse the capital of a bank with its-cash. The 
making of this balance sheet J'e\"eals at once the difference be-



THE FUNCTIONS OF SAVINGS INSTITUTIONS 301 

tween them. Capital stock is a statement on the books of the bank 
of the amount that has been contributed by shareholders; and 
the entry of $100,000 under cash on the resources side is a dec
laration that the bink has $100,000 of cash in its vaults. 

The meaning of surplus and undivided profits may also be 
made clear at this place. Let us assume that the stock, whose par 
value was $100 per share, was actually sold at $110 per share. 
The statement would then stand: 

USOUIICU LIABILITIES 

Cash • • • • • • $110,000 Capital stock. . • • $100,000 

Surplus . . . .. 10,000 

The surplus is thus a statement that the stockholders have con
tributed more than the par value of the stock. The surplus may, 
however, also be increased from year to year through a policy of 
not disbursing all the earnings among the stockholders in the 
form of dividends. If, for instance, at the end of the year the 
directors of the bank should decide that $10,000 of net earnings 
should be retained in the business, the surplus would be increased 
by $10,000. This additional $10,000 would be represented on the 
resources side by cash or investments. 

The undivided-profits item states the amount of accumu
lated earnings, aside from the surplus; and, like the other items, 
it is represented on the resources side by cash, or other assets. 
When dividends are declared and paid, the undivided-profits ac
count is lessened by the amount of the dividend payment and 
cash is reduced by the same amount. 

To return to the statement as it stands above, it is obvious 
that before we can engage in the banking business it will be neces
sary for us to have a building. Let us assume that we buy a 
building properly furnished and equipped for the purpose in hand 
at a cost of $35,000. A new statement of the bank's financial po
sition would then read as follows: 

USOUllCES 

Bank buildin~ furniture 
and fixtures $ 35,000 

Cash • . • • •• 75,000 

LIABILITIES 

Capital stock • 
Surplus 

$100,000 

JO,OOO 
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We now open the doors of the bank for business and make 
public announcement of the fact that we are ready to receive de
posits; and in the course of a few weeks we receive $50,000 from 
individuals for deposit. The accounts would then stand as fol
lows: 

RESOURCES LIABD.ITIU 

Bank building, etc.. $ 35,000 Capital stock.. $100,000 

Cash • • ; • • • 125,000 Surplus • • • •• 10,000 

Deposits . . • •• 50,000 

In ~e course of time the following transactions are also con
cluded: (I) $10,000 is deposited by our bank in a large commer
cial bank in a nearby city, on which we are to receive 2 per cent 
interest; (2) the local post-office deposits with us $10,000 of post
al savings; (3) $10,000 of the United States bonds, $6,000 of 
state, county, and municipal bonds, $10,000 of railroad bonds, 
$10,000 of other public service bonds, and $24,000 of unclassi
fied bonds and securities are purchased; (4) $20,000 of loans are 
made on real estate security; (5) $15,000 of loans are made on 
other collateral, mainly stocks and bonds; (6) $30,000 of other 
loans (unclassified) are made, mainly on the promissory notes of 
individuals; and (7) $5,000 is borrowed from another bank. 

A financial statement of the bank's affairs would then stand 
as shown on page 303. 

As a result of these operations it will be seen that the bank's 
cash has been very greatly reduced and that funds have been ad
vanced through loans and the purchase of securities to govern
ments and to the various types of private enterprise. In these 
operations we have accounted for nearly all of the items that 
appear upon the combined statement of the stock savings banks 
in the United States. 

A word of explanation will indicate the origin of the other 
items. "Overdrafts" arise whenever a depositor is permitted to 
withdraw from the bank4more than he hcis on deposit; there is 
thus no written promise to pay, and the transaction is bad bank
ing practice. "Checks and other cash items" will become cash 
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as soon as presented for payment to the banks or individuals 
upon which they are drawn. "Due to banks" is a statement of 
deposits that have been made in this bank by other banks; the 
entry might be designated "bank deposit," in contrast with "in-

RESOURCES 

Bank building, etc.. $ 35,000 

Due from banks.. 10,000 

United States bonds. 10,000 

State, county, and mu-
nicipal bonds . 6,000 

Railroad bonds.. 10,000 

Other public-service 
bonds • 

Unclassified bonds and 
securities . . . 

Loans secured by real 
estate . . . 

Loans secured by other 
collateral . . 

Loans unclassified 
Cash • • • • 

10,000 

20,000 

15,000 

30,000 

5,000 

LIABILITIES 

Capital stock . 
Surplus 
Deposits . • 
Postal savings deposits 
Bills payable. • . 

$100,000 

10,000 

50,000 

10,000 

5,000 

dividual deposit" and "postal savings deposit" accounts. The 
item "notes and bills rediscounted" shows that some of the notes 
which lie back of the unclassified loans on the resources side have 
been used by the bank as a basis for borrowing from other banks. 

II. MUTUAL SAVINGS BANKS 

While stock savings banks are located mainly in the Middle 
West, the mutual institutions are confined chiefly to the manu
facturing centers and towns of the New England and easterri 
states. The mutual, or trustee, savings bank does not possess 
any capital stock, the funds being derived solely from deposits. 
The depositors are thus the mutual owners of the bank. They do 
not receive interest on deposits; but the net earnings of the com
pany are divided among them in the form of interest and profits. 
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The mutual institutions are not managed by a board of directors 
elected by the stockholders, but by a body of non-depositing 
trustees, who usually hold office perpetually and who are actuated 
mainly by the desire to render a public service through the faith
ful discharge of a responsible trust. 

The "guaranty savings bank" is a mongrel Iype. The state 
of New Hampshire has what is known as the "guaranty savings 
bank," a combination of the mutual and stock institution. The 
guaranty savings bank accepts both regular and "special" de
posits. The latter are in effect its capital stock. The mutual or 
regular depositors are paid a certain stipulated rate of interest, 
and any excess of earnings above this is available for dividends 
on the "special depQ&its." It is in this agreement to pay a stipu
lated rate of interest to mutual depositors that the guaranty sav
ings bank differs ~entially from the mutual institution. The 
term "guaranty" is derived from the fact that the special depos
its comprise, like capital stock and surplus in a stock savings 
bank, a sort of guaranty fund for the general depositors, the 
earnings derived from the use of the special deposits being avail
able for payment of interest to mutual depositors. 

There follows on page 305 a statement of the total resources 
and liabilities of 611 mutual savings banks reporting to the 
Comptroller of the Currency in 1929 .• 

It will be noted that in the mutual banks investments are 
larger· relatively to loans than in the stock banks, and that the 
volume of investments in state, county, and municipal bonds, 
railroad bonds, and public-service bonds is much larger relatively 
than in the stock institutions. Loans secured by real estate are 
proportionately much greater in the mutual institutions. These 
differences are for the most part attributable to the differences in 
the legal regulations pertaining to investment in the eastern and 
western states. 

• op. cit., p. 96. 
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COMBINED STATEMENT OF MUTUAL SAVINGS BANKS 

RESOURCES 

Loans secured by real estate 
Loans secured by other collateral 
Loans not secured . 
Loans not classified • 
United States bonds. 
State, county, and municipal bonds 
Railroad and public-utility bonds 
Unclassified bonds and securities . 
Banking house, furniture. and fixtures 
Other real estate . 
Due from banks • . . 
Checks and other cash items 
Cash on hand. 
Other resources 

Total. 

... 

LIABILITIES 

Surplus 
Undivided profits 
D'ue to hanks. • 
Individual deposits, subject to check 
Individual time and savings deposits 
Individual deposits not c1a!\Sified 
Bills payable . 
Other liabilities 

Total. 

.. (000 omitted) 

$ 5.315.019 
48•168 
10.770 

42 7,53 2 

177,759 
50 9.382 

1,175.490 
1,913,139 

IIO,269 
23,059 

150,137 
5,946 

31,495 
108.287 

$10,006.452 

$ 823.693 
147,725 

182 

98,473 
8,903,126 

1.51 9 
1,366 

30,368 

III. SAVINGS DEPARTMENTS IN COMl\~ERCIAL 
BANKS 

The mutual and stock savings banks are not the only savings 
institutions, for the commercial banks of the country also have 
savings departments which have come to playa very important 
rOle in the raising of funds. Most state commercial banks, par
ticularly in the South and West, have always received savings 
accounts to a greater or lesser degree; in many cases, indeed, it 
has been found that a so-called commercial bank does mainly a 
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savings business. Trust companies, moreover, almost universally 
have savings departments. 

The developr.1lent of savings departments in national banks 
is a matter of the last twenty-five years; for until an important 
decision was rendered by the Comptroller of the Currency in 
1903, there were only a few national banks that had savings de
partments, the majority of them believing that it was illegal to ac
cept savings accounts. In answer to a question from a western 
banker whether Ii national bank could operate a savings depart
ment, Comptroller Ridgeley stated: 

There does not appear to be anything in the National Bank Act. which 
authorizes or prohibits the operation of a savings department by a national 
bank. • • • • The expediency of th\ National Bank Association, organized 
for the purpose of doing the business of discount and deposit, engaging In 
the business of a savings bank is one for the determination of the Board of 
Directors. 

Because of the strong competition for deposits among the 
different types of banks, the national institutions rapidly availed 
themselves of the privilege granted under this decision and estal>
lished savings departments. By 1912 about 4S per cent of all na
tional banks had taken action in this direction. The movement 
was further facilitated when the Federal Reserve Act of 1913 
provided that a reserve of only 3 per cent need be kept against 
"time deposits" in national banks. The McFadden Act of 1927 
went the whole way by definitely conferring upon national banks 
the right to maintain savings departments. The aggregate vol
ume of savings deposits in national banks has increased from 
$820,000,000 in 1913 to $7.380,584,000 on June 30, 1929. 

IV. POSTAL SAVINGS BANKS 

The agitation for a postal savings bank system in the United 
States began as early as 1871, when the first postal savings bilI 
was introduced into Congress. In the ensuing years about eighty 
bills for the establishment of a postal savings system were ad
vanced, and the system was strongly advocated by eight different 
postmasters-general of the United States. It was not until 1910, 
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however, that postal savings banks were finally established in 
this country. 

The chief argument for the postal savings system was that 
it would stimulate saving among people in moderate circum
stances, particularly the immigrant class, who either distrusted 
the regular savings institutions or found their facilities incon
venient or inadequate. The panic of 1907, which made it impos
sible for many of the savings banks to pay deposits on demand, 
greatly augmented the dissatisfaction with private savings banks 
and accelerated the movement for public institutions. The sav
ings facilities of the country were not, in fact, evenly distributed, 
a large percentage of the savings banks being concentrated in a 
few states of the Union. In the South and West, particularly, 
opportunities for depositing money in savings banks were said to 
be wholly inadequate, although those who made this statement 
usually overlooked the fact that state and national commercial 
banks, particularly the former, furnished facilities for savings. 
Nevertheless, it was widely believed that if the Post-Office De
partment should open office~ in cities, towns, and villages not 
provided with adequate savings facilities, economy and thrift 
would be greatly promoted and funds which would otherwise be 
hoarded or sent abroad by immigrants for deposit in European 
postal savings banks would be made available for investment 
purposes in this country. 

The main objection to the postal savings system was raised 
by a special Interest, namely, the existing savings and commer
cial banks of the United States. These banks urged that the 
existing facilities were fairly adequate and that for the govern
ment to invade the field of banking was an unwarranted inter
ference with private initiative. As we shall see, the fear on the 
part of bankers that postal savings would lessen the volume of 
their deposits has been rendered groundless by certain provisions 
of the act designed to protect the regular savings institutions. 

The following are the important provisions of the postal 
savings law: 
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An account may be opened and deposits made by any penoD of the 
age of ten years or more, in his or her own Dame, and by a married woman 
in her own name, and free from any control or interference by ber husband; 
but no person may at the same time have more than ODe postal savings ac-
count. . 

. Deposits will be accepted only from individuals and DO account will be 
opened in the name of any corporation, association, society, firm, etc .. or in 
the names of two or more persons jointly. No account will be made ill trust 
for another penon (as is the case in many foreign countries). 

No person may ordinarily have a deposit account in ezcess of $2,SOO, 
exclusive of accumulated interest, ezeept by special authorization of a board 
of trustees (an official board for the supervision of the system, compoaed of 
the Postmaster General, Secretary of the Treasury, and the Attorney Cen
eral of the United States). With such authorization additional deposits may 

.be accepted "not to exceed in the aggregate $1,000 for each depositor, but 
upon which no interest shall be paid." 

No account may be opened for less than one doDar, nor will fractions 
of one dol1aI be accepted for deposit at any time. 

The interest rate shall be 2 per cent on deposits which have remained 
for at least one year, and Will be coDlPuted only from the first of the mODth 
following the day OD which the deposit was· made. 

Postal savings deposits will be evidenced by certificates of deposit ... 
sued in the name of the depositor. These will be non-transferable and Don-
negotiable. . 

To enable any person to acaimulate and deposit amounts less than one 
dollar, depository offices furnish free of charge postal savings cards to which 
ten-cent postal savings stamps may be affixed. Ten stamps will be accepted 
as a deposit of one dol1aI. 

Any depositor may withdraw the whole or part of his funds by sur
rendering at the depository office the savings certificates properly indorsed. 
The postal savings funds shall be deposited by the postmasters in certain 
designated depository banks, which may be either national or state, savings 
or commercial banks. If DO local bank has qualified in a particular town or 
locality, then the funds shaII be deposited in a qualified bank which is most 
convenient to such locality. The depository banks pay interest at 2~ per 
cent per annum on the funds received. No bank, however, is allowed to re
ceive a total sum greater than its capital and half of its surplus. 

Five per cent of the funds received by any depository bank shall be 
turned over to the board of trustees lIDd be kept with the Treasurer of the 
United States as a lawful money reserve against postal savings deposits. 

Before any bank is qualified to receive postal savings deposits, it must 
turn over to the board of trustees of the posta1 savings system public bonds 
or other securities approved by the board of trustees and deemed sufficient 
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and necessary to insure the safety and prompt payment of such deposits on 
demand. 

If at any time the postal savings deposits in any city exceed the amount 
which the qualified banks therein are willing to receive under the terms of 
this act, the board of trustees may invest all or any part of such amount in 
bonds and other securities of the United States. And if, in the judgment of 
the President of the United States, the general welfare and interest of the 
United States require it, the board of trustees may invest all or any part of 
the postal savings funds, except the reserve fund of 5 per cent, in bonds and 
other securities of the United States. 

Any profits received by the Post-Office Department shall be covered 
into the Treasury of the United States as a part of the postal revenue. 

The limitation of the account of anyone depositor to $2,500 
does not measure the full possibility for further utilizing the 
postal savings banks, for the law provides a means whereby indi
viduals may purchase United States postal savings bonds paying 
2 ~ per cent interest. 

Any depositor may surrender his deposit or any part thereof in sums 
of twenty dollars, forty dollars, sixty dollars, eighty dollars, one hundred 
dollars, and mUltiples of one hundred dollars and five hundred dollars, and 
receive in lieu of such surrendered deposits, under such regulations as may 
be established by the board of trustees, the amount of the surrendered de
posits in United States coupon or registered bonds of the denominations 
of twenty dollars, forty dollars, sixty dollars, eighty dollars, one hundred 
dollars, and five hundred dollars, which bonds shall bear interest at the rate 
of 2Y. per centum per annum, payable semiannually, and be redeemable at 
the pleasure of the United States after one year from the date of their issue 
and payable twenty years from such date. 

The results attained under the postal savings system have 
scarcely fulfilled the expectations of its advocates. By the end of 
the fiscal year 1913 there were 12,158 post-offices receiving postal 
savings, a large number of which had, however, very small ac
counts. On June 30, 1924, thete were 5,995 offices which re
ceived postal savings, and tin June 30,1929, there were 6,770 (in
cluding 794 branches and stations). Of this number, 2,082 had 
deposits of less than $100, while 1,247 of them did not have a 
single dollar on deposit. It is thus evident that there are still too 
many small accounts. The ~umber of depositors in June, 1929, 
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was 416,584, as compared with 674,728 in the peak year 1917. 
The total deposits in June, 1929, stood at $153,644,529, as com. 
paredwith$132,814,135 in 1924anda maximum of $167,323,260 
in .1919. 

As was anticipated, the immigrant class were the most im· 
portant participants in the postal savings system. In 1916, as 
many as 60 per cent of the depositors had been born outside of 
the United States, and this 60 per cent owned three-fourths of the 
total deposits. The proportion of foreign-born depositors in· 
creased slightly until 1924; since this date it has shown a sub
stantial decrease--to be precise, from 60 per cent to 39 per cent. 
This is, of course, attributable to the restriction of immigration 
and to the econoInic progress that the immigrant population, in 
common with either groups~ has enjoyed during recent years. It 
may be of interest to note that as much as 93 per cent of the 
postal savings bonds purchased are in registered form and are 
presumably held as permanent investments. In conclusion, it 
should be observed that, although the postal savings system has 
not shown any expansion in recent years, there is no sound reason 
for its abolition. As it stands, it constitutes an important aid to 
the promotion of savings among those whose incomes are too 
restricted to make other formS of saving readily feasible. 

School savings banks have shown a considerable develop
ment in recent years. This type of savings first began in 1919, 
and the number of school savings banks has grown from 9,080 
in 1923-24 to 15,597 in 1928-29. The total deposits in the latter 
year amounted to $28,672,496, while the number of depositors 
was 4,222,935. The steady growth of these institutions indicates 
that they may eventually come to playa role of no little impor
tance. 

V. THE MANAGEMENT OF SAVINGS INSTITUTIONS 

The successful management of a savings bank depends upon 
the recogni~n of two main principles: first, that the loans and 
investments must be of a conservative type and widely distrib
uted, both gee graphically and by ~dustries; second, that a sufli-
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dent reserve of cash must be maintained to enable the bank to 
pay current bills and to meet the withdrawal requirements of 
those who have placed funds on deposit with the bank. 

With a view to insuring the conservative management of 
savings institutions, legislation has been developed which pre
scribes the character of the loans and investments that may be 
made and lays down provisions regarding the maintenance of re
serves. These laws, however, vary widely in different states; and 
in some, mainly in the South and West, there is no legislation at 
all. The New York law, applying to mutual savings banks, has 
served as a model for many other states, and a summary of its 
provisions will therefore indicate the most approved form of sav
ings bank legislation at the present time .. The following are the 
types of investment that may be made: 

I. In the bonds of the United States and New York state. 
2. In the bonds of other states which have not defaulted within ten 

years. 
3. In the municipal honds of New York state ~unicipalities. 
4. In the bonds of any city in a state admitted to statehood prior to 

1896, which has not defaulted on any of its bonds since 1861. The debt 
of such a city, however, must not exceed 7 per cent of its assessed valuation. 

5. In the first mortgages on real estate in New York state. Such mort-
gages must not exceed 60 per cent of the value of improved property or 40 
per cent of the value of unimproved property. 

6. In the first mortgage bonds of strong railroads which have paid for 
at least five years dividends at the rate of 4 per cent on their stock; but the 
stock must be at least 'equal in amount to one-third the debt of the road. 

7. In the first mortgage bonds of railroads in New York on the same 
conditions. Not more than 25 per cent of the deposits shall be invested in 
railroad bonds and not more than 10 per cent in the bonds of anyone road. 

The provisions of this law do not permit, much less insure, 
a wide distribution of risks; emphasis is rather placed upon the 
necessity of "patronizing home industry." The distribution by 
industries is also somewhat restricted, owing to the emphasis 
that has necessarily been placed upon very conservative securi
ties. 

As a rule, mutual savings banks are not required by law to 
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hold any minimum cash resen-e; but intenstingly enougb a 
maximum resen"e is usually oamed, OIl the theory that unneces
sary reserves constitute idle mooey and that the trustees nftd to 
be discouraged from allowing funds to accumulate. The Xew 
York law, for example, provides that any mutual 5a\iogs bank 
may keep on hand, or on deposit with any national bank, Xew 
York state bank, or trust company an available fund not exceed
ing 20 per cent of its deposits. Stock sa\iogs banks, OIl the other 
hand, are in many states required to maintain a minimum reserve 
in specie, commonly from 5 to 10 per cenL 

Tlfe mainlmallce 0/ II troPD resene is life ~olal trohlt:1ll 
ill stwillKs-btmll fJUlllagtmml. The cash resen"e of a bank may 
be defined as the ratio of its cash resources to its depositliabili
ties. For instance, in the final statement of the bank that we ha\-e 
organized above, the cash stands at $5,000 and the indhiduaJ 
depmits at $50,000, ghiog a reserve of 10 per cenL The bank. 
has thus committed itself to pay $ 50,000 to indhiduals, although 
it has at the moment only $ 5,000 in cash on hand. The ability 
of a savings bank to get OIl with a small cash rcserve-it may, in 
fact, be much less than 10 per cent-depends in part upon the 
nature of the agreement with the depositors-whether the de
pmitors are to be paid upon demand or only at the expiration of 
a thirty- or sixty-day notice of withdrawal; it also depends in part 
upon the readiness with which the bank can con\"ert some of its 
assets into cash at a moment's notice or borr'ol! the funds required 
form some other fioancial.institution .. 

Legally, savings banks ha\-e the right to require from de
pmitors a notice of withdrawal; and it is commonly said that 
sa\iogs banks do not need, therefore, to keep their resources in a 
form where they can be readily converted into cash. But in prac
tice this right to demand a notice is nowadays seldom exercised.. 
As an accommodation to the depa;itors, the sa\ings banks early 
developed the practice of paying depositors on demand, whenever 
it was convenient for them to do so. The resuIt was that the de
pmitors soon came to consider that the S&\iogs bank informally 
agreed to return their funds whenever tbey were needed, DOtwith-
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standing the formal requirement that notice of withdrawal be 
given. The keen competition for deposits among savings banks 
gradually led to an all but universal abandonment of the practice 
of requiring notice of 1Iithdrawal, even though at times it was not 
convenient for the savings banks to meet depositors' demantk 
The competition of commercial banks, which ha\'e Dever required 
notice of 1Iithdrawal, also aided in nullifying the 1Iithdrawal pro
\ision; for the typical depositor regards a bank as a bank and 
does not carefully distingui5h between savings and co=ercial 
institutions. The following quotation from a prominent sa\ings
bank. president indicates the prevailing attitude on the question of 
enforcing the prO\ision that notice must be given before with
drawal: 

IA 1M fm&l analysis it is 1M ability to pay depositors on demand that 
constitutes t;ood bankint; and inspires coniidence. Your illIlds may be in
"estrd ill seauities of tbt hif:best order, your loans made 1Iith the greatest 
care, but if, ~'f!f there is a depressioll, de;>ositors are req'.1ired to grre 
notia of 1Iithdn-=al, thrir coniidenre is shaUn ADd they 1Irill ~=t1lAlly 
ce&lIr domr: business .. ith sann!;S banks aDd deposit thrir moneys 1Iith in
stitutions .. 'hic:h .. ill pay 1Iithout notice. 

Sattings mstitu.tioru JI.OW ",de fI'Ulll)'looru for '/NJrking-copi
lal f'JUpost:.S. It has a1ways been difficult in times of financial 
strain for sa\ings banks to pay depositors on demand. Lep£la
tion often restricted investments to a very narrow range of seeuri
ties-municipal securities, few of which are listed on the ex
changes, and real estate mortgages ha\ing originally been the two 
chief types of sa\ings bank investments.. The difficulties encoun
tered in time of financial strain finalJy led to an agitation for 
broadening the field of investments to include rertain readily 
marketable securities, principally railroad bontk While the agi
tation was successful, it was again found in the panic of 1907 
that depositors could not be paid on demand. 

Since the panic of 1907 the belief has steadily gained ground 
that savings banks should invest a considerable portion of their 
assets in short-time promissory notes of business men and in 
bank and trade accept.anres, to the end that in time of strain 
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they may be in a stronger position to acquire cash.' And the sav
ings banks in recent years have, in fact, steadily expanded the 
volume of their short-time loans. The financial statements for 
stock savings banks, given above, show that the total advances 
made in the form of loans, eXclusive of those on real estate, are 
nearly four times the total investments. While many of these loans 
are doubtless for fixed-capital purposes, a considerable, and an 
increased percentage of them are for short-time purposes. 

It has been customary for writers on banking to state that 
it is the function of commercial banks to furnish funds for cur
rent needs, that is, for working-capital purposes, and of the sav
ings banks to furnish permapent, or fixed capital. However true 
this contention may have been in the past, the bank statements 
on pages 298 and 305 show conclusively that savings bar\ks.no 
longer specialue exclusively in the raising of funds for fixed-cap~ 
ital purposes. In the diagram on page 158 a line might therefore 
well have been drawn from savings banks to the working-capital 
side of the corporation, for many of their loans to customers and 
all of their purchases of commercial paper and acceptances fur
nish funds for working-capital purposes. Whether commercial 
banks make loans only for working capital purposes will be con
sidered in chapter xix: 

VI. THE PROFITS OF SAVINGS BANKS 

The profits made by mutual savings banks are derived from 
lending or investing the funds of the mutual depositors. The 
interest received, less the expenses of managing the institution 
and whatever amount is kept in the business as surplus or undi
vided profits, is distributed to the depositors semiannually in the 
form of dividends. The dividend rates vary somewhat in differ-

• We shall find, however, in connection with our study of commercial 
banking in succeeding chapters that assets of this sort do not, in fact, guar
antce that the bank can withstand a heavy financial strain. 
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ent states, and they fluctuate within narrow limits from year to 
year tn any given state or locality. On the whole, they may be 
said to average about 4 per cent. In 1924, the general average 
was 4.16; and in 1923, 4.II per cent. The highest state average 
in 1924 was in Massachusetts, 4.58 per cent; and the lowest in 
the District of Columbia and in Pennsylvania, 3.00 per cent. 

The profits of stock savings institutions are in part derived 
from loans and investments of the funds contributed by share
holders, and in part froIT! the use of the funds of depositors. The 
returns from the latte,r source may in a sense be said to represent 
the difference between the interest rate paid to depositors and 
the interest rate received on the bank's loans and investments. 
Such a statement does not, however, adequately. disclose the na
ture of the problem of making a savings bank pay. . 

The stock savings institution must tie up a considerable pro
portion of its capital in building and equipment; it mustincur 
no little expense in maintaining an official and cleriCal force, pro
viding supplies, etc.; and it must keep a reserve of cash. In gen
eral it may be said that the funds contributed by the shareholders 
are largely abso~bed in these ways-in providing, as it were, a 
necessary foundation for the business of receiving deposits. Di
rectly speaking, the profits are therefo~e derived from loans and 
investments of depositors' funds. 

Let us assume that a savings bank has a capital of $100,0'00 
and deposits of $1,000,000 and that the funds derived from share
holders are all absorbed in providing the building, maintainfng 
a reserve, etc. If the bank pays 3 per cent interest on the $r,ooo,-
000 of deposits, Il!ld lends out $r,ooo,ooo at 5 per cent, the profit 
would be 2 per cent, or $2 on every $roo of deposits; $2 on every 
$roo of deposits is equal tO$20 on every $roo of capital stock, or 
earnings of 20 per cent. It will be seen, therefore, that the amount 
of dividends that may be paid on capital stock largely depends 
upon the volume of deposits. . 
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VII. INSURANCE COMPANIES AS SAVINGS 
INSTITUTIONS 

Discussion of the work of jnsurance companies is prdibarily 
approached from the standpoint of their primary function of 
affording protection ,to life and property. It is nevertheleSs com
monly 'recognized that the savings. f~at~re of life insurance is 
very ~mportant. Have we not all been told times without. number 
that ,an endowment policy is the safest investment in the wdrld ' 
and that the most certain way of niaking provision for old age is 
by taking out insurance? However accurate this statement may 
be, iUs certainly true that ~e insurance company' ij performing 

, a service that is identical with that of the ordinary savings bank; 
it is an iI!t«;l'D;lediary between the individual savers ud the bOr-
rowing enterprises of modem society, ' 

The insurance conipa~y, moreover, assists in the raising 01' 
capitai, even yvhen the individual payers of premiums do n.ot have 
in mind the savings feature of insurance. Fdt all of the opera
tions of each of the various tyPes of insurance companies-life, 
banks (se~ the diait'am pn p. IS8). Besides making investments' 
savers to borrowers. Whatever the reason for taking out insur
ance, if the 'company ~ to make effeCtive use of the premiums 
paid in, It is necessary. to invest the' funds so received. These in
ve;;tments always mean a transfer of funds from the individuals 
lfho furnish them to the. corporatiorls whose securities are pur
chased: 

The illsurance company is sometimes the only intermediary 
between the borrower and the saver of funds; and sometimes it fa 
a secondary intermediary between' the saver and the investment. 
banks ~ee jhe diagr~m on p. I s81. Besides making investments 

. in securities, iDsurance companies.make a great many ~hort-time 
."policy loclns" to the incUviduals whom they have insured, and 
thus play an importan~ part in the extensioll of funds for tem
porary cc:msumptive or productive needs. 

The. following t8:b1e giving the assets of American life msur-
" 
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ance c~mpanies .for certain recent years, shows the nature of their 
loans hnd ·investments. The assets of American fire insurance 
companies are not available for a similar exhibit; the total assets 
are, h'owever, much smaller than those of the "life insurimce com
panies.· It will be seen from the table that real estate mortgages 
and bonds have continuously constituted more than three-fourthS' 
of the total assets; with the mortgages increasing in rel'ltive im
portance. Policy loans and premium notes have also beeI:1 increas
ing rapidly in amount. 

ASSETS OF AMERICAN LIFE" INSURANCE COMPANIES· 
(In Thousands of Dollars) 

December 31, 1914 December 31, 1923 December 31, 1928 

• 
Real estate", . . . . . . . . . . $ 171,173 $ 243,058 $ 402,550 
Real estate mortgages, , , , ,1.,706 .365 ,3,661,910 , 6,760 ,792 
Bbnds, , , ... ,""""" 1,981 ,751 . 3,815,846 5,577,192 
Stocks""," ,,',"" " 82,552 24,449 23 2 ,8i8 , 
Collateral loans , , , , , ,. , 20,351 23,506 32,912 
Loans and premium,notes 735,348 '1,198 ,108 2,COO,138 
Cash."",,',",.,. ,., 95. 160 II9,961 140 ,858 ' 
Deferred premiums, , , • ' . 68,83 2 195,861 357,440 , 
All other assets, . , . , : . , , 73,716 '. III ,919 456 ,333 

Total admitted assets $4.~35, 252 ' $9,454,620 lh5 ,961 ,093 

·/nsurance Yearbook, IQ2Q. 

The table on page 318 shows the distribution of mortgage in
vestments as between farm arid other mQrtgages and also the geo~ 
graphic distribution of the 'mortgage in~estments of '52 Iife'insur
ance companies which together hold 91.6 per cent of the assets of ' 

. United States legal reserve companies. 
It will be seeq that the amount loaned Qn farm mortgages in 

the Eastern stat~s ana also on the Pacific Coast 'is small as com
pared with the amount loaned'on other mortgages. In t,he Middle 
West, on the other hand, farm. mortgages are relatively of much' 

• greater importance. It should also be mentioned that the per
centage bf farm mortgages to the total of mortgag~ has' been de-
creasing during the last five y:ears. . 
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Insurance cQmpanies may keep very smal.l cash reserves. 
The cash reserves of insurance companies may ordinar~ly be very 
small for the reason thafthey have no deposits subject to with
drawal ori demand. Payments are made whenever losses are sus
tained or whenever policies mature; and in the case of 1l large 
.company these payments run in fairly uniform amounts and can 
be met ouf of current receipts. In .the case' of unusual losses, 
larger payments, of course, have to be made; but some time neces
sarily elapses while the compal).y is making an investigation or'the 
claim, and in the interval there is usually plenty of opportunity . . 

HOLDINGS OF LIFE INSURANCE COMPA..."HES, 
DECEMBER 31, 1927-. (Ill Thousands of Dollars) 

. Division Farm Mortgages ~her Mortgages Total Mortgageo 

'New England ........... $ 39 $ 102,622 $ 102;661 
Middle Atlantic ......... 329 1,478,5J1 1,478,840 
East North Central. ..... 347,OII 772,152 1,119, 163 
West North Central ..... 1,200,483 311 ,336 1,5J1 , 819 
Sputh Atlantic .......... 56,496 386 ,807 443,303 
East South Central. ..... 97,896 159,610 257,506 
West South Central. .... . 206,223 124.358 330,581 
Mountain .............. 25,294 38,975 64, 269 
Pacific, ............ : ... 48,641 279,101 . 327,742 
Territories and possessions 101 10 III 

TotaL ....... : ..... $1,982 ,513 '3,653,482 15,635,995 

* Compilel/ from P,oceedi"g. of '''' Twm/,-Sutnt4 A,,1IUal C_","", 0/ "" A"",w;"" 
0/ LI/.IIISWa_ P,uidmls, pp. _41. 

for the comp!1ny to dispose of so~e of its investments. It is ob
~iously necessary, however, to ke!p a fair proportion of the assets 
in readily marketable securities. This fact accounts for the large 
volume of bondinve!;tments shown in theJoregoingtable, as well 
as for the argument that insurance companies should invest in 
commercial paper and acceptances. . 

. The growing practice 0/ making loans to policyholders has 
given rise to a new reserve problem. Policy loans are made in ac-' 
cordance .with an agreement to lend a certain percentage of the 
surrender value of the policy at a fixed rate of interest at any time 
the insured desires such a loan. The growth of th,is practice has 
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raised the question: In view of the agreement to make loans on 
demand, should not insurance companies, like the banks, be re
quired to maintain a substantial cash reserve ,and to invest a por
tion of their assets in short-time commercial paper and accept
ances? 

In the absence of a reserve of cash or liquid assets, it is urged. 
that insurance companies must rely in times of stress upon the 
commercial banks; and that they therefore serve to bring added 
pressure upon a severely strained credit structure. Since it is pre
cisely in times of financial stress' that "policy loans" are most 
commoniy sougbt, and since the marketing of securities involves 
the withdrawal of funds from commercial banks by the purchas
ers of securities, it is hardly to be denied that the lack of cash re
serves in insurance companies imposes additional Durdens upon 
the reserves of the banks. 

In practice, there has been a growing tendency iii recent 
years to keep both larger cash reserves and a large amount of 
readily marketable securities. To date, however, the insurance 
companies have shown little disposition to purchase short-term 
paper. Whether inve?tments in commercial paper and accept
ances would serve to relieve the strain that in time of crisis is now 
transferred'by the insurance companies to the banks, is a ques
tion which cannot be advantageously discussed at this place. 

VIII. THE ECONOMIC SIGNIFICANCE OF 
SAVINGS INSTITUTIONS 

In the foregoing pages we have described the different types 
of savings institutions in' present-day sbciety and considered the 
chief problems arising in connection with their practical opera
tion. We may now consider in some detail the econom~c services 
that savings institutions perform in the modern economic system. 

. We have already seen that in the large the function of sav
Jngs institutions is to assist in the raising of capital for modern 
business enterprise-to bridge the gap' between the individual 
saver and the borrowing corporation or other enterprise. It will 
be pertinent to inquire now whether savings institutions are 
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necessary middlemen; whether the function" ascribed to them 
could lIot more efficiently he carried out without such financial 
intermediaries. " " 

So far as their short-time loans are concerned-and we have 
found that savings banks, con.trary to general belief, make large 
loans for working-capital purposes-it is clear that it would he 
practically impossible for co~rations "desiring to borrow funds 
for short pe~iods of time to make connections with individual 
lenders. A 5nancial intermediary, which can gather together 
small savings from a number of individuals "and tum them o,"er 
in "large aggregations to corporations for ~ort-time uses, is an 
indispensable institution. While t,he savings bank noW performs 
an important role in this prpcesS, the commercial banks could 
doubtl~ss re<ldily assume the entire burden: 

In the raising of fixed capital through the sale "of securities, 
the case fot the sa\dngs institutions is more conclusive, though 
not very obvious. It may be-asked, Wby sbould not the indh"idu
al savers buy the securities directly, and thus receive 5 or 6 per 
cent instead of 3 or 4, as is the case when they deposit their funds 
in savings institutions and allow the savings banks to do the 
investi~g? We shall find tJiat there are se"'eral reasons why it is 
better for many people to make savings deposits rather than to in
vest in securities directly. 

Savings institutions facilitate ,he making of investments in 
numerous ways. First, there are a grea~ many people whose 
knowledge of investment values is so negligible that direct invest
~ent in securities in~olves the assumption of very great risks. It 
is true" that they may no)Vadays avail1hemseh'es of. the ad .. ;ce 
and counsel of investment ban!ers; but many people are not 
aware of this opportunity, or, if they are aware of it, they are 
unwilling or ~mable to establish connections with an investment 
banking house. 

"Second, the savings of & very large percentage of people dee 
too small to ~e practicable direct investments in" securities 
through the established cbaflnels. While in recent years bond 
houses have been cultivating the small. investor increasingiy 
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and are now offering "baby bonds" and "partial payment" plans 
as a means of inducing investme.nts of small amounts,'ihey still 

, remain essentially institutiolli which s~rvC! the upper rather than 
the lower strata of investors. One should ordin,arily have sev
eral hundred dollars of savings before attempting to invest in 
securities. Savings InstitutiohS, however, do reach the smallest 
accumulati,ons; they gather in even the penny savings of society 
and make them available in larger aggregations for the purposes' 
of business. 

Third, unless ~n~ has a considerable volum~ of savinis, the 
problem' of safe-keeping is a deterrent to inve~tments in bonds. A 
safety-deposit',box costs from three to five dollars a year; and if 
one has only a hUlldredrdollar bond., the interest is. largely ab
sorbed in paying for the safety box. The savings bank deposit, 

, however, is taken care of by the bank. . 
Fourth, the savings bank method of effocting savings is gen

erally more convenient t~an making direct investments in 'bonds. 
Savings institutions are usually located conveniently for the in
vestor of small mea'ns and are kepi:. open for business at hours 
which facUitate the making of deposits. Moreover, the making 
of a deposit is simplicity itself-tnerelyhanding the funds ' 
through a window and receiving an entry in a deposit book. The 
postal savings banks, as we have seen, offer stilI greater conven
iences in this connection . 

. Fifth, a deposit jn a savings bank can usually be mor~ easily 
recalled in case of need than can' an investment in bonds. While 

. this is not so true in the case of large investments, where the in: 
vestors maintain close relations with bond houses and select their 
securities With a view to ready karketability, it is practically al
ways true of small investments in securities. As we have seen, a 
savings bank deposit is ordinarily payable on demand and pay
able in full, A bond of small denomination'very frequently can
not be quickly disposed of; and even bonds of large'denomination 
may be marketed ~t a given time only at a loss. 

Savings banks and irJs~rancecompanjes lessen the risks of 
investment. More im!;,ortant than any of the foregoing services 
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that are performed by savings institutions is the fact that they 
enable one to lessen the risks of investment. No matter how ex
cellent 'one's knowledg~ of the value of securities may be, there 
-is always some. risk of loss with any given security. And, in ac
cordance with the theory of probability, the percentage of loss is 
always less, the wider the distribution, of investments. This is 
simply. an application ofthe old adage, "Don't carry a~1 your eggs 

. in on.e basket," By virtue of its very large investments, the sav
ings bank can·~lways distribute its risks wi~ely; while an indi
vidual can do so only if he is comparatively wealthy. 

The mutual savings institutions are, in reality, nothing but a 
device for pooling the investments and the losses of the depositors, 
thereby less,ening the risks assumed by each. The stock savings 
bank accomplishes the same result by a more roundabout process. 
Individuals turn ~eir funds over to the bank and receive the . 
promise of the bank. to pay them in full; the bank diversifies its 
investments as muCh as possible in order to reduce the chances of 
loss. The resources contributed by the shareholders of the bank 
may also be drawn upon to prevent loss to depositors. The risks 
of loss to the individual are thus very greatly lessened., 

The large insurance companies perhaps present the best ex" 
amples of widely diversified risks. By virtue of their very great 
size, ·these companies are enabled to invest in bonds and secur.ities 
·of any number of corporations and in real estat,e mortgages on 
farfDS throughout the length and breadth of the United States,.not 
to mention foreign countries. It is thus impossible for a large· 
.company to suffer a total loss, except in 'the event of a complete 
destruction of the existing economic order. A very small percent
age of loss on the total investments is absolutely assured. In a 
word, every depositor ina large ·savings institution, and every 
person insured in a large insurance company, is in effect a part
owner of all the corporations, farms, etc., whose securities and 
mortgages have been purchased by the .bank or insurance com-

. pany, and his potential losses are thereby reduced to ~ negligible 
minimum. 

A further word is in point ~th reference to f:he savings ~at . 
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are effected through life insurance companies. When one takes 
out life insurance, he places a premium, albeit a negative pre
mium, upon making additional savings; for if one does not meet 
his payments as they mature, he stands to lose a part of the sav
ings previously made. Since a large percentage of people are so 
constituted that they cannot resist the impulse to spend unless 
they have a heavy penalty hanging over their heads, savings 
through insurance is a most useful device for compelling people 
to make provision for the rainy day. 

In the light of these considerations it is clear that the savings 
banks do perform important services as middlemen in the process 
of bringing borrowers and lenders together. The stock savings 
banks and the insurance companies are accordIngly entitled to 
the difference between the interest which they pay on deposits 
and the interest which they receive from their loans and invest
ments in securities. The various conveniences of savings institu
tions, and the reduction of risks that is afforded by virtue of the 
wide distribution of loans and investments, more than compen
sate the individual saver for the lower rate of return which he 
receives when he invests in savings institutions than when he in
vests in bonds. It may be observed, moreover, that no one is 
compelled to make inve~tments through savings institutions; ·if 
one prefers he can secure the hig1:Jer rate of interest by investing 
in securities directly. 

Finally, the savings institutions, like the bond houses, assist 
to some extent in'direc~ing the flow of industrial energy. This is 
particularly the case with the stock savings banks of the South 
and West, where investments are not circumscribed by legisla
tion, as is usually the case with the mutual institutions of the 
East. Such savings institutions, as we have seen, invest directly 
in the securities of local and other enterprises and they make 
short-time loans to' corporations add businesses, both at home 
and in other centers. In making these direct investments the sav
ings 'bank officials must pass judgment upon the honesty and in
tegrity of the management and upon the ability of the borrowing 
enterprise to pay the loans at maturity. Like the bond-house 



analysts, they bold a \"eto powu O\U the DpeDditure of funds for 
any gi\-en purpose; and in proportion as the judgment of savings 
bank. managers is superior to that of the rank. and fife of sa\-mgs 
depositors, the db"tributiOD of industrial energy is thus more effi-
ciently directed. . 

Qn:srIO!\"S FOR .DISCl"SSIO~ 
L·no OIl'YD..l.!lT 1TI'&S U SAYnICS liiSi i i () IW_ 

I. Wbat is the e5I\C.I1tiaJ diHemxe bd_ Ilod ~ mutval sa\"lap 
banks? . 

2. How does the ~ saYings baH diB« from the mutual iDstiht-· 
. tious? Has it my ad\"Utages _ ather the stock or the mutual bank ? 

3. Which dass of sa\ings baH is the more DUIIWrous? Whidi daft the 
Iargrr volume of busiDess? 

4- How do you accoWit for the pognpbicaJ distributioa of mutual aDd 
stock sa\ings illstitulioo$l 

S. If you .-.:re orp.oiziDc a savUlp iDstitutioD, whidi type sbould )"OIl • 

ch~? 

6. Do yo'u ~ any ,00<1 rea5IOD wby a rollllDrrcial baH should DOt acupt 
SI\ings deposits? Do you _ aDY ruse. .'b,y tM KWUnb of the .,,
ings departmeDt shoWd be l.~ distiDd from those of the cvmmaOal 
ckpartmmt? 

7. Do you think that the postal saviDp iDstitutiom b..-e 6IIed. ceauiady 
important Deedi 

So Were the objectioas to the ~ of the postal sa\-Dlgs instit"G
.' tiollS well fOUDdrd? 
9- What pi'O\i9oDS of the postal savillgs law are ~ to eliminate 

competitioD with sa\-Dlgs banksi 
10. Does it seem to you probable that the posta) sa\inp illstitutions b .... e 

• OD the .hole bem a 9OUI'Ce of pia to the banks? If 50, hOw do you 
account for. the failure of bankers to aPPft'Ci;1te this ill ach"aDCe ? 

I I. \\"ht is the purpGse of pmaittiDs iDYeStmeDts ill postal sa\in;s boock? 
Il. What is the purpose of authorizing the Presidmt of the t'nited State, at 

his discretioll, to require the board of trustee to iDnst aD w aay put 
of the posta) savings fUDds ill t'Dited States hoods aDd securities? 

13. What is the purpose .f requirin~ the ~ baDb to put up boDds? 
14- How large is the resene of posUI savings banks? 
IS. Is there Deed for additiODal ow bHta savings faCilities ill the commaui

ties witJa .hkh you are fam.ili.a.r., . 

n. nu OnJlAnos An v ..... Q:xrn M SAYDIIOa au:u 
16. Deline capital stock; SIIlpIus; UDdivided proits; ~. 1iabili-

ties; . baIaDce sheet.. • 
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17. What is the net worth of the bank whose statement appears on page 30,3? 
18. Indicate ,,:hat changes in the items of the balance sheet of a stock sav

ings bank would occur as a result of the foUawing transactions: 
NOTE.-Method to be used: The purpose in this exercise is merely 

to show what assets or liabilities are increased or decreased as a result 
of each operation. It will facilitate m~tters, therefore, 'if the student 
rnerrly uses the plus or minus symbol to indicate a change. For example, 
if deposits bave been received, one should note that fact by marking lin 
the liabilities side deposits + $1,000; or if cash bas be~n paid out, one 
should mark on the assets side cash - $1,000. 
a) The bank receives $10,000 composed of the foUowing items: 

(I) Specie, $100 

b) 

( 1) Paper cutrency, $100 
(J) Checks on commercial banks, $5,000 
(4) Bank drafts, $3,000 • 

(5) Cashier's checks, $1,800 

(I) It makes investments of '$20,000 in bonds 
(2) It makes $10.000 of loans secured by real estate 
(3) It \luys 100 U.S. liberty bonds at $101.50 
(4) It bu),s 100 railrodd bonds at84~' 

c) The bank deposits $10,000 in a commercial bank 
d) The bank, which has a capital stock of $100,000, a sllrplus of $50,000, 

and an undivided-profits accovnt of $15,000, declares a semia"nnual 
dividend of 4 per cent. 

I o. A mutual savings institution with deposits of $100,000 has eAmings of 
$4.500 for the half-year: At what rate maya dividend be declared, and 
what would determine how much each person entitled to the dividend 
would receive 1 

~o. Compare the percentage of loans to investments in securities in hoth 
stock and mutual savings banks. 

21. Which way of using the funds of a savings bank should you consider 
preferable: in purchasing bonds and stock~.or in making loans? 

11. Draw up a list of the types of loans that you would consider it safe for 
a savIngs bank to make. 

2.\. Criticize the provisions of the New York savings bank law.' Do you 
regard municipal and railroad bonds as ordinarily safer than the bonds 
of public utility c~panies and large industrial corporations? 

24. Draw up a negative statement showmgthe types of loans'and in\'esl
ments that cannot. be engaged in under the New York law. Do you 
think it necessary to prohibi~ aU such loans and investments? 

2 S. What is the purpose of keeping a cash reserve? What factors wW gov
ern 'the amount of such reserve that must be carried ~ 
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26. How much is the average reserve, as shown by the combined financial 
st~tements given above, of the stock and of the mutual' savings banks 
of the. United States? 

27. Do you tbink savings banks sbould attempt always to pay deposits on 
demand? 

28. Why have savings banks tended more and more to make short-tim. 
loans for working-capital purposes? 

2~. Should savings banks adopt the principle of i'safety first," or should 
they have in mind other things as well? If so, what? 

30. If savings baDks no longe; require from depositors notice of withdrawal, 
ought they not to be subject to the same reserve regulation as commer- . 
cial banks? 

31. How does a mutual bank make its profits? How does a &tock institu
. tion make profits? 

m. INSURANCE COMPANIES AS SAVIlfGS INsnronolfs 
, , 

32, Show how life insurance companies promote savings, even when the 
purpose of taking out insurance is merely to secure protection. 

33. Draw.up a statement showing what types of business life insurance 
companies assist most in financing. 

34. Do the insurance companies promote the raising of working capital as 
well as fixed capital? 

35. What is the.purpose of policy loans? Enumerate as many purposes as 
possible for which one might ~ to borrow on a life insurance policy. 

36. It is said that, because of the practice of loaning on policies on demand, 
th.e msurance companies. should be required to keep a cash reserve. DC! 
you agree? . 

37. Under what conditions would the greatest volume of life insurance 
policy loanS be demanded? What is the result of this? 

'tV •. ECONOMIC SIGNIFICANCE OP SAVIlfGS I1fSnTVnOIfS 

38. Draw up a statement indicating what groups of people find savings in
stitutions an adtantage. 

39. Do you think that savings institutions are as inIportant now as before 
the development of the investment banks? . 

40. Will savings institutions always be necessary as a means of distributing 
the risks of investors of small means? . . 

41. In whi!=b type of savings bank, stock or mutual, do you think the risks 
to the individual saver are smaller? 

42: Do you .think that it is correct to say that the,principal difference be
tween a savings bank and a commercial bank is that one. provides cap
ital for long-tinIe permanent needs and the other'provides the current 
funds required by business enterprises? 
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43. Can you think of any good reason why savings hanks should he organ
ized as specialized institutions making loans and investments for only 

. fixed-capital purposes? 
44. Wbat is the distinctive advantage of the insurance company in promot

ing savings? 
45. Should you as soon do your savings through an insurance company as 

through a savings bank? How does the rate of return compare? How 
do the risks of loss compare? 

46. Should you favor the abolition of savings hanks on the ground that 
their functions can be as well performed by insur,u;ce companies and 
bond houses ? 

47. Do you think commercial banks should he allowed to maintain savings 
departments ? 

REFERENCES FOR FURTHER READI~G 
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Sat.ings Banks MonlMy ]oumal. 



CHAPTER XIX 

THE PRACTICAL O~ERA TIONS OF THE 
COMMERCIAL BANK 

in. this cli!1pter we pass to a, consideration of the raiSing 
of the working, or operating; capital required by modern busi
ness enterprise. By reference to t~e charts on pages 156 .and 158 
'it will be seen that in<Uvidual finDs, partnerships, and .corpora
tio'ns borrow their ,working capital largely from commerciaI' 
baJ;lks, using pro~issory notes and bills of exchange as evidences 
of the credit ,obligations involved.1 The charts also indicate that 
to some extent this borrowing from commercial banks is d<!ne 
through cominercial paper houses and commercial credit or dis
count companies, which act as intermediaries ih the process. The 
remaining chapters of the volume will be largely devoted to a 

. discuSsion ,o( the function~ of the financial institutions that are 
C\ssociated with the'raising of working capital. 

, ,As has been suggested at ~arious points in\h~ precedi~g 
chapter.s, however, commercial banks also play an important 
rOle in connection with the raising of fixe!! capital; Indeed, the 

• charts in c~pter x are designed to indicate that th~ commercial 
banks, including'the Federal Reserve System, occupy a position 
of paramount importance in the entiri financial structure.' In 
studying the commercial banking system, therefore, it will be 
our purpose to reveal the xnanifold relations qfcommer~ial bank
ing vyith the other parts of the financial system; and especially 
to show its significance in the general economic organization of 
modern industrial society .• Several chapters will be required to 

\work out these larger aspects ofcommercial·bankitig. Th~ p~es· 
~t ~pter, is designe? to lay, the blliis fOI> an ,analysis of thE' 
, ' 

• See also the chart. on p, 6o~. 

328 
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• • 
significan~ of conimercial banking by outlining the practical 
organization and operations of an individual commercial bank
ing ,institutio.n. 

I.- CLASSIFICATION' OF COMMERCIAL BA."l"KS 

Before considering the nature of commercial banking opera
tions, it should be poiBted ()ut that commercial. banks are classi
fied into' national, state, and priv<tte inst.itutions. A national 
bank, as the name indicates, receives its charter from the federal 
government; while a state bank receives "its charter froin the par-' 
ticular state in which it is located. It may be recalled that trust 
companies, chartered under state laws, usually operate commer
cial banking departments. Private banks, as the name implies .. 
are unchartered institutions, conducting their operations without 
specific grant of authority. 'f.hey have usually been subject only 
to those legal' regulations which surround other private busi
nesses; although in recent years most state laws have come to 
require that private banks submit to the same provision as do in! 
corpora ted institutions. -

. The existence of both national and state 'banks is merely the 
result of our dual form of government. The classification would 
be without significance, were it not for the fact that the regula
tionsjmposed 'on banking operations vary somewhat in the dif
ferent- states and that state legislation is typically somewhat 
less .s~ringent than that,of the federal government; While the 
nature of these regulations and the essential ~ifferences may 

'best b~ reserved for subsequent discussion,' it will be of interest 
to observe at this point the relative number, sue, and. rate of. 
growth of national and state banks. The national banking sys
tem was inaugurated .during the Cl~ War by an act of 1863, 
with amendments in 1864. The accompanying. diagrams indi
cate the development of bal?king iD the United States from 
1867 to ,1929. - . 

• For th.e nature of commercial bank regul~tions see chap. xxiv. 
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IT. IXCIDDITAL SERVICES OF COlOIERCIAL 
. B~"A.S . 

Commercial banks perform a great variety of sen-ites, some 
of them being in the nature 01 incideotal convenieDces to indi
viduals and busihesses, and others of f~tal importaDce 
from the standpoint of the general economic S)~m. The less 
significant ones may ~nvenieDtly be disposed of ar this place 

· once and for all. 
First, commercial banks serve as places of security lot the 

keeping of funds that are temporarily oot Deeded by their own-' 
e~. As they have well-equipped vaults, and are l1laDa1;oo (with 
rare.exceptions) by men of integrity, the risk. of loss to the 01rne1' 

from fire, theft, or other contingencies is very slight. 
Second, commercial banks serve as money changers.. In 

accommodating each individual customer with the' kinds and 
denominations of money ~esired, they supply the community as 
a whole with the forms of CUItency best adapted to its commer-

· cial needs. They perform this functiQn in part through the Issue 
of their own notes, and in part by ~ng as agencies of the gov
ernment for its issues of paper currency, s~bsidiary silv.er, and 
minor coins. 

Third, .through the sYstem of cbtds, or deposit currency, . 
the commercial banks make I»,>sible- the use of a form of em
rene). which is a particularly convenient means of payment. A 

. check may be written for odd amowits, as well as· for even fig
ures. This is a great economy of time, for it is a very simple 

"maitef to write a check for $27,965.29, whereas to count that 
· .amount of money, eyen if 1frrge denominatiOns are u..<ed, requires 
no Jitt!.e time; and the risk. of error in coUDting is at the same 
time of course eliminated. The use of checks rather thaD specie 
in the settlement of large transactions obviat~ the oecrsSity of 
weighing and testing the fineness of metallic currenCy; and, 
similarly, it greatly lessens the po5SloIe. abrasion of metallic . 
money. Both checks and bank. notes are also ineqM!nsi .... e media 
of exchange. . - . 
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Fourth, the use of checks greatly reduces the risp of mone
t41)' transactions. Unless'indorsed in blank, checks are good 
only in the hands of the person to whose· order they are drawn; 
and accordingly the risks from possible loss or theft are virtually 
negligible. . .. 

Fifth, the check system greatly facilitates the keeping of 
accounts br individuals.· Indeed, the banker may virtually take 
over the individual's bookkeeping; for if a person deposits with 
his bank all the money he receives in a year and makes all his 
payments by check, he always has an accurate record of his 
financial !tatus. The statement rendered at the end of each 
month presents a record of all funds received and all funds paid 
out, and shows the balance on hand. The canceled checks, more
over, serve as valid receipts for the payment of obligations. 

Sixth, the commercial banks perform important services for 
individuals in transmitting money (rom one part of the country 
to anoth~r. Upon receipt of the necessary funds, the bank draws 
a draft upon a. correspondent bank in the city where the pay
ment is to be ma~e, asking it to pay the designated party a speci
fied amount of money. Settlements between the two banks may 
be made only periodically; and by virtue of the machinery of 
canceling obligations thAt has been developed, cash seldom 
nlOves in the transmissioll of such funds. The risk of loss or 
theft is of course reduced to a ~mum, and the use of specie 
is economized by lessening the amount that needs to be in tran
sit. Banks perform a -similar se~vice for individuals in cash
ing checks which are dra .... n on banks in other localities. The' 
work of banks in effecting international exchanges should be re- , 
called in this connection. , .. 

Seventh, bankers act as collection agent6 (or their custom: 
ers, (or promissory notes, drafts, coupons, etc. At or before ma
turi~y, the individual turns his credit instrument or claim over 
to the bank for collection. t"pOn receh.ing the"funds, through its 
messenger sen.'ice or by way. of correspondeJ;lt banks, the bank 
credits the individual's.account with the amount received. If the 
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obligation i,s not paid, the mdividual is notified and the bank 
officials are in a position to serve as Witnesses in proof that the 
claim has been duly presented. 

. Eighth, bankers undoubtedly exert a very greai influence in 
the promotion of financiiaI integrity and business "ability. In the 
protection of their own interests banks always pay close atten
tion to the moral character and the ability of the parties with 
whom they deal. They inquire whether they be honest or tricky, 
industrious or idle, able or efficient, prudent or speculative, 
thrifty or prodigal. Since the banker is used as a continual ref
erence to one's "respectability" and to one's honestyoand punc
tuality in meeting pecuniary engagements, it is necessary for 
individuals always to have regard for such considerations and to 
qualify as well as may be for the good opinion of the banking 
fraternity. 

These various serviceS are only the silOpler ones performed 
by the commercial banks: Their functions in connection with 
the issue of bank notes and the creation of bank credit or de
posit currency remain for later consideration. It need merely be 
stated here that it is these functions, ~cularly the latter in 
. modern times, which constitute the distinguishing characteristics 
of commercial banking; they are what' give it its paramount im
portance in the general econo~ organization of the modern 
world. 

ill. Al.'IlALySIS OF mllJ.IERCLU BA."'KL"'G 
OPERATIO~S 

The nature of comme~al bank operations, like those of sav
ings banks; may best 1te revealed through an analysis of a balance 
Sheetor financial Statement of condition. Indeed, only by em
ploying the technical terms used in commercial banking and by 
working through in concrete fashion on a balance sheet the ef
fects of practical· banking operations. can one obtain a cIear 
understanding of the nature of commercial banking. The two 
financial statements shown on the foll~g pages-the one of a 
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very large national bank, and the other of a small state institu
tion-will be found to furnish most of the data necessary to the 
analysis "'hich follows: 

B.UAXCE SHEET OF A."l nIPORTA .. ''-T XATIOXAL B.-\",\K 

RESOt:RCES 

L (J) Loans and discounts, includin; re~ 
discounts, acuptances of other 
banks, and foreign bills of ex
change or drafts sold with indo~ 
mmt of this bank (except th05e 
shown in b) and c) . $251,079,726.34 

b) Acceptances of other banks dis-
counttd • 1,011,707.65 

cl Customers' liability account of ac-
aptancesof this bank purcluscd 
or discounttd by it . 7.773,516.32 

Total loans • . $259,864,950-31 

!. Overdrafts, unsecurtd 14.833.52 

J. (J) Cu..ctomers' liability account of 
"Acceptances" necuttd by this 
bank and by other banks for ac-
count of this bank. and now out-
standing .• 

b) LiabilitY' of foreign banks and 
bankers for drafts and bills ac-
apttd by this hank to create dol .. 

• Jar ,,:!:changt', and now outsUnding 

•. US. gO\"emmcnt securities o\\"ntd: 
a) Deposited to secure circulation 

(par \"llIUl~) • 

b) AIl oth(!" l:nited States gO\"t'm
mmt !«Urities (including premi
ums, if any) . 

Total US. securities 

$1,868.QI6·Sl 

$50,000.00 
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Securities bought under agreement to repurchase . 
5. Other bonds, stock, Securities, etc. . 
6. Banking house . ~ 

8. Lawful reserve with Federal Reserve bank. 
9. Items with Federal Reserve bank in process of collection 

10. 'Cash in vault and amount due from national banks .• 
I I. Amount due from state banks, bankers,. and trust 

companies in the United States (other tLall included in 
Items 8, 9, and 10) • 

12. Exchanges for clearing ho~ . 
13. Miscellaneous cash items • 
14. Redemption fund with U.s. Treasurer 
1 ~. Other assets. . 

Total resources ... 

16.' Capital stock paid in 
17. Surplus fund 
I I. Undivided profits . 

LIABa.ITIES 

19. Reserved for taxes; interest, etc., accrued 
20. Circulating notes outstanding 

. 21. Amount due to national banks 

'. 

2~. 'Amount due to state banks, bankers, and trusi com-
panies:in foreign countries . 

23. Certified checks outstanding . 
24. Cashier's checks outstanding . 
25. Demand deposits (other than bank de

posits payable within 30 days) : 

. ,'. 

. a' Individual deposits subject to chetk $2JI,581,799.ll 
b) Certificates of deposit due in less 

than 30 days (otl,ler than for Dion
ey bonowed) 

c) Divideil(js unpaid 

'Total demand 'deposits 
26. Time deposits subject to ieserve ~pay

able after 30' day!\, or sub/ect to 30 
days' or more notice, and postal sav-
ings): . • 

a) Certificates of deposit (other than 
for money bonowed) . 

b) Othe~ time deposits. 
t:) Postal savings deposits • 

9,168,005·84 
158,614.00 

4.431 ,122-45 
16,175,861.28 

474,760-37 

159.844.09 
18,746,611 -43 . 

7,C)OO,ooO.oo 
46,081,515.03 

3,699,178.05 
32 ,890,892.98 

21.420,936.87 
18,380.246.10 

501,966.(i4 
2,500.00 

7.639.400.38 

$2 S ,000,000.00 

15,ooopoo.oo 
6.194.631.07 

. 2,066,8 56 .98 
50,000.00 

63,9.12',134.1)8 

86,148,060.04 
.4,190,076.58 
1,865.332.75 . 

Total time deposits • $21,081,744.10 
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27. ,United States deposits (other than 
postal savings), including war-loan 
deposit account and deposits of United 
States· disbursing officers . 12,917,587.09 

28. Notes and bills r~discounted, including acceptances of 
other banks and foreign bills of excbange or drafts sold 
with indorsement of this.pank 33,920.75 

29. Letters of credit and travelers' checks sold for cash and 
outstanding . 5120418.04 

30. a) J'Acceptances~' exe~ted by this 
ba,nk for customers, and·to furnish 
doUar ~xchange . 

b) Less acceptances of this bank pur
chased or discounted (see Item Ie) .. 7,773,516.3 2 

. 3 I. Acceptances executed by other banks for account of 
this bank. . . 

32. Liabilities otber than .those abo~e stated 

Total liabilities ., . 

"BALANCE SHEET OF A SMALL STATE BANK 

~ESOURCES 

Loans and 'discounts undoubtedly good on personal or 
• coUateral .. 

I,oans,' real estate 
Overdrafts . 
Bonds 
Real estate (banking house) 
Furniture and fixtures .. 
Due from other banks and bankers subject to check . 
Cash items . 
Cash 'On hand (currency, gold, silver, and'other coin) 
Otber resources: 
County and seboo? warrants 
In transit for coUection 

Total r~urces 

$93,166 .. p 

64,932·53 
1,426.18 

3,150.00 

3,885.09, 
1,900·00 

12,ooo.II 
1,461.06 

8,856.69 

12,185.7.6 
1,030.60 

$2°3,99443 



FINANCIAL ORGANIZATION 

LIABILITIES 

Capital stock paid in . . 
Surplus fund . . . . • . • 
Undivided profits, net. . 
Individual deposits subject to check . 
Time certificates of deposit 

Total liabilities . . 

$45,000.00 

3.500.00 

606.23 
70,724009 
84,164.11 

$203,1)<)4·".\ 

Following' the ~ethod used in ,the cpapter on savings insti
tutions, let us organize a commercial bank and carry through a 
series of practi~ operations. We may start by issuing 10,000 

shares of stock which sell at $110 per share. After an expen-
,diture of $100,000 for a building and necessary furniture and 
fixtures, the preliminary statement of the bank would stand as .. 
follows: . 

• ItESOURCES LIABILITIES 

Cash $1,000,000 • Capital lItock $1,000,000 

Banking house, furniture, 
and fixtures. .. 100,000 Surplus. • 100,000 

Commercial bank deposits are mainly" result 01 lending 
operations. 'I}le essenti~ difference between commercial and 
savings bank operations may best· be made clear if we eon
sider at the outset the loan item on the assets side of the balance 
sheet, together with ~e deposit item on the liabilities side. Wbe'n 
the savings bank was ready for busin~, we saw that individuals 
brought funds to .the bank for deposit, thus giving rise to deposit 

• accounts on the liabilities' side of the statement. Commercial 
banks also receive deposits of cash; but the striking character
istic of commercial banking will be seen most Clearly if we first 
assume that when this bank which we hll~e organized opens its 
doors for business it does not solicit deposits of cash, but merely 
states in its preliminary announcement that it is in a position to 
make loan~ to manufacturers, merchants, etc. 

Suppose now that a number of business men come to the 
bank for loans with which to conduct their business ·operations. 
Mr. A is given a loan of $100,000 for four months, the interest 
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at 6 per cent being deducted in advance .. What changes, imme
diately speaking, would this cause on the pank's balance sheet? 
On the assets side an entry would be made, llnder. the heading 
"Loans and discounts," of $100,000. Mr. A is entitled to with
draw from the bank $98,000, the othe~ $2,000 being the amount 
of the interest, deduc!e~ in advance. A ~ay withdraw the 
$98,000 in ac\ual cash if he 'desires; or if he finds it more con
venient, he may ask the bank to enter it to his credit as a deposit 
account against which he may write checks at his convenience. 
In the great majority of instances, indeed almost· universaIly 
nowadays, when business men borrow from banks they take the 
entire amount. in the form of a .checking account, except, of 
course, in so far as they may require pay-roll or till money. Let 
us assume in this case 'that the entire amount is taken in the 
form of a checking account. The bahince sheet, for the moment, 
will then stand as follows: • 

RESOURCES 

Loans and discounts . $ 100,000 

Banking bouse, furniture, 
and fixtures . 100,000 

Cash .. 1,000,000 

Total • $1,200,000 

LIABILITIES 

Capital stock $1,000,000 

Surplus. . 100,000 

Deposits . '. 98,000 

Undivided profits . 2,000 

Total . . .'. $I,2oopoo 

It is thus apparent that this commercia:! bank has created a 
deposit account Without the receipt of any actua:! Cash-merely 
as a result of a loan operation. But suppose now that Mr. A. 
writes a ch~ck for $98,000 in favor of Mr. X. Suppose, also that 
Mr. X, another business man in this community, desires to be a 
.customer of this bank. Upon receipt of the check, Mr. X pre
sents it at tlie bank and asks that an account be opened in his 
name, with the $98,000 credited to the account. The result of 
this operation, so far as deposits are concerned, would be merely 
tc deduct $98,000 from Mr. A's account and add $98,000 to Mr. 
X's account. The tota:! deposits in the bank would be un
changed. While X's deposit accou~t came over the counter in 
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the form of a check presented to the bank, it is obvious that it is 
still indirectly tlie result of the loan that was made to A. No 
cash has as yet bef!ll ~rought to the bank j nor has any been paid 
out. 

Mr. X, however, noV\has the·right to withdraw $98,000 in 
cash from the banJt, if he so desires j but.since it is more conveft
ient in tI,:te great majority of instances to meet his~bligations by 
mea~s of i:hecks, he wUl probably have occasion to withdraw 
little, if any, cash. Let us ass!me t1tatMr. X writes 'our checks 
of $24,SOO each to M, N, 0, and P, respectively. M, N, 0, and 
P, desiring to ~o business with this bank; in turn present the 
checks for deposit .. The net . result is to leave the total of de
posits 1.!Dchanged; though instead of being c;redited to X, the 
deposits are now credited to· the accounts of M, N, 0, and P
$24iSOt> to each. Iii their tUrn, M, N, 0, and P may. write checks 
against their deposit accounts, for varying a11lOunts and to the 

. order of various people. I£ all the people' receiving such checks 
iIi. turn present them to this bank for credit to their accounts, it 

. is obvious that; while there will be a~ ever changing personnel of 
depositors~ the total of deposits will remai~ at $98pOo. . 

Now in practice not every business man would desire to 
. bank with this particul!U' iIiStitution, and not everyone who cJ,id· 
keep his actount there would always refrain from withdrawing 
any cash. Suppose,.for instance, one ~r these checks comes into 
the hands of Z and that Z is a depositor in an()ther bank in the 
same city.: Z will take the check to the other bank and there de
posit it to' his credit. ~But if bank No.2 gives Mr: Z a deposit 
account of, say, $10,000 upon the presentation of a check on 

. bank No. I for that amount, it is pbvious that bank NO.2 must 
collect that amount from bank No. I. While we slian iater see 
that: as a rule this does not ordinarily involve parting wfth 
much cash by bank NO.1, D for the present it is important 'JIlerely 
to note that, even though some of the checks drawn against the 
deposit acCounts in bank No. I are presented to oth~r 1;>anks, the 

~ • See pp. 441>-41. 
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total deposit accounts resulting from the original loan remain 
unchanged. Unchanged., except, o(course, in so far as cash may 
be actually withd~awn from some bank by sQme individual. into 
whose hands a check bas come; If, for example, 1\1r. Y eleCts to 
cash a check 'for $~o,ooo that has beep drawn against bank No . 
., he would of course not receive a deposit account; but on the 
.assets side ca~h·.would be reduced by $tO,ooo." • 

Commercial banks also receive deposits oj cask and oj claims 
to cash. ~et us now carry through someadditiOllal ~perations, 
with this' newly organized national bank. It 'bas already been 
stated that,in practice ~ommercial bank deposits 8,lso arise as a 
rtsult of the bringing of cash to the bank by individuals. Lei: us 
assume that a customet desires to open a checking account with 
the b;mk. He presents through' the P!lying teller's window the 
following things: (I) $1,000 in cash! (2) $1,000 in checks on 
other banks 'whi<;)i are members of the Clearing House Associa
tion; (3) $2,000 in checks on other ba~s in this town, not mem
bers of the (::learing House Association; (4) $2,000 in checks on 
banks in ·other cities; (5) !fl3,ooo in c!!rtified checks on this' 
bank;, (6) '$3,000 in cashier's checI,.5 on this bank; and (7)' 
$4,000 in. drafts· on . correspondent banks.' The depositor will 

,have entered to his credit as a deposit the sum of these items, or 
$16,000. On the aS&ets side, the cash would· be increased by 
$1,000 and the remaining items would find reflection on the bal
ance sheet under .the headrng~: exchanges for the clearing house; 
checks on other banks in this city; checks onout-of-town banks; 
and due from. banks and bank~rs. On the liabilities side, the 
cashier's checks outstanding would be decreased by $3,000, and 
the certified checks by a like amount . 

. lnve~tl1"~nts in secl(rities are analogous to loans. Let us 
suppose n~l\v that the bank invests $50;000 in Liberty Bonds 

. and $2.0,000 in other bonds. These items on· the assets side of 
the balance sheet would of course be incre~ed by the amounts . . '. . 

• A more complete explaDation of the process of creating deposits here" 
suggested and the general significance of this. phenomenon must be re
served for subsequent discussion (see PP.139-46 >: 
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specified; and the individual, government, or corporation from 
which these bonds were purchased could either ask for payment 
in actual specie or take a deposit account with the bank, against 
which checks Plight be written at wiIl. The process here is iden
tical with that discussed above in the case of loans. 

Issuing notes is an important feature of national bank oper. 
tions. Another type of, banking operation is that of note issue 
-'-an operation which at the present time is confined to the 
national bankS. The' process of issuing notes may best be stated 
a!' an analogy t() the process of creating deposits thrOUgh the 
making of loans. An .individual who secures a loan, from the 
bank may be paid by an issue of bank notes as wel~ as by the 
taking of a deposit account. Under our banking laws, however, 
an issue of notes must have a special form of security. 'If a bank 
wishes to make an issue of $1,000 worth of bank notes, it must 
first deposit with the United States Treasury.$I,ooo worth of 
government bonds.? The Treasury then prepares the notes and 
sends them to the bank, where they must be signed by the proper 

. officials before being issued. Thus, every note outstanding is 
'backed dollar for doll~r by governm~nt bonds in the' va1;llts of 
the United States 'treasury as trustee, and in addition by the 
resources of the bank, against which the notes have a priQr lien .• 
It is also required that the bank.deposit in the Treasury at 
Washington a cash reserve fund ot 5 per cent, to be used in the 
redemption of any' notes that may be presented there foi- pay
ment, the law making them redeemable at par by the United 
States government. 

National bank notes do not possess full legal tender power. 
Such notes are a direct liability of the bank which issues them 
and they are redeemable ~ cash' upon demand at the bank of 
issue as weij as at the federal Treasury. Every bank in the 
ilational sy,stem must also accept at par the notes of every other' 

'The law holds that if the bonds are worth more than par, notes can 
nevertheless be issued only to the par value of the bonds, and that, if the 
bonds are worth less than 'par, the amount of notes must not be in excess 
of the market value of the bonds. . 
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national bank; and such notes are also receivable at par in pay
ments to the United States government, except for duties on im
ports. The government, moreover, may use them in paying all 
of its obligations, except interest on the public debt, and in the 
redemption of other national bank notes. National bank notes, 
however, have never been made legal. tender in the settlement of 
private accounts. 
. The issue of notes has qeen declining in importance during 
the past fifty yeaTS. The issue of bank notes was once the chief 
method of making loans by commercial bankS; and in the nations 
of Continental Europe it is still the most important means of 
extending credit. But in England and the United States, bank
note issues have in the last hundred years steadily declined in 
importance. The table on page 344 reveals the changes in the 
relative proportion of notes and deposits in different classes of 
national banks iq the past sixty years. It will. be seen that the 
relative importance of note issue has been growing less in all 
classes of banks; and that its significance varies inversely with 
the size of the financial center in which the issuing bank is located. 
A word of explanation as to this classification of national banks 
is necessary. The national banking law divided the national 
banks of the country into three classes: first, those in central re
serve cities, namely, New York, Chicago, and St. Louis; 8 second, 
those in reserve cities, which constitute about sixty of the remain
ing larger cities of the country; and third, country banks, which 
include all those not located in central reserve and reserve cities. 

Of the remaining items on the balance sheet on pages 335-37 
a few words of explanation will suffice. "Acceptances of other 
banks discounted" and "Customers' liability on account of ac
ceptances" will be clear after reading the discussion of bankac
ceptances below.8 This latter item should be compared with 
"Acceptances of this bank purchased or discounted" which ap,. 

• In 1922 St. Louis was shifted to the "reserve· city" class . 
• See pp. 559-61. 
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pears on the liabilities side; they are' the opposite sides of the. 
same transactions. • . 

"United S~tes government securities deposited to secure 
circulation" has already been explained. It should be compared 
with the item, "Circulating notes outstanding," on the liabili
ties side of the balance sheet. .' 

"Items with.Federal.Reserve bank in pro~ess of collection" 
refers' to checks receiv.ed by. thi~ 'bank from its depositors; 

DECLINING IMPORTANCE OF NQTE ISSUES. 

(In Millions. of Dollars) 

. 
Cl'fHER CENTRAL 

NEW You CITY RESERVE AND Cotnn'ay BAND TorAU 
REBERVI' CITIES 

Notes ne",?silS . Notes ~posjts Notes DepOsits Not .. Dcpotil. 
---~ ------

1870. , .• _ ••.• 3' ·9 .6,.0 68·4 '34.7 '90·5 '09·7 291 .8 501 ... 
.875 ......... .8·3 '73·5 69·4 '97 ·9 230·7 29J·2 318.4 664. 6 
1880 ......... 18.6 242.0 '/'.4 '34·3 .26·4 . 397.2 ,3'7 ·4 873·' 
1885 ......... 9·9 250·S 51·3 302.1 203·7 549·8 .68·9 1,102·4 
1800 ....•. : .• 3·6 2SI·4 IS .1 469.6 104.2 , 843·8 122·0 I ,5~48 
.895: ........ 14·3 '09·7 3'·7 509·3 135·4 Bo··7 183.5 1.101.' 
1900 •••.••••• 29·3 420.·7 63·7 775·· '9",0 1.312 .3 .83 ·9 '.508.1 
-190 5 •....•••• 53 ·7 657·' ~~~:~ 

1,086.5 '94·9 .,076·5 .459.0 3,820.j 
.IOlot ........ 40·0 96'·5 2,134·7 449·3 3.108.8 6S0·4 6,'206 0 

19I5t ........ 37 ·.3 849. 1 20 4.1 1,621.0 477·1 ',17J .4 71S·5 4.64.·5 
19.ot ........ 37.0' 2,085.0 181·9 3,634·9 460·5 4.500.0 .688·4 10,210 0 

·1924t ........ 39·.4 ~.948 . .j 180.2 .3.539. 1 510.2 4,105.0 "9·S 9,50,1..1 

• From SI.ii,'ies oj Bank. and Bankin, in lhe Umkd SI .... i867""IOoO (NatioDal Mon.· 
tary Commission-, 1910).' .' . . .• 

t From Annual Rep"", tJ/ (he Complron. til C .... <1I<7,. 

which the Federal Reserve Bank of Chicago is CQllecting from 
t1ie banks upon which they are drawn. ,{he' "LawfUl reserve 
with the Federal 'Reserve bank" is the amount of funds w.hich 
the law· requires this l?ank to keep on deposit with the federal 
Reserve Bank of Chicago!O The items, "Amount due from na-

. tional. banks" and "Amounts due from state banks; bankers. 
and trust companies," indicate that this bank has funds on de-. 
posit with other banks, These items should be compared with 
"Amotlnts due to .national banks" ~nd "A~ounts due to state 
banks, etc." on the liability side, It will be noted that the items 
""Que to banks" in the Continental and Com.merciaI National 

.. See reserve requirements under t;'ederaI Rese~e System, pp. 549-50. 
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Bank, statement are much la~ger than tlie items "Due from 
banks." The banks jn the central reserve and reserve cities char
acteristically hold large volum~s of funds for outlying bailks; 
but it is necessary for them to have some of their own funds 
deposited in other centers, alsd, to' facilitate financial operations 
in such centers,l1 On the other hand,. the Peoples-Exchange
a "country" bank-holds no deposits for other banks, but has a 
considerable sum on deposit with corresp0l1dent banks ,in larger. 

, centers. , 
I'Redemption fund with United S.tates Treasury" is' 5 per 

cent of the "Circulating notes oustanding/' in . accordance with 
the legal requirements already outlined .. 

On the liabilities side, the item, "Reserved for taxes, in'
terest, etc., accrued," indicates that preparation is being made 
for meeting the tax bill. etc., by creating a reserv~ for the pur
pose. When payments are made for these expenses, this. item 
will decrease and there will be a corresponding reduction. in 
cash on ~e assets siae. 

Deposits are divided into. "Demand deposits" and "Time' 
deposits." "Demand deposits" are subdivided into "Individual 
deposits subject to check," "Certificates of deposit due in less 
than thirty days,"aqd "Dividends unpaid." The "Individual 
deposits subject to check" are the ordinary checking accounts 
of individuals and businesses. The "Certificates of deposit" rep
resent dePosi~ which cannot be checked against and can be 
withdrawn only by the presentation of certificates, which are re
ceipts for the funds deposited. "Dividends unpaid" represent 
dividends declared by the Board of Djrectors but not yet paid 
to the stockholde~s. "Time deposits," consisting of ('Certificates 
of deposit," "Other time deposits," and "Postal' savings de
posits," are listed separately because of separate. reserve re
quirements. "United States.deposits" are deposits ofthe United 

. States government against which no reser~e need be carried. 

U See discussion on pp. 433:-:38. 
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. IV. ANALYSIS OF COMMERCIAL BANK LOANS 
Since a commercial bank's profits are mainly derived from 

loans:and investments, the test. of efficient bank management 
is to be found in the wisdom with which such extensions of credit 
are made. The making of loans and investments by commercial 
banks is a. matter o{ exceptional importance, .moreover, by vir
tue of the fact that these institutions are by their very nature 

·committed to paying depositors upon demand. If a b~nk has 
insufficient funds on hand with which to meet demands for cash 
and if it is unable to secure them from any' source, it muSt clos~ 
its doors and announce insolvency, notwithstanding the fact 
that ulti!p.atelY its assets may prove !Lmple to meet the claims 
of depositors in full. Since the entire modern business structure 
is dependent upon. tbe smooth functioning of financial institu
tions, commercial banks are in a position of exceptional respon
sibility. They are the final repositories of the cash resources of 
the nation; and upon the efficiency of their operation depend~ 
the safety, as well as the adaptability to the needs of busines!>. 
of the whole complex credit structure. Bank failures and. bank 
suspensions of specie payments, due to inadequate cash reserves, 
always bring in their train more or less disaster to· business in 
general. Accordingly, the'developmentota "loan policy" is the 
most vital problem of bank management. 
• In the making of bank loans there are two main -problems. 
First, there must be assurance that the borrowers are in 
sound financial position~that the loans will surely be safe. 
second, the maturities o~ loans must be arranged so as to facili
tate Illeeting the varying demands for cash at different times and . 
at different seasons. We shall presently see that the problem of 
maintaining adequate cash resources with which to meet these 
varying needs largely depends, in a highly develoPed banking 
structure, upon interbank relations, upon the organization of the 
banking system as a whole. But since the individual bank is the 
unit of the system,.we may best begin our study by a tonsidera-



PRACTICAL OPERATIONS OF THE COMMERCIAL BANK 347 

tion of the various types of lending operations that are engaged 
in by the typical commercial banking institution. 

There are several types of bank loans. The ordinary com
mercial bank has the option of lending funds (extending credit) 
in the following ways: ( 1) on single-name promissory notes of 
individuals and corporations; (2) on two-name paper-indorsed 
notes and accepted drafts (trade acceptances); (3) on the se
curity Qf real estate mortgages; (4) on promissory notes secured 
by other notes as collateral; (5) on promissory notes secured 
by stocks and bonds; (6) on drafts secured by bills of lading; 
(7) on promissory notes and drafts secured by warehouse re
ceipts; (8) by investments in stocks, bonds, short-term notes, 
mortgages, etc. 

Loans may also be classified according to whether they are 
time loans (thirty, sixty, ninety days, or more) or demand loans. 
Demand loans are of two types: (I) the so-named "call" loans, 
where the loan is of indefinite duration but terminable at a 
moment's notice at the option of either the bank or borrower; 
these are found chiefly in New York City, and are used in con
nection with stock market speculation;" (2) demand loans, 
where it is understood that the bank will allow the loa~ to run 
indefinitely, in the absence of any untoward development which 
might imperil its ultin~ate safety. Such a loan is in effect ordi
narily terminable only at the option of the borrower. 

The table on page 349 shows the different classes of loans' 
made by the national banks on June 30, 1929. 

Another classification of bank loah~ne which runs in 
terms of the use to which the funds borrowed are to be devoted 
-is that of commercial and investment loans. Commercial and 
investment loans present no new phenomenon to the reader; for 
they have already been discussed in chapter vii under com

mercial ane ~~~C I,~tm~nt credit,. l.t may me~ely be. recalled here 
that commJl ~l k ...... q.,. .. ,\\sed for workmg-capltal purposes. 

~d. I' and reqult,~ 
,. At the " ~nt '1ia has a call loan market, but it is 

relatively ullimpl (tal If the trade accept 
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Whether borrowed by producer of raw materials, manufacturer, 
commission merchant, wholesaler, or retailer, the funds obtained 
are employed in meeting pay-roll requirements or in buying the 
materials or goods required in the operation of the business. 
They usually run for short periods by virtue of the fact that the 
time required to carry to fruition the productive process in 
which they are assisting is ordinarily of relatively short dura
tion.13 

With investment loans, on the other hand, the funds are 
devoted to fixed-capital purpOses; hence such loans are usually 
of relatively long duration. In the cour:;e of our analysis we 
shall have occasion to show that the commerciai banks furnish 
funds for fixed-capital purposes in various ways-some of them 
direct, others indirect. We shall also have occasion, in a suc
ceedingchapter, to consider the relative liquidity of the various 
types of investment and commercial loans. For the present, 
however, we are merely concerned with describing the different 
types of commercial bank loans and showing the uses to which 
the funds thus borrowed are devoted. 

I. Single-name borrowing.-Borrowing on the single-name 
promissory notes of individuals or corporations has come to be 
one of the most common means of obtaining loans in the United 
States. The reason for this has already.been suggested in the 
discussion of commercial credit instruments.14 Such borrowing 
mayor may not be for working-capital purposes, though in prac
tice it is i.O. the great majority of cases clearly commercial in na
.ture. It is often assunied that a loan made on a single-name 
promissory note, unsecured by collateral, must in the nature of 
things be less satisfactory from the standpoint of safety than is 
two-name or collateral paper: We shall find, however, that this 
is by no means the case, single-name paper being on the whole 
qUite as safe as any other. Indeed, when the ~iP.nd name is 

. "We shali later see, bowever, tbl'·oupon the organiU not so com-
monly paid at maturity as is generaU .' th· di·d '-()l· . .. . {smce em Vl ua 

See pp. 122-23. b .' d t 
.it egm our stu y 
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added as an accommodatio':l, for th~ purpose of bolstering up a 
none too strong maker of the note, the two-name instrument is 
commonly regarded as inferior .to the single-name paper of a 
thoroughly responsible customer. 

CLASSIFICATION OF NATIONAL BANK LOANS, JUNE 30, 1929* 

(In Thousands of Dollars) 

Total Other Total New Chicago Central Reserve Country United York Reserve Banks 
Cities Cities States 

---------------
Acceptances of other hanks, 

payable in United States 
Notes, biBs, acceptances, 

and other instruments 

40. 176 201 40,46 7 ]0.772 3°,76; 9.1,006 

evidencing loans, pay-
13,218 able in foreign countries 2,863 16,081 16,768 6.490 39.339 

Commercial paper bought 
in open market ...••... 4,6,6 2,157 6,803 65,437 123.426 105,666 

Loans to banks and trust 
companies ............ 131.110 18,825 150,535 174,240 -40,225 365,_ 

Loans secured by United : States government and 
other securities (exclu-
sive of loans to banks) ] .350,6·H 210, toS 1.560.845 1.797,755 1:755,192 5.113.792 

Re:!g::,ta~~~an~1 fr:t 
and other liens OD real 
estate 
a) On farm land ....... 40 462 502 88,473 2]9,810 308.78:: 
b) On other real estate,. 16,188 2.600 18,797 494,823 590.600 1,104.220 

Al!e~~rn~ob:~k~~!:~~nc~ 
ceptances purchased or 
discounted. , , ...... , , , 867.320 281,716 1,,149. 036 2,467,°78 3.967,199 7,583,31'; ---

Total. ......••.... 2.432.945 519.121 2,952,066 5.115.355 6.733.709 14,801,130 

• From Repttrl of Complroller Qj lhe Currency, I02D, p. 36. 

In comparing the safety of single-name paper and indorsed 
n<?tes one must understand the process by which such notes are 
commonly called into existence. Loans for business purposes are 
seldom obtained by business man A on the accommodation in
dorsement of business man B. The most common form of two- ' 
name paper in the United States has until recently been that 
which arises out of the discounting of customers' notes." lHr. A 
sells goods to Mr. B, and requires B to give a promissory no~e as 

.. For a discussion of the trade acceptance see pp. 355-56. 
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evidence of the transaction. Now A may discount this note with 
the bank, indorsing it in the process. Many people feel that in 
numbers there is strength and that since the bank here bas two 
persons to whom it may look for payment, the note is doubly se
cure. The truth of the matter is, however, that as a rule the bank 
looks for payment only to the party who presented the note to 
the bank, namely, to the indorser-the reason for this being 
that the ordinary drawer of the note is generally unknown to 
the bank, whereas the indorser is usually a regular customer. 
The safety of the bank loan, therefore, primarily depends upon 
the standing of the individual upon whom the bank relies for 
payment. And whether a note be two-name or single-name, the 
bank makes the loan on the basis of its knowledge of the in
tegrity and ability of the borrower-that is, the indorser in 
the case of a discounted customer's note. 

Lending on single-name paper requires a careful analysis of 
the bo"ower'~ financial integrity. and ability. Since the safety 
of loans depends upon the accuracy of the bank's knowledge of 
the borrower, it is incumbent upon the bank to make a careful 
investigation of his integrity, ability, and financial resources. 
As a preliminary to a consideration of the making of bank loans, 
it will be'of service to recall the outline of the factors hlVolved 
in credit extension given on page 98. 

In its analysis of the character and integrity of the borrower 
-of his intention and willingness to pay-the credit department 
of a bank has recourse to various sources of information. It 
sends out letters to references given by the credit applicant and 
to others whose opinions might be of value; and it secures re
ports from the commercial agencies, and from other banks with 
whom this, borrower has had relations. A personal interview is 
usually requested in order that a first-hand impression may be 
gained; and considerable collateral information is often "picked 
up" from trade reports, newspaper comments, etc., as well as 
from the general "gossip" of the business community. 

The commercial agencies of which the chief are Dun's and 
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Bradstreet's, assemble data on the history and present status of 
the various businesses of the country and give to each a general 
credit "rating"-good, bad, or indifferent. These mercantile 
reports aim to cover the entire field of business and include 
every corporate and individual enterprise; but with new con
cerns springing up daily, it is of course impossible in practice 
to furnish recent information on all establishments. A serious 
handicap to reliable information lies in the fact that the agency 
reporters are not always treated with the greatest freedom and 
confidence; in some instances, indeed, there is an evident desire 
on the part of businesses to strengthen their rating by deliberate 
deception. Moreover, the reporters are relatively poorly paid 
and hence many of them are not particularly well qualified for 
the work in hand. Nevertheless, the service rendered is invalu
able in the case of many small enterprises, and it is an important 
source of collateral information in nearly all instances. It may 
be added that upon request the agencies furnish special up-to
date reports to their customers. 

In the large financial centers analysis of the borrower's finan
cial statement is now regarded as indispensable to an intelligent 
extension of credit. By far the most important source of credit 
information, nowadays, is the financial statement, with supple
mentary information that is furnished directly by the borrower. 
The use of the financial statement as a basis for loans dates 
back only to the nineties and its great development has occurred 
mainly during the last twenty years. Even now the use of 
the statement is chiefly confined to the larger cities, though it 
is steadily gaining in vogue in the smaller cities and towns. 
Before the advent of the financial statement the banker relied 
onIy upon his general knowledge of the borrower's honesty and 
business ability. And so long as industry was conducted on a 
relatively small scale and business relations were of a highly 
personal sort, by direct observation and by the current gossip 
of the community with which he was in intimate touch the 
banker could obtain a fairly accurate line on credit risks. But 
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with the great growth in the size of business undertakings in 
the last generation, tog~ther ~ith the ·inherent impersonality of 
urban life, the bankers of the financial centers have found it 
imperatively necessary. to supplement personal impression and 
gossip by investigation based upon the financial records of the 
borrowing corporation or. business. The development of sys
tematic accounting methods necessitated by the great size and 
complexity of business was of course an indispensable hand
maiden to the change in the methods of credit extension; for 

. without accounting records it would be quite impossible to make 
an investigation of the condition of a large-scale enterprise that 
would have any meaning. 

Different banks use somewhat different forms of financial 
statements. A typical form for corporations1' is shown on page 
353. It will be observed that it contains an income or profit-Ilnd
loss account, as well as a statement of resources and liabilities. 

Besides the balance sheet and profit-and-loss account, col
lateral information is requested as follows: (I) contingent lia
bilities; (2) fire insurance on· merchandise, on buildings, and 
on machinery and tools; (3) life insurance on officers' lives; 
(4) average amount of goods on hand; (5) at what time of the 
year liabilities are heaviest and at what time lightest; (6) total 
sales for last fiscal year; (7) average terms of sales and aver
age terms of purchases; (8) regular time of taking inventory; 
(9) 'suits pending against the corporation; (10) authorized 
capital, subscribed and paid in; (II) annual dividends. The 
names and addresses of the officers and directors are also called 
for witIi a statement of the number of shares of stock. held by 
each. There are also blanks for trade and for .bank references. 

There is no occasion here for making a detailed analysis of 
a financial statement. Suffice it to say that from the standpoint 
of bank management the most significant items on the balance . 
sheet are the liquid assets and liabilities, or, as the phrase usu
ally goes, the quick assets and current liabilities. The quick as-

H There is a separate form for individuals and partner.!hips. 



PRACTICAL OPERATIONS OF THE COMMERCIAL BANK 353 

sets are: cash on hand and in banks, notes and accounts receiv
able, merchandise, and raw materials. The current liabilities 
are: notes and accounts payable, and any other debts that are 
payable within a few months. All of the items on the liabilities 
side except capital, surplus, and bonded debt may usually be re
garded as current . 

....... tiI ...... 
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n. ...... " .... ___ ...................... ~- ...... ......: ____ . _______ .. 

.. 19_-a. ..... I.HONTRU5T(X)IIpANV .............. ~ ... ......... 

...." .............. _.....w ........ _-..... 
FlU. AIL DLA.~ 1Io'RfTING 'NOI''QR lNO/IIIr WHERE NECESSARY • 

. c...Iro....... 1- - ...... ,..... ... "------111--1--1--
... '"-----..... '---~_t-__ii-+-I ...... .,..,..... .. - ....... ....-.....,.-R-+-I--
...... ~ ........... .., ......................... • ........ ..aL-II--I-_!-_ 
...- ............................ .w _____ ~_~ 

--..... """"---- -1---_ ....... _ ... --1--
...... ae:h~ ... ~ .... ..,.on-n. 
~_ ....... .t--__ _ 
-..... ............... _ ........ 1--
...................... --........ 1---- ------.... -- -·-----"-----1 L-•• ~ ______ L___ 

-- 1-----__ ... T~-C..--____ -I _ __II-_I-

_ ........ -------1--1--1-. 
~,... ..... • ........ -----I-+-I-I 

IlL 

....... - .. - .. --'----r----

---~-----!- --I-
.....-........ ~--------IIr_+_-!-..... -------1-D-t.,...... .... --.. ~---
A...-......... ~ ____ I-
...... ""'"--cn--t---r
............. ------ -I-I-a..o __ ---____ --r-
~ .. _wiIIIo ___ .--- --f--
-_......... -I-

.,..., --_ ...... .,;;,w.o _____ _ 

mTAL 

19' D. 

............... -------1--1--1--1 - .... ----~---.--D_-I---t-
~ .... ' 5. r-....... U __ "-_____ I_-I-_I-
.......... - .... _--------11-+--+-
... - -----------:--r--



354 F1NANCIAL ORGANIZATION 

Suppose now that a borrower who desires a loan of $100,000 

presents a financial statement to the bank which shows quick 
assets totaling $800,000 and current liabilities amounting to 
only $200,000. Can the loan safely be granted, assuming that 
the management of the concern is in honest and capable hands? 
The banker sees that within the next few months the company 
will have to meet $200,000 of obligations, besides the $100,000 

which would be owing to the bank in case the loan were made. 
By reference to the quick assets he discovers that the company 
either 'has on hand as cash, or will have as cash income during 
the same period, $800,000, to which may be'added the $100,000 

borrowed from the bank, which we may assume is to be used in 
buying additional raw materials. This is $600,000 more than 
the current liabilities. The company could thus suffer substan
tial losses through the failure of its debtors to pay notes and 
accounts in full and through depreciation of merchandise and 
raw materials before its ability to meet all current liabilities 
would be imperiled. Indeed, the quick assets would have to 
diminish more than two-thirds before the business would be 
unable to meet its current obligations in full. 

The excesS' of quick assets over current liabilities consti
tutes the margin of safety for the banker. There': is a general 
credit rule to the effect that the quick assets should be at least 
double the current liabilities. The' margin required for safety, 
however, varies widely in different lines of business, at different 
times, and even in different localities. One must accordingly 
regard this rule as only a very rough approximation. 

Fixed aSsets and long-time liabilities, the profit-and-loss 
account, and the information contained in the answers to the 
appended questions are used as collateral information and as 
checks on the accuracy of the financial statement. Concretely, 
ii the ratio of quick assets to current liabilities were in a 'given 
case a scant two to one, and if the account in general looked 
very doubtful, the information presented in the statement of 
fixed assets and liabilities, in the profit-and-Ioss' account, and 
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in the answers to the appended questions might nevertheless 
indicate that the loan could safely be granted. On the other 
hand, an apparently satisfactory statement, so far as quick as-" 
sets and current liabilities are concerned, sometimes appears 
very different in the light of these collateral data. 

Funds borrowed on single-name paper are sometimes de
voted to fixed-capital purposes. It has already been stated that 
the funds borrowed on single-name promissory notes are usually, 
though not always, devoted to working-capital purposes. In the 
illustration above we assumed that the loan of $roo,ooo was 
used for the purchase of additional raw material, thereby in
creasing the quick assets by $roo,ooo. If the funds were used, 
however, to build additional warehouses, or to buy additional 
equipment, there would be an increase in the fixed and not in 
the quick assets. In this case the ratio of quick assets to cur
rent liabilities, after the loan had been made, would be $800,-
000 to $300,000 rather than $900,000 to $300,000. The use of 
these funds for fixed-capital purposes would not, however, nec
essarily make the loan"unsafe or much less likely to be paid at 
maturity; the inflow ~f funds to the business within the life of 
the loall might still be more than sufficient to permit" the pay
ment of the loan at maturity. 

While funds borrowed from the commercial banks are thus 
frequently employed for fixed-capital purposes, it nevertheless 
remains true that most of the credit extended in this form by 
commercial banks is devoted to the purchase of raw materials 
or stocks of goods to be used in the operation of the factory, 
store, or other business establishment. 

2. Two-name bo"owing.-One type of two-name borrow
ing, that on indorsed customers' notes, has already" been dis
cussed. There remains for consideration only the trade accept
ance. It has often been said that the trade acceptance is of 
particular advantage in that it enables the business man to obtain 
much more working capital than would otherwise be the case. 
The trade acceptance, it is said, represents an actually com-
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pleted business transaction-the sale of goods by A to B-a 
draft being drawn by A against B, accepted by the latter, and 
returned to the former. Accordingly when A wishes to borrow 
from the bank it is said that all that he needs to do is to present 
the trade acceptance for discount. But if B iives in a different 
town from A and from the bank, the bank, as we have seen, 
usually has little information with reference to B's financial 
standing. Hence, if it discounts the trade· acceptance it will 
ordinarily do so only on the basis of a knowledge of A's financial 
standing. It cannot rely upon B, an unknown party, without 
investigation, and it is much simpler as well as ·safer to rely upon 
A, a regular customer, well known to the bank. 

Now if the bank were to discount all of the acceptances 
possessed by A, A would. indeed be borrowing more money than 
if he borrowed on his single-name promissory note, with the 
bank requiring quick assets of two dollars to every one dollar 
of current liabilities. But will a conservative bank be willing to 
ignore the ratio of quick assets to current liabilities in Ns busi
ness and rely merely on the fact that· A has sold goods and 
has trade acceptances to show for it? The answer is that most, 
if not all, of the conservatively managed banks of the country 
have recognized that to ~unt trade acceptances without re
gard to the ratio of quick assets to current liabilities would be 
dangerous and that the security for their loans would be less 
substantial than in the case of loans on single-name paper. 

While the trade acceptance may have certain advantages 
from the commercial point of view, it does not possess the ad
·vantage so vigorously claimed for it by most of its proponents
that it enables business men to borrow much greater quantities 
of funds than would otherwise be possible. A sufficient answer 
to the contention that all businesses, by the use of trade ac
ceptances, could greatly expand the volume of their working 
capital is apparent in the fact that the change from one method 
of financing credit operations to another does not increase the 
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volume of bank reserves-and reserves limit the total lending 
power of banking institutions. 

3. Loans secured by real estate mortgages.-It has long been 
a controversial question whether commercial banks should be 
allowed to make real estate lo~ns. From the organization of the 
national banking system in 1863 until 1913 national banks were, 
ill fact, forbidden to make any loans on real estate security; 
but under the Reserve Act, as amended by the McFadden Bank-" 
ing Act of 1927, national banks are permittedto make realty loans 
to a limited degree. On the other hand, the laws of the various 
states have always permitted the making of loans on real estate 
security, and we find from the financial statements of state 
banks that large quantities of such loans are characteristically 
made.1T We are not for the present concerned with the advisa- . 
bility of the practice of making loans on the security of real es
tate mortgages; we are here interested only in the fact. It should 
be noted, however, that real estate loans are ordinarily devoted 
to the raising of funds for fixed-capital requirements. 

4. Loans secured by promissory notes as collateral.-Loans 
are often "made by banks to individuals where the borrower 
gives his own promissory note and deposits as collateral security 
the notes of other persons which he holds. In case the borrower 
does not pay his note, the bank may take possession of the col
lateral notes and collect the amount due from the makers thereof. 
The volume of such loans is,,however, relatively small. 

5. Loans secured by stocks and bonds.-The great growth 
of the corporation in modern times and the enormous issue of 
securities that this has entailed have given rise to a very exten
sive practice of making loans on the security of sklcks and bonds 
as collateral. The individual gives the bank a promissory note, 
as in the case of an unsecured loan; but, in addition, he hypothe
cates with the bank stocks and bonds, which may be sold by the 
bank in the event that the loan is not paid. On page 359 is a 
copy of an ordinary promissory note with collateral agreement. 

" For further information on this subject see pp. 514-15. 
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The integrity 0/ the bo"ower is important even when col
lateral is given. While in making loans on collateral the bank 
has security to fall back upon in case the loans are not paid at 
maturity, it nevertheless cannot ignore the integrity and hon
esty of the borrower. Many cases have arisen where a dishonest 
borrower has pledged securities to which he had no title, or an 
imperfect one; and there are many other ways in which, even with 
collateral loans, a dishonest or unscrupulous individual may cause 
the bank much trouble and inconvenience, if not actual loss. Ac
cordingly, bankers feel it necessary to make a careful analysis of 
the borrower's general moral and financial standing before mak
ing collateral loans. 

There is a difference, however, between a non-collateral and 
a collateral loan in that in the case of the latter the bank has 
an exclusive claim to assets which have been deposited with it, 
while in the case of the former it is merely one of several credi
tors; although it must be remembered that where the ratio of 
quick. assets to current liabilities is large the chance of loss to 
the bank is very slight indeed. In the case of a collateral loan, 
nevertheless, the stocks and bonds, if well selected, can be very 
quickly disposed of; whereas in case a non-collateral loan is not 
paid, considerable time must ordinarily elapse before the bank 
can hope to come into possession of funds. 

Collateral loans must be protected by a margin 0/ value. 
In order to make sure that the bank will not suffer loss' when 
selling the collateral that has been placed for a loan, the banker 
insists upon a margin. That is to say, if a loan of $100,000 is 
secured by high-grade, readily marketable bonds, the bank 
would require the deposit of bonds the market value of which 
was at the time, say, $110,000. In the case of stocks the mar
gin required is ordinarily considerably greater than with bonds; 
and of course the amount of margin that is required with any 
particular class of bonds or stock. will vary widely, depending 
upo~ the relative fluctuations in value of the different securi
ties. I It may be observed that a highly important factor to con-
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sider is the quickness with which such securities can be sold. 
1'his depends upon the number of :units that are daily bought 
and sold on the exchanges. 

Many collateral loans are made Jor commercial purposes. 
Loans on collateral owe their origin to various circumstances. 
Sometimes collateral is required by the bank because there ~ 
doubt as to the individual's ability to pay the loan promptly at 
maturity from the proceeds of his ordinary business operations. 
For instance, ii the 'borrower's ratio of quick assets to current 
liabilities is rather narrow and general conditions not particu
larly favorable, the bank .might refuse to make an unsecured 
loan. But if the individual had collateral to offer, the bank 
could make the loan with safety. In a case such as this the funds 
borrowed would doubtless be used for commercial purposes. 

Collateral loans are sometimes devoted to consumptive uses. 
Many collateral loans are also made to individuals who are 

not engaged in t,he producing, manufacturing, or marketing of 
goods. These individuals borrow in the main fot three purposes: 
consumption, investment, and .speculation. In the case of a con
su~ptive loan, the bank knows that the 'employment of the 
funds will not directly result i~ creating the means of repaying 
the loan. The collateral deposited at the bank is accordingly 
looked to as the main security. If the individual is' able to pay 
the loan out of income received, well and good; if not, the co~
lateral may be sold by the bank in settlement of the obligation. 

Loans secured by stocks and bonds are extensively used Jor 
fixed-capital or investment purposes. Commercial banks make 
investment loans to the investment bankers to assist them in 
connection with the underwriting and di~tributing of securities; 
to individual investors who find it necessary to borrow tem-. 
porarily a portion of the funds required in the making of an 
attra~tive investment; and to business men who wish to use the 
funds for fixed-capital requirements. In all these cases, the col
lateral protects the bank in case the loans are not paid at ma-
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turity, through enabling it to obtain cash by the sale of the 
collateral in the securities markets.18 

It is of interest to inquire why investment bankers, who are 
engaged in the buying and selling of securities, are required to 
put up collateral as a basis for loans, while business men who 
are engaged in the buying and selling of commodities commonly 
borrow on their single-name promissory notes. It will be noted 
that, from the point of view of the investment banker, the funds 
which he borrows provide him with working capital. If an in
vestment banker borrows $100,000 with which to buy securi
ties, cannot the commercial banker rely upon the investment 
banker's paying the loan at maturity out of the proceeds. de
rived from the sale of the securities bought with the borrowed 
capita\, just as he can rely upon a merchant's paying a loan out 
of the proceeds of his business? The answer is, not with the 
same certainty, for the reason that the security markets are 
more capricious than the commodity markets. There is less cer
tainty as ~o the time at which the sale will be made; and there 
is also a greater chance of loss than in the case of ordinary 

. manufacturing and mercantile enterprises. 
But there is another reason ·why collateral is ordinarily em

ployed by the investment bankers in their borrowing operations, 
namely, because they chance to have in the securities in which 
they are dealing instruments which are in a convenient form to 

. serve as collateral. A manufacturer of raw materials cannot use 
his raw materials as collateral for a loan and at the same time 
convert them into finished product; nor c.an a merchant at the 
same time have his wares on display and on deposit as collateral 
with the commercial bank. And obviously the bank could not 
handle such coUateral.19 But stocks and bonds do not need to 
be displayed in order to be sold, and, by virtue of their trans-

to But for the difficulties which arise in time of monetary stringency 
see pp. 490-93 . 

.. The utilization of commodities as collateral, as we shall presently 
see, is usually made possible through the issue of warehouse receipts and 
bills of lading. See pp. 366-7l. 
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ferable and negotiable qualities, they can be conveniently de
posited with the bank in a collateral capacity. While investment 
bankers would doubtless be able to borrow without collateral 
on the strength of their reputation for business integrity and 
ability, they find it advantageous to use collateral because they 
can usually borrow on more favorable terms than they could on 
unsecured notes. 

It remains to point out that in making loans to investment 
bankers the commercial bank is in the last analysis furnishing 
funds for fixed-capital purposes. While the investment bankPr 
uses the funds thus borrowed as his working capital, he of nec
essity turns them over to the corporation whose securities are 
being marketed. Thus all the loans that we have classified under 
investment are devoted to fixed-capitaI purposes.20 

Collateral loans are also devoted to speculative purposes. 
Speculative l~ahs are of two main sorts, those made to real estate 
and similar dealers, and those made to traders on the stock ex
change. With both types, collateral security is practically always 
required. In the case of real estate and similar loans it may per
haps be asked, Why should collateral be required, in view of 
the fact that the funds borrowed are used for working-capital 
purposes, that is, in the purchase of real estate or other com
modities that are shortly to be sold at a profit? Are such opera
tions not as much commercial in their nature as the buying and . 
selling of ordinary merchandise? The reason for denoting such 
loans as speculative in their nature is that the time at which the 
sale will be made is much less certa,in than in the case of ordi
nary merchandising; and there is also a greater likelihood of a 
loss in connection with the transaction. Accordingly', the bank
'ers commonly insist upon, collateral security in tIte form of 
stocks and bonds. 

Stock exchange speculation is largely conducted with "call" 

""It should, however, be recalled (see chart on p.IS8) that the funds 
raised from the sale of securities are not exclusively devoted to fixed-capi
tal pUrPoses. 
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loans. A discussion of the process of lending to stock exchange 
speculators requires first a description of the call loan system. 
While a "call" loan is one that is terminable at a moment's no
tice at the will of either the borrower or the bank, in practice 
such loans always' run at least one day, payment on demand 
meaning that they are subject to call on the day following. 
There is also a rule that loans cannot be called by the bank or 
paid by the borrower after I :00 P.M., unless notice has been 
given before that hour. 

The reason for the development of the call 10l}n system lies 
in the nature of stock market speculation. An individual who 
buys securities with borrowed funds does not know at the time 
of the borrowing just when he will be able to repay the loan, for 
it all depends upon the trend of the market. If he were to con
tract a loan for thirty days, and at the end of four days should 
have sold his stock he would find it necessary to· pay interest for 
twenty-six days, during which time he might have no further 
use for the money. The cost of speculation is aq:ordingly very 
greatly reduced if one is enabled to repay the loan at any time 
desired. The call loan system also has its advantages from the 
viewpoint of the banker. By virtue of the fact that a metro
politan bank can demand immediate payment of a call loan, it 
does not need to carry so large a cash reserve as would other
wise be the case. It can keep its. funds more fully utilized and 
thereby increase its earning power." 

The interest rates on call loans are subject to very wide 
fluctuations. They have ordinarily been lower than any other 
rates; but on several occasions they have gone beyond 100 per 
ccnt. For instance, the call loan rate rose to 127 per cent on 
October 29, 1896; to 186 per cent on December 16, 1899; and 
to I2S 'per cent on December 28, 1905. In 1919 the rate once 
reached 30 per cent; and in 1928-29 they were frequently as high 
as 12 per cent. These high rates occur at times when there is a 

U We shall later see, however, that in time of crisis, there are serious 
weaknesses in the call-loan system. 
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great dearth of loanable funds and a heavy demand for both com
mercial and speculative purposes, a stock market boom often 
giving rise to a very great temporary dem~nd for funds. 

The reason why call rates average lower than unsecured and 
collateral time loans is that the call loan funds are what may be 
designated as residuary funds. The bank's first business is to 
take care of commercial borrowers and others who secure time 
loans on collateral. Funds not require.d for these purposes are 
available for market operations. If the supply chances to be fair
ly large, as it normally is at certain seasons of the year, the rates 
will be low. If the supply is scanty, the rates will be high. Over 
a period of years the statistics show that the supply of funds for 
the purpose has, on the whole, been fairly large. The diagram on 
page 365 indicates the average monthly rates in the New York 
money market on different classes of loans for a period of eleven 
years, 1919 to 1929, inclusive. 

The making of loans for stock market speculation is associ
ated with margin trading, discussed in chapter xvi. We there 
saw that the 'individual who bought securities on a margin paid. 
say; 10 per cent down and borrowed the rest from the broker . 

. But the broker is not a banker and has n~ funds of his own to 
lend. His ability to permit the speculator to buy on a margin 
is contingent upon his own ability to borrow the funds from 
his bank. To take a concrete case, suppose a broker buys at. par 
for a: customer 10,000 shareS of stock on a IO'per cent margin; 
$1,000,000 will be required to pay for the stock. The customer 
advances $100,000. Most of the remainder is borrowed by the 
broker from the commercial bank; most, bu~ not all, for the 
reason that the bank will not usually lend so large an amount 
as 90 per cent of the value of the stock, and especially to a 
broker wha has no funds of his own on deposit with the bank. 
Typically speaking, a broker is required to keep a balance with 
the bank equal to 10 or IS per cent of the amount. of his bor
rowingS. In the case before us, therefore, we may assume that 
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the 'broker would borrow from the bank $800,000. Now the 
$100,000 received from the customer, plus the $800,000 bor
rowed from the bank, taken in the form of a deposit account, 
plus $100,000 which the broker already had on deposit in the 
bank, enable the broker to write a check for $1,000,000 with 
which to buy the stock in question. 

l\IONTHLY AVERAGES OF NEW YORK MONEY RATES 
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Loans to stockbrokers are temporarily unsecured. The 
broker cannot buy the stock until he has secured a loan, and he 
cannot obtain a loan except on the security of the.identical col
lateral which .is to be purchased with the bo:-rowed funds. The 
method adopted to extricate him from his dilemma is for the bank 
to certify a check for $1,000,000 drawn by the broker against 
his account of $200,00o-a process known as "overcertiflclltion." 
With this check the broker buys the stock and then deposits it 
as security for the loan. It is apparent,°therefore, that in cer-
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tifying the broker's check the bank has in effect given him tem
porarily an unsecured loan. Such a practice ordinarily involves 
very little risk, since a good credit standing is absolutely indis
pensable to the broker-a primary requisite for success. 

The practice of overcertification was long indulged in by both 
national and state banks. But since it is akin to an ordinary over
draft the procedure was eventually frowned upon by the Comp
troller of the Currency and the national banks have gradually 
abandoned the practice, substituting therefor so-called "morn
ing" loans to brokers for whatever amount appears to be neces
sary for their daily business. These loans are based on the single
name paper of the broker, that is, on his unindorsed individual 
note. The only difference between this and overcertification is 
that with the morning loan the bank has the broker's written 
promise to pay, while in the case of the overcertification it has 
not; both are temporarily unsecured loans. 

The amount of overcertification and morning loans required 
for stock market operations is simply stupendous in a period of 
active stock market speculation. In the year 1901, for instance, 
such loans in New York totaled nearly $i3,000,000,000 for stock 
transactions and another billion for bonds, an average of about 
$45,000,000 daily. 

6. Loans secured by bills of lading.-Among.the forms of 
collateral available as security for bank loans none is more in
teresting or more important than the bill of lading. This instru
ment, which is issued by a transportation company, is of a 
threefold character, that is, it performs at once three different 
services: first, it is a receipt for designated goods, accepted for 
shipment by the carrier; second, it is the written evidence of a 
contract to transport and deliver the designated goods to a 
designated person upon terms specified in the instrument; and, 
third, it is a document of title to the goods. 1'he importance of 
these instruments in connection with banking operations may be 
readily indicated. 

A dealer in cotton, grain, or merchandise purchases goods 
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for sale in another market. Some little time must necessarily 
elapse between tb date of shipment and this receipt of funds 
from the buyer-the length of time, of course, varying with the 
distance and with the terms of payment. The seller, however, 
usually needs the funds immediately, in order to pay for the 
produce which he has just shipped, or to buy more, in case the 
present consignment has already been paid for. Accordingly, he 
draws a draft upon the purchaser of the goods and discounts 
this with the local bank, turning over to the bank at the same 
time the bill of lading that has been received from the railroad 
company. The bank thus has in its possession a draft-not yet 
accepted-and also an instrument which bears on its face evi
dence that there has been an actual shipment of goods and 
which at the same time conveys the title of these goods to the 
banker-for only the holder of the bill of lading has the right 
to demand the goods from the railway company. 

The bank sends the bill of lading, attached to the draft, to 
a correspondent bank in the city where the buyer lives. The 
draft is presented to the purchaser of the goods for payment, 
ill case it is a demand draft, and for acceptance in case it is a 
time draft. If the goods are to be paid for immediately, the bill 
of lading will of course be surrendered forthwith to the buyer 
of the goods; who can then secure their release from the railroad 
company. In the case of a time instrument, it is still necessary 
for the buyer to get possession of the goods if he is to use them 
in his business. The bank therefore directs that the goods shall 
be delivered to the purchaser, but on conditions which protect 
its interests.22 Both sellers and buyers of goods thus borrow 
with bills of lading as collateral security: the sellers during the 
period while the goods are in transit; and the buyers for such 
additional time as may be necessary. 

There are two kinds of bills of lading, classified from the 
point of view of the ease with which they may be transferred: 

II This ordinarily involves the use of a "trust receipt." See illustra
tion on p. 387. 
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first, the straight bill, which states that the goods are consigned 
or destined to a specified person; and second, the order bill, 
which is JIlade payable to the order of some person. In the na
ture of the case, a straight bill cannot be transferred by indorse- . 
ment, while an order bill is always thus "negotiable" under the 
federal Bill of Lading Act, unless it'js specificaIly made "non
negotiable" by the shipper. It should be observed that the trans-
. fer of order bills of lading by indorsement does not render them 
available as substitutes for currency; they do not possess all the 
requisites of a fuIly negotiable instrument in that they do not 
call for the payment of a specific sum of money. The purpose 
of giving th,em a ready transferability by indorsement is to per
mit the title to the designated goods to be easily passed from 
one party to another, and thus to facilitate the use of these in
struments as coIlateral for loans. 

Bills of lading arose. with the development of transPorta
tion; and, as in the case ~f other instruments, a considerable 
body of law has been developed by our various legislative agen
cies for facilitating their use in the capacities for which they 
were designed. The law left much to be desired, however, until 
after the passage of the federal Bill of Lading Act, which be
came effective January I, 1917. Before this time there were 
many irregularities and frauds in the use of bills of lading, par
ticularly in connection with the shipment of cotton to Europe. 
Indeed, it was feared for a time, not many years ago, that the 
cotton frauds, which ran il).to millions of dollars annually, would 
imperil our entire cotton export trade. The sources of loss to 
bankers on bills of lading have been enumerated as follows: (I) 
the issue of bills of lading without the receipt of the goods; (2) 
the delivery of the goods to the purchaser without cancellation 
of the bill of lading; (3) the alteration of bills of lading; (4) 
the forgery of bills of lading; (5) the issue of duplicate bills of 
lading, the originals being still outstanding and uncanceled. 
The agitation for an improvement in the law regulating bills of 
lading finally became acute. It was participated in by the ship-
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pers and commission merchants, by transportation companies, 
and by the bankers of the country. The interests of these sev
eral groups did not precisely cQincide at all points,but;m agree
ment on the main principles was finally reached, and a number 
of states were led to pass what was known as the Uniform Bill 
of Lading Act, after which the federal Bill of Lading law above 
referred to was modeled. ' 

The volume of business that is financed on bills of lading 
ig tremendous in quantity. It has been estimatd that about 
twenty-five billion dollars' worth of transactions now annually 
involve their use, and that about five billions of this amount are 
financed by the commercial banks. Bills of lading are used in 
connection with two main classes of goods, as follows: first, 
general merchandise and groceries; second, commodities, such 
as live stock, grain, cotton, and perishable produce. It appears 
that a very large percentage of th~ business of the wholesale 
grocers in the large financial centers, the bulk of the busi
ness in poultry and game, and about 75 per cent of the business 
in the butter-and-egg trade is handled on order bills of lading. 

On the following page is a copy of a straight (non-negoti
able) bill of lading. 

7. Loans on warehouse receipts.-Another form of borrow
ing is that on the promissory note of an individual secured by a 
warehouse receipt as collateral. As in the case of ordinary single
name borrowing, the underlying security is goods, but there is 
a difference in that the warehouse r~eipt is issued against spe
cific goods held in storage; where the ordinary single-name com
mercialloan is based upon the general assets of the borrower, a 
loan protected by a warehouse receipt is based upon the specific 
assets. Moreover, the holder of a warehouse receipt, like the 
possessor of a bill of lading, has control of the dispositipn of 
the goods in question. 

Wherever it is convenient to do so, the warehouse receipt is 
employed as a basis of credit. We have already seen that it is 
impossible for a manufacturer to so use materials that are in 
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process of manufacture; and that, similarly, it is usually im
possible for a merchant to use his merchandise as collateral for 
a loan for the reason that it must be on display. But certain 
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kinds of goods, notably whiskey and other beverages (in the 
past?), grain, cotton, hides, sugar, canned goods, etc., are com
monly held for considerable periods of time in warehouses; and 
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receipts against such goods are well adapted to serve as col
lateral for loans. The warehousing business has developed very 
rapidly in recent years, and accordingly loans on warehouse 
receipts as collateral have been rapidly expanding in volume. 

Improving legislation is, moreover, rapidly placing the 
warehousing business upon a secure basis. In recent years vari
ous states have passed warehousing laws and installed systems 
of licensing and inspection so that warehouse receipts have be
come among our most reliable forms of commercial instruments. 
A United States Warehouse Act" was also passed on August II. 
1916, which provides for the issuance of licenses by the Secre
tary of Agriculture for the operation of warehouses for the stor
age of agricultural products. The license brings the operation of 
the warehouse under an inspection service of the Department 
of Agriculture and makes it incumbent upon the owner of the 
warehouse to give bonds for the faithful discharge of his obliga
tions to the owners of commodities placed in his custody. The 
inspection service includes an examination of the warehouse be
fore the license is issued, and from time to time thereafter, to
gether with an examination of the competency of the warehouse
man in classifying, weighing, and certifying the produce received. 

Every warehouse receipt issued under this law shall state 
the following things: (a) location of warehouse; (b) date of 
issue; (c) consecutive number; (d) to whom deliverable; (e) 

rate of storage charges; (f) description of products; (g) grade 
or other class; (/r) that it is issued under the United States 
Warehouse Act; (i) the interest of warehouseman, if any; (j) 
advances and liabilities for which warehouseman claims a lien. 

Warehouse receipts, like bills of lading, are documents of . 
title to the goods in storage. They are sometimes negotiable and 
sometimes not, depending upon the conditions under which they 
are issued. Like bills of lading they are not substitutes for cur
rency and do not embody all the requisites of a full-fledged 
negotiable instrument; they do not call for payment in money, 
for example, but only for the delivery of certain specified goods. 
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A copy of an ordinary "negotiabl!l" warehouse receipt is shown 
below. 

Wilh bills 0/ lading and warehouse receipts as security, as 
with stocks and bonds, 'he bank usually requires /J margi,. of 
sa/ety.. That is to say, on a bill of lading or warehouse receipt 
of high standing and against a commodity which is not subject 
to wide fluctuations in value, such as grain and cotton, the bank 
may lend as high as 90 or 9S per cent of the market value of the 
produce against which the receipt is issued. 

It may also be pointed oui that the giving of collateral in 

WAREHOUSE RECEIPT 

the form of a bill of lading or warehouse receipt is not required 
by the bank on the ground that the loan would otherwise be 
unsafe. Indeed the business out of which warehouse receipts 
and bills of lading grow is essentially commercial in its nature. 
The .use of warehouse receipts and bills of lading as coI1ateral 

• for loans is mainly attributable to their convenience for the 
purpose, and to the fact that through their hypothecation as col
lateral security the borrower is enabled to obtain somewhat 
larger advances than would otherwise be the case. Indeed, prod
uce'dealers are commonly granted large loans on their single
name notes-granted a "line of credit"; and it is only when 
loans'in excess of this amount are desired that the coI1ateral is 
required •. 
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8. Investmellts in stocks, bonds, short-term notes, mort
gages, etc.-Investments in securities are not listed among the 
types of loans in the table on page 349. An investment, how
ever, does represent a loan of funds quite as truly as any of the 
lending operations that we have been discussing, the only real. 
difference being the length of time for which the credit is 
extended. 

In general, it may be said that the investments of commer
cial banks in stocks are negligible in amount. Because of the 
wide· fluctuations to which stock values are subject, it is re
garded as bad banking practice to hold shares, except tempora
rily, .as a means of salvaging bad debts. But most commercial 
banks have long followed the practice of investing a consider
able portion of their assets in high-grade bonds, and to a lesser 
degree in mortgages, warrants, etc. The following table shows 
the amount and character of bond and stock investment hold
ings of the national and state banks of the United States on June 
30 ,1929. 

INVESTMENTS OF COMMERCIAL BANKS· 
(In Thousands of Dollars) 

ALL NATIONAL BANKS 
United States bonds ........................... $2,803,860 
State, county, or other municipal bonds ..... ·... . . 757,207 
Railroad bonds. . . . . . . . . • . . • • • . . . . . . . . . . . . . . . . . 592,203 
Other public-service corporation bonds. . . . . . . . . . . 694,412 
All other bonds... ••.•...........•.•. . . .. . . . . . 881,355 
Claims, warrants, judgmcn~s, etc ...... : . . . . . . . . . 120,941 
Collateral trust and other corporation notes. .. . . . . 119,010 
Foreign-government bonds..................... 244,269 
Other foreign bonds and securities. . . . . . . . . . . . . . . 249,807 
Stock, Federal Reserve banks. • . . . . . . . . . . . . . . . . . 93,012 
Stocks, all other.. . ...... ... . .. . . . . .. . . .. . . . . . . 1000459 

Total. .......•......................... $6,656,535 

14,437 STATE BANKS 

United States bonds ........................... $ 571,806 
State, county, and municipal bonds. .. .... .. ... .. 318,325 
Railroad and public-utility bonds.... . .. . ...... .• 161,642 
Other bonds, stock, warrants, etc ................ 2,032,899 

Total. ................................. $3.084,672 
• R"por' 01 Complrol/" 01 Cu"tftry 1929. pp. 43. 90. 
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In this chapter we have merely been presenting the facts 
as to the nature of commercial bank loans and investments; 
there has been no attempt to consider the wisdom of this or that 
particular type of credit extension, or the results of the loan 
policy of banks upon the safety and efficiency of the commercial 
banking system in general. These issues will be considered in 
subsequent chapters. 

QUESTIONS FOR DISCUSSION 

I. GENERAL CONSIDERATIONS 

I. Are the banks of your community national or state institutions? As
certain by local inquiry why they were organized under state or na-
tional Jaw, as the case may be. . 

2. Are there any private banks in your community? If so, are they IlUb
ject to state supervision of any kind? 

3. Enumerate as many ways as you can in which the commercial banks 
of your community render· services to their customers. Which do you 
regard as of greatest importance? 

4. Do you keep your own financial accounts by means of a check book 
and a monthly bank statement? If not, why not? 

n. ANALYSIS OP COMMERCIAL BANKING OPERATIONS 

5. What is the difference between loans and discounts? "All discounts 
are loans but not all loans are discounts." Explain this statement. 

6. What is the difference between bank and true discount? Figure the 
b:mk and the true discount, respectively, on $100,000 at 6 per cent for 
three months. 

7. What is an overdraft? Why is it listed as an asset? 
8. In what different ways do commercial bank deposits arise? Which is 

the more common? 
9. It is sometimes stated that a commercial bank lends out the funds of 

. its depositors. Do you think this an accurate and an adequate state
ment of the nature of commercial banking operations? 

10. "The commercial bank acts as an intermediary between lenders and 
borrowers. It collects .funds from certain people and lends them to 
others." Do you agree? 

J J. "The commercial bank assembles cash resources from original capital 
contributions, from earnings, and from (cash) deposits, and oll the 
basis 0/ these cash resources it makes loans and creates deposit ac
counts ... · Do you agree? 
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12. Indicate the changes in a commercial bank's balance sheet that would 
result from the following operations, using plus or minus signs as in the 
problem on page 324. . 
a) Discount a promissory note of $100,000 for two months at 6 per 

cent. Assume that the borrower does not wish to withdraw his 
funds in actual cash. 

b) Assume that a depositor writes three checks against his account, 
each for $30,000; one of them is deposited in this bank; one in 
another bank in the same community; and the third in a bank in 
another town. 

c) The loan made in (a) above is paid at maturity in the following 
manner: (I) one-half by check against the borrower's account in 
this bank; (2) one-eighth by a certified check of a depositor in this 
bank; (3) one-eighth by a cashier's check on another bank in the 
same city; (4) one-dghth by a bank draft on New York; (5) one
sixteenth by notes of this bank; and (6) one-sixteenth by cash. 

d) Receive a deposit of $25,000 composed of the following items: 
(I) $5,000 in cash; (2) $5,000 in checks on other banks, members 
of the same clearing house; (3) $5,000 m drafts on an out-of-town 
bank; (4) $5,000 in notes of other national banks; and (5) $5,000 
in checks on this bank. . 

e) Make a loan of $10,000 to Mr. X in the form of an issue of b3nk 
notes. Assume the price of 2 per cent government bonds to be $101. 

f) Purchase $10,000 in bonds, paying for them by cashier's checks. 
g) Declare a semi-annual dividend (using the figures of the national 

bank statement on p. 335) of 10 per cent, crediting one-h~lf of the 
amount declared to the accounts of stockholders who are depositors 
and paying the remainder by drafts on New York City banks. Car
ry the remainder of the undivided profits account to surplus. 

13. In which class of national banks do you find note issue of relatively 
greatest importance? least importance? (See table on p. 344.) How do 
you explain this? 

14. How do you explain the relative decrease in the volume of national 
bank notes in all classes of banks between 1870 and 1924? Who deter
mines in practice whether a bank shall issue notes or create deposits 
when making a loan? 

'III. ANALYSIS OF COMMERCIAL BANK LOANS 

a) The Various Types 0/ Loans 

15. "The pivotal thing in sound banking is the character of a bank's 
loans." Why? 
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16. Which is the more significant classification of bank loans. by time or 
by the dlaracter of the security? 

17. Study the classification of bank loans on page 349 and draw up a 
statement of the points Df significance and interest. 

18. What is the meaning of the last two items in this classification of 
loans? 

19. X, a real estate dealer, borrows $10,000 from a bank for three months, 
. giving all security. a mortgage on real estate which he purchases with 

. the money. Is this a commercial, investment, or speculative loan? 
20. X Railroad Company borrows $100,000 rrqm a bank on six months' 

time, giving the bank its unsecured promissory note: (a) the com
pany uses the funds in buying 4:quipment; (b) the funds are used for 
meeting operating expenses. Is this, in each case, a commercial or an 
investment loan? 

21. Would it make any difference in the preceding example if the loan 
were secured by collateral? 

22. A bank'lends a lawyer $1,000 for two months on his single-name 
promissory note. Is this a commercial, speculative, or investment. 
loan? Suppose the note' were indorsed: would this change its nature? 
What if collateral were required? . 

23· J.·P. Morgan and Company borrows $100,000 from a bank for three 
months, putting up stocks and bonds as collateral. Is this an invest
ment, speculative, or commercial loan ? Are the funds used as working 
or fixed capital by J. P. Morgan and Company? "'nat is the ultimate 
disposition of the rilDds? 

24· A manufacturer borrows for three months $20,000 with which to buy 
raw material, giving his unsecured note to the bank. Is this a com
mercial or an investment loan? 

25· A producer of raw materials borrows for ninety days $20,000 and uses 
the funds to meei pay-rolls. Is this commercial or investment borrow-
ing? . 

26. A wholesaler discounts at his bank a trade acceptance, due in sixty 
days. Is this an investment or a commercial loan? 

27· A retailer borrows $10,000 from a bank on his sing\e~name promissory 
note for three months and uSes the runds in erecting an addition to his 
store. Is this a commercial or an investment loan? Would you hold 
that a commercial bank should never make such a loan without col
lateral security? 

28. A bank makes a loan to an individual who uses the money in perfect
ing an invention on which he hopes to realize a fortune. 1;I0w should 
you classify such a loan? 

29. A bank lends money to a man who is a promoter of industrial com
binations. How should you classify such a loan? 
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30. What sort of loan should you call one to a country preacher? to a new 
doctor in a small town? 

31. What are "character loans"? 
32. How should you classify a loan made to a broker on tbe stock ex

change? 
33. Should you regard a loan to the son of a retired merchant on the basis 

of his father's good reputation a safe loan? Would it be wise to make 
many such loans? Should collateral be required? 

34. Is the significant element in a "commercial" loan the short duration or 
the use to which the funds are put? 

35. Why are commercial loans commonly of short duration? Strictly 
speaki\lg, what principle should gov.em their duration? 

NOTE.-The student should reserve final judgment on this ques
tion until after he has studied chapter xxiii, particularly pages 491-93. 

b) Singz'e-Name versus Double-Name Paper 

36. In the case of a loan on a single-name promissory note, who owns the 
note? Who owns an indorsed note? 

37. Who owns notes that are deposited as collateral for 102ns? 
38. X brings to the bank a promissory note of Y and indorses it over to 

the bank. As a banker, would you base your confidence tbat the loan 
would be paid on X or on Y? Which one is primarily liable? 

39. Whic1i should you prefer to have, an indOl;sed promissory note or trade 
acceptance arising from a specific and already consummated sale of 
goods from X to Y, or a single-name promissory note of X who pre
sents a financial statement showing total quick assets equal to four 
times the total current liabilities? 

40. In general, do you see any inherent advantage in basing a loan on a 
specific transaction of a given business man rathe.r than on his trans
actions in general, as revealed by his financial statement and profit
and-loss ·accounts? If so, what? 

41. Classify, in the order of their importance, the various sources of credit 
information that are available to a bank. 

4Z. What is the supposed especial advantage of loans on trade accept
ances? Is.a trade acceptance superior in any way to a trade note? 

43. As a banker, should you discount trade acceptances, without regard to 
the general financial standing of the borrower? 

,) Loans on C oUateral 

44. Who owns the collateral during the life of the loan? 
45. In what respects is mortgage collateral inferior to bonds and stocks? 
46. Why are not promissory notes more commonly used as collateral (or 

bank loans? 



FINANCIAL ORGANIZATION 

47. Name as many reasons as you can: why collateral may be required. 
48. In the, case of loans to investment bankers and stock exchange opera

tors, is collateral security indispensable to a safe extension of credit? 
49. Indicate the changes on a bank's balance sheet that would result from 

the following collateral loaning operations: 
a) A loan of $40,000 for three months at 6 per cent is lI\.'\de on the 

basis of collateral composed of bonds and stock, the margin beinlli 
20 per cent. • 

b) The foregoing loan is paid at maturity by a check on this bank. 
Mea~while the value of the collateral had shrunk until the margin 
was only 10 per cent. 

e)-Thl; bank makes a $50,000 call loan, the call rate at the moment 
being 6 per cent. Collateral is deposited witb a market value of 
$60,000. 

d) The bank calls the foregoing loan (e) and the broker is unable to 
pay, whereupon the bank sells the collateral for $55,000, receiving 
in payment a check on another bank in New York. The loan had 
run for th'rty days, and the call rate during this. period had aver
aged 8 per cent. 

so. What governs the rates on call money? How do they compare at 
present with other rates? 

5 I. How is it ever possible for an individual to pay as much as 100 per 
cent for the use of monel? . 

:'2. How can banks afford to accept only 2 or J per cent on money loaned 
at call? Are they not losing on such money? 

53. What is tbe difference between the demand loans of banks outside of 
New York and the eallloans in New York? 

54. How do you account for the different rates on the different types of 
loans, as shown by tbe chart on page 3651 

~5. What is tbe purpose of "overcertification"? of "morning loans"? Arc 
tbe latter any safer than overcertification? 

56. How large a margin should be required with tbe follawing collateral: 
(a) unlisted common stock of a good, substantial concern? (b) listed 
preferred stocks of an industrial corporation? (e) railroad bonds? Id) 
murucipal bonds? (e) grain warehouse receipts? 

57· What is meant by "mixed" collateral? Is there any advantage in it? 
58. Do you see any objection to making collateral loans for fixed-capital 

purposes? 
59. In what respects does a bill of lading differ from other collateral? 
60. Should you prefer a bill of lading as collateral to stocks and bonds? 

Why, or wby not? 
61. Could produce dealers and others wbo borrow on bills of lading as 

collateral not obtain loans on their unsecured notes? 
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62. As a banker, should you grant loans more readily and for larger 
amounts where bills of lading were given as security? Why, or why 
not? 

63. In what respects does a warehouse receipt differ from securities as col
lateral? . 

64. As a banker, should you refuse to lend to, say, a produce dealer except 
upon the deposit of a warehouse receipt as collateral? 

65. Should you lend a larger sum with than without'lL warehouse receipt 
as collateral? Should you grant any lower rates? 

66. Do you think it probable that warehouse receipts and bill.s of lading 
are used as collateral whenever they are available for the purpose? 
Why, or why not? 

d) Investments 01 Commercial Banks 

67. Study the financial statement of your local banks and ascertain how 
many different types of investments they hold. 

68. In what respects are bonds better investments for commercial banks 
than stocks? than mortgages? 

69. In what respects are short-term notes superior as bank investments to 
bonds? 

70. Why are United States certificates' of indebtedness a popular form of 
bank investment? 

71. Why are bonds with an early maturity date regarded as particularly 
desirable types of bond investments for co'mmercial banks? 

72. Do you see any general disadvantage in investments as compared with 
collateral loans ? 

73. Should you support the doctrine that commercial banks should not in
vest in securities and thereby furnish funds for fixed-capital purposes? 

NOTE.-Finai judgment on this issue should be reserved until after 
chapter xxiii has been read. 
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CHAPTER XX 

C;Ol\[MERCIAL BANKING AND THE 
FINANCING OF FOREIGN TRADE 

In the foregoing discussion of the practical operations of com
mercial banks, the analysis related primarily to the part these in
stitutions play in financing local or domestic business require
ments. In the present chapter our attention will be specifically 
directed to the relations of comuiercial banks to the financing of 
foreign commerce and industry. 

I. FINANCING EXPORT TRADE 
In illustrating the principles of foreign exchange in chapter 

ix, it was assumed that the American exporter would customarily 
draw a bill of exchange on the foreign importer; or on a (London) 
bank designated by him. This was in fact the a1most universal 
practice prior to the establishment of' the Federa1 Reserve S)'S4 
tem. For example, an exPorter of wheat from the United States 
under a letter of credit characteristically drew a bill of exchange 
on an English bank-a bank that had been designated by the 
importer of the grain. This accepting bank cllarged the importer 
a commission for the loan of its name; and the British banks 
which have specialized in this acceptance business have found it 
a .source of remuneration that has long been coveted by American 
bankers . 

. It should be noted that while the bill of exchange was drawn 
against a foreign brulk., the .seIler of the grairi, in case he desired 
his funds immediately, took the draft, with bill of Jading and 
other shipping documents attached, to his bank in New York or 
Chicago and had it discounted. While American banks thus first 
advanced the funds, the bill.s were typically soon sent to London, 
where they were carried by London banks which henceforth re
ceived the interest thereon. 
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The use 0/ "dollar" export credits is steadily growing. The 
Federal Reserve Act of 1913, with amendments, has made it pos
sible for national banks to accept drafts drawn for the purpose of 
financing foreign trade, both exports and imports.1 American 
banks are therefore now in a position to compete with British or 
ather European banks, in financing both direct sales to Europe 
and' shipments to South America, or other areas where banking 
facilities are not well d~veloped. Suppose A in Chicago sells goods 
to B in London and requests B to arrange it so that the bill may 
be drawn against a New York rather than a London bank. The 
bu)(er in London accordingly goes to hiS London bank and asks 
the bank to open for him a dollar credit with some New York in
stitution. If the credit standing of the British importer is satis
'factory, the bank will agree to arrange a dollar credit with its 
correspondent bank in New York. It thereupon writes or cables 
to its correspondent in New York asking that a credit be opened 
for, say, $10,000 in favor of A, a Chicago exporter. In this ar
rangement the terfns on which the exporter is to be allowed to 
draw upon the New York bank are set forth and the documents 
that accompany the draft are designated. As soon as the exporter 
has been notified that a credit has been arranged with a New York 
bank, he draws a draft for $10:000 on the New York bank, and 
then discounts it at his local bank. The Chicago bank in turn 
sends the draft. to New York for payment. The attached docu
ments are .then sent by the New York bank to its correspondent 
in London, which turns them over to the importer in 'order that 
the goods may be claimed and released. 

The bill in these cases may he a sight draft, in which case it 
is paid before the documents are given up. But if it is a time bill 
payable, say, in sixty days, it is obvious that the London bank in 
parting with the bill of lading is running some risk of loss. If the 
bank has any doubt as to the credit standing of the importer, it 
will retain control of the merchandise as security and parcel it 
out to the importer as partial payments on the amount due 3!e 

1 State banking legislation shortly fell into line with the Federal Re
serve Act and authorized state banks to make acceptances. 
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made-in accordance with the terms of a trust receipt, or, it may 
be, merely on terms laid down in the letter of hypothecation. 

It will be noted that in this case both the London and the 
New York banks receive commissions for services rendered: the 
London bank for arranging with its correspondent in New York 
to accept the draft, and the New York bank for its service as 
acceptor. In general, it may be said that the commissions are 
about equally divided between the British and the American 
banks. The size of the' commissions, of course, varies in different 
cases, depending upon the risks involved and the length of the 
credit extended. . 

Similarly, in financing trade transactions between the United 
States and South America; it is no longer necessary to call upon a 
.London banking house to accept the drafts drawn under letters 
of credit. They may now be drawn directly upon American bank
ing institutions. In this connection there has arisen a particularly 
interesting use of the commercial letter of credit, known as the 
system of "re-financing." Let us assume that X in New York has 
sold structural materials of iron and steel to Y in Uruguay. Since 
the foreign exchange facilities between Uruguay and New York 
are not well developed, it would be practically out of the question 
for the importer in Uruguay to buy in Montevideo a draft drawn 
in dollars, which he could send to X in payment. And since the 
banks of Uruguay are not well known in the United States, it is 
also not practicable for the American exporter to drjlw a draft 
upon a designated Montevideo bank. At the same time, it will 
be seen that a draft drawn against the importer in Uruguay could 
not readily be discounted in New York. Accordingly, the exporter 
arranges with a New York bank an export letter of credit, under 
which he may draw a draft upon the New York bank. 

The distinguishing feature of this operation is that it in
volves the drawing of two bills of exchange, the one a trade draft
and the other a bank draft. Concretely, the exporter first draws 
a mercantile bill of exchange on the importer in Uruguay. This 
instrument, together with the bill of lading and other shipping 
documents, is turned over to the New York bank which arranges 
the export credit, and is then forwarded with the shipping docu-
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ments to a bank in Uruguay., Meanwhile, a second draft is drawn 
by the exporter upon the New York bank,-this as a means of 
enabling the seller of the goods to obtain immediate command of 
funds. It may be noted, also, that the bank draft runs for a 
somewhat longer period than the mercantile in~trument, the pur
pose of this being to insure ample time to receive from Uruguay 
the funds which the New York bank uses in meeting at maturity 
the draft which it has accepted. The importer ~n Uruguay may 
of course send his remittance in the form of a bill of exchange. 

It is argued that the use of dollar exchange encourages ex
port trade. The drawing of dollar credits, it is said, enables the 
American exporter to avoid paying commissions, shifting this 
burden to th~ foreign importer. This common argument, how
ever, overlooks the fact that the question of commissions is usu
ally ironed out in the terms of contract between exporter and 
importer. While it may appear to the exporter that the use of 
dollar drafts relieves him of commission charges, such is not 
necessarily the case. 

There is more point to the argument that the use of dollar 
exchange encourages foreign export trade through simplifying 
the financial side of the operation for the American dealer. While 
the development of exchange facilities by American banks in the 
last twenty years has made it possible for anyone acquainted 
with the process readily to arrange export letters of credit and to 
discount with banks the bills of exchange drawn against foreign 
banks, many American business men desirous of engaging in ex
port trade are not familiar with the foreign exchange mechanism, 
and they accordingly hesitate to enter into operations which in
volve perplexing exchange computations. When bills are drawn 
in dollars, however, the exporter knows exactly where he stands; 
he is dealing with his own money; h'e feels on certain ground. 
Moreover, the arrangement does enable him to shift the "risks 
of exchange" 'to the foreign importer. . 

II. FINANCING IMPORT TRADE 

The financing of American imports, until recent years, was 
done almost entirely by foreign banking institutions, principally 
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British. Until after the passage of the Federal Reserve Act a 
British exporter to the United States could not draw a bill of 
exchange against a New York bank. And he would not draw on 
an individual in New York because of the difficulty in disposing 
of such a bill at a reasonable rate-unless the individual importer 
chanced to have an international reputation. It was accordingly 
much cheaper for the exporter to receive a bill drawn on a London 
bank; for this cQuld be promptly discounted at a low rate in the 
London discount market. And even were a draft accepted by an 
AMerican importer of international reputation, it could still not 
be discounted in the London market on as favorable terms as 
London bills. Through the use of Lon<lon bills the British ex
porter was, moreover, enabled to avoid the "risks of exchange," 
that is, changes in the rate of exchange between the two coun
tries; for if he possessed a British bill, payable in sterling in Lon
don, subsequent changes in the rate of exchange would not affect 
the volume of funds which he would receive. 

Commercial letters oj credit ue widely used in financing 
imports. The financing of import trade has been typically effected 
through the use of an extremely interesting financial device, de
veloped during the past forty years, and known as the "commer
cial letter of credit." A concrete illustration will reveal the nature 
of this form of credit operation. 

Suppose an importer in New York desires to buy $10,000 

worth of silk f~om a firm in Hongkong. The American importer 
is not known to the Chinese exporting house, and it is out of the 
question for the Chinese exporter to draw a bill of exchange upon 
the New York importer. and secure the funds by discounting th.e 
bill at a· Hongkong bank. Moreover, since the importer's credit 
standing is unknown ·to the Hongkong merchant, the latter can
not well afford to take the chance of shipping the goods on credit 
and waiting, say, six months for payment. An arrangement is 
therefore made whereby the credit of the New York house is, in 
a sense, ~aranteed by a financial institution iIi which the Hong
kong exporter may have confidence. 

The New York importer goes to his banker and secures a 
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commercial letter of credit. The letter of credit is addressed to the 
exporter, and it authorizes a bank, say, in London, to accept the 
six months' sight drafts of the Hongkong exporter of silk up to 
a certain total sum and under certain prescribed conditions, per
taining to the attaching to the draft of bills of lading, insurance 
certificates, etc., these terms all being set forth in the letter of 
credit. The banker in London is of course notified that the letter 
of credit has been issued. The letter of credit itself is sent to the 
Hongkong exporter. Not until the receipt of this letter of credit, 
which (when confirmed by the London bank) assures him that a 
responsible financial house is willing to accept drafts drawn upon 
it and specifies the terms on which the goods are to be shipped, 
does the Chinese exporter proceed with the shipment of the silk. 

As soon as the goods have been shipped, the exporter draws a 
bill of exchange on the London bank, pins to it the bill of lading 
and the insurance certificate, and then takes the draft to his local 
bank in Hongkong, wher~ it is discounted. The whole transaction 
is then closed so far as the exporter is concerned. It may be added 
that the Hongkong bank will have no hesitation in buying the 
draft, because it can either sell it to Chinese importers who must 
make remittances to London or sell it to London directly for 
collection. It may be added, also, that the development of the 
American acceptance market would not necessarily lead to a gen
eral practice of drawing on American banks in this connection, for 
the reason that American bills would not be in active demand in 
Hongkong, the financial relations of which are primarily with 
England, and also because of the lower discount rate that charac
teristically obtains in the London market. 

The goods are meanwhile on the way to New York. The 
draft, with bill of lading and insurance certificate attached, is 
now sent by the Hongkong bank to its correspondent bank in 
London, which presents it to the bank that has agreed to accept 
it. It is accepted and marked payable at a definite date, say, 
April I. When the draft is accepted, the bill of lading and insur
ance certificate are detached (in case it is a "documents accept
ance" as distinguished from a "documents payment" instrument), 
the accepted bill is returned to the bank t)lat presented it, and the 
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bill of lading and insurance certificate are sent to the New York 
bank which originally arranged the commercial letter of credit. 
It may be noted that the accepted draft (bank acceptance) may 
be sold by the bank which has it in its possession to other banks 
in London, or to individuals desiring high-grade short-term in
vestments. In fact, such an acceptance often changes hands many 
times during the interval between the date of acceptance and the 
date upon which it is due. 

By the time the bill of lading and lnsurance certificate have 
reached the bank in New York, the consignment of goods may 
also have arrived there. The New York bank therefore turns the 
·bill of lading and insurance certificate over to the importer of the 
silk, thus permitting the importer to secure the release of the 
goods and offer them for sale" It will be noted that unless the in
dividual can secure possession of the goods he cannot sell them, 
and if he cannot sell them, he cannot well turn over to the bank 
with which the letter of credit has been arranged the funds neces
sary to pay the London discounting bank. For it must be remem
bered that in the last analysis it is the importer who does pay for 
the goods. Concretely, the process of payment is as follows: 

The importing house pays to the New York bank $10,000 

some time before April I. The New York bank turns these funds 
over to the London accepting bank before April I. On April I the 
London accepting bank pays $10,000 to whatever individual or 
bank may present the bill for payment. It will be seen, however, 
that if the importer fails to put the bank in funds before it has 
to remit to London, the New York bank will have to advance the 
funds out of its own resources. And, in turn, if the London bank 
did not receive funds from its New York correspondent before 
April I, it would have to pay the bill out of its resources. Both 
banks, therefore, assume some risk; and as compensation each re
ceives a commission; the amount varying but being commonly 
from one-fourth to one-half of I per cent of the amount of the 
bill for every thirty days that it runs. 

• In the case of long shipments duplicate documents are often sent di
rect to New York, in order that the importer may not be delayed in obtaiD
ing possession of the goods.. 



TRUST RECEIPl'. 

RECEIVED from the GUARANTY TRUST Co. OF NEW YORK the following 

rS~~ .. ~~~ .. ~.~.~~.~~~: .. ~~e~ .. ~~~~7.~.Dl:'~t~~ .. ~ .. ~~~ .. ~~ .. ~~ .. ~~~~: .. ~~ 
m .. rked and numbered as follows: 

and; in consideration thereot, {_1_} BEREBY AGREE TO BOLD BAlD GOODS IN 
we 

TRUST tor them, and as their property, with liberty to sell the samE! for their 
account, and further agree, in case of sale to hand the proceeds to them to 
apply aJaillSt the acceptances of the GUARANTY TRUST Co. OF NEW YORK on 

{ my account, under the terms of the Letter of Credit Nou ................... issued 
our 

for { my } account and for the payment of any other indebtedness of 
our 

{
• ·mine } to the GUARANTY TRUST CO. OF N"EW YORK. 

ours 
The GUARANTY TRUST Co. OF NEW YORK may at any time cancel this 

trust and take possession of said goods, or ()f the proceeds of such of the same 
lIS may then have been sold, wherever the said gooOs or· proceeds may then 
be found and in the event of any suspension, or failure, or assignment for the 

benefit of creditors, on { my } part, or of the non-rul~ent of any obli-
our 

gation, or of the non-payment at maturity of My acceptance made by { : } 

under said credit, or under any other credit issued by the GUARANTY TRUST 

Co. OF NEW YORIt on { my } account or of ·any indebtedness on { my } 
our . our 

part to them, all obligations, acceptances, indebtedness and liabilities what
soever shall thereupon (with or without notice) mature and become due and 

payable. The said goods wrule in { :~ } bands shall be fully insured against 

loss by fire. 

Dated, New York City, ....•... , ............................................... 191 

(Signed) ............................................... k_kkkk .................. . 

£ ........................................ flj:g. 
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LE'ITER OF CREDIT AGREEMENT 

T. ,,,, NATIONAL BANK OF TilE REPU~UC. 

C"lup, __________________ __ 

Hm., rftriwtl fro. :I" t",,.. ./ Crw4/, No. __________ _ 
for ____________________________________________ _ 

.,, __________ copj .f."kll II 6""";1" ... _'II.J ____ -A1, .... :I 

." .. '" its _ ft4 i. ClJlUi4_liotI ,,,_, Ji., .. J _________ -'", m __ 

,.. f." lIfO 4,.,,9 Of' 4,."n. 4,.".", ,,,_.4". 4Ap 'rln 
II .aIMril:1 '''_I. tI' ,'" _, rail ef __ ,. for finNloa Bad",,' Bill&. I,,. 

______ ' rum, ,n. :108 II l,mM ~J.i • •• 4 IiIII .. .0 z-6 .. ,!","1I11rdi# 

(_4 ,'" JlfWaIb 1ft_I) for ."ic" :/D • .ut:I '- l1li4 IIr ""- a4w -:I .. ,"' .... ,. 
•• 4" ,It Is _iii" ft4 •• 1111 ",HeiR ./Iiu.r.r.u (,.,"k ... ..;.· _____ ..,..,_ to .,td) 
•• """ ,tltJlb or ,.,..."""tIbI to _ II .... ' '!fBiM' II _ :1H" ""_ or .. ,..,.. 

"' .. " •• 4w '''18 -'i' . .,4 •• IIlI Jil,. ./Wi., t/wII for _'. lllil" "," __ .. 4 
•• ''''';1:1 to IOJ. IOUnsi .. .u '.18,. ... / "" _ ., 4U-/loa, for ,oar UCllril:1 or 

1ii,.6om .... ". _4 ,. ~.'Iart • • " ... , ..... iNC/.41", co ...... for .. .'. .u ,_,., 
A.4 ____ f.r'''" .". II tiw ,.. _, 1III.41liolllli -.ril:1 Iftll' .ut:I H ,u..1h4. 

A"i "",,," Iki,. II :108 .. -.ril;, for _, .,,," Irul.b,"-

llureof 4/I6r ".,nil", for ,i. t/&Uftl- a4w Iftll _di,. .W. /,,,,i" _1',rU. ,.. to 

_ .. I Iftll h,m./ ~41' III _, Ii_ II "" .",., II &ftIIlI.", '-Hn _4.,.. .I11III 

""Ii .... 1_iotI is reuiw4 6, "" _. nil H/itoIiotI ,. II _1ifnIII' Ia foru .. J ,. 

b, II"Hub.'. , • • U _Ii .... ""tlllil.'uIlla4ht, lIfO da" Ia ,''' Iadiflitl .. 11 ,.-ftOI/lIf 

,~._,",,'" p." ,."us ;. tftb _"." or .",," 0/ 1Jut., or .. dill ., '''' _./ 1ft;, 

_411, .".111 .. I8Cft d_,. afto/J "'"' fro- "" ___ ./_ " .... _ "",..... or 

fro- 1ft, 411J111 or _w.. ./_, 1_ or ~ 

y .... -ICI/rJ/J. 
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'/Oo.ooo-u:S.C. 

Import Letter of Credit (Dollars) 

Guaranty Trust Company of New York 
Foreign Department 

New York, __ .!:~=d>rtuJru~::.!!..!.lI!.!,..!,::.OI"O:..--_ 

Mea.,. •. John D~ tt Compa"", 

Dl!arSino: 

At lbe request and for the """"""t of 
Afeurr, Jo1r.1UOft Craw/tmI d:' Company, NnD York 

___________________ we hereby authorize you to value on 

Guaraqty Trust Company of New York. New York . 

• t ____ .!.~~our~(!:!.,:!.) .!!M~onl~Jo.~IIi~aht~ ____ .JI~r the sum or sums not exceeding a total of 

0 .. Au"",ed 1/,,,,.,,,,,,,, doU ... " (1/00,000) . 
accompanied by commercial invoice, consular invoice. b~ of lading Manne and war-risk. in

lUran« r",ijirn~ •. 

representing:_--!m~'~I.c!;~nrur~ ..... ~~a'!:nd~f'!!ng~· !:!ht~--"hipment of Raw ~ilk from YoktJharna.. Japan. 10 

NOtIJ y.,t 

Bills of lading for such'shlpmenL. mu.t be i!rawn to the order 01 GuaNm/y Tnuol Company of 
New York. NOtIJ yOrk 

" COPY OJ' THE CONsULAR 1NV01CB AND ONE BiLL OF UDINO MUST BE BENT BY THE BANlt 
NEGOTIATING DRAFTS. DIREC'7 TO OU.ABAHT1' TRUST COMPANY OF NEW YORK. NEW.YORK. 

The amount of each <!rart negotiated mu.t be endorsed hereon. 

We hereby agree with bona fide holders that all drafts drawn by virtue of this Credit, and in 
accordance with the above stipulated terms. shall meet with due.hODQr upon presentation at 'the 

Guaranty Trust Company of New York, !'ew York,. if drawn and negotiated prior to May". 

1919 

Cuaranty Trust Company of New .York 

N. B. Drafts drawn under tbjs Credit must bear 
the clause .. drawn under Letter of Credit 

No IS4667 Dated Ftbnuuy II. tnlO" 
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It will be seen that after the London bank parted with the 
bill of lading and insurance certificate it possessed no document of 
title to the goods; it merely relied upon the good faith of its New 
York correspondent. Here is credit in its most highly developed 
form. 

In tum, when the New York bank turned the bill of lading 
over to the importer it no longer possessed title to the goods. An 
arrangement has been developed, however, whereby the banker 
does have more than an unsecured promise to pay, even though 
he parts with the bill of lading which constitutes .the title to the 
goods. For when the bill of lading is offered to the importer, he 
gives to the bank a "trust receipt," which states that he has re
ceived the merchandise and that he will sell the goods and turn 
the proceeds over to the bank before or at maturity of the biII of 
exchange. Trust receipts are of various sorts; but it is usual for 
them to specify that the merchandise is to be kept separate from 
other merchandise held by the firm, and that the specific funds 
derived from the sale of the goods are to be turned over to the 
bank. On page 387 is presented a copy of a typical crust re
ceipt. The "letter of credit agreement" also i!1cludes provisions 
designed to protect the interests of the bank. (See copy on p. 
388.) 

American banks are now participating extensively in financ
ing import trade. Since the modification of our banking laws has 
permitted American banks to make acceptances, the process of 
financing imports, like that of financing exports, has entered upon 
a new phase. The exporter to the United States now has the alter
native of drawing his draft either against an American or foreign 
bank, the choice being determined by considerations of conven
ience cind cost in each individual case. (On page 389 is a copy of 
a dollar "import letter of credit.") 

The practice of drawing "dollar drafts" has increased rapidly 
since 1920. As in the case of the export trade, the stability of the 
dollar in the post-war era, in marked contrast to other currencies, 
greatly stimulated the use of dollar credits. Indeed the disorgani
zation of the currencies of other countries enabled American 
banks to attain in a single decade a position in the financing of 
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international trade which otherwise might well have required a 
half-century to achieve. 

III. SPECIAL BA,N:KS FOR PROMOTING 
FOREIGN TRADE 

In order to stimulate foreign trade, particularly exporftrade, 
the Federal Reserve Act authorized not only the making of ac
ceptances by American banks but the establishment of foreign 
branches as well. Under this authorization the development of 
foreign branches has, however, been disappointing-the number 
of foreign branches of American banks in 1929 being less than 
in 1920. 

That the absence of legislation authorizing foreign branch 
banks was not, however, the sole cause of restricted exports to 
South America and other countries may be seen from the fact 
that under the laws of various states it had long been possible for 
state banks to establish branches abroad; and private banking 
houses have always been abl~ to establish such foreign agencies, 
some private banking houses having in fact done so. 

While the advantages of developing branches of American 
banks in foreign countries have no doubt been greatly exagger
ated, it is nevertheless true that the expansion of our foreign trade 
can be expedited in some degree by the development of adeqUal~ 
American banking facilities abroad. The intimate association of 
the branch bank managers with business men and importers in 
foreign countries; together with the acquisition of knowledge on 
the part of American bankers of the credit standing of foreign 
buyers, are matters of first importance in developing overseas 
trade. 

The Edge Act authorized a new type of financial corpora
tion-a specialist in foreign trade and finance. The tardy devel
opment of dollar acceptances and foreign. branch banks during 
the early years of the Federal Reserve System suggested the need 
of additional features to our system of financing foreign trade; 
hence the passage of the Edge Act in December, 1919. 

The features of the Edge law which relate to the furnishing 
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of fixed capital to foreign countries through the purchase of for
eign securities by institutions modeled after the foreign invest
ment trust have been considered in chapter xv. We need there
fore consider here only the provisions of this law which relate to 
the financing of ordinary shipments of goods abroad. 

The general banking powers of the corporations authorized 
under the provisions of the Edge law are as follows: (I) to pur
chase, sell, discount, and negotiate, with or without their indorse
ment or guaranty,. notes, drafts, checks, bills of exchange, accept
ances, including bankers' acceptances, cable transfers, and other 
evidences of indebtedness; (2) to accept bills and drafts drawn 
upon them subject to such restrictions as the Federal Reserve. 
Board may impose; (3) to issue letters of credit; (4) to purchase 
and sell coin, bullion, and exchange; (5) to borrow and lend 
money; (6) to receive deposits outside of the United States, and 
only such deposits within the United States as may be incidental 
to, or for the purpose of, carrying out transactions in foreign 
countries, or dependencies, or insular possessions of the United 
States; (7) to exercise such powers in general as are incidental to 
those conferred by the law, or such .••. as may be usual in 
coruiection with the triIDsaction of the business of banking or 
other financial operations in foreign countrieS, colonies, etc . 

• Finally, these corporations are authorized, under prescribed 
regulations, to eStablish and maintain, for the transaction of their 
business, branches and agencies in foreign 'countries and in the 
dependencies or insular possessions of the United States, at such 
places as may be approved by tlle Federal Reserve Board. 

The Edge law has not been much more successful in promot
ing the expansion of foreign trade through this second type of 
financial institution than it was in the case of the first type dis
cussed in chapter xv. Nearly all of our foreign financing is done 
either through the ~ale of long-time securities by the regular in
vestment houses or through the e.xtension of short-time credits 
by exporting concerns and commercial banks. 

QUESTIONS FOR DISCUSSION 
I. How do you account for the importance of London in the field of in

ternational finance? Do you think that the adoption of the single gold 
standard at as early a date as 1816 has had anything to do with it? 
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2. Can you think of any good reason why American banks should not 
have been allowed to accept bills of exchang~ until very recently? 

3. Why has the London discount rate been characteristically very low? 
4. Using the import let\er of credit case given in the text, show just how 

each party to the transaction makes a profit and how each is reimbursed 
for funds advanced. 

5. Read the copy of the "dollar" import letter of credit on page 389, and 
then show how the American bank in question would finance an impor
tation from the Japanese firm named in the instrument. 

6. Do you think that the trust receipt is of any especial importance? 
Would the bank accept the drafts if it had not found by investigation 
that the importer was good for the amount? 

7. Is it important that the bank should have a claim to the specific goods? 
Answer this in the light of the discussion in the preceding chapter, show
ing the various ways of extending credit: 

8. Why would not an American exporter to Uruguay draw a draft on a 
bank in Montevideo? 

9. Could not the importer in Uruguay pay for his goods by means of a bill 
of exchange on London? 

10. Is it of any particular advantage to the United States to have its own 
banks do its own financing? Do you ohject to our paying toll to Lon
don? Answer in the light of your knowledge of the principles of inter
national exchange. 

II. "Every bank created abroad is the pioneer of national int!ustry and the 
initjal step in uninterrupted relations between the foreign country in 
question and the United States." Do you agree? 

12. "There exist at Rio de Janeiro three German banks who support their 
compatriots, facilitate their .Iiusiness, and form a valuable aid to Qr
man trade. In face of an obscure French and Italian bank only the 
haughty Transatlantic German Bank is capahle of competing in pres
tige with the famous bank of London." Does this seem probable? 

13. "Trade follows the bank even more zealously than the fiag." Do you 
agree? 

REFERENCES FOR FURTHER READING 

Dewey, Davis R., and Shugrue, M. J.: Banking imd Credit, chap. xxix. 
Edwards, George W.: International Trade Finance, chap. v. 
Escher, Franklin: Elements 0/ Foreign Exchange, chap. ix. 
Holdsworth, John Thom: Money and Bankmg, chap. xv. 
Mag~e, James D.: Materials for the Study 0/ Banking, chap. xix. 
Whitaker, Albert C.: Foreign Exchange, chap. vii. 



CHAPTER XXI 

COMMERCIAL PAPER HOUSES AND 
DISCOUNT COMPANIES 

While the chart on page 158 indicates that working capital 
is typically loaned directly by commercial banks to their cus
tomers, it also shows that such credit is often extended indirectly 
-through the intermediation of commercial paper houses and 
discount or commercial credit companies. It is the purpose of 
the·present chapter to reveal the nature and the economic sig· 
nificance of the services that are rendered by these recently 

. developed financial institutions. 
The commercial paper house is an outgrowth of the note 

brokerage business that existed in this country in the early years 
of the.nineteenth century. It was not until well after the Civil 
War, however, that the modern phase of the business developed 
-the phase, that is, that distinguishes the work of the com
mercial paper house from pure brokerage; and its greatest 
growth has come only during the last fifteen ~r twenty years. 
The discount companies are of even more recent development. 
WhlIe some of them purchase accounts receivable from many 
different types of business, these companies, as· we shall see, 
owe their most significant development to the automobile in
dustry and the exigencies with which its financing has been 
confronted. 

A. Commercial Paper Houses 
The early business of note brokerage arose in response to 

a very definite economic need. It was often found by the busi
ness men of a given locality that at times it was impossible for 
them to secure from local banks all the funds which they re
quired; and at certain seasons it was accordingly necessary to 
seek banking accommodation in other centers. And since it was 

394 
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not always possible, or at least convenient, for the borrower per
sonally to arrange for loans at a distance, certain individuals 
seized the opportunity of obtaining commissions by acting as 
brokers in effecting the sale of notes and bills of exchange owned 
by merchants and traders. It should be understood that the 
note broker did not advance the funds to the borrower: he 
merely undertook to sell the customer's paper in return for a 
commission; and in case no sale was effected the paper was 
returned to the borrower. It goes without saying that in order 
to effect a sale the broker usually undertook to convince the 
lending banker that the borrower was a man of high character 
and ability. It must be borne in mind, however, that the broker 
in no sense guaranteed the paper; his service was merely that of 
intermediary between borrower and lender. 

With the rapid development of the country following the 
Civil War and the increasing volume of intersectional borrowing 
that attended the ever widening scale of our economic and 
financial structure, the note brokerage business was gradually 
superseded by the work of the commercial paper house-an in
stitution that has aptly been called a "quasi-banking estab
lishment." Some pure note brokerage business, however, still 
persists. 

I. PRACTICAL OPERATIONS 

The commercial paper house acts as a broker in that it 
brings buyer and seller-that is, lending bank and borrowing 
customer-together, and receives a commission, regularly one
quarter of I per cent of the face value of the note; but it is more 
than a broker in that it advances the funds to the borrower and 
runs the risk of having to hold the paper until maturity. Where 
the note broker merely said to' the borrower, "I will sell your 
note to a bank if I can and charge you a commission for the 
service," the commercial paper house says, "We will advance 
you the funds on your note and then dispose of the note to a 
banker if we can; but if we cannot dispose of the paper we will 
carry the loan until maturity." 
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It should be understood that the commercial paper house 
never desires to hold the paper to maturity, that it seeks to make 
its profits out of the commissions which it receives as middle
man. And since its chance of large profits lies in obtaining com
missions on a very large volume of sales, it will be seen that 
carry!ng paper serves to reduce the profits that can be made. 
In fact, the cases where the commercial paper house does hold 
the paper until maturity are in ordinary times relatively few; 
but in periods of credit strain, the commercial paper house is 
under the necessity of "carrying" a considerable volume of paper 
for the benefit of. distressed borrowers. It is here that the advan
tages of the strong commercial paper house, with its substantial 
capital and surplus, as compared with a mere note broker, ate 
most clearly revealed. It should be observed that in all cases 

. the commercial paper house may have to make a temporary ad
vance of funds, during the interval of time between the purchase 
of the paper from the borrower and the sale of it to a com
mercial bank. This interval is normally very brief, for the mar
keting mechanism has been developed to a point where most 
paper can ordinarily be very quickly marketed. 

The· capital oj the commercial paper house ;s relatively 
smaU in· comparison with the volume oj business handled. The: 
fact. that the commercial paPer house buys the paper outright 
and agrees to hold it to maturity in case it is not marketed 
means that the commercial paper house must have large re
sources of its own. But the capital employed by commercial 
paper houses, as in the case of ·the investment banks, can never
theless . be smaIl in proportion to the volume of business con
ducted-for the reason that they are. in !l position to borrow 
heavily from the commercial banks. In case a house has on 
hand ·paper that the market will nol absorb, it can borrow the 
funds necessary to hold the paper until maturity, by using the 
notes of customers as collateral for a loan. At all times, indeed, 
the commercial paper house usually borrowS a very large per
centage of the funds required to finance its temporary holdings 
of paper. 
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Suppose that during its active season a house has on hand a 
daily average of $1,000,000 worth of paper. On the basis of 
its own promissory notes, secured by customers' notes as col
lateral, it could borrow from eight to nine hundred thousand 
dollars from the commercial banks. As the notes which are de
posited as collateral are sold, either the volume of loans from 
the banks will have to be reduced or else other notes (newly 
acquired) will have to be substituted for those withdrawn from 
the banks. Through its ability to acquire funds for the purchase 
of additional paper by pledging the notes of its customers as 
collateral, a house may pyramid its resources many times and 
thus receive commissions on a tremendous volume of business. 
Some houses, indeed, handle several hundred million dollars' 
worth of paper annually. The capital of the commercial paper 
house, it will be observed, is thus mainly employed as a basis 
for credit with the banks from which it borrows. 

We have said that the commercial paper house seeks to de
rive its profits from brokerage commissions rather than in the 
form of interest on loans. It will be noted, however, that inter
est is received on all paper during the time it is in the possession 
of the commercial paper house. The profits derived in this con
nection may be said to represent the difference between the rate 
which the paper bears and the rate at which the commercial 
paper house borrows the required funds from the banks. Since 
the commercial paper nouse is a very high-grade risk, owing to 
the fact that it is a responsible financial institution and offers 
excellent collateral besides, the rate at which it can procure 
funds is typically a little lower than that of an ordinary bor
rower on unsecured paper. 

The commercial paper house may, however, sometimes make 
a profit and sometimes sustain a loss, owing to a difference be
tween the rate at which it discounts the borrower's note and the 
rate at which it disposes of the paper to banks. In an ordinary, 
steady market there is seldom any difference between these 
rates, but during periods- of rapidly changing financial condi-
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tions there may be an appreciable margin. When there is a 
precipitate fall in money rates, the commercial paper house finds 
its commission, in effect, supplemented j but when there is a 
sudden rise in interest rates it may find that the loss sustained 
is more than enough to cancel the amount of the commission. 

The commercial paperhouse carefully analyzes credit ,isks. 
Since the commercial paper house is a lender' of funds, pending 
the sale of the "paper to the banks, and since it risks its own 
resources in making such advaI)ces, it is obviously incumbent 
upon it to make a careful investigation both of the conditions of 
the money market in general and of the credit standing of each 
particular borrower. 

The broker must exercise great prudence and foresight in making his 
loans. He must follow closely the trend of the times, be possessed of a 
good knowledge of business conditions in general, understand and antici
pate the effects of larger seasonal demands for money, such as attend the 
moving of the crops in the fall i he must study the possible results of 
pending legislation and international entanglements, and be prepared for a 
.multitude of other situations that might affect the status of money and 
credit in the country" 

It is necessary for commercial paper houses to make a care
ful analysis of the business integrity and the financial position 
of the borrower as recorded by a balance sheet or financial state
ment. The better houses have, in fact, developed elaborate credit 
departments, which are equipped to analyze credits with an 
efficiency "equal to that of the credit departments of the large 
commercial banks. At least one has also established a statistical 
and research department, the general investigations of which 
supplement in a most effective way the work of the credit de-
partment. . 

While commercial paper houses analyze the credit standing 
of borrowers before purchasing their paper, it is important to 
note that they do not guarantee the paper-they mereiy war
rant that it is legally executed and that it is the genuine promise 

1 From an"address by Walter McAvoy delivered before the Mississippi 
Bankers' Association, March 12, 1918. 
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to pay of an actual person or corporation. The banker buys the 
paper, not on the strength of the indorsement by the commercial 
paper house, but on the strength of the borrower's own financial 
standing. Indeed, the commercial paper house does not indorse 
the paper which it handles. A note is made out "pay'to the or
der of ourselves," rather than to the order of the commercial 
paper house; and is then indorsed.in blank by the makers. It is 
accordingly unnecessary for the commercial paper'house to at
tach its name to the docllment, for the title is transferable by 
mere delivery. 

In lending funds through the purchase of commercial paper, 
the bank must either rely upon the analysis that has been made 
by the commercial paper house or make an independent credit 
investigation of its own. It will be seen that, since the com
mercial paper house has risked its own funds, a banker might 
well assume that the commercial paper house has made a rea
sonably careful investigation. And the commercial paper house 
does in fact recommend its paper in much the same manner that 
the investment banking institution recommends, but does nO,t 
guarantee, the bonds which it handles. IIi the case of the larger 
banks, however, an independent investigation is usually con
ducted, the paper being bought on a ten-day option, thus giv
ing the bank an opportunity to. make its own investigation. If 
after investigation the bank does not wish to carry the paper, it 
is returned to the commercial paper hOllse, which then seeks 
another buyer. 

Small country banks, with inadequate facilities for credit 
investigation, particularly at long range, find it practically im
possible to make an independent investigation. Accordingly, 
they rely either upon the recommendation of the commercial 
paper house or upon that of a large correspondent bank which 
has had dealings with the co~cern whose paper is being offered 
for sale. A very great amount of paper is now, in fact, annually 
sold by the commercial paper houses to banks which purchase 
the paper merely on the recommendation of the commercial pa-
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per houses. The credit analysts in these houses therefore play an 
important part in directing the flow of funds, and thus of labor 
and capital, between the different divisions of industry and the 
different individual establishments in any given line of enter
prise. 

It is of interest to "note, also, that in recent years many 
commercial paper houses frequently make loans that are secured 
by stocks and bonds as collateral. Some banks prefer such pa
per, since it relieves them of the necessity of making a careful 
credit analysis, the confidence being based mainly on the col
lateral rather than on the financial standing of the borrowers. 
Such paper, however, usually bears a slightly higher rate than 
that which is unsecured, for the reason that the bank which 
holds it is not permitted to rediscount it at a Federal Reserve 
bank.2 

In recent years commercial paper houses have also sold 
stocks and bonds. This has proved a very successful diversifica
ti9n of functions. The two businesses dovetail very well together, 
since a great deal of corporation financing originates with a com
mercial paper clientele, with whom cordial relations have been 
established. The maintenance ofa securities department is of 
particular value in periods of financial liqui~ation. The bond 
business tends to be good in periods of commercial depression, 
since a large amount of refinancing operatiQns are necessary. 
Accordingly, a house which sells both commercial paper and" se
curities is in a much better position to weather a period of hard 
times than is one which specializes purely in commercial paper. 

The operations 0/ cpmmercial paper houses are conducted 
on a national scale. A large percentage of the business of com.
merciai paper houses is inter-city iIi its nature. A house in Chi
cago, for instance, will solicit paper from business concerns all 
over the Middle West and West; indeed, it may sOlicit business 

• For provisions of the Federal Reserve Act governing rediscounting 
see p. 543. 
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practically anywhere in the United States. Many of the larger 
borrowers, however, have an eastern and a western broker, and 
it is then agreed that the eastern broker shall place no loans 
west of Pittsburgh and vice versa. Not only is the paper so
licited over a wide area, but purchasing banks are sought every
where. Thus a: note of a borrower in Akron, Ohio, may be sold 
to a bank in Minneapolis; and paper of a corporation in New 
Orleans may find lodgment. with a banker in Pittsburgh. 

Commercial paper houses, however, also act as intermedi
aries between borrowers and banks within the same city. In 
Chicago, for instance, the paper .of the packing houses is sold to 
a large number of Chicago banks, both to the larger institutions 
of the financial district proper and to the many outlyiIlg sub
urban banks. Such paper, it may be noted, is purchased by 
banks largely without independent investigation. 

Notes sold through commercial paper houses usually run 
from four to six months' time, the latter <Juration being ordi
narily by far the more common. Since the borrower pays a com
mission on the amount borrowed-usually one-quarter of 1 per 
cent-it is to his interest, where he has a continuous need for 
funds, to secure one loan for six months rather than two loans 
for three months each. Indeed, it would often be to his interest 
to borrow for even Jonger periods; but the banks prefer not to 
tie up funds at a ,given rate of interest for a very long interval.3 

Co'mmercial paper notes were formerly usually made out in 
five- a~d ten-thousand-dollar deJ;lominations. But during the 
war period the entrance into the commercial paper market of 
a large number of small state and national banks, whose lending 
power is restricted, has led to the iss~e of a very large volume 
of notes in denominations of twenty-five hundred dollars. 

The commercial paper business was for a number of years 
given a great impetus by the development of the Federal Re
serve System. As we shall later see, the Federal Reserve law 
places great emphasis upon commercial paper-not ,specifically 

• F~r a consideration of the liquidity of hank loans see pp. 491--93. 
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on paper handled by the commercial paper houses,' but on pa
per that owes its origin to actual commercial operations. Such 
paper was intended to constitute, in fact, the basis of all bor
rowing operations between individual banks and the Federal 
Reserve institutions.s The paper handled by these institutions 
,,:as thus placed in a preferred class and given an exceptional 
amount of free advertising. The growth of the commercial paper 
business was accordingly greatly accelerated. The business 
reached its peak in 1920, when twenty-six houses reported out
standingpaper aggregating $1,300,000,000. Since the notes ordi
narily run for six months the arulUal volume of business may be 
taken as roughly twice the amount outstanding on any given 
date. The business fluctuates, however, during the different sea
sons of the year, and with the ups and downs of the business 
cycle. 

Since 1925 the business has been declining and a number of 
houses have diverted all or the bulk of their resources to securi
ties. The factors primarily responsible for the general decline of 
the commercial paper business are the equalization of interest 
rates in different parts of the country which the Federal Reserve 
System has promoted, and the greater ease of procuring capital 
through the flotation of securities. In 1929 there were about twen
ty-five houses in existence, among which five practically dominat
ed the field and ten did only a local business. The volume of pa
per outstanding monthly in 1929 ranged around $3°0,000,000. 

The commercial paper houses should be subjected to regula
tion. Although the old note brokers have emerged into quasi
banking corporations, they have never been subjected to any re
strictive or guiding legislation, their principles of operation hav
ing been developed by strictly pragmatic methods. There was 

• The term "commercial paper," as used on the street and in the finan
cial press, means only paper purchased through commercial paper houses. 

• See PP.543-45. 
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some agitation a few years ago for the registration with a cen
tral agency of all the commercial paper issued by business 
concerns, as a means of preventing the selling of notes by any 
one borrower through a large number of houses simultaneously, 
and thereby greatly overextending its credit; but littie has been 
heard of this proposal in recent years. The liquidation period 
following 1920 proved a severe test for commercial paper hous;s. 
In the flush times between 1915 and 1920, many houses of smaJI 
resources and comparatively loose methods came into existence 
and profited greatly. But since 1920, a good many of these have 
failed and there has been a general tendency toward consolida
tion and retrenchment, so that the business is being concentrated 
more and more in the hands of fewer houses of relatively large 
financial resources. 

While such houses undoubtedly conduct their business on a 
highly efficient and conservative basis, they should nevertheless 
be subjected to state regulation and control. The well-managed 
concerns have nothing to fear from such regulation; 'and the 
reputation of the business as a whole would be safeguarded if 
the smaller concerns, which are organized in every period of 
active demand for funds, were made to conform with certain gen
eral regulations which experience has shown to be necessary. 

II. THE ECO~OMIC SIGNIFICANCE OF 
COMM,ERCIAL PAPER HOUSES 

The commercial paper house is of service alike to borrowers 
and to banks. It is of service to borrowers in that it makes it pos
sible for any business in good credit standing to secure needed 
funds, even though'the supply that can be furnished by the local 
banks has been exhausted. In view of the marked seasonal vari
ations in the demand for funds, it is the rule rather than the 
exception that at certain seasons of the year the supply of local 
funds is insufficient for the community's needs. In many cases, 
moreover, a large borrower is effectively debarred from securing 
from a local bank all the accommodation required by the legal 
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provisions of our banking laws, which restrict, in the interest. of 
a wide diffusion of risks, the loans that may be made to anyone 
borrower.' 

Quite as important to the borrower is the fact that the com
mercial· paper house enables him to seClire his funds in the 
cheapest market. It may be that the supply of·available funds in 
a • given community is merely low-not exhausted-or that the 
IQca1 bank itself could procure funds from correspondent banks 
in other centers. Under such circumstances the borrower would 
have to pay very high rates for funds, were it not for the ready 
access to the general credit market which the commercial paper 
house makes possible. 

From the standpoint of the bank, the purchase of commer
cial paper offers an opportunity for broadening the field of its 
operations-it opens up avenues for the profitable investment 
of funds that are not neec:Jed during periods of slack local de-

. mands. It also relieves the banker in times of local stringency 
from the responsibility of straining unduly his own credit re
'SOurces in caring for customers' needs. 

Not only does the purchase of commercial paper permit the 
investment of a plentiful supply of "seasonal" money in other 
sections; but it permits banks whose resources have become 
permanently greater than the needs of the communities in which 
they are located to enlarge, notwithstanding, the volume of their 
business. The normal growth of many a bank has been more 
rapid than that of the community in which it is located; and it 
is of the highest practical importance that an outlet for its sur
plus earnings should be available. The total volume of business 
in many communities is, moreover, not sufficient to absorb all 
of the lending power of even a very small bank; hence access to 
th~ general lending market is indispensable to the success of the 
institution. This is particularly the case with smaIl suburban 
banks whic.h find restricted lending opportunities in their imme
diat~ environs.' . 

• See legal provisions, pp. 513-14-



COMMERCIAL PAPER AND DISCOUNT COMPANIES 40 5 

Even where the total resources of a given community are 
sufficient to absorb all of a bank's available funds, it is still often 
important that an outside market for loans be available as a 
means of more widely distributing risks. Where the local in
dustry is of a Specilllized nature or where the number of borrow
ers is relatively small, a local- bank cannot secure a wide distri
bution of risks unless it resorts to the open market for the pl1r- _ 
chase of paper. The wider diffusion of risks that is made pos
sible by the -commercial paper house thus tends ·to lessen the 
possibility of bank failures and to strengthen the general credit 
structure. There are many cases, among suburban banks particu
larly, where the purchase of commercial paper opens up an ave
nue of investment. which is highly desirable from the standpoint 
of the bank's ability to meet its deposits on demand. 

Commercial paper houses act as distributors of the supply of 
liquid capital. From the viewp<?int of the larger economic 
organization, it may be noted that the commercial paper houses 
are distributors of capital from places where it is relatively 
abundant to places where it -is relatively scarce. In a country 
of great geographical area and of very diverse economic interests, 
there is frequently a considerable variation in the demand for 
funds in different sections. Periods of tight money in one region 
may be periods of relatively easy money in others. As inter
mediaries between banks and borrowers in different parts of the 
country, the commercial paper -houses give flexibility to the 
financial system by quickly moving funds to the places of great
est need. This not only tends to equaljze interest rates through
out the country but it facilitates productive activities in regions 
which at times would be cramped for want of funds; and it per
mits Ii fuller and a more constant utilization of the financial re
sources oT the nation than would otherwise be possible. 

This equalization of the supply of funds in different centers, 
together with the fuller utilization of produ<;tive resources that 
is thereby made possible, is obviously not without its.effect upon 
the cost of conducting business. It may therefore be said that the 
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commercial paper house finds both its opportunity for obtaining 
profits and its social justification iIi the contribution that it makes 
to the efficient utilization of financial and economic resources in 
the production of wealth. The economic importance of this in
stitution has, however, for reasons suggested above, been declin
ing in recent years. 

B. Discount Companies 

In recent years there have developed a number of .other 
financial institutions, whose work, like that of the commercial 
paper houses, is mainly that of intermediary between borrowing 
businesses and lending banks. The institutions in question are 
variously designated as discount houses, finance companies, com
mercial credit companies, commercial acceptance trusts, automo
bile banks, etc. It is somewhat difficult to describe the work of 
these companies since certain houses specialize in a particular 
type of operation, while others engage in more than one form of 
financial enterprise. There are, however, at least two distinct 
types of financial enterprise which may be differentiated: (I) the 
purchase of accounts receivable from business concerns--in vari
ous lines-w~ich are in need of additional working capital; and 
(2) the financing of the distribution of automobiles and other 
products that are commonly sold on the instalment plan. 

I. PURCHASING ACCOUNTS RECEIVABLE 

There are two principal reasons why business concerns on 
occasion sell or assign accounts receivable: first, to secure the 
necessary funds with which to postpone or forestall financial in
solvency; and, second, to secure additional working capital with 
which to expand the volume of business. While the practice of 
borrowing to forestall financial insolvency is usually regarded as 
"illegitimate" financing, it is nevertheless sufficiently common to 
warrant a brief statement as to what is involved. . 

Suppose a certain business, which has $10,000 of accounts 
receivable, is in financial straits and must have immediately, say, 
$5,000 in cash. Unable to borrow on its own note, and having 
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neither customers' notes nor trade acceptances available for 
discount at a commercial bank, it still has in its accounts receiv
able a resource which can be converted into cash through the 
intermediation of a discount house. By purchasing these accounts 
at a substantial discount and collecting them in full at maturity, 
a discount company can at once provide the necessary financial 
assistance to the enterprise in question and earn a profit for itself . 

. The discount company receives the funds which it advances part-
ly from its shareholders, but more largely from a commercial 
bank from which it borrows on its promissory note, secured by 
the purchased accounts as collateral. The amount of the discount 
varies somewhat, but in the nature of the case the rates are very 
high, usually ruinously so. 

Concerns which sell accounts receivable are commonly 
viewed with suspicion by the commercial bankers. It is argued 
that the high interest rates at which such ·loans are secured are 
prohibitive, and that the credit standing of the concern is there
by seriously imp,!-ired, with the result that eventual bankruptcy 
is rendered the more certain. While this is undeniable, generally 
speaking, there are doubtless numerous cases where enterprises, 
temporarily ·embarrassed, have thus been tided over a difficult 
period in their history. 

The sale of accounts receivable for the purpose of securing 
additional working capital is a development of the past fifteen or 
twenty years. The growth of this practice has accompanied the 
development of discount or financing companies, whose primary 
function, as we shall see, is the financing of instalment sales. 
·Whereas the·regular commercial banks would not have entered 
the field of purchasing accounts receivable, the finance companies 
have found here what they regard as a legitimate field of enter
prise. They furnish funds, not to concerns which are financially 
involved, but to well-rated enterprises which are in a position to 
make, at least temporarily, an effective use of more money than 
they can secure through regular banking channels. 
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The process is simple. A manufacturer, for example, sells to 
the finance company the right to collect his receivables; and the 
finance company borrows from the bank on its own note funds 
which it turns over to the manufa!=turer. Many very high-class 
concerns have, in periods of active business, utilized this method 
of expanding their banking accommodations. Sometimes they re
sort to this method of borrowing only after they have utilized the 
full lines of credit extended them by the commercial bank; but 
they have also resorted .to it before the maximum line of regular 
credit has been utilized, thus keeping some of their bank credit 
avail!1ble for an emergency. 

If such credit extension is based upon a careful investigation 
of the credit standing of the seller of accounts, there is no excep
tional risk involved. In fact, there is no evidence to show that 
losses resuItihg from this form of credit extension have been ex-

. ceptionally large. Th.e discussion of the bearing of this form of 
financing upon credit extension is reserved until after we have 
considered the operatio~ of discount comptlnies in connection 
with the instalment business .. 

II. FINANCING INSTALMENT SALES 
During the past twenty-five years there has grown up a very 

interesting system of fi~ancing the distribution of numerous 
products where sales are made on the instalment basis. The in
stitutions engaged in this financing are variously known as finance 
companies, commercial credit companies, discount houses, and 
automobile banks. It is in the automobile business that this 
method of financing has had its most important developlIlent, but 
in recent years it has also been extensively utilized in connection 
with a wide range of commodities sold on the instalment plan. 

It is of interest first to note the reason for the development of 
the so-called automobile bank. The automobile was long re
garded by the ~ommercial banker as in a different class from 
staple products, and as involving relatively large risks. Automo
bile dealers, as distinguished from the manufacturers, moreover, 
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had relatively small resources, buying cars largely on credit, and 
in turn selling them largely on credit. Accordingly, the automo
bile manufacturers either had to finance the dealers until such 
time as the cars could be paid for or else find their sales restricted. 
The· automobile discount company was developed to meet the 
financial requirements incident to this situation, and to enable the 
industry to grow as rapidly as the demand for its products justified. 

Automobile tinancing operations are of two types: first, 
credit is often extended to automobile dealers for the financing of 
what may be called the wholesale end of the business; and, sec
ond, so-called retail loans, which are secured by the instalment 
notes of the ultimate purchasers of the cars, are made to dealers. 
Some companies engage in both types of operations, as well as in 
the purchase of accounts receivable from other businesses as de
scribed in the section above. 

I. The wholesale plan. The purpose of the so-~alled whole
sale or floor plan of financing is to enable the dealer to secure the 
funds with which to· pay the manufacturer for the car~ which he 
must carry in stock. Loans are made by the finance company to 
the automobile dealer, who gives to the company his promis
sory note secured by a direct lien on the cars in his possession. It 
should be pointed out in this connection that the manufacturer 
maintains a policy of requiring his dealers to pay cash in advance 
of the delivery of the cars, never granting them open credit on 
new cars, but selling on sight draft against bill of lading. The 
practice thus differs from that obtaining in a good many other in
dustries where the manufacturer sells on open account and does 
his own borrowing from the bank. In the automobile industry, 
however, manufacturers frequently assist in the financing of the 
dealer by indorsing dealers' notes and agreeing to repurchase the 
cars in case they are not sold; or they may extend to the dealer 
the service of a subsidiary finance company of their own, which 
a number of important automobile companies have in recent 
years established. . 

The security back of the promissory note given by the deal-
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er for cars stored on the floor takes various forms. In some states 
a chattel mortgage is given; in others a conditional sale is used; 
but the most common method is to employ a trust receipt, signed 
by the dealer, which acknowledges that the vehicle is the property 
of the finance company held in trust by the dealer and promises 
that it will not be removed or used except upon written authoriza
tion from the finance company. Under this plan the finance com
pany must depend to a considerable extent upon the honesty of 
the dealer, because if the car so pledged is soJd it cannot be re
covered from an innocent purchaser. Substantial losses have oc
curred at times because of dishonest dealers. When cars are 
stored in public warehouses, the bank receives as additional se
curity a warehouse receipt, which gives him control of the car. 
With this added protection to the bank, the loan may be more 
nearly equal to the full value of the car. Machines are also in
sured against fire and theft. 

2. The retail plan. The financing of retail time sales of au
tomobiles. is, by all odds, the most important function of the 
finance company. While practices have varied a great deal in the 
past, the National Association of Finance Companies has recently 
adopted a code of "standard· terms," which are now generally 
followed. The two fundamental principles have been stated as 
follows: (I) the down payment by the purchaser shall not be 
less than one-third of the cash price for new cars, and not less 
than 40 per cent of the cash price for used cars; and (2) the 
baiance due (including the financing charge) shall be paid in 
not to exceed twelve equal monthly instalments. These provi
sions insu~e that the buyer has a sufficient equity to be regarded 
as a purchaser rather than a renter of the car; that the salable 
value of the property as a "used" article will be greater than the 
unpaid portion of the price; and that this unpaid portion shall be 
smau enough to serve as a real inducement to cOlJ~plete the pay
m~ts . 

. The charge made by the finance company, as indicated, is 
includeq in the price paid by the purchaser. The amount of this 
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service charge may be illustrated by a specific case. Assume that 
a touring car is purchased new for $600. The purchaser pays 
one-third, or $200, down, thus requiring a note for $400. The 
finance company receives, say, $48 for its service. Since one
twelfth of the loan is paid monthly, the average amount of money 
loaned for the entire year is only $200. The company thus receives 
a gross return equal to 24 per cent of the amount of money loaned. 

An investigation of the allocation of costs in twelve repre
sentative finance companies in Wisconsin, shows that of the 
amount received for service charges, 25.15 per cent was absorbed 
as interest payments, 18.23 per cent for wages, salaries, and com
missions; 14.13 per cent for insurance; 7.55 per cent for losses on 
repossessions, conversions, etc.; 5.7 per cent for office, materials, 
and expenses; and 7.65 per cent for miscellaneous items, includ
ing rent, taxes, collections, etc.-leaving 2 I.S9 per cent as net 
profit.' This percentage available for profits is not, it will be ob
served, a rate of return on capital, but only the proportion of 
the gross receipts available for the setting-up of reserves and the 
payment of dividends. As a matter of fact, the dividends earned 
and paid vary widely with different companies, depending upon 
the efficiency of their management, and particularly upon the 
volume of busines done. 

The fNnds employed by automobile banks are procured from 
several sources. Some part must, of course, be derived from the 
capital contributions of the company's shareholders; but this 
capital is mainly employed to serve as the basis of the company's 
own credit. Additional funds are secured in three different ways, 
some companies using but a single method, others at one time em
ploying one means and again another, and some of them now and 
then using a combination of methods simultaneously. First, they 
may borrow directly from the commercial banks or other com
mercial paper houses; second, they may raise funds by selling 
the company's unsecured debenture bonds in the investment mar
ket, a method not very 'commonly employed; and, third, they 

• Harold E. Wright, Financing 0/ A.utomobile InstaUment Sales, pp. 
40-41• 



412 FINANCIAL ORGANIZATION 

may secure the money by selling in the investment market col
lateral trust notes or bonds. 

Borrowing from the commercial bank takes several forms. 
The finance company may obtain funds from ~he commercial 
bank on its single-name promissory note without other security 
(very rare), or on the instalment notes of the purchasers of 
cars deposited as collateral. Since it is inconvenient for a finance 
company to deposit the necessary collateral with each bank from 
which it borrows, some one bank is usually designated as a trustee 
for all the others and is given physical possession of all the col
lateral. The finance company then issues a trust agreement in 
which it agrees to maintain with the trustee a certain minimum 
amount of conditional sales contracts or other instalment paper. 
This collateral is constantly shifted as notes mature, but the 
minimum agreed upon.is maintained. The trustee from time to 
time certifies the amount thus held to the bank from which the 
finance company wishes to borrow~ The usual rule is that the 
finance company may borrow up to about 80 per cent of the value 
of the collateral that has been deposited. 

Financing through'. the selling of collateral trust notes or 
bonds also r~quires a word'of explanation. The company assigns 
the notes received from its 'customers, together with .the chattel 
mortgages or other documents, to a trust company where they are 
held in trust as collateral for the bonds to be issued. Guaranties 
from the various dealers who have given notes to the effect that 
both principal and interest will be promptly paid, are also turned 
over to the trust company. The financing corporation then issues 
its own obligations, secured by these commercial notes, mort
gages, and guaranties, and offers them for sale in the general in
vestment market. They are usually issued as short-term serial 
notes, some of which mature every few months. 

By' using their own capital and the paper which they pur
chase as a basis for credit at th~ banks, finance companies can 
conduct a volume of business substantially in excess of the 
amount of their capital resources. When they are permit~ to 
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borrow up to 80 per cent of the amount of the collateral deposited 
with the trustee, a company with $100,000 of capital can hold 
as much as $500,000 of paper-$400,000 of which would be car
ried on borrowed funds. It was formerly argued that loans might 
safely be made up to eight or ten times the amount of the com
pany's capital, but experience has demonstrated that loans up 
to five times the company's capital and ~urplus represents the 
outside limit. Many companies never borrow up to this limit, 
eithet: because of their policy or because the banks from which 
they borrow insist on a larger margin of safety. 

A controversy has recently raged about the question whether 
the dealer should assume a contingent liability on the paper of 
his customers. Originally the dealer was generally required to 
indorse the paper of the buyer; but under the non-recourse plan 
which has come into extensive use in recent years, the dealer is 
relieved of such secondary liability. The advantage ofthe non
recourse plan to dealers is obvious; 'it relieves them not only of 
the secondary l~ability out also of the necessity of making as care
ful credit investigations as would otherwise be necessary. For 
this very reason it is pointed out, elO the other hand, that the non
recourse plan promotes loose credit 'extension and stimulates 
overproduction. ' . 

The system appears to work well enough where the finance 
company is located in the same town with the dealer. It is easy 
for the finance company to investigate at close range the credit 
standing of the purchaser; and the equipment of the company for 
such work is probably superior to that of the de;tler. But some of 
the larger finance companies do business over a very wide terri
tory, a few of them covering practically the entire country, and 
for these such minute credit work is impracticable. Such com
panies, therefore, oppose the non-recourse plan. It should be 
added that the manufacturer is usually opposed to the non-re
course method because it increases somewhat the cost of the car 
to the final purchaser and therefore has a tendency to restrict 
sales. In any event, it is clear that a finance company cannot 
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safely operate under the non-recourse plan unless it is exception
ally well ,equipped to investigate· the credit standing of prospec
tive purchasers. The preference of the dealers for the non-re
course plan has, in spite of opposition, been gradually extending 
its use. ' 

A modification of the recourse plan, known as the "repur
chase agreement plan," provides that in the event of default the 
finance company will endeavor to repossess the car, whereupon 
the dealer will buy it back from the finance company for the 
amount of the unpaid portion of th~ instalment note. If, how
ever, the car has been destroyed, or for any other reason cannot 
be repossessed, the finance company stands the loss. 

, Regardless of the particular plan used, it is clear that the 
finance company nowadays is much more than a mere financial 
intermediary between the dealer and the bank. "It nearly al
ways acts as collection agent, usually as insurance broker, and 
almost invariably as credit irtvestigator." 

The financing 01 business automobiles presents special prob
lems. While it was originally assumed that loans on cars to be 
used for business purposes would involve less risk than loans on 
family automobiles, such ,has not proved to be the case. This is 
particularly true of tractors, which 'are subject to a rapid depre
ciation because of the farmers' customary failure to house them 
properly against the inclemept weather. Trucks are also subject 
to heavy depreciation, and it appears that the moral hazard has 
proved somewhat greater with trucks than with passenger cars. 
M'oreover, experience shows that "if aman has bought a pleasure 
car for his family and a truck for his business, and finds himself 
obliged to sacrifice one of them, he usually will allow the truck 
to be taken rather than the pleasure car." 

The business transacted by discount companies has reached 
enormous proportions. It has been estimated that the business 
in 1925 was approximately $3,900,000,000, of which $1,300,-

000,000 represented the cash loaned to dealers by finance com
panies for the purchase of new cars and $2,600,000,000 loans to 
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purchasers on the instalment plan. It is of interest to note also 
that the consumers' loans were almost equally divided between 
new-~ar and used-car credits-$1,393,000,000 for the former 
and $1,210,000,000 for the latter.8 An estimate in 1929 gives 
$4,000,000,000 as the annual v9lume, of which about 40 per cent, 
or $1,600,000,000, is outstanding on the average. Of this total it 
is estimated that $1,200,000,000 represents the borrowing from 
the banks, the remainder being supplied by the capital and sur
plus of the finance companies.9 

The number of companies is not definitely known and has 
fluctuated somewhat from time to time. In 1926 Barron's Week
ly set the number as high as 1,400. The National Association of 
Finance Companies secured data at the end of 1928 in regard to 
302 companies, of which 64 had begun business prior to the end 
of 1920. These 64 companies had, in 1928, 78 per cent of the 
employees of the entire 302 companies and presumably conducted 
at least three-fourths of the business. The conti.nued existence of 
these companies through the general depression era of 1921-22 
and the automobile depression of 1927 indicates that the larger 
companies are welI managed and firmly established. 

The scope of finance-company operations has been broad
ened within recent years. They have become interested in an 
ever-widening range of enterprises and now make loans not only 
for the purchase of radios, musical instruments, furniture, and 
household utilities but also for machinery used in manufacturing 
and in construction work, labor-saving devices for small business, 
and property improvement!!. This type of financing has come to 
be known as "industrial business." It is handled in two different 
ways. The first is by direct collections, where the purchaser or 
maker of the instalment contract pays direct to the finance com
pany, although the paper is bought from the dealer. This pap~ 

• C. C. Hinch, "The Volume of Automobile Financing in 1924 and 
1925," A.utomobile Industries, February 18, J926. 

• Milan V. Ayres, in pamphlet of National Association of Finance 
Companies, November, 1929. 
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is usually purchas~d with full recourse to the dealer, and is almost 
always composed of large individual units of $400 or more. The 
second, or indirect collection method, is employed with small 
purchasing ranging typically from $50 to $300. Since it wo~ld be 
uneconomical for the finance company to collect directly such 
small sums, the contract is'made between the finance company 
and the dealer, who undertakes to make bis payments on ached
ule, taking care of his own collections. Such loans to dealers are, 
of course, similar to ordinary bank loans and require careful ap
praisal of the credit standing of the borrower. As in other cases, 
however, the finance company is a financial intermediary between 
the bank and the user of the credit. 

Discount companies should be subjected to governmental 
supervision. The financial requirements of the automobile indus
try were undoubtedly neglected by the regular financial institu
tions; and the discount companies have, therefore, filled a breach 
in the financial structure .. They have devised methods which at 
once minimize their own risks and insure the earnings of large 
profits, while at the same time they make it possible for the com-

. mercialbanking institutions and the investing public indirectly 
to furnish the bulk of 1;he funds required. Without the growth of 
these ins.titutions, the development of the automobile and kindred 
industries would probably have been seriously impeded .. 

Like the commercial paper houses, the discount companies 
are subject to no special legal regulations, being governed only 
by the general laws relating to ordinary corporate and. business 
activity. While these institutions have already achleved a per
manent place in the American financial system, and while the· 
better houses, as we have seen, are conservatively managed, many 

.others have inadequate financial reSources, and are able to survive 
only during periods of rising prices and booming business, which 
tl;!.ey help to make more extreme by their abilitY.to swell the vol

·ume of available credit. Such companies are not equipped to 
help absorb the general shock of a period of depression by carry
ing depressed borrowers; nor can they always withstand the 
shock themselves. The lack of regulation. moreover. handicaps 
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the larger and more efficiently managed companies which conduct 
their business on well-tested principles. The establishment of the 
National Association of Finance Companies, in 1924, has pro
moted standardization of practice and stability in the industry; 
but such self-regulation does not give sufficient protection to all 
concerned. 

A few states, notably New York, have already passed laws 
for the regulation of finance companies, with a view to restrain
ing reckless promotion and mismanagement. In all states such 
companies should be subjected to regulation and made to con
form to definite provisions both as regards capital resources and 
the extent to which loans may be pyramided. The desirability 
of state regulations has, indeed, been recognized .by some of the 
most prominent officials of such institutions. 

QUESTIONS FOR DISCUSSION 

I. THE WORK OF COMMERCIAL PAPER HOUSES 

I. How does the work of the commercial paper house differ from that of 
pure brokerage? How does it differ from pure banking? . 

2. Why does the commercial paper house not wish to indorse the notes 
which it handles? How is title passed without indorsement? 

3. Tell in your own words precisely how the commercial paper house 
makes its profit. 

4. Do you think a commercial paper house would be equipped to make as 
good a credit investigation as a smaU-town bank? As a large metro
politan bank? 

5. If YOIl were a small-town banker desiring to purchase commercial paper 
of borrowers in other cities, should you be willing to trust the recom
mendation of a commE:rcial credit house? If not, how might you secure 
the infonilation which you desire? 

6. State the services that are rendered by the commercial paper house: 
(a) to borrowers; (b) to bankers. 

7. State in your own words the economic significance of commercial paper 
houses. 

n. THE PURCHASE 01' ACCOUNTS RECEIVABLE 

. 8. Do you agree with the common contention that a concern that buys 
accounts receivable from businesses which are in financial straits is en
gaged in "illegitimate" financing? 
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9. If you were managing an enterprise that was in financial dilIiculties, 
should you resort to the sale of accounts receivable as a means of relief? 

10. Why is it necessaq for an institution which purchases accounts receiv
able to charge very high rates? 

II. Show concretely the relation of the commercial banks to the work of 
companies which purchase accounts receivable. 

12. If you were a commercial bankt;r and were unwilling to extend credit 
to a concern in the form of a direct loan, should you be willing to ex
tend its funds indirectly, tbrough the intermediation of a discount com
pany? 

13. What is your conclusion as to the economic justification of the practice 
of selling accounts receivable? ' 

m. THE FINANCING OF INSTALMENT IALES 

14. Contrast the difference between the financing of harvester and auto
mobile manufacturiilg establishments. Why should the finance com
pany have developed in connection with the latter and not with the 
former? 

IS. Are loans made to automobile dealers different in any essential respect 
from ordinary business loans? Is it necessary to have a discount com· 
pany acting as intermediary in connection with such loans? 

16. If you were the manager of a finance company making loans on the 
wholesale plan, what credit analysis should you think it necessary to 
make? 

17. Does it seem to you that the standard procedure followed in retail 
financing is open to any criticism? 

18. Do you think that the charges made :'y the finance company are rea· 
sonable? 

19. Do you think it desirable to have the finance company write the insur. 
ance on cars ? 

20. If you were managing one of these companies, should you attempt to 
secure the funds required hy borrowing from commercial banks or by 
selling either debentures or collateral trust notes in the investment mar
ket? Why? 

21. In case you elected to borrow from a commercial bank, what would de
termine whether you would borrow on an unsecured promissory note, 
or on the collateral consisting of customers' notes? In case you bor
rowed in the investment market, what would determine whether you 
would issue debenture bonds or collaterahrust notes? 

22. What is the purpose of the serial feature of the collateral trust notes? 
23. In the case of the serial notes described on page 412, do you think'that 

the investment would be reasonably safe? How should you compare it 
with bonds of an industrial concern, where the funds are devoted to 
fixed-capital purposes? 
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24. State in your own words what you consider the economic justification 
. of the commercial credit. Have you any criticisms to make with refer

ence to their operations? 

REFERENCES FOR FURTHER READING 
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CHAPTER XXII 

THE COMMERCIAL BANKING SYSTEM 
The commercial bank was studied in chapter xix as a 

special type of financial institution, and as such it was disCussed 
in isolation, that is, independently of its relations to other ~ 
banks~ We shall find, however, that comm~rcial banks are 
. closely interrelated, each individual institution being in the ordi
nary course of its business brought into contact with other 
banks-with those in the same city or community, with those 
in other cities, and even with the institutions of other countries. 
Taken as a whole, the commercial banks constitute what may 
be called a "commercial banking system." In the present chap
ter ·w.e shall.consider the nature of these interrelations and the 
reasons for their development, together with the origin and na
ture of the phenomenon of credit currency. 

I. CLEARING-HOUSE ASSOCIATIONS 

The banks of all the important financial centers of the coun
try have worked out certain of their relations through clearing
house associations. A clearing-house association may be defined 
as an organization of banks designed to promote in every p0s

sible way the mutual interests of the members. The most com
mon of these mutual services and the one that has excited by 
far the greatest popular interest is that of clearing checks. The 
practicid' operatjon of the clearing house in this capacity may be 
readily described: 

Let us assume that in a given city there are twenty banks 
which are members of the clearing-house association .. Each day 
bank No. I receives from its depositors a considerable number 
of checks which have been drawn against each of the other 

420 
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nineteen banks; and, in turn, each of the other banks receives 
checks drawn on all the rest. Bank No. I credits to the deposit 
accounts of its customers the checks as it receives them; and it 
must then collect these checks from the banks against which 
they have been drawn. Before the hour set for exchanging the 
checks at the clearing house the clerks in bank No. I assemble 
them in bundles, so that all of those· that ar'e payable by each 
bank will be together. The total amount of the' checks to be 
presented to each bank is also added up on a sheet of paper. At 
the hour of clearing, messengers from the several banks appear 
at the clearing house for the purpose of securing payment of the 
checks. The process by which these checks are "cleared" is as 
follows: 

Within the clearing house is a large circular desk, with 
twenty compartments or stalls. In compartment I is a clerk 
representing ~ank No. I; in compartment 2, a clerk representing 
bank No.2, etc. The messenger'from bank No. I deposits in 
compartment 2 the checks payable by bank No.2; in compart
ment 3, the checks payable by bank NO.3; and, in turn, in each 
of the nineteen compartments. In his turn, the messenger from 
bank No.2 deposits in compartment I the checks payable by 
bank No. I; in compartment 3 those payable by bank NO.3, and 
so on around the circle. The messengers from banks Nos. 3, 4, 
etc., likewise deposit their bundles in the ni':leteen compartments 
representing the nineteen banks against which the checks have 
been drawn. At the conclusion of this presentation of the checks 
to the proper compartments, each clerk will find in his com
partment nineteen bundles of checks, all of which are payable 
by his. bank. These checks are turned over to the messengers, 
who im:mediately take them back to their respective 'banks. 
Thus the physical transfer of the checks has been accomplished. 

Many checks are traded directly between banks. It should 
be stated, parenthetically, that as a means of relieving the con
gestion of work in the banks in the larger financial centers a 
considerable percentage of the checks. that are cleared are not 
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actually sent through the clearing house, although their totals 
are included in the sums which appear upon the clearing-house 
records_ The re~n for this is as .follows: The clearing usually 
occurs at 10:30 A.M.; and after that hour the bank continues 
to receive checks from its customers, so that by the end of 
the day it has assembled a large number of checks payable by 
other banks. Agai~ at the opening of the bank the following 
morning a large number of checks is soon received. Now, if 
bank No. I, for instance, did not present any of the checks to 
the other banks until, say, eleven o'clock, the end of the clear
ing period, there would then be an enormous rush in assort
ing tIi.em and crediting them to the proper accounts. It facili
tates matters very greatly if the checks accumulated after the 
clearing hour are sent, in the afternoon of that day, to the banks 
upon which they are drawn,and if, say, the first hour's collec
tion in the morning is sent over in advance of the 10:30 A.M. 

clearing hour. Bank NO.1· therefore sends its accumulated 
checks drawn on banks Nos. 2,3, etc., to these banks and trades 
them for. a "batCh" of checks drawn against itself, which the 
other banks have receiyed from their depositors. Each bank can 
thereupon begin at once the work of debiting the checks to the 
proper accounts. By ha~ng the receipt of the checks spread 
over the entire day, it is much easier to take care of the enor
mous amount of routine clerical and accounting work that is 
necessarily thrust upon the larger institutions. 

The greater part of interbank obligations are canceled. It 
remains to note how the balances are struck and paid at the 
clearing house .. We have already seen that bank NO.1 has a 
record of the total checks which it presents to the other banks. 
It alsO receives from each of the other banks, along with the 

. checks, a statement of the total presented by each of the other 
banks against it. (This includes the totals of the checks that 
have been traded directly, as well as those actually brought to 
the clearing house.) Suppose, now, that the clerk in compart
ment I has on his statement $1,000,000, due from the other 
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banks; and that upon footing up the total of the nineteen state
ments deposited in his compartment he finds that his bank owes 
to the other banks $1,200,000. Bank No.1 has therefore an un
favorable balance with the rest of the banks of $200,000. 

Suppose the clerk of bank No.2, in turn, finds that his bal
ance shows $100,000 due from the other banks; the clerk of 
bank NO.3 finds that $50,000 is due from the other banks; the 
clerk from bank NO.4 finds that $40,000 is due to other banks, 
etc. After finding his balance each clerk presents to 'the clearing
house manager a slip showing the amount due to or from the 
other banks. And when the manager receives these slips from 
the twenty different banks, he writes the amounts down in two 
coiumns, one showing the sums due to the clearing. house and 
the other showing the sums due from the clearing house. Since 
the checks presented to the clearing house by all the banks are 
the identical checks received through the clearing house from all 
the banks, these totals obviously must balance. The clearing
house manager thus has a ready means of "proving" the cor
rectness of the figures presented to him. 

There are numerous ways of paying the balances. Various 
means have, in fact, been employed in the past in the settlement 
of these accounts, not all of which are of sufficient importance 
to require d~scription. The most common method in the larger 
financial centers, prior to the adoption of the Federal Reserve 
System, was through the use of clearing-house certificates. 
Under this method each member of the clearing-house associa
tion deposited a portion of its cash resources with the clearing 
house and was given in exchange clearing-house certificates. 
These certificates were commo.nly of large denominations---one, 
five, and ten thousand dollars. It should be noted that, so far 
as the balik's· balance sheet was c~:mcerned, these· certificates 
appeared under the heading of "Cash," jus(as do gold certifi
cates, which are claims against gold in the Treasury Department 
at Washington. 

Now when bank No. lowed to the clearing house $200,000, 
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as in the foregoing illustration, it wouhl tum over to the clear
ing-house manager $200,000 in clearing-house certificates. Since 
bank No. :2 had a balance of $IOO,OOO due from the clearing 
house, the clearing-house manager would pay to bank No. 2 
$IOO,OOO of the clearing-house certificates which he had re
ceived. In a word, the clearing-house manager merely' acted as 
intermediary in the transfer of these clearing-house certificates 
from' the ba~ which had unfavorable balances to the banks 
which had favorable balances. 

It will be seen that the use of these clearing-house certifi
cates greatly lessened the risk of transferring funds. For if a mes
senger cat:rying them were robbed, no loss would be sustained by 
the banks,since the clearing-house certificates were acceptable 
only in the paying of balances between banks. 

Clearing-house balances !lre now settled' by book entries at 
the Federal Reserve bank. Since the establishment of the Fed
eral Reserve System, gnd the affiliation with that system of all 
the important state banks and trust companies in the larger 
financial centers, the proce,ss of settling clearing 'house balances 
has been still further simplified. In Chicago, for instance, each 
bank belonging to the clearing-house association has funds on 
deposit with the Federal Reserve Bank of Chicago. According
ly, when the clearing haS been completed, the manager of the 
clearing house notifies the Federal Reserve Bank that the deposit 
account of bank No. I should be decreased by $200,000; the 
account of bank NO.2 increased by $IOO,Ooo; the account of 
bank NO.3 increased bY'$So,ooo; the account of bank NO.4 
decreased by $40,000, etc., Thus by means of simple bookkeep
ing entries on the books of the Federal ReServe Bank, each bank 
in the clearing-house association has added to or subtracted 
from its funds the amounts necessary to settle its account. 

All the banks' of' the clearing house of Milwaukee are also 
members of the Federal Reserve Bank of Chicago. And as soon 
as the clearings have been completed in Milwaukee, the manager 
of the Milwauke clearing house telegraphs to the Federal Re-
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serve Bank of Chicago the amounts which should be debited and 
credited to the accounts of the different Milwaukee banks. 

No~ aU the bank~ oj a given city are members oj the clear
ing-house association. The reason for this is that it would com
plicate too greatly the process of clearing if a large number of 
institutions were involved .. Most banks which are not members 
of the clearing-house association, however, clear through banks 
which are members. For instance, the X Trust and SaVings' 
Bank in a certain city clears through' the First National Bank. 
Every day all the checks which are received by the X Trust and 
Savings Bank against other banks in the same city are sent to 
the First National Bank, which presents them, along with its 
own items, at the clearing house. Similarly, 'when other banks 
of the city receive checks drawn against the X Trust and Sav
ings Bank they present them through the clearings to the First 
National Bank. If on a given day the First National Bank sent 
$ I 0,000 .worth of checks to the clearing house for the X Trust 
and Savings Bank, and received from the clearing house $8,000 

worth of checks drawn against the X Trust and Savings Bank, 
the latter would have a favorable balance with the First Na
tional of $2,000, which would be credited to its deposit account 
in that bank. On the other hand, if the balance of the X Trust 
and Savings Bank should be unfavorable to a like extent, $2,000 

would be subtracted from the credit which the X Bank has with 
the First National. 

Suburban banks sometimes have art independent clearing. 
In addition to these two 'types of banks-those that are members 
of the clearing house and those that clear through meJ:p.bers
there may be a considerable number of small suburban institu
tions in the'larger cities which still use the messenger service in 
the presentation and payment of checks. In 1919 there was es
tablished in Chicago, however, what is known as a sub~rban 
clearance, by means of which clearings' are made at nine o'clock in 
the morning-before the regular clearing hours .. The suburban 
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banks are thus enabled to effect their transfers by the same proc
ess that obtains in the regular clearings described above. 

The clearing house is a very efficient business agency. The 
primary function of the clearing house is to make possible the ex
change of checks between banks in a minimum of time and with 
a ~nimum of risks. It is a mere business device for the simplifi
cation of routine clerical work. The speed with which the work of 
'a clearing house is transacted is very great, and the clerks are ex
ceptionally accurate and remarkably rapid in their calculations . 

. The actual time required to make the exchanges varies from about 
two to ten minutes; and only about a half-hour elapses from the 
opening of the clearing house until the entire morning's work is 
completed. The daiiy clearance in New York averages in excess 
of three hundred million dollars. 

The clearing house !llakes a great appeal to the imagination 
of many people, because of the enormous volume of exchanges 
that are so quickly effected. In large measure, however, this 
appeal is merely fanciful. If one has visions of enormous vol
umes of cold cash-countless millions of dollars-changirig 
hands with lightning-like celerity, he will be disappointed in 
visiting a clearing house; for instead of the glitter of gold, or 
even of the green of bills, he will see merely a number of clerks 
filing in and out with inconspicuous packages of checks, and 
other clerks busily engaged in adding columns of figures; then he 
will shortly hear the clearing-house manager announce the total 
of Clearings that has been effected. It is, on the whole, a rather 
drab performanc~much less exciting than many other phe
nomena of business organization that distinguish 'our capitalistic 
industrial system. 

Clearing-house associations have eliminated certain com
petitive banking practices.-While the greatest interest in the 
clearing-house association has always centered in the clearing of 
checks, some of its most important functions are of another na
ture. We refer to the use· of the clearing-house association as a 
means of· controlling certain competitive banking activities, in 
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the interests not alone of larger bank -profits, but also of the 
stability and soundness of the commercial banking system as a 
whole. 

The origin of the New York clearing house, indeed, appears 
to have been attributable as rpuch to a desire to escape from cer
tain competitive evils as to reduce the time required for exchang
ing checks. Before the establishment of the ciearing house in 
1853 the difficulties involved in settling balances between banks 
in the metropolis were so great that no attempt was made to 
effeet a daily settlement of accounts. While checks were pre
sented each day, the banks by informal agreement settled their 
balances only once a week--every Friday morning following the 
exchange of checks. The cashier of each bank then drew a check 
against each of the banks from which credit balances were due 
and sent a messellger to collect them .. 

This weekly settlement made it possible for any bank which 
so desired to take advantage of the others. For instance, on 
Monday, bank A might make a large number of loans against 
which the borrowers would draw· checks. These checks, in the 
main, would be presented at other banks; and since these banks 
had to wait until Friday before they could collect from bank A. 
it was possible for bank A greatly to expand the volume of its 
loans at the expense of the other institutions. A settlement 
would of course have to be made on Friday; and in order to have 
the necessary funds with which to meet its adverse balances, 
bank A would borrow on Thursday the money with which to 
make its Friday settlements. When these loans were paid on 
Saturday, the bank would again be in debt to all the others, and 
by repeating the practice of making large loans it would again 
secure the use of the other banks' funds. 

As a means of preventing certain speculative institutions 
from indulging unrestrainedly in this practice, it became neces
sary to agree that any bank could draw against its credit balance 
with another at anytime without waiting for the settlement on 
Friday. And when any bank was in need of specie, this privilege 
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was cOlllmonly utilized .. An old bank officer of New York who 
had experience with these practices has stated that so far did 
many banks expand their loans that "a single small draft by 
one bank on another would induce.a general drawing involving 
them all in confusion and virtual war on each other. Three 
o;clock would arrive with a ~ine of'drafts incompleted, thus fre
quenblyenabling the debtor banks to add $50,000 to their specie 
holdings."l The losses sustained by the unfortunate banks, 
together with the perpetual annoyance and the bitterness of 
feeling that was often engendered by these sharp competitive 
practices, must have been quite as responsible for the organiza
tion of a clearing-house association as was the prevalent costly 
and cumbersome me.thod of settling balances. 

Once . e~tablished, the clearing-house associations became 
the agencies for the elimination of competitive evils and the 
strengthening of commercial banking practice in numerous con
nections. James G. Canno~, the authority on clearing-house 
practic~s, says: "The tendency has been marked, especially in 
recent years, to include withjn the legitimate field of clearing 
houses all questions affecting the mutual welfar~ of the banks 
an.d the community as a whole." The most important of the 
special functions designed to raiSe the plane of banking opera-

. tions are as follows: (I) fixing uniform rates of interest on de
posits; (2) fixing uniform rates of exchange and charges on 
collections; (3) conducting clearipg-house bank examination; 
(4) effecting mutual co-operation among banks in time of acute 
financial strain. 

I. Fixing uniform rates oj interest on deposits.-Like the 
savings banks, commercial banks have sought to expand the voi
. ume of their resources available for lending purposes by attract
ing deposits through the offer of interest on commercial ac
counts. The necessity of paying deposits on demand was of 
course recognized; but where an average balance abOve a cer
tain minimum was kept by any individual, it was recognized 

'See James G. Cannon, Clearing Houses, p. 'so. 
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that interest could be paid on such portion of the funds Sis was 
left more or less continuously with the bank. As a means of 
attracting as large a volume of deposits as possible, some banks 
offered rates of interest that were higher than normal, thereby 
endangering their solvency. . 

It is of course possible that a bank might succeed in paying 
higher interest rates on deposits than the going rate, if by this 
means it secured a substantial increase in its volume of business. 
But where competition is keen the raising of interest rates by 
one bank usually forces the others to follow suit; and when all 
banks pay higher interest rates on deposits, they merely lessen 
the margin of banking profits that can be obtained and imperil 
in no small degree their Own financial security. 

It gradually became apparent that in the interest of sound 
banking the raising of rates on deposits as a means of attracting 
business was detrimental to the banks as a whole and thus to 
business in general. The clearing-house a'ssociations provided a 
means whereby, through concerted actio~, the associated banks 
could agree to regulate such competitive practices. Rates of in
terest were agreed upon as early as 1881 in Buffalo; and other 
associations have gradually fallen into line. While the agree
ments differ somewhat in different cities, '2 per cent per annum 
has in recent years been the usual rate on deposit balances 
above a certain minimum, commonly $1,000. This applies both 
to bankers' balances and to the deposits of individuals." 

The legality of agreements of this sort has of course been 
questioned and some associations still regard them with dis
favor, and are hence reluctant to establish and enforce any par
ticular rate. Even in these cases, however, there seems to be 
more or less tacit assent to uniform rates. 

The fixing of interest rates on loans has also been consid
ered by many clearing-house associations. But in most in
stances the suggestion has not met with favor .. for two reasons: 

• During the World War the rate was raised to 2}-'. p~r cent, at least in 
some centers. 
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firSt, the individual banks look upon the lending of money 
as th~ir most distinctive prerogative and would regard agree
ments upon the rates at which money should be loaned as a vir
tual elimination of all individual initiative in bank manage
ment; Second, such agreements--whatever the rates determined 
upon-would doubtless smack of monopoly' control and invite 
restrictive legislation. 

It is an interesting observation that there is much more 
likely to be agreement on interest rates in country towns and 
villages than in .large financial centers. There appear to be 
many cases where there are informal agreements between banks 
in small towns that money shall not be loaned fs>r less than 6, 
8, or 10 per cent, as the case may be. In the larger cities, how
ever, there is undoubted independence in this matter, although 
in the nature of things there is seldom any wide disparity in 
rates, owing to the very . close competition that obtains and to 
the equalizing effect of the operations of the commercial paper 
ho~. 

2. FiJ:ing unifor,,; rates of exchange and collection charges. 
-Everyone dislikes to pay exchange and collection charges; 
and one of the best devices for attracting additional business, 
therefore, has been the elimination, or the reduction, of such 
charges. Now any particular bank might well more than make 
good the losses sustained by furnishing drafts to customers and 
collecting items free of charge, out of the enlarged volume of 
business obtained as a result of such a policy. But when all the 
banks of a given community, under the impetus of competition, 
engage in rate cutting, it is obvious that the collection costs 
to the banks as a whole cannot be counter-balanced by an in
creased volume of business for the banks as a whole. We have 
here a case of cut-throat competition similar to that whidl for 
so long a period led to the financial embarrassment of railroads 
and industrial concerns. The clearing-house associations again 
provided the mechanism for agreements on uniform exchange 
and collection charges; and again it was in Buffalo, in 1881, 
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that the first agreement was made. A scale of charges was 
adopted and put into successful operation, the rates not being 
high, but arranged as nearly as possible to cover the costs in
curred by the banks in performing the service in question. 

While many difficulties have been encountered in some 
places in controlling this phase of banking competition, the prac
tice of agreeing upon uniform charges has been gradually ex
tended throughout the country. The adoption of the Federal 
Reserve Act, however, and the development of a new collection 
system, now accomplish the same results by other means.' 

3. Conducting clearing-house bank examinations.---Clear
ing-house ba~ examinations are of still more recent develop
ment, the first one having been organized in Chicago on June I, 

1906. The examination of banks by an agent of the clearing
house association constitutes an attempt by the banks them
selves to control and safeguard the interests of the credit struc
ture as a whole through a system of supervision which greatly 
reduces the chances of bad banking practice and consequent 
banking failures. A statement of the origin of the system of 
clearing-house bank examinations in Chicago will best serve to 
reveal the reasons for this significant development. 

In the autumn of 1905 it was discovered by the federal bank 
examiner that a large national bank in Chicago, of which a 
prominent financier was president, was insolvent. The president 
of this bank was also in control of two state banking institutions 
and it was conceded that the three institutions were involved in 
mutual difficulties. The status of affairs was discovered on a 
Saturday morning; but owing to the fact that the money market 
was in a somewhat strained condition at the time, it was deemed 
inexpedient to make an immediate public announcement, lest a 
"run" on these banks might so shatter general confidence that 
a financial panic of serious proportions might be precipitated. 
Accordingly, the announcement was postponed until Monday; 
and during the interval a committee of leading bankers and 

• See pp. 562-{)8. 
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business men met with the federal examiner to consider ways 
and means of meeting the situation. Fearing a general loss of 
confidence in Chicago banks, these men actually advanced sev
eral millions of dollars in order to prevent a "run" upon the 
insolvimt institutions. The president of the banks paid the per
sOnal penalty of imprisonment, but the millions of dollars ad
vanced to prevent a general disruption of credit to this day 
remain largely unpaid. , 

It was from no altruistic motive that the financiers o.f Chi
.cago thus' underwrote the losses of an erring member; it was 
rather enlightened self-interest which dictated their policy, In 
the light of this experience, however, it was deci~ed that some 
means should be developed, if possible, to prevent a recurrence 
of such a. disaster. Many bankers and business men had for 
some time been aware of the fact that the banks in question 
were in. an unsound condition, the funds of· these institutions 
having been used for railroad and other enterprises i~ which 
the. president was interested. It was known that these enter
prises were. in financial difficulties and that the good funds of 
depositors were being steadily diverted from the financing of 
ordinary conservative business to the rescuing of the bad funds 
already invested elsewhere. Upon the occasion of his previous 
examination, six months earlier, the federal bank examiner had 
not fully perceived the gravity of the situation-doubtless be
cause there was juggling of accouIJts between the state and na-

. tional institutions, It was believed, therefore, that the only 
remedy for· the sitUation was to develop a means whereby other 
banks could bring pressure to bear to correct an obvipusly dan
gerous situation, before it could get so bad as'to imperil public 
confidence in banking institutions generally. Accordingly, the 
clearing-house association devised the ,system of examinations 
as a means of eliminating bad banking practices on the part of 
any of its members . 

. The system devised for Chicago is in brief as follows: A 
skilled examiner is employed by the clearing-house association 
for the pu.rpose of making ann~al examinations of all the asso-



THE COMMERCIAL BANKING SYSTEM 433 

dated banks and of the non-member institutions of Chicago', 
and such additional examinations as may appear to be neces
sary at any time. The examination includes a verification of 
the assets and liabilities of each bank and an investigation of 
the work of each department. Upon the conclusion of an exam
ination, the examiner prepares a detailed report, iI~ duplicate, 
which discloses the bank's loans, bond investments, and other 
assets, mentioning particularly all loans, either direct or in
direct~ that have been made to officers, directors, or employees, 
or to corporations in which they may be interested. One of 
these reports is filed in the clearing house in the custody of the 
examiner and the other is handed to the president of the exam
ined bank for "the use of its direct~rs, thus bringing the condition 
of the bank sharply to the attention of the responsible managers 
of the institution. A briefer and less specific report, disclosing 
no essentially private information, is also sent to the clearing
house committee. The clearing-house examiner also co-operates 
with federal and state bank examiners and thereby increases 
the efficiency of their work. 

The system thus inaugurated in Chicago has been copied in 
a large number of the leading cities of the country. It has been 
uniformly successful, and thus far no bank which is subject to 
the clearing-house examination has ever failed. In th~ light of 
this record it is not surprising toot the clearing-house bank ex
amination 'has been called the most constructive banking im
provement that has ever been developed as a result of private 
enterprise.· 

II. RELATIONS BETWEEN BANKS IN DIFFERENT 
CITIES 

In the evolution of the commercial banking system it has 
been found necessary for banks in different cities to develop 
what are known as "correspondent" relations. The principal 

• The devices that have heen developed for effecting mutual co-opera
tion of clearing-house banks in times of financial crisis are discussed else
where. See pp. 493-99. 
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services rendered to one another by correspondent banks may 
be listed as follows: (I) acting as collecting agencies; (2) giv
ing one another advice and information pertaining to financial 
and business affairs iIi their resp.."Cti\"e localiti;$; (3) holding 
deposits of excess funds; (4) borrowing from one another, as 
occasion requires. 

J. Act;"g as coUect;"g QgeJIC;~s.-Every important bank 
receives from its customers in the daily -course of business many 
checks drawn on banks in other towns and cities. Such checks 
are customarily at once credited to the account of the depositor 
who presents them; and it is accordingly necessary for the bank 
to send them for collection to. the banks upon which th~ are 
drawn. Before the establishment of the Federal Reserve collec
tion system, checks and drafts upon banks in other cities were 
sent by mail either to the bank direct or to some other bank 
which would act as an agent in the process:. Since the old sys
tem of collecting checks is now practically obsolete, it is unneces
sary at this place to describe the process in any detail! It need 
only be said that each bank endeavored to collect its checks in 
the easiest and cheapest way possible. Sometimes this involved 
sending the check direct to the bank upon which it was drawn; 
sometimes it meant sending it to a correspondent bank located 
in the same city as the drawee bank; and sometimes it meant 
sending it to a correspondent'bank in another city, whence it 
wOuld be "relayed" to the city where the drawee bank was l0-
cated, being sent either direct to the bank in question or to a 
correspondent bank, whichever way was more convenient and 
less costly. HaviIig gradually developed without any concerted 
effort at systematization, the system was on the whole very cum
bersome and tlme-consuming, and withal socially inefficient and 
expensive. Various improvements were being made, however, in 
the years immediately preceding the establishment of the Fed
eral Reserve System. 

• ~or a description of the Fedcnl Rcsen-e co1Jectioll system DOW ill 
vogue, see pp. S6~ 
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Besides collecting checks and bank drafts for one another. 
correspondent banks also render a great deal of mutual service 
in collecting business notes and bills of exchange. For instance, 
a customer of a bank in Grand Rapids:Michigan, may have a 
promissory note due from an individual in Chicago. The process 
of collection is great,Iy facilitated if he turns this note over to his 
bank for collection. The bank sends the note to its correspond
ent in Chicago, which then either details a messenger to collect 
the note at maturity or notifies the maker that it is due and pay
able at the bank on a stipulated date, the procedure depending 
upon the terms of the agreement in each individual case. 

Another form of collection involving the use of correspond
ent banks is found in connection with the payment of principal 
and interest on bonds and mortgages. For instance, an indi
vidual in Bloomington, Indiana, may own bonds the interest 
and principal of which are payable at the First National Bank 
of New York. As the coupons, and ultimately the principal, fall 
due, they are presented to the local bank in Bloomington, which 
sends them to its correspondent in New York, where they are 
presented to the First National Bank for collection. 

It should also be noted at this place that it is through 
the correspondent relations of banks that the system of domestic 
exchanges, whereby cash moves ollly in the settlement of trade 
and other balances between different centers, is worked out.8 

In order to be in a position to sell bills of exchange to their cus
tomers, local banks are obliged to keep funds on deposit in the 
financial centers· with which the business of their constituents 
is mainly connected. 

2. Exchanging advice and information on financial and 
business 'affairs.-Correspondent banks render a great deal of 
indirect service to one another. The banks in the larger cities, 
through the publishing of monthly analyses· of business condi
tions, digests of important legislation, and special reports on 
various subjects from time to time, which are sent free to all 

• See Federal Reserve Clearing System, pp. 562-68. 
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correspondents,' keep the country bankers-those who read
posted on fundamental economic' conditions in a fairly effective 
way. :The city bankei also advises the country banker with 
reference to the standing of firms whose commercial paper is 
being offered for sale, and with reference to bond and other in
vestment opportunities. The country banker, on his part, sup
plies the city correspondent with information on business condi
tions in his locality. and on the character and standing, pf busi
ness men in his community with whom the city banker may 
have dealings, ~ither directly or indirectly. 

: The co-operation in the handling of financial affairs and in 
the dissemination of information on economic questions accom
plished through these correspondent relations· is a most impor- . 
'tant development from the standpoint of sound business and 
economics. 

3. Holding deposits 0/ excess /unds.-In order to secure a 
certain amount of financial concentration, or centralization, our 
national banking laws formerly permitted the banks of the small
er cities to deposit a portion of their: reserves' in the banks of the 
larger cities. The general'practice was for the city banks to pay 
2 per cent interest on these reserve deposits, the banks being able 
to do this by virtue of the possibilities of a remunerative employ
ment of the funds thus received in stock exchange and other finan
cia}operations. The outlying banks also loaned additional funds 
to .their city correspondents during periods of slack business in 
the country; and this practice has not been affected by the newer 
banking legislation. Funds that would othel'wise be idle are' 
thereby given employment, at a low rate of interest, the.while re
maining subject to call for more remunerative investment as soon 
as occasion offers.8 

The concentration of funds in financial centers-both large 

, For details see p, 445. 

• We shall later see that this practice has serious weaknesses in times 
of financial stress (pp. 486-87). 
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and small-is a striking phenomenon of our mod.ern financial' 
system. Professor Taylor tells us, for example: 

Some years ago in a certain Michigan village which had a factory 
with a pay-roll of $2,000 per week, it proved necessary for the local bank 
to bring out the $2,000 in cash from Detroit practically every week in the 

. year-that is, the $2,000 having been paid to the workmen, instead of re
maining in the village ready for use the next week, before the time was up 
found its way into. Detroit, whence it had to be taken back by the banker." 

New York is the great financial center of the United States. 
A large percentage of the deposits of'N ew York banks, in some 
cases more than half, are bankers' deposits-funds sent in 
by correspondent banks from all over the country. An investi
gation made in 1901 showed that on September I of that year 
the New York banks had more than 43 per cent of the net bank
ers' deposits of the United States--three times the volume of 
those held by the banks of Chicago and St. Louis combined. 

The dominance of New York in this connection is due pri
marily to its position as the great entrepot of trade. The over
whelming percentage of our foreign trade, both exports and 
imports, passes through or is financed through New York, as a 
result of which practically all banks find it necessary to ke~p 
funds on deposit there. In 1890 information was secured by the 
Comptroller of the Currency from' 3,329 out of 3,438 national 
bapks, bearing on their financial relations with New York. Of 
the reporting banks all but three stated that they drew drafts 
upon New York; and the returns as a whole showed that the 
total amount of drafts on New York was 61.31 per cent of all 
the drafts on all the banks in the country. This may be com
pared with 9.82 per cent of the total that was drawn against 
Chicago banks. New York is thus, in a sense, the clearing house 
for the entire country. 

4. Borrowing from one another.-The borrowing relations 
of correspondent banks have been developed as a means of se
curing additional cash as occasion demands. It has often been . 

• F. M. Taylor, Some Chalters on Money (copyright, 1906), pp. 
139-40. 
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assumed that a commercial bank commonly relies upon its ma
turing loans to provide it with ready funds when needed. In 
practice, however, we find that to a large and steadily increas
ing extent-before the adoption of the Federal Reserve System 
-the banks of the country borrowed from one another by one 
device or another the funds required for the replenishment of 
depleted reserves. 

This borrowing has been accomplished by numerous de
vices. The first, but not the most important, of these was by the 
rediscount of customers' notes. If a bank in Richmond, Vir
ginia, needed additional cash resources, it could sell the note of 
one of .its customers to its correspondent bank in New York, 
thus providing itself with the needed funds. This practice, how
ever, was characteristically opposed by the customers them
selves. It appears to have been assumed that banks should have 
eriough funds of their own with which to conduct their opera
tions and that the selling of notes in Wall Street was a sign 
either of weakness or of dangerous speculative activity. 

As a means of avoiding this unwarranted criticism of the 
practice of rediscounting, the banks resorted to various expe
dients. One of these was to indorse the notes that were redis
counted with a lead pencil so that the indorsement could be 
erased when the note was returned to the maker for payment. 
Another and much more common device was for the bank offi
cials to borrow on their own promissory notes, either with or 
without customers' notes as collateral security. The funds thus 
borrowed were then deposited in the bank, with the understand
ing that the officers.would not withdraw them. 

Another method of securing funds from correspondents in 
time of emergency was by the sale of bonds, with an agreement 
to repurchase them at the same price, plus a fixed rate of inter
est. This was a very common practice. An operation akin to 
the sale of bonds was the lending of bonds by one bank to an
other for use as security for note issues, special deposits, etc. 
The sale of commercial paper purchased in the open market was 
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. a final method by which a bank could increase its reserves, as 
ol:casion required. This practice developed rapidly after the 
turn of the century, and particularly after the panic of 1907. 

The development of the Federal Reserve System, however, has, 
as we shall see, largely rendered obsolete all of these methods of 
securing additional funds with which to meet emergency de
mands. 

III. LOANS, DEPOSITS, AND RESERVES 

We have already seen that in commercial banking the 
granting of a loan commonly gives rise to a deposit account, 
and that a commercial bank requires a cash reserve against de
posits of only moderate proportions. We may now consider in 
greater detail the interrelations of loans, deposits, and reserves 
in the commercial banking system as a whole. 

If there were only one bank in a given community and if 
every customer of this bank ordinarily used a checking account 
as a meanS of payment, a bank which possessed at the beginning 
of its lending operations a cash reserve of $100,000 could gradu
ally extend its loans and create deposit accounts to many times 
the amount of its reserve. Suppose we start with the assumption 
that $100,000 of loans are made, thus creating deposit accounts 

. to the extent of $100,000 (omitting, for convenience, the amount 
of the discount). If, as indicated in the preceding chapter, the 
borrowers of this $100,000 write checks for $100,000 payable to 
other individuals in the same community and these individuals 
bring the checks to this bank for deposit in their accounts, it 
is obvious that a total of $100,000 deposits resulting from the 
loans is still maintained; and if, in turn, these new depositors 
write checks to the amount of $100,000 in payment of obliga
tions and the persons who receive them in their turn bring them 
to this bank for deposit to their respective accounts, the total 
of $100,000 in deposits still remains; although the names ap
pearing on the bank's ledger as creditors of the bank are con-
stantly shifting. . 

Suppose we now assume that $200,000 of additional loans 
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are made, creating thereby $200,000 of new deposit accounts; 
against which checks are repeatedly drawn and deposited by 
those who receive them, as in the case of the original $100,000. 
This bank·would now have on the assets side $100,000 in cash, 
and on the liabilities side· total deposit accounts (that is, claims 
against cash) to the extent of $300,000. The. question may now 
be raised, Is it safe for a bank to create deposit acCounts of 
$300,000, when it has only $100,000 of cash? The answer is 
that it is entirely safe if, as in the case we have been assuming, . 
everyone deposits the checks received with the bank and pays 
his obligations by writing checks against his account rather than 
by.withdrawing specie for the purpose. 

In practice, however, not everyone does refrain from draw- . 
ing cash. A bank may safely count on having to redeem a cer
tain percentage of its claims in actual specie. But since this per
centage is ordinarily small, it is unnecessary for the bank to carry 
a dollar in cash for every dollar of claims. In practi~e, indeed, 
it has been found that, typically speaking, the banks have to 
keep only about one dollar in Cash for every ten dollars of out
standing deposits. 

We shall presently see that by virtue of a redepositing of 
reserves the ratio of cash to deposits in the banking system, as a 
whole, is even smaller than this.lO 

Suppose yve assume now that there are two banks in a given 
community; and that when bank No. I makes a loan of $100,-
000 to ·Mr. A, the latter writes a check in favor of X, who de
posits it, not in the same bank, but in bank NO.2. In this case 
the loan made by bank No. I gives rise to a deposit account in 
the name of Mr. X in bank NO.2. Immediately speaking, the 
changes to be inade on the balance sheet of bank No. , are as 
follows: on the liabilities side, "Deposits"+$loo,ooo; on the 

. assets side, "Exchanges for the clearing house"+$loo,ooo. But 
when bank NO.2 presents this check for Payment to bank Xo. 
I, WiII it not involve the fol}owing changes on the books of bank 

.. See chap_ Dill. 
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No. r: "Deposits"-$Ioo,ooo (deducted from A's account); 
and "Cash"-$loO,OOO, the latter being turned over to bank 
No.2? The answer is that a payment is usually effected with
out the movement of any very great all!0unt of specie. The rea
son for this is that bank No.2 is a1S() engaged in making 10llns 
and creating deposit accounts; and we may assume that Mr. 
B who received a deposit account in bank No.2, say, of $120,-
000, writes a check in favor of y., who deposits it in bank No. I. 
As a result, bank No.1 has due from bank No.2, $120,000. 
Under these circumstances the account can be settled merely by 
shifting $20,000 of specie from bank No.2 to bank No. I. 

When we complicate the system still further by assuming 
that there are a large number of banks in a given community 
and that each is daily making loans and creating deposit ac
counts against which checks are drawn and deposited (in the 
main) in this or other banks, we approach the actual situation 
that exists in large financial centers. And, as we have seen in 
our study of clearing-house asSociations, in settlip.g the counter
claims of the associated banks only so much cash moves as is 
necessary to pay the net balances between each bank and all the 
other members. 

We may now complicate the situation one step farther and 
aSSume that some of the checks drawn against deposit accounts 
in the city in question are sent to individuals in other communi
ties. The checks that are drawn against community A and de
posited in banks in community B are entered on the liabilities 
side of the bank balance sheets as "Deposits" of cU3tomers and 
on the assets side as "Due from banks." Now will not com
munity A draw funds away from community B, when it presents 
these checks for payment? The answe.r again is no---that cash 
will move only to effect a settlement of net balances which can
not be offset in any way. Just as balances between banks which 
are members of a clearing-house association are settled without 
the movement of specie, so also, by virtue 9f the correspondent 
relations that obtain between banks in different centers, together 
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with the Federal Reserve clearance system, cash moves In the 
settlement of balances between banks in different centers on'y 
as a last resort. The commercial banking system, indeed, is in
ternational in its scope;·for, as we have seen in chapter ix, the 
foreign exchanges operate so as to minimize the flow of specie 
between nations. 

The assumptions that we have been making in the preced
ing paragraphs are directly applicable to the facts of the modern 
financial system. The use of checks in making payments, while 
of gradual development, is now almost universal in the larger 
cities for all except the smallest transactions. Hence the ratio 
of cash to deposits-the reserve that must be kept-has been a 
steadily declining one. Under a system where the use of checks 
as a means of making payments is practically ,universal, where 
individual depositors seldom present checks for payment in 
cash, and where banks-whether in the same or in different 
cities-largely cancel payments between one another, it has been 
possible for the commercial banking system ordinarily to main
tain convertibility of deposits into cash with a very small ratio 
of reserve money to outstanding deposit liabilities. The chart 
on the accompanying page reveals the slender, and declining, 
margin of cash reserves under the national banking system, and it 
also shows a striking correlation between loans and individual 
deposits in the system as a whole. 

It should be emphasized in connection with this analysis of 
deposit currency, that the creation of bank credit has not been 
accomplished overnight by a single, individual bank. It has 
been only gradually developed through the operation of the 
commercial banking .system as a whole. A newly established 
bank cannot forthwith make loans to several times the amount 
of its cash resources, nor could a bank receiving a deposit of 
gold promptly multiply its loans. The demands for cash to meet 
checks, presented mainly through the clearing house, would 
quickly exhaust the reserve and compel a contraction of loans, 
or force insolvency. It is nevertheless true that in the course of . 
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its evolution the commercial banking system has greatly ex
panded the volume of loanable funds. 

Commercial banks require very small till money reserves. 
One further consideration of banking practice will serve to 
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throw additional light on the problem of commercial banking 
reserves. As we hav.e already seen, every commercial bank, in 
addition to creating deposits by the process of making loans, re
ceives. deposits from individual customers from day to day. 
Some of these latter deposits are in the form of actual specie 
which is available as reserve. And from day to day, also, a large 
bank with many customers will find that it has some cash re
sources flowing in from the payment of loans. There is thus a 
continuous, though variable, flow of cash into the bank. At the 
same time, as we have seen, there is also a perpetual, though 
fluctuating, flow of cash out of the bank to meet adverse bal
ances, pay depositors, etc. If this inflow of funds exactly coin
cided with the outflow, it would be unnecessary for the bank to 
hold any specie on hand for till money purposes. They do not 
exactly coincide, however, and hence a small reserve of cash is 
required. 

The amount of funds for till money purposes which a com
mercial bank must keep on hand is still further reduced by vir
tue of the fact that in ordinary times a bank has various means 
of securing additions to its cash in case of need. All of these 
means have already been discussed and accordingly they may 
here be merely summarized, as follows: (I) by borrowing, in 
various ways; (2) by selling commercial paper purchased 
through commercial paper houses; (3) by selling securities; (4) 
by calling loans. By virtue of these means of securing a quick 
command of funds, a well-organized bank usuall)' requires cash 
for till money purposes only to the extent of 3 or 4 per cent of 
the total outstanding (deposit) claims. 

Banks are required by law to keep ultimate or liquidation 
reserves. Banks are required, however, to keep substantially 
larger reserves than are dictated by till money needs. In the 
interest of protecting bank depositors from loss, the law requires 
the keeping of what may be termed an "ultimate" t>r liquidation 
reserve.ll By virtue of this requirement the depositors are cer-

n See pp. 516-17. 
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tain to receive a considerable cash payment in case the bank be
comes insolvent. 

Before the passage of the Federal Reserve Act in 1913, the 
banks of the central reserve cities were required to keep ,a 
25 per cent reserve, all in their own vaults; those of the reserve 
cities, 25 per cent, of which one-half might be on deposit in 
the central reserve cities; and the country banks, IS per cent, 
of which three-fifths might be on deposit in either the reserve 
or central reserve cities. Since these reserves were minima, be
low which the banks were not permitted to cut, they were, in fact, 
the ultimate or liquidating reserves of the banks. Thus a de
positor in a country bank was certain to get at least IS cents 
on the dollar in case the bank should fail. But since these were 
ultimate reserves, it is obvious that the funds required for till 
money purposes had to be in excess of this amount. The sta
tistics of bank reserves show that the till money reserves were 
in fact usually very small indeed. 

Actual net reserves in the banking system as' a whole are 
much less than the nominal reserve requirements. By virtue of 
the duplication of reserves which was permitted under the na
tional banking law, the actual reserves were considerably 
smaller than the above-mentioned percentages for the different 
classes of banks would indicate. A "country bank" in Bloom
ington, Indiana, for example, had a IS per cent reserve: $6;000 
in its own vaults, and $9,000 on deposit with a correspondent 
bank in Indianapolis, a reserve city. On the basis of this $15,000 
of reserve, the Bloomington bank would have outstanding $100,-
000 worth of deposits. Of the $9,000 which was placed with the 
Indianapolis bank, $4,509 would be sent by this bank to a cor
respondent in New York and would still be counted as reserve. 
Thus on the $9,000 of cash reserve received from the Blooming
ton bank the Indianapolis bank would expand loans and create 
deposits to the extent of $36,000; and at the same time the 
$4,500 which was sent to New York would there serve as a re
serve for four times that amount, or $18,000, of deposits. Thus 
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a total of $154,000 of deposits would be outstanding against 
$15,000 of actual specie. The same cash thus served simul
taneously as reserve in three different places. 

The table on page 480 shows the ratio of cash to deposits in 
the national banks as a whole. It will be seen that the net re
serve of the system, while varying somewhat from year to year, 
has typicaliy been below the minimum reserve requirements 
prescribed for individual banks. This phenomenon, of course, 
reflects the duplication that is permitted. 

There is, finally, a still further lessening of the ratio of cash 
to deposits in the banking system as a whole by virtue of the 
fact that there has been a still further duplication of reserves 
through the connections of small state banks with larger state 
banks and of both with the national institutions of the larger 
cities. In recent years-prior to the Federal Reserve Act-the 
ratio of cash to outstanding obligations in all our commercial 
banking institutions, state and national, has, in fact, been con
siderably less than 10 per cent. 

Under the Federal Reserve system the reserve requirements 
for national banks have been substantially reduced,'! and it is 
now possible for the banking system as a whole to conduct its 
operations on a basis of only 4 or 5 per cent reserve.1I 

IV.· COMMERCIAL BANKING AND THE SUPPLY OF 
LIQUID CAPITAL OR CURRENCY 

Having seen that our commercial banking system, with its 
slender basis of cash reserves, is ordinarily safe by virtue of 
the fact that actual specie is seldom called for, we may now indi
cate briefly sOme of the larger results of this banking organiza· 
tion. The commercial banking system, as a whole, gathers to
gether a considerable proportion ot the monetary resources of 

.. See pp. 549-50 • 

.. For a good discussion of this subject, see H. L. Reed, "Credit Ex
pansion under the Federal Reserve System," America" Eco"o"," Rev""III, 
VIII (1918), 27cH1z. 
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the nation and organizes them in such a way as to expand many 
fold the volume of loanable funds. From another point of view 
this merely means that the commercial banking system has 
served to give us a vastly increased quantity of currency; it has 
furnished much the largest portion of present-day circulating 
media. What, now, is the significance of this addition to our 
monetary supply? 

We have already seen that from the standpoint of ordinary 
exchange operations the checking system is usually much more 
convenient than either metallic or paper money. And from the 
standpoint of economic cost, checks and bank notes provide very 
inexpensive substitutes for metallic currency. But by all odds 
the most significant aspect of deposit currency is the net addi
tion that it constitutes to our total monetary supply. Concrete
ly, in the absence of the commercial banking mechanism, the 
total currency supply of the United States on June I, 1925, 
would have been $5,548,53°,025. Including bank notes and 
deposit currency, it was about $28,000,000,000. In view of the 
extraordinarily large gold imports of recent years, moreover, 
this total of bank-note and deposit currency is capable of much 
greater expansion. 

One of the most vital and controversial questions in eco
nomic literature is the effect of this increase in our monetary 
supply upon the efficiency of wealth production and upon the 
level of prices. Has the evolution of this commercial banking 
currency been attended merely by a rise in the level of prices, 
with no increase in production, or has the multiplication of the 
volume of loanable currency that has been effected tended to 
stimulate production and to increase the wealth of nations? 

Two schools of thought have developed, the one contending 
that the quantity of money IS a matter of entire indifference and 
that the net result of the .creation of deposit currency is merely 
to change the price-level; the other holding that under certain 
circumstances an increase in the supply of deposit currency 
facilitates productive operations, particularly in connection with 
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the creation of new supplies of capital goods. In this elementary 
treatise, we cannot well go farther than tq suggest the prob
lem of the relation of deposit currency to prices; its fuller ex
position lies in the field of advanced study. It may be pointed 
out, however, that those who argue that an increase in the sup
ply of bank currency serves only to raise prices usually conceive 
of money only as a medium for exchanging goods that have al
ready been produced; they regard deposit currency as of use 
only in facilitating the flow of goods from producer to consumer. 
Whatever may be the ultimate price consequences of our evolving 
commercial banking mechanism, they can be intelJigently ap
prehended only when one approaches the study with a clear ap
preciation of the undoubted fact that the commercial banking 
system is fundamentally related to the productive no less than to 
the exchange process, to the raising of fixed no less than to the 
raising of working capital, and to the functioning of other finan
cial institutions no less than to the functioning of business or
ganizations generally. 

v. COMMERCIAL BANKING AND THE GENERAL 
ECONOMIC ORGANIZATION 

The charts on pages 156 and 158, together with the discus
sion of the various purposes for which commercial banks extend 
credit, outlined in chapter xix, indicate the dominant position 
that the commercial banking system occupies in the entire finan
cial structure. Our financial fabric as a whole is, moreover, so 

. constructed and operated as to concentrate a very large, and a 
steadily increasing, percentage of our "lawful money" in the 
vaults of commercial banks rather than in those of other finan
cial agencies. The bond houses, handling billions of dollars' 
worth of investments annually, require relatively little actual 
money. Their business is largely that of intermediary, and their 
transactions are nearly always effected on the part of both their 
customers and themselves by checks on commercial banks. Simi
larly, the insurance companies require specie or legal tender in 
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almost negligible quantities. Such "funds on hand" as they are 
required to hold may be kept in the form of a checking account 
with a commerchil bank. The savings banks likewise hold at 
best very small cash reserves; to be exact, eight-tenths of I per 
cent on the average in 1924-merely till money. Our savings 
banks also characteristically look to the commercial institutions 
for accommodation in case of need. Accordingly, all these insti
tutions are most intimately related to and dependent upon the 
successful functioning of the commercial banking system. They 
are dependent upon the solvency of the commercial banking in
stitutions for the safety of their deposited funds; and they are 
dependent upon the lending power of the commercial banking 
institutions for the conduct of their business from day to day. 
An inadequacy of commercial banking funds means a direct 
lessening of the underwriting activities and other operations of 
investment ·bankers; it means an impairment of the ability of 
the savings. institutions and of the insurance companies to meet 
their financial engagements and obligations. And whenever 
there is a breakdown of this complicated commercial banking 
mechanism and an attendant collapse of the great superstruc
ture of credit that has been reared upon the attenuated reserves 
of specie, the entire financial mechanism is thrown complete~y 
out of gear." 

All business is fundamentally dependent upon the commer
cial banking system. Not only does the commercial banking 
system constitute the center of the entire financial struc! ure, 
but it lies as well at the basis of ~ modern business oper~tions. 
It is, indeed, the foundation of the whole complex financial and 
economic organization of modern society. Every business con
cern, practically speaking, is dependent directly or indirectly 
upon the commercial banks for the safety of deposited funds 
-whether in commercial or in savings institutions--and also 
for a continuous supply of borrowed capital. Let it once more 

It Financial crises and panics will be considered in the following 
chapter. 
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be emphasized and let it again be visualized by reference to the 
chart on page 158 that the operations of the ~mmercial banks 
are not confined merely to making loans for working capital; 
through the loans which they make to other financial institu
tions and through direct loans to corporations for fixed capital 
purposes, and especially through the purchase of corporate se
curities, real estate mortgages, etc., and through loans on col
lateral, they are also vitally related to the raising of fixed cap
ital and to the entire investment market. 

Especial emphasis is here placed upon the relation of the 
commercial bankjng system to the furnishing of funds for fixed
capital purposes, for the reason thaf practically all banking 
theory as well as banking legislation is based on the assumption 
that the function of commercial banks is merely to make loans 
for short-time commercial purposes-that the engaging in in
vestment operations is outside the legitimate field 'Of commer
cial banking and dangerous in its consequences. We shall have 
snmething to say in the following chapter on the possible dan
gers involved. For the present we may merely emphasize what 
has already been indicated, namely, the fact that the com
mercial banking system does furnish a large part of the funds 
requir.:ed for fixed-capital purposes and that the investment mar
kets are absolutely dependent upon commercial banking. The 
writer has elsewhere· made an analysis of the investment busi
ness of national banks; and it appears that approximately 50 per 

cent of all the l~ans made by national and state banks and trust 
companies has long been devoted to investment uses and that 
when direct investments in securities are included, in the neigh
borhood of two-thirds of the credit extended by the commercial 
banks goes for fixed rather than for working capital ... 

Any failure of the commercial banking system to function 
. normally therefore has its direct effect upon every phase of 

financial and business activity. There are times when an inade
quacy of commercial banking funds acts as a serious limiting 
factor upon all commercial, industrial, and financial operations; 

USee J01lrnal 0/ Political Eccmomy, XXVI (1918), 6J~3. 
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and there are occasions when a collapse of the superstructure of 
commercial banking credit virtually paralyzes for a considerable 
period of time the entire economic organization. We shall con
sider specifically in the next chapter the occasions on which the 
commercial banking system do.es fail to accommodate itself to 
the varying needs of business, while in the chapter on the Fed
eral Reserve System, which follows, we shall discuss the reme
dies that have been worked out for the elimination of some of 
the weaknesses that existed under the national banking system 
prior to 1914. 

QUESTIONS FOR DISCUSSION. 

I. CLEARING-HOUSE RELATIONS 

1. For what various reasons do banks in a given community have to 
make settlements with one another? 

2. Why cannot the total amount due to the clearing house exceed the 
total amount due from the clearing house? 

3. State the advantage in trading some checks directly rather than pre
senting them through the clearing house. Why should the figures rep
resenting such checks still be sent through the clearings? 

4. What is the amount of the present daily clearances in New York City? 
in Chicago? (Consult the financial pages of the newspapers.) 

s. What advantages has the clearing-house certificate over cash as· a 
means of settling clearing-house balances? 

6. What is the advantage of settling clearing-house balances through the 
Federal Reserve bank rather than by means of clearing-house certifi
cates? 

7. How can a bank that is not a member of a clearing house collect items 
on other banks in the same community? 

8. It is sometimes said that the "clearings" afford an excellent barometer 
of business conditions. Why? Which would be better for this purpose, 
the New York or the Chicago clearings? Why? 

9. Which seems to you to have been the most potent reason for the estab
lishment of the New York Clearing House, the expense and loss of 
time in settling balances, or the competitive evils resulting from the 
fact that balances were settled only weekly? 

10. Do you regard the fixing of uniform interest rates on deposits by 
clearing-house associations as a justifiable practice? Does it not smack 
of monopoly? 

II. Why have clearing-house .banks almost universally failed to make 
definite agreements as to rates on loans? 
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J2. Do you find that there are wide variations in the discount rates of 
local banks? (See quotations in the daily press.) 

13. It has been frequently suggested that a committee of banken should 
be appointed by the clearing house to meet every day and determine 
what t1!e rate on call loans should be for that day, and make this rate 
binding on all the member banks ~d the institutions that clrar through 
them. The membership of this committee under such a system would 
be changed frequently, say, once every month. Would such a plan 
possess any advantages? Would it not be monopolistic? 

14. Why have many clearing ho~ses been led to adopt unifono charges on 
collections? Why is such a method hard to enforce? Is it not an at
tempt to restrain trade? 

15. Is it your opinion that the banks make a grst deal of profit on their 
collections? • 

16. Does the development of these various regulations and agreements in
dicate that there is the same tendency in the banking as in other fields 
to eliminate ruinous competition? Do you feel that there it grave 
danger of monopoly here? 

17. What caused the resort to clearing-house bank euminations? What 
right has an association of banks to cumine the affairs of an individ
ual bank? Would it have any right to cumine a non-member bank? 

18. What advantage has a clearing-house cumination over a government 
eumination? . 

19. Do you believe that one can properly.y at the present time that our 
banks are independent, competing institutions, "looking out IOlely for 
number one"? 

U. RELATIONS BETWED BA!fU III DUFEIU:lI'T CITIES 

20. Enumerate the various occasions for making payments in other towns 
and cities. 

21.· Enumerate as many ways as possible in which a payment in another 
city may be made. Do all these ways involve the use of banks, directly 
or indirectly? 

22. What is meant by "correspondent" banks? 
23. A in Chicago owes B in Grand Rapids $1,000. Upon the maturity of 

the loan, B places the note with his bank in Grand Rapids for col
lection. Describe the process. 

24. What kinds of items do correspondent banks collect for one another? 
Is the seTvice thus rendered to customers of much importance? State 
concretely how such items would be collected in the absence of a 
banking system: 

25. In exchlinging advice and information on financial and business affain, 
do you think the small-town country banks can be of any particular 
service to their city correSpondents? 
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26. Read through-in your library-some of the monthly news letters (or 
magazines) published by such institutions as the National City Bank 
of New York, the Guaranty Trust Company of New York, the Na
tional Bank of the Republic of Chicago, etc., and attempt to estimate 
the importance of the service thus rendered. 

27. For what reasons did the national banking law permit the banks of 
the smaller cities to deposit a portion of their reserves in the banks of 
the larger cities? 

28. Why is there so strong a tendency for funds to concentrate in the 
financial centers? 

2Q. Explain why New York has become the great financial center of the 
United States. 

30. Wbat advantages ordinarily accrue to the small-town banks from the 
deposit of both resen'e and "excess" funds in the financial centers? 
What advantages accrue to the banks in the large centers? 

31. Turn to the financial statements on pages 335 and 337 and explain the 
items, "Due to banks" and "Due from banks." 

32. For what reasons' do correspondent banks borrow from one another? 
33. Turn to the financial statements on pages 335 and 337 and indicate 

wbat accounts have arisen as a re9Ult of interbank borrowing opera
tions. 

m. LOANS, DEPOSITS, AND RESERVES 

34. What bearing does the extent to which business men and people gen
erally employ checks in meeting their obligations have upon the vol
ume of bank reserves that is necessary? 

35. What bearing does the development of the clearing-house associations 
have upon the amount of reserve which each bank must hold? 

36. What bearing does the development of the domestic and foreign ex
changes have upon the amount of reserves that banks should hold? 

37· "The mo.re highly organized the banking and credit system becomes, 
the smaller the cash reserves that are required." Explain this statement. 

38. How do you account for the fact that individual deposits in the na
tional banks as a whole are practically equal in amount to loans and 
discounts? Are deposits a/ways greater or a/ways less than loans and 
discounts? (See the cbart on p. 443.) 

JQ. "A bank cannot earn dividends by keeping the funds of its depositors 
lying idle in its vaults. The great problem of banking is to find invest
ments which will keep these funds liquid." Is this an accurate state
ment of the essential problem of a commercial bank? 

40. Sbould you say that a bank makes loans out of its reserves, or on the 
basis of its ~rves? 

41. State in your own words the purpose of a cash reserve, differentiating 
between ultimate and "tillllloney" reserves. 
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42. What determines the amount of "tiD money" that ill ftqUiftCi by • 
bank? 

-t3. "The more highly organized the banking system becomes. the amaller 
the reserves that are requiftd." Why? 

44. Tum to the table on page 480 and ascertain the reserve ratio in the 
national banks as a whole during the yean there in question. Bow do 
you explain the fact that they are much below the minimum ~rve 
requirements for the different classes of banks? 

IV. TilE COKKEltCIAL B.UrJUl(G SYSTEX .urn TilE SUPPLY or 
UQum CAPITAL 

45. Tum to the chart on page 158 and indicate in what ways the cammer-
. ciaI banking system supports the other financial institutions which 

make up the financial structure of society. Indicate the probable ef
fects upon each of these institutions of • failure of the commercial 
banking system to function in its customary way. 

46. Show in what ways commercial banking is related to the investmeut, 
or fixed-capital, aspect of business euterprise. Without the commercial 
banking system, would it be possible for corporations to raise the vol
ume of funds requiftd for their operations? 

47. "ine outstanding feature of the commercial banking system is the 
ability to gather together a large portion of the monetary reserves of 
the nation and organize them in such • way as to multiply many times 
the volume of loanable funds." Of what significaJlte is this fact? 

48. Make a tentative statemeut of your views as to the probable relation
ship of the increased supply of curreucy that is created by the com
mercial banking system to the level of prices. State. also, what doubt. 
or questions in connection with this problem occur to you. 
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CHAPTER XXIII 

COMMERCIAL BANKING AND THE EBB 
AND FLOW OF BUSINESS 

In the chapters immediately preceding we have endeavored 
to reveal the nature of commercial banking operations and the 
general significance of the commercial banking system that has 
been gradually evolved. In all this discussion business condi
tions have been taken for granted; and the reader may well have 
assumed that the demands which business enterprises make upon 
the commercial banking system for fixed and working capital 
are constant in amount, except, of course, in so far as there is a 
gradual expansion in the volume of business and hence in the 
volume of funds required for its conduct. The truth is, however, 
that business is never stable and the demand for liquid capital 
is accordingly ever fluctuating. As one writer so well puts it: 

In the real world of business, affairs are always undergoing a cumu
lative change, always passing through some phase of a business cycle into 
some other- phase. . . . . In fact, if not in theory, a state of change in 
business conditions is the only normal state.' 

There are two species of fluctuations in business activity, 
the oDe seasonal and the other cyclical. In this chapter we shall 
consider the relations of the commercial banking system to the 
varying needs of business as determined both by seasonal exi
gencies and by the phenomena of the larger cycles in the ebb and 
flow of industrial activity. We shall endeavor to ascertain the 
nature of the demands that are placed upon our banking institu
tions in the alternate periods of seasonal activity and dulness, 
prosperity and depression, and the efficiency with which these 
varying demands are fulfilled. So far as the banking phase of 
the problem is concerned, we shall in the present chapter con-

I Wesley C. Mitchell, Business Cycles, p. 86. 
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sider the situation as it existed before the establishment of the 
Federal.Reserve System; for only by disclosing the weaknesses 
in our banking organization before 1914 shall we be in a position 
to understand the purpose of the Federal Reserve System and to 
appraise its adaptability to the onerous requirements that are 
placed upon it. 

I. SEASONAL VARIATIONS IN THE DEMAND FOR 
FUNDS 

Within the course of a given year there are normally nu
merous ups and downs in business and trade, and an accompany
ing tension and ease in the money market. The best means of 
indicating the nature and causes of these seasonal fluctuations is 
to outline briefly the actual variations in money-market condi
tions in some of our leading financial centers. These will be 
found to reflect pretty accurately the fluctuations of business 
as a whole. 

Before the establishment of the Federal Reserve Systeml 
there were usually four more or less distinct seasonal movements 
in the New York and Chicago money IIiarkets, as follows: (I) 
from early in January to the Iniddle of February; (2) from the 
middle of February to the early part of April; (3) from the 
early part of April to about August I; (4) .from August to the 
end of the year. 

The first movement is characterized by low interest rates. 
This condition is attributable to the fact that the crop movement, 
with its demand for money in the West and South, has passed 
its peak, and has been followed by a heavy flow of cash from the 
country banks to the primary money markets. At the same time, 
the demand for funds is relatively slack, for business, in gen
eral, is characteristically dull during the interval between the 

• The seasonal 8uctuation in interest rates has apparently been greatly 
reduced if not entirely eliminated since the Federal Reserve System was 
established. There is some evidence that the seasonal variation in the de
mand for funds is at present re8ected in the reserve ratios of the Federal 
Reserve banks rather than in the rates of interest charged. 
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holidays and the opening of the spring manufacturing and trad
ing:;eason. 

The second period, which is marked by rising interest rates, 
is largely attributable to the monetary demand of producers and 
manufacturers. This demand is supplemented, particularly in 
the latter part of the period, by crop-planting requirements. 

The third important seasonal variation is that of a weaken
ing money market in April and May, followed by a genuine de
pression in June and July. This period at its beginning reflects 
a declining demand for funds by the m~nufacturing and produc
ing interests of the industrial centers, and in its later stages the 
return of funds from the country districts following the com
pletion of the crop-planting period. 

The fourth season is generally referred to as the crop-mov
ing period. The demand for funds in the country districts for 
the paying of farm labor, the storing of grain, and the moving 
of produce to the primary markets calls for an outflow of funds 
from the financial centers to the interior. At the same time, the 
demand from producing and manufacturing enterprises which 
are making ready for the fall trade becomes very heavy, thus 
bringing added pressure to bear on the financial markets. This 
period ordinarily reaches a peak in October, with interest rates 
commonly remaining high to the end of the year. 

Seasonal movements in St. Louis, New Orleans, San Fran
cisco, and other centers differ only in time and in extent from 
those in New York and Chicago, the variations being attrib
utable to differences in climatic and other local conditions.' 

Our currency supply was formerly not sufficiently elastic. 
The seasonal variations in the demand for funds in the primary 
markets require a certain amount of elasticity in the currency 
supply. To some extent such elasticity has been obtained by a 
process of shifting funds from one section of the country to 
another. As noted in chapter xxi, this shifting is in some measure 

• See E. W. Kemmerer, Seasonal Variations in the Relative Demand /0' 
Money alld Capital in the United States. (National Monetary Commis
sion, 1910.) 
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accomplished through the intermediation of commercial paper 
houses. But in periods of very active demand' for money, par
ticularly during the crop-moving season, which coincides with 
the period of ptoducing and manufacturing goods for the autumn 
and winter trade, the total supply of currency within the country 
must be substantially larger than at other times if the needs of 
business and trade are to be adequately met. Accordingly, we 
should be able to expand the total volume of currency as occa
sion demands. Similarly, it is regarded as important that when 
these great seasonal demands have passed we should be able to 
contract the volume of currency. What now can be said of the 
elasticity of our currency supply? 

The chart on page 459 shows the average amount of gold 
coin and gold certificates, national bank notes, deposit currency 
-as reflected in average clearings-and total money in the 
United States between 1890 and 1908. It will be seen that the 
gold supply did not increase or decrease in accordance with trade 
needs, the total supply depending upon: (I) bullion deposits at 
the United States mints and assay offices (dependent upon gold 
production); (2) net imports and exports of gold in the settle
ment of foreign balances; and (3) receipts and disbursements of 
the United States Treasury .. The general upward movement of 
the gold line reflects the cumulative supply of this metal. 

The national bank-note circulation was also very inelastic. 
The chart shows that the total supply gradually' increased 
throughout each year; and that the fluctuations during the year 
did not coincide on the whole with the varying requirements of 
trade. The chief exception to be noted is found in the autumn 
of the year, when there was typically a substantial increase. 
Kemmerer explains this by saying, "Apparently banks intending 
to increase their circulation postpone doing so until the crop
moving season approaches. There is no evidence of contraction, 
however, when the crop-moving demands are over-the national 
bank note elasticity being, to use an inelegant expression, of the 
chewing gum variety." 
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The reason for the inelasticity of bank-note currency is not 
difficult to find. As already explained, bank notes can be issued 
only when secured by United States government bonds. In the 
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years under consideration the total supply of United States 
bonds available for use in this connection was about nine hun
dred millions and in the latter years of this period the total 
number thus being used was in the neighborhood of seven hun
dred millions. A restricted supply of United States government 
bonds would therefore at best prevent any very large increase in 
the total of bond secured currency. Of the outstanding govern
ment bonds not already serving as security for note issues, many 
were not for sale in the market and hence not available to the 
banks in case of need. This restricted supply of government bonds, 
moreover, tended to increase their price when demand for them 
was active and thereby to reduce the profits of the banks in thus 
employing their funds. Finally, because of the red tape involved 
in the issue of these notes, it required about three weeks for a 
bank located in the interior of the country to put them into cir
culation. After the bonds were purchased, it was necessary to 
send them to the federal Treasury at Washington where the' 
notes were printed, bearing the name of the bank which was to 
issue them. The notes were then sent tq, the bank for the sig
natures of the officers, after which they could be put into the 
channels of circulation. While this time element did not prevent 
the banks from making preparation for autumn monetary re
quirements, it nevertheless did prevent a very effective use of 
bank notes in cases of sudden emergency. 

The heavy black line at the bottom of the chart, showing 
the total currency supply by months during the years in ques
tion, also indicates no appreciable seasonal elasticity. The rea
sons why the other forms of currency besides gold and national 
bank notes do not possess the necessary elasticity may be re
called from the discussion in chapters v and vi. 

Deposit clITTency alD1le ezhibits tJ hig" degree oJ sttJSonal 
elasticity. The line showing the average amount of clearings 
indicates a close adjustment of the supply of deposit currency to 
the varying requirements of trade. It expands when trade needs 
increase and declines when trade needs decline. An illustration 
of the way in which deposit currency gets into the channels of 
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circulation and is in tum retired will serve to indicate its auto
matically elastic nature. 

Let us assume that X, a dealer in grain, has bought 10,000 

bushels of wheat which is stored in warehouses, awaiting move
ment to the primary gxain markets. X borrows, say, $9,000 
from the bank, giving his promissory note with the warehouse 
receipt as collateral. Thus the security back of the deposit cur
rency that arises out of this loan is the identical wheat, the 
necessity for the marketing of which gave rise to the increased 
demand for currency. The needs of trade at once call forth and 
provide the security for the currency which is created. As the 
gxain is sold, X receives funds which he places on deposit with 
his bank; and when the loan matures he pays it off (usually and 
in the main) by a check against his account made payable to the 
bank. Thus when the produce has been marketed and the loan 
paid off, the deposit currency is automatically reduced by the 
'!irnount of the loan. 

While deposit currency thus readily responds to the va1")ing 
requirements of trade, there is a limit to which it can be ex
panded, a limit imposed by the reserve requirements. We shall 
shortly see that in periods of acute financial crisis inadequate 
reserves have on many occasions prevented any further expan
sion of bank loans and deposit currency. Ideally elastic within 
limits, there is nevertheless a point at which the expansibility of 
deposit currency ceases. 

The federal. TreasUTY has borne an interesting relation 10 

tire moll£Y markel. The supply of funds for the needs of busi
ness is affected to some extent by the flow of specie to and from 
the federal Treasury. The Treasury Department normally re
ceives funds largely from taxes. Some of the sources of ta.~ation 
pro\ide a fairly ~ular flow of income, but others a very irregu
lar one. Similarly, some of the government's disbursements con
stitute a fairly regular outflow, while others are intermittent. 
Accordingly, there are times when the supply of funds in the 
Treasury is large, and there are times when it is small. There 
have been occasions, also, when, owing to the lack of a govem-



ment budget, the total receipts have been considerably in excess 
of total disbursements. In consequence, the disposition of gov
ernment funds has always been a problem of DO little impor
tance. There follows a brief summary of the historical relations 
between the United States Treasury and the banks of the 
country. 

I. From 1789 to 1791 the federal funds were mainly Ieft in 
the hands of the collecting and disbursing officers, for the reason 
that there was no specific place for the custody of public money. 

2. Between 1791 and 18u public funds were kept chiefly 
in the First Bank of the United States, which was the fiscal 
agent of the United States government. 

3. BetweeIt 18u and 1816, when the Second Bank of the 
United States was chartered, Treasury funds were kept mainly 
in state banks. 

4- Between 1816 and 1833 the Second Bank of the United 
States was employed, although the state banks were still used 
to some extent. 

S. Between 1833 and 1846 state banks were exclusively 
used. Charges of favoritism in the selection of state banks and 
the growing opposition to close relations between the banks and 
the Treasury led to the adoption of the "independent" Treasury 
in 1846. 

6. From 1846 to 1863 public IDOney was kept entirely in 
the federal Treasury and the nine subtreasuries which were 
located in the larger financial ~ters o( the country. 

7· With the establishment of the nationafbanking system 
in 1863 the Secxetary of the Treasury was authorized to deposit 
a part of the Treasury funds in certain national banks deSig
nated as depositary institutions for public money. For a time 
these banks were required to keep a special reserve against 
Treasury funds, although this practice was finally abandoned. 
Undex the national baliking system the amount of public money 
deposited with the banks steadily increased in volume until at 
times there was only a very small working balance in the Treas
ury. The subtreasuries were closed in 1920, and the government 
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now receive; and makes its payments through the Federal Rt'

serve banks. • 
Tilt Trcasury las sOfffclirrus e"dcQ1:orrd 10 rcJir.!t seaso1lal 

sl,u,gc"cy. The seasonal strain upon bank reserves became so 
great in the t'arly autumn of 1912 that Secrel:lry ~Ic\'eagh dt'
\"elopt'd a plan for relie\;ng, as far as possible, the strain upon 
the national banks. The plan consisted of placing Treasury 
funds in ban\s in advance of any imporl:ltion of gold that might 
be arranged for; such funds to be available as reserve money 
for the banks juat as soon as arrangements had been completed 
for the import of specie. By making it possible for the banks to 
have the immediate u..;;e of such funds, the importation of specie 
was t'ucouraged. 

A still better plan was elaborated in the autumn of 1913. 
To quote the words of the Secrel:lry of the Treasury: 

To.-ard the latter put of July symptoms of une\SintSS begu to ap
pear. 'l"berc ,,-as much talk about the dJlicult)' of mo\;ng the faU crops, 
and the &nnualappruension on tbis score bel;aD to sulk aoout the country 
.-ith more tJun usual \·igor ....• Conditions _re a~ becoming acute 
,,-beD the Sccrd.ary determined to ckposit from twenty-/i\""C: to fifty mil
lions of dolbrs of go\"1:mmcnt funds in the national banks in those parts 

of the country .-ben: the necessity for funds to mo\"e crops existed. 

These deposits were made on three different sorts of securities: 
(I) rnited States bonds at par (at least 10 per cent were re
quired to be so secured); (2) mi..<cellaneous bonds approved by 
the Secrel:lry, at 75 per cent of their market nlue; (3) ap
proved prime commercial or business paper indorsed by the 
bank, at 65 pel' cent of its face ,-a}ue (raised in 1914 to 75 
per cent). 

In the year 1913 a total of ~37,JS6,ooo was deposited in 
the banks of the cotton-growing states. The somewhat smaller 
amount deposited in 1914 is to be explained, in the main, by 
the issue of emergency currency at the outbreak of the European 
\\""31', a considerable portion of which went directIy or indirectly 
into the agricultural states. 

• For the ",lation of the Trtasurt' to the banks siner the establishmem 
of the Federal Re5U\"e S)~em, se-c: p~ Ses-;-o.. 
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Treasury aid in meeting seasonal demands for currency is, 
however, confessedly a poor expedient. It does not give ~e 
requisite expansibility in the total qUQrU"y of funds; and there 15 

never any assurance that the Treasury will have on band funds 
of sufficient volume to fill the hiatus in the supply of bank cur
rency. 

TI. CYCLICAL VARIATIONS IN THE DEMAND 
FOR FUNDS 

The ebb and flow of business activity which characterizes 
the business cycle may best be shown by reference to the finan
cial history of the United States. For the earlier years, precise 
data are not available, hence the summary account which fol
lows relates chiefly to the major crises that occurred. The fluc
tuations since the late seventies are shown in more detail in the 
"chart on page 467. 

While there were some early disturbances of importance, 
it is generally stated that the first panic in the United States 
occurred in August, 1814- It was a direct result of the capture 
of Washington by the British, though the disruption of trade 
and the exigencies of war finance were contnouting factors. 
This panic, however, was not the outgrowth of ordinary com
mercial and financial conditions; it was special in its nature. 

The first genuine crisis in the United States occurred in 
1819.- It may be superficially stated that it was an outgrowth 
of the abnormal expansion of Inanufacturing industries occa
sioned by the embargo and the War of 1812, and by the neces
sary readjustments that follow a period of paper currency. Not 
until late in 1821 did commerce and industry begin to revive. 

There followed a period of great prosperity and rapid terri
torial and business expansion, which continued with but slight 
interruptions until 1837. In 1824 there was an industrial boom . ' and m 1826 there was a reaction, due, in part, to the European 

'The first ill AmmcaD history was the ODe which o«urred duriDg 
the CoDfederatioD period, ill 1786. 
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crisis of December, 1825; but these were merely temporary 
deviations from an otherwise fairly continuous expansion. 

The crisis culminating in the disastrous panic of ~Iay, 1837, 
is associated with an undue extension of banking and credit, an 
owrprovision of public roads, canals, and railways, and exces
shoe speculation in western lands. Recovery from the panic was 
\-ery slow; indeed, it was more than a year before the banks 
resumed specie payments. A period of depression followed until 
the summt'r of 18.$3, a premature re\i, .. al in 1838 and 1839 re
sulting in a multitude of failures. 

A general re\i\'aI of trade began in the autumn of 18013 and 
continued without much interruption until 1857. The Euro
pean crisis of 18017 exercised little influence here, owing to good 
crops and heavy exportations. There was, however, a minor 
crisis in IS"S, occasioned in the main by the ~Iexican War. 
The period of rapid expansion came to a head in the very sud
den and slurp crisis of August, 1857. While the financiaI dis
turbance appears to have been more acute than in 1837, industry 
and commerce were much less seriously affected, and in conse· 
quence the succeeding period of depression was less universal in 
its effects. The depression reached its worst phase in 1859. 
Conditions were rapidly on the mend in 1860, but the outbreak 
of war in 1861 so disarranged the financial and industrial affairs 
of the nation that the return of prosperity was postponed for 
a haIf4zen years. There was a great crisis in England in 1866 
which the war, no doubt, enabled us to escape. 

. Following the Chit War we entered upon a new era of indus
trial expansion. Wide areas of agricultural lands were opened 
up, immigration was heavy, raIlroads were bunt on a scale hith
erto undreamed of -bunt far ahead of settlements and the de
mands of trade. It was a period also of wild speculation, dishon
esty, and extravagance. The great crisis of 1873 affected prac
tically every operation of commerce and finance, and sllook the 
credit structure to its \-ery foundations. The succeeding depres
sion was unprecedented in severity and duration, continuing in 
most branches of industry until the end of 1878, and in some 



lines until r879. The largest number of failures occurred in the 
year 1878. 

Prosperity returned with bountiful har.-ests and the resum~ 
tion of specie payments in 1879. A period of world-wide pr0s

perity was marked in the Coited States by another era of ex
tensive railroad building, industrial expansion, and extra\Clgant 
living, which ended in the crisis of r883-84- The downward 
movement continued until late in r88s; after the recovery there 
was a season of activity until r890, exrept for a mild depression 
in 1888. The great crisis in Europe attending the failure of the 
famous English banking house of Baring Brothers, near the end 
of the year 1890, was felt acutely in the Uoited States. We 
escaped a complete breakdown, however, the enormous oops and 
heavy exports of r89I tiding us over the threatening situatioD 
for another year or two. But in May, 1893, we again went to 
the wall with a panic which in many respects was even more 
severe than that of 1873. This crisis, however, was complicated 
by the unstable monetary standard of the time; and by many it 
bas been called a monetary IClther than a financial crisis. It was 
doubtless a result of combined influences. The fluctuations of 
business acti,ity, above and below an estimated normal-with 
the general growth and expansion of the country eliminated 
from the picture--are shown for the years since r877 OD the 
accompanying chart. Siore 1893 there bas been only one finan
cial panic, namely, in the autumn of r907, but there ha\'e been 
almost continuous fluctuations in business and, as the chart 
shows, there have been some very pronounced booms and acute 
depressions. 

Tile panic stage 0/ the cyck lias attracted tin mosl atterrtimt. 
Of the various stages which comprise the complete round of the 
business cycle, the panic slage---1rhich is marked by the break
down of the financial mechanism and the suspension of specie 
payments--has of course attracted the greatest attention. I.a
deed, until compantively recent times panics have been treated 
by many writers as more or less independent phenomena, IClther 
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FINANCIAL ORGANIZATION 

than as merely the culmination of .a· series of. economic and 
financial developments-a single stage in a general financial 
process. Thus they are often referred to as sudden earthquakes 
or volcanic eruptions which appear when least expected and pro
foundly disrupt the normal economic structure. It is not sur
prising, perhaps, that writers should have stressed the phenome
non of the panic to the exclusion of other phases of the business 
cycle, for the outstanding features attending the financial panic 
are sensational in a high degree, and its social consequences are 
appalling. 

In brief, a financial panic involves a practically complete 
breakdown of the delicate credit structure on which virtually the 
entire economic organization has been erected. On the business 
and commercial side, confidence, which lies at the basis of all 
lending or credit operations, is temporarily shattered; and on 
the banking side, the slender margin of specie reserves, on which 
has been reared the huge superstructure of deposit currency. 
fails to perform its function, with the result that the credit sys
tem breaks down and deposits are no longer redeemable in spe
cie. And to make the immediate situation worse, the banks 
refuse to part with any specie; all of them are temporarily in
solvent. The result is a currency famine for the ordinary needs 
of trade, a famine which can only in part be overcome by a re
sort to substitute means of payment in the form of clearing-
house loan certificates, etc.· . 

The credit and business structure is extremely sensitive. 
The evolution of our credit system has resulted in a very close 
interdependency within the different divisions of industry and in 
the industrial system as a whole. For instance, producers of 
raw materials sell goods on credit to manufacturers; manufac
turers sell goods on credit to wholesalers and jobbers; and these 
in tum sell goods on credit to the retailers, who in their tum 
characteristically sell on open or charge accounts to the ultimate 
consumers. Nor is it merely the different steps in the productive 

• See pp. 497-500. 
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and distributive process within a given industry that are closely 
related; the different divisions of industry are all interdepend
ent. For example, a decline in the demand for automobiles is 
shortly manifested in a reduced demand for steel, and for rubber 
and cotton used in making tires; while the laying off of workmen 
all along the line results in a slackening demand for the products 
of every industry. And as we have seen in preceding chapters, 
practically all of these various business concerns are in turn 
dependent upon the banks for at least a portion of the funds 
which they require. In consequence a breakdown of the compli
cated credit structure at any point involves a wholesale wreck
age of established relationships. The failure of A to pay B 
makes it impossible for B to pay C, for C to pay D, for D to 
pay E, etc. Just as an entire row of dominoes is toppled down 
by tipping over the one at the beginning of the row, so also when 
credit relations are disrupted the whole chain of business estab
lishments is involved in common loss or failure. 

One of the outstanding features of the financial crisis, there
fore, is the wholesale failure of business concerns, many of which 
are forced into insolvency only because of their dependence 
upon other institutions which are unfortunately caught in the 
financial vortex. In the case of a major collapse, literally thouc 

sands of business concerns, some of them of the highest standing, 
are involved in ruin. Many large financial institutions are among 
them, although it should be noted that the temporary insolvency 
of the banks, of which we have spoken, does not usually denote 
a permanent inability to pay depositors in full. After a period 
of liquidation has elapsed, the great majority of banks are en
abled to resume their normal operations. 

The period oj depression involves enormous economic losses. 
Less striking, perhaps, but of greater social import, is the 
grave business depression that follows in the wake of a financial 
panic, involving an enormous volume of unemployment and 
acute suffering for millions of people. We may conceive of indus
trial society as a huge complex machine engaged in the process 
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of turning out commodities and services in the form of necessi
ties, conveniences, and luxuries. At the height of the period of 
business prosperity this vast industrial machine may be regarded 
as running at maximum capacity, with virtually all of the indus
trial equipment and all of the labor-power of the nation fully 
employed and with returns in the form of profits and wages at 
a maximum level. Immediately following a panic, on the other 
hand, this machine is thrown completely out of gear. It is able 
to run, often for a period of several years, at from perhaps 50 to 
60 per cent capacity, with business profits at a minimum; with 
wages at a low level; and with attendant suffering and misery 
for the unemployed millions. 

The results of a panic may be indicated by the following 
state~ent of conditions that prevailed in 1908, shortly after the 
panic of October, 1907. For the first two weeks of January, 
1908, gross earnings of the railroads were about 13 per cent less 
than in 1907. Whereas in September, 1907, there had not been 
enough railroad cars with which to move the traffic of the coun
try, there were in 1908 approximately 320,000 freight cars and 
8,000 locomotives standing idle, representing an investment of 
more than $400,000,000; and there were also more than 30,000 
unemployed trainmen. The net earnings of the United States 
Steel Corporation declined from $17,052,211 in October, to $10,-
467,253 in November, and to $5,°34,531 in December-a de
cline of over 70 per cent. The Bradstreet commercial agency 
reports inforIDS us: 

It is safe to say that estimates of shrinkages of 30 to So per cent in 
sales and general turnover are not unreasonable. Iron output will probably 
be So per cent below a year ago. Shoe shipments are about 30 per cent 
below January, 1907. Lumber and aU kinds of building material are very 
quiet the country over. There are widespread reports of unemployment in 
aU sections of the country. 

There.have been numerous explanations 0/ these financial 
cataclysms. The phenomenon of financial crises, or panics, 
arose with the development of the modem credit and banking 
structure of society. And since this credit society of ours is now 
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nearly two centuries old/ there has naturally been a great deal 
of discussion on the subject of financial panics. This is not the 
place to enter upon an analysis of the many causes that have 
been suggested. It is sufficient to note that the periodicity of 
panics early attracted attention, and this naturally led to study 
of influences that might account for their more or less regular 
recurrence. One of the most interesting of the explanations of 
the phenomenon is the famous sun-spot theory, elaborated by 
Professor Jevons, who gained a reputation both as an astronomer 
and as an economist. At first blush the sun-spot explanation of 
panics appears extremely far-fetched. Jevons reasoned, however, 
that changes in industrial activity are a reflection of changes. in 
weather conditions, the argument being that a poor crop year 
would result in a lessened demand for commodities at the retail 
stores in all the rural communities and this in turn would be 
reflected throughout the entire industrial system in declining 
demand and consequent industrial stagnation leading to business 
failures and financial collapse. The sun-spots were invoked as 
an explanation of the periodicity of weather conditions, the idea 
being that the appearance of sun-spots was reflected in untoward 
weather. This theory, however, has been entirely discredited by 
virtue of the fact that there is no close correlation between ob
served sun-spots and weather conditions, or, for that matter, be
tween the size of the crops and the property of the farmer. 

The most comprehensive study of the problem, however, is 
that made by Professor Mitchell and published in 1910 in a large 
quarto volume entitled Business Cycles. In evolving his theory 
of business cycles Professor Mitchell first made a statistical 
study of all of the financial, commercial, and economic data bear
ing on the ebb and flow of business activity in the four greatest 
commercial and credit nations of the world during four complete 
cycles, from 1873 through 1907. On the basis of his study of the 
concrete facts of the situation, Professor Mitchell h~ worked. 

'Historians, however. record similar phenomena in connection with 
the credit and banking organization of early Italian cities and of certain of 
the commercial nations of antiquity. 
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out a statement of the rhythm of business activity, which shifts 
the emphasis from a study of the financial panic, wh:ch is but 
one phase of the business cycle, to a study of the cycle as a 
whole with its various phases of depression, prosperity, crisis, 
and panic; and he shows conclusively, in my judgment, that 
our modern industrial and financial system is controlled by 
forces which are always at work to produce change, sometimes 
gradually, sometimes abruptly, but always cumulative change-
change, however, which moves with a certain precision, and 
which gradually passes from one rather clearly defined stage to 
another.8 We cannot do better than to give at this place Mitch
ell's summary statement of the rhythm of business activity:-

With whatever phase of the business cycle analysis begins, it must 
take for granted the conditions brought about by the preceding phase, 
postponing explanation of these assumptions until it has worked around 
the cycle and come again to its starting-point. 

A revival of activity, then, starts with.a legacy from depression: a 
level of prices low in comparison with the prices of prosperity, drastic 
reductions in the costs of doing business, narrow margins of profit, liberal 
bank resen'es, a conservative policy in capitalizing business enterprises and 
in granting credits, moderate stocks of goods, and cautious buying. 

Such conditions are accompanied by an expansion in the physical 
volume of trade. Though slow at first, this expansion is cumulative. In 
time an increase in the amount of business which grows more rapid as it 
proceeds will tum dulness into activity. Left to itself this transformation 
is effected by slow degrees; but it is often hastened by some propitioul 
event, such as exceptionally profitable harvest or heavy purchases of sup
plies by the government. 

A partial revival of industry soon spreads to all parts of the business 
field. For the active enterprises must buy materials and current supplies 
from other enterprises, the latter from still others, etc. Meanwhile aD en
terprises which become busier employ more labor, use more borrowed 
money, and make higher profits. There results an increase in family in
comes and an expansion of consumers' demands, which likewise spreads 

• More recent statistical studies of the phenomena of bu~iness cycles 
have been made by the Harvard Economic Service and by the National 
Bureau of Economic Research. 

• Wesley C. Mitchell, Business Cycles, pp. 571-79. (Copyright by the 
author, 1913. Publisbed by the University of California Press.) 
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out in ever-widening circles. Shopkeepers pass on larger orders to whole
sale merchants, manufacturers, importers, and producers of raw materials. 
All these enterprises increase the sums they pay to employees, lenders, and 
proprietors. In time the expansion of orders reaches back to the enter
prises from which the initial impetus was received, and then the wbole 
complicated series of reactions begins afresh at a higher pitch of intensity. 
All this while the revival of activity is instilling a feeling of optimism 
among business men. 

The cumulative expansion of the physical volume of trade stops the 
fall in prices and starts a rise. For when enterprises have in sight as much 
business as they can handle with existing facilities, they stand out for 
higher prices on additional orders. This policy prevails because additional 
orders can be executed only by breaking in new hands, starting new ma
chinery, or buying new equipment. The expectation of its coming hastens 
the advance. Buyers are anxious to secure large supplies while the quota
tions continue low, and the first signs of an upward trend bring out a rush 
of orders. 

The rise of prices spreads rapidly, for every advance puts pressure 
on someone to recoup himself by advancing the prices of what he has 
to sell. The resulting changes in price are far from even: ;retail prices lag 
behind wholesale and the price of finished products behind the price of raw 
materials. Among the last mentioned the prices of mineral products reflect 
changed busineSs conditions more regularly than do the prices of forest 
and farm products. Wages rise more promptly but in less degree than 
wholesale prices; interest rates on long-time loans always move sluggishly 
in the earlier stages of revival, while the prices of stocks both precede and 
exceed commodity prices on the rise. 

In the great majority of enterprises larger profits result from these 
divergent fluctuations, coupled with the greater physical volume of sales. 
For while the prices of raw materials and of bank loans oiten rise faster 
than selling prices, the prices of labor lag behind, and the prices making 
up supplementary costs are mainly stereotyped by old agreements. . 

The increase of profits, under the spell of optimism, leads to a marked 
expansion of investments. The heavy orders for machinery, the large con
tracts for new construction, etc., which result, swell still further the phys
ical volume of business and render yet stronger the forces which are driv
ing prices upward. 

Indeed, the salient characteristic of this phase of the business cycle 
is the cumulative working of the various processes which are converting 
a revival of trade into intense prosperity. Not only does every increase 
in the volume of trade cause other increases, every convert to optimism 
make new converts, and every advance in price furnish an incentive for 
new advances; but the growth of trade also helps to spread optimism and 
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to raise prices, while optimism and rising prices support each other. 
Finally, the changes going forward swell profits and encourage invest
ments, while high profits and heavy investments react by augmenting 
trade, justifying optimism, and raising prices. 

While the processes just sketched work cumulatively for a time to 
enhance prosperity, they also cause a slow accumulation of stresses within . 
the balanced system of business--stresses which ultimately undermine the 
conditions upon which prosperity rests. 

Among these is the gradual increase in the costs of doing busine51. 
The decline -in supplementary costs per unit ceases when enterprises have 
secured al1 the business they can handle with their standard equipment, 
and a slow increase in these costs begins when the expiration of old con
tracts makes necessary renewals at higher rates. Meanwhile prime costa 
rise at a relatively rapid rate. The price of labor rises both because of an 
advance in nominal wages and because of higher rates for overtime. More 
serious is a decline in the efficiency of labor, because of the employment 
of undesirables and hecause crews cannot be driven at top speed when 
jobs are more numerous than men. The prices of raw material rise faster 
on the average than the semng prices of products. Finally, numerous IIIlRU 
wastes creep up when managers are hurried by press of orders. 

A second stress is the accumulating tension of investment and money 
markets. The supply of funds available at the old rates fails to keep pace 
with the swelling demand. It becomes difficult to negotiate new issues of 
securities except on onerous terms, and men of affairs complain of the 
"scarcity of capita1." Nor does the supply of bank loans, limited by re
serves, grow fast enough to keep up with the demand. Active trade keeps 
such an amount of money in circulation that the cash left in the banks in
creases rather slowly. On the other hand, the demand for loans grows, not 
only with the physical volume of trade, but also with the rise of prices, 
and with the desire of men of affairs to use their own funds for controlling 
as many businesses as possible. 

'Tension in the bond and money mark.ets is unfavorable to the c0n

tinuance of prosperity, not only because high rates of interest reduce the 
prospective margins of profit, but also because they check the expansion 
of the volume of trade out of which prosperity develops. Many projected 
ventures are relinquished because borrowers conclude that interest would 
absorb too much of their profits. 

The group producing industrial equipment suffers, especlal1y. In the 
earlier stages of prosperity this group enjoys exceptional activity. But 
when the market for bonds becomes stringent and the cost of construc
tion high, business enterprises defer the execution of plans for extending 
old or erecting new plants. As a result, contracts for this kind of work be
come less numerous as the c:limu of prosperity approaches. Then the steel 
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mills, foundries, machine factories, lumber mills, construction companies. 
etc., find their orders for future delivery falling off. 

The larger the structure of prosperity, the more severe become these 
internal stresses. The only effective means of preventing disaster while 
continuing to build is to raise selling prices time after time high enough 
to offset the encroachment of costs upon profits and to keep investors will
ing to contract for fresh industrial equipment. 

But it is impossible to keep selling prices rising for an indefinite 
time. In default of other checks the inadequacy of cash reserves would 
ultimately compel the banks to refuse a further expansion of loans on any 
ter.ms. But before this stage has been reached the rise of prices is stopped 
by the consequences of its own inevitable inequalities. These become 
more glaring the bigher the general level is forced; after a time they 
threaten serious reductions of profits to certain business enterprises, and 
the troubles of these victims dissolve that confidence in the security of 
credits with which the whole towering structure of prosperity has been 
cemented. 

In certain lines in which selling prices are stereotyped by law, by 
contracts for long terms, by custom, or by business policy, selling prices 
cannot be raised to prevent a reduction of profits. In other lines prices 
are always subject to the incalculable chances of the harvests. In some 
lines the recent construction of new equipment has increased the capacity 
for production faster than the demand for wares has expanded under the 
repressing influence of high prices. The unwillingness of investors to let 
fresh contracts threatens loss not only to the contracting firms but to the 
enterprises from which they buy materials. Finally, the success of some 
enterprises in raising prices fast enough to defend their profits aggravates 
the difficulties of the men who are in trouble. 

As prosperity approaches its height, then, a sharp contrast develops 
between the' business prospects of different enterprises. Many are making 
more money than at any previous stage in the business cycle. But an im
portant minority faces the prospect of declining profits. The more intense 
prosperity becomes, the larger grows this threatened group .. In time these 
conditions bred by prosperity will force radical readjustment. 

Such a decline of profits threatens consequences worse than the fail
ure to realize expected dividends; for it arouses doubt about the future 
of outstanding credits. Business credit is hased primarily upon the capital
ized value of present and prospective profits, and the volume of credits 
outstanding at the zenith of prosperity is adjusted to the great expecta
tions which prevail when affairs are optimistic. The rise of interest rates 
has already narrowed the margins of security behind credits by reducing 
the capitalized value of given profits. When profits begin to waver, cred
itors begin to fear lest the shrinkage in the market rating of business enter-
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prises which owe them money will leave no adequate security for repay. 
ment. Hence they refuse renewals of old loans to enterprises which can
not stave 011 a decline in profits and press for settlement, of outstandinll 
accounts. 

Thus prosperity ultimately brings on conditions which start a liqui. 
dation of the huge credits which it has piled up. And in the course 01 thit 
liquidation prosperity merges into crisis. Once begun, the process of liqul. 
dation extends rapidly, partly because most enterprises called upon to 
settle put similar pressure on their own debtors, and partly because newa 
presently leaks out and other creditors take alarm. 

While this financial readjustment is under way the problem of make 
ing profits is subordinated to the more vital problem of maintaining solv
ency. Business managers nurse their financial resources ratber than push 
their sales. In consequence the volume of new orders falls off rapidly, 
The prospect of profits is dimmed. Expansion gives p18ce to contraction. 
Discount rates rise higher than usual, securities and commodities faU in 
price, and working forces are reduced. But there is no epidemic of bank
ruptcy, no run upon banks, and no spasmodic interruption of ordinary 
business processes. 

Crises, however, may degenerate into panics. When the process of 
liquidation reaches a weak link in the chain of interlocking credits and 
the bankruptcy of some conspicuous enterprise spreads unreasoning alarm, 
the banks are suddenly forced to meet a doubled strain_ sharp increase 
in the demand for loans and the demand for repayment of deposits. If the 
banks meet both demands, the alarm quickly subsides. But if many solv
ent business men are refused accommodation at any price and dl"J)OSitors 
are refused payment in full, the alarm turns into a panic. A restriction of 
payments by banks gives rise to a premium on currency, to hoarding of 
cash, and to the use of various unlawful substitutes for money. Interest 
rates may go to three or four times their usual figures, ca~sing forced 
suspensions and bankruptcies. There follow appeals to the government for 
extraordinary aid, frantic efforts to import gold, the issue of clearing-house 
loan certificates, and an increase in bank-note circulation as rapidly as the 
existing system permits. Collections fall into arrears, workmen are dis
charged, stocks fall to extremely low levels, commodity prices are disor
ganized by sacrifice sales, and the volume of business is violently con
tracted. 

There follows a period during which depression spreads over the 
whole field of business and groWs more severe. Consumer's demand e
clines in consequence of wholesale discharge of wage-earners. With it 
falls the business demand for raw materials, current supplies, and equip
ment. stin more severe is the shrinkage in the investor's demand for con
struction work of all kinds. The contractioD in the physical volume of 
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business which results from these shrinkages in demand is cumulative, since 
every reduction of employment causes a reduction in consumer's demand, 
thereby starting again the whole series of reactions at a higher pitch of 
intensity. 

With tbis contraction goes a fall in prices. For when current orders 
are insufficient to employ the existing equipment, competition for business 
becomes keener. This decline spreads through the regular commercial 
channels which connect one enterprise, with another, and is cumulative, 
since every reduction in price facilitates reductions in other prices, and 
the latter reductions react to cause fresh reductions at the starting-point. 

The fall in prices is characterized by certain regularly recurring differ
ences in degree. Wholesale prices fall faster than retail and the prices of 
raw materials faster than those of manufactured products. The prices of 
raw mineral products follow a more regular course than those of forest 
or farm products. Wages and interest on long-time loans decline in less 
degree than commodity prices. The only important group of prices to rise 
is high-grade bonds. 

The contraction in the volume of trade and the fall in prices reduce 
the margin of present and prospective profits, spread discouragements, and 
check enterprise. But they also set in motion certain processes of readjust
ment by which the depression is overcome. 

The prime costs of doing business are reduced by the fall in the prices 
of raw material and of bank loans, by the marked increases in the efficiency 
of labor which comes when employment is scarce, and by closer economy 
by managers. Supplementary costs are reduced by reduction of rentals 
and refunding of loans, by writing down depreciated properties, and by 
admitting that a recapitalization has been effected on the basis of lower 
profits. 

While costs are being reduced, the demand for goods begins slowly 
to expand. Accumulated stocks left. over from prosperity are exhausted, 
and current consumption requires current production. Clothing, furniture, 
and machinery are discarded and replaced. New tastes appear among con
sumers and new methods among producers, giving rise to demand for 
novel products. Most important of all, the investment demand for indus
trial equipment revives. Capitalists become less timid as the crisis recedes 
into the past, the low rates of interest on long-time bonds encourage bore 
rowing, and contracts. can be let on most favorable conditions. 

Once these forces have set the physical volume of trade to expanding 
the increase proves cumulative. BuSiness prospects become gradually 
brigbter. Everything awaits a revival of activity which will begin when 
some fortunate circumstance gives a fillip to demand, or, in the absence of 
such an event, when the slow growth of the volume of business bas filled 
order books and paved the way for a new rise in prices. Such is the stage 
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of the business cycle with which the analysis begins, and, having accounted 
for its own beginning, the analysis ends . 

. It should perhaps be added by way of supplement to this 
analysis th:lt not every period of prosperity develops to the point 
where great strain is placed upon the banking system. In the 
spring of 1924, for example, a period of prosperity closed at a 
time when interest rates had not been advanced at all and the 
banking system still had great unused lending power. Yet the 
period of depression which followed was rather severe. Likewise, 
the periods of prosperity in 1895 and 1909-10 were not followed 
by genuine crises, but business passed directly from prosperity 
to mild liquidation and depression. 

Only a few words of comment with reference to the theory 
of business cycles are necessary at this place. It may be noted 
first that .the forces which are at work in producing this ebb and 
flow of business activity are embodied in the very warp and woof 
of the modern industrial and financial structure. It may be con
cluded, therefore, that the ebb and flow of business prosperity 
will continue so long as the present industrial and financial 
structure of society, with its profit-making motivation, is main
tained. And, indeed, under any organization of society there 
would be some fluctuation in the volume of business activity con
sequent upon the mutations of climate and other uncontrollable 
natural phenomena. But undoubtedly business fluctuations are 
most pronounced under the conditions that prevail in a profit
making and credit society. 

While we may therefore regard the ebb and flow of business 
activity as .the normal state of affairs, it is possible that the ex
tent of the oscillations of business may be somewhat modified 
and that in particular the panic stage may be eliminated. In
deed, the panic stage Qas been fo~ all practical purposes elim
inated in European countries, and it is hoped and somewhat gen
erally believed that it has been eliminated in the United States 
in consequence of the improved organization of our banking ma-
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chinery under the Federal Reserve law.tO If the reader is to 
appreciate the possibility of reducing the fluctuations of business 
activity and preventing a recurrence of panics, it will be neces
sary to consider in some detail the relation of the commercial 
banking system to the business cycle. 

III. COMMERCIAL BANKING AND BUSINESS 
CYCLES 

In Mitchell's analysis it was pointed out that in the period 
of depression bank reserves are large, with abundance of loan
able funds at low interest rates. This reserve situation is due to 
the contraction of deposit currency that occurred during the 
liquidation process of the panic period, and to the industrial 
stagnation during the depression, which reduced the demand for 
loanable funds to a minimum. This plethora of funds at low in
terest rates is not of itself sufficient to bring about a revival of 
business activity, as is evidenced by the fact that the depression 
often continues for many years in the face of easy and cheap 
money. But when once business confidence has been increased
usually as a result of some fortuitous development-a plentiful 
supply of cheap funds becomes an undoubted factor in promot
ing the expansion of industry. 

Of more significance, however, is the relationship of the 
supply of bank funds to the business cycle when the upward 
movement is approaching a critical stage. By virtue of their con
trol of the purse strings the managers of commercial banking 
institutions are in a position to exercise a restraining influence--
to control, in fact, the rate of business expansion and to prevent 
a continuance of the upward swing to the stage of acute crisis 
which ends in financial collapse and panic. Under the American 
banking system prior to 1914, however, American banks did not 
exercise any restraining influence on business, the banking statis
tics clearly indicating that no effort was made on the part of the 

10 For a discussion of the possibilities under the Federal Reserve Sys
tem, see pp. 548-59. 
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banks, as a whole, to restrict the rate of expansion. The table 
below shows the changes in loans, net deposits (not including 
government), cash reserves, and reserve ratio at the time of the 
early autumn report on the condition of the national banks from 
1897 to 1907.11 

The great increase in the aggregate cash reserves during this 
period is mainly attributable to the gold imports resulting from 
our abnormally large exports of agricultural produce in the early 
years of the period, and to the great increase in gold production. 

RESERVE POSITION OF NATIONAL BANKS 1897-1907 
(Amounts expressed in millions) 

Rallo of 
nate Loans Net Deposits 

CuhR __ 
RservelO 
Deposito 

P .. CeDl 
Oct. 5, 1897 ............ $2,066 $2,179 $388 .9 17·9 
Sept. 20, 1898 ...•........ 2,172 2,404 420 .7 17·5 
Sept. 7, 1899 ............ 2,496 2,95 2 466 .J 15·8 
Sept. 5, 1900 ............ 2,686 3,187 518 .5 16.2 
Sept. JO, 1901 ............ 3,018 3,554 539·5 15. 2 
Sept. 15,'1902 ............ 3,280 3.7 20 508.0 13· 7 
Sept. 9, 1903 ...•........ 3,481 3.86J 554·3 14·J 
Sept. 6, 1904 ............ 3,726 4.400 661·5 15. 0 
Aug. 25,1905 ............ 3,998 4,7J5 665. 6 14·J 
Sept. 4,1906 ............ 4,298 4.927 626.0 111·7 
Aug. 22, 1907 ............ 4,678 5,256 701.6 13·3 

It will be seen that there was a very .marked decline in the ratio 
of reserves to net deposits. The reserves of the individual na
tional banks were very near the minimum requirement. The. 
slight improvement that is noted between September 4, 1906, 
and August 22,1907, does not indicate that the banks were exer
cising credit restraint during that period; for the fact that the 
bank returns in 1907 were received by the Comptroller of thE' 
Currency two weeks earlier than in 1906 is sufficient to account 
for the difference, since the seasonal strain on the money market 
is normally more acute in September than in August. 

U From O. M. W. Sprague, Crises u·,.der the National Banki,.g Sys
tem, p. 218. 
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The failure of the banks to exercise any restraining influ
ence on the situation cannot be attributed to any lack of evidence 
that the situation was in need of control. As early as the San 
Francisco earthquake, on April 18, 1906, there were numerous 
indications that the upward swing of the business cycle was en
tering upon the critical stage. There was sharp tension in the 
money markets whenever any marked variation in the demand 
for loans occurred; there were practically no idle funds available 
for capital requirements, and the supply of loanable funds was 
inadequate for the needs of a still expanding business, conducted 
at constantly rising prices. In fact, practically all of the warning 
signs to which Mitchell makes reference in his analysis were 
clearly in evidence. And in March, 1907, occurred a stock mar
ket panic, attended by some of the severest declines ever known 
on the New York Stock Exchange. It had, however, no appre
ciable effect upon either business or banking psychology. 

A few of the really studious and far-sighted bankers, it is 
true, realized the gravity of the situation and counseled a policy 
of extreme conservatism in the granting of loans. The following 
statement mlde before the New York State Bankers' Associa
tion by its president on June 27, 1907, less than four months 
before the panic, is indicative of the best banking thought: 

Until very recently no one admitted that his judgment dictated any 
policy of retrenchment. Gentlemen, we cannot hold the present pace. 
We should not hold it, even if we could. Though our depositors do not 
realize this, our unpleasant but perfectly plain duty is to curtail their ac
commodation lines and force retrenchment. We are in an era of extrava
gance, both corporate and individual, of extravagance in enterprise and of 
extravagance in expenditure; extravagance as much beyond precedent as 
is our feverish business activity. 

Expansion is not confined to the industrial and commercial world. 
For years banking facilities have been expanding out of all proportion to 
the growth of cash reserves. For several years there has not been a week in 
which all the New York clearing-house banks have held full reserves, and 
frequently half, or nearly half, have been short. The same tendency pre
vails throughout the country. Is it not time for bankers to check this un-
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due expansion, to prune this tree too luxuriant for its roots, this fabric of 
credit built on an inadequate foundation of reserve 1'" 

Independent, decentralized banking was responsible Jor the 
lack oj credit control. "Little heed seems to have been given to 
these warning signs, but much was made of every straw which 
suggested a possible further advance." This statement is ap
plicable both to the business world and to the banking commun
ity as a whole, as the statistics of bank loans and reserves shown 
in the table above so clearly reveal. The explanation of this 
failure of the banks to control the situation has usually been as
signed to the American system of decentralized and independent 
banking, that is, a system where the banks are not united 
through a centralized agency and where each particular banker 
formulates his banking policy in accordance with his own indi
vidual views--or lack of them. In describing the weaknesses of 
this system, a prominent student of banking reform says: 

The managers of each bank have the power to regulate the amount of 
its loans and discounts and the expansion of its deposit liabilities in rela· 
tion to reserves, having regard to the condition of the particular bank 
which they control; but in the United States bank managers have no 
power to regulate the expansion of credits of all the banks with a view to 
the security of the general credit situation, and have no power, tbrougb 
the issue and redemption of bank notes, to prevent sudden and wide fluc
tuations in the credit power of tbe banks resulting from the fluctuations of 
the volume of currency used as a circulating medium. Though the mana
gers of fifty, or of a hundred, out of the seven thousand national banks. 
may be of the opinion that, having regard to existing or prospective con
ditions, the expansion of credits has gone too far, they have no power to 
accomplish any substantial result. They could restrict the grant of credits 
by their own banks, and so lose profitable business that would go to other 
banks, but they could not materially improve the general situation. This 
was the case prior to the recent panic. For months before the panic many 
intelligent managers of banks and trust companies knew that the credit 
situation throughout the country had become strained, and accordingly, by 
restricting credits and by making call loans instead of time loans, many of 
them endeavored to strengthen their own institutions, but they could do 
little for the protection of the general credit situation." 

UElliot C. McDougal, Bankerl Magazine, LXXV, No. I, p. I. 

U Victor Morawetz, The Banking and Cu"ency Problem in the Uniltd 
Stales, p. 36. (North American Review Publisbing Co., 1909.) 
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This failure of either business men or bankers to realize the 
critical condition of business and to exercise any restraining in
fluence over its further expansion permits a continuation of great 
business activity until it culminates in the stage of acute crisis, 
followed by panic. We may now consider the situation as it exists 
in the weeks immediately preceding the suspension of specie pay
ments. 

Concreteness will be given to the problem if we preface the 
discussion of the strain upon the banking system with a brief 
outline of the events of a typical crisis. The panic of I907-that 
is, the suspension of specie payments and the general collapse of 
the credit structure--occurred on October 22. During the month 
of September, collection of business accounts was very slow, and 
the number of manufacturing failures was five times as great as 
in September, 1906. Whereas in the preceding months there had 
been perhaps a few hundred people who realized that economic 
and financial conditions were in a critical state, it had now be
come apparent to many thousands of business men that serious 
trouble was imminent. Declining sales, poor collections, inability 
to secure funds-these were facts actually existent; foresight 
was no longer required to adjudge the situation as grave. 

The spectacular part of the crisis came with the failure of 
certain important financial institutions. The first of these was 
the stock-exchange firm of which Otto C. Heinze was president. 
This firm had been endeavoring, without success, to secure a 
corner on the copper market, and was finally caught on a declin
ing market. There was a well-defined suspicion that F. Z. Heinze, 
who was president of the Mercantile- National Bank, was inter
ested in his brother's ventures in copper and that funds of the 
bank were being used in connection with copper speculation. 
Rightly or wrongly, he and his financial allies, who dominated 
seven banks and a trust company, possessing capital stock of 
$21,000,000 and deposits of $71,000,000, fell into public disfa
vor. The New York Clearing House, either because it believed 
the banks in question would be able to weather the storm or 
through fear of the effec~s of their failure upon the credit struc-
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ture in general, agreed to render these banks assistance, provided 
Heinze and his associates were eliminated from their control. An 
announcement to this effect was made on October 2 I. On the 
very day of this announcement, however, the National Bank of 
Commerce proclaimed that after October 22 it would not be re
sponsible for the clearing of checks drawn against the Knicker
bocker Trust Company, whose president was thought to be allied 
with Heinze and his associates. This action at once brought the 
Knickerbocker Trust Company under public suspicion, and a 
run by depositors was started on the bank, which closed its doors 
after paying out eight million dollars in three hours. The result
ing loss of confidence was followed by runs on the Lincoln Trust 
Company and the Trust Company of North America. These 
failures were in turn followed by several conspicuous commercial 
failures; and banks, in general, shortly "suspended specie pay
ments for safety's sake." 

The great need in time oj crisis is Jor additional bad cur
rency, partly in the Jorm oj bank notes, but more largely i" tire 
Jorm oj deposit or credit cu"ency. The reason for the pressure 
upon the banks for additional accommodation during a period 
such as has just been outlined can best be appreciated by con
sidering the financial position of the individual business men who 
constitute the source of bank borrowing. In this connection the 
reader should recall the interdependency of the ~redit system 
and the strains and stresses that have already appt'ared before 
the stage of acute crisis has been reached. In a period when sales 
are falling off, with collections slow and the business future 
shrouded in uncertainty, there is a twofold reason why business 
men must seek unusually large accommodations from the banks. 

In the first place, many loans are then required which would 
not be needed if collections were normal. Concretely, Y had been 
counting on paying Z out of funds received from X; but if X 
does not pay Y, then Y must either seek a loan from his bank 
with which to pay Z or else ask Z to wait for paymenL In order to 
maintain their own credit standing in the trade, many concerns 
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thus placed, particularly those who pride themselves on always 
meeting their obligations promptly, choose the first alternative, 
that of seeking additional accommodation from the banks. The 
total added strain that is thereby placed upon the banks is in 
fact enormous. 

In the second place, many business men procure in a time 
of credit strain what may be called "anticipatory" loans. Nor
mally, funds are not borrowed until they are needed; but in 
times of great monetary and business uncertainty, when interest 
rates are rapidly rising, and when there is imminent possibility 
of one's not being able to secure funds at any price in thE; near 
future, many loans are in fact contracted before the actual need 
for funds has arisen. It is a case of being forearmed for trouble 
-by securing banking credits while the opportunity is still open. 

The outstanding need in time of crisis is therefore an ex
pansibility of the lending power of the banks. We have said that 
the need is partly for bank notes, but more largely for deposit 
currency. Interestingly enough, the general public has always 
assumed that the need in time of crisis is primarily for increased 
quantities of circulating media in the form of notes. The fact is, 
however, that the great demand for actual currency comes after 
the suspension of specie payments, when the checking system 
has ceased to function. Then it is, and not until then, that the 
"currency famine" impresses the general public. This does not 
imply that there is not a need for an increased quantity of bank 
notes in the period preceding the suspension of specie payments. 
In the rural sections and to some extent in the financial centers 
owing mainly to a hoarding of currency, there is an undoubted 
need for large additional quantities of bank notes. But for the 
reasons that we have already discussed, in studying the elasticity 
of our bank-note currency for seasonal needs, it has proved im
pOssible for the banks to meet the demand for more notes. Here, 
then, is one important source of weakness in our commercial 
banking system. 

But where there is a demand in the pre-panic period for a 
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thousand dollars of additional bank notes, there Is a demand for 
millions of dollars of deposit currency. The banks as a whole can 
not, however, make additional loans and create additional de-

, posit currency unless they can secure increased reserves. Hence 
the crux of the problem in the period of acute crisis lies with the 
condition of bank reserves. 

In the period before the establishment of the Federal Re
serve System, the fact is that it was impossible for the banks to 
increase the quantity of bank reserves. It obviously was out of 
the question to secure a quick increase in the quantity of gold 
production and it was usually impossible to secure enough specie 
from· other countries, owing to the inability of our independent 
banks to unite'in a policy of raising interest rates to a point 
which would attract gold from abroad. All the other forms of 
our currency, as we have already seen, are inelastic; hence all 
the banks could do was to conserve their existing reserves as best 
they might. 

Hoarding cash intensifies the difficulties 'in .time oj crisis. 
In fact, however, they were never able to make a very effective 
use of these reserves. As soon as a general public distrust of bank
ing institutions develops, frightened bank depositors usually be
gin to withdraw cash so that in the event of panic their money 
will be safe. This withdrawal of cash, however makes a bad situa
tion very much worse; for it depletes reserves at the very time 
when banks should be enabled to increase their cash holdings as 
a means of extending loans with which to meet the insistent de
mands of business for funds. Hoarding thus results in a sharp 
restriction of the lending power of the banks. It should be borne 
in mind in this connection that for every dollar of actual cash 
that is withdrawn from the banking system as a whole, lending 
power is curtailed to the extent of many dollars. It 

Re-depositing bank reserves is (J potent source oj difficulty. 
The practice of depositing reserve funds of country banks in the 
financial centers still further increases the strain upon the banks 

to See discussion of this point on pp. 445-46. 
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of these centers in time of crisis. Indeed, Professor Sprague tells 
us that "there has been no crisis since the establishment of the 
national banking system (in 1863), in which the New York 
banks would have been at all likely to have resorted to suspen
sion had their difficulties been confined to those of purely local 
origin." There has been a tendency when confronted with acute 
crisis for each and every bank, under our decentralized banking 
system, to attempt self-preservation; each seeks to seize and 
hold all the cash that is obtainable. There is, in fact, a wild 
scramble for money-with the devil getting the hindmost. 

The scrambling for currency among the banks serves very 
quickly to reduce the reserves in the central cities far below the 
legal minima. It will be recalled that the deposits of the country 
banks are placed in the financial centers on demand, that is, sub
ject to call at a moment's notice. It will also be recalled that by 
virtue of our system of redepositing funds, reserves often serve 
in several places simultaneously. Now so long as no exceptional 
strain is placed upon the money market this system appears sat
isfactory enough; but in time of crisis the hard truth is revealed 
that the only effective reserve is actual specie. For if a country 
bank succeeds in withdrawing funds from the financial centers, 
its position is strengthened, but the bank from which its reserve 
is withdrawn finds itself in a correspondingly weakened position. 
If, on the other hand, the banks in the financial centers refuse to 
return the bankers' deposits on demand, this means at once a sus
pension of specie payments and the breakdown of the credit sys
tem in general. It appears to be a common view of students of 
the question that the former alternative was the lesser of two 
evils, and it is believed that in some, at least, of the major pan
ics of the last forty years a courageous meeting of all demands 
for cash would have avoided the worst phases of the panic. 

The strain on the banks of the financial centers was, how
ever, undoubtedly very severe. In 1907, $4,400,000 of currency 
was shipped from New York to the West during the week ending 
October 19, and for the week ending November 16, $22,600,000 
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was sent to the interior. The New York Clearing House Com
mittee, moreover, answers its critics who insist that a complete 
breakdown of the credit structure throughout the country might 
have been avoided if the New York banks had more fully re
sponded to the demands of country correspondents by saying: 

To have fully honored the demands that were pouring in from al\ 
sections of the country would have dissipated our banking reserve in • 
fortnight. How could it be replenished? What would have been the effect 
on the country if the New York bank reserve had been entirely depleted? 
It wo~ld have so intensified the panicky feeling that widespread commer
cial disaster would have resulted. The $53,000,000 deficit in our banking 
reserve occurred in less than ten days after the failure of the Knickerbocker 
Trust Company, ard was caused by the shipment to interior institutions of 
the larger portion of that amount in that short time. We kept the door of 
our treasure-house wide open until for the good of the country it became 
necessary everywhere to close it. 

Other financial institutions are dependent upon the commer
cial bankers. We have elsewhere seen that the commereial 
banks act as the repositories of funds for other financial institu
tions as well as for the general business public. Savings banks, 
bond houses, and insurance companies keep a portion of their 
funds on deposit with commercial institutions. Moreover, direct
ly and indirectly they look to the commercial banks for accom
modation in time of strain; that is to say, they either seek to 
secure from the commercial banks loans with which to tide them
selves over difficulties, or through the sale of securities they en
deavor to shift the burden of the financial strain to the commer-

. cial institutions. 
Trust companies have also been dependent upon the com

mercial b:mks. This is particularly true of the commercial bank
ing departments of the trust companies. Maintaining low re
serves of their own and keeping a portion of these on deposit with 
commercial banks, they promptly attempt to shift the strain to 
which they are subjected in time of crisis to the commercial 
banks, either by a withdrawal of their reserve-as in the case 
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of country commercial banks-or by attempting to dispose of 
security holdings on a stagnant market." 

Loans were in fact typically contracted rather than expanded. 
The banks of the financial centers are in a sense caught be
tween the upper and nether millstones. An excessive demand for 
loans is placed upon them at a time when there is a rapid deple
tion of reserves as a result of individual hoarding and of the 
withdrawal of bankers' balances. It is not surprising, therefore, 
that the banks were unable to expand the volume of loans and 
prevent a general collapse of business. (It should be noted in 
passing that even if the banks had been able to maintain the 
convertibility of deposits into cash, they could not have sus
tained the business structure, unless they could have expanded 
the volume of their loans.) The following data'S bearing on the 
crisis which came to a head on. September 20, 1873, show what 
actually occurred: 

Date Country Reserve City Banks in Total Banks Banks New York 

Sept. 12, 1873 ............ $478 .5* $262·5 $199. 2 $940 . 2 
Oct. 13, 1873 ............ 455·8 247·5 179·1 882·4 
Nov. I, 1873 ............ 442.0 242. 2 169. 1 853.4 

. • X),ooo omitted. 

The contraction of loans between September 12 and October 13 
indicates the sheer inability of the banks to perform the func
tions required. Rather than a contraction of loans there should 
have been a very great expansion in order to tide the business 
world over the critical period. In the better-organized European 
banking systems a sharp expansion of loans has always occurred 
with a result that a general financial panic has been avoided
although European crises are followed by a period of gradual 
liquidation and by a general business depression of considerable 
duration. 

11 See pp. 49<r9I. 

II From O. M. W. Sprague, History 0/ Crises under the National Bank
ing System, p. 82. 
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The Treasury gave what aid it could. During the ten days 
from October 21 to 31, 1907, the federal Treasury transferred 
to the national banks of New York City $37,597,000. Since the 
strain of this panic at the beginning was greatest upon the trust 
companies, the national banks transferred these funds to the 
trust companies in order to prevent a run upon them. The Treas
ury Department also furnished the New York banks about $36,-
000,000 in small bills with which to meet the demands of the 
interior for currency. "As the stringency progressed, the Treas
ury gave relief in every important locality where assistance 
seemed to be required. By the middle of November the Treas
ury had deposited in the banks all the money it could spare; 
indeed, it had reduced its working surplus to about $5,000,000." 

By way of indirect aid the Secretary of the Treasury resort
ed to various means of stimulating the purchase of government 
bonds as security for note issues; but relatively little was ac
complished. Indeed, Treasury aid can count for little, at best; 
whether it can be of assistance at any particular time depends 
. upon the chance possession of ample funds at such a time. This 
fact renders the system of no value as a scientific mode of relief 
in time of crisis. 

Secondary reserves avail but little in time 0/ crisis. Thus 
far nothing has been said about the steps that were, or might be, 
taken by the banks, particularly those of the financial centers, 
for the replenishment of their cash reserves, through the conver
sion into specie of their "liquid assets." As noted in a preceding 
chapter, the problem of successful bank management is said to 
involve the making of loans of such a nature that they can be 
relied uponto furnish cash in case of need. The bank's assets 
other than cash are looked upon as a sort of secondary reserve
as assets which can be relied upon to liquidate themselves in case 
of need. 

Call loans were long regarded as an admirable form of sec
ondary reserve, for the reason that they could be converted into 
cash upon a moment's notice. Viewed from the standpoint of the 
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individual bank, call loans appear to possess an ideal liquidity; 
and in ordinary times, indeed, anyone bank may replenish its 
funds by calling loans. In the event that the loan is paid by the 
borrower, well and good. In the event that the loan is not paid, 
the collateral can readily be disposed of on the stock exchange, 
the funds for the purpose being drawn from some other banking 
institution. In time of crisis, however, it has been found that the 
calling of loans furnishes no considerable relief; for when all 
banks are hard put for funds and all are endeavoring to sell col
lateral simultaneously, with none wishing to buy, the market for 
securities becomes automatically stagnant. Hence calling loans 
is a futile expedient, when viewed from the standpoint of the 
system as a whole. 

Time collateral loans have never been regarded by the banks 
as particularly liquid in time of crisis. Only a few of them at 
such a time would be paid as they matured, and if they were not 
paid, it would be just as impossible to sell the collateral security 
as to dispose of call loan collateral. 

Investments in readily marketable bonds have !lIso been r~
vealed as impotent to secure the needed replenishment of re
serves; for, as in the case of the collateral back of call loans, 
there is no market for bonds when all banks simultaneously are 
endeavoring to dispose of them. 

Commercial loans are not liquid in time of crisis. But 
is not the commercial paper of customers, when based upon 
"legitimate business transactions involving the flow of goods 
from producer to consumer" automatically self-liquidating and 
hence absolutely reliable in time of crisis? This is indeed the 
general banking theory, and it is the theory underlying the bank
ing legislation of our 'own and other countries. Commercial pa
per, it is said, being based upon the purchase and sale of goods, 
or, as the case may be, upon the ascertained excess of income 
over outgo during the life of the loan, is certain to be paid at 
maturity. 
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The truth is, however, that this is a fundamentally fallacious 
doctrine. Before the establishment of the Federal Reserve Sys
tem the most unliquid asset in a bank's portfolio, both in ordi
nary times and in periods of stress, was the commercial paper of 
customers. It is not true, in the first place, that even in ordinary 
periods such loans are normally paid at maturity; the fact is 
that they are more often renewed than paid. Banks, indeed, 
have a general policy of requiring their customers to liquidate 
their indebtedness only once each year. Investigation, moreover, 
reveals that in many, and in a steadily increasing number of 
lines of industry, there is far from a complete liquidation of in
debtedness once a year. Where loans are paid off·to bank A the 
concern's working capital is commonly replenished by borrow
ing from bank B, either directly, or indirectly through the inter
mediation of a commercial paper house. 

There are seasonal variations, it is true, in the total demand 
for bank funds and in the total of outstanding bank loans, but 
there is never any period when it is unnecessary for the banking 
system as a. whole to carry business as a whole. In ordinary 
times, moreover, as noted in the preceding chapter, the banks 
rely for funds with which to meet temporary needs not primarily 
upon maturing commercial paper, but upon the sale of collateral 
or securities, or upon borrowing from a correspondent bank in 
one or another of numerous ways. Liquidity is tantamount to 
shiftability. 

When the crisis has developed it would be absolutely futile 
for the bank to rely upon an inflow of funds from maturing 
loans as a means of replenishing its reserves. At such a time 
renewals are certain to be almost universally demanded. It is a 
first principle that the bank's customers ·must be carried in a 
time of stress. We have already seen that there is an enormous
ly increased demand for accommodation at such a time, that 
the fundamental need is for an expansion of loans, and that to 
contract them would precipitate the panic at once. 

Our own banking experience, as well as that of all other 
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countries, has taught with the greatest possible conclusiveness 
that the ability to pass through a crisis without credit disrup
tion rests not upon the ability of the banks to convert assets 
into cash-for nothing is liquid in time of crisis. It rests upon 
their ability either to draw upon unused reservoirs of reserves 
or to create new forms of reserve money that can be used as a 
basis for au expansion of 10ans.1T 

Banks have sought some relief through what is known as 
the equalization of reserves and the utilization of clearing-house 
loan certificates. The equalization of reserves involves what 
amounts to a pooling of the cash resources of the members of 
the clearing-house association. Some banks, of course, have 
larger reserves than others and some links in the chain are 
"accordingly weaker than others. An equalization of reserves is 
thus designed to equalize the resisting power of the banks in 
meeting the demands against them. A clearing-house loan cer
tificate differs from the clearing-house certificate discussed on 
pages 423-2 4 in that, instead of being a claim check to cash that 
is on deposit in clearing-house vaults, it is in the nature of a 
loan from the clearing house, on the security of collateral de
posited with a clearing-house committee. " 

A brief statement of the history of attempts by the clearing
house associations to meet the strains placed upon them in time 
of crisis will throw light both upon an interesting phase of bank
ing competition and upon the question of the type of banking 
organization that is needed to control the credit si!Uation at 
such periods. The use of these expedients by the clearing-house 
associations grew out of a plan that was apparently devised 
shortly after the crisis of 1857. They were first tried out in the 
rather severe financial strain of 1860-61, when the banks suc
ceeded in passing the crisis without suspension of specie pay
ments. In order to ascertain the efficacy of the devices in ques-

"For a fuller discussion of the liquidity of bank assets, see the 
author's "Commercial Banking and Capital Formation," JouNial 0/ Politi
c.al Economy, XXVI (1918), 706-JI. 
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tion, it will be necessary to consider specifically the way in 
which each is designed to relieve the strain. 

If the clearing-house loan certificate were resorted to only 
by those banks which had adverse balances to pay, the result 
would be that such banks would be enabled to maintain intact 
their existing reserves, so far as payments to other banks were 
concerned. This would not, however, prevent a withdrawal of 
funds by individual depositors. Now if the only banks which 
resorted to the clearing-house certificates were those whose 
reserves were very low, and if the others continued to pay cash, 
there would in effect be some equiliz.ation of reserves, the banks 
with large cash reserves paying their adverse balances in specie, 
and the banks with low cash reserves postponing the payment 
of theirs. But in practice all of the banks, as a matter of fact, 
resorted to the use of the clearing-house loan certificate simul
taneously, with a result that this device gave only a negative 
help to the banks whose reserves were low. It prevented a fur
ther depletion of them by payments of adverse balances at the 
clearing house. So far as the relations between banks were con
cerned, it amounted to a maintenance of the staJIU quo in the 
matter of reserves. It will thus be seen that the use of the clear
ing-house loan certificate prevented the banks, to some extent, 
from working at cross-purposes, with resulting failure for some 
of them and consequent reaction upon all the rest. This device 
could not, however, prevent the failure of banks whose reserves 
were depleted as a result of heavy withdrawals of specie by de
positors. ·In other words, it could not materially strengthen the 
weak links of the chain. 

But the process of equalizing reserves, on the other hand, 
had more than a negative effecL By pooling reserves the banks 
whose funds were low became as strong as any other banks; 
each bank, in effect, was considered as having the same reserve 
as any other; no weak links remained, however delicate the 
chain as a whole might be. While the two devices differ some
what in scope and purpose, it should be understood that they 
were designed to be used together. 
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The failure of the system of clearing-house loan certificates 
and equalization of reserves in the panic of 1873 is largely attrib
utable to the practice of pa);ng interest upon out-of-town bank
ers' deposits by the New York banks, a practice that was 
largely responsible for the concentration of funds in the metrop
olis through attracting reserves from the interior of the COUD

try_ It had been expected, at the time the arrangement for the 
equalization of reserves was effected, that a clearing-house rule 
would be adopted forbidding the payment of interest on bank
ers' deposits. The banks were almost unanimously agreed to 
abolish this practice which had so seriously hampered the efforts 
of the New York banks to maintain specie payment in time of 
crisis; but by the refusal of a few members to accede, the rule 
failed to become a binding obligation. In 1873 it was found that 
twelve of the clearing-house banks were offering interest in order 
to attract deposits and were thereby securing the great majority 
of country-bank balances. When the crisis came, the strain im
mediately proved heaviest upon these banks, because of the 
large shipments of currency to the interior that were required. 
When reserves were equalized, the non-interest-paying banks 
found themselves contributing their cash reserves to the sup
port of these twelve institutions which had not resisted the 
temptation to secure the profits obtainable from the practice 
of attracting interior funds to New York. Such a situation was 
of course not ~culated to promote general good feeling on the 
part of the non-interest-paying banks. 

There were other difficulties in the administration of the 
system which also tended to pro~ote dissatisfaction. 

It was believed, and doubtless with reason, that some of the banks 
had e\-aded the obligations of the pooling a,,"TeeDlents. •... Further, as 
the arrangement had not included bank notes, banks exch3jlged green
backs for notes in order either to increase their holdings of cash, or to 
secure money for payment O\"er the counter.-

The results of this e..-q>erience so embittered many of the 
banks that, when in 1884 clearing-house loan certificates were 

"0. M. W. Spra,,"Ue, QIII1r1erly Jovntal DJ Eanto.ics, XXIV, 232. 
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resorted to, there was immediately a powerful opposition to the 
equalization of reserves. "In the course of time," Professor 
Sprague tells us, "all recollection of the arrangement for the 
equalization of reserves seems to have faded from the memory 
of the banking community." We have already indicated that 
the use of the clearing-house loan certificate does not effect a 
thoroughgoing redistribution of banking reserves; and when 
it is resorted to by all banks simultaneously it only maintains 
the status quo, preventing banks from weakening one another, 
but effectually debarring them from rendering positive mutual 

. assistance. The clearing-house banks have all come to adopt 
the use of clearing-house loan certificates simultaneously and 
in the relatively early stages of a crisis. It will be readily seen 
that this practice renders their use largely ineffective. After a 
thorough study of all the panics that occurred under the na
tional banking system, Professor Sprague concludes "that the 
arrangement for equalizing the reserves, adopted in 1873, would 
have availed to prevent suspension on subsequent occasions is 
highly probable, indeed, a practical certainty." Whether this 
estimate of the potency of the system as originally worked out 
to prevent the suspension of specie payments and the worst 
phases of the financial collapse is correct or not, it is certainly 
clear that the simultaneous resort to the clearing-house loan cer
tificates without an attempt at the equalization of reserves could 
not in the nature of things prevent .a credit coltapse in a period 
of acute strain. 

This experience of the banks of.New York furnishes another 
illustration of the way in which the commercial banks are in
extricably involved in a system; it shows that no individual 
banker can entirely save himself or his customers in time of 
emergency~ no matter how sure his vision or how careful his 
management. Bankers as a group-and with them business as 
a whole-must stand or fall together. It required well over a 
century of banking in this country, however, for this truth to 
be driven home with sufficient force to secure a reorganization 
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of our banking laws in such a way as to make possible the con
trol of individual banking activities in the interest of banking 
and business welfare as a whole. The history of this attempt 
on the part of the banks to secure co-operative control of credit 
in times of emergency, moreover, throws no little light upon the 
nature of and difficulties involved in the general problems of or
ganization and control through private initiative under modern 
financial and industrial conditions. 

Various substitute forms of currency are resorted to in time 
of panic. We have a1ready seen that after the outbreak of a 
panic and the suspension of specie payments there is a "cur
rency famine." It is impossible for individuals with deposit 
accounts to withdraw the funds in the form of cash, and since, 
for the time, these bank deposit accounts are not redeemable 
in specie, checks drawn against them will not be honored. The 
entire credit structure by means of which the overwhelming ma
jority of our exchange transactions are effected is in temporary 
disintegration. With ordinary' money unobtainable, and with 
the deposit system temporarily demoralized, it becomes neces
sary to use substitute forms of currency for conducting such busi
ness operations as are carried on. In 1907, for instance, the banks 
of about two-thirds of our cities having more than twenty-five 
thousand population suspended cash payments in whole or in 
part. Many different types of substitute currency have been 
distinguished, the most common of which are clearing-house 
loan certificates, clearing-house checks, cashier's checks pay
able only through the cle;1ring house, and customer's checks 
marked "Payable only through the clearing house." 

The clearing-house loan certificates were most commonly 
used, as already indicated, in settling balances between banks. 
To some extent, however, they were issued in dlnominations 
convenient for use in paying bank depositors. This was par
ticularly the case in the panic of 1907. These small-denomina
tion clearing-house loan certificates were secured by collateral 
deposited with the clearing-house committee, and were in 
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effect guaranteed by all the associated banks, inasmuch as all 
banks in the clearing house agreed to accept them at par. 

The clearing-house checks differed from clearing-house loan 
certificates only in form. They were issued by the clearing
house associations to member banks upon deposit of approved 
collateral, and they were payable only through the clearing 
house; but,instead of being a promise to pay by the clearing
house association, they were in the form of checks on particular 
banks and were signed by the manager of the clearing house. 
Any bank in Chicago, for instance, desiring to issue clearing
house checks merely deposited the corresponding amount of 
clearing-house loan certificates of large denominations and re
ceived these checks in convenient size for general use. In effect 
they were checks secured by the clearing-house loan certificates, 
which in turn were secured by the collateral deposited with the 
clearing house. 

Many national banks also issued cashier's checks in small 
denominations which were in effect substitute forms of bank 
notes. These checks commonly read "Pay to bearer ," but in 
fact they were payable only through the clearing house. Some
times such checks were unsecured and sometimes they were 
backed by special deposits of collateral with the committee of 
the clearing house. 

Checks against customers' deposit accounts "made payable 
only through the clearing house" were mainly "pay checks" 
drawn by large concerns as a means of meeting their pay-rolls. 
They differed from other forms of <;urrency in that they were 
the liability neither of the clearing house nor of the banks upon 
which they were drawn, but only of the corporation for whose 
benefit they were issued. These pay checks were issued 
by railroads, mining companies, manufacturers, and storekeepers in a large 
number of cities. Shops and stores and places of amusement in the neigh
borhood of their issue generally accepted them, and it is indeed surprising, 
considering their variety, their liability to counterfeit, and their general 
lack of security. how little real difficulty was experienced in getting them 
to circulate in lieu of cash. 
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It may be added here that these substitute forms of currency 
are retired from circulation as soon as the banks resume specie 
payments, usually a matter of a few weeks or months only. Dur
ing the interim the process of financial liquidation runs its vicious 
course and the demand for bank accommodations declines to 
the low level which characterizes the period of business depres
sion. A tax upon these irregular forms of currency expedites 
their return to the banks when the active need for them has 
passed. 

While the panic stage of the business cycle may be elimi
nated, the ebb and flow of business activity and the recurring 
periods of acute-financial strain can at best only be minimized. 
In the foregoing discussion of the stage of acute crisis the im
pression may have been given that the transformation of crises 
into panics had characteristically been largely accidental-that 
if a certain bank failure had not occurred under certain precise 
circumstances, that if the banks had postponed for a longer period 
the suspension of specie payments, that if people had not become 
unduly excited and hoarded currency, that if the commercial 
banks and other financial institutions had not themselves joined 
in the mad scramble for cash, panics would not have resulted. 
It is always true, in fact, that the beginning of the end is marked 
by some particular event which it would appear might have been 
avoided. But the statement of this fact must not lead us to for
get that there are always certain fundamental conditions which 
precipitate these striking individual events, and that if the 
panic had not been occasioned by the failure of the Knicker
bocker Trust Company, it inight well have been caused shortly 
by the failure of some other bank or trust company-a failure 
brought about by the fundamental weakness of the banking 
credit structure at such a time. 

This is not to say, however, that the match which precipi
tates the conflagration must perforce always be touched off. 
There have been occasions, in fact, when, had events taken a 
slightly different course, some of the periods of acute strain 
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which were passed without the suspension of specie payments 
might have resulted in complete panic. Nor is it intended to 
argue that the panic stage of the business cycle may not be per
manentlyeliminated; it is believed, however, that, if the upward 
swing of the business cycle is allowed to continue to a point 
where bank reserves are exhausted, and if there does not reside 
in the banking system a means of then expanding temporarily 
the volume of loanable funds, a great many business failures and 
a very complete derangement of the entire economic and finan
cial structure is inevitable. Granted that specie payments were 
not suspended as between the banks, and granted that the banks 
did not scramble for one another's reserves, and that in conse
quence they were enabled to restrict the quantity of credit, it 
would still remain true that the industrial and financial situa
tion would be extremely serious. .For unless loans can be ex
panded, with which to meet the inordinate demand for funds 
required to tide business over the period of crisis, there must be 
a general crumbling of the complicated credit structure, entail
ing a great number of failures and enormous losses to business 
generally. 

And as we shall later see, even where the banking syst~m 
is so constructed as to make possible a rapid expansion of loans 
in time of crisis, it is still impossible to eliminate a period of 
serious industrial readjustment involving many failures and ac
companying losses. For the. underlying conditions which have 
narrowed margins of profit and produced the strains and stresses 
in the economic and financial structure and precipitated the 
period of crisis cannot· be eliminated without an intervening 
period of liquidation-which means concretely the elimination 
of poorly managed, poorly located, or poorly equipped establish
ments, readjustment in the volume of output on the part of prac
tically all business, falling interest rates and declining prices 
and wages. The problem of control, therefore, is not one of elim
mating the business cycle-except the panic stage-for this is 
impossible, as we have seen, under a profit-making, competitive 
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industrial system. The problem is rather one of minimizing the 
extremes of fluctuations that occur and thereby reducing as far 
as possible the social losses that are entailed. The chapter on 
the ·Federal Reserve System outlines the mechanism that has 
been evolved in the United States for thus controlling the credit 
"ystem. 

QUESTIONS FOR DISCUSSION 

I. SEASONAL VARIATIONS IN THE DEMAND FOR FUNDS 

1. Using the material on pages 456-60, draw a diagram indicating the 
seasonal variations in the demand for funds in the New York and 
Chicago money markets. 

2, Is the business of your community subject to these particular seasonal 
movements? 

3, What coincidence of business events occasions the extraordinary de-
mands of the autumn season? 

4, What conclusions do you reach from a study of the chart on page 459? 
5, What is meant by the term "elastic currency"? 
6. Is there any elasticity in the following forms of our currency: (a) 

greenbacks; (b) treasury notes of 1890; (c) silver dollars; (d) silver 
certificates; (e) gold certificates; (f) gold? What factors govern the 
total amount of gold that any country may have? 

7. To what forms of currency must we look to give the necessary elas
ticity to the system? 

8. What does the chart on page 4SQ illdicate as to the relative elasticity 
of bank notes and deposits? 

Q. Explain in your own words the reasons for the inelasticity of bond
secured bank notes. 

10, Explain in your own words the reasons for the elasticity of deposit 
currency. 

II. What are the limits to the expansibility of deposit currency? Why 
cannot it be relied upon to meet any and all requirements of the 
autumn season, however heavy? 

12, Why should business failures be more numerous in periods of tight 
money? Is this an unmixed evil? 

II. THE FEDERAL TREASURY AND THE CURRENCY SUPPLY 

13· What determines the total quantity of funds in the Treasury at any 
time? 

14, What are the principal sources of federal taxation? Do they yield a 
steady or an intermittent revenue? 

15. What is meant by the "independent treasury"? 
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16. Is it a matter of any importance whether the Tl"9Sury keeps Its funch 
in its own vaults or in the banks: (II) in ordinary times; (6) in timf'll 
of seasonal monetary strain? 

17. Do you see any reason why the Tl"9Sury should not keep its fun~ on 
deposit in the banks---iutd in such particular banks u it chooses? 

18. Why could not the federal Tl"9Sury be relied upon to give the necn
sary elasticity to the currency system? 

m. CYCLICAL VARlAnONS I1f TilE DItHAND .a. nnms 

19. Define the following terms: (II) cycle; (6) crisis; (c) panic. 
20. Into what four stages may the economic cycle be divided? What art 

their relative durations 1 
21. According to Mitchell's analysis, what factors during a period of dr· 

pression are conducive to an expansion of business activity 1 
22. What important factor is ordinarily lacking at such a period 1 
23. What fortuitous events hastened the recovery of busine!ll in 1897 and 

18981 
24. Trace the effects of a bountiful harvest in accelerating businesr 

throughout the industrial field. 
25. Trace the effects of a business boom in the iron and steel industry 

upon other lines of enterprise. 
26. During periods of depression the demand for labor is .1acIr. and em

ployment in many lines is intermittent. Trace the effects of the steady 
employment that results from the return of prosperity upon the activo 
ity of business in general. 

27. Should you say that the increased purchasing power of labor in general 
is due mainly to increased money wages or to steady employment 1 

28. The upward swing of the business cycle may be divided into two 
periods: first, the period during which the slack is being taken up and 
the existing industrial equipment of the country is coming to be 
utilized at full capacity; second, the period when, in addition, there is 
a great increase in building activities-in the construction of additional 
capital goods. What are the effects of the second stage upon: (IJ) thr 
demand for labor; (6) the demand for funds; (c) the cost of con
ducting business 1 

29· To what extent do you think that psychology plays a part in the rapid 
e-,~pansion of business? Should you say that busine91 psychology Is re
sponsible for the expansion of business, or that busine91 recovery 0cca

sioned by some fortuitous event breeds business optimism 1 What is it 
that converts business optimism into b:ISiness pessimism? 

30. What causes the development of "stresses and strains" in the industrial 
system? Why cannot the period of active prosperity go on indefi
nitely? 
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31. Why do th~ strains appear in certain lines hefore they appear in 
others? 

32. Do you think that steadily rising prices and the resulting "high cost of 

living" has anything to do with the precipitation of a critical period? 
33. "Costs continue to rise, and with increasing rapidity, as the business 

cycle reaches the top of its upward swing. This would not, however, 
lessen the margins of profit if prices were raised proportionally." Why, 
in fact, cannot prices be proportionally advanced indefinitely? 

IV. COMMERCIAL BANKING AND BUSINESS CYCLES 

34. What bearing has the condition of the commercial bank reserves upon: 
(a) the extent to which prices may rise; (b) the volume of business 
that may be conducted? 

31. Should you say that the supply of available funds in a commercial 
bank has anything to do with the difficulties that early beset the con
struction industries? If so. how? 

36. The crisis stage may be divided into two parts: (a) the critical period 
extending over a year or so; (b) the period of acute tension immedi
ately preceding the panic. During this critical period, why is it that 
business men do not commonly heed the warning signs that are in 
evidence? 

J7. Under our national banking system as organized before 1914. why did 
not the banks heed the warning signs and exercise their control over 
the money supply in such a way as to compel a readjustment of husi
ness? 

38. Do you think that bankers as a group share the general optimism that 
pervades the industrial world during a period of great prosperity? 

3Q. In the period of acute financial tension. immediately preceding the 
panic. what responsibility is placed upon the commercial banks? 

40. "The process by which all the banks at once are trying to strengthen 
their reserves is an altogether impossible process, a paradox. a death
blow at the very fundamental principle of banking. Any general at
tempt to convert banking paper or deposit credit into gold must 
promptly result in a lamentable collapse of the whole credit machinery. 
• • • . When the banks themselves join in the scramble. the last hope 
of supporting the credit fabric has vanished." Why? 

41. Assume a bank in New York to have deposits of $1,000,000. with a 
reserve of $275,000. or 27.5 per cent. Assume (a) that additional loans 
are made to the extent of $100,000. and (b) that depositors withdraw 
$50,000 in actual specie. What is. then. the ratio of reserves to de
posits? 

42 • "In times of crises we have it clearly revealed to us that our banking 
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institutions constitute a system, and that individual banks cannot pro
cure much aid from each other." In what way? 

43. Tum to the financial statements on pages 335-37 and indicate what 
assets could be converted into cash in time of acute financial tension? 

44. At such a period are the loans made to individuals who are engaged in 
actual commercial operations automatically liquidated as they mature? 

45. Can the banks as a whole count upon having as many loans paid as 
there are demands for new loans? 

46. Why could the national bank notes not be readily increased in volume? 
47. Why could not the deposit currency be increased in volume? 
48. "The fundamental need in times of crises is an increase in cash re

sources on the basis of which additional loans may be granted." Why? 
49. Why was it not possible for our banks before the establishment of the 

Federal Reserve System to increase the total quantity of cash reserves? 
What forces, in fact, served to decrease the available ca$h resources of 
the banks? 

50. Explain the effects of the system of redepositing reserves upon the 
banks in time of crisis. 

51. Why were the banks of the United States obliged to reduce loans dur
ing the period of acute crisis? 

52. Explain the difference between the equalization of reserves and the use 
of clearing-house loan certificates. 

53. How do clearing-house loan certificates differ fwm clearing-house cer
tificates? 

54. Why was the provision for the equalization of reserves necessary to 
the successful use of the loan certificate? 

55. Why could not the practice of paying interest on deposits be eliminated 
by clearing-house action? 

56. Do you find in the history of this attempt to pool banking reserves a 
weakness inherent in the system of independent banking? 

57. Why is it that the resort to clearing-house loan certifieates by aU the 
banks simUltaneously-unaccompanied by the equalizing of reserves-· 
largely defeats the purpose of this expedient? 

58. At best, would the use of clearing-house loan certificates, with equal
. i2ed reserves, reach the heart of the difficulty in time of crisis? Why, 
or why not? 

59. Do you regard the' various forms of clearing-house loan certificates 
and checks used in time of crisis as amply secured? 

60. It is sometimes said that the great need in time of crisis is for more 
currency that will circulate from hand to hand, and that the resort to 
clearing-house loan certificates is proof of this contention. Do you 
agree? 
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61. For which is there a greater need in time of crisis, an expansion of 
deposit currency, or an expansion of hank-note currency? 
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CHAPTER XXIV 

GOVERNME..~T REGULATION OF BANKING 
Commercial banking was one of the earliest forms of busi

ness to be subjected to governmental ngulation_ Because of the 
almost universal demand for the accommodation which banking 
affords, and because of the tremendous power that is inherent in 
the control of loanable funds, the banking business has long 
been regarded as quasi-public in its nature. Indeed, many people 
have asserted that banking operations are of such importance to 
the public welfare that they should be actually conducted by the 
government itself; that to permit private interests to control the 
supply of bank currency and make profits from the use of 
people's money is to foster one of the most vicious of monopolies. 
This extreme view has, however, ne\"er gained general accept
ance; nor until recently have we, in fact, subjected all banks in 
the United States to some species of go\"emmental control. In
deed, in some states it is still possible for individuals to engage 
in a general banking business subject virtually to no ngulation 
whatever, although the numerous disastrous failures of private 
banks in rcc~nt years have led to an agitation against unregu
lated banking which promises eventually to result in the compl~te 
elimination of unregulated banking. ' 

It is the purpose of the present chapter to outline the various 
regulations that are commonly imposed upon national and state 
banks, and to present the reasons for such ngulations. The dis
cussion must of necessity be confined to the more significant 
aspects of banking legislation; detailed provisions of the laws 
and of administrative decisions will be omitted. 

'ID 19l4, S60 private banks baving toW I'eSOIUa'S of $150,94.),000 re
ported to the CompllOllu of the Currency. 

so6 
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I. SUMMARY OF AMERICAN BANKING HISTORY 

While each of the main principles of regulation may best be 
presented as a separate problem and considered in the light of 
its particular history, a brief preliminary statement of the his
tory of banking regulation in the United States will serve as a 
useful point of departure. This history may be conveniently 
divided into three stages: (I) from I790 to the Civil Warj (2) 
from the Civil War to the inauguration of the Federal Reserve 
System in I9I4j and (3) from I9I4 to the present time. 

In the period before the Civil War banking operations in the 
United States were mainly conducted either by private bankers 
or by institutions chartered under state laws. During this period 
there were no national banks chartered for the express purpose 
of engaging in general banking operations, although the First 
Bank of the United States (I79I-18u) and the Second Bank of 
the United States (1816-36)" did make some loans for business 
purposes. The history of these federal banks will presently be 
considered. . 

During the pre-Civil War period the banking laws of the 
various states were extremely diverse and, with a few exceptions, 
notably in New England and New York, extraordinarily lax. In 
consequence the management of the state banks was usually no 
better than that of the private institutions which flourished at 
the time. While improvements were being made in the latter part 
of the period, banking organization, on the whole, remained in a 
deplorable condition until after the Civil War. 

The National Bank Act passed in 1863 provided for the 
incorporation of national institutions under the general super
vision of a Comptroller of the Currency. These institutions were 
designed to engage in general banking operations and to sup
plant the state banks in the issue of bank-note currency.s The 
framers of the law profited much from previous state banking 
experience and many admirable principles for the regulation of 

I The issue of state bank notes was effectively prevented in 1866 by 
the levy af a 10 per cent tax on all notes put out b:( state banks. 
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banking operations were formulated. These will be outlined in 
the pages which follow. 

Under the stress of competition, and in the light of improved 
knowledge of sound banking organization, the laws of the vari
ous' states have gradually been remodeled to conform more 
closely with the provisions of the national law.' The changes in 
general banking organization and control that have been in
augurated by the Federal Reserve System are discussed in 
chapters xxv and xxx. 

The First and Second banks oj the United States. Only a 
brief statement is necessary with reference to the work of these 
federal banks. The purpose of their organization appears to 
have been a threefold one: .( I) to act as fiscal agent of the 
United States government in the collection and disbursement of 
federal revenue j (2) to assist the Treasury in times of financial 
emergency, through the purchase of government bonds; (3) to 
promote a sounder and more stable bank-note currency and to 
exercise an influence in stabilizing business and financial condi
tions generally. 

The FirsfBank of the United States performed a genuinely 
important service during the first twenty years of our national 
history. It acted as fiscal agent in the collection and disburse
ment of government funds at a time when the problems involved 
were particularly difficult because of inadequate private finan
cial facilities. The First Bank also loaned several million dollars 
to the government during a period when federal revenue was 
both uncertain in amount and intennittently received. The bank 
did not, however, exert any great influence on the general cur
rency and credit system. The charter expired in 1811 and failed 
of renewal by a single vote in the Senate. 

The Second Bank of the United States had a very checkered 

• There are some exceptions to this general statement, however, the 
chief of which is that the prohibition of the federal law against loans on 
real estate was not copied by the state laws. On tbe contrary, the Federal 
Reserve Act authorized certain llational banks, within limits, to engage in 
real estate lending. Se4: pp. 513-14. 
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career. It was very badly managed during the first few years of 
its history; it extended credit with abandon and failed to main
tain adequate specie reserves. It exerted no restraining influence 
upon the activities of the state banks, and on the whole it exer
cised an unfavorable, rather than a favorable, influence during 
the boom period and crisis of 1817-19. In the decade of the 
twenties, however, the Second Bank appears to have been com
petently managed and of genuine assistance in conducting the 
fiscal ~perations of the government. Moreover, in the critical 
year 1826 the bank was in a position to exert some influence in 
stabilizing business conditions. It never accomplished much, 
however, in the way of securing a more stable bank-note cur
rency. 

With the accession to power of President Jackson, in 1829, 
the Second Bank, owing to a combination of circumstances, be
came a political issue. From this time on, the management of 
the institution deteriorated, and its usefulness was seriously im
paired; and when in 1833 President Jackson ordered the with
drawal of federal deposits from the bank, its fate w.as virtually 
sealed. The charter was not renewed in 1836; and from then 
until 1863 the United States was without any national banking 
institution. The later unfortunate history of the Second Bank is 
attributable not to any inherent defect in the bank itself, but 
rather to the exigencies of an era during which the doctrine that 
the centralization of political and financial power was essentially 
undemocratic was in the ascendancy. 

II. PRINCIPLES OF GOVERNMENTAL 
REGULATION 

Governmental regulation of banking is accomplished in sev
eral ways: ( I) by supervising the original organization; (2) by 
prohibiting certain types of loans; (3) by requiring the main
tenance of adequate specie reserves; and (4) by a system of 
bank examinations and reports. We may consider the "reasons 
for eacli type of regulation. 
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I. Supervising the original oTganization.-Discussion of the 
reasons for governmental supervision of the initial organization 
of banks raises at once the whole issue of private versus regu
lated banking. The argument against private banking is, in 
brief, that although many unincorporated banks might conduct 
their banking operations on the most approved principles, many 
others might not-with resulting disastrous consequences to 
depositors. The contention that in the long run honesty and 
efficiency in bank management constitute the best policy is 
hardly a sufficient argument for permitting private banking, for 
the reason that so many people, unfortunately, consider that one 
bank. is as good as another, regardless of antecedents and char
acter of management. That depositors are in need of protection 
from inefficient and unscrupulous bankers is abundantly evident 
from the numerous cases of private bank failures in recent years, 
where disclosures have shown that the deposits of customers had 
been either confiscated outright or diverted to such speculative 
bank. to meet its obligations. The incorporation of a bank. and 
the necessary conformity with general laws that this involves 
do much to insure at least a minimum of honesty and efficiency 
in the conduct of the institution. 

A statement of the causes of national bank failures will 
throw some light upon the necessity for restrictions upon bank
ing operations, as well as for the system of bank. examinations, 
to be discussed below. An investigation made by the Comptroller 
of the Currency in 191 I showed that 60 per cent of the failures of 
national banks were caused by violations of the National Bank
ing law, 37 per cent of which were criminal violations. Twenty
three per cent were caused by "injudicious" banking, 13 per cent 
by shrinkage in values and general stringency in the money 
market; while 4 per cent resulted from the failure of large debt
ors and other minor causes. (For recent failures see pp. 7IJ-I S ) 

Banks nowadays commonly take out their charters under a 
general incorporation law, although formerly incorporatioD 
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under a special act of the legislature was required. The principle 
underlying special incorporation is that it permits each applica
tion for a bank charter to be considered by the legislature strict
lyon its merits. It worked 'out in practice, however, that the 
granting of charters to engage in banking commonly became a 
part of the system of political spoils. "Charters were granted by 
Whig and Democratic legislatures only to their own partisans 
. . . . and shares in banks, or the rights to subscribe to them. 
were parcelled out by 'bosses' in the several counties." The re
adion from this system eventually led to the establishment of a 
general incorporation, or "free banking," law in the state of New 
York in 1838. Under this free banking system any group of in
dividuals who desired to engage in the banking business might 
be granted a charter for the purpose by the administrative 
branch of the state government, provided there was assurance 
that the bank would be organized and conducted in accordance 
with certain general requirements laid down by an act of the leg
islature. 

This system of incorporation was very generally followed by 
the western states during the decade immediately preceding the 
Civil War; and in the National Bank Act of 1863 it was adopted 
as an essential part of the national banking system. It has since 
been gradually copied by all of the state governments, the time 
involved in making legislative investigations as a prerequisite to 
the granting of a charter having proved quite as important a 
factor in the drift toward general incorporation as have the 
political evils of the special-charter system. 

The prir.cipal advantage of requiring the incorporation of 
banks is that it makes it possible for the government to control 
the size of banking institutions. The National Bank Act, as 
amended, for instance, lays down the following regulations with 
reference to the minimum capital requirements for national 
banks: in cities of more than fifty thousand population, a capi
tal of not less than $200,000; of from six to fifty thousand in
habitants, a minimum capital,of $100,000; of from three to six 
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thousand inhabitants, a capital of at least $50,000; and in towns 
of up to three thousand population, a minimum capital of $: So 
000. The ~lcFadden Act of 1927 amends the pro\isioo fol' cities 
of more than 50,000 population and permits the organi.r.ation of a 
national bank with $100,000 capital1rheD the state law permits 
the organizatioo of state banks in such cities with capital of $100,-

000 or less. The purpose of these capital requirements is to prn'alt 
the organization of a large number of 'r-ery small banks. which in 
the nature of things would usually be less efficiently managed, 
and which would be certain to ha'r-e a Itss exteosi\-e distributioo 
of risks than \!rOuld banks of largH sUr. 

n~ slocUoldt:rs oj /xuIb tlTe SJlbj«led ,. c dcJabl4lUJbUil,. 
The stockholders of e\"el)' national bank are held indi'ridually 
responsible "for all contracts, debts, and eDg3geIDeDts of such as
sociation, each to the amount of his stock therein, at the par value 
thereof, in addition to the amount invested in such stock"; and 
similar pro\isions are found in the banking Ian of mast states. 
The purpose of this double liability of shareholders is to ghoe a 
more ample protection to creditors of banking institutioos than is 
afforded by the strictly limited liability principle. Thequasi-pub- . 
lie nature of banking iDstitutioos, .-hich 5en-e as repositories for 
cash resources of all classes of people, warrants these extra pre
cautions for the safety of depositors. 

So",~ capital sloci IIIIISI be SJlbsaibe4 ill c4wma. ADothtt 
pro\ision of the national banking law is that half of the capital 
shall be paid in before business is started. The expl.mation of 
this pro\ision is found in state banking experienc2 before the 
Chil War. The early state banking Ian permitted banks to com
mence operations as soon as a small portioo of the capital stock 
had been actually subscribed in cash, the rest of the capital usu
ally being rep~nted by promissory Dotes of the stockholders. 
It was tnade to appear to depositors that the capital was really 
paid in and represented genuine resources of the bank; but wben 
failures occurred, the true situation was of course immediately 
dL<dosed.. 
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Accumulation of a surplus is also required. The National 
Bank Act provides that before the declaration of a (semi-annual) 
dividend each bank shall "carry one-tenth part 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." The purpose of 
this provision is to make sure that national banks shall gradually 
increase in size; for it is believed that the larger a bank's re
sources, the greater is the security of its creditors. 

2. The regulation of loans.-Since the chief source of bank 
losses, aside from defalcations, lies in the failure of bank borrow
ers to meet their obligations, it has been found expedient to place 
certain restrictions upon the lending operations of the banks. The 
provisions of the national banking law governing loan operations 
are the result of previous banking experience which showed that 
certain types of loans were fraught with special danger. The loan 
provisions of the National Bank Act as amended, are as follows: 

a) It shall be lawful for any such [banking] association to purchase, 
hold, and convey real estate as follows: 

First. Such as shan be necessary for its immediate accommodation in 
the transaction of its business. 

Second. Such as shall be mortgaged to it in good faith by way of se
curity for debts previously contracted. 

Third. Such as shall be conveyed to it in satisfaction of debts previous
ly contracted in the course of its dealings. 

Fourth. Such as it shall purchase at sales under judgments, decrees, or 
mortgages held by such association, or shall purchase to secure debts due to 
said association. [National Bank Act, June 3,1864.] 

Such associations shall not hold the possession of any real estate under 
mortgage, or hold the title and possession of any real estate purchased to 
secure any debts due to it for a longer period than five years. [National 
Bank Act, June 3, IS64.J 

U Any national banking association may make loans secured by first 
lien upon improved real estate, including improved farm land, situated 
\\ithin its Federal reserve district or within a radius of one hundred miles of 
the place in which such bank is located, irrespective of district lines. A loan 
secured by real estate within the meaning of this section shall be in the form 
of an obligation or obligations secured by mortgage, trust deed, or other 
such instrument upon real estate when the entire amount of such obligation 
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or obligations is made or is sold to such association. The amount of any 
such loan shall not exceed So per centum of the actual value of the real 
estate offered for security, but no such loan 'upon such security shall be 
made for a longer term than five years. Any such bank may make such 
loans in an aggregate sum including in such aggregate any such loans on 
which it is liable as indorser or guarantor or otherwise equal to 25 per 
centum of the amount of the capital stock of such association actually paid 
in and unimpaired and 25 per centum of its unimpaired surplus fund, or to 
one-half of its savings deposits [McFadden Banking Act, February 25, 
192 7.] 

b) To one person or corporation: The total liabilities to any asso
ciation, of any person, or of any company, corporation, or firm for money 
borrowed, including, in the liabilities of a company or firm, the liabilitiet 
of the several members thereof, shall at no time exceed one-tenth part of 
the amount of the capital stock of such association actually paid in and 
unimpaired and one-tenth part of the unimpaired surplus fund, provided 
that the total of such liabilities shall in no event exceed thirty per centum 
of the capital stock of the association. But the discount of bills of ex
change drawn in good faith against actually existing values, and the dis
count of commercial or husiness paper actually owned hy the person nego
tiating the same, shall not be considered as money borrowed. [National 
Bank Act, as amended June 22, 1906.] 

c) On security of own stock: No association shall make any loan or 
discount on the security of the shares of its own capital stock, nor be the 
purchaser or holder of any such shares, unless such security or purchase 
shall be necessary to prevent loss upon a debt previously contracted in 
good faith; and stock 50 purchased or acquired shall, within six months 
from the time of its purchase, be sold or disposed of at public or private 
sale; or, in default thereof, a receiver may be appointed to close up the 
business. [National Bank Act, June 3,1864.] 

The restriction on real estate loans has perhaps given rise to 
the most criticism and controversy. In brief, the objection to 
real estate loans is that they are of an unliquid nature. They are 
commonly made for long periods of time; and the mortgages giv
en as security are not readily salable in a general market, as is the 
case with stocks and bonds. The chief argument for permitting 
national banks to make loans on real estate mortgage security is 
that it increases their power to compete with state banks which 
have not been bound by similar restrictions. 
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Without going into an extended argument on the merits of 
the subject, it may be suggested here that the discussion in the 
preceding chapter with reference to the liquidity of bank assets 
in general apparently leads to the conclusion that real estate 
loans would hardly be less liquid in time of crisis than would 
any other type of loan. As we shall see in the next chapter, the 
primary need in time of tension in the money market is access to 
some unused reservoirs of cash resources. It appears, therefore, 
that the amendment to the National Bank Act made by the 
Federal Reserve law, which permits national banks, within 
limits, to make loans on real estate, is clearly warranted. 

The purpose of the limitation on the amount of credit that 
may be extended to anyone person or corporation is to insure a 
relatively wide distribution of risks. The exception to this limi
tation stated in the last sentence under (b) above is attributable 
to the belief that two-name paper arising out of the purchase 
and sale of goods is always practically certain to be paid. In 
the light of the discussion of th~ relative merits of single- and 
two-name paper as given in chapter xix, however, it wOI1~d ap
pear that there is very little merit to this particular exception. 

The restriction against making loans on the security of a 
bank's own stock is mainly the result of some rather disastrous 
experiences in state banking practice before the Civil War. We 
have already seen that early state banking laws permitted banks 
to commence operations as soon as a relatively small portion of 
the capital stock had been paid in. Now the shares of stock al
ready received by shareholders were often used as security for 
loans from the bank. In making the loan the bank issued notes; 
and these notes, which passed current as money, were then used 
by the shareholders as a means of purchasing additional capital 
stock. Thus it came about that a large amount of the bank's 
capital would be borrowed from the bank itself. In other words, 
the resources received by a bank from the sale of stock consist
ed in large measure only of its own liabilities, in the form of its 
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outstanding notes. In the event of failure the true situation was 
of course quickly revealed. 

3. The regulation 0/ reserves.-The reserve requirements 
of the National Bank and Federal Reserve acts are given else
where in the text.' The purpose of requiring banks to hold mini
mum reserves of cash .is to prevent certain bankers, who, be
cause of inadequate knowledge of banking principles or because 
of a disposition to take long chances with depositors' money in 
the hope of immediate gain for themselves, might allow reserves 
to be depleted to a point which would endanger the solvency of 
the institutions. It is of interest to note in this connection that 
the United States is the only important country that has estab
lished minimum reserve requirements. Whatever may be the case 
in other countries, however, our own banking experience has 
pretty definitely shown the wisdom of such requirements. In the 
early days of banking many institutions kept practically no re
serves whatever, with the result (hat their outstanding notes de
preciated in value and wrought havoc with the monetary system. 

One weakness should be noted, however, in the requirement 
of minimum reserves. If there is fixed an absolute minimum 
under which banks may not cut even in case of an emergency, 
a rigidity is given to the banking system in time of credit strain 
that is highly unfortunate. It may well be argued that it is better 
to have no minimum requirements at all and to rely upon the 
banks to maintain, on grounds of self-interest, some reserves 
which will be available for use in time of emergency than to re
quire very high reserves which may not be used in case of need. 
It is significant in this connection that the Federal Reserve Act 
permits the minimum reserves that are required for Federal 
Reserve banks to be cut under in case of great emergency.' 

In times of financial strain the publication of the fact that 

• For the reserve requirements of the National Bank Act, see p. 44S; 
for the requirements under the Federal Reserve Act, as amended, see 
P·549. 

'See p. 555. 
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reserves are down to the minimum permitted by law also, unfor
tunately, excites the general public and sometimes leads to a 
hoarding of currency, which seriously embarrasses the banks at 
a moment when, so far as fundamental conditions are concerned, 
no real danger of panic is imminent. 

4. Banking examinations and reports. As a means of enforc
ing the provisions of the National Bank Act, there has been estab
lished in the Treasury Department a separate bureau under the 
direction of the Comptroller of the Currency. The Comptroller 
appoints examiners whose duty it is to examine each bank in the 
federal system at least twice each calendar year, and oftener than 
that if it is considered necessary. In case these examinations re
veal malpractices, inefficient banking methods, or a failure to 
conform fully with the requirements of the law, action is taken to 
correct the weaknesses disclosed; and if they are not shortly cor
rected, the charter is forfeited. 

The national bank examiners also render assistance to the 
Comptroller of the Currency in helping him to form a judgment 
upon the advisability of granting an application for a national 
bank charter. It is the duty of the Comptroller not only to make 
certain that a new bank will conform with all the requirements of 
the incorporation law, but also to make sure that there is a reas
onable need for the organization of an additional bank in the 
community in question; for one of the most potent causes of bank 
failures is the multiplication of banking facilities beyond the 
needs of business. The examiners are effectively utilized in gath
ering information, on the basis of which the Comptroller can 
make an intelligent decision as to the possibility of success for a 
new bank. 

Every national bank is also required to make three reports 
each year to the Comptroller of the Currency, exhibiting in detail 
the resources and liabilities of the institution at the close of busi
ness on any past date specified by the Comptroller. The Comp
troller may also call for special reports from any particular bank 
whenever it is deemed necessary. From the data thus obtained 
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the Comptroller is enabled to judge the conditions of banking and 
general business from time to time, as well as the status of each 
particular bank. He is also in a position to submit an annual 
report to Congress, presenting a summary of banking conditions 
and recommending any legislation which such conditions seem 
to warranL These reports, moreover, constitute a \wtable mine 
of information which is available for the use of students of bank· 
ing theory and practice. Since the establishment of the Federal 
Resen.-e System, h01re\"er, the importance of the work of the 
Comptroller of the Currency has very greatly declined, being 
overshadowed by that of the Federal Resen-e Board.. There is, 
in fact, no longer any good reason for the continuance of the 
Comptroller's office; the functions performed should be taken 
O\"er by the Federal Resen-e Board. 

In. THE REGL"L"TIO~ OF STATE BA.,\'"KIXG 

In the foregoing discussion 9f banking regulation the refer· 
ences ha\-e all been to the provisions of the national banking 
laws. It remains to compare the banking regulations of the \-ari. 
ous states with those of the federal go\-ernmenL State banks are 
under the general supervision of state officials, designated by \-a. 
rious names, the most common of which is perhaps State Superin· 
tendent of Banking. They are subjected to official examinations 
and are required to submit periodical reports, as is the case with 
national banks. In recent years there has been worked out a 
rather effective co-operation between national and state bank 
enminers. Summaries of the reports of state banking conditions 
are also included in the annual \'olume published by the national 
Comptroller of the Currency. 

Siale had k:islalimi " vffli1. ID, ;jOll:" -.sJUl1J, less 
stmr:ad Ilu, Ralioruzl had r£p!4JiOfl.. The following sum
mary statement will indicate the character of state as compared 
with national bank legislation. 

'Ibe miDimum apit.al requiftd for !Ute banks nries iD the dilfermt 
states from ~ to $,;opoo. ID the South and W' est the ftqUimDeDt it 
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less than tbe $25,000 required for national banks. Some twenty states re-
4uire but $10,000 or less. In twenty-nine of tbe tbirty-seven states and 
territories whicb require a minimum under a general law, tbe amount is 
graded according to population. In most of tbese states $25,000 is tbe 
maximum, thougb several require $100,000. As compared witb tbe na
tional-bank minimum of $25,000 for towns of !Loss tban three thousand 
population, three states bave higher, seven states have the same, and sev
enteen have lower requirements. As compared witb the national-bank re
quirement of $50,000 for places of tbree thousand to twenty-five thousand 
population, over three-fourths of the states wbich prescribe a fixed capital 
have lower requirements. None of the state laws require more than does 
the national law, while several require much less. For cities of twenty
five thousand to one hundred and fifty thousand, three-fourths of all the 
states have lower requirements than the national-bank requirement of 
$100,000. 

This difference in the amount of capital required is one of the note
worthy contrasts between national and state legislation, and this difference 
exists not in legislation only. Sixty-two per cent of the 1I,319 state banks 
in operation on April 28, 1909, had less tban $25,000, and 27 per cent had 
capital ranging between $10,000 and $15,000. A few states show some lack 
of banking ideals in permitting an autbori2td capital larger than the paid
in requirements, undue prolongation of the paying in of capital, and the 
payment of subscriptions to capital by means other than "cash" or "money 
of the United States." 

The National Bank Act requires one-tenth of the net earnings to be 
set aside annually toward a surplus fund until it amounts to one-fifth of 
the capital. Nineteen states have .this rule; seven states have more strin
gent provisions; Virginia has a lower requirement, and seventeen states do 
not require, by general law, such a surplus accumulation. In addition to 
this surplus fund added to capital, most states follow the National Bank 
Act in providing fer the double liability of shareholders. In nineteen states 
the shareholders are responsible "equally and ratably and not for another." 
In fourteen states the shareholders are liable "jointly and for each other." 
Sixteen other states are more lenient, imposing no statutory liability what
ever. 

With reference to the regulation of loans the state bank:ng laws are in 
general more liberal than the federal law. The National Bank Act limits 
the amount of any single liability due a national bank to one-tenth of its 
capital and surplus and to 30 per cent of its capital stock. With tbe excep
tion of two states the state banking laws are far more liberal. Some 
twenty-two states allow from 15 per cent to 30 per cent of capital and sur
plus as the limit to each indi\'idual liability to a bank, and ten states have 
no limitations whatever. 
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The National Bank Act permits an ellcesa if it consists of advances of 
bona fide bills of exchange and commercial paper actually owned by the 
negotiator. The state laws, in addition to these, make exceptioOl In favor 
of loans on real estate mortgages (sill states); loans on billa of lading and 
warehouse receipts (eight states) j 10aOl on collateral security (fifteen 
states) j and loans approved by a vote of the directors (four states). Thil 
greater liberality may be accounted for by the smaller lize of most of the 
state banks and the difficulty of enforcing restrictioOl. Even in the na
tional system enforcement is not easily accomplished, for as late as Sep
tember, 1909, over one thousand banks (or IS per cent of the tota\) volun
tarily reported ellcessive loans. Several of the eastern states have recently 
set limitations as to the amount of anyone loan, irrespective of the Indi
vidual's liability. 

Another important contrast between national and state banks is the 
power conferred upon the latter and denied the former to loan upon real 
estate. A few states limit the amount to be put into real estate loanl. The 
prevailing practice is to limit these loans to So per cent of the capital or 
capital and surplUS. A few place the limit at from IS per cent, to 40 per 
cent of the assets, and some at 20 per cent of the 10aOl. State laws define 
the character of these loans as to the location of the property, the charac
ter of the lien, or the proportion which the value of the real estate mUlt 
hear to the amount of the loan. Holdings of real estate are limited to a 
five-year duration following a foreclosure sale. 

These real estate loans are a larger proportion of the total loanl in 
the smaller towns and cities. And "notwithstanding the disadvantages of 
real estate as a convertihle asset, the power to loan on the llecurity of real 
estate is a valuable one to many of the Btate banks." On April 28. 1909. 
20.6 per cent of the total loans and discounts of state banks were based 
upon security of this character. Insofar as the deposits of state banks are 
time deposits, this form of lending cannot be troublesome, though it is not 
suitable for active commercial banks in large centers of population. 

The third great difference between national and state bank laWi is 
found in the reserve requirements. Here, also, the state and territorial 
laws are the more lenient. At present (1910) in ten states no reserve what
ever is required for incorporated banks. In fourteen states a reserve is re
quired only against demand deposits. The amount ranges from 10 per cent 
to 25 per cent, although IS per cent is commonly required. In sill other 
states a lower reserve is required against time deposits than against de
mand deposits. This ranges from 4 per cent to IS per cent for time depos
its as against IS per cent to 25 per cent for demand deposits. In sharp 
contrast the National Bank Act required from IS per cent to 25 per cent of 
all deposits. This example has been followed in but thirteen states. 

Not only in regard to the amount of reserve, but also as to its form, 
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do state and national laws differ. All states permit balances in other banks 
to be counted as a part of the reserve. The amount of redeposit so author
ized varies from one-half to three-fourths. 

In seven states "the banks determine for themselves what part of 
their reserves shall be cash in bank and what part shall be in the form of 
bank balances." In four states bonds may be counted in the reserve. In 
the choice of depositaries the state banks are practically unrestricted. In 
but five states are distinctions made between the reserves required of ordi
nary banks and reserve agents.' 

The trust company legislation 0/ the various states has been 
even more lenient than that pertaining to state commercial 
banks. This statement applies to the granting of loans, to the 
maintenance of specie reserves, and to subscriptions to capi
tal stock, though not, typically speaking, to the minimum capital 
requirement. Trust company legislation is in recent years, how
ever, being brought into closer conformity with state banking 
legislation. 

IV. THE REGULATION OF BANK NOTES 

The regulation of bank-note issues is presented here as a 
distinct and separate phase of the problem of banking organiza
tion and control only because of its historical importance, bank
note regulation having given rise to more discussion and con
troversy than have all the other problems of banking control 
combined. The discussion that from the very beginning of our 
banking history has centered aTound the issue of notes is at
tributable, in part, to the fact that notes were long the primary 
form in which bank obligations were manifested; in part, to the 
fact that they pass from hand to hand as currency without re
gard to the character of the persons passing them on, and form, 
in consequence, a part of the money supply of the country; and, 
in part, to the fact that we look to bank notes to provide the 
necessary flexibility in the money system as a whole. 

There are three principal ends to be achieved when regulat-

" Adapted from]. F. Ebersole, "The Relation of State to National 
Banks," Proceedings oj the American Academy oj Political and Social 
Sciener. I (1911), 28~90. 
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ing bank-note issues: (I) they inust at all times be maintained 
at a parity with standard money; (2) they must be amply se
cured so that there can be no question of their ultimate value; 
and (3) they must be made elastic, that is, responsive to the 
varying requirements of trade. During our earlier history the 
first two of these problems were the chief sources of controversy; 
but in recent years--with immediate parity and ultimate secur
ity accomplished facts-the discussion has centered around the 
problem of elasticity. 

I. Maintaining the parity of bank notes.-Since bank notes 
are designed to pass from hand to hand as currency it is neces
sary to insure at all times their parity with standard money, lest 
their issue lead to a depreciation of the currency and a general 
unsettling of prices. Various devices have been employed for 
insuring the parity of bank notes, the chief of which are (I) 
making them a legal tender in some very important connection, 
such as in the payment of taxes, and (2) providing for their 
easy, quick, and constant convertibility into standard money.' 
The first of these devices has never by itself been found ade
quate, although it no doubt may have contributed somewhat to 
the success of the other methods. 

In order to insure the continuous convertibility of bank 
notes into standard money it is necessary, first, that the issuing 
bank stand ready at all times. to redeem its own notes when 
presented over its counter. But in order to keep the notes at 
par when they have wandered far from the issuing bank it has 
also been found necessary to make them redeemable at certain 
agencies in important banking centers with which banks every
where are in close relations; or to make them redeemable at the 
Treasury oi the United States. This latter method is employed 
in connection with our present natioruu bank notes. 

2. The security of bank notes.-This aspect of the problem 
of bank-note regulation relates to the ultimate value of bank 
notes rather than to !heir immediate convertibility into specie. 

• For other methods see pp. 86-87. 
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Several different methods have been employed to insure the 
holders of bank notes against ultimate loss, the three most com
mon of which are as follows: (I) To rely upon the adequacy of 
the bank's assets to meet all note obligations in full, a I1',ethod 
sometimes accompanied by a provision which gives the holders 
of notes a prior claim against the assets of the bank. (2) To re
quire the bank to maintain a special security for a note issue, 
such as government bonds. This is the method employed by the 
national banking system of the United States. (3) To require 
the bank to set aside certain of its commercial assets as security 
for its note issues. This third method is specifically designed to 
promote elasticity in the bank-note system rather than to insure 
safety. It is believed, however, that both safety and elasticity 
can thus be attained. 

It is unnecessary at this place to present the history of 
bank-note regulation, or to enter into a discussion of the various 
problems of regulation associated with the issue of bank. notes, 
for they receive sufficient attention elsewhere in the text. The 
weaknesses of the system of bond-secured notes from the view
point of elasticity are discussed in the preceding chapter, while 
the advantages of asset currency in the same connection will be 
pointed out in the analysis of Federal Reserve notes in the 
chapter which follows. 

QUESTIONS FOR DISCUSSION 

I. Can you advance any sound arguments against the abolition of private 
banking? 

2. Draw up a statement of the arguments against private banking. 
3· What is meant by "free banking"? What are the arguments in favor 

of it? 
4. What are the weaknesses in the system ot general incorporation? 
S. How should you determine how large a capital a particular bank, to 

be located in a particular community, should have? 
6. Do you have any criticisms to offer of the capital requirements under 

tbe National Bank Act? under the state banking laws, as summarized 
on pages 518-20. 

7. In what way does the accumulation of a surplus tend to increase the 
security of a bank's creditors? 



&. Should you favor the abolitio. of the double Ii&biIitJ ~t for 
baDIr. shard!olden? 6flouId you favor the utmsioa of this priDciple to 
DOD·banking corporatioas? 

Q. What is the objection to alIo .. -in& a baDIr. to ClIIIIUDeDCe busiDcs before 
the capital is fully paid ia? 

10. Write out a summary statement. civiDc the UlUllle'Dts for the varioIK 

pro,'isions go,~rning the making of baDIr. loaDs. 
II. What do you think of the argument that it is dangrrous for a COal· 

mercial baDIr. to make any considerable volume of loans OD the ItC'Jrity 
of real estate mortpge;? 

IJ. If you ~ asked to draw up a bankiac system for ODe of the Ccatnl 
Amcricaa states, should you foBow the Americ::aD practice of requiriJII 
minimum specie eservcs, or the European practice of permittiac eacl 
b.lnk to formulate its own reserve policy? 

13. Look through one of the annual reports of the ComptroUu of the Cur
rency ia the library and draw up an out.1iae ItatemeDl of the significaal 
data that it contains. 

14- Which of the ,-anous cads to be achie,-ed ia the rqu1atioa of bank 
DOtes do you reprd as most important? .'h.ich the most difIicuJl of 
attaining? 
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CHAPTER x..XV 

THE FEDERAL RESERVE SYSTEM 
The adoption of the Federal Reserve Act on December 23, 

1913, marks the beginning of a new era in American banking 
development. For the first seventy years of our national his
tory, banking as a business was conducted almost entirely under 
the regulation of the various states, with a resulting hetero
geneity of banking laws and banking practice. The national 
banking system, dating from the Civil War, gave us, as we have 
seen, a uniform and a safe bank-note currency-though not a 
flexible one-and in general marked a real advance in the de
velopment 'Of banking organization. With the passage of the 
Federal Reserve Act, fifty years later, .we have entered upon a 
third stage in our banking evolution, a stage that may be char
acterized as one in which a long step has been taken toward 
centralization in the control of banking, one in which the differ
ences between state and national banking are being slowly but 
surely eliminated, and one under which the vast economic power 
that inevitably resides in the financial system can be made to 
subserve as never before the larger interests of commerce and 
industry. 

I. THE HISTORY OF B.~'lJKING REFORM 

The shortcomings of the national banking system, as it 
existed before 1914, were revealed to close students of the ques
tion in almost every period of seasonal or cyclical strain upon 
the money markets. But reform of our banking laws was slow 
in developing, in part because other financial issues took pre
cedence and in part because the defects which had been dis
closed appeared in the main to be such as required amendment 
merely rather than thoroughgoing reorganization. The genera-
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tion following the Civil War was one in which discussion bf 
banking regulation was largely overshadowed by the agitation 
for greenback currency and the restoration of the free coinage 
of silver, the principal objection to the national banking system 
being the so-called "double-profit" on note issues-interest on 
government bonds, plus interest on the loan of the notes. These 
controversies related rather to the total quantity of money and 
to the sources of the national currency supply than to the adapt
ability of the banking machinery to the varying requirements of 
trade. 

The panic of I893 precipitated a genuine agitation for the 
improvement of our banking system. The most noteworthy 
proposal was the "Baltimore Plan" of 1894, modeled after the 
Canadian system of protecting note issues by a joint guaranty 
fund contributed to by all banks. Before any legislation on the 
subject could be passed, however, there occurred the political 
campaign of 1896, the issue of which was once more the silver 
question. The success of the RepUblicans in this campaign was 
followed by the appointment of a monetary commission, com
posed of representatives of boards of trade, chambers of com
merce, and other similar bodies, which met in Indianapolis in 
1897 for the purpose of "making a thorough investigation of the 
monetary affairs and needs of the country in all relations and 
aspects, and submitting proper suggestions as to the evils found 
to exist and the remedies therefor." The findings of the com
mission were given publication, and a bill embodying the con
clusions reached was presented in Congress in 1898. 

The Currency Act of March 14, 1900, carried some of these 
recommendations into effect. In the main, however, this act was 
concerned with the money rather than with the banking ques
tion. On the banking side all that was attempted was a stimu
lation of the growth of national, as compared with state, banks 
by decreasing the capital requirements and by permitting the 
issue of notes up to the full value of the government bonds held 
as security. It appears that with the return of great business 
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prosperity the need of reforming our banking system did not 
seem serious to our legislators, who at best perceived none too 
clearly the fundamental weaknesses inherent in the system. The 
return of the Republicans to power, coupled with the establish
ment of a gold standard, undoubtedly satisfied most. congress
men that henceforth financial difficulties would be unknown. 
Agitation for banking reform continued, however, among scien· 
tific students of the question, and there were. also some congress
men, notably Charles N. Fowler, at that time chairman of 
the Banking and Currency Committee of the House, who per
sistently endeavored to secure the passage of remedial legisla
tion, designed primarily to insure an elastic bank-note currency 
based on commercial assets. 

The disastrous financial panic of 1907 raised anew the agi
tation for banking reform, both in and out of Congress. It was 
observed that whereas other countries were equally subject to 
periodic fluctuations of commerce and trade, the United States 
appeared to be the only nation in which the banking machinery 
was incapable of alleviating the conditions that developed in 
time of crisis. Strong pressure, partly political, was brought on 
Congress to pass some emergency legisiation; and after a very 
brief study of the problem there was passed the Aldrich-Vree
land Act of 1908, which made possible the issue, under the con
trol of currency associations organized around the clearing-house 
associations as nuclei, of bank notes secured by state and muni
cipal bonds or by commercial paper. This act was frankly passed 
as an interim measure, to expire at the end of five years; and 
during this interval it was hoped a genuine reorganization of 
the banking system might be effected. 

The Aldrich-Vreeland emergency currency performed an 
important service at the outbreak of the World War. It turned 
out that the Federal Reserve System, though authorized, was 
not in operation at the end of five years and the Aldrich-Vree
land Act was accordingly extended for a sixth year. At the 
eleventh hour this law received a real test; for only a few months 
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before the Federal Reserve System was ready for operation the 
outbreak of the war in Europe precipitated a sharp financial 
crisis in the United States. Three hundred and sixty-eight mil
lion dollars of emergency currency notes, nearly three-fifths of 
which wer.e secured by commercial paper, were issued. The effect 
was most salutary and the expedient carried us through a genu
ine currency stringency ~hich might otherwise have resulted 
seriously. It should. be pointed out, however, that this crisis dif
fered materially from such a one as follows a period of great 
industrial activity which involves a very great expansion of . 
credit. The general business situation in 1914 had been one 
of relative depression. 

The most significant provision of the Aldrich-Vreeland Act, 
however, was that which established a National Monetary Com
mission, .composed of eighteen congressmen, which was in
structed to make a thoroughgoing investigation of banking and 
currency reform and to frame a bill for the creation of a new 
and panic-proof banking system. Under the chairmanship of 
Senator Aldrich, this commission conducted a very extensive 
investigation, drawing upon the· experience of the entire world. 
Public hearings were held in the leading financial centers of 
Europe; numerous experts were drafted to make special investi
gations on various aspects of the problem, both in the United 
States and abroad; and"a number of books and monographs on 
special banking problems were reprinted and published as part 
of the commission's findings.' 

Meanwhile other students of the question were also at work 
on plans for the reorganization of our banking system. Numer
ous proposals were advanced by independent students-bankers 
and economists-and many measures were introduced into Con
gress, the most important of which was one by Mr. Fowler en
titled "A bill to establish a complete financial and banking 
system." 

The Aldrich bill, resulting from the investigations of the 

I About forty-five volumes of material were published. 
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monetary commission, was presented to Congress in January, 
19I1. In brief, this bill provided for a new banking organi
zation modeled rather closely after the central banking systems 
of Europe; but because of American opposition to centralization 
of power, particularly financial power, and because of the unfor
tunate experience in our early history in connection with the 
Second Bank of the United States/ it was felt that a bill pro
posing the establishment of a central bank would have no chance 
of becoming a law. Accordingly, resort was had to camouflage 
and it was proposed to establish a national reserve association, 
with headquarters in Washington and with branches in various 
ltading financial centers throughout the land. The Aldrich bili 
met with very vigorous opposition, however, and there was at 
no time much chance of its enactment into law. While embody
ing many excellent features, it also possessed certain important 
defects; moreover, it looked suspiciously like "un-American 
centralization of power," and above all it was sponsored by 
Senator Aldrich, who at the time was in particularly bad grace 
with the American people because of the part he had played in 
foisting upon the country the objectionable tariff law of 1909. 

Currency reform shortly became the all-absorbing national 
issue of the time. While the Aldrich bill was before Congress, 
there was established a "National Citizen's League for the 
Promotion of a Sound Banking System.':s This league, which 
was financed mainly by the banking interests of New York and 
Chicag<r-in good faith and in the hope that a really efficient 
banking system might be established-undertook to educate the 
American people on the subject of currency reform. There was 
published a weekly magazine called Banking Reform, and also 
a small volume with the same title, which was devoted to a dis
cussion of the defects of the national banking system and to 
outlining in general terms the principles which any legislation 
that would correct these evils must embody. Organizations were 

• See pp. 508-9. 

• The Executive Secretary was Professor J.. Laurence Laughlin. 
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formed in a great many states and speakers for the league ad
dressed commercial clubs, bankers' associations, trade confer
ences, agricultural associations, public schools, etc., throughout 
the land. While the league was willing to see the Aldrich bill 
adopted, believing that most of the essential principles were in
corporated, it wisely took the stand that it was not sponsoring 
any particular bill, that its interest was only .. in securing the 
adoption of a sound banking system. The evils to be overcome 
were, however,repeatedly, pointed out and there was constant 
reiteration of the general principles which any constructive 
banking legislation must incorporate. 

Meanwhile, the Democratic party was returned to power 
as a result of the political exigencies of 1912. Since the party 
was traditionally weak in its treatment of financial questions, 
and the new Congress was largely inexperienced, it was felt by 
many that little was now to be hoped for in the way of construc
tive banking legislation. There were a few distinctly good men 
in Congress, however, and the President very wisely seized the 
opportunity presented by a united party and some efficient lead
ership to put through a whole series of important legislative 
measures. The nation-wide sentiment that had been developed 
in favor of a sound banking system made it imperative that this 
problem be given primary attention. In fact, some progress had 
already been made before the new administration was seated. 
A preliminary draft of what later became the Federal Reserve 
Act was worked out between April, 1912, and June, 1913, under 
the auspices of the subcommittee of the House Banking and 
Currency Committee, of which Carter Glass was chairman, 
and, after the close of the Sixty-second Congress, under the per
sonal direction of Mr. Glass as the prospective chairman of the 
Banking and Currency Committee of the incoming Democratic 
Congress. 

The task of framing a currency law was conceived as one of 
modifying the Aldrich bill in such a way as to meet the funda
mental objections that had been raised to that measure and to 
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perfect a banking organization that would provide the necessary 
centralization of power without vesting too much control in the 
hands of the "financial interests"; it was felt that a democratic 
spirit should pervade the organization and that it should be de
veloped in accordance with the "genius of our institutions." The 
Democratic party thus reaped the fruits of the investigations 
that had been cOQducted by the National Monetary Commission 
and by other students of banking reform, as well as the advan
tage of the criticisms that had been made of the Aldrich bill; 
and especially it profited by the nation-wide discussion of the 
fundamental principles involved in banking reform. Great credit 
must, however, be given to the Democratic leaders for the effi
cient way in which the problem was handled and for the speed 
with which the bill was enacted into law. 

The Federal Reserve Act is a substantial improvement over 
the Aldrich plan. It should be chronicled here that the Federal 
Reserve Act is not a mere plagiarism of the Aldrich plan. In 
certain fundamental respects the new law is markedly different 
from and markedly superior to the Aldrich plan. A writer very 
intimately associated with the entire banking reform movement 
states these differences in the following language: 

The Aldrich hill provided for a single central "reserve association" 
with scanty public oversight, with control vested practically wholly in the 
banks, and with the preponderance of power in the hands of the larger in
stitutions which owned stock. It so arranged things as to keep this "re
serve association" relatively inactive except upon special occasions of panic 
or disturbance. It made no direct provision for the shifting of reserves in 
part from existing banks to the proposed associations. • . . . The new Act 
provides for twelve reserve banks, introduces the principle of local control, 
calls for strict government oversight, shifts reserves from present corre
spondent banks to new institutions, minimizes the influence of the larger 
banks in directorates, and generally diffuses control instead of centralizing 
it. It leaves banking as such to be practiced by bankers; it vests the con
trol of banking in the hands of government officers. The theory and pur
pose of the new Act are widely different from those of the Aldrich bill.' 

• H. Parker Willis. The Federal Reserve. p. 68. 



53 2 

Subject to a great deal of hostile collllDent by the fiMnciaJ 
and business press during the period of its discussion before 
Congress, after passage the law very quickly became recognizrd 
at its true worth as the most constructh-e piece of legislation 
that had ever been placed upon the American statute-boob. 
For once, at least, a vitally important, though technical, ques
tion had been resolved into its fundamental issues through pub
lic discussion, and in this instance a measure ~merpng into law 
did represent the best constructive thinking of the nation. 

II. ADlIINISIRA TIVE FR.\''\IEWORK. OF 
THE SYSTEM 

The Federal Reserve Act divides the United States into 
twelve districts, chOst'n in the light of collllDercial rather than 
geographical factors. The map on page 533 shows the boun
daries of the twelve districts and the cities in which are locatrd 
the Federal Reserve banks which constitute the units of the 
system; while the data givu below show the number of banks 
in each Reserve district and the paid-in capital and surplus of 
each Reserve bank at the end of 1929. . 

SIZE OF FEDERAL RESERVE DISTIUCTS 

N .... ber .. Capital .. s...- .. 
District N .... ber . fedrnJ fodonl 

IIaab Rc.ne IIuIr. --... _ a.itted) 
c_ aooittod) 

Boston ........... 404 • 11,591 • al,7S1 
N~York. ........ 9,31 66,701 80,001 
Philadelphia ...... 765 16,467 a6,\)6s 
a~d ........ 797 15,6,3a ~,141 
Richmond .....•.. 514 6,o6a ",406 
Atlanta .......... 428 5,409 10,857 
Chicago ......••.. 1,185 ",007 4D,094 
St. Louis ......... 571 5,a60 10,877 
lIioDeapotis ..••.. 685 3,08] 7,14] 
Kansas City ..•••. 1194 4,asa 9,16. 
Dallas ...•..••... 746 4,45a 1,93S 
San Fr&DCisco •••. 606 11,41) 19,514 

TotaL ....•.. 8.5 J 7 $170,,36;. $,;6.9J6 
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The capital of the Federal Reserve banks was subscribed by 
the member banks of each district, each bank subscribing a sum 
equal to 6 per cent of its own paid-up capital stock and surplus. 
One-half of the subscription, or 3 per cent, has actually been paid 
in by the member banks, the remaining 3 per cent being subject to 
call. In view of the present large resources, it is doubtful whether 
the member banks will soon be called upon to pay the remainder 
of their subscriptions. Capital contributions were compulsory for 
the national banks that joined the s~stem, but it was optional 
with each bank whether or not it should join. Only in one sense 
was there any compulsion; a national bank had to join the system 
if it remained a national bank; but it could surrender its charter 
as a national institution if it so desired and either take out a state 
charter or suspend operations. All of the national banks, in fact, 
shortly joined the system; and, as we shall later see, a large num
ber of state banks have since become members. 

The Federal Reserve banks are managed by boards oj direc
tors, democratically chosen, and representing all classes oj inter
est. The law provides that one-third of the board of nine members 
shall be known as Class A, one-third as Class B, and one-third as 
Class C directors. The Class A directors are chosen by and are 
representative of the stockholding member banks. The Class B 
directors must consist of individuals who at the time of their 
election are actively engaged in their district in some commercial, 
agricultural, or industrial pursuit. The Class C directors are se
lected by the Federal Reserve Board, which is in effect the repre
sentative of the United States government, and hence of all the 
people. One of these directors is called the Federal Reserve Agent 
and personal representative of the Federal Reserve Board. It is 
his function to represent the Federal Reserve Board in the man

·agement of the Reserve bank. Although the directors are thus 
chosen from among many different interests, as directors they 
must act as a unit and in the interests of the general financial 
welfare, as they see it. 
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Two of the members of the board belonging to Class C, 
however, act in a dual capacity. The Federal Reserve Agent 
and deputy Federal Reserve Agent are also representatives of 
the Federal Reserve Board and have certain special duties to 
perform in this capacity.D 

In still another way the act has endeavored to secure a 
democratic organization and control. To insure against the 
domination of the board of directors by the larger and more 
powerful banks, the law provides that the banks shall be divided 
into three general groups, each group to contain roughly one
third of the aggregate number of member banks of similar capi
talization. Thus group No. I would contain approximately one
third of the total number of banks in the district, consisting of 
banks of the largest capitalization; group NO.3 would include 
the smallest banks of the district; and group No.2 the banks in 
between. Each of these groups of banks nominates and elects 
one Class A and one Class B director. The directors thus rep
resent not only the stockholding banks, but also the different 
classes of banks. 

Several of the Federal Reserve banks have branches which 
operate in different parts of the districts, each branch usually 
having a portion of the district assigned to it. At present twenty
three branches and one domestic agency are in operation. In 
addition, two agencies have been established in Cuba, one by the 
Federal Reserve Bank of Atlanta and one by the Federal Re
serve Bank of Boston. 

The Federal Reserve Board is the co-ordinating and con
trolling agency of the system as a whole. ·This board, which is 
organized as a part of the Treasury Department, is made up of 
eight members, of whom two are members ex offici<>--the Secre
tary of the Treasury and the Comptroller of the Currency. The 
oth<!r six members are appointed by the president by and with 
the advice and consent of the Senate. It is provided that not 
more than one member of the board may come from a single 

• See pp. 539-40. 
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reserve district; and that at least two of the presidential ap
pointees must have had banking or financial experience. No 
member of the board, however, may be an officer, director, or 
stockholder of any bank. The term of office is ten years; and 
the board is a perpetual body in that not all of the members 
retire at anyone time. Thus during a given presidential admin
istration not more than three of the six members could owe 
their appointment to the president then in office. The president 
i., empowered to name one of the !!ix members of the board as 
governor and another as vice-governor, and these are the chief 
executive officers of the entire system. 

The Federal Reserve Board is assisted in its deliberations 
by a Federal Advisory Council which consists of one represen
tative from each Federal Reserve district chosen by the board 
of directors of the Federal Reserve bank of the district. This 
council meets quarterly in Washington and at such other times 
and places as it may choose. Its function is purely consultative; 
it is designed to keep the Federal Reserve Board closely in 
touch with business and financial conditions in all parts of tht: 
country. 

The powers and duties of the Federal Reserve Board in brief 
are as follows: It may suspend or remove any officer or director 
of a Federal Reserve bank; it may suspend a Federal Reserve 
bank and tsLke charge of it for the purpose of reorganization or 
liquidation; it may readjust or abolish altogether the classifica
tion of central reserve and reserve cities. It also bas power, as 
we shall later see, to raise or lower interest rates, to give prefer
ence to certain types of financial operations, and in various ways 
to modify and influence financial conditions. For the moment, 
however, we are not concerned with the details of the Federal 
Reserve Board's operations, the present purpose being merely 
to show the general relation of the board to the system and to 
note that it is a co-ordinating and controlling agency, in ways 
which will be discussed below. 
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III. PROVISION OF AN ELASTIC BANK-NOTE 
CURRENCY 

Among the defects to be remedied by the new banking sys
tem was the inelasticity of the bond-secured bank-note cur
rency. The Federal Reserve Act has met this problem, not by 
a complete elimination of the bond-secured notes, but by the 
creation of an additional form of note currency-~me secured by 
commercial paper, or "assets." Indeed, as a result of this law' 
we now have three types of bank notes in the United States: 
( I) national bank notes secured by government bonds (as be
fore); (2) Federal Reserve bank notes (secured by government 
bonds); (3) Federal Reserve notes (secured by commercial 
paper).' The third is the distinctly new form of currency and 
the one which is designed to give elasticity to the bank note 
system. 

I. National bank notes.-During the period when the Fed
eral Reserve bill was before Congress it was suggested that the 
national bank notes be entirely eliminated. It was found difficult 
to accomplish this, however, without involving heavy losses to 
the banks which had outstanding bond-secured currency. The 
2 per cent government bonds, which were chiefly used as security 
for the national bank notes, had a Inarket value substantially 
equal to the par value only by virtue of the fact that they car
ried the circulation privilege. Taking away from the bonds this 
privilege would have meant a fall in their value of approxi
mately one-third; and for the national banks as a whole this 
would have involved a loss of over $200,000,000 •• The opposi
tion of the banks to the proposal to withdraw the circulation 
privilege from the 2 per cent government bonds was so vigorous 
that it was deemed expedient to adopt some other means of 
securing the ends desired. 

A plan was finally worked out whereby a gradual retirement 
of the national bank notes could be effected. It was provided 
that any member bank which desired to retire any or all of its 

• But see p. 543 for qualifications of this statement. 



circulating notes might, through the intermediation of the United 
States Treasury, sell to a Federal Reserve bank at par the bonds 
which 1rere serving as security. {;nder this plan the funds 
paid over to the Treasury by the Federal Resen-e bank which 
purdlases the bonds are used to redeem the outstanding na
tional bank notes that ha\-e been secured in the past by these 
bonds. Any balance that may be left is turned over to the bank 
in question. 

The law sets a limit to the amount of these bonds that may 
be purchased by a resen'e bank in anyone year; and if r:very 
bank should take advantage of its option to retire notes, it would 
require about thirty years to retire the total amount outstand
ing in 1914- The truth of the matter is that some banks ha\? 

seen fit to retire their national bank notes by this process, .-hilt' 
others have cot. The total quantity of national bank notes out
standing on June 30,1929, was $649.452,000, as compared with 
$756,944,000 on December I, 1913. Since the retirement of the 
notes by member banks is not mandatory, it is altogether prob
able that we shall continue to have a large volume of such notes 
as a permanent part of our circulating medium. 

2. Federal RtserJ)e bad .otts.-These notes owe their 
origin to the effort to pro\ide for the retirement of the national 
bank notes. Although all the Federal Reserve bank notes are 
alike in form and in security, they originate in two ways: first, 
the resen-e bank, which has purchased government bonds from 
a member bank which is retiring its notes (as outlined above), 
may deposit these in trust with the Treasurer of the Gnited 
States and receive an amount of circulating notes equal to the 
par \cUue of the bonds thus deposited. This amounts merely to 
tIansferring the issuing of bond-secured notes from the indi
\"idual national banks to the Federal Reserve banks.. Second, 
the resen-e banks are authorized to issue additional notes upon 
the security of additional bonds, on the same general terms that 
national banks formerly issued such notes, except that the total 
amount is not limited to the amount of the capital stock of the 
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Federal Reserve bank issuing them. On June 30, 1929, the total 
volume of Federal Reserve bank notes outstanding was only 
$7,10<),376• 

• It remains to be noted that the way is open for a gradual 
retirement of these Federal Reserve bond-secured notes. It is 
provided that if any reserve bank desires to retire outstanding 
bond-secured notes, the bonds which serve as security may be 
exchanged at the t;nited States Treasury for one-year 3 per cent 
gold notes of the Cnited States, which do not carry the circula
tion privilege, "to an amount not exceeding one-half of the 2 

per cent bonds so tendered for exchange; and for thirty-year 3 
per cent gold bonds, without the circulation privilege, for the 
remain~er of the 2 per cent bonds so tendered." As interest rates 
stood in 1913 this process would have enabled the Federal Re
serve banks to get rid of their bond-secured notes without loss. 
The additional 1 per cent interest charge would of course fall, 
immediately speaking, upon the government, and ultimately 
upon the tax-paying public. The volume of Federal Reserve 
bank notes now outstandiItg is small as compared with the vol
ume of such notes in circulation in 1920, but the decline is 
apparently due to the retirement of treasury certificates of in
debtedness, which were also used in limited amounts as security 
for Federal Reserve bank notes during the war period. 

3. Federal Rcscn'e "otes.-The process by which the Fed
eral Reserve notes which are designed to provide the elastic ele
ment in our bank-note system are issued, and the regulations 
governing them, can best be shown by a concrete illustration. 
Let us assume that there is a heavy demand for additional bank
note currency with which to move the crops in some rural com
munity and that some of this demand is manifested at the First 
National Bank of Ottumwa, Iowa. How can this bank expand 
the volume of Federal Reserve note issues? 

It is provided by the Federal Reserve law that a bank desir
ing to issue reserve notes may do so upon the security of com
mercial paper rediscounted with the Federal Reserve bank of its 
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district. Accordingly, the Ottumwa bank indorses over to the 
I"ederal Reserve Bank of Chicago, say, a $10,000 promissory 
note of one of its customers, Mr. Jones, to whom a commercial 
loan has been made. The reserve bank of Chicago will give tl\e 
Ottumwa bank Federal Reserve notes equal to the face value of 
Jones's note less the interest for the time which it has yet to 
run. The term "redisCounting" is used in this connection to in
dicate that a note which was originally dis£ounted by a member 
bank is now discounted a second time. In a word, the Federal 
Reserve bank thus does for the member bank precisely what 
the member: bank does for its customers--advances the face 
value of the note, less interest until maturity. 

Before the notes can be issued by the FederalReserve bank, 
however, the promissory note that.has been received (or other 
notes of like quality and amount) must be placed in the cus
tody of the Federal Reserve Agent of the Chicago Federal Re
serve bank, who, it will be recalled, is the representative of the 
federal government on the directorate of the Federal Reserve 
bank. This agent has in his possession Federal Reserve notes 
that have been printed in advance; and upon receipt of the com
mercial paper he turns over to the Federal Reserve bank the 
quantity of notes demanded. The Federal Reserve bank then 
sends these notes to the Ottumwa bank, which is thereupon in a 
position to lend them to the individuals who are in need of 
seasonal funds. 

It Will make for clearness if we consider the changes that 
would occur as a result of this operation on the balance sheet of 
the Ottumwa bank and the Federal Reserve Bank of Chicago 
respectively. When the Ottumwa bank sends its customer's note 
to Chicago, its "Loans and discounts" are lessened by the 
amount of the note. The "Federal Reserve notes" received in 
exchange for the customer's note are carried ~ assets of the 
Ottwnwa bank until such time as they are loaned to a customer, 
when "Federal Reserve notes" are decreased and "Loans and 
discounts" are increased by a like amount. As for the Federal 
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Reserve bank, the rediscount bas given it possession of a cus
tomer's note, which is carried as an asset under "Rediscounts." 
The "Federal Reserve notes" issued against the security of this 
commercial paper of course become liabilities of the Federal 
Reserve bank. 

Thus we have secured an expansion of bank notes. It may 
be noted, moreover, that the new loan which the Ottumwa bank 
now makes gives rise to a new customer's note, which, if it has 
resulted from an ordinary. commercial operation, is also avail
able for rediscount with the Federal Reserve Bank of Chicago, 
and thus may also be used as a'basis for still further issues of 
Federal Reserve notes. Thus as long as there continue to be 
commercial transactions which require the use of borrowed 
funds, the promissory note, arising out of these transactions 
wiII provide the basis for the additional currency required in 
financing them. Here is the same sort of expansibility that we 
have elsewhere found to characterize deposit currency. 

It remains to consider the process by means of which Fed
eral Reserve notes, thus issued, are reduced in volume when the 
need for them is past. For the purpose of illustration, let us 
consider the specific $10,000 of Federal Reserve' notes that were 
put in circulation by the Ottumwa bank. The individual who 
borrowed these notes uses them in meeting his obligations, and 
the individuals who receive them either deposit them directly 
in banks or use them in the payment of debts to traders and , 
others, who in turn send them to their banks for deposit. They 
are now out of the channels of circulation; but they have not 
been returned to the Federal Reserve Bank of Chicago. What 
insures their return to their source? • 

We have seen that the Ottumwa bl\nk secured funds from 
the Federal Reserve Bank of Chicago by the rediscount of a 
promissory note of Mr. Jones, one of its customers. At the ma
turity of this note, it will be sent to Mr. Jones for payment, by 
way of the First National Bank of Ottumwa. Jones will pay the 
necessary funds over to the Ottumwa bank in whatever way is 
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most convenient for him. And, similarly, the Ottumwa bank will 
pay the Federal Reserve bank in whatever way is most conven
ient. Now the most convenient and least costly way for the 
Ottumwa bank to remit, is, in fact, by sending in any paper 
money, including Federal ReserVe notes, which it has on hand. 
From this paper money, and other paper money sent in by other 
banks, the Chicago Reserve bank can sort out and retire the 
Federal Reserve notes. The Federal Reserve bank is, in fact, 
constantly receiving and paying out paper money, and the proc
ess of selecting notes to be retired is a simple matter. Since 
the national banks are riot permitted by law to keep any of their 
legal reserve in their own vaults, they will always send their 
cash, above that needed for till money, to' the Reserve bank of 
their district. • 

Suppose, now, that some of the notes issued through the 
Ottumwa bank should find their way into a national bank in 
Oskaloosa, Iowa. Will they then be returned to the Chicago 
bank for collection? The answer is that they will, for the reason 
that whenever it has occasion to make payments to the Federal 
Reserve Bank of Chicago (and such occasions are constantly 
arising) the Oskaloosa, like the Ottumwa, bank will use paper 
money, including Federal Reserve notes, f01~ the purpose. It 
does not matter, therefore, what bank in the district receives 
the notes; they will always be sent in payment of obligations to 
the bank which issued them . 

. It is possible, however, that some of the notes that have 
been put into circulation in Ottumwa, Iowa, might find their 
way into banks in other than the Seventh Federal Reserve dis
trict. 'Concretely, let us suppose that some of them are sent in 
payment of obligations to the First National Bank of Akron, 
Ohio. Will they now be returned to the Federal Reserve Bank 
of Chicago for redemption? They will not, in fact, be sent 
directly to Chicago, for the Akron bank has no direct relations 
with the Chicago reserve institution. The Akron bank will, 
however, send these notes to the Federal Reserve Bank of Oeve-
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land, whenever it .has payments to make there. When these 
notes arrive at the Cleveland Federal.Reserve Ban}{, they may. 
be listed as assets of that bank; for they are liabilities only of 
the particular reserve bank which issued them. What, now, is to 
prevent the Federal Reserve Bank of Cleveland from again put
ting these notes into circulation and thereby preventing their 
redemption at the source of issue? . 

A simple provision is incorporated in the law which insures 
their being sent to the Federal Reserve bank which issued them. 
It is provided that any Federal Reserve bank which pays out 
notes of other reserve banks shall be subject to a tax of 10 per 
cent of the value of the notes thus paid out .. Since this destroys 
the profit that might be obtained from lending these notes, it 
insures their presentation tb the Reserve bank which issued 
them, in payment of obligations due or in exchange for specie. 

Federal Reserve notes are not based exclusively on com
mercial paper. In the foregoing illustration of the elasticity of 
Federal Reserve notes we have been given the impression that 
these notes are secured exclusively by commercial paper. Such 
i~ not, however, strictly the case, although the theory of the law 
was undoubtedly to make such paper the fundamental basis of 
the elastic note currency. Specifically, the law, as amended, 
makes possible the issue of Federal Reserve notes on the fol
lowing kinds of security: (I) paper indorsed by member banks 
and drawn for strictly commercial, industrial, and agricultural 
purposes, or for the purpose of carrying or trading in secuI1ties 
of the United States government; (2) bills of exchange indorsed 
Ly a member bank and bankers' acceptances bought by the Fed
eral Reserve bank in the open market; (3) gold and goid cer
tificates. Since the provisions governing paper that is eligible as 
security for note issues are in the main identical with those gov
erning paper that is eligible for rediscount in general, it is im
portant that we consider carefully at this place the significance 
of these provisions from the standpoint of commercial banking 
theory. 
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I. It will be observed, first, that the provision relating to 
the eligibility of paper lL\ security for DOte issues mlds "dra1nl 
for commercial, industrial, and agricultural" purposa Thus 
the ordinary narrow technical definition of "commercia1," as 
involving merely the purchase and sale of goods by middlemen, 
is abandoned; it is recognized that commercial banking has to 
do with industry and agriculture as well as with commerce.' 

While great emphasis is placed upon the essential liquidity 
of paper growing out of actually completed busiDess transac
tions, the law nevertheless recognizes that paper may be eli,ihU, 
even though it does DOt represent a ctnnpldd transaction; for 
it defines digible paper to include .cases where the proceeds of 
the loan have been used or "are to be usedn for the purposes 
specified in the act. Thus the law recognizes the common prac· 
tice of making loans on single-name promissory DOtes to COD

cerns which are in a liquid conditio~ is, with. satisfactory 
excess of liquid assets over Clllnnt liabilit.ies-as legitimate 
commercial banking. Eligible paper, therefore, need DOt be 
secured by a specific stock of goods; it may be secured by the 
net liquid assets of a business as a whole. 

While the law thus recognizes the current banking practice 
of lending on the basis of ~e general standing of the borroweT. 
as discussed on pages 348-55, it does DOt recognize the prac
tice of annlUZlliquidation of the borrower's indebtedness; that 
is, the practice of completely paying one's debts to the bank only 
once a year. Paper to be eligible for rediscount 01' as security 
for note issues may have a maturity of DOt more than ninety 
days, except in the case of agricultural and live-stock loans, 
~·here a concession from the short-time principle is made by 
permitting for a limited amount of paper a maturity DOt exaed
ing nine IDOnths. The agricultural and live-stock paper may 
DOt, howe\'W, serve as security for DOte issues if it bas a ma
turity of IDOre than six IDODths. The limit to the amount of 
such paper is to be bed by the Federal Resen-e Board at some 

• Cf. thE with the discussioa of comlDft'Cia) paPft iD chap. ui, P. 402. 
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definite percentage of the assets of the Federal Reserve bank 
discounting such paper. 

In the second place, it is to be noted that paper is eligible 
a, security for note issues when it is used for the purpose of 
carrying or trading in the securities of the United States govern
ment. This provision, as we shall later see, was utilized in strik
ing fashion in connection with the floating of Liberty Loans 
during the war." While the law therefore permits long-time go ..... 
ernment paper to be used as security for note issues, it never
theless excludes paper drawn for the purpose of carrying or 
trading in stocks, bonds, and other investment securities, in the 
belief that such operations are subversive of sound principles 
of commercial banking, that they do not insure the necessary 
liquidity of assets. 

2. The second class of paper available as security for note 
issues, namely, bills of exchange indorsed· by member banks, 
and bankers' acceptances bought in the open market, are of 
course essentially short-time commercial credit instruments rep
resenting ordinary commercial, industrial, or agricultural trans
actions. 

3. The authorization of gold and gold certificates as col
lateral for Federal Reserve notes has opened the way to a very 
interesting developm~nt. When notes have once been issued on 
the security of commercial paper, it is not, in fact, necessary 
upon the maturity of the commercial paper which is being held 
as security by the Federal Reserve Agent, that a like volume 
of Federal Reserve notes should be retired or else a like volume 
oC new commercial paper be turned over to the Federal Reserve 
Agent; for the notes may be kept in circulation provided the 
Federal Reserve bank turns over to the Federal Reserve Agent 
a like volume oC gold or gold certificates. During the war period, 
in an endeavor to concentrate the gold supplies of the COUDtry 

ir the central reservoirs provided by the Federal Reserve banks, 
the Federal Reserve Board adopted a deliberate policy of ex-

• See pp. 580-81. 
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changing Federal Reserve notes for gold and gold certificates, 
the Federal Reserve notts thereby finding a wide use in the 
channels of circulation in place of the gold and gold certificates 
which they displaced. 

The issue of Federal Reserve notes in exchange for gold 
and gold certificates gave to the Federal Reserve banks a 
greatly increased power of note and credit expansion. For on 
rite basis of the gold secured by this process, a Federal Reserve 
bank could issue notes to two and one-half times the volume of 
gold on hand (the reserve required against notes being 40 per 
cent), and nearly three times the volume of deposit currency 
(the reserve required against deposits being 35 per cent). It 
should be understood, in this connection, that the gold and gold 
certificates exchanged for Federal Reserve notes and held by 
the Federal Reserv~ Agent still count as reserves against out· 
standing notes. 

This policy of concentrating the gold supply of the country 
in the Federal Reserve banks in order to make it available for a 
larger superstructure of credit than would be possible if it re
mained widely scattered in the vaults of individual banks, in the 
cash tills of a multitu,de of business enterprises, and in the 
pockets of innumerable individuals was largely dictated by a 
consideration of the enormous financial requirements of the war. 
With our gold resources thus effectively mobilized, it was be
lieved, not without good reason, that we should be able to meet 
almost any financial demands that might be imposed upon us. 

Since 1921, however, the gold reserves of the Federal Re
serve banks have been much larger ·than the business situation 
required. As a means of reducing the "menace" of excessive re
serves, the Federal Reserve notes were· retired and gold certifi
cates were issued to take their place in the channels of circula
tion, thus restoring the former situation. 

Federal Reserve notes are adequately secured. In the ef
fort to give Federal Reserve notes an elastic quality, the ques
tion of safety has not been overlooked. Let us see what is the 
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nature of the security back of these notes. In the example given 
above, Mr. Jones had given his promissory note to the Ottumwa 
bank. Now the Ottumwa bank had extended the credit to Jones 
on the strength of his business integrity and ability and his gen
eral financial standing. There is thus, first, a property security, 
presumably ample to insure the payment of the loan by Jones. 
In the second place, there is additional security in that the 
Ottumwa bank, when rediscounting Jones's note, indorses it 
and thus becomes secondarily liable for its payment. In the 
third place, the Federal Reserve notes are the liability of the 
Federal Reserve bank which issues them; and as such they have 
a prior lien upon all of the bank's assets. Moreover, the law 
requires that for every $100 of Federal Reserve notes issued, 
the Federal Reserve bank must hold a reserve of at least $40 
in gold. There is, finally, a double liability. of the. stockholders 
of the Federal Reserve banks; and since the stockholders of 
these institutions are none other than all of the member banks 
of the district, it will be seen that so long as the banking system 
as a whole does not crumble to pieces, Federal Reserve notes will 
not fail of redemption. 

As a last resort, moreover, the Federal Reserve notes are the 
direct obligation of the United States government. It is said that 
this provision was incorporated to please Mr. Bryan, who insisted 
that the Federal Reserve currency must be equivalent to govern
ment currency. In any event, all the taxable resources of the na
tion have been placed back of the Federal Reserve notes. 

One qualification. of the foregoing statements is necessary, 
however. The Federal Reserve notes that arfse from deposits of 
gold and gold certificates with the Federal Reserve Agent are 
not secured by specific commercial paper. Offhand these notes 
might appear to be backed by'a gold reserve of I~O per cent; 
but since the gold that is deposited in exchange for them is also 
counted as reserve against notes that have been issued on the 
security of commercial paper, such is not in reality the case. 

Notes issued by the Federal·Reserve banks are not legal ten-
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au i,. lire U,.iled SIalts. Neither Federal Reserve bank notes 
nor Federal Reserve notes have been given legal tender power 
in the settl~ment of private obligations--resembling the national 
bank notes issued by member banks in this respect. Owing to 
the provisions regarding tbeir acceptability and redeemability, 
however, this failure to make them legal tender in no way tends 
to impair their serviceability as media of exchange. Tbe Federal 
Reserve notes are, curiously enough, legal tender in Cuba. 

The Federal Reserve bank notes are a direct obligation of 
the Federal·Reserve bank which issues them. They are redeem
able at the United States Treasury and receivable for all prac· 
tical purposes by all national banks and Federal Reserve institu
tions as well as' by the United States government.-

The Federal Reserve notes are redeemable in gold coin on 
demand at the United States Treasury, from a S per cent re
demption fund provided for the purpose, and at any Federal 
Reserve bank. They are receivable at par by all national and 
other member banks, by Federal Reserve banks, and for all 
taxes and customs and other public dues. 

IV. THE CONTROL OF CREDIT 

A fundamental weakness of our national banking system, 
as we have seen, was the lack of any adequate machinery for 
the control of credit, or deposit currency, and hence for the con
trol of business in general. In times of seasonal strain trade was 
sometimes halted for want of an elastic deposit currency; in 
years of great industrial activity there wq no effective means of 
restraining business commitments and preventing thereby the 
development of conditions of acute crisis; and when the crisis 
arrived, there was little chance of escaping a panic for the reason 
that the credit structure was rigid and inelastic. The problem 
of credit control, therefore, divides itself into three parts: (I) 
providing the requisite amount of funds for seasonal business 

• The provisiollS here are euctly the same as with the IllltioW bani. 
Dotes; see p. 341. . 
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requirements; (2) checking expansion of currency during the 
upward swing of the business cycle, at the beginning" of a critical 
business situation; and (3) expanding loans in time of acute 
crisis in order to tide the business world over the period of ten
sion. The Federal Reserve Act has attempted tQ provide the 
means of meeting all of these requirements. 

The control of credit under the Federal Reserve System 
has been made possible largely by means of what is commonly 
termed "the mobilization of the reserves" of the banking sys
tem. This mobilization of reserves has been effected in a variety 
of ways. It was of course necessary, first, to divert a consider
able portion of our monetary supply from the individual banks 
to the Federal Reserve institutions. This was accomplished in' 
part by requiring each member bank to sub~cribe to the capital 
stock of the Federal Reserve bank of its district; in part by 
requiring the member banks to keep their lawful reserves with 
the Federal Reserve institutions;lo and in part by exchanging 
Federal Reserve notes for gold and gold certificates, as outlined 
in the discussion of notes in the section above. Some govern
ment deposits are also made with the Federal Reserve banks. 

The use of our monetary supply has been economized. 
This great concentration of reserves, together with the provisions 
for their effective use which we are presently to consider, have 
effected in the first place a great economy of funds, and made 
possible a great expansion in the total quantity of both notes 
and deposit currency. The original aCt permitted a reduction in 
the reserve of member banks from 25 to 18 per cent in the cen
tral reserve cities, from :2 5 to 15 per cent in the reserve cities, 
and from 15 to 12 per cent in the country banks. But after the 
great concentration of reserves that was accomplished during 
the war by means of substituting Federal Reserve notes for gold 
and gold certificates, these requirements were still further re
duced-to 13, 10, and 7 per cent against demand deposits in 

•• The original law required only part of the resen'e to be so kept, but 
it was amended later to include the entire minimum reserve. 
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banks in central reserve cities, reserve cities, and country towns, 
respectively.; and in each class of banks 3 per'cent was required 
against time deposits. It should be observed, however, that 
since it was required that these minimum reserves should be 
kept entirely in the vaults of the Federal Reserve institutions, 
cash for till money purposes constituted an addition to these 
minimum reserve requirements . 

. Whether or not this economizing of reserves constitutes a 
real gain depends upon the use to which the additional credit 
thus made available is put. There was a tendency among writers 
on the Federal Reserve.System at the time of the passage of the 
law and in the early days of the system's operation to attach 
very great significance to this conservation of funds; but it is 
now frequently argued that the great expansion of credit that 
it has made possible is largely responsible for the very great 
rise in prices that has occurred since the outbreak of the world
war. However this may be-and it is a highly controversial is
sue-there is substantial agreement that the chief significance of 
the concentration of reserves in the Federal Reserve institutions 
is its relation to an effective control of credit in the various ways 
suggested above. We may therefore now turn to a consideration 
of the machinery of credit control that has been evolved. 

I. Providing the requisite amount 01 lunds lor seasonal 
business requirements.-We found in the preceding chapter that 
in times of great seasonal activity the volume of bank reserves 
is not always sufficient to permit an expansion of bank loans 
and thus of deposit currency. Under the Federal Reserve Sys
teni, however, it is always possible for an individual bank in 
need of funds to secure them from the Federal Reserve bank 

·of its district by the rediscount of commercial paper, the sale of 
acceptances, ett. (see p. 543). We have already seen that such re
discounts may be made the basis for an issue of Federal Reserve 
notes; but in the present case, instead of taking notes, which 
are not available as reserve, the member bank receives a deposit 
account with the Federal Reserve bank. which counts as cash 
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in hand, and this serves as a basis on which additional loans may 
be made. So long, therefore, as member banks have paper eligi
ble for rediscount and so long as the Federal Reserve banks 
maintain adequate lending power through keeping large reserves, 
there can never be any possibility that the supply of deposit 
currency will prove inadequate for seasonal needs. 

Whereas before the passage of the Federal Reserve Act the 
power of each bank to expand its deposit currency depended upon 
the possession of unused reserves and upon its ability to secure 
accommodations from other banks, now no bank can fail to meet 
the demands for funds in its community merely in consequence 
of the exhaustion of its individual reserves or because of its inabil
ity to secure assistance from some correspondent bank. The 
central reservoir of credit that exists in the Federal Reserve banks 
makes it possible for every bank to provide the necessary loan 
expansion regardless of its particular condition. The weak links 
in the banking chain are thus immeasurably strengthel}ed and 
the supply of credit is made responsive to seasonal requirements. 

Moreover, as soon as the seasonal strain is passed such de
posit currency automatically contracts; for when the loans which 
were procured in order to finance the seasonal requirements are 
paid, checks are drawn against deposit accounts in favor first of 
the member banks and then of the federal Reserve institutions, 
thereby reducing the volume of outstanding deposit accounts. 
Such deposits will, moreover, not reappear until-there is a new 
demand for funds to be used in connection with new business 
transactions. 

2. Checking expansion of currency during the upward swing 
of the business cycle at the beginning of a critical business situa
tion.-This aspect of the problem of credit control involves a 
somewhat different mechanism. When the first signs of stress and 
strain appear within the system, when it becomes clear that fur
ther expansion will carry in its train an inevitable credit collapse, 
it is believed that the brakes may be applied to industry in such a 
way as to cause a gradual rather than a precipitate readjustment 
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of business conditions. Concretely, the instrumentality by means 
of which the business cycle is to be controlled is the interest rate. 
So long as we had an independent banking system, with each bank 
ading largely on'its own initiative, it was impossible to secure any 
concerted action in the control of the discount rate, that is, in rais
ing the rate as a means of checking business expansion, for the 
reason that it would not appear to the interest of all of the bal1ks 
to raise interest rates and thereby lessen loans. Moreover, an 
agreement, if adopted, would probably raise the charge that the 
bankers were attempting to profiteer at the expense of business 
generally. Under the Federal Reserve System, however, a quick 
raising of interest rates may be effected through the action of the, 
Federal Reserve Board, which cannot fairly be criticized as at
tempting to serve profit-making ends of its own. 

The means by which the Federal Reserve Board may secure 
a general increase in the interest rates is very simple. The board 
is given, the pow~r of fixing the rates at which the Federal Reserve 
institutions may make loans to member banks, as also the rates 
which they shall pay when lending funds in the general market 
through the purchase of acceptances, etc. At a time when all mem
ber banks are finding it necessary to borrow from Federal Re
serve banks the funds required to meet the customers' demands, 
a raising of the rates at which they borrow promptly results in 
the raising of discount rates by member banks to their customers. 

The purpose of this raising of interest rates is to make the 
conduct of business more costly, to narrow the margins of profit, 
and hence to apply the brakes to further industrial expansion 
and bring about a gradual readjustment. In a word, it is be
lieved that the Federal Reserve Board, acting on an understand
ing of the phenomena of the business cycle, could through the 
instrumentality thus placed in its hands exercise an effective con
trol over general business. If successful, such a policy would 
mean that the last stage in the upward swing of the business cycle 
would be e\iminated, and with it of course the beneficent results 
of such a ~riod of very active busigess. But on the other hand, 

\ it would prevent an economic collapse such as occurred in the 
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past when business was all owed to continue its rapid expansion to 
the ultimate breaking-point, that is, to the point of complete ex
haustion of the bank reserves; and it would bring about a business 
readjustment more gradual in its nature and hence involving less 
serious results to both capital and labor than would be the case if 
the upward swing were all owed to continue for' a longer period, 
even though an ultimate financial panic might still be avoided.'l 

3. Expanding loans in a period of acute crisis.-In the event 
that the attempt to controi business expansion and to bring about 
a gradual readjustment by raising the discount rates should prove 
ineffective and business should continue to expand until the stage 
of acute crisis is reached, it is stilJ within the power of the Federal 
Reserve System to avoid the fourth stage of the business cycle, 
namely, the suspension of specie payments and the coIlapse of 
the entire credit structure, accompanied by financial panic. We 
have seen in the preceding chapter that in time of acute crisis the 
outstanding need is for an increase in bank reserves and an ex
pansion of loans. The Federal Reserve System is designed to meet 
this need. 

Under the terms of the law it was provided, as we have al
ready seen, that the member banks should contribute to the cap
ital stock of the Federal Reserve institutions; and they must also 
keep their reserves on deposit with the Reserve banks. These 
banks thus become central reservoirs of cash, the final repositories 
of the commercial banking system. Upon them we have,placed 
the responsibility of maintaining reserves adequate for all emer
gencies. While, as we have already seen, the law prescribed rela
tively large minima, it was deemed necessary as a mat~er of policy 
for the Federal Reserve banks to maintain in ordinary 'times re
serves greatly in excess of these figures in order that in case of 
emergency there might be available a practically "unlimited 
amount" of lending power. It will be recaIled that before the 
establishment of the Federal Reserve System, our decentralized 
system of banking led each individual bank to expand its loans 

11 For a consideration of a J!t"actical test of this method of controlling 
business expansion, see the chapter which follows, pp. 584-92, and p. 598. 
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in time of active business practically to the reserve limits; there 
could be no concerted action whereby funds might be set aside for 
emergency use only. A policy of providing funds for emergencies 
is, however, the very essence of the Federal Reserve System. 

To understand clearly the amount of expansion that is pos
sible in time of emergency and the way in which it is practically 
worked out, it will be necessary for us again to consider some ac
tual transactions. Suppose in time of crisis the First National 
Bank of Chicago has a demand from its customers for additional 
loans. While its reserve is down to the minimum, it may make 
the additional loans by first taking, say, $100,000 of its custom
ers' notes to the Federal Reserve Bank of Chicago for rediscount. 
The result of this is to lessen the loans of the First National Bank 
of Chicago by $100,000 and to increase its cash reserve--in the 
form of a deposit account in the Federal Reserve bank-by 
$100,000, less, of course, the amount of the interest deducted by 
the Federal Reserve bank. On the basis of this new reserve the 
First National Bank can now make additional loans to the extent 
of over $700,000 and create new deposit accounts to a like 
amount.12 

It will be clear at once that so great an expansion of lending 
power as here suggested would be adequate to meet any except 
the most extraordinary credit demands. But in case stilI further 
demands for funds are manifested, the First National Bank could 
take the $700,000 of new promissory notes that have come into 
its possession as a result of its additional loans, and rediscount 
them with the Federal Reserve Bank of Chicago, thereby acquir
ing additio~al deposits in the Federal Reserve bank, which are 
available" as a reserve basis for stilI further loans. So long as there 
is eligible paper for rediscount and so long as there are reserves in 
the Federal Reserve banks above the minima prescribed by law, 
there is no limit to the expansion of credit that can be made. 

The system oj ,.ediscounting st,.engthens the weak lines ;n 
the banking chain. Indeed, it appears that under this system the 

.. Tbis ligu~ is possible because the 1aw requires a reserve of only JJ " 
per cent for national banks in central reserve cities. 
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essentially weak links in the banking system are eliminated. Any 
bank within the First Federal Reserve District, for instance,.can 
secure loans with which to meet the demands of its constituency 
regardless of its own condition so long as there is money in the 
central reservoir at the Federal Reserve bank. Rather than a 
scramble for reserves and a working at cross-purposes, as was the 
case before 1914, there is here definite machinery for co-operative 
action in meeting credit str~ins wherever they may appear. 

Not only may the banks of District NO.1 continue to secure 
accommodation from the Federal Reserve bank of that district 
so long as its reserve is not exhausted, but the Federal Reserve 
Board may require the Federal Reserve bank of District No.2 
to extend loans to the Federal Reserve bank of District NO.1, 
Thus a process of credit expansion can continue and relief can be 
given to individual banks, and through them to business con
cerns, until the average reserve of all the Federal Reserve banks 
has been drawn down to the minimum. Thus not only is there no 
weak link within a district; there is also no weak district within 
the Federal Reserve System as a whole. Each is as strong as any 
other. 

Finally, the reserve requirements are not irreducible minima. 
The law makes it possible, in case of acute emergency, to cut be
low the 35 and 40 per cent reserve requirements against deposits 
and Federal Reserve notes, respectively. The Federal Reserve 
Board may suspend for a period not exceeding thirty days, and 
from time to time may renew such suspension for a period not 
exceeding fifteen days, these reserve requirements, provided it 
establishes a graduated tax upon the amounts by which the re
serves of the banks fall below the 35 and 40 per cent requirements. 
The rate of progression of the tax for the deficiency of the reserves 
against notes is provided by the act, though there is no such pro
vision for deposits. The tax upon a deficiency in the reserve 
against notes is not more than 1 per cent per annum until the re
serve falls to 32~ per cent, and I~ per cent per annum upon 
each additional 2 ~ per <lent of deficiency or fraction thereof. 
Thus if the reserve against note issues should iall to 30 per cent 
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there would be a tax of 20 per cent; if it fell to 29 per cent the 
tax .would be 4 per cent; and if it fell below 270 per cent the tax 
would be 50 per cent. The tax schedule for deposits is left to 
the discretion of the Federal Reserve Board. 

It will be seen that there is no ultimate limit to the deficiency 
in the reserves other than zero. Whether a decline of the reserves 
far below the legal minima could be continued without a loss of 
confidence leac1ing to the familiar hoarding of currency and ulti
mate collapse of the credit structure is, however, open to some 
question. It will be seen, however, that these provisions do in
sure a very high degree of credit·flexibility. 

It remains to observe that manipulation of the interest rate 
may be of assistance in time of acute crisis, as well as during the 
earlier stages of the credit strain. In case of a failure to raise the 
interest rate before the stage of acute crisis has been reached, or in 
the event that such increase as has been made has not sufficiently 
applied the brakes to industry and prevented the development of 
acute tension, the use of this instrumentality of credit control 
may still be of genuine service, in two ways. 

First, the raising of the interest rate performs an important 
negative function in discouraging all loans that can be done with
out. While it is highly important in time of crisis that every bor
rower who is in a sound financial condition should be "carried" 
through the difficult period caused by the disruption of the credit 
structure and the consequent impairment of mutual credit opera
tions, it is the part of wisdom to raiSe the discount rate to a very 
high figure as a means of deterring all borrowing that is not indis
pensable. As we have seen in the study of business cycles, it is 
imperative that a temporary halt be called to new commitments 
and a period of readjustment brought about. Very high discount 
rates discourage new commitments and promote financial read
justments. 

In the second place, the raising of the interest rate may per
form a positive function in attracting additional funds to the 
United States. In our study of the mobilization of credit we have 
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been considering up to this point only the internal or domestic 
financial resources of the nation. We shall now find that through 
the control of the discount rate the way has been opened under the 
Federal Reserve System to attract funds from other countries 
in time of acute financial strain. High. money rates in the United 
States, it is argued, serve to attract funds from countries with 
low interest rates; for money, like other commodities, tends to 
flow to the regions where the return from its use is highest. Euro
pean central banks have, in fact, on repeated occasions attracted 
foreign funds in time of emergency by the use of this method. If 
the great strain is felt simultaneously in all the leading commer
cial nations, however, and if the central banking institutions of 
all of them should resort at one and the same time to high interest 
rates, the result of course would be merely a stalemate. In any 
event, however, the United States has been placed in a position 
at least to prevent an outflow of funds at a time when our own 
reserves are in a dangerous condition. 

"Open market operations" facilitate the control of credit. 
Thus far we have been considering the Federal Reserve banks 
only in relation to their dealings with member institutions and 
with one another. While they are primarily bankers' banks, they 
are nevertheless given power to make certain direct investments 
-to engage in what are known as "open market operations." 
These operations are designed both to give the Federal Reserve 
banks opportunity for engaging in profit-making transactions 
and to strengthen their control of the general credit system . 

. Specifically, every Federal Reserve bank is empowered: 
a) To deal in gold coin and bullion at home or abroad, to 

make loans thereon, to exchange Federal Reserve I).otes for gold, 
gold coin, or gold certificates, and to contract for loans of gold 
coin or bullion, giving therefor, when necessary, acceptable se
curity, including the hypothecation of United States bonds or 
other securities which Federal Reserve banks are authorized to 
hold. 

b) To buy and sell, at home or abroad, bC!nds and notes of 
the United States, and bills, notes, revenue bonds, and warrants 
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with a matutity from date of purchase of not exceeding six 
months, issued in anticipation of the collection of taxes or in an
ticipation of the receipt of assured revenues by any state, county, 
district, political subdivision, or municipality in the continental 
United States. 

c) To purchase from member banks and to sell, with or 
without their indorsement, bills of exchange arising out of com
mercial transactions. 

d) To purchase and sell in the open market at home or 
abroad either from or to domestic or foreign banks, firms, cor
porations, and individuals, cable transfers and bankers' accept
ances, and bills of exchange of the kinds and maturities by this 
act made eligible for rediscount with or without the indorsement 
of a member bank. 

This power to deal in 'gold coin .and bullion. at home and 
abroad makes it possible for the Federal Reserve banks to bid for 
gold at the weekly auction of gold in London or elsewhere, and 
thus to strengthen our own gold position in case of necessity. 
This gold may be paid for either by the sale of securities held by 
the Federal Reserve banks or by means of the purchase of foreign 
bills of exchange. The borrowing of gold on acceptable security is 
also designed to give the Federal Reserve banks a greater control 
over the nation's gold supply, by preventing an outflow of specie 
at critical periods. If this gold is borrowed abroad it will give rise 
to an increased supply of bills of exchange, thus tending to pre
vent the rate of exchange from rising to the gold-exporting point. 
If borrowed in the United States, it will result in a shifting of 
gold supply from the member banks to the Federal Reserve 
banks, thereby tending to raise the general discount rate in the 
United States and thus to discourage the export of specie. Fur
ther influence upon exchange rates may be exerted by virtue of 
the power of the Federal Reserve banks to buy and sell foreign 
bills of exchange in the open market in Europe. 

The provision authorizing the Federal Reserve banks to pur
chase and sell bills of exchange, etc., as listed under (d) above, 
is intended to give the reserve banks a needed source of income, 
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and also: ( I) to enable them to purchase the acceptances of 
banks which are not members of the Federal Reserve System and 
which are hence not in a position to secure needed funds through 
the process of rediscounting, thereby materially strengthening 
the general credit structure j and (2) to enable them to exercise 
a direct influence upon interest rates at times when, owing to the 
lack of applications for rediscounts, they would be unable to in
fluence interest rates through the ordinary process. A discussion 
of the significance of this provision in practice will be found in 
the following chapter. 

V. THE CREATION OF A "DISCOUNT MARKET" 

We have seen in the two preceding sections how the Federal 
Reserve System hl1-s provided a degree of elasticity in our bank 
note and deposit currency system Hitherto unknown, and made 
possible a substantial contOrol over the general credit and busi
ness structure. It remains to consider how the development of 
what is known as a discount market gives a still greater flexibility 
to the commercial banking structure. Since the discount market 
is based upon the use of a commercial credit instrument known as 
the bank acceptance, a description of this instrument must first 
be given. 

A photographic reproduction of a banker's acceptance will 
be found on pdge 123. It will be noted that it is a bill of exchange 
drawn by an individual against a bank and accepted by the latter 
for payment at a future date. It differs from a bank check in that 
it is not drawn against a deposit account and is not an order to 
pay on demand. It owes its origin, like the book account, the 
promissory note, and the trade draft, to a commercial operation 
involving the sale of goods from A to B. 

Let us suppose that A in Des Moines sells goods on time to 
Bin Chieago. He may, as we have already seeno in chapter viii," 
sell on open ac;count, entering the amount in his books as an ac
count receivable; or he may ask B to give him a promissory note; 
or he may draw a draft upon B for the amount and send it to B 

.. See p. I1S. 
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for acceptance; or finally, he may draw a draft upon a bank des
ignated by B, who makes the necessary arrangements with the 
bank.l4 Now if the Continental and Commercial National Bank 
of Chicago accepts on behalf of B a draft drawn by A, it is in a 
sense guaranteeing the credit of B. It is not an ordinary guaranty, 
however, because the bank assumes a position of primary liabil
ity: it Hoes not bind itself to pay in case B fails to meet his obliga
tions; but it agrees to pay on its own account. 

The bank, however"looks to B to furnish it with the funds 
required in meeting the acceptance before the date of its ma
turity. It will be apparent that if B fulfils his agreement to 
put the bank in funds before the acceptance is due, the bank will 
not have parted with any money; it will merely hav,e loaned B 
the use of its name, for which servi~ it receh:es a small commis
sion of one-eighth or one-fO\trth per cent of the amount of the ac
ceptance. A bank takes some risks, however, for the reason that 
there is a possibility that B might fail to place the bank in funds 
in accordance with the terms of his agreement. The bank, how
ever, makes a careful analysis of B's financial standing 'before 
agreeing to accept drafts on his behalf, and further protects itself 
by means of a trust receipt, such as was discussed above in the 
chapter on "Commercial Banking and the Financing of Foreign 
Trade" (see p. 387). 

Since an accepting bank does, however, incur-a liability and 
since there is always some chance that this liability may have to 
be met out of its own resources, it was felt necessary to limit the 
volume Qf acceptances that might be made by anyone bank. The 
law as first passed permitted the making of acceptances only in 
connection with foreign transactio~xports and ~ports; but 
through a subsequent amendment, deemed necessary because the 
state banking law of New York had made it possible for state 
banks to engage in the acceptance of domestic as well as.foreign 
bills, the national banks are now permitted to make domestic 

.. We have already touched upon the principle involved in the bank 
acceptance in connection with the study of the part that commercial banu 
play in financing foreign trade. See chap. n. 
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acceptances. It is provided, however, that no bank shall accept 
for anyone party to an aggregate in excess of IO per cent of the 
bank's paid-up capital stock and surplus, unless the bank is se
cured by an attached document or by some other actual security 
growing out of the same transaction as the acceptance. More
over, the total volume of bills that may be accepted by anyone 
bank at one time shall not be more than one-half its paid-up cap
ital stock and surplus;· although the Federal Reserve Board may 
authorize total acceptances up to IOO per cent of the capital and 
surplus, provided not more than 50 per cent of the amount is in 
the form of domestic acceptances. 

Since the bank acceptance is a direct obligation of a .large 
financial institution whose practices are subject to careful regu
lation and control, it is one of the highest forms of credit instru
ments that exists. Accordingly, it is well adapted to serve as a 
basic credit instrument in the discount market. The financial in-

. stitutions and agencies that are involved in handling these accept
ances are indicated in the following statement: to 

The discount market as it is referred to in a general way is simply the 
combined facilities and services that are maintained and offered by a group 
pf well organized and highly specialized discount houses and dealers whose 
principal business is that of discounting, carrying, and distributing bankers 
acceptances and approved bank-endorsed trade bills. Some of these houses 
also specialize in United States Treasury Certificates and Treasury Notes. 
They deal activel'y as buyers and sellers of the various issues of these short
term United States government obligations. The ability and willingness of 
these houses to buy and sell bankers' acceptances make a ready and depend
able market for such bills. Tbese houses have substantial capital and buy 
and sell many millions of dollars of acceptances daily. Their capital al
though substantial is not adequate to finance all of their operations. Ac
cordingly they are always in the market for funds with which to carry their 
holdings. They borrow from banks, firms and corporations, usually on de
mand or sharp call. They are occasionally favored with slow. call or short
time money at favorable rates. Acceptances or Government securities are 
given by the discount houses as collateral for these loans. The rates on such 
loans average about y. per cent below the call loan renewal rate, and are 
generally slightly less than the bid rate for thirty-day bankers bills . 

.. From an address by Jerome Thralls, vice-president of the Discount 
Corporation, New York. 
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The acceptance business has not developed as extensively as 
had been anticipated, or as it has in other countries. The im
portance of the bank acceptance to the general mohey market of 
the United States has been somewhat exaggerated, in view of the 
degree of flexibility that had been produced even before the 
establishment of the Federal Reserve System by the work of com
mercial paper houses and finance companies, and by the banks 
themselves through the correspondent relations that had been de
veloped. In any event, the growth of the business has been rela
tively slow, notwithstanding the fact that the Federal Reserve 
banks have given it continuous support by establishing low rates 
and 1;>y the liberal purchasing of acceptances. 

The reports of the American Acceptance Council show a 
total of bankers' acceptances outstanding on January 31, 1929, 
amounting to $1,279,271,163. Of these credits $467,298,929 
were for exports, $319,157,719 were for imports, $162,107,264 
were for goods in domestic warehouses, $45,690,647 the dollar. 
exchange, and $17,817,851 for domestic shipments. While the 
total acceptance business is by no means negligible it is less than 
the volume of paper handled through commercial paper houses 
and discount, or finance, companies. And it is small indeed in 
comparison with the volume of ordinary bank loans. 

VI. CLEARINGS AND COLLECTIONS 

The Federal Reserve System has effected some noteworthy 
changes in our clearing and collection system. While not disturb
ing the process of clearing worked out by banks in a given city by 
means of the clearing-house associations, it has materially modi
fied the system by means of which out-of-town checks are col
lected, and it has introduced a new clearing feature, that of the 
gold settlement fund for the settling of balances between the Fed
eral Reserve banks themselves. 

It will be recalled that under the old system of collecting 
out-of-town checks the correspondent banks in reserve and cen
tral reserve cities were utilized for the purpose, the. service being 
performed by the city banks as partial compensation for the use 
of the reserve and other funds which were currently deposited by 
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country· institutions with their city correspondents. This sys
tem of collection was in many respects socially uneconomical, 
often involving, as we found in chapter xxii, the roundabout rout
ing of checks and long delays in securing the funds. And during 
the entire period that a check was in transit, the bank which had 
cashed it was counting the uncollected item as a part of its avail
able reserve. The "float," or volume of checks in transit in this 
roundabout process of collection, was characteristically very 
large, and it amounted to a substantial reduction of the actually 
available reserves of the banking system. 

The old system, moreover, often proved an annoyance and a 
financial burden to the customers for whom the checks were col
lected. Collection charges were typically very diverse and often 
appeared to· be arbitrarily discriminatory. For want of any stand
ards-aside from those agreed upon in some of the clearing-house 
associations-many banks undoubtedly charged excessive rates, 
while others did not even cover the costs entailed. 

While authority was given by the Federal Reserve law for 
the introduction of a new clearing and collection system, the Fed
eral Reserve Board proceeded very slowly in the formulation of 
a new system, for the reason that it was foreseen that a thorough 
reorganization of collection methods, involving losses of collec
tion revenues to certain banks and changed relationships between 
city and country bank correspondents, would arouse no little op
position. The Federal Reserve Board therefore felt its way care
fully, first trying out a voluntary system for the member banks of 
each q.istrict; and it was not until July 5, 1916, that the new 
clearing system (compulsory on all member banks) was put into 
operation. . 

As finally evolved, there ar,e two parts to this Federal Reserve 
collection system: (I) intra-district clearings, and (2) inter
district clearings. The former relates to the collection and clear
ing of checks between banks in the same Federal Reserve district; 
the latter to that between banks in different Federal Reserve dis
tricts. We may consider each in turn. 

I. Intra-district clearings.-Under a ruling of the . Federal 
Reserve Board every Federal Reserve bank is required to exercise 
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the functions of a clearing-house for its membe\'!l and for certain 
qualified non-member banks, known as "clearing member banks." 
Under this system each Federal Reserve bank is to receive at par, 
that is, without collection charges, "checks drawn on all member 
and clearing member banks, and on all other non-member banks 
which agree to remit at par through the Federal Reserve bank of 
their district." The extension of the "privilege" to non-member 
blU\ks is of course designed to universalize the process. . 

Under this plan a member bank in Milwaukee, which re
ceives a check drawn on a bank in Springfield, llIinois, sends it to 
the Federal Reserve Bank of Chicago, which in turn sends It di
rectly to the member bank in Springfield for collection at par. 
Since all banks within a given district have deposit accounts with 
the Federal Reserve banks, the accounting may be taken care of 
merely by debiting and crediting the accounts of member banks 
at the Federal Reserve bank. It should be noted, however, that 
the proceeds of the check are not made available for withdrawal 
by the Milwaukee bank or counted as a part of its reserve until 
sufficient time has elapsed to permit it to be actually collected 
and the funds returned to the Federal Reserve bank. The amount 
of time that must elapse before it can be counted as reserve varies 
with the distance of the bank upon which the check is drawn from 
the Federal Reserve bank which is collecting it. 

2. Inler-districl clearings.-The system of inter-district 
clearings is a necessary complement to the intra-district clearings. 
Under the plan every Federal Reserve bank receives at par 
checks drawn upon any bank within its district (whose checks 
can be collected at par), when presented by banks outside the 
district. That is to say, if a check drawn on a Chicago bank i:I 
cashed by a bank in San Francisco it will be sent to the Federal 
Reserve Bank of Chicago where it will be received at par and be 
collected from the bank upon which it is drawn. The San Fran
cisco bank, however, does not itself send the check to the Chicago 
bank; for since it is in a different reserve district it has no direct 
relation with the Chicago reserve institution. It therefore sends 
the check to the Federal Reserve Bank of San Francisco, which 
acts as agent in the process of collection. Nor does the Federal 
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'Resen"e Bank of San Francisco send each check individually for 
collection to the Federal Reserve Bank of Chicago. As in other 
clearing operations, counter claims largely offset one another. 
The inter-district clearings are effected through a system of off
sets at the Fed,eral Resen'e Board at Washington, invohing the 
new feature of clearings above referred to, namely, the gold clear
ance fund. 

Cleari"gs bt"'J.>fat Ftdaal ReseTtle ba"ks are afftclfd by 
meaRS of tJ "gold cleara1fCe f""d." The Federal Reserve law has 
required each Federal Reserve bank to forward to the Treasury 
at Washington, for credit to the account of the gold settlement 
fund, under the administration of the Federal Resen'e Board, 
$ 1 ,000,000 in gold or gold certificates, plus an additional amount 
equal to its indebtedness at the moment to other Federal Reserve 
banks. At 10: 00 A.ll., eastern time, each bank sends a telegram to 
the Federal Reser.e Board stating the amount it has credited to 
other Federal Reserve banks during the preceding day. Just as 
the Federal ReseT\"e Bank of Chicago now effects the settlement 
of the daily balances of Chicago clearing-house banks by increas
ing or decreasing the deposit accounts of each bank, as determined 
by the record of the daily clearings, so the Federal Resen-e Board 
adds to or subtracts from the account of each Federal Reserve 
bank in the gold settlement fund. In case the balance Qf any 
Federal Reserve bank falls below $1,000,000, it must be immedi
ately replenished by sending additional gold to the Treasury. It 
should be added that the balance thus maintained by each Fed
eral Resen-e bank is counted as a part of its legal re5ef\-e. The 
establishment of this gold settlement fund has rendered the vol
ume of money that needs to be shipped from one section of the 
country to another almost negligible in quantity. The system of 
intra- and inter-district clearings has, moreo\-er, practically elim
inated the "iloat." This result is regarded by many as the greatest 
achievement of the collection system. 

The cost of collecting checks was originally borne by the 
banks which were recehing the benefit. Each Federal Resen"e 
bank kept a record of the cost of performing the sef\ice and 
charged the amount to the bank for which the service was ren-
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dered, the usual charge being one and one-half cents per item: 
But in 1918, in order to popularize the system with the banks, 
all service charges were abolished. This move rather effectively 
silenced the opposition~xcepti as we shall see, on the part of 
'certain state institutions. 

With reference to the assumed losses i~curred by local banks 
under the par collection system, it should be understood that no 
bank is denied the right to make a "service" charge against the 
customers for whom the checks are being collected. Many banks, 
ih fact, levy such charges; while others prefer to assume the loss 
as an incidental expense, believing that this method has compen
sations in promoting the good will of customers. All that is neces
sarily lost is the fee formerly charged for remitting checks for 
collection. 

The attempt to coerce state banks into having their checks 
collected at par has met with very stout opposition. As a means 
of extending this collection system to include state institutions, 
the Federal Reserve banks undertook-at the time the compul
sory feature for member banks was introduced-to collect for 
member banks, and for such state banks as had voluntarily joined 
the clearing system, checks drawn on any state bank which would 
agree to remit its items at par. This many state banks agreed to 
do. All banks, whether member or non-member, which remitted 
checks for ~ollection at par were henceforth known as "par" 
banks and in order to facilitate the collection of checks, the Fed
eral Reserve Board issued a monthly supplement to the Federal 
Reserve Bulletin, its official pUblication, giving a list-with map 
-of the par institutions. 

An effort to universalize this collection system was inaugu
rated early in 1919. Every effort was made by Federal Reserve 
officials to persuade the state banks voluntarily to agree to re
mit their checks for collection at par; and during the year about 
6,000 banks. fell into line. The ~ederal Reserve banks, moreover, 
resorted to other means than peaceful persuasion; for as soon as 
the non-par banks of any district became few in number, the 
Federal Reserve bank of the district undertook. to collect at par 
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checks drawn on all the banks of the district, whether they had 
agreed to remit at par or. not. This was to be accomplished 
through the instrumentality of a local agent-a bank, an .express 
company, or a suitable person, or corporation. By the middle of 
1920, the par banks numbered nearly 28,000 out of a total of 
29,768 commercial banks in the entire country . 

. In the South and West many state banks have steadfastly 
refused to remit at par, and the legislatures of some states have 
passed laws making the collection of checks through the Federal 
Reserve System more difficult. The right of the Federal Reserve 
bank to present checks for collection over the counter was con
tested in the courts in the Atlanta case, in which certain banks in 
Georgia endeavored to restrain the Federal Reserve Bank of 
Atlanta from collecting, other than through the mails, checks 
drawn on the complaining banks. It was contended in this case 
that although the Reserve bank had the right to present each 
individual check for collection over the counter, it had no right 
to present a great many checks at one time in that manner since 
such action might prove embarrassing to the drawee bank. The 
courts upheld the position of the Reserve bank, however, and 
dismissed the complaint. No evidence of malicious intent on the 
part of the Reserve bank was presented, and the courts held that 
the bank had acted within the law and in the public interest. 

The acts of the legislatures interfering with the attempt of 
the Federal Reserve Board to establish the par collection system 
were also tried out in the courts. The legislature of North Caro
lina in 1921 passed a law authorizing state banks and trust com
panies to pay any checks, drawn upon them, either in cash or 
in exchange drawn on the reserve deposits of the drawee bank. 
The law also authorized state institutions to charge a certain 
minimum fee on remittances covering checks drawn on them. 
The constitutionality of the North Carolina law was attacked on 
s~veral grounds, but the Supreme Court upheld the right of the 
legislature to pass the law. l8 As a result of this decision, ad
herence to the par collection system on the part of any non-mem
ber bank is voluntary, and the further spread of the system 

.. Decision rendered June II, 1923. 
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depends upon the realization by tl;te banks that par collection, 
offering them prompt and economical collection of their own 
checks, is to their ultimate advantage. About 75 per cent of the 
non-member banks now participate in the system j but in the 
year 1929 there were several hundred banks which withdrew. 
Whether the final outcome will De a universal free collection sys
tem remains to be seen. 

VlI. RELATION OF .THE TREASURY TO THE 
FEDERAL RESERVE SYSTEM 

In our analysis of the operation of the national banking 
system in a preceding chapter, attention was called to the relation 
of the federal Treasury to the banking and credit system. The 
establishment of a series of government banks \Inder the Federal 
Reserve law has made it possible for the banking system to assist 
the Treasury in its fiscal operations and in general for the Treas
ury Department to work in harmony with the banking and cur
rency requirements of the country. The Federfll Reserve Act 
provides that 
money held in the general fund of the Treasury, except the 5 per centum 

. fund for the redemption of lJutstanding bank notes, and the funds pro
vided in this Act for the redemption of Federal Reserve notes, may, upon 
the recommendation of the Secretary of the Treasury, be deposited in Fed
eral 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 
the disbursements may be made by checks drawn against such deposits. 

The act did not, however, deny to the Secretary of the Treasury 
the right still to use member banks as depositaries for public 
funds. 

The Federal Reserve banks have in fact performed a very. 
important service in connection with the fiscal operations of the 
government. Co-operating with the federal Treasury in every 
way, they largely assumed the burden of managing the huge 
financial operations that were imposed upon the government dur
ing the World War. 
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As yet, however, the Treasury Department has not been com
pletely divorced ·from the member banks. It was the belief at first 
that the Federal Reserve institutions would rapidly displace the 
national banks and the subtreasuries as depositaries of govern
ment funds; but war conditions served to prevent the withdrawal 
of gov,ernment funds f'l:om individual banks for subsequent de
posit in the Federal Reserve institutions. The heavy financial re
quirements of the 'Qar, even before our entrance into it, made it 
seem unwise to withdraw from the banks the lending poweI'which 
was given to them by virtue of the deposit of government money. 
It was felt that a minimum disturbance to the money market 
would be secured if the government's funds were allowed to re
main widely scattered and to be kept as far as possible in the 
banks of the communities where the government receives its 
funds. In consequence the amount of government deposits has 
increased rather than decreased since the inauguration of the 
Federal Reserve System. It is of interest, also, that the law au
thorized the deposit of the funds derived from the sale of the Lib
erty Bonds and certificates of indebtedness issued during the war, 
in classified state banks and trust companies as well as in na
tional institutions. 

The way has been opened by an act of Congress for enlarging 
the responsibility of the Federal Reserve banks in connection with 
the fiscal operations of the government. The subtreasury system, 
composed of nine subtreasuries located in different parts of the 
country', was abandoned on July 2 1,1921, and its work was taken 
over by the Federal Reserve banks. While this act does away 
with tile subtreasury, it has not involved a transfer of all govern
ment funds to the Federal Reserve Bank. Eventually it is, how
ever, expected that the deposits held in member banks will be of 
negligible volume. 

Should the Secretary of the Treasury be a member of the 
Federal Reserve Board? Because of the fiscal functions pre
scribed for the Federal Reserve System the Reserve Act stipulat
ed that the Secretary of the Treasury should be ex officio a mem-
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ber of the Federal Reserve Board. The resulting close associa· 
tion of the Reserve Board with the Treasury has given rise at 
times to some controversy. Concretely, it has been asserted that 
Treasury fiscal requirements have dominated the policy of the 
Federal Reserve Board at times when such requirements ran 
counter to the banking and currency needs of the country. Criti· 
cism has been leveled particularly at the policy of the Federal 
Reserve Board during the period of the World War. It is con· 
tended that the desire of the Treasury Depru-tment to establish 
a record in floating Liberty Loan issues at very low rates of in· 
terest was responsible for the policy inaugurated by the Federal 
Reserve Board during the war and continued until after the Vic· 
tory Loan of 1919, of maintaining discount rates at a very low 
level. This policy, it is asserted, stimulated specUlation and led 
to the inflation period which culminated in the collapse of 1910. 
(See discussion of this period in the succeeding chapter.) It has 
accordingly been v!gorously urged that the membership of the 
Federal Reserve should be entirely separate from the Treasury 
Department in order that it may eXl'rcise its great responsibilities 
unhampered by the views of the Treasury or by considerations of 
political expediency for the party in power. 

While it goes without saying that the Federal Reserve Board 
should be free from political considerations of every kind and de
scription, the weight of argument is nevertheless in favor of 
keeping the Secretary of the Treasury as an ex officio member of 
the Board. The Federal Reserve System has a definite responsi
bility for facilitating the fiscal operations of the govetnment, 
and there are times when considerations of public finance are 
quite as important for the welfare of the country as those per. 
taining to private finance. Accordingly, there is quite as much 
point in having the Treasury represented on the Board as ha\ing 
the representation of financial, agricultural, commercial, and in
dustrial interests. There would, moreover, appear to be no great· 
er reason for assuming that the Board would be dominated by a 
Secretary of the Treasury than that it would be dominated by 
the representatives of banking, industry, or agriculture. 
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VIII. FEDERAL RESERVE BANKS' STATEMENT 
The following financial statement shows the assets and lia

bilities of the Federal Reserve banks at the end of the year 1929: 

RESOURCES AND LIABILITIES OF THE FEDERAL RESERVE 
BANKS 

USOURC£S 

Gold with Federal Reserve agents. 
Gold redemption fund with U.s. Treasury 
Gold settlement fund, Federal Reserve Board 
Gold and gold certificate held by banks 

Total gold reserYCs. 
Reserves other than gold· . 

Total reserves . 
Non-reserve casht . 
Bills discounted secured by U.s. government obligations 
Other hills discounted . 
Bills bought in open market 
U.s. government bonds. 
U.s. Treasury notes. 
U.s. certificates and bills 
Other securitiest. 
Due (rom foreign banks§ 
Uncollected items··. 
Bank premises . 
All other resources . 

Total resources . 

$1,676,918,000 

73,287,000 
5 II ,243 ,000 
595,603,000 

$l ,857,05 1 ,000 
153,877 ,000 

$3,010,928,000 
81,909,000 

353,559,000 
• 278,862,000 

39.2,209,000 
76,817,000 

215,604,000 
218,166,000 

12...300,000 
721,000 

748,736,000 
57...359,000 
II ,275,000 

• This ilem is of ... I.lively minor importance and includ<s 1.-gaI-lender DOles, sil ... 
and sil_ ce.lilicales which the Fodera! Reserve banks hold in the ordinary course of 
busin..... (This amount is available as reserve against deposits bllt Ilot Federal Reserve 
Doles.) 

t Tbis consists largely of Nalional Bank DOles and minor coin and is Ilot available 
as resrn-e against deposits or Dotes. 

• Federal Reserve banks can bold some other socwities slIch as federal farm ioaD 
bonds, mllnicipal warrants, etc. AD unimportant ilem. 

f BaIaDces dlle from foreign banks in current transactiODS and occasiOD&\ deposits in 
foreign banks. 

•• Checb and other cash items bandied by Federal Reserve banks in ordinary 
COllrse of business which are in process of collectiOD and lor which credil is given 0Il1y 
aller collection is made accordioa til Federal Reserve published time schedllie. 
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LIABILITIES 

Capital paid in 
Surplus 
Deposits: 

• $ 170,973,000 
176,936,000 

Member bank-reserve account 
Government 
Foreign bank . 
Other deposits . 

Total deposits 
Deferred availability items. 
Federal Reserve notes in actual circulation 
All other liabilities . 

Total liabilities . 
MEMORANDA: 

$2.355,263,000 
28,85 2,000 
5,710,000 

23,85°,000 

Ratio of total reserves to deposit and Federal Reserve 

2,413,675,000 
672,922,000 

1,909,723,000 
14,316,000 

note liabilities combined . 69.6 per cent 
ContinBent liability on bills purchased for foreign corre-

spondents . $547,962,000 
Own Federal Reserve notes held by Federal Reserve 

banks • $516,861,000 

QUESTIONS FOR DISCUSSION 

I. THE ORGANIZATION OP THE SYSTEM 

I. Draw up a summary statement of the weaknesses in the national bank • 
• ing system that called for elimination. 

2. Draw up a summary statement of the chief steps in the progress of 
banking reform legislation. 

3. Study the map of the Federal Reserve districts, together with the table 
showing the number of banks in each district and the capital and sur· 
plus of each Federal Reserve bank, and suggest any district changes 
which you think ought to be made. 

4. How many branch reserve banks do you find? Should you suggest any 
additional ones, or any eliminations? 

5. State in your own words what you think are the functions of the Fed
eral Reserve Board. In addition to the material in the text, look through 
the copies of the Federal Re1erve BuUeti .. in the library. 

6. Enumerate the devices that have been adopted to insure a representa
tive and democratic control of the Federal Reserve System. 
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7. What is the purpose of the Federal Advisory Council? 
8. What are the duties of the Federal Reserve agent of each Federal Re

serve bank? 

II. THE ELASTIC BANK-NOTE CURRENCY 

9. Consult the table on page 91 and note the relative volume respectively 
of national bank note, Federal Reserve hank note, and Federal Reserve 
note currency. 

10. What inscription is found on the Federal Reserve bank notes? on the 
Federal Reserve notes? 

II. What was the reason for the failure of the Federal Reserve Act to pro
vide for the complete elimination of the inelastic national bank-note 
currencY? What is the explanation of the provision of the new form of 
inelastic bank-note currency in the guise of the Federal Reserve bank 
note? 

12. What is it that gives to the Federal Reserve notes an elastic quality? 
13. It is crop-moving period. Show by a concrete illustration how a coun

try bank, say in Ottawa, Kansas, could procure $5,000 of additional 
bank notes for the needs of its agricultural constituency. indicate the 
changes that would occur on the balance sheets both of the member 
bank and the Federal Reserve bank. 

14. Is it necesSary for the particular notes which bave been issued for an 
emergencY to be retired in order to secure the necessary contractility? 

IS. Show what changes would occur on the balance sheets of the First Na
tional Bank of Ottawa, Kansas, and of the Federal Reserve Bank of 
Kansas City if $5,000 of Federal Reserve notes were retired. 

16. Draw up a statement in outline form showing the security back of the 
Federal Reserve notes. . 

17. What different kinds of bank assets are eligible as security for Federal 
Reserve notes? 

18. Show by a concrete illustration how the provision which permits gold 
and gold certificat~ to be exchanged with the Federal Reserve agent 
for Federal Reserve notes expand the lending capacity of Federal Re
serve banks. 

ID. THE CONTROL OF CREDIT 

19. Indicate how the Federal Reserve System mobilized or concentrated the 
financial resources of the country. 

20. "By virtue of the improved organization of our banking and credit ma
chinery which the Federal Reserve System bas made possible, the banks 
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are eJIlIbled to conduct their operations with safety on a much a1enderer 
margin of reserves." Explain why ·this is 50. 

21. How much, in fact, have reserves been reduced under the Federal Re
serve System? 

22. What will determine whether, in the case of a seasonal demand for 
funds, rediscounting operations with the Federal Reserve ~ will re
sult in the creation of Federal Reserve note or of deposit liabilities? 

23. When a member bank has occasion to borrow from a Federal Reserve 
hank, what will determine whether it will rediscount the commercial 
paper of its customers; borrow on its own promissory note with com
mercial paper or government securities as collateral; or procure the 
funds through the sale of hank acceptances. 

24. Do you think that it makes any difference from the standpoint of bank
ing safety or the liquidity of assets which method a member bank IISeI 

in borrowing from the Federal Reserve hanks? 
25. What provisions of the Federal Reserve Act are designed to enable the 

Federal Reserve banks to check undue expansion of businesa during the 
upward swing of the business cycle? 

26. "Raising the rates of discount has both a negative and a positive elled 
on financial conditions." What are these effects? 

27. Do you think the control over the rate of interest is intended for use 
mainly in time of acute tension? 

28. It is a period of acute crisis. Bank A in Kokomo, Indiana, has in its 
portfolio $10,000 of eligible commercial paper which it had discounted 
on August I, at 7 per cent, the date of IDaturity being November I. On 
September IS this paper is rediscounted with the Federal Reserve Bank 
of Chicago at 8 per cent. The paper is paid at maturity by the customer 
of the Kokomo bank. Make the necessary changes on the balance sheeU -
(a) of the Kokomo Bank, both when the loan is IDade and .-hen it is 
paid; (b) of the Federal Reserve Bank of Chicago, both when the re
discount is made and when the obligation is liquidated. Assume that 
these transactions do not involve the use of Federal Reserve notes. 

29· To what extent could the Kokomo hank ~d its loans as a result of _ 
the rediscount operations suggested in the preceding question? 

30. What is the limit to the expansion of deposit currency througb the proc
ess of rediscounting (a) 50 far as any single bank is concerned; (b) 50 

far as all the hanks of a given district are concerned; (c) 50 far as all the 
hanks of the United States are concerned? 

31. Draw up a summary statement showing how the Federal Reserve Sys.
tem strengthens the weak links in the banking chain. 
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32. "The significant feature of the Federal Reserve Act is that it transfers 
the responsibility for maintaining adequate reserves for emergencies 
from the privately owned banks of the fmancial centers to the govern
mentally controlled Federal Reserve institutions." Show in what ways 
this is advantageous from the standpoint of banking control. 

33. "The Federal Reserve System is panic proof. Therefore there is no oc
casion for anyone to urge that business expansion .must be checked in 
order to prevent a financial collapse." Do you agree with this state
ment? 

34. If you were a member of the Federal Reserve Board, what policy should 
you favor adopting: (0) during a period of depression; (b) during the 
early stages of the upward swing of a business cycle; (c) at the begin- . 
Ding of a critical period; (d) at a time of acute financial tension? 

35. Sell a bill of goods for $10,000 to Mr. Jones in New York, and draw a 
bank acceptance for the amount and discount it at your local bank. 
Show what changes would occur on the balance sheet of the accepting 
bank and of the bank which discounts the acceptance. 

36. Sbow concretely how a bank acceptance is profitable to (0) the accept
ing bank; (b) the person for whom the acceptance is granted; (c) the 
seller of the goods; (d) the bank which discounts the acceptance. 

37. What is meant by a discount market? Is it in any sense comparable to 
a stock market? Is it th~ same thing as the money market? 

38. If the Federal Reserve banks are always able to rediscount the commer
cial paper of member banks or lend them funds on collateral security, 
is it still necessary for a member bank always to have access to an open 
discount market where it can sell acceptances, etc.? 

lV. CLLUIL'lCS AND COLLECTIONS 

39. What parts of the dearing and collection system have been affected by 
the Federal Reserve System? 

40. What was the objection to the "Boat" that characterized the former 
collection system? . 

41. A bank in Grand Rapids, Michigan, receives a check from one of its 
customers drawn against a bank in Milwaukee, Wisconsin. Show how 
it would be collected under the Federal Reserve dearing system .. How 
would it probably have been collected under the old system? 

42. A bank in Springfield, Massachusetts, receives a check drawn on a bank 
in St. Louis, Missouri. Show how it would be collected under the Fed
eral Resen'e System. How would it probably have been collected under 
the old system? 
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43· What is the purpose of the gold settlement fund? In what respect it it 
analogous to the system of settling clearing-bouse halanca by meana of 
clearing-bouse certificates? In wbat respects does it differ 1 

44. Have the state banks not a right to oppose tbeir attempted coercion into 
tbe Federal Reserve clearing system? 

45· Do you think that in the end all the banks will find it to their advan
tage to use the system of par collections? WhY. or wby not? 

V. THE TREASURY AND THE:nDE1lAL aESERYJ: SYSTEM 

46. Wby did not the Federal Reserve System eliminate the system of de
positing government funds with individual depositary banks? 

• 4'. Should you favor the abolition of the system of depositinggovernmrnt 
funds in individual banks? Wby, or wby not? 

48. How did the Federal Reserve System make possible the elimination of 
tbe sub-treasury system? . 

49. Sbould you favor severing the relation of the Federal Reserve banks 
with the Treasury Department, including the elimination of the Secre
tary of the Treasury as a member of the Federal Reserve Board? 

So. As a member of the Federal Reserve Board in time of war, sbould you 
take the stand ~at Federal Reserve policy should be formulated with
out regard to the fiscal problems of the Treasury Department? 

VI. ANALYSIS o:r J'EDERAL aESERYJ: BANK STATEKDITS 

51. Sbould you favor the transfer of the ollice of the Comptroller of the 
Currency from the Treasury to the Federal Reserve Board? 

52. Under wbat designation do "rediscounts" appear in the balance sheet 
on page 594? Collateral loans to member banks? 

53. Wbat is the meaning of the item on the resources side. "Gold redemp
tion fund"? 

54. What is the meaning of "Uncollected items and other deductions from 
gross deposits"? 

55. What is the meaning of the entry "Deferred availability items" on the 
liability side? 

56. Does tbe large surplus fund of the Federal Reserve banks indicate that 
these institutions have been profiteering? 
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CHAPTER XXVI 

THE FEDERAL RESERVE SYSTEM 
IN OPERATION 

The Federal Reserve System was established at a date which 
marked the beginning of a decade of momentous financial de
velopments. The requirements of the World War and of the re
construction years that followed imposed burdens of tremendous 
magnitude upon the financial systems of all countries. In the 
absence of banking reform there is little question that the United 
States would have witnessed during the war a severe financial 
panic that would so have impeded war operations as to lead to 
the issue of irredeemable paper money as the only means of meet
ing the financial requirements of the Treasury. The remarkable 
way in which the Federal Reserve System carried us through, not 
only the war period, but the difficult years that followed, is ample 
vindication of the great hopes of its founders. 

During the first two years of its operation the Federal Re
serve System was little used. The reduction of reserve require
ments of the member banks by the Federal Reserve Act, coupled 
with an inflow of gold from Europe, resulted in a very great in
crease in the lending power of the individual banks. Accordingly, 
the rediscount facilities of the Federal Reserve banks did not ap
pear to be necessary, and there developed the view on the part of 
many of the bankers of the country that the importance of the 
Federal Reserve System had been greatly exaggerated, and that 
the capital which they had invested in the system was a bad in
vestment. The entrance of the United States into the war, how- . 
ever, quickly disillusioned the bankers as to the adequacy of their 
own financial resources. 
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I. THE PERIOD OF THE WORLD WAR 

At the time of the entrance of the United States into the 
World War, the volume of reserve money in the Federal Reserve 
banks was very large. It will be recalled that the cash resources 
of the Federal Reserve institutions were originally derived in 
part from the capital contributions of the stock-holding member 
banks and in part from deposits, both of member banks and of 
the federal government. These sources yielded large funds to 
the Federal Reserve banks at the very commencement of their 
operations. Later, the amendment to the Federal Reserve law 
which made it necessary for each member bank to keep all, 
rather than merely a portion, of its required reserve in the Fed
eral Reserve bank of its district; the concentration of gold re
serves through exchanging Federal Reserve notes for gold, as 
described above; and finally, the accession of the larger state 
banks to membership in the Reserve System, very greatly 
increased the volume of reserve money in the central reservoirs. 
In 1916 the ratio of cash to notes and deposits combined in the 
twelve Federal Reserve banks was about 87 per cent; and 
although for more than a year we had one foot in the conflict, 
the net reserve was about 77 per cent at the time we formally 
entered the war in 1917. Our financial structure was, therefore, 
in an extraordinarily strong position for meeting the financial 
strain of a great war. 

Expanding business and rising prices required a great in
crease oj currency. As the volume of business expanded be
tween 1915 and 1918, the volume of bank loans and deposit 
currency also necessarily expanded. And as the price level rose 
(whether the rise was caused by the expansion of bank loans or 
not is for the present purpose immaterial), the volume of funds 
required in the financing of a given volume of business was also 
increased. Concretely, by 1918, when the price level was sub
stantially double what it had been in 1914, there were required 
to conduct a given amount of business about two dollars to 
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every one dollar that had been required before the war. That is 
to say, every business man found that he must have substan
tially twice the amount of money with which to meet pay-roll 
requirements, buy raw materials, etc., that had theretofore been 
necessary. As we have elsewhere seen, such additional worling 
capital must characteristically be borrowed from the commer
cial banking institutions. 

After their excess reserves were exhausted, the member 
banks resorted to rediscounting at the Federal Reserve banks 
as a means of procuring the funds required for businl"SS uses. 
The result was to increase the discounts of the Federal Reserve 
banks on the assets side and to increase the liabilities either in 
the form of Federal Reserve notes or deposit liabilities. It 
should be kept in mind in this connection that the process did 
not occasion a withdrawal of cash from the Federal Reserve in
stitution. On the contrary, the cash resources were steadily in· 
creasing during the war period, owing to the policy of mobiliz
ing the gold reserves. The significant fact is that the liabilities 
in the form of Federal Reserve notes and deposits increased 
much more rapidly than the cash, with the result that the re
serve ratio necessarily fell. 

Gover"",ertl ji1Ul1lCi", Glso led 10 ",. eJIOrmoJU uplZIUio" 
of Federal RUenJe fJOtu ,,1Ui deposits. The size of government 
bond issues was so great that they were not subscribed in full 
by individuals, out of their own savings. Liberty bonds ~ 
often purchased by individuals with funds borrowed from the 
bank on the security of previously purchased Liberty bonds as 
collateraI. But more important was the purchase of Liberty 
bonds by the banks themselves. In each Liberty Loan campaign 
the banks helped put the quota over by purchasing in the clos
ing hours of the campaign large quantities of the bonds on their 
own accounL Since the lending resources of the individual banks 
were used up early in the war, they had to procure the funds with 
which to purchase Liberty bonds through rediscounting opera
tions at the Federal Reserve banks. They could borrow the 
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money with which to buy Liberty bonds from the Federal Re
serve banks either on commercial paper or on government bonds 
as collateral-the latter made possible by an amendment of the 
original act, passed in 1916. Accordingly, there was never any 
danger whatever that a government bond issue would not be sub
scribed in full, by the banks, if not by the public-so long as the 
Federal Reserve institutions possessed unused lending power. 

The table presented below shows the Federal Reserve dis
counts that are secured by United States government obligations 
and by commercial bills and notes at the end of each year from 

FEDERAL RESERVE BANK DISCOUNTS. 1914--22 
(In Thousands of Dollars) 

Secu",d by Commercial BUu End of Vear U. S. Government Total 
ObligatioDi and 1'0100 

1914 ... . . . . . . . . . . . ............. 9.909 9.909 
1915 ............... . .............. 32.368 32.368 
1916 ............... ............... 3°.196 30.196 
1917 ................ 283.421 397. 285 680.i06 
1918 .............. 1.400.371 302 .567 1.702 .938 
1919 .............. J.510.364 684.514 2.194. 878 
1920 .............. 1.141•036 1.578 .098 2.719. 134 
1921 ............... 485. 233 659. Il3 1.144.346 
1922 ................ 331.790 285.990 617.780 

1914-22. It will be seen from the table that during the war years, 
1917, 1918, and I919-the latter being included because of the 
Victory Loan which was floated in that year-the banks borrowed 
much more on the security of government obligations than 
through rediscounts of commercial paper. During the business 
boom period of 1920 the borrowings on commercial paper, how
ever, exceeded in volume those on government obligations. For 
the corresponding figures seven years later, see the balance sheet 
on page 571. 

The effects of the tremendous volume of commercial and 
government borrowing operations during these years upon the 
reserve condition of the Federal Reserve banks is shown by the 
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chart on the accompanying page. It will be seen that at the end 
of the war the reserve at the Federal Reserve banks was still well 
above the minimum requirements, standing at approximately SO 
per cent at the date of the Armistice. It was not until the height 
of the post-war inflation boom that the reserve limits were ap
proached. 

That the Federal Reserve System enabled the financing .of 
the war to be carried through with a minimum of difficulty, no 
competent student denies. The most that can be said against the 
system is that it made the financing of the war too easy, encourag
ing the use of bonds as a means of war finance and thereby in
equitably distributing the burden of war costs. The responsibility 
for the large use of bonds as Ii means of war finance cannot, how
ever, be placed primarily at the doors of the Federal Reserve 
System, the Treasury rather than the Federal Reserve Board be
ing responsible for the methods of war finance. 

The real issues of Federal Reserve policy and the adequacy 
of th.e system to do what it was designed to do in connection with 
the .prevention of banking crises and the control of credit and 
business conditions are best tested by the experience of post-war 
years. 

II. THE CRISIS OF 1920 
As a result of factors which need not here be considered, the 

depression immediately following the Armistice was not of long 
duration. In April, 1919, there began a new upward swing of a 
business cycle which brought renewed pressure to bear upon the 
Federal Reserve banks for funds. As is always the case in a period 
of very active business, the pressure on commercial banks for 
loans did not come merely from the manufacturing and mercan
tile interests; it came, to a very considerable extent, from stock
exchange speculation, and from the flotation of new issues of 
corporate securities. It will be recalled from our previous analy
sis of the relation of the commercial banking system to the financ
ing of stock-exchange speculation, to the outright purchase of 
securities, to the making of collateral loans for fixed-capitaI pur
poses, and to the activities of investment banks engaged in the 
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marketing of securities, that the funds of the commercial banking 
system constitute the support for the entire financial fabric, in
vestment and speculative operations, as well as commercial. The 
great stock speculation in 1919 absorbed large quantities of bank 
funds, while the flotation of securities, which were carried either 
by investment bankers or by individuals on funds borrowed on 
collateral, served still further to reduce the reserves of the Feder
al Reserve banks. An important factor, also, was the organization 
of a horde of financing or stock jobbing concerns engaged in the 
promotion of speculative enterprises, all of which absorbed funds; 
while the land booms in many states still further added to the 
financial strain. Both speculation and investment, save in gov
ernment securities, had been largely held in abeyance during the ' 
war period by restrictive legislation and by the activities of the 
Capital Issues Commi~tee, which effectively prevented in the lat
ter part of the war the sale of securities of concerns that were not 
deemed essential to the winning of the struggle. Hence when the 
post-war boom period developed, an extraordinary number of 
new loans were issued. At the same time the Victory Loan, 
amounting to $4,5°0,000,000, had yet to be floated, and a large 
volume of borrowing through Treasury certificates of indebted
ness was still necessary. 

Another factor in the rapid depletion of our reserves after 
the Armistice was the outflow of specie from the United States to 
South America and the Orient in the meeting of adverse trade 
balances. This amounted, between June I, 1919, and January I, 
1920, to approximately $3°0,000,000. It should be recalled in 
this connection that since in our financial system as a whole the 
cash reserves need be only about '5 per cent of the total outstand· 
ing claims against cash, every dollar of specie that is exported 
means a curtailment of credit, or of credit possibilities, to the 
extent of about twenty dollars. 

The result of these various strains upon the financial system 
was shortly to reduce the reserve ratios in the Federal Reserve 
banks from around So per cent to a point dangerously near the 
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minimum reserve requirements laid down in the Federal Reserve 
Act (see chart, p. 585). By the end of 1919 the ratio of cash to 
Reserve notes and deposit liabilities combined, in the twelve Fed
eral Reserve banks was below 45 per cenL The question whether 
the Federal Reserve System might fail to control the expansion 
of credit and to prevent the recurrence of financial panics, such as 
occurred in the old days of unorganized banking, therefore be
came of more than academic interesL It was franlJy feared by 
many that if the central reserves should continue to faIl until they 
reached the legal minima, we should not be in a very much better 
position to meet the conditions of an acute crisis than was the case 
under the old banking system. 

The FedeTal Reserve BoaTd las been cril;cized Jor ils ued;1 
policy in connection wil" '''e crisis of 1920. In brief, it has been 
contended that the Federal Reserve Boar<l should have raised its 
rates of discount in the early summer of 1919 instead of waiting 
until the winter of 1920. The issues involved cannot be fully dis
cussed here. It must suffice to point out that the advance in prices 
following the Armistice began at a time when government finan
cial requirements were still at their heighL The Victory Loan had 
yet to be floated and a large volume of borrowing thIough the is
sue of Treasury certificates of indebtedness was still necessary. 
The Treasury Department was naturally desirous of placing 
these loans at as Iowan interest rate as possible. Whether the 
Federal Reserve Board should have strenuously objected to this 
on the ground that high rates of interest were necessary to check 
a dangerous business boom is highly debatable. 

Until the early autumn of 1919 it was not apparent how se
vere the financial strain was to be. Certainly at the time the de
tails of the Victory Loan financing were arranged, there was no 
consensus of opinion that the price level was about to advance 
and that we were to enter into a period of very active business. 
Moreover, it was at the time deemed very important that every 
effort be made to promote a revival of business activity in order to 
facilitate the absorption of the returning war-workers and soI-
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diers and the early rehabilitation of the depleted economic re
sources of the world; and a sharp rise in discount rates early in 
1919 would probably have been a deterrent to such economic re
covery. After the details of the Victory Loan had been agreed 
upon, it was moreover impossible for the Federal Reserve Board 
to raise rates during the period of the Victory Loan financing, 
which ran to the end of the year 1919, without breaking faith with 
the bankers of the country who had formulated policies and made 
loans on the understanding that the Victory Loan was to be put 
through at a low interest rate. 

In the early summer of 1919, however, the Federal Reserve 
Board issued an official warning, urging the necessity of curtailing 
loans for speculative purposes in the interests of "legitimate" 
commercial needs. This warning, which passed virtually un
heeded by either the bankers or the speculative community, was 
not reiterated until the middle of October, by which time the 
credit situation had become very grave, following a period of un
restrained specUlation. On this occasion the banks of New York 
co-operated with the Federal Reserve Board, sharply raising rates 
on call money and actually restricting the volume of credit that 
brokers might obtain, with a resulting abrupt collapse of stock
market values and the dissolution of the bUll market that had 

. prevailed-with an August intermission-since the early spring. 
A curtailment of stock-exchange speculation did not, how

ever, suffice, and could not in the nature of things suffice, to relieve 
the monetary strain. What was needed was a thoroughgoing re
adjustment of prices to a lower basis-deflation, to use a common 
expression---even though it be accompanied by a halting of busi
ness activity. Not until January, 1920, apparently, did the Fed
eral Reserve Board fully appreciate the gravity of the reserve 
situation and seek to effect a readjustment of conditions. After a 
conference with leading bankers it was then decided that the 
necessities of the credit situation demanded a real advance in 
discount rates.' The first increase was not very great, however, 
for a cautious feeling of the way seemed advisable; and, more-

I Very slight advances had been made in November and December. 
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over, it was still the belief of many that an elimination of loans 
for speculative purpose~ommodity speculation as well as 
stock-exchange speculation-would release a sufficient quantity 
of funds to take care of essential business requirements without 
necessitating any drastic readjustment of business. It was hoped 
that a moderate increase of discount rates, together with a sharp 
discrimination by bankers against speculative loans, would ac
complish the desired results. 

During the early months of 1920, however, the advance in 
interest rates appeared to have little effect upon business activity. 
The profits that might be derived, in most lines of industry, (rom 
the use of borrowed funds were so great that interest rates were 
for the time a matter of only secondary importance. The volume 
of loans therefore continued to be large, business continued to be 
active, and prices continued to rise; and until March there was 
little surface indication that price and business readjustments 
were in store. 

Despite subsequent further increases in the discount rates at 
the Federal Reserve banks, and, in consequence, almost imme
diately at the member institutions, the credit strain became in
creasingly acute until late in May, when the Federal Reserve 
Board again called a conference of bankers to consider how the 
volume of loans might be reduced and the reserves replenished 
sufficiently to accommodate the autumn seasonal requirements 
without danger of a financial collapse. It was agreed at this con
ference that before autumn it would be necessary to curtail loans 
on the average by about 10 per cent, if the banks were to be 
placed in a position to meet, without serious difficulty, the de
mands that were certain to be placed upon them during the crop
moving period. Before considering the subsequent events, how
ever, it will be well to refer briefly to certain changes in economic 
conditions that had already occurred during the spring. 

Other economic factors helped to bring about a readjustment 
of business and financial conditions. Aside from the great increase 
in interest rates, at least two other factors of major importance 
were conspiring to bring about a readjustment of business and 
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prices in the spring of 1920. First, there W/1$ the breakdown of 
the transportation system, owing to a combination of factors 
which need not be considered here. The inability of the railroads 
to move commodities at the customary rate, however, slowed up 
the entire productive and distributive process and made it neces
sary for business men everywhere to secure extensions of credit 
for a longer period and for larger amounts than would otherwise 
have been required. A new expression, "frozen credit," was coined 
to describe this condition. The result of this inability of traffic to 
move was thus to augment the pressure on the banks for loans 
and thereby to reduce still further the ratio of cash to deposit and 
note liabilities. And notwithstanding the fact that there was a 
considerable (unexpected) inflow of gold to the United States in 
April, incident to the pre-payment of the British share of the 
Anglo-French loan, maturing in October, the reserves of the 
twelve Federal Reserve banks combined, continued to decline 
l.Ultil in May. they reached the low level of about 42.S per cent. 
A further factor which accentuated the financial uncertainty of 
these months was the settlement of the tremendous volume of 
farm real estate transfers that had been contracted in the boom 
period of the preceding year. 

The other major factor that was contributing to a readjust
ment of business conditions was the high cost of living. The 
steady rise in commodity prices during 1919 and the first months 
of 1920, accompanied as it now was by substantial increases in 
rents, had finally reached a point where it was forcing a curtail
ment of consumptive demand. Whatever may have been the case 
earlier, it had by this time certainly become true that the net an
nual wages of labor, speaking generally, as well as the income of 
the salaried classes, were failing to keep p"ace with advancing 
prices, with a reSUlting decline in the real purchasing power of 
the rank and file of people. The "peak" of prices was reached in 
the spring of 1920, among other reasons, because consumptive 
demand was not sufficient to absorb the existing volume of pro
duction at the prices for which goods were then being offered. 
Popular hostility to the continuous marking up of priceS is also 
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believed by many to have finally led to a voluntary reduction of 
purchases. In any event the result of the curtailed consumptive 
demand was manifested in the month of May in retail price con
cessions in silks, textiles, leather goods, and a few other commodi
ties. 

Another element which no doubt contributed somewhat to 
the unsettling of American business was the decline in our trade 
balance, which became pronounced in the spring of 1920. The 
decrease in fo.eign demand and the increasing competition of 
imported commodities were alike influences tending to bring 
about business readjustment in the United States. It is of note 
in this connection that in several lines the prices of raw materials 
had begun to decline months earlier, particularly in lines subject 
to world-wide market influences. 

Pertinence is given to the suggestion that numerous factors 
besides the rising interest rates contributed much to the price and 
business readjustment which we have been discussing, by virtue 
of the fact that the readjustment was a world-wide phenomenon 
and occurred in countries that had not raised interest rates as 
well as in those that had. It appears to have had its definite be
ginning in the financial crisis in the Orient, which occurred in 
February, 1920, and was directly associated with the post-war 
collapse of the silk trade. 

\V1lether the several increases in interest rates that were 
made during the autumn and winter of 1919-20 had any impor
tant effect upon business conditions, it is impossible to prove defi
nitely. That rising rates did not quickly restrain activity and 
thus eliminate the possibility of a collapse is clear; whether an 
earlier advance in discount rates would have prevented a boom is 
merely a matter of conjerture. \V1lile the warnings that were 
given and the rate advances that were made doubtless produced 
some psychological reaction, no really effective restraint came 
untill\'1ay, when a policy of outright curtailment of credit was 
inaugurated. Meanwhile the other factors to which reference has 
been made above--transportation difficulties, rising living costs 
and a restriction of consumption, falling prices of raw materials, 
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etc.-were operating to bring about a price and business read
justment. Whether the rise in interest rates would of itself have 
sufficiently narrowed margins of profit to precipitate a business 
readjustment and a reduction of prices before the reserves had 
been reduced to the breaking point remain, therefore, an unre
solved issue.1 

In any case it is of interest to consider the events subsequent 
to the conference of bankers with the Federal Reserve Board 
mentioned above. While it ~as believed that a substantial cur
tailment of loans was indispensable to the safety of the credit 
system, it was felt that this curtailment, in accordance with 
American traditions, should not be forced from above, but should 
be worked out by individual bankers, each deciding for himself 
the volume of loan curtailment that could reasonably be effected 
by his institution. Under this method it is very doubtful if, in the 
absence of the untoward business developments discussed above, 
an adequate volume of loan contraction could have been effected. 
The pressure that is brought to bear upon each individual banker 
to take care of the financial requirements of "valued customers" 
is, usually, too strong to be resisted wholly; .when it comes to the 
point, it is so much easier to let the others carry the responsibility. 
If business had been still straining at the leash, as it was in the 
autumn of 1919, for example, the best that could have been hoped 
for from this method of loan contraction would probably have 
been the prevention of still further expansion and a consequent 
maintenance of reserves at the then-existing level. 

Be all this as it may, the business depression that began in 
the spring undoubtedly very greatly aided the Federal Reserve 
Board and the bankers generally in their efforts to avert a further 
deterioration in the reserve position. Merchants unable to dispose 
of their stocks at existing prices made concessions, meanwhile 
canceling orders from wholesalers and manufacturers and even 
returning large volumes of goods that had already been delivered. 
This in turn resulted in the partial suspension of operations by 
many mills and factories and in the complete closing of others. 
And as is always the case, the resulting increase in unemployment 

I For further discussion of this problem see page 598. 
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had its effect in still further reducing consumptive demand, and 
thus in bringing cumulative pressure to bear upon prices-the 
price recessions gradually extending to nearly all groups of com
modities. Moreover, as is again always the case in every period 
of depression, construction activities, that is, the creation of ad
ditional capital goods, were very sharply curtailed, thus reducing 
the purchasing power of all those engaged in the building indus
try, as well as the demand for building materials. 

The Federal Reserve system undoubtedly prevented a panic 
in 1920. Beginning about the middle of May, the credit tension 
became of the acute variety that has heretofore characterized the 
weeks immediately preceding a financial collapse. Just as soon as 
the decline in prices, with the concurrent slackening of industry 
and the backing up of the speculative waters, began, great num
bers of business men were panic stricken much as in former times. 
The cancellation of business orders, the failure of creditors to 
meet their obligations promptly, the recurring slumps in inven
tory values, and the uncertainty as to the whole future trend of 
events developed a veritable business crisis-accompanied by the 
usual insistent pressure upon the banks for loans with which to 
tide over the interval of readjustment. There was one noteworthy 
difference, however, between th"is and former similar occasions. 
Widespread confidence in the Federal Reserve System proved a 
powerful sedative. 

It is significant to note in this connection that the short-time 
commercial credit that was outstanding could no more be liqui
dated than could any other credit obligations; the Federal Re
serve System was called upon to "carry" the entire credit burden. 
This it proved able to do by virtue of the margin of unused re
serves that still existed in the banking system as a whole. Wheth-

" er or not the Federal Reserve System would have been able to 
prevent a fin!lncial collapse if the period of expansion had been 
continued until the reserves were down to the legal minima, it 
undollbtedly prevented a financial panic in late Mayor early 
June of 1920. 
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III. EXPERIENCE SINCE 1921 

Since the crisis of the immediate post-war period a long enough 
time has elapsed to test the capacity of the Federal Reserve Sys
tem to meet the varying exigencies of finance and business under 
fairly normal conditions. In this connection, it is necessary to 
consider the problem of elastic currency, and also that of general 
control of financial and business conditions. 

Both seasonal and cyclical cu"ency elasticity have been pro
vided. In the matter of seasonal elasticity, the system has worked 
with entire satisfaction, as is indicated in the chart on page 585, 
which presents the monthly variations in the .supply of both Fed
eral Reserve notes and deposit currency. It should be repeated 
in this connection that the elasticity that has resulted from the 
system has tended to minimize seasonal fluctuations in interest 
rates. The cyclical elasticity is indicated in the chart by a reduc
tion in Federal Reserve notes and deposits following the crisis of 
i920; an expansion during the recovery period of late 1921 and 
1922; a contraction in the spring of 1923; another expansion in 
the winter of 1924; a contra<:tion again in the spring and a subse
quent expansion in the autumn of the same year, which continued 
through 1925 and 1926; another contractiOli in 1927 followed by 
expansion through the greater part of 1928 and 1929. In this 
connection, the chart showing outstanding deposits and note fluc
tuations should be compared with the chart on page 467 showing 
fluctuations in general business conditions. 

The Federal Reserve policy is guided by general business 
conditions rather than by reserve requirements. That is to say, 
the Federal Reserve Board no longer regards the reserve limits as 
the proper guide to the need for restraining further credit expan
sion. Rather the Board seek to adjust policy to the exigencies of 
finance and business in general. Since the drastic liquidation of 
1920 and 1921 and the huge inflow of gold from abroad, the legal" 
reserve against notes and deposits combined has been far above 
the reserve requirements. Accordingly, if no credit restraint were 
to be imposed until the reserve limits were approached, it is be-
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lieved that a boom might prove of protracted duration and result 
ultimately in disastrous consequences. 

A better key to discount policy is believed to be the index of 
production which the experts employed by the Federal Reserve 
Board have worked out. So long as it appears that additional ex
pansion of loans is being accompanied by an increase of produc
tion, the Board will not interpose; but when it is clear that pro
duction is no longer increasing, the Federal Reserve Board seeks 
to restrain further expansion. 

In this connection it should be noted that the Federal Re
serve administrators do not conceive it as a part of their function 
to attempt to prevent price fluctuations, except within broad 
limits. In other words, they do not accede to the doctrine held by 
exponents of the quantity theory of money that by a rigid control 
of the quantity of credit, or deposit currency, they can stabilize 
business conditions and prevent all fluctuations in prices. 

It is the view of the Federal Reserve Board that the price situation 
and the credit situation. wbile sometimes closely related. are nevertheless 
not related to one another as simple cause and effect i they are rather both 
to be regarded as the outcome of common causes that work in the eco
nomic and business situation. The same conditions which predispose to a 
rise of prices also predispose to an increased demand for credit. The de
mand for credit is conditioned upon the business outlook. Credit is created 
in increasing volume only as the community wishes to use more credit
when the opportunity for the employment of credit appears more profit
able. Sometimes borrowers want to borrow more and sometimes they are 
content with less. Sometimes lenders are ready to lend more and at other 
times less. Why this should be so depends on all those multifarious condi
tions and circumstances that affect the temper of the business community. 
For the most part these conditions lie beyond the radius of action of the 
Federal Reserve banks. When the business outlook is inviting business men 
are apt to adventure and new business commitments are made in increasing 
volume. But only later will these commitments be reflected in the possible 
rise of prices and an increase in the volume of credit provided by the com
mercial banks of the country. The Federal Reserve banks will not to any 
considerable extent feel the impact of the increased demand for credit until 
the whole train of antecedent circumstances which has occasioned it is well 
advanced on its course i that is. until a forward movement of business. no 
matter from what impulse it is proceeding, has gained momentum.' 

'Tenth Annual Reporl 0/ the Federal Resenl' Board. pp. 31-32. 
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An interesting experiment has been made with "open-mar
ket" operations as a device Jor controlling credit conditions. It 
will be recalled that so-caIled "open-market" operations involve 
the direct purchase or sale by the Federal Reserve banks of two 
principal classes of instruments: bank acceptances and govern
ment securities. In practice, the Federal Reserve banks have 
employed only government securities for the purpose of affecting 
the general business situation, confining the use of bank accept
ances chiefly to seasonal credit requirements (see p. 600). 

Prior to 1923 the Federal Reserve banks had bought govern
ment securities primarily as a means of earning operating ex
penses; but in that year the principle was enunciated that the 
purchase and sale of government securities should henceforth 
be undertaken only as a means of assisting in the regulation of 
general credit and business conditions. The theory was advanced 
that, in a time of depression, the Federal Reserve banks might in
crease the amount of money in circulation by purchasing govern
ment securities and in i! time of active business they might de

'crease the circulation by selling such securities. This theory has 
been tested on a number of occasions. 

Its first test came in 1922, when, from January to May, 
$400,000,000 of securities were purchased. Although these se
curities were bought for the purpose of increasing the earnings 
of the Federal Reserve banks rather than for the purpose of con
trolling credit, this fact does not, of course, alter the effect of the 
purchases upon the credit situation. In the first half of 1923 
securities were sold in corresponding volume with a view to tak
ing money out of circulation and restraining an overly active 
business situation. In 1924 the process was reversed, and securi
ties were bought in large quantities-as much as $500,000,000 

between January and August. In 1925 and 1926 transactions 
were of smaller volume; but in 1927, with business declining, 
heavy purchases of securities were again made. The chart on 
page 595 shows the fluctuation in the holdings of government 
securities acceptances, rediscounts, and total earning assets from 
1914 to 1929. 
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An analysis of the chart indicates that the purchase of securi· 
ties in 1922 did not increase the total quantity of credit outstand· 
ing. The process did, of course, involve a payment of money by 
the Federal Reserve banks into the money market and thus into 
the deposits of member banks. But since business was decl~ing, 
these funds were not used by the banks as a basis for expanding 
credit; rather they were employed to liquidate rediscounts at the 
Federal Reserve banks. It is of interest to note incidentally that, 
instead of increasing their earnings by purchasing government 
securities, the Federal Reserve banks actually suffered a reduce 
tion in earnings, inasmuch as the rate of return on the government 
securities bought was less than the rate on the rediscounts which 
were liquidated. 

The heavy sales of securities early in 1923 withdrew large 
sums from the deposits of member banks; but, as the chart indio 
cates, the member banks replenished their reserves by borrowing 
heavily from the Federal Reserve banks through the rediscount 
method. The purchase of securities in 1924 was again accom
panied by a decline in rediscounts of like proportions. In 1927 
the purchase of securities was again paralleled by a decline in re
discounts. In 1928 securities were sold, while rediscounts regis
tered a rapid advance. Finally, at the end of 1929, after the break 
in the stock market, rediscounts rapidly declined and government 
security holdings were increased. 

While there is thus no evidence that the purchase and sale of 
securities directly affects the total volume of outstanding credit, 
it is contended that these open-market operations none the less 
aid i~ the process of controlling the business situation. The effect 
has been summarized by the assistant Federal Reserve agent of 
the Federal Reserve Bank of New York, as follows:· 

Purchases of seturities by Reserve Banks lend to ftlieve member banks 
from indebtedness to the Reserve Banks and thus lead them to adopt a 
somewhat more liberal lending policy. Money rates become easier. Such 
purchases tend to create a horrower's market. Conversely, sales of securities 
by the Reserve Banks increase member-bank borrowing and lead the banks 

• Burgess, W. Randolph, Til, Res,"" Banks OM ,II, Jlo,." Jlar"", 
PP·214-1$. 
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to adopt a somewhat less liberal lending policy. Money rates grow firmer. 
Sales of securities tend to create a lender's market. 

It can thus be seen that buying and selling securities is not only an im
portant independent influence on the credit situation, but may and often has 
been used as a means of preparing for discount rate changes and making 
them more effective. For open-market operations serve to increase or de
crease the amount of borrowing subject to the discount rate. 

The effect is, therefore, supposed to work itself out in two 
ways: first, by influencing commercial money rates; and, second, 
by affecting the amount of borrowing by the member banks which 
is subject to the discount rate, thus tending to make the discount 
rate a more effective agency than it would. otherwise be. 

While it cannot be doubted that the purchase of securities 
by the Federal Reserve banks places member banks in possession 
of additional cash resources, it does not necessarily follow that 
this fact alters their credit policy. As the foregoing analysis in
dicates, these funds have first of all been used to reduce redis
counts. But in 1924 the process continued to the point where 
many banks no longer had rediscounts to liquidate; and it is ar
gued that continued purchases thus tended to lower the rates 
charged by member banks. It must be borne in mind, however, 
that these periods when government securities have been pur
chased have been periods of business recession, when money 
rates were in any event declining, because of a lessening demand 
for funds. The most that can be said is that the rates were thus 
reduced slightly more rapidly than might otherwise have been 
the case. Even so, it is difficult to see why an earlier reduction in 
the rate of rediscount might not have been quite as effective a 
means of cheapening credit. 

When we face the question whether the sale of securities in a 
period of active business tends to tighten monef and to make the 
discount rate more effective as an agency of control, the problem 
is somewhat different. It is true that the sale of securities leads 
to a withdrawal of funds from the banks and a resort to larger 
borrowing through the rediscount process. But it does not follow 
that this antecedent sale of securities is an important preliminary 
to the process of control through the raising of the discount rate. 
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Under the conditions of very active business which always ob
tains when the sale of securities is resorted to, the banks are al
ready heavy borrowers through the rediscount process and are 
thus already subject to the influence of the discount rate. The 
most that can be said is that the sale of securities intensifies the 
need of the member banks for rediscounts and thus makes the 
higher rates slightly more effective than they might otherwise be. 
We conclude, therefore, that the device of control through open
market operations is an interesting but thus far inconclusive ex
periment. 

In connection with this entire theory of credit control it is 
assumed that a raising of interest rates to borrowers will restrict 
business activity and that a lowering of rates will encourage ex
pansion. The effectiveness of interest-rate manipulation has, 
however, long been chaIlenged by the writer, in relation both to 
stock-market speculation and to general business conditions. The 
effect of interest rates on stock speculation in the United States 
for the period from 1870 to the present time has been subjected 
to critical examination, and no correlation is apparent.' Less 
comprehensive tests of the relation of interest rates to general 
business indicate that low rates have little if any effect in pro
moting expansion and that high rates may for long periods, at 
least, be ineffective. Hence the power that rests in the hands of 
the administrators of the Federal Reserve System is much less 
effective than has commonly been assumed. 

Federal Reserve policy has been instrumental in promoting 
world financial stabilization. In recent years, the managers of 
the system have formulated policies in part with a view to pro
moting financial stability in other nations. As we saw in chapter 
ix, the leading commercial nations have returned to the gold 
standard since 1924, the process requiring a redistribution of the 
gold supply of the world. In order to facilitate this redistribution, 
the Federal Reserve bank,s co-operated with European central 
banks in establishing discount rates, first in 1924-25 and again 
in 1927, below those obtaining in Europe. The result was to pro-

• Owens, R. N., and Hardy, C. 0., Interest Ratel and Stoc" Specula
tio1l. revised edition. published by The Brookings Institution. 
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mote on both occasions a very substantial outflow of gold, some 
of which, however, came back, when, owing to domestic economic 
and financial considerations, it became necessary to increase the 
rates above those obtaining abroad. The reader should, in this 
connection, re-read the discussion and the chart which appear on 
pages 151-52. 

Stock-exchange speculation has presented a baffling problem 
to Federal Reserve officials. In endeavoring to provide an elastic 
currency, responsive to the needs of business, and to promote 
stable economic and financial conditions both at home and 
abroad, the Federal Reserve officials have, on at least two differ
ent occasions, found excessive stock market speCUlation appar
ently working at cross-purposes with basic financial and economic 
requirements. We have already seen that in the summer and 
autumn of 1919 the Federal Reserve Board sought, eventually 
with success, to restrict stock market operations with a view to 
preserving credit for commercial purposes (see page 586). The 
problem arose again in acute form in connection with the great 
stock market boom in 1928-29. 

Speculation on the stock market, as we saw in chapter xvi, is 
conducted largely by means of so-called "brokers' loans," which 
represent borrowings from the commercial banks based upon 
stock-market collateral as security. The great rise in the price of 
securities from 1926 to 1929 required an enormous expansion in 
brokers' loans. Not only did the number of shares that were 
traded in increase greatly, but the level of prices at which stocks 
were sold rose phenomenally. As a result, the volume of brokers' 
loans increased as follows: The figure for December, 1929, is 
included in order to reveal the effects of the collapse which oc
curred in October, 

October, 1926 
April,I927 '. 
October, 1927 
April, 1928 • 
October, 1928 
April, 1929 • 
October, 1929 
December, 1929 . 

$3,218,000,000 
3,289,000,000 
3,914,000,000 
4,640,000,000 
5,513,000,000 
6,804,000,000 
8,549,000,000 
3.386,000,000 



600 FINANCIAL ORGANIZATION 

This demand for funds for purposes of stock-market specu
lation tended to tighten the credit situation and to increase rates 
precisely as any other type of loans would have done. Moreover, 
to the extent that funds were employed in stock-market opera
tions, they could not be employed in financing ordinary business 
operations. The growing tension in the money market and the 
marked rise in the rates, not only on call loans but on time loans 
and commercial paper as well, appeared to require action on the 
part of the Federal Reserve officials to conserve credit for "le
gitimate" business through a curtailment of brokers'loans. The 
heavy back flow of funds from Europe which the high Ameri
can rates induced was, moreover, threatening the security of the 
gold standard abroad. High rates and a scarcity of liquid funds 
were also rapidly reducing the flow of American loans to foreign 
countries. 

A baffling problem of control was presented. To increase 
the rate of discount would affect commercial as well as stock
market loans; and, in view of the fact that call loans had ranged 
from 6 per cent to 16 per cent for the better part of a year, there 
was, in any event, no great confidence that an increase in redis
count rates would prove effective in checking stock-market specu
lation. Similarly, the selling of securities with a view to reducing 
the supply of loanable funds held by the member banks would 
tend, through tightening credit, to affect interest rates in general 
as well as call rates in particular. Discount rates were, however, 
gradually raised; and, with a view to preventing this from bearing 
heavily upon business in general, particularly during periods of 
heavy seasonal requirements, the Reserve banks established rates 
on bank acceptances below the rediscount rate and then bought 
these bills in large quantities (see chart, p. 595). By this means 
the board sought to favor "legitimate" business at the expense of 
stock-market speculation; but once this money was out of the 
Federal Reserve banks, it was difficult to prevent its finding its 
way directly or indirectly into the stock market. 

In this dilemma, the Federal Reserve banks sought to restrict 
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stock-market loans by indirect measures as well as by gradual in
creases in discount rates. Warnings were issued that the rates 
would have to be sharply raised unless stock-market speculation 
were restrained. The purposes for which the proceeds of redis
counts were to be used were carefully considered and banks were 
urged not to seek rediscounts except for "legitimate" business en
terprises. The extent to which these indirect measures were 
successful is difficult to determine, since numerous other factors, 
including the increase in discount rates, were also working to pro
duce the stock-market reaction which finally came in late Octo
ber, 1929. 

The question whether the Federal Reserve System can con
trol stock-exchange speculation and conserve funds for the needs 
of ordinary commerce and industry has thus not been definitely 
answered. The writer's judgment is that stock-market operations 
and business operations are so closely interdependent that it is 
impossible to regulate them separately-to encourage or to reo. 
strict one without likewise encouraging or restricting the other. 

While it is premature to attempt any final statement of the 
effectiveness of the machinery of control provided by the Federal 
Reserve System, as measured by the financial events of the first 
sixteen years of its operation, it would appear that a decidedly 
f~vorable verdict must be rendered. While some mistakes as to 
credit policy have perhaps been made, it will, no doubt, be gen
erally conceded that the financial problems of the world-war 
and its aftermath have been of unprecedented complexity and 
magnitude and that the fallible human administrators of the mod
ern financial organization have done about as well as could reas
onably have been expected. The policy in recent years has wisely 
been made one of intelligent, conservative experimentation. It is 
a source of gratification that the management of the new Ameri
can financial system has compared very favorably with that of 
the older and more fully developed European systems. 
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QUESTIONS FOR DISCUSSION 

I. State the various means by wbich the reserves of the Federal Reserve 
institutions were built up between 1914 and 1917. 

2. Evidence has been presented to show that the physical volume of busi
ness increased between 1914 and 1918 by about 8 per cent. Assuming 
the price level to have remained the same, how would this have affected 
the reserves of the Federal Reserve institutions? 

3. Show how a doubling of the price level would affect bank reserves. 
4. So far as reserves were concerned, did it matter particularly whether 

borrowing from the Federal Reserve Bank took the form of Federal Re
serve notes or deposit accounts? 

5. What determined the maximum amount of Liberty bonds (/J) that any 
individual bank could purchase; (6) that the banks as a whole could 
purchase? 

6. What determined the total volume of Liberty bonds that individuals 
could purchase through the use of their credit at the banks, that is, on 
funds borrowed from the banks on collateral security? 

7. Show concretely how the banks would ultimately have to give up the 
payment of specie on demand. 

8. Draw up in summary form a statement of the various sources of credit 
absorption during the upward swing of the business cycle which began 
in the spring of 1919. Which do you regard as most important? 

9. Explain the large export of specie in 1919 and 1920. Explain why for 
every dollar of specie exported there must be a credit curtailment of 
substantially twenty dollars. 

10. If you had been a member of the Federal Reserve Board in the spring 
of 1919, what PQlicy would you have advocated? in the autumn of 
1919? Why? 

II. Why could not a curtailment of stock-exchange speculation luffice to 
relieve the monetary strain during the upward swing of the business 
~? • 

12. It was urged by many that an increase in production together with a 
decrease in consumption was all that was necessary to bring about a 
substantial reduction in prices and a consequent easing of the tension 
in the money market. ] udging from the analysis of business cycles in 
the preceding chapter, do you gather that it is possible to secure an in
crease in the efficiency of labor and capital at the height of a period of 
prosperity? . . 

13. If the increast;:d production is attained, not as a result of increased effi
ciency within particular plants, but only in consequence of hiring hither
to 'Unemployed labor and new immigrants to engage in lJdditionol pro
duction, would there be any decrease in the demand for hank funds? 
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14. ] udging from your previous study of business cycles, do you think that 
a decline in consumptive demand and an increase in production usually 
go together? 

IS. Concretely, how was it expected that a decline in prices would affect 
bank reserves? . 

16. Do you see any means whereby a decline in prices might have been ef
fected without precipitating business depression? Do you see any means 
whereby bank reserves might have been increased without either a busi
ness depression or a decline in prices 7 

17. If wages and salaries had everywhere been raised as fast as the cost of 
living was advancing, could not a decline in consumptive demand in the 
spring of 1920 have been avoided? Would this have prevented a period 
of readjustment? 

18. What peculiar difficulties were there in the winter of 1920 in the way 01 
an effective use of high interest rates? 

19. "The Federal Reserve System is panic proof." Do you agree with this 
unqualified statement? 

20. "There can be no credit collapse so long as additional funds are avail
able j and under the Federal Reserve System there is unlimited lending 
power." Is this a true statement of the situation? 

21. Is there any practical reason why bank a~ceptances could not serve as 
satisfactorily as government securities in connection with the control of 
credit? 

u. Do you see any economic justification for making it possible for banks 
to draw money from the Federal Reserve banks more cheaply tbrough 
selling bank acceptances than they can get it through redis~ounts? 

23. "By means of open market operations, the Federal Reserve C!fficials au
tomatically increase or decrease the supply of credit currency and thus 
effectively control the general level of prices." Do you find from a study 
of ~he chart on p. 595, any support for this contention? 

24· "When the Federal Reserve Bank purchases securities in the open mar
ket, it affects the supply of funds held with the member banks without 
those banks' having taken any initiative in the matter." Explain how 
this statement is true. 

25. "The effect of open-market operations is worked out through influenc
ing the discount rate." Do you think that a reduction in interest rates 
necessarily promotes an increase in the volume of credit used, or vice 
versa? 

26. Did the high call rates in 1928-29 curtail stock speculation? W~at do 
you think produced the break in October, 1929? 
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CHAPTER XXVII 

RAISING CAPITAL FOR AGRICULTURE 
The analysis of financial operations in all of the preceding 

chapters has related primarily to the financing of industry and 
commerce, with only incidental reference to the agricultural 
side of our economic life. In the present chapter we shall study 
the financial ~tructure from the point of view of agriculture, 
noting in what ways the financial institutions which have 
already been considered are associated with agricultural finance, 
and discussing, particularly, the work of the numerous special 
financial agencies that have been evolved for facilitating the 
raising of capital for agricultural purposes. . . 

Because of the nature of the farm industry there have been 
developed three types of agricultural credit institutions. Accord
ingly, we shall depart from the method of analysis used in. the 
case of corporate and partnership enterprises engaged in com
merce and industry and instead of speaking of fixed and work
ing capital, we shall discuss the raising of capital for agricul
ture under the headings: (1) long-term credit; (2) intermedi
ate credit; and (3) short-term commercial credit. The ·first is 
·identical in nature with that or the fixed capital of industrial 
enterprises and the third is directly analogous to the working 
capi;al. From the point of view of the duration of loans, inter
mediate credit, as the term indicates, lies midway between short
term and .long-term credit, running from six months to three 
years in time. From the point of view of the uses to which the 
funds are put, however, intermediate credit partakes of the na
ture of both fixed and working capital. 

The chart on page 607 shows the agricultural financial 
structure that has been developed. Before discussing the specific 
functions of the various institutions, a few words are necessary 

605 
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by way of explanation and amplification of the chart. The 
chart is divided into three parts, devoted to long-term, interme-

. diate, and short-term credit. The arrows indicate the movement 
'of the securities from the maker to the ultimate purchaser. It 
will be observed, in the first place, that some funds under each 
division are supplied from local sources without requiring the in
termediation of any financial agencies. Thus, local money-iend
ers furnish considerable quantities of long-term credit, while 
local stores, implement companies, etc., supply intermediate and 
short-term credit in the form of goods purchased on time. 

Second, the chart does not make clear one important fea
ture of the farm mortgage business. Farms have been very com
monly purchased b'y the method of paying part down and giv
ing the seller a mortgage on the property for the balance. It 
will be seen that no intermediary financial institution is neces
sarY in such a case; hence this method of borrowing could DOt 
well be portrayed upon the chart. Many mortgages made subse
quent to the purchase are also consummated directly without 
the ~termediation of any third person or institution. This is 
indicated in the chart by the straight line connecting "Long
Term Credit" with "Individual Purchaser." 

Third, it will be seen that savings banks and trust com-· 
panies appear in two different places in connection with long
term crediL In the upper part of the diagram they are put 
down as distributors of farm mbrtgages while in the lower part 
they are grouped with insurance companie$, as final purchasers 
of mortgages and also of farm-loan bonds, as is indicated by the 
lines connecting with the Joint Stock and Federal land banks. 
Under intermediate credit, they also appear along with insur
ance companies, savings banks, and trust companies, as pur
chasers of" the debentures issued by the Intermediate Credit 
banks. 

It is necessary to add a word of explanation for placing 
commercial banks along with savings Iw1ks and trust companies 
as distnoutors of farm mortgages and debentures; for it is 
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coinmonly supposed that it is no part of the business of such 
institutions to deal in mortgages. The truth is, however, that 
many commercial banks and trust companies have farm mort
gage departments and engage in the buying and seIling of mort
gages. This is true not only of the commercial banks of the 
smaller towns but also of some of the large institutions of the· 
financial centers. 

Many of the small state commercial banks purchase real 
estate mortgages for investment purposes; and the trust funds 
administered by trust companies are in no small degree in
vested in farm mortgage securities. The part that savings banks 
playas purchasers of mortgages may be seen by reference to the 
statistics of savings bank investments as shown on pages 299 
and 305. It will also be recalled1 that the insurance companies 
have afforded the largest single outlet for the sale of farm mort
gages and that without their sllPPort American agriculture· 
would in the past, at least, have found it practically impossible 
to procure the funds required for its expansion and develop
ment. In this connection it should be noted that the chart does 
not clearly indicate the relative importance of the insurance 
company as a purchaser of farm-loan securities. On the other 
hand, it plays up the Federal Farm Loan System out of propor
tion to its immediate importance, though not, it is believed, to 
its ultimate significance in the rural-credit structure. 

Fourth, a line might also be drawn from "Long-Term 
Credit" to "Commercial Banks," for many loans have been 
made for fixed-capital purposes by state banks and trust com
panies, on mortgage security, and by national banks on single
or double-name promissory notes, indefinitely renewed. 

Finally, the chart does not adequately indicate the function 
that co-operative credit associations perform in furnishing work
ing capital for agriculture. A brief discussion of the work of 
these institutions is, therefore, necessary. There are numerous 
co-operative plans in use .. Under one method, for example, dairy 

• See p. 31'. 
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farmers enter into an agreement with· a local banker, or other 
money-lender, to adopt an approved system of dairying. The 
lenders of the funds buy the dairy stock and sell it to the farm
ers at actual cost, plus a percentage to cover expenses. Under 
this method the lender takes the farmer's personal note, with or 
without indorsement, or, as the case may be, with mortgage se
curity on the stock purchased. Another plan similar to this calls 
for a joint guaranty by a group of farmers that the loans will 
be paid, each member ot the group also assuming individual lia
bility for the entire loan. 

Some very interesting credit unions have also been devel
oped for making short-time loans to Jewish farmers; The Jewish 
Agricultural and Industrial Aid Society had, in 1913, seventeen 
credit unions, all located in eastern states. The principle under
lying these co-operative associations is the extension of credit by 
the association as a whole to allY member who is in need of funds. 
These unions are quasi-philanthropic enterprises, and the loans 
are made at an exceptionally low rate of interest. (For further 
discussion see pp. 687-88.) . 

Although co-operative credit unions have been used success
fully for many years by farmers in European countries, these 
associations have not had a similar growth in the United States. 
The type of agriculture carried on in this country is so different 
from that in Europe that credit Institutions adapted to Europ~an 
conditions do not seem to meet the requirements of the American 
farmer. These productive credit unions are to be distinguished 
from co-operative associations in the field of marketing. (See 
pp.626-2 7·) 

With this preliminary survey of the problem of agricultural 
credit in mind, we may turn to a consideration of the practical 

. operations of the various financial agencies that are utilized in 
raising funds for agri~uItural purposes. It will be found expe~ 
dient to discuss the various types of farm credit institutions in 
the order of their historical development. 
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A. Short-Term Credit 
The working or operating capital used in agriculture is de

rived from a variety of sources--from commercial banks, cattle 
loan companies, private individuals, implement manufacturers, 
canning factories, local merchants, wholesale dealers, etc. The 
security back of -farm loans alSo assumes a variety of forms. 
An estimate by the United States Department of Agriculture' 
placed the amount of bank loans to farmers on personal and col
lateral security on December 31, 1920, at $3,869,891,415, or 13 
per cent of the total loans and discounts of all of the banks of the 
country_ Thirty-six per cent of the total had no other security 
than the farmers' single-name written promise to pay; while 32 
per cent was covered by notes bearing one or more endorsements. 
Chattel mortgages on live stock covered 18.3 per cent of the 
total; warehouse receipts, 1.4 per cent; stocks and bonds, 4.2 
per cent; and miscellaneous, 1.9 per cent. 

I. TRADE CREDIT 

Until comparatively recent times the farming communities 
have in fact borrowed the larger portion of their working capital 
from other than banking sources~ For reasons which need not 
here be considered, the farmer typically purchased the supplies 
needed for current use on the farm from the local stores, paying 
for them in the autumn after the sale of the season's crops. 
Such credit was usually extended without the requirement of a 
promissory note; it was book credit, with the merchants as a 
rule keeping the only records. Since the risks were relatively 
large, collections being slow and uncertain, the merchants neces
sarily added a substantial amount to the price of the goods in 
order to cover the risks involved. The looseness of the system, 
moreover, opened the way to exorbitant or usurious charges. 

The system 0/ trade credit has had its most extensive devel
opment in the South, particularly in connection with the grow
ing of cotton and tobacco by small landowners and tenaDts. 

• Bulletin, No. 1048. 
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Under this system a local merchant or dealer at the beginning 
of the crop-growing season extends a line of credit at the store 
to a cotton-grower, for example, and takes a "lien" on the cot
ton crop, or a chattel mortgage on the crop plus any other prop
erty which the borrower may own. It is the custom to grant a 
maximum trade allowance per month, the amount varying with 
the community Ilnd with the color of the tenant. The interest is 
nearly always deducted in advance, and it appears that the bor
rower has, as a rule, been greatly overcharged for his goods. 
Perhaps the worst evil of this system is the fact that the bor
rower is virtually at the mercy of the storekeeper. 

The owner of the land, as well as the local merchant; fre
quently advances the trade credit to the tenant. It is also some
times furnished by a "cotton factor" acting as the agent of a 
large cotton-dealer. In some cases, moreover, the advance takes 
the form of actual money rather than goods. Private individuals 
have in many communities also made money loans to cotton
and tobacco-growers. 

A very interesting development in rural credit in recent 
years has been the furnishing of seed and supplies to farmers by 
fruit- and produce-dealers, wholesale grocers, canning factories, 
etc. It appears that in many cases the advances take the form 
of actual money-the amount of the loans being deducted from 
the 'price of the crops, whiclt are sold to the concerns which have. 
furnished the capital required. 

While this trade credit is extended directly by the local 
merchants, aealers, etc., the banks nevertheless ordinarily play 
an important part in the process, for the local merchants and 
dealers meanwhile usually borrow thi funds from the local 
banks or are carried by wholesalers and dealers higher up in the 
trade; in this event these latter middlemen borrow heavily from 
the banks of the larger centers. In many cases, moreover, par
ticularly in the farm-implement line, the credit is extended by 
the manufacturers who borrow the necessary funds from the 
banks of the financial centers. 
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This farm-implement credit, it will be seen, is ordinarily 
used for what may be called "fued-capital purt>oses." Much of 
this credit is extended,however, for a period of only six months, 
for the reason that many tools and supplies last for one season 
only. In the case of harvesting machines, however, the common 
practice has been for the manufacturer to allow three years for 
payment, one-third being paid in cash at the en<\ of the first sea
son, with promissory notes given for the balance. These ·notes 
are usually guaranteed by the retail-dealer, who acts as the 
local agent for the manufacturer. 

While this system of selling farm implements still prevails 
t-o some extent,' and while it is true that a vast amount of trade 
credit is even now extended to farmers by local merchants, re
cent years have witnessed marked changes in agricuIturaI-credit 
methods .. With the gradual development of business principles 
in the conduct of agriculture, which came with the passage of 
the frontier and the intervention of scientific farming, farmers 
have come to see that paying cash for fertilizer, seed, and other 
supplies saves money, even if the cash required has to be bor
rowed from the bank. The interest paid to the banks is, as a 
rule, substantially less than the amount of the discount on the 
price of the goods that is given for cash paymenL In fact, the 
average cost of credit secured from merchants and landlords 
appears to be something like 25 per cent in the southern states.' . 
II. COMMERCIAL BANK LO.-\..o.~S FOR AGRICULTURE 

The chart on page 607 indicates that the operlting capital 
used in agriculture, in so far as it takes the form of funds rather 
than goods, is borrowetl largely from the commercial banks . 

. Th~ gradual change in farm financial methods discussed above 
revealed that in many localities the banking facilities for mak-

• It was discontinued in 1919 by the International Harvester Co., in 
favor of cash sales, the farmers' growing afDuenee making the change p0s-

sible. • 

• See, for example, "Farm Credits in North Carolina,· BIIlk,;" 01 'M 
Xo,I" Ca,olhta Delarlwand 01 Agrind/url, May, 1923. 
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ing short-time loans to farmers were not wh911y satisfactory. 
Under the influence of long-estahlished custom, many of the 
bankers regarded the farmers as unimportant borrowing constit
uents; too often the local bankers looked merely to local indus
tries for their support. But the"agitation on the subject of rural 
credits, both long- and short-term, which preceded the passage 
of the rural credit law in 1916, aroused the country bankers to 
the need of cultivating their agricultural constituents. The be
lief was widespread in fanning circles at the time that both the 
national and state commercial banking systems were designed 
primarily to promote industrial, and commercial activity, and 
that the farmers of the country were being sorely neglected. The 
very high rates currently paid by farmers for short-time loans 
seemed conclusive evidence on the point. 

While the charge that ~e country bankers were neglecting 
agriculture was unquestionably greatly overstated--so far as 
short-time loans were concerned-there was, nevertheless, a 
measure of truth in the contention. In any event, fearing the 
loss of an important and rapidly developing borrowing constitu
ency, as the farming communities became more prosperous with 
the era of rising prices that began in 1896, the country bankel? 
have become assiduous in fostering cordial relationships with 
their farming constituents. 

The. extension of banking facilities throughout the small 
towns of the country and the growing interest of the banker in 
his rural constituents have been extremely significant events in 
the history of American agriculture, for the bankers are now 
in many places taking a vital interest in the improvement of 
both farming methods and rural life; and they are co~perating 
with the farmers in every possible way in furthering agricultural 
progress. Not the least important of the bankers' services lies 
in the dissemination of information on all phases of agricultural 
development. The "farmers' bank" is becoming a common insti
tution fD many regions; and the services that. such a bank may 
perform in promoting the interests of agric~lture are of incal
culable importance. 
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The making of bank loans to farmers involves certain prob
leIDS essentially different froin those associatt!d with commer
ciallending in the large financial centers. In the first place, the 
relations between banker and customer are, in the nature of 
things, personal rather than impersonal; in the second place, 
the farmer is seldom in a position to furnish even a rough state
ment of his financial condition; and, in the third place, there 
are greater uncertainties in agriculture than in most commer
cial or industrial lines, weather conditions being a determining 
factor. In consequence, agricultural lending is still largely con
ducted on "old-fashioned" banking principles. The banker 
drives out through the country and gets a bird's-eye view of the 
farm and of the condition of tne crops; he inquires as to the 
amount and value of the live stock on hand; and in general 
keeps in touch with the character and habits and the political 
and financial activities of the borrower in question. 

With the development of agricultural accounting, however, 
these methods are changing, though slowly; and it is not impos
sible that, under the conditions that will obtain when farming is 
eventually conducted on business-like principles, country-bank 
methods will be siInilar to those that now prevail in the larger 
financial centers. 

The risks involved in agricultural loans is being reduced, 
not merely by the development of farm accounting and "the gen
eral improvement in farm methods, but alsO by the growth of 
crop insurance. In the Northwest, for example, the bankers 
often insist upon hail insurance before credit will be extended. 
In the South, insurance against pests in connection with cotton 
and tobacco-raising is also beginning to be required. 

Renewals 01 agricultural loans are very common.-Agricul
turalloans for working-capital purposes are usually extended by 

. the banks for from four to six months, to coincide with the crop
growing period. Because of the uncertainties involved, both as 
to the time at which agricultural produce will be sold and as to 
the amount of the returns-which depend both upon the size of 
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the crop and the price at which it may be sold-renewals of agri
cultural loans are extremely common. These renewals are, more
over, not merely temporary extensions; they are very common
ly extensions which must be carried over for an entire year, until 
a subsequent crop shall have been garnered and sold. Indeed, 
it has been the rule, rather than th~ exception, that at least a 
part of the loans granted to farmers during the crop-growing 
period are carried over, extended for an indefinite number of 
years. This practice is in part attributable to the fact that the 
National Bank Act did not permit nationall?anks to loan on the 
security of real estate mortgages, in consequence of which the 
national institutions--in order to' meet the competition of the 
state banks--made loans for fixed-capital purposes to farmers 
merely on the security of their single or indorsed promissory 
notes. In the nature of thiogs, such loans usually had to be ex
tended for a long period of years. 

In many cases, however. this constant renewal of loans mere
ly indicated a continuous need of the farmer for borrowed 
working capital. While unable to payoff a year's loan in full, 
after meeting living requirements, the farmer was usually on the 
up-grade, financially speaking; and the banks were merely car
rying him during the years of his adversity. In many other cases 
a bad year, ora series of them, necessitated continuous'financial 
aid from the bankers. While one may reflect that such loose ex
tension of credit constituted a very dangerous financial practice 
for commercial banks, it should be borne in mind as an extenu
ating circumstance that it appeared to the country bankers to 
be incumbent upon them to assist agricultural borrowers in' 
times of adversity when they needed assistance most, quite as 
much as to extend them credit when their needs were less. 

On the whole, it appears that such practice has not occa
sioned an extremely high mortality rate among country bank
ers. Like the banks of the commercial centers, the country insti
tutions do not ordinarily rely upon maturing loans for the nec
essary liquidity of their assets. Before the establishment of the 
Federal Reserve System they relied upon b~ing able to get as-
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sistance from correspondent banks in times of credit strain, 
through various methods, as outlined on pages 437-39· The re
sponsibility for upholding the financial structure as a whole was 
thus placed upon the banks of the financial centers. Since tlie 
passage of the Federal Reserve Act, the country banks rely both 
upon rediscounting' a..,"IicuUural paper with the Federal Reserve 
banks and upon securing aid from city correspondent banks. 
The responsibility for tiding the country banks over an emer
gency has therefore been shifted, directly and indirectly, to the 
Federal Reserve institutions. 

In view of the large number of country-bank failures dur
ing the last few years, the statement made that the length of 
loans and the practice of renewing them has not caused an ex
tremely high mortality rate may, perhaps, be questioned. The 
truth of the matter is, however, that it was DOt the term of the 
credit that caused the failures; it was rather the great slump in 
agricultural values following the boom period ef 1919-20. Agri
cUltural credits would have been "frozen" quite as much if the 
notes bad all been made for three months as when the notes were 
made for six or nine-months.' 

B. Intermediate Credit 
Xatural conditions affecting agricultural production and 

marketing require that a considerable portion of agricultural 
loans must run for periods of from six months to three yearS. 
Before discussing the intermediate credit institutions which 
have recently been de\'eloped with a view to meeting these 
.financial requirements, it wiIl be desirable to consider the cattle 
loan company, an institution called into existence to meet the 

,financial requirements of the live-stock industry. 

I. THE CATTLE LOA.'l COlIP.\..'o'l" 

The modem cattle loan company, as it existed in 1920, was 
mainly a development subsequent to the opening of the tw-en

aSft Claude L ~r, TIN F,tkrGll __ dMu. Cnda S:l~na. 
cbap.lIi. ' 
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tieth century. It came into existence primarily to finance the 
growing of cattle on the ranges." To a much lesser extent it 
served to finance the feeding of cattle on an extensive scale in 
the Corn Belt states. In brief, the cause of the development of 
the cattle loan company was the inability of 'local banks in the 
cattle-growink-and-feeding regions to supply the large volume 
of loans required by the cattlemen. Unlike ordinary agricultural 
operations, cattle raising is typically conducted o~ a relatively 
large scale, and the cattle-borrower accordingly requires loans of 
large average size--large enough to absorb the entire lending 
resources of mo?t local banks. Banking laws which restricted 
the volume of loans that might be made to anyone borrower, 
together with the fact that the financing of U'le cattle industry 
by the l~cal banks would have resulted in an undue concentra
tion of banking ~isks, made it n~cessary that the funds required 
in flOancing the raising of cattle be secured through financial 
institutions in tlae large money centers in the East. This the 
cattle loan company made possible, by acting as an intermediary 
between the borrowing cattlemen and th,e lending institutions 
in the ,financial centers. 

Prior to the development of the cattle loan company, the 
cattlemen had to depend chiefly upon loans from state and na
tionql bankS'. There were located in the live-stock markets, how
ever, a few large commission firms which loaned funds to the 
cattle industry. These agencies possessed no adequate ma
chinery for a thorough investigation of prospective loans, or 
for careful supervision of loans once consummated. The losses 
accordingly proved very heavy and cattle paper was in bad re
pute for many years, the cattle industry meanwhile being handi
capp'ed by a dearth of funds. A somewhat more stable industry. 
after. the opening of the century and the development of better 
credit analysis in. the making of cattle loa.ns, however, gradu
ally lessened the disfavor into which this class of paper had 

• Sheep growing is also financed to a considerable extent' by methods 
similar to those outlined in this section. 



618 FINANCIAL ORGANlZATIqN 

fallen. In fact, during the decade from 1910-20 catOe paper 
came to enjoy an enviable reputation among the banks of the 
large financial centers. In the latter part of the decade the ad
vancing price of live stock and the increased costs of production 
made necessary the- use' of much larger amounts of money by 
cattlemen; and the number of cattle loan comparues increased 
rapidly. 

Two typ~s oj cattle loan companies were developed. First, 
are those which are organized and managed by individuals 
who make this their sole business. Second, and more important, 
are the companies affiliated with state and national banks. The 
stock for these companies is subscribed. by the directors and 
stockholders of the allied banks. Some of the officers .and staff 
of the bank are, as a rule, also in active ma~agement of the 
cattle loan company. The purpose of this second type of organ
ization is chiefly to permit the expansion of the bank's activities 
in ways that would not be permitted under the terms of their 
incorporation. Nominally an independently organized institu: 
tion, such a company is in reality a department of an ordinary 
commercial bank. 

Nearly all of the cattle loan Companies are now located in 
the large packing centers, although there are several on the 
Pacific Coast. The affiIiated companies are usually connected 
with the large live-stock national banks, located at the packing 
centers. These were formerly owned and controlled in many in
stances by some of the large packers, but owing to the financial 
difficulties following the world-war, several -of them have passed 
into other hands. A location in a packing center has advantages 
in that the cattle can be inspected and the marketing .of stolen 
Cattle can more easily be detected. The packing centers are, 
moreover, the focal points of all important developments affect
ing the cattle industry; and hence the policy of the company can 
be adjusted more promptly to meet the changing conditions of 
the industry. 

The' two principal types of cattle loans are: ( I ) range 
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loans, and (2) corn-belt loans. The range loans, which give rise 
to the great bulk of cattle paper, may be subdivided into two 
classes: (a) loans on breeding herds, and (b) loans on stockers. 

The purpose of the "breeder" loan is to finance herds of 
cows where the production of calves IS the object in view. This 
type of loan resulted in enormous losses following the war, and 
is not looked upon with favor by most of the present companies. 
Since such loans are in the nature of fixed-capital operations, 
they should typically run for from two to three years, instead 
of six months, which is the standard term for cattle paper. 

"Stocker" loans include loans on young stock to be grazed 
until more nearly mature and loans on mature steers during the 
final grazing period. In the latter case the "steers" are purchased 
in the spring, grazed in Kansas or Nebraska or the Dakotas, 
during the summer, then sold in the autumn to the packing
houses, or to feeders for further fattening. Loans of this type are 
sometimes referred to as "summer loans." 

Range loans are largely found only in the western states. 
They are not so popular as feeder loans on account of the larger 
risks occasioned by uncertain feed, inclement weather, disease, 
and other hazards. The majority of ranges today, however, are 
fenced, and such loans when made under proper supervision and 
on a conservative basis are reasonably safe. 

Corn-belt loans are chiefly loans on beef steers ready to go 
on grain feed prior to their sale as finished beef. These loans are 
regarded as particularly satisfactory in view of the fact that the 
cattle which constitute the security are to be sold for cash with
in a relatively short period of time, and because the value of 
the cattle naturally increases as the steers put on weight and' 
improve in qUality. Moreover, the· dangers from inclement 
weather, disease, and accident are relatively small. Such paper 
ranks with the best class of commercial paper. 

A distinct tendency to carry young cattle for a considerable 
period of time in the Corn Belt states has created what may be 
classed as "semi-feeder loans." Such loans are on younger stock, 
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which graze for some months before being put on grain feed; or 
which are carried over the winter on roughage and then fattened 
on grain in the spring a~d summer. On account of the attract
iveness of corn-belt loans, a large percentage of them are taken 
directly by commercial bimks, leaving only a relatively small 
amount that can be secured by cattle loan companies. 

The loan company makes a careful credit analysis. Before 
a loan is granted, the borrower is required to fill out a "form" 
statement furnished by the cattle loan company showing his 
assets and liabilities, the amount of insurance ,carried, etc., and 
giving a detailt!d descril>tion of all the cattle which he has avail
able as security. The truth of the statement is attested before 
a notary public. Second, the. borrower is required to fill out 
what is known as a "brand sheet," which gives in both illustra
tive and descriptive form the brand employed by the borrower. 
This permits identification of the cattle at any subsequent time; 
and it enables the lender to ascertain from the county clerk 
whether any previous loans have been made on these same tat
tle. Third, a careful investigation is made of the moral respon
sibility and financial ability of the borrower. Commercial agen
des and special references are used as sources of collateral in
format~dn; and particular attention is paid to the reports of the 
inspectors who are employed by the cattle loan company. 

Finally, the borrower is required to sign a promissory note 
and give a chattel mortgage on the cattle, whether they are al
ready in his possession or yet to be purchased. The reason for 
requiring the chattel mortgage is that the loan company is usu
ally located at ·a considerable distance from the borrower, and 
since the cattle are "movable" property it would be easy for Ii 
dishonest borrower to disI10se of them without the knowledge of 
the company. Further, inasmuch as the chattel mortgage is 
placed on record with the proper county authority, it consti
tutes legal notice to the public that by virtue of the mortgage 
the real title to the cattle rests in the loan company. Accord
ingly, any individqal who purchases the cattle is responsible 
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for the payment of the loan. An added reason for the use of col
lateral security, in the case of cattle loans, as in the previous 
cases where we have observed the depositing of collatera., is the 
convenience of the process. The cattle are intended to be kept 
during the life of the loan, and it is a simple matter to give a 
chattel mortgage against them. 

Cattle pape, ;s sold chiefly to the banks in tire financial cen
ters. ,The loans range in size from one or two'thousand to five 
hundred thousand dollars. Before 1920 the average loan was 
probably in the neighborhood of twenty-five thousand' dollars; 
but the advance of agricultural settlement into the regions for
merly given over almost entirely to cattle production is continu
ously tending to decrease the size of the average herd of range 
cattle, with the result that the average loan today is less than 
it was ten years ago. Cattle loan companies usually hold for in
vestment only a very small number of the notes which they re
ceive, the bulk of the paper being 'promptly transferred to the 
banks in financial centers. 

Like the commercial paper houses, cattIe loan companies 
usually advance the funds to the borrower before the paper is, 
sold to bank.s. In order to do this, it is necessary for them to 
borrow large sums from commercial banks, using cattIe paper as' 
collateral, They are unlike commercial paper houses, however, 
in that they indorse the paper ,which they sell. The paper is 
sold to the city banks 'at rates somewhat below the rates which 
the borrowers pay, Prior to 1920 the spread between the rate 
paid by the cattlemen and the rate received by the banks which 
bought the paper fluctuated between 2 and S per cent, and on 
the average, it probably exceeded 2~ per cent. The spread va
ries from time to time with changes in 'money-market conditions, 
but the margin is commonly sufficient to make the cattle loan 
business a lucrative one. It should be understood that this dif
ference in interest rates constitutes the principal source of the 
company's profits. 

Large loans are usually broken up into' notes of one-, five-, 
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or ten-thousand-dollar denominations, although sometimes a 
loan of fifty thousand dollars or more is sold to a single large 
investor. In such cases the investor is given a duplicate certi
fied chattel mortgage. But where the loan is broken up into 
small denominations, each investor is given what is known as a 
"certified trust receipt of chattel mortgage." The purchaser of 
the cattle paper, however, always looks to the loan company for 
payment; and the companies assume the responsibility of collect
ing from the borrower. ' 

Cattle loan companies have performed important economic 
services. We have already seen that the local banks, as a rule, 
have possessed inadequate lending power for the needs of cattle 
growing and feeding and that access to the funds of financial 
centers has been indispensable to the continued development of 
this basic industry. The development of the cattle loan c;om
panies has undoubtedly stimulated the growth of the live-stock 
industry and in consequence the improvement of agriculture in 
general. 

The cattle loan business was dealt a te"ific blow by the col
.lapse 0/ live-stock values in I92o-2I. During ' the war and the 
period of post-war boom the cattle loan companies' enormously 
expanded their operations, making hundreds of millions of dol
lars of cattle loans, based on enormously inflated live-stock 
values. Accordingly, the drastic decline in prices, coupled with 
a ·period of severe drought which ensued; necessitated the liqui
'dation of vast quantities of cattle paper at prices which entailed 
such enormous losses that practically all of the companies that 
had sprung into existence during the preceding six years were 
wiped out. Only a relatively small number of the older and 
more conservatively managed companies survived. Inadequate 
credit analysis played a part in producing such wholesale fail
ures; but the primary cause was the general inflation of values 
which was characteristic of the time and which also resulted in 
the failure of so many banks in the agricultural regions. 

The failure of many of the cattle loan companies resulted 
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in passing a considerable portion of the loss on to the banks 
which had purchased the paper, and in consequence cattle paper 
again became very unpopular. It is interesting to note that the 
remaining solvent companies, somewhat chastened by recent ex
periences, have become as cautious as they had previously been 
imprudent. The general organization of the companies is, how
everLthe same today as it was prior to 1920. 

The cattle loan companies are permitted to rediscount their 
paper at tlte Federal Intermediate Credit banks. Since the cre
ation, in 1923, of the Federal Intermediate Credit System, cattle 
loan companies have been afforded improved connections with 
the financial centers of the country through articulation with the 
newer forms of agricultural credit institutions. As the chart on 
page 607 indicates, the cattle loan company is in an intermedi
ary position, between the cattle men, on the one hand, and the 
Federal Intermediate Credit banks and the regular commercial 
banks, on the other. Their paper may now be rediscounted at 
the intermediate credit banks or sold to commercial banks in the 
larger financial centers, as the company may elect. The com
panies are thus much less dependent upon the surplus deposits 
of city commercial banks as an outlet for their paper than they 
were before. In other words, their position in the general credit 
system of the country has been strengthened.' 

II. THE FEDERAL INTERMEDIATE CREDIT BANKS 

The farmers' needs for intermediate credit are not confined 
to the live-stock indust~y. In fact, no small proportion of the 
farmers' agricultural loans must run for periods of more than 

, At the present time, however, the Federal Farm Loan Board has 
ruled that such cattle loan companies as secure funds from the intermediate 
credit hanks must dispose of all their paper at these banks. The purpose 
of the ruling VO"aS. to prevent the cattle loan company, in the period of 
depression. from disposing of all their best paper to the banks of the 
cities, lea\'ing only the poor paper for the intermediate credit banks. IuJ 
a result, the cattle loan companies have thus far made very little use of 
the facilities offered by the intermediate credit banks. When the condition 
of the live stock industry improves, this ruling will no doubt be abrogated. 



FINANCIAL, ORGANIZATION • 
six months. Country banks have'endeavored to meet this de
mand for credit by extending loans to the fatmers for six months, 
and then renewing them when they come due. But since such 
loans often fell due at times when the country banks were short 
of funds, the farmers not infrequently found it impossible to ob
tain renewals and were in consequence seriously embarrassed in 
their operations. This was particularly true during the severe 
agricultural depression of 1920-21.8 The unnecessary losses dur
ing this period proved so great that the agricultural interests in
sistently demanded the establishment of special rural-credit in
stitutions whose sole function would be to furnish intermediate 
credit to agriculture. The failure of the cattle loan companies 
to meet adequately the financial needs of the live-stock industry 
contributed to this movement for rural-credit reform. As a result 
of the agitation, Congress passed the Agricultural Credits Act 
of 1923, establishing the Federal Intermediate Credit System, 
.designed to fill the gap between the fields occupied by commercial 
b,anks and by long-term investment institutions. 

The Federal,Intermediate Credit System is patterned after 
the Federal Reserve System. The central institutions ~f this 
system are known as Federal Intermediate Credit banks. These 
banks are established in the same cities as the twelve Federal 
Land banks and the districts for the Intermediate Credit banks 
are identical with those of the Federal Land banks .. The officers 
and directors of the land banks are made ex offi~io officers and 
directors of the Intermediate Credit banks. In actual practice, 
h~wev'er, special officers hav~ been appointed to direct the work 
of the Intt:rmediate Credit banks, and in every respect the ac
counts and records of the two institutions are kept separate. The 
Federal Farm Loan Board has supervision over the Intermediate 
Credit banks and exercises approximately the.same control over 
these institutions as it does over the Federal Farm Land banks. 

The Intermediate Credit banks are government institutions. 
Their establishment was made mandatory by Act of COQgress, 

• See Claude L. Benner, "Credit Aspects of the Agricultural Depres
sion, 1920-21," Journal of Political Economy (1925), pp. 94-106, 217-33. 
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and the Secretary, of the Treasury was directed to subscribe to 
their capital stock in'such amounts,as might be called for by the 
directors of the banks, not in excess of $5,000,000 for each bank. 
The United States government is and will remain the only stock
holder in these institutions. Up to the year 1929, the Treasurer 
has turned over $27,000,000 to the Intermediate Credit banks, 
the balance of $33,000,000 being subject to call by the directors 
of the banks with the approval of the Farm Loan Board at thirty 
days' notice. 

To secure such additional funds as may be needed in the 
conduct of their business, the Intermediate Credit banks are em
powered to issue and sell collateral trust debentures secured by 
agricultural and live-stock paper. These debentures are held to 
be instruments of the government and they enjoy the same tax
free exemption as the Federal farm bonds. While each bank is 
liable for the principal and interest on its own debentures, it has 
a contingent liability for aU the debentures issued by the other 

. banks. At the dose of 1928 the volume of intermediate credit 
debenture!> outstanding stood at $44,875,000 ¥ compared with 
$49,710,000 in 1924. 

The Federal Intermediate Credit banks make no direct loans 
t.P farmers. They are central credit institutions and occupy a 
position in the agricultural credit field similar to that occupied 
by the Federal Reserve banks in the field of commerce and in
dustry. These banks furnish funds to agriculture in part ~hrough 
rediscounting agricultural paper for other financial institutions 
which serve the farmer direct, and in part through what a~e 
known as qirect loans to co-oper;tive marketing associations. 
The Agricultural Credits Act provided that these direct loans 
may be made to the extent of 75 per cent of the market value of 
the products stored in warehouses as security. These intermedi
ate credit loans and discounts may be made only for assisting the 
production or marketing of agricultural products and live stock, 
and ~ust have a duration of not less than six months or more 
'than three years. 

Rates are established br e~ch Intermediate Credit bank with 
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the approval of the Federal Farm Loan Boa~d. The law pre
scribes, however, that the rat~ may not be in excess of 1 per cent 
above the coupon rate of the last issue of debentures. In practice, 
the spread has often been less than 1 per cent. Further, no Inter
mediate Credit bank may discount loans for a local credit agency 
if such local agency charges its customers more than 2 per cent,' 
above the rate it had to pay at the Intermediate Credit bank. The 
rates charged by the Intermediate Credit banks themselves fluc
tuate with changing money-market conditions but have typically 
ranged from 5 to 50 per cent. 

The volume of discounts and loans in Intermediate Credit 
banks has shown no great expansion in recent years. The total 
outstanding at the end of 1924, the first full year of operation, 
was $62,267,076; 1iI1d at the end of 1928 it stood at $81,277,-
200.64. The table on page 627 shows the distribution of these 
credits, by districts and also by the institutions handling them, 
for the end of the year 1928. 

It will be seen that discounts for national banks, state banks,' 
savings banks, and trust companies are negligible i~ quantity; 
moreover, the v~lume has declined since 1924. Discounts for 
live-stock loan companies and agricultural credit corporations 
have both shown a substantial increase since 1924 and now aR" 
proach in volume the loans made to co-operative marketing as
sociations. 

The most interesting development has been the decline in 
loans made to the co-operative associations. The total stood at 
$43,507,000 in 1924, whereas at the end of 1928 it was only $36,-
174,000. The explanation of this decrease in loans.to co-opera
tive marketing associations is ascribable in part to the liquidation 
of co-operatives, particularly those in the tobacco field; and in 
part to the competition of the banks of the financial centers. It 
appears that when funds are plentiful in the money markets the 
banks find this outside paper a welcome form of investment, and' 
they actively compete for it. 

The failure of the Federal Intermediate Credit System ta 
• Origin.i.Ily I Ya per cenL 



DISCOUNTS AND LOANS OF INTERMEDIATE CREDIT BANKS, DECEMBER 31,1928* 

Name of Bank National 
Banks 

State 
Banks 

Savings 
Banks 

and TruCit 
Companies 

Agricultural 
Credit 

Corporations 

I..ive--5tock 
Lo.n 

Companies 

Springfield ........ $ 3.750.00 ........... S 7.000.00 $ 648.713.02 .............. S 
Baltimore: . . . . . . .. 46.124.28 $150,682.82 6.000.00 
Columbia ....................................... . 
Louisville ....................................... . 
New Orleans ...................................... . 
St. Louis ...................•..................... 
St. Paul. .. . . ... . .. .......... 34,756.98 ......... . 
Omaha .....•....••............................... 
Wichita. . . . • . .• . .. .......... 2.483.33 ......... . 
Houston ................................ 77.500.00 
Berkeley ........................................ . 
Spokane ......•.................................. 

• A"nua/ Re;orl of p.,m Lo." Bo.,d, 1928. 

1.239.777 ·95·············· 
2.273.794.76 ............. . 

120,069.75 $ 85,926 .14 
2.001.329.82 140 ,675.56 

380.782.44 542,282.89 
6,961 .997.94 32,955.41 

.............. 5,803,873 .06 
92,654.35 492,100.31 

482.503.85 8.532,036.28 
3,553.179.92 5,826.476.60 
3. 236.188.32 "2,327.507 ·39 

Total 
Discounts 

lor 
Institutions 

Loans to 
Co-operative 

Marketing 
Associations 

659.463.02 ............. . 
1,442,585.05 $ 1,419.534.05 
2,273.794.76 3. 121 •2 50.00 

205,995.89 695,669·01 
2.142.005.38 6,000,000.00 

923,065.33 695. 657.29 
7, 029.710 .33 590 ,794. 27 
5,803.873.06 519.538 .83 

587,237 ·99 13,757. 129 ·55 
9,092,040.13 1,050,000.00 
9.379,656 .5 2 7,330 .995.13 
5,563.695.71 993.509.34 
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show any substantial growth indicates that the need of institu
tions to finance paper having a maturity of from six months to 
three years was greatly exaggerated. The loans for the short
term marketing process are of a character that can be handled by 
the regular commercial banks; and even those running up to nine 
months or a year are, as we have already seen, in many communi. 
ties han<lled by the commercial banks on three or· six months' 
paper with renewals. In this connection it is of interest to note 
that most of the paper handled by the Intermedite Credit banks 
runs for less rather than for more than a year. With the bulk of 
the live-stock paper financed by the commercial banks through 
the cattle loan companies, and with the farm machinery business 
financed by the manufacturers on trade credit, the amount of 
paper running for qaore than a year which it is necessary for the 
Intermediate Credit banks to absorb is com~tively limited. 

It remains true, liowever, that a good many co:ommunities do 
not have adequate local bankin~ facilities or ready access at all 
times fo the outSide funds required for the growing and market
ing of crops, and for these the facilities provided by the Inter
mediate Credit banks are important. The intermediate credit 
agencies, on the other hand, are too often regarded by borrowers 
as a source of credit with which to carry them over protracted 
periods of depression; one of the greatest problems of administra
tion has been to prevent the system from becoming the resort 
merely of those whose credit standing is not such as to enable 
them to procure accommodations elsewhere. When agriculture 
emerges from its state of more or less chronic depression, we shall 
have a clearer test of the general importance of this system. 

C. Long-Term Credit 

I. THE NATURE AND EXTENT OF THE.FARM 
MORTGAGE BUSL'"\LSS 

The volume of borrowing by agricultural interests for fi:ted
capital purposes is not fully measured by the amount of mort
gage and bonded indebtedness; for, as we have already seen, 
commercial and savings ~ have made many loans to agri-
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culture without collateral security. Farm mortgage indebtedness, 
however, assumed very large proportions in the years following 
the Civil War. According to the census report of 1890, out of a 
total number of 3,142,746 farms, cultivated by their owners, 
886,957 were subject to incumbrance. There were in addition 
1,624,433 tenant farms for which no data were collected. The_ 
aggregate value of the incumbered farms was $3,654,923,165; 
and the outstanding mortgages aggregated $1,085,995,960, the 
three states of New York, Iowa, and Illinois together having 
almost one-third of the total. The ratio of mortgage indebtedness 
to the value of the farm varied among the different states, rang
ing from 24.23 per cent in Utah to 54.54 in Mississippi, and 
averaging 35.55 per cent for the country as a whole. The great 
bulk of these mortgages was created for cOWltructive purposes, 
less than 3 per cent ~oing for farm apd house and family operat-
ing expenses.10 • 

As a m~tter of fact, farm mortgages usually increase during 
periods of agricultural prosperity and have a tendency °to de
crease during times when the farmer is less prosperous. Strange 
as this may appear at the outset, the causes for it are easily un
derstandable. The farmers, like other business men, are anxious 
to expand their operations when their business is profitable; and 
cons~uently they borrow more for this purpose during good 
times than in periods of depression. The census report of 1910 
indicated that, notwithstanding the great improvement in agri
cultural conditions that came with the era of rising prices begin
ning in 1896, the total mortgage indebtedness on farms operated 
by their owners stood in 1910 at $1,726,172,851, an increase of 
59 per cent in twenty years. In the same year the estimated 
mortgage indebtedness for all farms was $3,320,45°,000. In 1920 
the total mottgage i~debtedness on farms operated by their own
ers was $4,0°3,767,192, while the estimate for all farm mortgages 
was $7,857,700,ooo--an increase of 131 per cent during the ten 
most prosperous years in our agricultural history. Since 1921, 

,. Data taken from report on "Farms and Homes: Proprietorship and 
Indebtedness," Eleventll CenstlS 0/ 'lie United States (1890). 
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during a period of chronic agricultural depression, the growth of 
mortgage indebtedness has again been relatively slow. 

II. INSTITUTIONS UTILIZED IN MARKETING 
FARM MORTGAGES 

In discussing the raising of fixed capital for agricultural pur
poses it will be necessary to consider first the financial machinery 
employed before the organization of the Federal Farm Loan Sys
tem, in 19 I 6. The financial structure that had been developed 
up to that time is indicated in the chart on page 607 j it includes 
everything on the fixed-capital side of the diagram except the 
National Farm Loan associations, Federal Land banks, and Joint 
Stock. Land banks. It should be borne in mind that this rural
credit structure remains, even though a new agricultural-credit 
system has been devised. • 

While savings arid commercial banks and trust companies 
often act as middlemen in the disposition of mortgages, as is indi
cated"in the chart on page 607, the larger part of the farm mort
gage business is handled by local farm mortgage brokers and by 
mortgage companies, comparable to the investment banking in
stitutions considered in chapter xiii. In the early days of farm 
borrowing the local mortgage broker was practically alone in the 
field. But as the farm mortgage business has become more ~ten
sive, mortgage companies operating on a much larger scale and 
employing somewhat different methods have assumed a position 
of major importance. 

I. The local farm mortgage broker.'-The farm mortgage 
broker has his office in the center of an agricultural community 
and seldom extends the scepe of his operations beyond the limits 
of a single county. His function is merely to bring the farm bor
rower and the city lender together; he does not .advance any 
funds to the farmer or indorse the mortgage, which is made out 
directly to the purchaser. The profit of the farm mortgage bro
ker is derived from the difference between the rate of interest 
which the farm borrower.pays and the rate at which the mortgage 
is sold to the investor. In the early days, before the development 
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of competing mortgage companies, the brokers commonly se
cured very large profits. 

2. The farm mortgage company.-The mortgage companies 
conduct their operations on a much larger scale than do the bro
kers. Through a system of local agents they solicit mortgages 
throughout an entire state and in some cases in more than one 
state. They also utilize the independent mortgage brokers in 
getting in touch with borrowing constituents. 

In making a mortgage loan under this system the prospective 
borrower fills out an application blank furnished by the local 
agent. This application usually calls for information upon the 
following points: (I) the amount of the property to be mort
gaged that is under cultivation; (2) date of purchase; (3) the 
amount of present incumbrance, if any; (4) the nature and cash 
value of improvements that have been made on the land; (5) the 
present cash value of the land; (6) crops of the previous and cur
rent years; (7) the rental value; (8) the location ofthe land with 
respect to railroads, towns, schools, churches, etc.; (9) the as
sessed valuation and the amount of the tax thereon; (10) the 
amount of live stock on the premises; (I I) the total valuation of 
the borrower's property, both real and personal; (I2) the state 
·of the title to the property; and finally, (13) the purpose for 
which the money is to be b<;lrrowed. The local agent of the mort
gage company and two or more disinterested local residents are 
required to indorse on the application blank their sworn apprais
al of the value of the land. Upon receipt of the application the 
mortgage company sends an agent to inspect the property and 
make a report. If this report is favorable an agreement is reached 
as to the rate of interest and the comruission, and the mortgage is 
then ready for sale. The rate of interest is usually the lowest that 
will insure the sale of the mortgage at par in the financial centers. 

The commission received by the mortgage company is most 
frequently in the form of a lump sum deducted from the pro
ceeds derived from the sale of the mortgage. But another com
mon method is to make the commissiqn payable, in the case of 
a five-year mortgage, in ten semi-annual instalments secured by 
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the borrower's notes and by a second mortgage on the property. 
Under this method, in case any instalment is not paid, the entire 
commission automatically becomes due. The comQlissions re
ceived .by the mortgage companies have been large, particularly 
in the earlier days; it is said that for many years such companies 
never received commissions of less than 10 per cent of the 
amount of the ,nortgage. It may be added that real estate mort
gages usually run for either three or five years; and since the 
mortgages are very commonly renewed, additional commissions 
are commanded for securing extensions. Finally, it may be noted 
that, in addition to the commission received by the mortgage 
company, the local agent or broker charges the borrower whatever 
the traffic will bear I 

In making loans the mortgage companies follow a method 
somewhat different from that of the local farm-loan brokers. The 
mortgage is commonly made out, not to the purchaser directly, 
but t9 the mortgage company, which assigns it to a purchaser 
when one is found. The mortgage companies sometimes guaran
tee the mortgages which they handle, and sometimes they do not. 
In the event of a foreclosure of a guaranteed loan, the company 
takes possession of the property and pays the borrower out of its 
own funds, recouping through the sale of mort~ged property. In· 
the case of non-guaranteed 10aD5, there is no liability upon the 
mortgage company, but, neverthelesS, it often assumes the debt 
and takes possession of the land. The purchaser of the mortgage 
is usually agreeable to sum a procedure, for it relieves him of the 
trouble involved in making a settlement. It is said that large 
profits have been made by the mo~tgage companies from the sale 
of land taken under fo.rec1ClSure proceedings. 

There are numerous provisions designed to protect the pur
chaserof the mortgage. The borrower is required to assure the 
payment of the taxes and to keep the buildings insured for the 
benefit of the mortgagee. In case of a default in the payment of 
interest, or in the performance of any of the agreements, the 
lender may declare the e.ntire debt immediately due. ).t may be 
added that if the borrower succeeds, in such a case, in securing 
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funds with which· to make up arrears and have the loan rein
stated, the mortgage company receives a further commission or 
bonus for its service in reinstating the loan. 

Ma·ny mortgage companies issue debenture bonds. Instead 
of assigning the mortgages directly to investors many companies 
issue their own debentures, secured by the mortgages which the 
company has purchased. Such mortgages are assigned to a trust 
company, which holds them for the protection of the purchasers 
of the debentures. It should be noted· that the purchaser also has 
a creditor claim against all the assets of the mortgage company, 
which are usually invested in mortgages. The holder of a mort
gage that is guaranteed by a mortgage company is similarly pro
tected by the company's own investments. 

While the majority of the farm mortgage companies have 
been managed by men of high integrity and been conducted on 
sound business principles, the large profits obtainable in the busi
ness, particularly during periods of land speculation, have led to 
the organization of many irresponsible and dishonest companies. 
Such companies offer very high rates on mortgages on which 
they give ·their worthless guaranty. And in order to secure large 
commissions they m!!-ke loans far in excesS of the value of the land· 
which is offered as security. Such practices, it is needless to say, 
result not only in inevitable loss to investors but also in discredit
ing the mortgage business in general. 

Many of the farm mortgage companies have in recent years 
issued coupon notes and bonds in den~minations convenient for 
the purchaser of small means, the mortgage being held "in trust" 
after the fashion of corporate mortgages. In some instances, also, 
the bonds run for long periods of time, rather than for three or 
five years merely; in this event the amortization principle of 
paying off the mortgage is usually incorporated.ll 

The farm mortgage companies have in recent years grown 
rapidly in number, size, and influence. They are now united in 
a Farm Mortgage Bankers' Association of America, composed . 

n For an illustration of the amortization principle see p. 642. 
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of about two hundred members, including banks and trust com
panies with mortgage departments. 'Ihe purposes of the ass0-

ciation are to raise the standard of mortgage-bank practice, to 
promote constructive farm mortgage legislation, and to oppose 
legislation regarded as inimical to their own and to the general 
welfare. For example, the association conducted a vigorous cam
paign against the Federal Farm Loan System.Ji 

III. THE FEDERAL FARM LOAN SYSTEM 

The agricultural-credit structure that has been described in 
the preceding pages was never regarded with favor by the farm
ers of the country. The interest rates that prevailed in many sec
tions of the country were very high-in the view of the farmer 
exorbitantly high-while the commissions, legal fees, and renewal 
charges greatly increased the actual cost of the funds secured. 
This situation, together with the agricultural depression that 
prevailed more or less continuously from the end of the Civil 
War until the late nineties, was in no small measure responsible 
for the greenback and free-silver movements of that period. 
While the general prosperity that began in 1897 and continued 
almost uninterruptedly for a decade served to quiet for a time 
the farmers' discontent with monetary conditions, there neverthe
less remained a deep-seated conviction that agriculture was seri
ously handicapped by virtue of inadequate credit facilities. 

An insistent agitation for a reduction of rates on agricultur~ 
aI loans and for an impt\)Vement in the general conditions on 
which credit is extended to farmers began just prior to the World 
War. The movement for the establishment of a "panic-proof" 
commercial banking system was then already well under way; 
and an improved agricultural-credit system appeared to be a 
necessary complement. The agitation was given a great impetus 
by the timely appearance of a number of striking articles, which 
indicated that farmers in many sections of the country were pay
ing from 8 to 12 per cent for money, as contrasted with rates 

.. See pp. 650-52 for a cfiscussioD of the basis of the oppositioD of the 
Federal Farm Loan System. 
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of only 4 or 5 per cent in our industrial centers. It was also point
ed out repeatedly that farm loans in Europe could be secured in 
unlimited quantity at rates varying from 3 to 5 per cent. 

While much of the agitation on the subject of rural credits is 
due to false assumptions and to an inadequate grasp of the prin
ciples governing the rates of interest on different classes of loans, 
there was unquestionably just cause for complaint. Because of 
an inadequate organization of credit machinery, agricultural 
loans bore unnecessarily high rates of interest; while the short 
term for which mortgages were made commonly necessitated the 
payment of additional legal fees and renewal commissions, for 
which there was no sound economic reason whatever. 

As a means of affording relief, numerous proposals were ad
vanced, the most popular of which was the making of government 
loans direct to farmers at merely nominal rates of interest, 1 or 2 

per cent, the doctrine that the government should "do something" 
for agriculture, the nation's basic industry, always finding many 
eager adherents. Sounder ideas eventually prevailed, however, 
and the advocates of self-reliance and self-help won the day. 
The ultimate outcome was the establishment in 1916 of a Federal 
Farm Loan System. 

The Federal Farm Loan Act passed on July 17, 1916, 
marked the beginning of a new era in agricultural finance. In 
brief, the purpose of the law is, through an improved organization 
of credit facilities, to raise the credit standing of farm borrowers, 
to reduce commissions and legal fees, t01essen and equalize inter
est rates, and to enlarge the supply of funds available for agricul
tural development. In pursuance of this task the law provides 
for the organization of (I) Federal Land banks and National 
Farm Loan associations; and (2) Joint Stock Land banks. The 
former constitute the distinctive feature of the rural-credit sys
tem; the provision for the latter marks an attempt to develop 
private mortgage companies under constructive governmental 
supervision. 

I. Administrative framework of the system.-The rural
credit system is under the general supervision of the Federal 
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Farm Loan Board; composed of the Secretary of the Treasury 
(ex officio) and six other members, appointed by the President 
with the approval of the Senate. The members serve for eight 
years and receive a salary of $10,000 per annum, together with 
necessary traveling expenses. The duties of the Farm Loan Board 
are analogous to those of the Federal Reserve Board and the 
Comptroller of the Currency in connection with the national 
banking system. In brief, they supervise the operations of Fed
eral Land banks, Farm Loap. associations, and Joint Stock Land 
banks; regulate interest rates and other charges on loans; super
vise the issue of Farm Loan bonds; conduct examinations of the 
banks in the system; and publish annual reports, which show the 
condition of the various farm-loan institutions and present such 
additional data as may have a bearing upon agricultural credit 
in general. 

The act provided that Continental United States should be 
divided into twelve districts, in each of which would be located 
a Federal Land bank. In creating these districts the organization 
committee endeavored to group together, as far as possible, states 
of diverse character and development, as a means of minimizing 
the results of a crop failure in anyone region. In determining 
the location of the Federal Land bank in each district the Board 
sought to secure (I) reasonable approximation to the geographi
cal center of the district; (2) prompt and frequent train and mail 
service; (3) climatic conditions that would not impair the health 
of the officials; (4) congenial environment. As a rule, the larger 
cities were not selected, but rather those which had already 
shown an interest in agricultural development, or had been dis
appointed in not being selected as sites for Federal Reserve banks. 
The map on page 639 shows the district boundaries and the cities 
within which the Federal Land banks have been located. 

2. Federal Land banks.-Each Federal Land bank is man
aged by a board of seven directors. Three of the local directors 
are elected by the farm-loan associations of the district; three 
are appointed by the Federal Farm Loan Board and represent 
the public interest in the Land banks; and the seventh one, who 
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is designated a director at larg~, is appointed by the Farm Loan 
Board from Ii list of nominees submitted by the Farm Loan asso
ciations. The capital stock of each Land bank at the start was 
$750,000, divided into shares of $5.00 each. Although any per
son, firm, corporation, or state was perm\tted to purchase this 
stock, it did not prove attractive to these investors, and the Fed
eral Treasury was forced to furnish the funds to start the banks. 
(See p. 645 for subsequent development.) 

3. National Farm Loan associations.-The Federal Land 
banks occupy a position in the rural-credit system similar to that 
of the Federal Reserve banks, while the National Farm Loan 
associations, authorized by the rural-credit law, may be regarded 
as analogous to the individual member banks of the Federal Re
serve System. They differ from the member banks in one very 
important particular, however, namely, that they are co-opera
tive associations organized by a group of farmers for the specific 
purpose of securing credit through the Federal Land banks; they 
are not privately organized institutions conducting a general 
banking business, as is the case with the units of the Federal Re
serve System. 

The law provides that "ten or more natural persons who are 
the owners, or about to become the owners, of farm land quali
fied as security for a mortgage loan under this Act," may unite to 
form such a National Farm Loan Association. No persons, except 
borrowers on farm-loan mortgages, may become members there
of. The management of the association is vested in a board of 
five directors. The capital stock varies with the volume of loans 
.secured, one share of stock being issued for every loan of $200 (or 
major portion thereof). Thus the borrowers may receive divi
dends in case any are earned by the association. The shareholders 
are "held individually responsible, equally and ratably, and not 
one for another," for all debts and o~ligations to double the 
amount of their stock-holdings. 

4. Method 0/ making loans.-When an application for a 
loan is submitted to a National Farm Loan Association, a loan 
committee of the association appraises the value of the property 
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and makes a detailed report on the project. No loan may be ap
proved by the directors of the Farm Loan Association unless all 
three members of the loan committee recommend it; and before 
the loan is finally granted, it must also be approved by an apprais
er of the Federal Laqd bank from which the funds are to be se
cured. 

In case the loan is approved, the Farm Loan Association 
subscribes for capital stock in the Federal Land bank of its dis
trict to an amount equal to 5 per cent of the loan desired; the 
stock is hypothecated with the Federal Land bank as partial col
lateral security for the loan. The Farm Loan Association then 
indorses a first mortgage, which it has received from the borrow
ing member, over to the Federal Land bank, thus assuming a 
secondary liability for the payment of the obligation. 

The Federal Land bank advances the funds to the Farm 
Loan Association and issues its own debentures known as "farm
loan bonds," for sale in the general investment market. These 
bonds are issued only under specific authorization of the Federal 
Farm Loan Board. For purposes of administration each district 
has a Farm Loan Registrar (corresponding to the Federal Re
serve Agent of the Federal Reserve System), appointed by the 
Federal Farm Loan Board. When any Federal Land bank de
sires to issue bonds, it must deposit the mortgages which have 
been taken from borrowers with the Registrar, to whom they are 
assigned in trust as collateral for the bonds. 

The mortgage must always be a first lien on property owned 
by the borrower, and cannot exceed So per cent of the value of 
the land for agricultural purposes, and 20 per cent of the value 
of the permanent insured improvements. Incidentally, individ
ual loans may not be for less than $100 or for more than $25,000 

in amount, and a charter may not be granted to any Farm Loan 
Association unless the to~ of loans applied for is at least $20,000. 

No loans shall be made to any person who is not at the time, or 
shortly to become, engaged in the cultivation of the mortgaged 
farm; and the borrowing must be for one of the following pur-
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poses: to provide (a) for the purchase of land for agricultural 
purposes; (b) for the purchase of equipment, fertilizers, and live 
stock necessary for the proper and reasonable operation of the 
mortgaged farm; (c) for buildings and improvement on farm 
land; and (d) to liquidate indebtedness incurred for purposes 
(a), (b), and (c). 

Loans are made only on the amortization principle. Added 
security is afforded the lender by virtue of the fact that all loans 
must be discharged through amortization payments. Under this 
method each annual or semiannual payment by the borrower 
must include, besides interest on the loan, such an additional 
fund as will amortize, or liquidate, the debt within an agreed 
period, not less than five years nor more than forty years. It is 
also provided that, after five years from the date of the loan, 
additional payments of $25, or multiples thereof, may be made; 
or, if the borrower desires, he may payoff on any instalment date 
the entire remaining principal. The table on page 642 shows bow 
a $1,000 loan at 50 per cent interest may be amortized in thirty
five years by means of annual instalments of $65, which includes 
interest and a partial payment on the principal. Thirty-five 
years is recommended by the Board as a preferable duration for 
agricultural loans. 

It will·be seen that under this system the margin of security 
back of the loan gradually increases. The amortization system 
also has the very decided advantage that it enables the borrower 
to payoff the loan out of current funds, with the result that he 
scarcely feels the burden of discharging the obligation. Under 
the old system of three- and five-year mortgages, the farm bor
rower usually made no preparation for payment until the mort
gage was about due; whereupon the preparation commonly con
sisted in merely making arrangements for a necessary renewal, 
involving, as we have seen, substantial additional legal fees and 
commissions. Under the amortization plan the farmer is, in effect, 
compelled to save enough each year to provide for the eventual 
liquidation of the debt. The amortization system is analogous to 
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the provision of Ii sinking fund for the liquidation of corporate 
indebtedness.u 

Every farm mortgage bond is the obligation of all the Fed
eral Land banks. The bonds that are issued against the farm 
mortgages as collateral are the direct obligation not only of the 
Federal Land bank that issues it but of the entire twelve Land 
banks, jointly. Since the investments of these banks necessarily 
consist primarily of real estate mortgages and since, for the sys
tem as a whole, these mortgages are drawn from every part of 
the country, it will be seen that the risks of the Federal Land 
Bank System are very widely distributed. The law also pro
vides that of the capital of the Federal Land banks for which 
stock is outstanding in the name of Farm Loan associations, 25 
per cent must be held as quick assets, in the form of cash in vault, 
deposits in member banks of the Federal Reserve System, or in 
readily marketable securities approved by the Federal Farm 
Loan Board. Of these, not less than 5 per cent must be United 
States government bonds. Each Federal Land bank-given con
servative management in conformity with the law-is therefore 
practically certain to be in a position to meet its obligations as 
they mature. Certainly there would appear to be little chance 
that the system as a whole would not be able to meet its obliga
tions in full. 

The maximum interest rates that may be charged by any 
Federal Land bank is 6 per cent. It is also provided that in no 
event shall the rate charged to borrowers exceed by more than 
I per cent the rate of interest on the bonds issued by the banks 
themselves. That is to say, if the Federal Land bank should sell 

U It should be observed, however, that while the theory has always 
been that provision should be made for the liquidation of fixed-capital 
loans when they mature, it has been a very common practice, notably in the 
transportation industry, for the fixed-capital indebtedness to be renewed 
rather than paid. Indeed, it can almost be said that the tendency is for the 
fixed-capital indebtedness of corporations gradually to increase rather than 
decrease in amount as the age of the corporation increases. 
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bonds bearing a rate of 4 per cent, it could not charge the farm 
borrowers more than 5 per cenL It is important to note in this 

AN AMORTIZATION TABLE-

Payment IDstalment 10' ..... Arrliod .... Prlndpol Still 
No. PriDcipol I:Dp0i4 

I. ... , $65.00 $55·00 $10.00 $QQo 00 
2 ..... 65.00 54·45 10·55 970·45 
3····· . 65.00 53·87 11.13 968.31 
4····· . 65.00 53. 26 11·74 956 ·S8 
5···· . 65·00 52 .61 12·39 944·19 
6 •..... 65.00 51·93 13·07 931.11 
7····· . 65.00 51.21 13·79 917.33 
8 ...... 65.00 50 .45 14·55 1)01·78 
9····· . 65.00 49.65 15·35 887.43 

10 ...... 65.00 48.81 16.19 871.14 
II ...... 65.00 47.92 17·08 854.16 
12 •..... 65.00 46·08 18.01 836.14 
13····· . 65·00 45·99 19.01 81 7.13 
14····· . 65·00 44·94 10.06 797.07 
IS····· . 65·00 43·14 11.16 775·91 
16 ...... 65.00 42 .68 22.32 753·59 
17····· . 65.00 41 .45 13·55 730·04 
18 ...... 65·00 40 .15 14.85 70 5.19 
19····· . 65.00 38 .79 16.11 678·08 
20 ••.... 65·00 37·34 17.66 651.36 
21 •..... 65.00 35.82 19.18 622.14 
22 ..... 65.00 34. 22 30·78 591.36 
23···· . 65·00 32 .52 31 .48 558.88 
24····· . 65.00 30 .64 34.36 524.61 
25···· . 65·00 2885 36 .15 488.47 
26 ..... 65.00 26.87 38 .13 450 .". 
27···· . 65·00 24·77 40. 23 410 .11 
28 ..... 65·00 22.56 42·44 367.67 
29··· . 65·00 20.22 44·78 321 .119 
30 ..... 65·00 17·76 47·24 175·65 
31 ..... 65·00 IS .16 4914 225·81 
32 .... ,. 65.00 12·42 52 .58 173·73 
33·· .... 65·00 9·53 55 ·47 117.76 
34···· . 65·00 6·48 58 .51 59·24 
35··· . 62·50 3·76 59·24 . ............. 

$2,272 .50 $1,272 .5::> $1,000.00 

connection that principal and interest are expressly exempted 
from all federal, state, and local taxation.'· Legal fees and re-

.. This fact has gh-en rise to hitter contronrsy. See below, p. 66Q. 
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cording charges are also paid by the borrower; but they are much 
less in amount than under the old system of unregulated private 
lending. 

When the farm-loan system began operations, the bonds bore 
an interest rate of 4Yz per cent, the farmer paying 5 per cent. 
The rise in interest rates during the war, however, made it neces
sary to raise the rates to 5Yz per cent, with the farmer paying 6 
per cent, leaving, as before, one-half of I per cent to cover ex
penses incurred by the Federal Farm Loan banks. They are now 
once more at 5 per cent to the farmer; at this figure the farmers 
are able to borrow at as low rates as are high-grade industrial, 
public-utility, and other business enterprises. 

5. The Joint Stock Land banks.-These institutions were 
incorporated in the Federal Farm Loan System for the purpose 
of placing private mortgage business upon a more efficient basis. 
It was expected that a considerable number of the private mort
gage companies would reorganize as Joint Stock Land banks. 
The position of the Joint Stock Land banks in the agricultural 
structure is analogous to that of the Federal Land banks, al
though, as the chart on page 607 indicates, they make their loans 
direct to the farmers. The essential difference between the Fed
eral Land banks and the Joint Stock Land banks consists in the 
fact that the former are mutually owned banks, established for 
the purpose of giving the farmers mortgage credit at cost, while 
the Joint Stock Land banks, although under government super
vision, are private institutions operated for a profit. 

These banks must have at least ten incorporators, and the 
government may not be a stock subscriber. The minimum capital 
required is $250,000, one-half of which must be paid up before 
business is begun, and the rest before any bonds may be issued. 
Instead of a board of nine appointed and elected directors, they 
have a board of their own choice, not less than five in number. 
The size of the loan granted to anyone person is limited by the 
rules of the Farm Loan Board to $50,000, and the purposes for 
which the loan may be made are left to the discretion of the Joint 
Stock bank. The total amount of bonds that may be issued is 
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restricted to fifteen times the amount of the capital stock of the 
issuing bank, as compared with twenty times in the case of the 
Federal Land banks. 

Like ~e Federal Farm Loan bonds, the Joint Stock Land 
bank bonds must be secured by first mortgages on land and im
~rovements, the margin of security being identical in both types 
of bonds. The mortgages back of the Joint Stock Land bank 
bonds must be deposited in trust with the Federal Farm Loan 
Registrar, and the loans must be paid on the amortization plan. 
The main difference between the two types of securities lies in 

. the fact that the Joint Stock Land bank bonds are an obligation 
only of the issuing institution, whereas the Federal Farm Loan 
bonds, as already seen, are the joint and several obligations of 
the twelve Federal Land banks. 

State governments have also been interested in rural-credit 
legislation. During the past ten years a number of states have en
acted laws oesigned to improve agricultural-credit facilities. 
Most of these laws have made it possible for the states to loan the 
'farmers on first-mortgage security their permanent school funds. 
However, the states of South Dakota and Minnesota have gone 
farther than this. These states have enacted rural-credit laws 
which are designed to substitute for the farmer's credit the credit 
of the state. Under these plans, the state Itoes into the farm mort
gage banking business just as does tlte private individual. It 
sells its own bonds .and loans the funds to the farmers at cost. 
The state makes the loan, takes the mortgage, and assumes the 
risk of payment. A rural-credit bureau has been established, 
whos'e purPose is to supervise these loan operations. These two 
state systems practically duplicate the work of the Federal Farm 
Loan System, and it is very doubtful if they have a necessary 
place in our rural-credit structure. 

The Federal Farm Loan System has had a steady growth. 
The number of Natiorial Farm Loan associations at the end of 
1928 was 4,670, and they were widely distributed throughout 
the United States. The capital of the Federal Reserve banks has 
increased from $10:938,302 in 1917 to $64,754,249 in 1928. As 
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was noted on page 637, the capital stock of the Federal Land 
banks was originally subscribed almost entirely by the Federal 
Treasury. But as National Farm Loan associations are organized, 
the stock subscriptions of the members are used to payoff the 
Treasury investments. At the end of December, 1928, over 98 
per cent of the capital stock was owned by the National Farm 
Loan associations, the original contributions of the Treasury hav
ing been reduced from $8,892,130 in 1917 to $439,225. 

The following table shows the net amount of mortgage loans 
. outstanding at the end of each year from 1918 to 1928, inclusive. 

FEDERAL LAND BANKS, NET MORTGAGE 
LOANS OUTSTANDING 1918-28* 

Year Net Loans Year Net Loans 
Outstanding Outstanding 

1918 ...... $156 ,213,891 ·73 1924 ........ $ 927,567,597.78 
1919· ..... 293,595,395 ·35 1925 ........ 1,005,684,816.60 
1920 ..... 349,678 ,987.71 1926 ........ 1,077,818,724.32 
192 1 ....... 43 2 ,523,141 .°7 1927 ........ 1,155,643,871.38 
1922 •...... 639,486 ,434.55 1928 ........ 1,194,47°,°55.88 
1923 ....... 799,596 ,834.78 

* Annual Rep .. , 0/ ,Ire Fed.,al FMm Loa1l Bo.,d, 19.8. 

It will be observed that the rate of increase has been slow in 
recent years. This is attributable to a return to normal condi
tions, the demands for loans having been regarded as exceptional
ly large. In explanation of this trend, it is pointed out that, during 
the period when the constitutionality of the Farm Loan Act was 
under attack in the courts, the loan operations were largely sus
pended, and that when the law was upheld in February, 1921, 
there was an accumulation of business to handle. In the ensuing 
years large sums were also borrowed for the purpose of liquidat
ing frozen bank credits. 

Over three-quarters of the loans which have been made by 
the Federal Land banks have been used to liquidate other indebt
edness. From the date of organization to the end of December, 
1928, it is reported that 65.9 per cent of the proceeds of loans had 
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been used to payoff mortgages and other liens; 11.3 per cent to 
payoff other debts; 9.9 per cent to purchase land; 5 per cent for 
buildings and improvements; 2.9 per cent for equipment, fertiliz
er, live stock, and irrigation; and 5 per cent for stock in National 
Farm Loan associations. 

Foreclosure proceedings have been numerous. During the 
first twelve years of the system, 13,505 out of 482,432 loans have 
been subject to foreclosure proceedings, or 2.8 per cent of the 
total. The number of failures is to be attributed in part to the 
general depression of agriculture, but it has also been due in part· 
to bad management of the system. Until 1927 the management 
of some of the Farm Loan Systems was lax and inefficient. One 
difficulty appears to have been a lack of complete responsibility 
on the part of the directing boards of some of the banks, and 
in part to an oversympathetic attitude toward the borrowers of 
the communities in which the banks were functioning. Moreover, 
the Federal Farm Loan Board itself was not giving adequate su
pervision to the system. As an indication of the laxness that pre
vailed, it may be noted that, in 1927, it was discovered that 1,608 
associations had not been examined within the preceding twelve 
months; that 887 had not been examined for two years; 399 for 
three years; 251 for four years; and 14 had not been examined 
since they were organized. Since the reorganization of the service 
of the Board on July I, 1927, marked improvement has, however, 
occurred. It will be possible shortly to comply with the provisions 
of the Act that all Federal Joint Stock Land banks shall be ex
amined twice a year. The Appraisal Division of the Board has 
also been reorganized, and a uniform system of accounting is be-
ing developed. . 

'The table on page 647 shows the total loans made by the 
Federal Farm Loan banks from the organization of the system to 
December 31,1928, segregated by districts. 

The history of the Joint Stock Land Banks has been simillU 
to that of the Federal FlUm Land banks. The expansion of the 
loans was rapid fro~ 1922 to 1925, but bas since been practically 
stationary. The total capital of these banks at the end of 1924 
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was $34,487,185, with a surplus of $1,239,000; while at the end 
of 1928 the capital was $41,735,610, and the sUIplus, reserves, 

LOANS OF THE FEDERAL FARM LAND BANKS, 1928* 

Average 

Districts No. 01 Amount Loaned Total Acres Amount 
Loan. Mortgaged Loaned 

per Acre 

Springfield ..... 19,564 $ 62,365,787 2,472,700 $25. 22 
Baltimore .... 32,278 86,048,380 4,100,970 20.98 
Columbia .. ... 37,620 83,170 ,591 5,452, 813 15·25 
Louisville ...... 45,473 145,574,535 5,147,930 28.28 
New Orleans ... 68,871 135,195,384 II,05 2,454 12 .23 
St. Louis ... '" 37,673 122,007,272 4,653,447 26.22 
St. Paul. ...... 43, 104 159,626,870 7, 067,313 22·59 
Omaha ........ 32,338 192,665, 813 8.718,420 20.10 
Wichita ....... 34,735 108,599,986 10,904,299 9.96 
Houston ....... 62,461 169,292,099 16,314,044 10.38 
Berkeley ....... 17,523 65,420,305 2,062,862 31.71 
Spokane ....... 39,384 121,704,960 7,768 ,253 15·67 

Grand total 471,024 $1,451,671,982 85,715,505 $16·94 

* Anm,aI Reporl oj Federal Farm Loan Board, 1928. 

and undivided profits were $10,750,410. The increase in loans is 
shown in the following table. 

JOINT STOCK LAND BANKS 
NET MORTGAGE LOANS OUTSTANDING, 1918-28* 

Year Outstanding Year Outstanding 

1918 ......... $ 8,384,080.48 1924 ........ $446 ,429,453.92 
1919 ......... 60,037,898 .37 1925 ........ 545,559,200.05 
1920 ......... 77,958,642.06 1926 ...... 632,475,528.51 
191I· ........ 85,016,650 .38 1927 ....... 669,798,093.46 
1922 ......... 218,775,291.87 1928 ........ 656,516,475~62 
1923 ......... 392,638,853.58 

* An ...... / Reporl oj Federal Farm Loan Board. 1928. 

The total number of loans submitted by the Joint Stock 
Land banks to the Federal Farm Board for approval as collateral 
for bonds from the beginning of the system to December 31,1928, 

is 121,194. As in the case of loans made b'y the Federal Farm 
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Land banks, five-sixths of these loans have gone for liquidating 
indebtedness--7 7.4 per cent to payoff mortgages and other liens, 
6.6 per cent to payoff other debts. For the purchase of lands 
10.7 per cent was used, 3.2 per cent for buildings and improve
ments; 2.1 per cent for equipment, fertilizer, live stock, and irri
gation. 

A number of the Joint Stock Land banks have failed. In 
1924 there were 64 of these banks in operation; at the end of 
1926 there were 55 banks; while at the end of 1928 there were 
only 49, three being at the time in receivership. The explanation 
of these failures is primarily bad management rather than adverse 
agricultural conditions. In view of the fact that the securities 
issued by these banks are not, as in the case of the Federal Land 
banks, the joint responsibility of the group of banks as a whole, it 
is doubtful whether the business of these private mortgage com
panies will expand much in the future. 

IV. SIGNIFICANT RESULTS OF THE FEDERAL 
FARM LOAN SYSTEM 

The organization of the Federal Farm Loan System has ac
complished three important results: first, it has equalized farm 
interest rates throughout the country; second, it has enabled the 
farmers as a whole to borrow at lower rates than would otherwise 
have been possible; and third, it has broadened the scope of the 
market for agricultural securities. The foregoing description of 
the system furnishes all of the information necessary for under
standing how each of these results has been made possible. 

The equalization of interest rates has been accomplished by 
means of the provision which makes Federal Land bank bonds 
the obligation of all the Land banks, jointly and severally. It 
will be readily seen that so long as every bond is the obligation 
of all the banks, the investor, resident in a financial center, has 
no good reason for discriminating against the bonds of any dis
trict, however remote it may be; from his viewpoint, the bonds 
of each district are exactly as good as those of every other districL 
It should be noted, however, that this does not apply to the Joint 
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Stock Land bank bonds; for they are the obligations of the issuing 
bank only. 

The lowering of farm interest rates has been made possible 
by means of the co-operative borrowing an4 the improved or
ganization of credit information for which the system provides. 
Under the private mortgage system the primary rea:son for the 
high interest rates in remote agricultural regions is the lack of 
reliable information on the part of the lender as to the character 
of the borrower and the adequacy of the property offered as se
curity. Because of the distance involved, the lender has to rely 
upon the recommendation of the local farm mortgage broker or 
upon the uncertain appraisal of the local agent of a mortgage 
company.1G Under the Federal Farm Loan System the lender 
relies upon the appraisal of a group of farmers organized in a 
co-operative Farm Loan Association, checked by an independent 
appraisal of an agent of the Federal Land bank. 

Moreover, as we have already seen, the payment of the loan 
does not depend upon the character and financial standing of a 
single individual Borrower; for the loan is the joint obligation 
of a group of borrowers and of the twelve Federal Land banks. 
Aside from the risks that inhere in distance and the consequent 
lack of reliable information there is, in fact, no good reason why 
a group of farmers, say, in Texas, borrowing $25 per acre on 
land valued at $50, should not secure funds at as Iowa rate of 
interest as a group of farmers in Illinois borrowing $100 an 
acre on land valued at $200. Under the Federal Farm Loan Sys
tem such risks have been eliminated. 

Through the substitution of bonds of small denomination 
for the single mortgage of relatively large size, the market for 
agricultural securities has been broadened, and the volume of 
capital available for agricultural investment consequently in
creased. Individuals with small as well as with large resources 
may now invest in agricultural securities without unduly con
centrating risks. Moreover, the devlopment of high-grade agri-

U See above, p. 630. 
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cultural bonds, which in time will no doubt possess a high degree 
of marketability, gives greater flexibility to the system of agri
cultural finance and thus serves to stimulate agricultural invest
ment. By means of the machinery provided by the rural-credit 
legislation the farmers of the country have in fact been placed 
in a position where they can enter the investment market on 
better than even terms with corporate industry.11 Indeed, one 
may say that the rural-credit system has, from the viewpoint of 
raising capital, "corporationized" agriculture. 

v. CRITICISMS OF THE FEDERAL FARM LOAN 
. SYSTEM 

There have been, as was to be expected, some minor criti
cisms of certain provisions of the rural-credit law and its admin
istration by the Federal Farm Loan Board and Land bank offi
cials. While some of these are not of sufficient importance to 
warrant discussion here, there have been two criticisms of such 
significance that they do call for consideration. The first is that 
the present Farm Loan System does not accomplish the main 
purpose which the rural-credit agitation had in view, namely, 
that of making it easy for farm tenants and other landless people 
to become farm-owners. The second is that the provisions of the 
law exempting Federal Land banks and Joint Stock Land bank 
bonds from taxation is perversive in its general economic and 
social effects. 

Those who believe that the greatest evil of the American 
agricultural system is the rapid increase of farm tenancy nat
urally hold that the Federal Farm Loan Act, which is primarily 
designed to assist existing landowners in making improvements 
upon their lands or in purchasing additional acres, has missed 
fire. Granted that the purpose of the act was to decrease ten
ancy, this criticism is undoubtedly well founded; for the present 
law certainly does not render essentially easier the acquisition of 
farm land by those who are at present dispossessed. On the other 
hand, there are those who contend that the present act was never 

II But see criticism in section v. 
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intended to eliminate farm tenancy, and that this evil-if. evil it 
is-must be remedied by other means. 

The second criticism of the system-that against the tax 
exemption provisions of the law-would never have arisen ex
cept for the 'passage of progressive income-tax legislation during 
the war period. As matters now stand, however, a 5 per cent 
Federal Farm Loan bond is an exceptionally good investment for 
people with large incomes. It will be seen that, since the heaviest 
taxes are levied on the larger incomes, the tax exemption of bonds 
is of greatest benefit to individuals receiving the highest incomes. 
And the truth is that these bonds have been purchased in whole
sale quantities by men of very large means, who thereby escape 
the payment of a substantial portion of their federal taxes. 

The controversy over the tax exemption of the farm-loan 
bonds was keen from the very beginning of the system. The 
Farm Mortgage Bankers' Association took the position that it 
was unfair to private mortgage bankers to permit the Federal 
Land banks and the Joint Stock Land banks to secure the funds 
with which they operated through the sale of tax-e.'l:empt securi
ties. This they insisted gave these institutions an unfair advan
tage in competition with private companies. In the summer of 
1919 the opponents of the Federal Farm Loan System succeeded 
in tying up the system in court litigation. The constitutionality 
of the Federal Farm Loan Act was challenged on the ground that 
Congress had exceeded its authority in creating these banks with 
power of issuing tax-exempt bonds. The case was carried to the 
United States Supreme Court, where on February 28, 1921, the 
Court upheld on all points the constitutionality of the Act.n 

While there may be little economic justification for the tax
exemption features of the law, no student of agricultural finance 
would wish to see the Federal Farm Loan System abolished. This 
system has established order and regularity in the field of mort
gage finance in much the same manner that the Federal Reserve 
System has performed that service in the field of commercial 

It SmUll v. Kansas City Tille & Trr •. d Co., d al., 255 U.s. 180. 
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bankiI!g. Considering the fact that this system was established at 
the beginning of the World War, that it was involved in litigation 
that held up its operations for over ~ year, and that it has come 
safely through one of the severest agricultural depressions in our 
history, its record is all that could have reasonably been expected. 

EXERCISES AND QUESTIONS 

I. GENERAL CONSIDERATIONS 

I. Compare the chart on page 607 with those on pages 156 and 158, and 
note the significant diffe'rences in finallcial structure that have devel
oped. 

2. In how many different ways may the fixed capital used iIr agriculture 
be secured? What are the sources of intermediate credit? of working 
capital? 

3. In what ways are the commercial banks related to the farm mot1gage 
business? In what ways the trust companies? 

4. What is the advantage in the co-operative, credit union as a means of 
securing funds for agricultural purposes? 

5. Show how the advent of marketing through co-operative associatiolll 
has increased the farmers' needs for bank credit? 

6. When a bank makes loans to a farmer to purchase seed and fertilizer, 
and to pay for hired help during the growing season, is it making what 
is equivalent to a commercial loan? What is tbe security for such a 
loan? Is any mortgage required? 

7. If a farmer borrows from a bank in order to purchase farm macbinery, 
such as plows, barrows, and harvesting niacbines, should you say tbat 
he is getting long-term, short-term, or intermediate credit? Sboulri 
collateral be required for such loans? 

8. Are tbe risks inherent in the nature of the industry greater or less in 
farming than in manufacturing or mercantile lines j that is to say, is a 
good crop more or less certain than are good sales by a mercbant or 
manufacturer? 

9· Do you think tbat the average farmer is as good a personal risk as is 
the average merchant or manufacturer? 

10. What can the farmers do to minimize the risks involved in connection 
with their loans? 

II. TRADE CaEDIT 

II. What is the basic objection to the system of trade credit extJllded by the 
local store? 

12. Is the extension of credit by the landlord to the tenant in any way less 
objectionable than is store credit? 

13. How do you account for the development of the practice wbereby 
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produce-dealers, canning factories, etc., make loans to agricultural pro
ducers? Do you approve of the practice? 

14. Criticize the system of credit extension practiced by tbe manufacturers 
of farm implements. 

IS. If you were a farmer should you make any use of trade credit? If so, 
wby, and under what circumstances? 

16. Show how the commercial banks are related to the extension of trade 
credit. 

Ill. COMMERCIAL BANlt LOANS 

17. State in what ways the problem of making bank loans to farmers differs 
from that of making loans to mercantile and manufacturing customers 
in the cities. 

18. Why are agricultural loans so frequently renewed? In your judgment 
is this an objectionable banking practice? Why, or why not? 

19. On the whole, do you think that the working-capital requirements of 
agriculture can be satisfactorily met through securing loans from com
mercial banks? 

20. Which should you prefer to have, agricultural loans secured by mort
gages on real estate, payable in five years, or the unsecured promissory 
notes of farmers due in six months, but indefinitely renewable? 

IV. CATTLE LOAN COMPANIES 

1I. What has been the necessity for a special type of institution for financ
ing the cattle industry? 

22. Do you see any objection to the affiliation of a cattle loan company with 
a state or national bank? 

2J. If you were engaged in the cattle loan business, how should you classi
fy the various types of cattle loans from the standpoint of desirability? 
What is your test of desirability? 

24. What is the purpose of the "brand sheet" used by the cattle loan com
pany? of the "form statement"? 

2S. What is the purpose of the chattel mortgage on the cattle? 
26. How is it possible in the case of feeder cattle for a loan to be made with 

safety to 90 or 100 per cent of the value of the cattle at the time they are 
mortgaged as security? 

l7. Who really supplies the funds used by cattle growers and feeders? 
28. Contrast the work of the cattle loan company with that of the commer

cial paper house. With that of the discount or commercial credit com
pany. 

29· What is the source of the cattle loan company's profits? 
JO. What is the chief purpose of the "certified trust receipt of chattel mort

gages"? 
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Y. nrTEalUDlAn CREDIT lAND 

31. What were tbe chief arguments for tbe establishment of the interme
diate Credit banks? 

3~. Sbow bow the Federal Intermediate Credit system II a government 
banking system to a larger utent than II either the Federal Reserve S~ 
tem or the Federal Farm Loan Sy.tem. 

33. Wby Is it not practicable for th. Intermediate Credit banks to make 
direct loans to the farmers? 

34. Show how the operations of the Intermediate Credit banks have wid· 
ened the market for agricultural paper. 

35. Why is it safe for the Intermediate Credit banks to make direct loans to 
co-operative marketing II5SOciations? 

36. Explain bow the Intermediate Credit banks are a force makin, for 
lower interest rates in capital·deficit farm area&. 

37. What economic justification Is there for Iimitinl the Interest rate that 
local lending agencies may charge the farmers on funds IecUred from 
the Intermediate Credit banks? Show bow this restriction operates to 
keep local credit agencies from taking full advantage of the facilities 
of the Intermediate Credit banks. 

38. What are the chief characteristics of the debenture? Sbow bow this 
credit instrument is peculiarly adapted for agricultural credit nftda. 

39. What is the relation of the Federal Intermediate Credit banks to the 
Federal Reserve banks? 

40. Has the establishment of the Intermediate Credit bank Insured the 
farmers against another rural-credit stringency? 

VI •• ,uK KOaTGAG& IORaOWllIO 

41. "Doubtlesa you aU remember bavina teen a picture of a gnarled band 
bangina over an bumble farm cottage as a borrid symbol of tb. dead 
pledge or mortgage. I believe that this popular Idea of the mortgage baa 
changed during the past generation. The average intelligent progressive 
farmer now regards the farm mortgage as a blesaing, at Ieut in retro
spect." If so, ",by? 

42. Is there any more sympathy due a farmer wbo mortgages some land 
as a means of addina to bis capital than is due a railroad company that 
issues bonds and gives a mortgage on tbe railway property? 

43· For b9w long should farm mortgage loans run as a rule? Is there any 
justilication for tbree- and live.year loans, wbich bave been the com
mon form? 

.... "Every community should be linancially leU·sufficient. Th09r ,,·bo need 
to borrow should be able to do so from people witbin the community 
wbo have funds to Ioaa. The function of mortpge banks and brokers 
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should IIItrel)' be to brine these parties togdher." Do you agree with 
this principle? .Is it posaible to work it out in practice? 

45. What is the relation o( the (ana mortgage company to the individual 
mortgage broker ? 

46. How do you account (or the (ad that (ann mol'lpge haw have not 
bcftilubjected to govern_nt n-gulation u ha\"e commercial and sav· 
ings institutions? Do you think that they ougbtto be IUbj«ted to gO\" 
emmrntal su('Cn'won? 

H. How do you account (or the wide \'llriation in the ratcs on (arm mort· 
gage loans that existed in the United States before tbe adoption o( the 
Federal Farm Loan Act? 

48. Wbat Items otber than interest go to make up the inclu~h"e costs of 
mortgage loans? 

49. "The difference In the rate o( intrlTSl paid by the Tens (armers and 
those o( (oreign countrirs in twrnty years "'ould DlAGidamize every 
f03d in Texas." Does this indicate that the (urners o( Texas should be 
granted loans at J or 4 per ernt? 

So. "The "'hole trouble "'itb land cl"l'<lit conditions today~d that means 
the deactb o( moory. the rate of interest. and 50 on-is nothing but the 
co~umce o( an Insufficiency o( market (or the security which the 
(armer offen, and the reasoD (or this insufficiency o( market is not on I)' 
the (orm in .. bich (arm loans are usually offered. but also the variety 
o( other accurities, with .. ·bich the AmeriGin market is c1ol:ged. quite in 
cont~ to the European market. "'bich is comparnlh'r!y (ree (rom mu
nicipal and railroad and also some classes o( public· utility securities.. .. 
What do you think o( this contention? 

YD. Tal n:DULU. ~AU' lOAlI snnK 

5'. Wbat _re the chid arguments (or the establisbment of the Federal 
Farm Loan System? 

5J. Wby "'as It nl'Cn."Ary In organizinc the Federal Farm Loan System to 
provide (or the formation o( Farm Loan associations? 

53. What is the purpose o( the Joint Stock Land banks? 
54- What is Iikrly to be the ultimate tired o( the Fedcral Farm Loan Sys

tem upon the pri\'ate mortpl:t business? Wby? 
55. Ha\"e you any criticisms to make o( the machinery de\'~ unda the 

Federal Farm Loan System (or nt"gotiating a loaD and safeguarding the 
position o( the lender? 

56. What are the ad\'llDt&geS of the amortization method of making pay
ments: (0) to the purchasrr o( the farm mortgage bonds; (6) to the 
borro~r? 

57· What is the reason for the provisiOD of tbe Federal Farm Loan Ad that 
amortilation payments need not be made (or the first live )'e&lI of the 
loaD? 
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58. Do you think that thirty-five yean Is, u • nde, the most desirable 
length of time for a farm mortgage to run? • 

59. Explain how the Federal Farm Loan System has tended to equalize in
terest rates. Does this involve what amounts to • tu: OD certain dia
tricts for the benefit of others? 

60. Do you agree with the contention often advanced that there wu no 
real need for establishing additional agricultura1-credit machinery for 
the benefit of tbose wbo already own farms? 

61. "The increue of farm tenancy cannot be checked by merely providinK 
purchase money on easy terms to farm tenants." Why, or why Dot? 

62. "In the light of tbe cbanges in interest rates that have occurred during 
tbe war, the Federal Farm Loan Act hu placed the farmer in • much 
better borrowing position than tbat of industrial and commercial inter· 
ests. This is not fair to the industrial and commercial borro~en and is 
not in the interest of the general welfare." Why, or why not? 

REFERENCES FOR FURTHER READING 

A.ftftual Reports oj the Federal Farm Loa" Board. 
Benner, Claude L.: Tile FederalI"tnmediate CretliJ Syste"" 
Herrick, MyroD T.: Rural Credits. 
Nourse, Edwin G.: A.gricultural Eco1UJmics, chaps. xiii and xiv, 
Putnam, George E.: The LaM Credit Problem. 
Report oj the loi"t Commissioft 011 A.gricuUural I"quir,. Vol. JJ 

(1921). 

Wiprud, A. C.: The Federal Farm Loa" System. 
Wright, Ivan: Farm Mortgage Fina"cing. 



CHAPTER XXVIII 

FINANCING URBAN REAL ESTATE 
The building and construction industry is one of the major 

divisions of economic activity in the United States. The industry 
as a whQle includes the construction of residential, public work 
and public utility, industrial, commercial, educational, and in
stitutional buildings. It is estimated that new construction for 
the period 1924-29 averaged approximately $10,000,000,000 a 
year, which does not include roughly $2,500,000,000 for ground 
value. This total was distributed as follows: residential construc
tion, $3,500,000,000; public works and utilities, $2,000,000,000; 

industrial buildings, $2,000,000,000; commercial buildings, $1,· 

500,000,000; educational buildings, $60"0,000,000; hospitals and 
institutions, $400,000,000. It is the residential construction with 
which we are here principally concerned, since most of the other 
types of building operations are financed by methods explained in 
chapter xiii. 

The construction industry is financed in a variety of ways. 
To some extent it is directly financed by the individual owner; to 
a larger degree it is financed only in part by the individual owner, 
,or builder, who places a mortgage on the property as a means of 
raising the balance; and to a considerable extent it is financed 
through co-operative building and loan associations. With the 
coming of the apartment-house era, however, the large amount 
of capital required for residential construction has led to the 
extensive use of mortgages and mortgage bonds which are market
ed through both ordinary and special investment banking chan
nels. As in the case of the marketing of railroad, industrial, and 
other bonds, commercial banks, trust companies, savings banks, 

657 
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and insurance companies are involved as financial intermediaries 
in the process. The building and loan associations will be given 
first attention. 

I. BUILDING AND WAN ASSOCIATIONS 

The building and loan association is the oldest form of c0-

operative credit institution in the United States, the first one 
having been organized in a suburb of Philadelphia in 1831. In 
the course of their evolution the building and loan associations 
have passed through several phases, a brief account of which 
will best serve to indicate both their purpose and the nature of 
their operations. The original form of building and loan ass0-

ciation was little more than a home-builders' club, where each 
individual paid into the common treasury a certain sum of money 
each month. The purpose was to. secure enough members so 
that a moderate monthly payment by each would aggregate 
every month a fund sufficient to build a house for one of the 
members. For example, if there were one hundred members and 
each paid into the association twenty dollars per month, every 
month one member could begin the building of his house, to cost 
two thousand dollars; and at the end of one hundred months 
each would have a two-thousand-dollar home. The club required 
each house-builder to give a mortgage on the home as security 
in case the member failed to continue his monthly payments 
after receiving a loan from the association. When each member 
had acquired a house, the association, having accomplished its 
purpose, was dissolved. 

A second step in the development of the building and loan 
association was marked by the introduction of shares, which en
abled any individual who wanted to build a better house than 
his fellows to do so by investing more money each month than 
the others. In the foregoing illustration, if an individual in
vested $40 per month instead of $20, he could build a $4,000 
instead of a $2,000 house. . 

A third phase was the development of the depositing mem-



FINANCING URBAN REAL ESTATE 659 

ber. A depositing member is one who joins the association, not 
with the expectation of borrowing funds for the purpose of 
acquiring a home, but merely for the returns which he may 
receive from the investment of his funds in the association. The 
profits of the association were derived from two sources: (I) the 
payment of interest on the money advanced for home-building 
by the borrowers thereof; and (2) from the system of premiums 
and fines which was developed. Each individual who borrowed 
funds for home-building was at first supposed to pay interest to 
the association at the current rate; but so many members often 
wished to build at the same time that the practice developed of 
making the award to the one who would bid the highest above 
the current rate of interest. The fines were levied against mem
bers who became delinquent in paying their dues. Both these 
sources of income have at times proved very fruitful. It should 
be added here, however, that the system of fines and premiums 
gave rise to various abuses in connection with their administra
tion, and they are now being gradually eliminated. 

The depositing member has played a very important part in 
the development of building and loan associations. In crowded 
industrial centers where the demand for loans from prospective 
home-builders has usually exceeded the ability of the ordinary 
members to furnish the funds, the depositing member has proved 
of great assistance. Since the depositor was, however, interested 
only as an investor, it was found necessary to extend him one 
privilege not possessed by the ordinary member-that of with
drawing his shares at any time in case he desired to use his funds 
elsewhere. 

The fourth stage in the evolution of the loan association 
was featured by the introduction of the serial plan. The original 
associations, as we have seen, were dissolved, or terminated, as 
soon as each borrowing member had acquired a home; but under 
the serial plan the association becomes virtually a perpetual 
organization. Under this plan additional members may be added 
to the original association at stated intervals, say, once a year, 
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each new group of members constituting an independent series 
which terminates when all the members of the series have ac
quired homes. Thus the association lives as long as new series 
of members continue to be added. 

The final step was the introduction of the so-called per
manent, or Dayton, plan which originated in Dayton, Ohio, in 
1870. It is merely a modification of the serial plan, the dis
tinguishing feature being that it is unnecessary for an individual 
who wishes to join a permanent association to wait until the 
opening of a new series of membership; he may take out an in
dividual membership at any time and purchase as many shares 
of stock as he may desire. Each borrower can also payoff his 
debt as fast as he desires and retire from the association at his 
own convenience. 

All of these types of loan associations are still in operation 
in the United States. In 1924 there were 7,183 associations 
operating under the serial plan; 3,124 under the permanent 
plan; 96 under the terr.unating plan; and 76 under other plans. 
There are several hundred additional associations, but the re
ports do not indicate under which plan they operate. It is of 
interest to note that some of the larger associations do business 
throughout a state and that as many as thirty associations ex
tend their scope of operations to·include the territory of other 
states. Those operating within a single state are commonly known 
as "domestic" associations, while those which operate in a second 
state are usually known in that state as "foreign" associations. 

The management of building and loan associations is vested 
in a board of directors chosen by the members, while the routine 
administrative duties are performed by elected officials. The 
association makes two types of loans, known as "stock loans" 
and "real estate loans." Stock loans are secured by the indi
vidual's shares in the association, the loan being limited as a ~le 
to 8S per cent, or less, pf the book value of the shares at the 
time the loan is made. The real estate loans are made to mem
bers on the security of mortgages on the homes to be built, or 



FINANCING URBAN REAL ESTATE 

A BUILDING AND LOAN ASSOCIATION STATEMENT· 
CASH RECEIPTS 

Cash on hand • 
Instalments "A" $ 9,528.34 
Instalments "TI" 2,400.00 
Interest 3,074-32 
Premium 517.38 
Fines 17·00 
Loans repaid 2,750.00 
Expenses (rents) 25·00 
Real estate contracts . 1,201.52 

Outstanding orders 

Total • 

Real estate loans and contracts . 
Stock loans 

ASSETS 

$162,80942 

55,325·00 
681.03 

2,218.29 
628.14 
179·00 

2,184.22 

Tax certificates 
Interest, taxes, etc., due and accrued 
Real estate owned by a~soci:ltion 
Office furniture 
Cash on hand . 

Total • 

CASH DISBURSEMENTS 

Outstanding orders 
Loans • 
Instalments withdrawn 
Interest 
Expenses 
Real estate contracts . 
Matured stock 
Contingent fund • 

Cash on hand 

Total. 

$ 2,750.00 
3,170·50 

238·50 
858.04 
137·50 

10,800.00 
700.00 

$ 167.48 

19,603·56 
3,166.80 

$ 2,099.08 

18,654·54 
2,184·22 

661 

·0 ... HUM,td afId S;,,/Y-Jil" Qw,,.,ly S,_, qf Peo~ks' Buildi", afId Lsa" Au0ei4-
.io ... Chicago. 
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purchased. The valuation of the property is made by the board 
of directors or by an appraisal committee appointed by tht 
directors. 

An interesting problem of management has always been 
that of the disposition of the accumulated property. In the early 
associations the earnings were kept in a common fund and were 
not disturbed until the time of final dissolution, losses mean
while being paid out of the accumulated funds. But with the 
development of the depositing members, who had the privilege 
of withdrawing before the dissolution of the association, and 
whose interest in the organization was solely that of an in
vestor, it became necessary to apportion the profit from time to 
time as dividends. At present, it is the almost universal rule to 
pay dividends semiannually. 

The growth of building and loan associations in the United 
States has been very rapid since 1920. In 1921 the total assets 
amounted to about $2,500,000,000, while, by the end of 1927. 
they stood at more than $7,000,000,000. The number of ass0-

ciations in 1924 was 10,744, with a total membership of 7,202,-
880, and in 1927 the number was 12,804, having a membership 
of 11,336,261. While the Eastern and Central states have the 
largest number of associations, the distribution in proportion to 
population is fairly uniform throughout the country. An interest
ing recent development has been the establishment of savings de
partments, which places the building and loan companies in direct 
competition with banks. 

The building and loa" associations have filled" real need 
;n our financial system. The economic and social significance 
of the building and loan association is stated, somewhat extrava
gantly, by one writer in the following language: 

Thrift is being encouraged; economy is being taught; good ciweD
ship is being developed; communities are being improved; and it may be 
doubted if banking in any of its forms of co-operative effort in any other 
direction has in it so mucb of the promise of social regeueration or the 
potency of true progress. 
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Certainly, it may be said that the lack of investment-banking 
institutions equipped to provide funds for the small-home 
builder, left a crying need for an institution such as the building 
and loan association. Moreover, the exceptional convenience and 
cheapness of the association method of acquiring and paying for 
property would under any circumstances make it an institution 
capable of rendering very great service in promoting thrift and 
economic progress. 

The loan associations have not been adequately supervised 
by governing authorities. For many years there was very little 
attempt at regulations; but with the rapid growth of associations 
since the world-war a general mov~ment for regulation has de
veloped. At the present time, the majority of states have some 
measure of supervision over the building and loan associations 
doing business within their boundaries; but, in many cases, the 
regulation still leaves much to be desired. Failures have, how
ever, been comparatively few in recent years. 

II. FINANCING THROUGH THE "OLD LINE" 
MORTGAGE 

The "old line" or "lump sum" mortgage long represented the 
standard method of raising funds on real estate security. It is 
used principally to finance single- and two-family residences and 
small busmess buildings, but occasionally it is employed in con
nection with apartment-house construction. The "old line" 
mortgage is usually relatively small in amount, as it is intended 
that it should be bought by an individual investor, either di
rectly or through the intermediation of a mortgage company or 
the mortgage department of a commercial bank or tr~t com
pany. Before considering the marketing of the mortgage, how
ever, attention must be given to the character of the mortgage 
and the nature of the contract between the builder and the 
mortgage company. 

Before agreeing to make a loan on mortgage security the 
company makes a credit analysis, involving a consideration of 
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the character of the mal,l seeking the loan, the part of the city 
in which the building is located, the probable direction of growth 
of the city, and the possible saturation point for residences in 
that vicinity. It aiso makes sure that the building is not too 
high grade for the vicinity in which it is located, and the possi
bility of a decline in real estate values is carefully considered. 

A margin of safety is always required by the mortgage com
pany. The standard practice has been to grant a first-mortgage 
loan equal to only 50 per cent of the value of the property; but 
in recent years the percentage has tended to rise, and in the 
case of c}.welling-houses the loan is sometimes equal to 75 per 
cent of the cost of the building. The practice, however, varies 
considerably with different companies and in different sections 
of the country. As protection against premature demise, the 
owner is often required to take out life insurance as additional 
security for the loan. 

The period of time for which a mortgage loan runs has 
commonly been from three to five years, although there has re
cently been a tendency to lengthen the duration. The selling 
commission, which is usually collected when the contract for 
the loan is closed, ordinarily ranges from 2 to 3Yz per cent. The 
other charges paid by the borrower include a fee for inspection, 
and very frequently another fee for a photograph of the prop
erty. The borrower also pays for the abstract of title or for 
title insurance. In some cases, however, mortgage compani~ 
charge a flat fee of 4 or 5 per cent and then meet all the ex
penses, except those in connection with the title. 

The mortgage company acts both as an underwriter 0/ the 
. project and as a distributor 0/ securities. The commissions re
ceived are, in part, compensation for the mortgage bank's service 
as discoverer and investigator of the project; in part, compen
sation for. the risks assumed as underwriter of the loan; and, 
in part, compensation for the service in marketing the mort
gage. The amount of the commissions, as in the case of other 
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investment-banking institutions, is determined by general com
petitive conditions. 

The mortgage company resembles the commercial paper 
house and the bond house in that it seeks to 'turn its capital as 
rapidly as possible. It does not desire to hold the mortgages as 
investments; it sells them as soon as opportunity offers. Since 
it is necessary for the mortgage company to advance the funds 
to the borrower before the mortgage is sold, it must-like the 
bond house and commercial paper house-borrow large sums 
from the commercial banks for short periods of time. The mort
gage company may, of course, be able to procure funds from the 
commercial banks at a slightly lower rate than that at which the 
mortgage is floated; and thus a small incidental profit may some
times be realized from the interest on the mortgage during the 
time it is in the possession of the mortgage company. 

The marketing of real estate mortgages involves no elabo
rate financial machinery. Since the mortgage is for a lump sum 
it must be sold to a single investor; and the main customers, 
therefore, tend to be large institutions which can buy loans of 
substantial size and still apply the principle of diversification of 
investment. These include insurance companies, colleges, elee
mosynary institutions, trustees of estates, commercial banks, and 
building and loan associations. There are also some individual 
investors. The life insurance company is the most important 
single purchaser. 

Since few of the purchasers of real estate mortgages are 
willing to buy before the building has been constructed, the 
builder must finance the construction by short-time credit op,era
tions. As a matter of fact, the builders procure the funds needed 
chiefly from the commercial banks, on personal loans secured by 
collateral. They also secure mercantile credit advances by giv
ing their notes to dealers from whom building materials and 
supplies and fixtures are purchased. These notes are made to 
mature at the date when it is expected that the mortgage can be 
sold. The volume of commercial bank loans in a large metropoli-
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tan center which is extended to finance the construction of houses 
and apartment buildings, through loans, first to builders and sec
ond to the mort~e companies which underwrite the bond is
sues, is enormous. 

Second-mortgage companies luzve beetS organized ill ""mer
(]US states. These companies have sometimes attempted to sell 
second mortgages to the public, but in the main their activities 
are confined to purchasing second mortgages outright for invest
ment. Some of these companies also buy first mortgages at a dis
count and sell them to the public. The stock of these companies is 
usually subscribed by builders, building-material interests, banks, 
and real estate men. 

The profits in dealing in second mortgages are derived in 
part from interest on the mortgage and in part from a discount 
on its purchase price. The nature of the profits may best be 
shown by a typical case. Suppose a contractor has sold a resi
dence for $10,000. The home-buyer is required to pay cash for 
20 per cent of the price, or $2,000. He gives a first mortgage 
for $5,000, which is sold to an investor through a mortgage com
pany, and a second mortgage for the remainder, or $3,000. The 
second mortgage bears interest at, say, 6 per cent, and the prin
cipal must be paid off at the rate of $100 each month. The con
tractor who receives the mortgage from the home-buyer natur
ally wishes to get his capital out as soon as possible in order 
that he may undertake new operations. He therefore sells the 
mortgage to a second-mortgage company at a substantial dis
count. In the case before us the mortgage company buys the 
mortgage at a discount of 5 per cent a year, amounting to 12.5 
per cent for the 2}~-year period. The company would thus pay 
to the contractor $2,625 for a $3,000 mortgage. Since the mort
gage is paid off in monthly instalments of $100, the total invest
ment is returned to the company in twenty-six and one-quarter 
instead of thirty months. The mortgage company thus re
ceives in interest proper, 7.6 per cent on its average loan, and 
in addition to this it receives a discount profit amounting to 
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$375, which is equivalent to 13.2 per cent on the average amount 
of the loan. The two combined make the cost to the contractor 
20.8 per cent. It often works out that the profits of the second
mortgage company are even larger than this. Since most house
buyers are anxious to clear their homes of debt as soon as pos
sible, they often retire the mortgage more rapidly than is stipu
lated in the contract. The more rapid the reduction in principal, 
the larger is the rate of return on the funds actually invested in 
lhe mortgage. 

It will be seen that under this plan the home-owner nomi
nally pays only 6 per cent on the second mortgage and that it is 
the contractor who pays the large discount. In figuring the cost 
of the building, however, the contractor counts the cost of the 
funds which he uses as a part of the cost of construction. Ac
cordingly, it enters into the price which he asks for the house. 
During a period of housing shortage, he can get his price; but 
in a period when the building industry has been somewhat over
done, it may not prove so easy to pass the burden along to the 
house-owner or renter. 

In justice to the second-mortgage finance companies, it 
must, however, be pointed out that before they were developed 
it was the common practice for this business to be handled by 
individual note-borrowers, or "shavers," as they were commonly 
called. The costs involved under these conditions were much 
greater than at present. It should be added that the finance 
companies are usually offshoots of banks, and that on the whole 
they are efficiently managed. Notwithstanding the high financ
ing costs still involved in the use of a second mortgage, these 
companies have undoubtedly proved a stabilizing influence in the 
building industry. 

In one city a peculiar agreement regarding second mort
gages has been reached between the contractor and the building 
and loan association. This agreement provides that the contractor 
shall take a second mortgage on the property, the mortgage to 
mature at the end of three years. The owner makes his regular 
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payments to the building and loan association, and the associa
tion agrees that at the end of three years it will reappraise the 
dwelling. If payments to the association have been kept up, the 
association on the basis of its new appraisal will make a new 
loan to the owner, which under ordinary circumstances is suf
ficient to retire the second mortgage. The house-owner thus 
consolidates the first and second mortgages at the end of three 
years. He again starts to liquidate his indebtedness and all the 
debt is retired at the end of fifteen and one-half years from the 
date of the first loan. 

The financing of building operations by means of the "old 
line" mortgage has several shortcomings. First, if the investor 
needs his funds before the mortgage matures he finds no ready 
market for the mortgage except at a substantial discount. Sec
ond, the mortgages run for relatively short periods and renewal 
charges often constitute an important additional financial bur
den. The investor is also often deterred from purchasing short
term mortgages because of the frequency with which he would 
have to make reinvestments. Finally, the mortgage is usually 
too large for the ordinary individual investor and thus the mar
ket from which funds may be drawn for real estate financial 
operations is unduly restricted. 

III. FINANCING THROUGH THE FlRST
MORTGAGE BOND 

The first-mortgage real estate bond was devised as a means 
of overcoming the weaknesses of the "old line" mortgage, par
ticularly in the financing of large apartment-house and hotel 
construction operations. The security underlying the mortgage 
bonds is a "trust deed," or mortgage, very similar in nature to 
the "old line" mortgage. But instead of selling the mortgage, 
the company issues a large number of bonds based upon a single
trust deed as security, and offers these for sale to investors gen
erally. This method is, of course, identical with that of ordinary 
industrial or public-utility bond issues. The financing of urban 
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building by means of first-mortgage bonds is conducted in part 
by the regular mortgage companies and in part by the real estate 
departments of banks and trust companies. There have also 
developed some investment companies which specialize almost 
entirely in the underwriting of large apartment and hotel-build
ing projects. As in the case of the mortgage companies, the 
earnings are derived primarily from commissions which cover 
the several functions of analyzing, underwriting, and distribut
ing securities. 

A significant feature of this business is that the mortgage 
companies, or bond departments of banks, typically advance 
funds for the actual construction of the building. That is to say, 
the bonds are usually put on the market before or during the 
construction of the building rather than after the building is 
completed, as is the case with the "old line" mortgage. This 
practice also differs from the familiar method employed by in
dustries, public utilities, etc., which do their primary financing 
by means of stock issues, subsequently putting out bonds on the 
security of the property acquired or developed with the proceeds 
of the sale of stock. The construction of the large apartment 
building and residential hotel, it must be emphasized, is largely 
financed by means of bond issues, secured by a building which 
i; yet to be constructed or completed. The builder is, however, 
commonly required to furnish a bond guaranteeing the comple
tion of the building according to specifications. 

The money derived from the sale of bonds is not turned 
over to the builder in a lump sum. It is advanced a little at a 
time as the construction progresses. It is also commonly ,re
quired that the builder must himself have a stake in the enter
prise equal to at least IS per cent of the total investment at 
each stage of development. Some companies stipulate that the 
owner must deposit with the company, before the beginning of 
construction, a sum equal to the difference between the amount 
of the mortgage loan and the cost of the building. This pre
caution is intended, of course, to safeguard the company and 
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the investors against financial reverses of the owner or the diver
sion of his funds to other purposes. 

The old principle of making loans up to only 50 per cent of 
the cost value of the property is not usually adhered to in the 
case of real estate mortgage bonds. As already indicated, it is 
the common practice to give a trust deed equal to 75 per cent 
of the cost of the property; and it not infrequently happens that 
the property is mortgaged up to 90 per cent of its cost, while 
loans equal to 100 per cent of the cost values are not unknown. 
The security is not measured by the margin between the amount 
of the mortgage and the cost of the building; it is measured by 
the excess of probable earnings over operating expenses and 
interest charges. The banker estimates as carefully as possible 
the probable net earnings available for interest charges, and a 
substantial margin of safety is commonly required. That is to 
say, the estimated earnings must be greatly in excess of the 
amount of the interest payments, after allowing for operating ex
penses. It is a common practice, moreover, to have the bonds 
mature serially. During the first two or three years, deprecia
tion, repairs, and upkeep are relatively small, and at the same 
time the difficulties of renting the apartments and holding the 
tenants are commonly at a minimum. For this reason it is re
garded as sound policy to have some of the bonds paid off dur
ing the first few years, leaving the amount of indebtedness 
smaller at a time when a shrinkage in earnings is most likely to 
begin. 

While the margin of security, particularly in recent years, 
has not been very large, the losses to bondholders have been 
comparatively small. This is no doubt in part due to the fact 
that since the war rents have been almost steadily rising in con
sequence of the housing shortage which has prevailed. It re
mains to be seen how well these methods of financ;ng will stand 
the test of a period when the industry is overbuilt, with rents 
stationary or declining. 

Real estate mortgage bonds are ojten sold to investors OIl 
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tI,e partial-payment plan. ·By this plan the investor selects a 
bond and makes a weekly or monthly deposit of a stipulated 
amount. Interest is paid on these deposits at a rate equal to the 
rute carried by the bond. When the accumulated deposits and 
interest equal the amount of the bond, the bond is delivered to 
the purchaser. In the meantime, the bond house has kept the 
bond and has clipped the coupons as they have come due. The 
partial-payment plan enables the wage-earner and the person of 
small salary to secure a higher rate of interest on small savings 
than he could obtain at a savings bank. This enlarges the market 
for bonds and is of advantage both to the bond house and the in
vestor. 

There are numerous local 'Variations in methods 0/ "rban 
real estate finance. An interesting use of the corporation as a 
device for this type of financing is described as follows: 

A person desiring to sell a piece of properly, to erect a new building, 
or to borrow money on property he already owns, approaches a financial 
Institution interested in this plan of financing and indicates the amount he 
wants to horrow. As a rule he can Dot borrow over two-thirds of what 
the Institution regards as a conservative appraisal of the property. A cor
poration is then formed to which the property is deeded. The corporation 
by this charter is limited to the ownership of the one particular property 
in question ..... 

The company then issues preferred stock up to the amount of the 
loan desired and common stock up to an amount representing the equity 
in the property. The preferred stock. is bought by the financial institution 
at a reasonable discount, usually from S to 10 per cent, and the common 
stock is given to the owner for his equity in the property. The responsible 
financial institution which purchases this class of security pays cash when 
it closes the deal. There is no delay; the purchaser buys the preferred 
stock outright and the borrower does Dot bave to wait until the purchaser 
resells it before he gets his money. 

As a rule, the owner retains full control of the management of the 
corporation, although in most cases it is provided that one member of the 
board of directors shall be a representative of the financial institution. The 
preferred stock itself draws an agreed rate of interest ..... 

The di"idends are payable quarterly. Further than this the company 
agrees to redeem a cerlain amount of the stock. each year running over a 
period of years, so that the amount of the outstanding issue is cut down 
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serially and the equity behind it is increased. Usually this period is lOme
where from ten to twenty years. When it is considered that the one dis
count covers the financing of the property for such a long time the cost II 
obviously very reasonable. 

Provision is made for the company to pay 011 more than the agreed 
amount if desired by paying a small premium. When the preferred atock 
is all paid off, the common stock represents the complete ownership of the 
building and the corporation can be continued if desired, or the property 
deeded back to the owner and the corporation dissolved.' 

Another interesting device is used in the sale of subdivision 
lots to investors. According to this plan, a promoter purchases 
a section of the city which is to be divided into lots for sale to 
home-builders. The subdivider receives his payment for the lots 
from the proceeds of a bond issue secured by a mortgage on the 
property. Purchasers of the lots make their payments in instal
ments, the proceeds being used to pay the interest and the prin
cipal of the bonds which mature serially. The purchasers, how
ever, do not receive title to their lots until they have been fully 
paid for. In the meantime, the lots are placed with a trust 
company as trustee. The trustee has title to the land and re
ceives all contracts of payment by assignment. It makes the 
collections from the purchas~rs and supervises the management 
of the· property. When all payments are completed and the 
bonds have been retired, the purchaser receives title to his lot. 
This arrangement inspires confidence in the buyer that he will 
actually receive title to the land when he has completed his pay
ments. The trust company, as trustee, is thus in a better posi
tion to make collections than the individual would be. 

The real estate bond houses perform a number 0/ incidental 
services lor the investor. Before the bond is sold the bond 
house sees that agreements covering the type of building are 
carried out; it assists in the laying out of the building project; 

1 From the address of J. J. Kiser hefore the Indiana Real Estate Con
vention, reported in Prouedings of National Associ4tion of Real Estate 
Boards, Washington, D.C., June 3-6, 1924-



FINANCING URBAN REAL ESTATE 673 

and it inspects the building during the process of construction 
at regular intervals. After the building has been constructed it 
sees that it is properly maintained, that fire insurance is period
ically renewed, and that the taxes are paid regularly. In ordi
nary times the bond house will undertake, for a commission of 
I or 2 per cent, to resell the bond in case the investor needs 
funds, though in periods of monetary stringency it cannot guar
antee a resale. 

A few bond houses guarantee the payment of interest and 
the repayment of the principal of the bond. Many mortgage 
companies in New York charge one-half of I per cent per annum 
for a binding written guaranty covering the payment of interest 
and principal. Such a contract, however, amounts to a heavy 
contingent liability and is a doubtful practice. In a number of 
states, guaranties of this sort are practically prohibited by law. 

Some responsible mortgage houses state that they will pay 
the principal and interest to the investor on the day of maturity 
whether or not the borrower has paid, but they do not make a 
binding contract to this effect. Bond houses are willing to main
tain a "moral" guaranty of this sort because by so doing they are 
enabled to state that over a period of years their customers have 
suffered no losses. Recently some small mortgage concerns have 
made arrangement with surety companies whereby the surety 
company guarantees the payment of principal and interest on 
bonds sold by the mortgage house. 

A real weakness in the financing of urban real estate has been 
tile lack of ready marketability for the securities. Urban real 
estate mortgages and bonds have been purchased by building and 
loan associations, banks of various types, life insurance com
panies, and individuals. Of the $25,000,000,000 of first-mortgage 
real estate bonds outstanding in I925, it is estimated tltat about 
$18,000,000,000 were held by building and loan associations and 
the various types of banks, and the remainder by life insurance 
companies and individuals. Investments made by building and 
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loan associations, banks, and individuals are largely confined to 
the securities issued by local borrowers, whereas the bulk of the 
insurance company holdings is of an intersectional character. 

With a view to giving the bonds which they handle a broadrr 
market, many companies have in recent years added the guaranty 
of a nationally known surety company. It is estimated that the 
total of surety guaranty collateral trust issues outstanding in 
1929 was between $200,000,000 and $300,000,000. These guar
anties have been placed largely by three or four companies, 
though nearly a dozen have eng3ged in the business to a limited 
exteriL There are about eighty mortgage companies which now 
use the surety guaranty. Defaults on bonds or mortg3ges guar
anteed in this way have been so nrgligible that, as yet, there has 
been little experience as to the efficacy of the guaranty from the 
standpoint of the investor" The charge is necessarily high, 
amounting to one-half of I per cent annually. The advantagtS 
of the surety guaranty have been so impressed upon investors by 
mortgage companies, underwriters, and surety companies, that it 
is becoming somewhat difficult to sell bonds without the guaranty. 

A real estate secllrities exclra"ge was establislled ;11 October, 
1929. This exchange is the outgrowth of careful study by the 
Real Estate Board of New York. In announcing the opening of 
the New York Real Estate Securities Exchange, the president 
stated its functions as follows: 

It is the purpose of the New York Real Estate Securilia uchange to 
make rtal estate stCUritics liquid by providing a rtgular market wbeft ral 
estate stodts, bonds and other securities may be negotiated, IOld and tnns
ferrtd. In addition it wiD urge banking institutions to arrange to finance 
ral estate transactions and the transactions gro1lint out of rtaI estate. 

The uchange wiD direct Its efforts also to safeguard the illtemb of 
both dealers and illvestors. 

Proposed listings wiD be rigidly illvestigated. Their acaptance or re
jection will be based on appraisals of property and uaminatioD of the 1iDaD
ciaI condition, the rtCOrds of past activilia and the penonnd of corpora
tions and iIIdi,iduals offering aecurltia. This iIIlormatioD will be made 

".The data ill this and the prrceding paragraph art taken froID 10hn IL 
Gray and George W. Tuborgh, FuJI J/(II'I''','J;' Urba RttIl Eslal, Fi
IIGJIU (1929). 
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available to prospective investors so that, if they wish, they may form inde
pendent opinions on the basis of responsible data. 

Through the mutual benefits to the investing public, real estate men 
and tbe people whose interest in real estate is founded on their every day 
use of it, the Exchange will give new life to the real estate business. 

Stabilization of the real estate market values will be an outstanding 
achievement through its tendency to curtail blind speculation and its strong 
emphasis of the aspect of sound investment. 

Real estate men whose securities are accepted will gain sales prestige 
by having their securities bear the approval of the Exchange, and the public 
will be served both by the liquid market as well as by the Exchange's dis
couragement of unsound offers. 

The necessity of launching the project under a sponsorship enjoying 
the firm confidence of the pu blic has been acknowledged as a prerequisite 
to success. For this reason it was decided that the Real Estate Board of 
New York should be the sponsor. It stands responsible for the discharge of 
duty assumed by real estate on its initiation into the field of organized finan
cial markets. 

The membership of the Exchange is restricted to members of the board, 
but this does not confine the membership to New York City real estate men 
to the exclusion of those in other cities, nor does it prevent listing of securi
ties on property throughout the country. The various classes of membership 
permit memberships in other cities, and securities on property in Seattle, 
Washington or Brownsville, Texas, may be listed if they pass the test of 
soundness. 

The board pledges its character for the Exchange, but the Exchange, 
however, in order to carry out its function to the limit of its possibility for 
the benefit of investors and the real estate field, must earn and maintain 
confidence on its own merit of service. 

Membership in the Exchange is limited to 500. The initial 
price of seats was $5,000. The unit of trading in bonds is $1,000. 

In the case of stocks selling at 50 cents a share and over, the unit 
oftrading is 100 shares; and of stock selling below 50 cents, 1,000 

shares. The listing requirementS and the procedures in general 
are modeled closely after those of the New York Stock Exchange. 
This institution will undoubtedly do much to improve the quality 
of real estate securities, and, through giving them a ready market, 
to lessen the cost of raising capital for this basic industry. 

On the whole, the financing of urban real estate operations 
has thus far given reasonable satisfaction alike to builder, mort-
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gage company, and investor. The methods employed in some 
cases are undoubtedly open· to question, and the need for more 
effective supervision and regulation is apparent. Nevertheless, 
the mortgage companies and banks which have underwritten and 
distributed the mortgage and bond issues, without which urban 
building operations on a large scale would have been impossible, 
~ave played an indispensable role in modern industrial life. 

QUESTIONS FOR DISCUSSION 

I. BUILDING AND LOAN ASSOCIATIONli 

I. "The building and loan association is a co-operative meana of effective 
savings." How? 

2. "The building and loan association is both a source of loana and a place 
where money may be invested at interest." How? 

3. How has it ordinarily been determined which member of the aseocia
tion should have the privilege of building first? Do you think thia a 
good principle? What is the objection to the system of premiums? 

4. Do you regard the security back of the loan made by the loan associa
tion as ample? 

5. What is the advantage of the serial plan of organization aa compared 
with the terminating pIan? 

6. What ate the practical advantages of the permanent, or Dayton, pIan ? 
Do you see any disadvantages in it? 

7. In the absence of the building and loan association what rate of inter
est would the man of small meana probahly have to pay for funds used 
.in the purchase of a home? 

II. PINANCING TIlROUGIl TilE "OLD LINE" MORTGAGE 

8. What factors are considered by the mortgage company in its analysis of 
a proposed loan secured by an "old line" mortgage? 

9. How large a margin of safety do you think should be required on a loan 
secured by a mortgage on a dwelling-house? on a vacant lot? 

10. What is the relation of commercial banks to the financing of urban real 
estate operations? Do you see any objection to the present methods so 
far as commercial banks are concerned? 

II. How do the methods of marketing second mortgages differ from the 
methods of marketing first mortgages? 

m. PINANCING TIlROUGIl TilE PlRST-MORTGAGE BOND 

12. How do you account for the development of the first-mortgage real 
estate bond? 
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13. Why is the investor willing to purchase real estate bonds before the 
building bas been constructed, while he insists that a corporation have 
an income record before he will buy corporation bonds? 

J4. Wbat precautions are taken by the mortgage company, during the 
process of construction, to insure a proper margin of safety? 

15. What is the real security behind a real estate bond? 
16. Does it seem to you that the guaranty of real estate securities by a sure

ty company insures that the securities will be paid at maturity? Before 
answering this question, wbat facts should you wish to know about the 
surety companies themselves? 

17. Does the fact that real estate securities were not traded in extensively on 
the regular stock exchange indicate that they were a less reliable type of 
security than were the bonds and stocks of industrial corporations? 

18. State what you think will be the economic results of the establishment 
of a real estate exchange. 

19. What government regulation, if any, should you think desirable for real 
estate mortgage companies? 
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CHAPTER XXIX 
CONSUMPTIVE CREDIT INSTITUTIONS 
From the point of view of the uses to which borrowed funds 

are devoted, credit was classified in chapter vii under the head
ings: investment, commercial, and consumptive crediL In the 
preceding chapters, the financial structure that has been de
veloped under the modem capitalistic system in connection with 
investment and commercial credit operations has been discussed; 
and there remain to be considered only the financial agencies and 
institutions associated with the making of loans for non-produc
tive purposes. Such loans, it may be recalled, are to be distin
guished from investment and commercial loans in that the use to 
which the borrowed funds are devoted does Dot provide the means 
for paying the loan either within a short or a long period of time; 
they are not self-liquidating, but must be paid out of other re
sources. Consumptive loans are, as we shall see, usually of very 
small size; and they are contracted typically by persons whose 
credit standing is such that they would not be regarded as safe 
risks by the financial institutions which we have been considering 
in preceding chapters. (For exception see p. 690.) 

CtmSUmptive fi1l4"ce Iliu beer. rel4lively .. eglected. A strik
ing feature of the modem financial system has been the almost 
complete absence-until very recent times-of "legitimate" fi
nancial agencies organized for the purpose of extending credit for 
consumptive purposes. We found in chapter xix that commercial 
banks sometimes make consumptive loans secured by stocks and 
bonds and other collateral; and we have e1sewhere seen that a vast 
amount of trade ~t is extended by retail merchants and dealers 
for consumptive requirements. But the lending of money in small 
sums for consumptive purposes has in the main been left to pri
vate interests which, acting without public grant of power, and 
indeed usually outside the pale of the law, have ruthlessly ex-

671 
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ploited precisely those classes of society which can least afford to 
be exploited. 

The explanation of the tardy development of legitimate con
sumptive credit institutions is apparently the age-old prejudice 
against the charging of high interest rates to persons in distressed 
circumstances. Since consumptive loans are not devoted to uses 
which directly provide the means of repaying the loan, and since 
the borrower for consumptive purposes is commonly in reduced 
circumstances, such loans necessarily bear a much higher rate of 
interest than do those made for industrial, commercial, or ag
ricultural purposes. Hence lending for consumptive purposes 
was not a popular vocation. It will be recalled, moreover, that 
the Bible condemns all interest as being usury, and therefore 
unjust. The biblical law came in time to be incorporated into 
the civil codes of Western European nations and it was not un
til the beginning of the modem era that any interest charge was 
legal. The philosophy underlying this prohibition of all interest 
is ascribable either to a sympathetic regard for the poor or to a 
recognition of the economic impossibility of their paying interest. 
In ancient times funds were borrowed almost exclusively for con
sumptive purposes-virtually to prevent starvation-and such 
loans were in consequence regarded as in the nature of almsgiving. 
To exact interest from a poverty-stricken class seemed to violate 
every principal of common humanity. 

But with the development of capitalistic industry and the 
attendant borrowing of funds for productive purposes, the charg
ing of interest appeared in a very different light. When a borrower 
devoted the funds procured to productive enterprise, it was read
ily seen that he was m.'1king a gainful use of the loan and was 
therefore able to pay back the principal with a bonus, and also 
that the lender was foregoing a like profitable employment of 
the capital, and was therefore entitled to a recompense. Gradually 
the charging of interest on such loans was universally legalized; 
but even to the present day we find survivals of the old prejudice 
in the usury laws of the various states, which prohibit e.xorbitant 
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interest rates, that is, rates above a certain prescribed maximum 
-slightly above the normal going rates. 

The existence of usury laws has made it necessary for any 
financial agency which desired to make loans for consumptive 
purposes to charge unlawful rates of interest, with the result that 
the risks of fine and imprisonment involved have contributed to 
still higher charges than would otherwise have prevailed. Various 
types of finl.lncial institutions have been developed through pri
vate initiative for the extension of consumptive credit to individ
uals in need of financial assistance. Some of them are of long
standing and have operated in defiance of usury laws. Others are 
of recent development and conduct their business under legal sanc
tion. Among those which have long been in existence are the 
pawnbrokers and the loan sharks. The more recently developed 
agencies include remedial-loan societies, licensed small-loan com
panies, credit unions and axias, industrial banks, and personal 
loan departments of banks. Closely related to these types of in
stitutions are the building and loan associations, which we have 
discussed in the preceding chapter, and the labor banks which 
combine lending to labor groups with general banking operations. 
Though the labor banks might well have been discussed in con
nection with commercial banking, they can more conveniently be 
treated in the present chapter. 

I. THE LOAN SHARKS 

The so-called loan shark has long found a profitable field of 
enterprise in the United States; and notwithstanding the vigorous 
efforts that have been made in recent years to eliminate this busi
ness, the volume of loan-shark lending has been steadily increas
ing. The increase appears to be due to the enormous expansion of 
consumer credit stimulated by advertising and instalment selling 
devices. The loan sharks provide the means for meeting payments· 
insistently demanded and for preventing the re-possession of in
stalment goods. The worst loan-shark conditions are in the states 
of Kentucky, Minnesota, Texas, California, Alabama, Oklahoma, 
llnd Arkansas. It is of interest to note that the chain idea has 
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been carried into this field and that we now have chain loan-shark 
systems. 

The loan shark extends credit in three principal ways: (a) 
on the promissory note of the borrower, unsecured or with a co
maker, (b) on note secured by a chattel mortgage, and (c) by an 
assignment of wages or salary. These money-lenders, who now 
usually operate under corporate form, maintain a permanent loan 
capital which is employed solely for the purpose of making small 
loans to individuals in distress. 

Loan-shark contracts customarily run for from three to four 
months, to be repaid in weekly or monthly instalments. The 
amount of the usury is concealed in the note, the principal of 
which is usually the sum of the interest and the amount paid the 
borrower. The note is an imposing "iron-clad" contract in which 
the borrower usually confesses judgment, waives notice, rights, 
etc., appoints the lender his attorney in fact, and in general guar
antees the loan shark against all contingencies. The short repay
ment schedule commonly leads to renewals attended by excessive 
costs. In most of these transactions if a borrower does not repay 
his loan within six months, the amount of interest paid exceeds 
the principal received. Rates are never less than 100 per cent 
per year, the most usual rate is 240 per cent, and in some states 
from 360 per cent to 480 per cent a year is common. 

The loan sharks engage in practically every type of small
loan operation. They are found in the pawn-broking field where 
jewelry, clothing, etc., are pledged as security. The greatest 
volume of operations and the most vicious practices are found in 
connection with loans to wage and salary earners, where the as
signment operates as a real club over the head of borrowers, since 
many employers discharge workers whose wages are garnisheed. 
Loans secured by chattel mortgages formerly were confined large
ly to household furnishings but are now commonly used also in 
connection with automobiles. The auto loan shark, who takes 
care of "refinancing," assesses extremely high charges by means 
of bonuses, discounts, insurance fees, recording fees, etc.; and if 
the borrower is delinquent, the loan shark has the further oppor-
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tunity of charging "sei2ure" or "constable" fees and storage 
charges. 

The gravity of the loan-shark evil even today is indicated by 
the following statement of the director of the Department of 
Remedial Loans of the Russell Sage Foundation. 

Auto loans are disguised as purchases in an elaborate legal setting. 
Stocks and insurance are sold on a commission basis, and money loaned for 
these purcha.<es. Interest charge:! on real estate loans are concealed u 
"brokerage." Wage assignments are taken for jewelry sales, and loalll are 
made on the jewelry immediately. The loan shark of today maintains a 
lobby to resist regulatory law, cultivates political protection, retains promi
nent legislatolll as counsel, and hides his iniquity in a corporate form. His 
counsel has brought forth many ingenious schemes of evading or avoiding 
the patchwork of our state usury laws.' 

II. THE BUSINESS OF PAWNBROKING 

One of the chief resources of individuals in need of funds has 
always been the pawnbroker. Indeed, pawnbroking appears to be 
the oldest form of banking operation, if such it may be called; 
for from earliest times and with all peoples the pledging of per
sonal effects as security for advances of money has existed in one 
form or another. At the present time pawnbroking plays an im
portant rOle in furnishing consumptive credit in most if not in all 
the leading cities of the world. Since the business of pawnbrok
ing requires a dense urban population, its greatest development 
in the United States has occurred during the last fifty years. 

A pawnbroker is defined by the laws of the District of Colum· 
bia as "any person, corporation, member or members of a cor
poration or firm who loan money on deposits or pledge of per
sonal property or other valuable things other than securities or 
printed evidence of indebtedness or who deals in the purchasing 
of personal property or other valuable things on condition of sell
ing the same back again at a stipUlated price." The second part 
of this definition, relating to the purchase of property to be resold 
at a stipulated price, is especially important, because it renders 

• Leon Henderson, Usury in Necessitous Loans, issued by the Russell 
Sage Foundation. 
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it impossible for individuals to resort to this means of avoiding 
laws which are directed only at the lending of funds. 

The pawnshop makes its profits by lending its own capital. 
It does not, as a rule, borrow from banks. The earnings are de
rived either from an interest charge on the money loaned, or from 
a special charge of so many per cent a month; or from a combina
tion of the two methods. In the absence of restrictive legislation, 
added profits are also often derived from the sale of unredeemed 
property that has been pledged. 

The regulation of pawnbroking in Ihe United States is any
thing but satisfactory, and varies widely in different states. Near
ly all the states and territories have a general law requiring the 
payment of an annual license fee or occupation tax, or author
izing municipalities to license and tax the business. In about 
half the states pawnbrokers are subject to the additional require
ment of giving bond for the proper conduct of their business. 
Fifteen states have no provision governing so vitally important a 
matter as the rate of interest which pawnbrokers may charge. 
Moreover, the states which do fix interest rates show wide varia
tion. The most common charge permitted by the law is 3 per cent 
a month; the lowest statutory rate is 1 per cent a month, and the 
highest is 10 per cent a month, on loans under $25. A sliding rate 
of interest based upon the amount of the loan is provided in many 
states. About half the states make no provision with reference to 
extra charges, such as for storage, preservation, or insurance of 
the pledge. Such charges are expressly prohibited, however, in 
eighteen states, while in two states they are expressly authorized. 

Most states restrict the pawnbroker'S right to sell the col
lateral, regulating both the manner of sale and the length of time 
for which the pledge must be held. \Vhere the method of sale is 
prescribed, the usual requirement is a public auction after notice 
has been given to the borrower. In only a few states is there any 
provision made for the loss of a pawn ticket, and in only three 
states are pawnbrokers required to carry insurance on pledges 
for the benefit of the owner. A number of states have in recent 



FINANCIAL ORGANIZATION 

years made the Uniform Small Loan Law (see page 685) apply to 
pawnbrokers.2 

While legislation on the subject of pawnbroking has been 
gradually improving and while the plane of the business has been 
substantially raised in recent years, there is still much room for 
improvement in the-conduct of the business. It would seem, how
ever, that the importance of the business of pawnbroking should 
be substantially lessened in the future in consequence of the de
velopment of other consumptive credit agencies to be described 
in the following sections of this chapter. 

III. SMALL-LOAN COMPANIES AND REMEDIAL-LOAN 
SOCIETIES 

While the small-loan companies and the remedial-loan so
cieties have a common purpose, the former are privately organized 
and conducted for profit, whereas the latter are conceived as 
.community enterprises and are operated for service rather than 
for gain. Since the remedial-loan societies are not increasing in 
number, none having been organized since 1917, they may ap
propriately be considered first. 

These societies were organized in the early years of this cen
tury for the purpose of competing with both loan sharks and 
pawnbrokers, and to demonstrate what rates were feasible for this 
type of business. While they are not concerned with earning 
profits, they do pay limited dividends. In some states they oper
ate under special charters or special legislation, and in other states 
they are licensed under the small loan act, which we are to dis
cuss in the next section. The security required is sometimes 
chattels, sometimes jewelry, and sometimes co-maker promissory 
notes. The av~rage loan in 1929 was seventy-eight dollars. 

The outstanding remedial-loan society is the Provident Loan 
Society of New York City, which loans exclusively on pledges, 
usually jewelry or silverware, and charges 12 per cent per annum 
on unpaid balances. The loans of this company are approximate-

s R. Cornelius Raby, The Regulation 0/ Pawnbroking (Russell Sage 
FoundatioD publicatioD, 1924). 
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Iy $40,000,000 annually, which is two-thirds of the total of all 
remedial lOan business. This society exerts a controlling influence 
on the pawnbroking business in New York City. 

The development of the private small-loan companies has 
been promoted by the Russell Sage Foundation, which has drafted 
a Uniform Small Loan Law, which, with variations, has been 
enacted in twenty-five states. This law requires the licensing of 
all lenders making small loans ($300 or less) at a rate above that 
permitted by the general usury law. An annual license fee and a 
bond of $1,000 are required. Chattel mortgages and wage assign
ments may be taken as security, but not more than 10 pet cent of 
each wage payment may be collected from the employer. The act 
permits an interest rate not exceeding 30 per cent a month on 
actual unpaid balances. No other fees may be collected unless 
paid by the lender to a public official for the recording or releas
ing of the security. 

On October I, 1929, there were over three thousand licensed 
lenders operating in the twenty-five states having the Uniform 
Small Loan Law, about one thousand of which were conducted as 
units of chain systems. The largest of these chains had as many as 
260 offices and conducted an annual business of $55,000,000. 

The rates charged run from 36 to 42 per cent annually, as 
compared with rates of from 6 to 8 per cent permitted under the 
general usury laws. This provision of the act has provoked no 
little criticism. The maximum rate was determined upon, how
·ever, only after very careful investigation into the cost of con
ducting the small-loan business. Factors which necessitate a high 
rate are: (a) the relatively high cost of capital for the small-loan 
company; (b) the fact that the company receives no compensat
ing deposits in any form, as does a commercial bank; and, (c) 
the fact that the average loan is small, probably less than $150, 
with a consequent high unit cost of investigation and collection. 
While the losses have been small, they have been averted only by 
means of an expensive collection system. The best evidence of the 
essential soundness of the Uniform Small Loan Law is the steady 
increase in the number of companies operating under its provi-
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sions and in the volume of business which they conducL (See 
table on page 691.) 

IV. CO-OPERATIVE CREDIT UNIONS AND AXIAS 
The co-operative credit union not only makes loans but also 

acts as an agency for the promotion of thrift and business re
sponsibility among its members. It is, moreover, concerned with 
furnishing productive as well as consumptive credit to its mem
bers. Unlike most of the institutions discussed in this chapter, 
the credit-union was first developed in other countries. 

Originating in Germany about the middle of the last century, 
in the course of its development credit unionism has assumed 
two different forms, known after their respective founders as the 
Raiffeisen and Schulze-Delftzsch systems. One or the other of 
these systems-the difference between which need not concern 
us here-has been adopted with modifications in most of the 
leading countries of the world. The connecting link between 
these systems and the United States was the Caisse Populaire 
in Canada. The first of these institutions, which are found only 
in the Province of Quebec, was established in 1900, and by 1928 
there were 183 of them in operation. Unlike the European co
operative unions which made loans primarily for productive 
purposes to small merchants, artisans, manufacturers, and farm

,ers, the Canadian institutions adapted the technique exclusively 
to consumptive loans. The first credit unions in the United 
States, formed in New Hampshire and Massachusetts in 1909. 
were modeled after the Canadian institutions. In North Carolina 
alone were they modeled directly after the co-operative (Raiffei
son) banks of Germany. 

The advantage of the credit union has been set forth by 
some of its leading proponents as follows: 

In order to be thrifty many a man requires something more than &gen
cies to receive his deposits and return them to him, when needed, intact with 
interest: he requires an agency .'hich will make its hours of businese con
form to his convenience, which is conveniently located, which does not re
quire him to stand in line for a long time awaiting his tum at the expense 
of his lunch hour and possibly of some of his employer's time; he requires 
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an agency to which he is not ashamed to bring a dollar, fifty cents, or even 
a quarter j an agency which will constantly remind bim of Ills resolution to 
save and which will reward his thrift by extending credit to him upon easy 
terms of repayment secured solely by his character and personal worth
credit which will enable him to effect economies in purchasing and embark
ing in productive enterprises, and will protect him from the usurer. By its 
proximity and convenience it persuades the man who has not been reached 
by the savings bank to become thrifty, and this without interfering with the 
growth of ordinary banking institutions j instead, it actually increases the 
field of the banks. It makes the accumulated capital available to the person 
who assisted in its accumulation. It does not become a substitute for the 
building and loan association or the remedial loan society j instead, it be
comes a complement of these agencies, for the basis of the security for its 
loans is not collateral but character.' 

The credit union, as it was originally introduced in the 
United States, had as one of its principal functions the supplying 
of credit to farmers. Farm credit unions have, however, failed to 
develop to any considerable extent, although there are about 
thirty of them in operation in North Carolina, with a few scat
tered through the Middle West.· Most credit unions in this coun
try are now organized among groups of employees in industrial 
plants or commercial establishments. In New York and Boston, 
there are numerous credit unions among small merchants, and 
there are also several large unions which have been fostered by 
Catholic parishes. 

It was not until 1909 that credit unions were given legal rec
ognition in the United States, by the enactment in that year of 
the Massachusetts Credit Union Law. From then until after the 
World War the development of credit-union legislation was slow; 
but it has increased rapidly in recent years owing chiefly to the 
efforts of the Credit Union National Extension Bureau. TbiIty
seven states now have such legislation, and the number of unions 
is in excess of four hundred. 

The capital of the credit union is furnished by the members, 
membership being procured (in New York) by the purchase of 

, Arthur H. Ham and Leonard G. Robinson, A Credu U";ora Primer. 

I See discussion of agricultural credit unions, p. 609. 
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one or more shares of stock. The maximum par value of the 
shares is $25, but in practice the value is usually $10 or less, and 
in some cases as low as $ 1 .00. The shares may be purchased on 
the instalment plan and are transferable. Each purchaser of 
stock must also pay an entrance fee which is used for defraying 
organization expenses. The management is vested in a board of 
directors, a credit committee, and a supervisory committee elect
ed periodically by the general membership and serving with
out compensation. Loans are made only to members. The maxi
mum rate of interest in New York iSI per cent a month simple 
interest. Loans of $50 or less may be obtained on promissory 
notes without indorsement. Beyond that a co-maker is usually 
required; and in the case of larger loans, a real estate or chattel 
mortgage may be required in addition. The maximum loan in 
New York is $2,000. In the case of all loans, the shares held by 
the borrowing members have to be pledged as collateral. 

Axias are a development of recent years. They are usually 
organized among racial groups, and they operate entirely without 
charters or licenses. They combine savings and loan functions, 
and, in general, operate on lines similar to· those of the credit 
unions. 

The history of the cooOperative credit unions has shown con
clusively the desirability of basing these institutions on the prin
ciple of self-help rather than on philanthropy in any form. Ex
perience has also shown that the organization to be successful 
must spring from a genuine co-operative desire among the group 
of organizers and that it must depend upon management by its 
own members. While these institutions have originated in other 
countries, they are in tune with the American principle of self
reliance, and their recent growth in urban communities indicates 
that they have come to stay and that they will playa role of 
steadily increasing importance. 

v. INDUSTRIAL BANKS AND PERSONAL-LOAN 
DEPARTMENTS 

One of the most interesting institutions developed in recent 
years for extending credit in small sums for consumptive require-
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ments is the so-called industrial bank, which makes loans to in
dividuals on mere personal responsibility. This type of financing 
was inaugurated by Arthur J. Morris in 1910 at Norfolk, Vir
ginia, and was known as the Morris Plan Bank. This plan has 
been adopted with modifications in many states, and we have 
now several types in addition to the Morris Plan, among which 
may be mentioned the Wimsett System, the Citizens' System, the 
Trustees' System, the Hood System, and the Morgan Plan. The 
misleading term "industrial" is justified on the ground that the 
loans are usually made to the industrial classes. 

The bulk of this business is carried on by units of large 
chains or systems. As a rule, the parent company owns only a 
minority stock of the local bank, the stock being given as con
sideration for the installation of the system or plan. The real 
control is vested in the local bank. Some states have adopted in
dustrial bank acts. In others these banks operate under laws 
which were not specifically intended to regulate this type of busi
ness, while in still other states they operate without any enabling 
act. In many states these banks are permitted to make loans up 
to $5,000 in amount; but the average is in the neighborhood of 
$275 to $300. Loans are made as a rule either on paper signed 
by two individuals (co-maker paper) or on paper bearing one or 
more indorsements. 

The methods employed vary somewhat in different systems, 
and in any particular system the methods are adapted to the 
legal requirements set by the states in which the banks operate; 
hence, it is impossible to generalize with precision. The Industrial 
Loan Company, a Morris Plan unit operating in Missouri, will, 
however, serve to illustrate the general principles. 

For loans up to $1,500, the Ind~strial Loan Company 
charges an 8 per cent discount fee, while for larger loans the rate 
is 7 per cent. On loans of $300 or less there is also a small service 
fee. In addition to the borrower, there must be two co-makers of 
the note who are jointly and severally liable with the maker for 
the payment of the loan. The applicant furnishes references as to 
his ~haracter and information as to his money income, and the 
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co-makers must do the same. Payments for the loan are arranged 
to be made weekly, semi-monthly, or monthly, as the borrower 
may prefer. Since the interest is deducted in advance and the 
loan is paid in instalments, it will be seen that the actual cost to 
the borrower is very much greater than the nominal rate would 
indicate. It is estimated that the real annual cost ranges from 17 
to 35 per cent. 

While the original and fundamental purpose of these banks 
is to make loans on personal responsibility without collateral, 
they do sometimes make collateral loans. When collateral is giv
en, the signatures of co-makers are not required. Among the types 
of collateral acceptable are certificates of deposit in the industrial 
bank, these institutions having developed savings accounts. It is 
of interest to note also that in recent years industrial banks have 
been broadening the scope of their operations and now make 
loans for a wide variety of purposes. Among other things, they 
discount instalment paper and finance junior mortgages. 

Many commercial banks nO'lD engage extensively in the small
loan business. While some commercial banks have long made 
small personal loans to a limitlld extent, it was not until the suc
cessful development of the specialized industrial banks that the 
commercial institutions came to see in consumptive loans a legiti
mate and lucrative field of enterprise. As many as one hundred 
commercial banks now have separately organized personal-loan 
departments operating on principles similar to those of the indus
trial banks. The average loan of these banks in 1929 was slightly 
less than $300. 

These loans are made for a variety of purposes, among which 
the following are mentioned in the advertising literature of the 
largest personal-loan department: paying educational fee; meet
ing insurance premium; providing emergency clothing; paying 
cost of sickness or funeral expenses; remodeling or painting 
house; installing electricity and heating system; meeting assess
ment for paving; paying special or delinquent taxes; consolidat
ing urgent debts; buying a bond; and repaying a friend for a 
loan. 



CONSUMPTIVE. OR PERSONAL, CREDIT IN THE UNITED STATES, 1929 

Type of Usual Extrnt of Estimated Approximate 
Lending Institution Security Operation Annual Loans Cost to Borrower 

Loan sharks ......••......•. {Wage assignments 30 or more states} $650 ,000,000 {2~0-480 
Chattel mortgages 24 states 180-300 

Pawnbrokers: 
Unregulated ......... : ... } 
Regulated ............... Jewelry, etc. {22 states} 

26 states 600,000 ,000 { 60 and up 
24~0 

Small-loan companies ........ Rjage assignments} 
Chattel mortgages 25 states 500 ,000,000 

36-42 

Remedial-loan societies ...... Fewelry } 27 sociteies in 18 
60,000,000 • Chattel mortgages states 12-30 . 

Credit unions ............... Co-makers, second 27 states 45,000,000 7-15 
mortgages 

Axias ...........•••..•••... Co-makers Urban centers 50 ,000,000 12-30 

Co-mal~rs, second 
Legisla tion in 23 

Industrial banks ............ states; operating 360 ,000.000 { 17-35 
mortgages, etc. in other states 13-24 

Personal-loan departments ... Co-makers 100 banks 40 ,000,000 10-23 

Loans by other commercial 
banks ................... .................... .................... 150 ,000,000 . ................... 
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The usual practice is to discount the note, and then to require 
instalment payments weekly, fortnightly, or monthly. In about 
half the cases the instalments are received into a deposit account 
on which compound interest is paid, which serves to reduce ma
terially the real cost to the borrower. The lowest net cost of bor
rowing by this method is about 10 or I I per cent, but the average 
is in the neighborhood of 18 per cent. 

By way of concluding this discussion of consumptive credit, 
we present on an accompanying page a tabular exhibit which in
dicates the relative importance of the various types of institutions 
which are concerned with small loans and the estimated cost of 
borrowing. a It will be seen from this table that the loan sharks 
still do the largest volume of business, with the pawnbroker in 
second place. The small loan companies rank third and the in
dustrial banks as a group fourth. The loans by commercial banks, 
it will be observed, are by no means unimportant. 

VI. LABOR BANKS 
An interesting development in the United States since the 

World War has been the organization of so-called labor banks 
under the direction of trade unions. These banks, which engage 
in a general commercial banking business, are organized under 
state and federal banking laws. They have been classified into 
several types, as follows: (I) Those initiated and controlled by 
a single union for the benefit of that particular union. The Amal
gamated Bank of New York, controlled by the Amalgamated 
Clothing Workers of America, is of this type. (2) Those formed 
by a group of trade unions in a single industry. The Transporta
tion Brotherhoods National Bank of Minneapolis is of this kind. 
(3) Those organized by the unions of a particular locality. The 
Federation Bank of New York is an example of this class; at the 
end of 1924, 126 unions--including I2 international unions-
held stock in this bank. (4) Banks originally' established as 
regular commercial institutio'tS, the control of which was subse-

• The data for this exhibit have been furnished by Leon Hendenon, di· 
rector of the Department of Remedial Loans, Russell Sage FoundatioD. 
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quently bought by labor organizations. The Empire Trust Com
pany, in New York City, is an example. 

When new banks are organized by labor, a little more than 
So per cent of the stock is held by the union or unions participat
ing, the remainder being distributed as .widely as possible among 
individual workers. To facilitate the sale of the stock, the par 
value is usually small, in some cases as low as $10. If the par val
ue exceeds $50, provision is made for payment in monthly instal
ments. The by-laws usually provide that stockholders wishing 
to dispose of their shares must offer them first to a stock purchas
ing committee set up by the bank. The by-laws also usually 
provide for a limitation of dividends, ranging from 7 to 10 per 
cent, and for a division of earnings, in excess of the regular divi
dends with depositors. 

The original purpose of trade-union leaders in organizing 
labor banks was to secure a larger return on their trade-union 
funds than those funds could command if kept on time deposit 
or in bonds. They maintain the usual departments of national 
and state banks and perform all the regular services for deposi
tors. In addition, these banks also engage in the small-loan 
business. In 1924, for example, the Amalgamated Bank of New 
York made 1,700 individual loans of less than $300 each, bearing 
a rate of 6 per <:ent. These banks have also originated the prac
tice of making long-term loans to working men to finance the 
ownership of apartments and to develop co-operative housing. 

A very important phase 0/ the labor bank movement relates 
to the struggle between capital and lab"r. The trade-union lead
ers contend that the money of labor has heretofore been deposited 
in regular banking institutions, if deposited at all, and has been 
made available by the bankers for the activities of the very em
ployers and capitalists who are labor's principal opponents. The 
following statement taken from an advertisement of the Brother
hood Bank at Cleveland expresses the labor point of view: 
Don't scab with your dollars. Deposit tltem in your own bank. 
Do you know that: 

The banks are run with the workers' money? 
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The depositors furnish $12 for every dollar that the bankers put into 
their business? . 

Even the smaller country banks are connected with the big city banks and 
send money to them for investment and "on call"? 

The big bankers, using the workers' money, have secured control of the 
railroads, coal mines, textile mills, and almost every basic industry in 
the country? 

Twelve New York banks bind together ninety-two railroads, constituting 
four-fifths of the nation's transportation system as wen as twenty-two 
railroad equipment companies? 

Eleven banks control '15 per cent of the coal mines? 
These banks are the real power behind the nation-wide open-shop cam

paign to beat down wages and destroy the labor unions. Every dollar 
of your money that you deposit with the banks in your town connected 
with the big banks goes to strengthen them in their fight against labor? 

Remember: 
Banking credit controls every industry in the nation. 
The hand that writes the bank draft rules the world. 
Labor can write it if it will mobilize its savings in its own banks.' 

The labor banks have, in fact, refused loans for enterprises 
of which they did not approve, and have granted special favors to 
other enterprises which they wished to encourage. Applications 
for loans from speculators or from middlemen thought to be 
holding goods off the market for unjustifiable profits are often re
fused. The institutions favored include companies whose policies 
are approved by the unions, labor organizations conducting 
strikes, and co-operative enterprises for the production or mar
keting of goods. 

One important union entered the field of investment banking. 
In 1920, the BrotherhooiI of Locomotive Engineers launched a 
nation-wide chain of banks, investment companies, and collateral 
real estate and industrial enterprises that quickly grew to large 
proportions, by 1925 the combined capitalization being more 
than $20,000,000. The purposes of these investment companies 
were twofold: the organizers sought to provide companies which 
could recommend to the workers safe and profitable investments 
foi: their funds; and they also expected to direct the flow of 

'Taken from Richard Boeckel, Labor, MOtley, pp. 113-13. 
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labor's money in a way that would assist organized labor in ac
complishing its aims. 

. In a previous edition of this volume, it was pointed out that, 
from the standpoint of sound banking practice, labor banks have 
serious defects: (I) the management might sometimes be chosen 
without sufficient reference to previous banking and financial ex
perience; (2) in a desire to promote the welfare of a particular 
union or group of unions, the loans might not be widely enough 
distributed; (3) funds might be devoted to trade-union purposes 
in a time of strike to such an extent as to endanger the reserve 
position; and (4) in an attempt to control industries, the man
agement might be inclined to emphasize this ulterior purpose to 
the neglect of sound lending and investment principles. 

Ti,e labor banking movement has in fact met with reverses 
in Ihe last fitle years. The first bank was organized in 1\Iay, 1920, 
and early in 1927 there were 35 labor banks in operation having 
a combined capital of $9,155,000, surplus and undivided profits 
of $4,162,000, deposits of $1°9,785,000, and total resources of 
$rz8,141,000. Since then a few new banks have been organized; 
but in July, 1929, the total number of banks in operation had 
shrunk to 24; the capital stood at $7,012,000, surplus and undi
vided profits at $3,823,000, deposits at $93,95°,000, and re
sources at $1 10,538,000. The disastrous failures were those of the 
Brotherhood of Locomotive Engineers, which had launched in
vestment as well as commercial banking institutions. Of these 
institutions, some were liquidated outright, some were sold to 
private interests, and others ", .. ere merged with other banking in
stitutions, with the control passing out of the hands of the union. 

Since these banks are organized under state and national 
law, they are of course subject to the general supervision of the 
Comptroller of the Currency or of state banking departments. 
While this safeguards the situation, the problems involved are 
nevertheless of a peculiar nature and give rise to rather delicate 
issues for the Comptroller of the Currency and the state bank
ing departments to decide. The Federal Reserve banks are also 
concerned with the problem in that these banks are as much en-
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titled to rediscounting privileges as are any other commercial 
banks. The future development and regulation of the labor banks 
will be watched with much interest by students of banking, as 
well as by students of industrial relations. 

QUESTIONS FOR DISCUSSION 

I. GENERAL CONSIDERATIONS 

1. What was the explanation of the failure of the regular banking institu
tions in the past to make loans for consumptive credit purposes? Was 
such lending unprofitable? 

2. Why has there always been so strong a prejudice against private money
lenders? 

3. What is meant by usu·ry? Do you favor the abolition of usury laws? 
4. Why does the maximum interest rate that may be charged vary widely 

in different states? 
5. To what is the origin of the loan shark attributable? 

n. PAWII'BROXlNO 

6. Why has the pawnbroking business always been held in social dises
teem? Does it render no economic service? 

7. How does the pawnbroker avoid the usury laws? 
. 8. How do you account for the fact that the charges levied by pawn

brokers are less than those levied by the loan sharks? 
9. Should you favor the abolition· of the pawnbroking business? If not, 

what sort of regulation should you require? 

Ill. SMALL-WAN COMPANIES AND UJ.lEDIAL-WAN SOCIETlEI 

10. What is the origin and purpose of the remedial-loan society? 
11. Note from the table on page 691 that the cost to the borrower from reg

ulated pawnbrokers runs from 24 to 60 per cent and from the remedial
loan societies from 12 to 30 per cent. What is the explanation of this 
difference? 

12. What are the different types of security required by the small-loan 
companies? 

13. What is meant by a co-maker promissory note? What is meant by a 
wages or salary assignment? 

14. What is the value of the general usury laws of the states if it is necessary 
to pass special legislation to permit small-loan companies to loan at a 
rate as high as 42 per cent in a year? 

IS· Does it seem to you that a rate of 3~ per cent a month is justifiable? 
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IV. CO-OPERATIVE CREDIT UNIONS AND AXIAS 

16. How do the axias differ from the credit unions? 
17. What is the point of having a club or other organization as the basis of 

membership in a credit union? 
18. Just how is it possible for credit unions to make loans at lower rates 

than private lending agencies? 
19. Whim do you think is the more important field for credit unions-the 

making of productive loans or consumption loans? 
20. What groups are the most likely to have success with credit unions? 
21. How do you account for the practical failure of the credit union move

ment to succeed among farmers in this country? 
22. How do the agricultural co-operative credit unions differ from the agri

cultural co-operative associations discussed in mapter xxvii? 
23. Which do you regard as of greater importance, the direct or indirect 

benefits of the credit union? 
24. Do you see any reason why such institutions should not find an exten

sive de-.:elopment in the United States? 

V. INDUSTRIAL BANKS AND PERSONAL-LOAN DEPARTMENTS 

25. What is the essential difference between the so-called industrial bank 
and the small-loan company? And the credit union? 

26. Does the fact that tbe industrial bank and the personal-loan department 
make loans to miscellaneous individuals and yet succeed in getting co
maker notes indicate that in this country it is unnecessary to bave the 
borrowers from small-loan institutions associated in a union or by some 
other common bond of interest? 

27. Do you regard the security offered under the co-maker plan employed 
by industrial banks and personal-loan departments as superior to the 
wage assignments and chattel mortgages of the small-loan companies? 

~8. Note the difference in rates in the approximate cost to the borrower as 
shown in the table on page 691. How do you account for these dif
ferences? 

VI. LABOR BANKS 

29. Should you call the labor banks "co-operative" institutions similar to 
the credit union? 

30. Do you think that the labor banks have filled a real need in the finan-
cial system? . 

,\ I. What do you regard as their primary purpose? their chief opportunity? 
31. Sbould they be subjected to any special type of regulation? 
33. What problems do you think may arise in connection with the redis

count operations of national banks controlled by labor organizations ? 
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CHAPTER XXX 

INTEGRATION AND CONSOLIDATION 
The desirability of specialization by financial institutions 

has long been emphasized in the writings of both economists and 
practical bankers and in legislative acts and court decisions. 
Just as specialization became the dominant characteristic of in
dustry and commerce during the greater part of the nineteenth 
century, so specialization in the field of finance came to be re
garded as in the natural order of things. A few brief statements 
will be sufficient to indicate the prevailing views as to what con
stitute the "legitimate" functions of the different types of finan
cial institutions that we have been discussing in the preceding 
chapters. 

In the writings of economists and practical bankers are 
found repeated statements to the effect that the business of com
mercial banking is merely to facilitate commercial transactions 
through the making of short-time loans--to manufacture credit 
and furnish an important part of the medium of e.'Cchange. Em
phasis is also very commonly placed upon the relation of com
mercial banking to the marketing or mercantile process; indeed, 
the term "commercial bank" owes its origin to this emphasis
the words commercial and mercantile being used as practically 
synonymous terms. Banking literature and legislation unite in 
condemning the making by commercial banking institutions of 
long-time loans for fixed-capital purposes. 

Savings banks, on the other hand, are (in theory) intended 
to facilitate only the raising of fixed capital, to collect the little 
rivulets of individual savings and turn them over in larger 
amounts for investment uses. Investment banks similarly act as 
intermediaries in the raising of funds for fixed-capital purposes. 
Even the trust company was originally designed to act primarily 
in the capacity of trustee, its banking functions being limited, at 
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best, to investment operations incidental to the employment of 
trust funds. 

There is nowadays relatively little specialization by finan
cial institutions. From our analysis in preceding chapters, we 
have already seen that in practice financial specialization is far 
from complete. We have seen, for instance, that savings banks do 
a c(;msiderable volume 9f commercial banking business; some of 
them, particularly in the Middle West, are, in fact, difficult to 
distinguish from commercial banks, since they handle both com
mercial and savings accounts and make loans for commercial as 
freely as for investment purposes. Indeed, a large majority of all 
savings banks make loans for working-capital purposes--directly 
to customers and indirectly through the purchase of commercial 
paper and acceptances in the open market.' 

We have seen that commercial banks do not now confine their 
lending operations to mercantile establishments, but extend credit 
to all classes of enterprise, industrial and financial as well as com
mercial,'and for consumptive as well as for productive purposes. 
We have seen that many of their unsecured loans are devoted to 
fixed capital purposes and that they make a huge volume of loans 
on collateral, a large percentage of which is devoted to fixed cap
ital purposes.2 Some of the largest commercial banks of the great 
financial centers are extensively engaged in underwriting activi
ties, while many are also actively interested in the financing of 
urban real estate operations, particularly the construction of 
apartment buildings. Many commercial banks have long had in
vestment banking or bond departments; and the McFadden Act 
specifically authorizes them to deal directly in investment securi
ties exclusive of stock.' Some of the commercial banks are also 
affiliated with investment banks, with cattle loan companies, dis-

• See chap. xviii, particularly the financ~l statements appearing on pp. 
29c}-30S· 

I See chap. xix. 
I The maximum amount that may be held ill anyone issue is 25 per 

cent of the bank's capital and surplus. 
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count corporations, and investment banking institutions and in
vestment trusts. 

Investment banks nowadays frequently have commercial 
banking departments; the commercial paper houses have in some 
instances, at least, broadened the scope of their operations to 
include underwriting and bond distribution, and the discount 
companies affiliate with commercial paper houses. Finally, we 
have seen that the laws now permit trust companies to engage in 
a great variety of financial operations, including trusteeship, 
agency, suretyship, and both investment and commercial bank
ing.' 

In a general way, it is therefore already clear that there is 
in fact no such clean-cut specialization among financial institu
tions as has been commonly supposed. But if we are fully to 
appreciate the extent to which integration has been carried out in 
the financial world and the reasons for this trend, it will be neces
sary to study the development of the trust company as a type of 
financial institution and to indicate the effects of this develop
ment.upon the operations of commercial banks. 

I. CAUSES OF THE GROWTH OF FINANCIAL 
INTEGRATION 

While the laws of most states did not in the early days give 
to trust companies specific power to engage in commercial bank
ing operations, the opportunity to increase their profits by ac
cepting demand deposits and making short-time loans was so en
ticing that these institutions gradually assumed the functions of 
discount and deposit. This of course brought them into direct 
competition with national and state commercial banks, which 
were denied the power to engage in trust company business; and 
for a generation vigorous opposition was waged by the commer
cial banks to this "unwarranted" invasion of their sacred field of 
enterprise. It was contended, moreover, that this broadening of 
the scope of trust company operations was as dangerous as it was 
illegitimate. Numerous cases came before the courts, and at first 

• See also statement on pp. 703-3. 
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the decisions supported the contention that commercial banking 
was not a legitimate field of trust company operation. But as the 
trust companies of various states continued to extend the com
mercial side of their business, the state courts gradually came to 
accept the movement as inevitable.' 

It was during the decade of the eighties that the trust com
panies first actively engaged in the commercial banking business. 
Flying in the face of banking theory and the powerful opposition 
of the commercial banks, both state and national, the trust com· 
panies continued to expand the commercial side of their business 
and to grow with amazing rapidity. It will be seen from the charts 
on pages 330-3 I that while the number of trust companies is still 
much smaller than the number of national and state banks, the 
percentage of the total which they comprise has been steadily 
increasing; and that the average size of trust companies is over 
three times that of the national banks and nearly twelve times 
that of the state banks. This is, of course, primarily due to the 
fact that the trust company is found chiefly in the larger cities 
of the country. 

Tile extraordinary growth 0/ the trust companies is largely 
attributable to the inllerent competitive advantages 0/ the non
specialized type 0/ financial institution. The fact that several 
types of financial operations are conducted in one building and 
under one management makes possible a most efficient utilization 
of the financial resources of the institution, for by virtue of the 
variety of services that are rendered, the officials of such an insti
tution can be more closely in touch with all phases of financial 
and business problems than can those of a specialized institution. 
The analysis of the interrelations of financial operations and of 
the interdependence of finance and business that has been made 
in preceding chapters should make it apparent that an institution 
which by the nature of its work must keep in touch with every as
pect of the economic and financial system would naturally be 
more far-seeing and hence more efficient in its management than 

• See Tso Hang Mai, Tiu Bank;"g Functions oj Tr,"' Companiu (a 
Master's thesis of the University of Chicago, 1920). 
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would one which from the nature of its operations was brought 
into contact with only certain phases of the system. 

The department-store type of financial institution also has 
had certain direct advantages in attracting business. One class of 
service naturally calls. the attention of customers to the other 
classes of service; each department reinforces the others. 

If the trustee needs to deposit money, the banking department is at 
hand i if the investor wishes to buy or sell, be it real estate, or stocks or 
bonds, the corporation is ready i if the agent finds a purcbaser or a renter, 
that person is attracted toward the company i if the depositor wishes any 
of the services of the company, he is made to realize the helpfulness of his 
banker i if a new company is to be opened up through promotion of the 
enterprises incident thereto, then, there is a distinct drawing of the general 
patronage in the direction of the company i if the individual has any of the 
needs which are supplied by the company in active life and business, he is 
drawn to the company when he has a special trust to be performed whether 
during his life or after death . • . . and so it is one interest attracts an
other." 

Aside from these administrative advantages the trust com
panies also have possessed certain special advantages over com
mercial banks because of less rigid legal requirements govern
ing loans, reserves, etc. While there were undoubtedly certain 
dangers attending such lax regulation, particularly in view of the 
diversity of operations conducted, trust companies have been 
nevertheless enabled-so long as failures did not shatter the pub
lic's confidence-to earn very large profits. And, on the whole, 
trust-company failures have not been more common than those of 
state and national banks of similar size. 

Commercial banks ultimately found it expedient to engage in 
trust-company operatiotlS. When the commercial banks found it 
impossible to prevent the development of this "dangerous and 
illegitimate" type of financial institution known as the trust com
pany, with interesting inconsistency they promptly sought to ex
tend the scope of their own operations to include the whole range 
of trust business. This development in turn incurred the enmity 
of the trust companies which henceforth inconsistently exerted 

I Bankers' Magazine, April, 1909, p. 637. 
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all possible influence to confine the activities of commercial 
banks to their "legitimate" field of financial enterprise. 

But the drift toward financial integration could not be 
checked; and by 1910 fifteen states had; in fact, granted to com
mercial banks the power to accept and execute trusts. While 
national banks were not successful in securing permission to en
gage in trust-company business until the passage of the Federal 
Reserve law, they bad, however, by devious methods succeeded 
in engaging trust-company business long before 1914. The meth
od most commonly employed was for the managers of.a national 
bank or a state bank, in states where commercial banks were not 
permitted to conduct trust-company business, to organize an 
affiliated trust company, which would be conducted in a "com
munity of interest" with the commercial bank. According to the 
Secretary of the Treasury, MacVeagh, there were in 191 I some 
three hundred cases of this sort. A second method was also fre
quently practiced-:-that of selling a majority of the stock of a na
tional bank to a trust company, thereby effecting in practice a 
virtual consolidation of the two institutions. 

The Federal Reserve Act authorized national banks to en
gage in trust business. The facts as to the inevitable trend of 
financial development were eventually looked in the face, and 
the Federal Reserve Act empowered the Federal Reserve Board 
to grant by special permit to national banks applying therefor, 
"when not in contravention of state or local law, the right to act 
as trustee, executor, administrator, registrar of stock and bonds, 
under such rules and regulations as the said board may prescribe." 

This threatened deprivation of the special advantages so 
long enjoyed by trust companies, led them to charge that the 
Federal Reserve authorization was unconstitutional, and two 
test cases were shortly brought before the state courts, in Illinois 
and Michigan. Both decisions, handed down in December, 1915, 
and September, 1916, respectively, held that the granting of 
trust powers to national banks was unconstitutional. But upon 
appeal to the Supreme Court of the United States, the decisions 
were reversed and congressional authority to grant trust powers 
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to national banks was conclusively established, the issue being 
decided on the principle of implied powers laid down in the 
famous case of McCulloch v. Maryland. 

That the national banks (nearly all those technically eligi
ble) have availed themselves of the opportunity to engage in the 
trust business is evidenced by the following figures: On June 29, 
1929, 2,442 national b;mks, representing 32.4 per cent of the 
number and 74.8 per cent of the capital of all banks in the na
tional banking system, had received authority to exercise trust 
powers. Trust departments had been established in 1,734 of these 
banks. A new development in recent years for national banks in 
this field has been the administration of insurance trusts, repre
senting the proceeds of insurance policies. It is of interest to note 
also that over three hundred national banks now use the word 
trust company in their titles. 

State commercial banks are also being granted trust powers. 
One further step was required to make department-store banking 
a universal phenomenon in the United States; for there were still 
many states that had not granted trust powers to commercial 
banks. Unable longer to withstand the tide, the New Yorklegisla
ture, on July 9,1919, amended the state banking law and gave to 
the Superintendent of Banking the power to grant to banks ap
plying therefor the right to "act as trustee, executor, adminis
trator, registrar of stocks and bonds, guardian of estates, trustee 
and receiver of estates of lunatics, or in any other fiduciary capac
ity in which trust companies are permitted to act." The develop
ment of trust departments of state banks has also been steadily 
increasing. 

There has been a similar integration in the field of savings 
ba~kjng. Attention has already been directed to the assumption 
of savings-bank functions by commercial banks and to the legali
zation of this business by the Federal Reserve Law and the Mc
Fadden Amendment of 1927. The growth of savings deposits in 
national banks is shown on page 306. The following table shows 
the relative volume of savings deposits in the different types of 
banking institutions on June 29, 1929.' 

, Annual Report 0/ the Comptroller 0/ the Cu"ency, 1929. 
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Mutual savings banks . 
Stock savings banks 
State commercial banks 
Trust companies 
Private banks 
National banks 

• $8,890.790,000 
1.227,035.000 
6,096.302,000 
3.556,891,000 

46.718,000 
7.380.584.000 

We have also seen that in recent years the savings banks 
have invaded the field of commercial banking, and that in con
sequence the problem of savings-bank management is now very 
nearly identical with that of commercial-bank management. 
Most savings-bank deposits are in laci payable on demand; and 
it is recognized that the maintenance of liquid assets,' or of a 
ready access to the reserve resources of commercial banks, is a 
first requisite in sound savings-bank management. 

This integrating movement ill the field of savings banking has 
passed through practically the same stages as has the trust-com
pany development. Just as the commercial banks resorted to the 
courts to pre~ent the encroachment of trust companies upon their 
"legitimate" field of enterprise, so the savings banks appealed to 
the courts for protection when the commercial banks first be
gan to invade their financial preserves;· and just as the commer
cial banks, when they could not prevent the usurpation of com
mercial-banking functions by trust companies, retaliated byen
tering the field of trust enterprise, so in like manner the savings 
banks-unable to check the invasion of their traditional field by 
the commercial banks (and of course by the trust companies), 
have broadened the scope of their operations by taking over com
mercial-banking functions. They are, moreover, now aspiring to 
assume trust functions as well.10 

• See pp. 312-14. In the ligbt of this recognition many states have. 
during the last few years, legalized bank acceptances as savings-bank in
vestments. 

• See. for example, The Peopk v. Bi"gluJ"./Ofi Trust Compa"y, 139 
N.Y. 185 (1890). 

• For a study of integration in the field of savings banking see W. K. 
Tang. Savings Bank Droelop.rte"t m the UrrUed Statu (a Master's thesis 
at the UniversitY,of Chicago, 1920). 
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It.has been urged by some that department-store financial 
institutions contain elements of serious weakness and that great 
care must be taken if we are to avoid a substantial deterioration 
in banking methods. There are two grounds for this cl?ntention. 
First, it is urged that such an institu\ion becomes a Jack-()f-all
trades and master of none--that "only by specialization can the 
highest efficiency be obtained." A sufficient answer to this con
tention, at least with large institutions, appears to lie in the fact 
that there may be just as efficient management of the specialized 
departments of a single bllSiness as of sperialired distinct busi
nesses. And in addition, as we have already seen, there is a decid
ed advantage in bringing to bear upon the organization of the 
institution as a whole the varied knowledge and ability of the sev
eral department managers. Th~ slightly greater percentage of 
trust~mpany failures in the past is not to be attributed so much 
to the diversity of functions performed as to the low reserve re
quirements and other lax regulations imposed by state laws. 

Of more significance, however, is the possibility that such an 
institution might fail to keep the accounts of the different d~part
ments separate and to conduct each department on the principles 
demanded by the nature of its particular type of operation. 
~Iindful of this possibility, the Federal Reserve Board requires 
of the national banks exercising trust~mpany powers that 

the funds, securities, and in,·estments held in each trust sball be held sepa
rate and distinct from the general funds and !o«Urities of the bank, and 
separate and distinct one from another. The ledger and other books kept 
for the trust department sball be entirely separate and apart from the other 
books and records of the bank. 

I f the legal regulations governing the operations of the vari
ous types of financial institutions are sound and if through regu
lation and supervision we make certain that the work of each 
department shall be conducted on correct principles, there would 
seem to be little occa5ion for concern over the future efficiency of 
our department-store financial administration. 
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II. THE UNIFICATION OF THE BANKING SYSTEM 

The development of banking, as of other economic institu
tions in the United States, has been profoundly influenced by our 
dual system of government. We have already seen that until the 
period of the Civil War our banking system was quite chaotic be
cause of the diverse legal,regulations--or absence of them-in the 
different states of the Union. With the establishment of the na
tional banking system we secured a uniform bank-note currency 
and, so far as the national banks were concerned, uniform regu
lation of banking operations. But the.diverse regulations of state 
banking still persisted. Moreover, in consequence of the lessening 
importance of the note-issue function of commercial banks and 
the greater range of powers generally granted under state banking 
laws, state banks increased in number after 1885, as is indicated 
in the charts on pages 330-31; even more rapidly than did na
tional banks. 

There is undoubtedly something to be said for this dual sys
tem in that it has given a greater scope for experimentation in 
banking than would otherwise have been possible. For example, . 
the development of the department-store type of financial institu
tion would probably not have been possible if all financial institu
tions had been chartered from the beginning by the national gov
ernment; and certain it is that the extension of the privilege of 
making loans (within limitations) by national banks on real 
estate would long have been delayed had it not been for the com
petitive influence of state banks, which have always been per
mitted to lend at least a portion of their funds for such purposes. 
The establishment of the Federal Reserve System, however, 
revealed a striking weakness in our banking organization, one 
inherent in the dual system of government. 

Under the simple conditions of industry that prevailed in 
C~lonial' days, the regulation of banking could well be conceived 
as essentially a local or state problem. But with the evolution 
during the nineteenth century of our system of large-scale inter
dependent industry which is intimately i!lterwoven with the 
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delicately adjusted financial structure, the problem of banking 
organization and control has been entirely changed. The inter
dependence of financial institutions, as we have repeatedly seen, 
is a striking characteristic of the credit system. The failure of 
any important bank, whether charterE,d under state or federal 
law, or engaging in operations intrastate or interstate, has its ef· 
fect upon the entire banking and credit structure. 

When the Federal Reserve Act, therefore, undertook to mo
bilize the nation's resources and to prevent the recurring col
lapse of the credit system in times of panic, as weIJ as to mini
mize the ebb and flow of business activity, it was apparent that 
the lack of control over state financial institutions was a matter 
of serious concern. How could a system, half-organized and 
half-unorganized, survive the credit strains of a period of finan
cial crisis and how could such a·system effect any substantial 
control during the upward swing of the business cycle? In a 
word, how could a financial house divided against itself stand? 

Tile admission 0/ state banks into the Federal Reserve Sys
tem has strengthened the credit structure. The Federal Reserve 
Act made possible the entrance of state banks and trust com
panies into the Federal Reserve System under conditions to be 
formulated by the Federal Reserve Board. And in order to 
strengthen the financial structure as much as possible the Board 
early prepared and issued regulations relating to the admission 
of state banks to membership in the Federal Reserve System. 
Foreseeing the impossibility of inducing state instituti,ons to enter 
the system if the broad powers that had been conferred upon 
them under state laws were curtailed, the Federal Reserve Board 
felt that the conditions of membership should not preclude state 
institutionll from exercising their statutory rights under state 
laws as before. For example, they were therefore permitted to 
make loans on real estate security without regard to the restric
tions imposed upon the making of such loans by national banks j 
although the Board reserved the right to refuse entrance into the 
system to a ~tate bank which had so large a percentage of its loans 
invested in real estat~ as to impair, in the view of the Board, its 
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liquid condition. The state banks were also given permission to 
withdraw from "the system on a year's (later changed to six 
months') notice if after trial they did· not find membership ad
vantageous. 

A vigorous early effort was made on the part of the Federal 
Reserve Board to induc~ the state banks to join the system. The 
great advantages of membership were pointed out; and veiled 
threats were made to the effect that in case the state banks did 
not join, in time of crisis they would be unable to secure any as
sistance in meeting the strain to which they would. be subjected. 
The arguments, misconceptions, and prejudices which explain 
their refusal to take early advantage of the opportunity to enter 
the system are best presented in the words of a state banker, as 
follows: . 

First, the law is made for national banks only. Until it shall be 50 

amended as to be helpful and not detrimental to state banks and trust com
panies they should r~main out of the system. 

Second, those entering the new system will probably be subject to 
douhle examinations, both state and national, double reports, conllicting 
laws, unusual expenses, and a curtailment of privileges now enjoyed under 
state laws. 

Third, at the present time state banks and trust companies are able 
to supply needs in their various communities for the development and pro
motion of business that cannot be supplied by national banks. This then 
brings us face to face with the best protectiod of the public and the fullest 
development of the country. The new law appears to me to have been espe
cially constructed for and is now being administered largely for the benefit 
of big busineSll and big undertakings. It has no functions thus far developed 
that appeal personally and directly to the small business man, merchant, 
small farmer, small stock-raiser, small manufacturer, or plain ordinary citi
zen. Of course, by aiding the large institutions, the system will probably 
indirectly aid ~e small ones. 

In the fourth place, commercial paper is the great and important item 
to be used for rediscounts at the Federal Reserve banks. This can be issued 
and is issued only by large concerns moving great quantities of merchandise 
or products and receiving quick returns on the same in cash. Theoretically 
this is fine, but unfortunately all of the business of the country is not and 
cannot be turned over inside of thirty, sixty, or ninety days. There should 
therefore be some financial institutions in the country that can take on at 
least a limited amount of such business which is sound, safe, and secure, but 
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not as quickly liquid as the preferred classes mentioned in the reserve 
bank act. 

Fifth, customers of country banks know very little about making 
statements, and it would be very difficult for a country bank to meet the 
"red-tape" requirements of the Federal Reserve banks when discounts are 
needed. I believe the small member banks and non-member banks must 
rely, as heretofore, largely upon tbeir correspondents in the larger centers 
to supply 'tbem with funds as needed for emergencies. Fortunately, such 
banks do not need accommodations very often. 

Sixth, it would be very dangerous to place the entire banking business 
of the country under the control of a federal board at Washington. No 
other free country that I know of has ever succeeded in forcing all banking 
institutions to come under absolute governmental control. 

State banks and trust companies are in a very fortunate position, both 
for themselves and for their patrons, in being able to stand aside during the 
formative period-we might say the experimental stage-of the new na
tional banking system and steady the financial ship while the national banks 
trim their sails and adjust their craft to suit the current of the new stream. 
These twenty tbousand or more state banks and trust companies, remaining 
serene and undisturbed, are able to take care of their business in the usual 
way, co-operating at all times in a most friendly and patriotic spirit in 
bringing the new national system to its highest efficiency and most perfect 
state of usefuln~ss." 

Shortly after the entrance of the United States into the World 
War a new drive for securing the membership of the state banks 
was undertaken. Mobilization was the task of the time, mobiliza
tion of the army and Davy, mobilization of manpower and wom
an-power, mobilization of labor, mobilization of industrial 
resources. Why not, therefore--most important of all-mobiliza
tion of the nation's financial resources? President Wilson seized 
the psychological opportunity and issued a stirring appeal to 
state bankers to join the Federal Reserve System and thereby to 
effect a, complete mobilization of the banking ~sources of the 
United States. He urged that "co-operation on the part of the 
banks is a patriotic duty at this time and membership in the 
Federal Reserve System is a distinct and significant evidence of 
patriotism." 

11 Frank N. Briggs, adapted from an address before the Colorado 
Bankers Association, June 30, 1915. 
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While this appeal doubtless had no little effect, the credit 
strain to which the individual banks were already subjected was 
probably a more potent influence in inducing the state banks to 
affiliate with the Federal Reserve System. The expanding vol-

. ume of business conducted at ever increasing prices-as ex
plained ill chapter xxvi-necessitated access, directly or. indirect
ly, on the part of the state banks to the central repositories of 
reserve money. The apathy that had previously prevailed with 
reference to the rediscount privilege wjlS thus changed as if by 
magic to the liveliest interest. It had become highly profitable to 
affiliate with the Federal Reserve System. The number of state 
bank and trust-company members increased from 37 at the end 
of 1916 to 930 at the end of 1918. 

Membership in the system continued to increase· for a time 
after the close of the war, and reached its peak in 1922, when 
1,639 state institutions belonged to the Federal Reserve System. 
During the next three years, the number of state bank members 
in the system declined to 1,513, and on October 4, 1929, the 
number was down to 1,148. The decrease in membership was due 
in part to failures of banks in the agricultural districts, to con
solidations, and to the conversion of state into national banks; 
but in large part it was the result of withdrawals from the system. 
So far as numbers are concerned, only about one-twelfth of the 
state banks are now members of the Federa1 Reserve System; but, 
since most of the large state institutions, including trust com
panies, are members, substantially one-half of the total resources 
of state banking institutions are incorporated in the system. 

The national banking system has been dec:lining in im
portance ;" recent years. The withdrawal of state banks from 
the Federal Re*rve System, discussed above, has been paralleled 
by the surrender of national charters by many national banks 
and the taking out of new charters under state law. DuTing the 
same period, comparatively feW new banks were organized under 
national law. Whereas for many years the aggregate resources of 
the national banks had greatly exceeded the aggregate resources 
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of state institutions, by 1924 the resources of the national banks 
were 43 per cent of the total; in 1926,40 per cent; and in 1929, 
38 per cent. The primary reason for this shift was the more lib
eral operating provisions of the state laws, particularly in con
nection with the establishment of branches, which has become the 
vogue in recent years. 

The threatened extinction of the national banks led to the 
passage of the so-called McFadden Banking Act of 1927, which 
amended the national bapking laws for the purpose of enabling 
more effective competition with .state banks. Some of the pro
visions of this act have already been noted, namely, those per
taining to loans, the purchase of securities, and the legalization 
of savings departments. The provisions with reference to the 
establishment of branches are given in Section III below. Before 
taking up the discussion of branch banking, however, we must 
present the facts with reference to bank failures in recent years-
since the wholesale failures which have occurred have contributed 
to the growth of the brandi banking movement. 

The n"mba of bank failures since 1920 finds no parallel ;n 
modern banking history. Not since the collapse of wildcat bank
ing schemes in the thirties and forties of the last century has the 
number of bank failures been comparable with those of the last 
few years. During the nine-year period from July I, 1920, to 
June 30,1929, inclusive, approximately 4,925 banks, over 20 per 
cent of the total, closed their doors, tying up deposits of approxi
mately $1,500,000,000.12 Of these institutions, 4,228 were state 
and private banks and 697 were national banks. It is of interest 
to note also that the failures have been more numerous in recent 
years than they were in the period immediately following the 
financial collapse of 1920. Of the foregoing total approximately 
4,000 have occurred since the end of 1923. The number of fail
ures and the aggregate deposits of the suspended banks annually 
from 1924 to 1929 inclusive are shown in the following table: 

U These figures do not include about 500 banks which were reopened 
after reorganization. 
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BANK SUSPENSIONS IN THE UNITED STATES, 
1924-29 

Year No. or Banks Deposito 

1924···· .• ······· 777 $ 213,444,000 
1925............. 612 172,900.000 
1926. . . . . • . . . . . . . 956 272,488,000 
1927. . . . . •• . . . . . . 662 193,891,000 
1928............. 491 156 ,786,000 
1929. . . • . .. • . • . . . 52I 200,000,000 

I----~--I----~~--
Total........ . 4,019 

• Up to November I. 

In the main these failures have been confined to small COUD- • 

'try banks, approximately 60 per cent of the suspended institu
tions having a capital of $25,000 or less, and only about 10 per 
cent having a capital in excess of $100,000. The distribution of 
failures from June 30, 192 I, to June 30, 1929, by groups of states 
has been as follows: 

New England states ..... . 
Eastern states .......... . 
Southern states ........ . 
Middle Western states .. 
Western states ......... . 
Pacific states ........... . 
Hawaii ................ . 

State and Private 

23 
41 

1,170 
1,241 
1.572 

180 

National 

3 
16 

122 
188 
30 5 

63 

ID seven states over 40 per cent of all the banks in existence 
in 1920 have since failed; and in six states between 2S and 40 per 
cent have failed. The Comptroller of the Currency, writing at 
the end of 1929, says that there are many country banks now op
erating at a loss and many others operating on earnings insuffi
cient to justify their capital inv.estment. 

These failures have been attributed in farge part to the short
comings of our system of independent, "unit," banking under 
which there exist thousands of small, isolated banks, the manag-
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ers of which are often none too conversant with sound banking 
procedure and who are too closely associated with the local inter
ests which the bank serves. While not wishing to defend a system 
of widely scattered independent banks, the present writer be
lieves that the wholesale insolvencies of recent years are primarily 
the consequence of the post-war agricultural boom with its at
tending inflation of land values and heavy accumulation of bank 
indebtedness, followed by a protracted period of agricultural de
pression, rather than of the system of independent banking as 
such. In any event, theSe failures have emphasized the impor
tance of better banking management, a wider diversification of 
loans and investments, and closer connections between the outly
ing banks and the resources of the financial centers, and have 
thus promoted the movement for branch banking. . 

III. THE DEVELOPMENT OF BRANCH BANKING 
In most important countries banking operations have long 

been chiefly conducted by a relatively few large central insti
tutions having a large number of branches. In the earlier history 
of the United States, branch banking also played an important 
role. The first Bank of the United States, 1791-1811, had eight 
branches, located in important financial centers; and the second 
Bank of the United States, 1816-36, had eighteen branches, cov
ering a wide geographic area. The early state banking systems, 
moreover, were characteristically organized as branch banking 
systems. The wholesale failures that occurred in the panic of 
1837, however, particularly in the Middle West and South, 
where branch banking was most nearly universal,. brought the 
branch banking system into disrepute. Rhode Island, in 1837, 
and New York, in 1844, passed laws expressly prohibiting the 
organization of branches, while in numerous other states the 
banking commissioners interpreted the existing laws as failing to 
permit the establishment of branches. 

When the national banking system was established, appar
ently no serious argument was advanced for permitting national 
banks to organize branches. State banks which joined the na-



tional banking system were, ~, permitted to retain existing 
branches. The brar:ch banking systems ill the southem states 
\li"ere I4rgely destroyed by the Chi! War and its aftermath, aDd 
thOse of the Central West came illto the national system as unit 
banks.. Thus, for 40 years follo1ring the establi5hment of the na
tional banking system, branch banking 11"&5 of DO significance ill 
the °rnited States, the toW. nUlllbel' of braDches ill 1889 bring 
only eight and ill 1 goo only sixty. 

After 19oo, branch banking ~ state auspias btgan to 
show a substantial increase, particularly 1rithin single urban 
communities. The following table s.h<nr.; the number of branches 
in operation for selected yean: 

Year ... Oatsi<tr T~ B_Ciry S-Ciry 

1910. --_ ........ 161 168 329 
19:10· --.--""--- 621) 42] I ,OS' 
192 5 . . _--_ ...... - 1,810 8JI ',64-1 
1928. 1,114 1,016 3,']0 

In 1929, only eleven states permitted the establishment of 
branches both ill and outside of the home city of the parent-insti
tution, while twelve other states permitted branches 1rithiD the 
home city. Eighteen states had DO branches ill operation.. About 
57 per cent of the branch banks of the country were reported by 
thm! states-Califomia, New York. and llichigan-and about 
46 per cent were ill fOUl cities--San Francisco, Los Angeles, New . 
York, and DetroiL The greatest development 11"&5 ill California, 
where nearly ~ of the banking establishments in the 
state were branches of larger iDstitutions. 

As already indicated, the operating ad\"lUItagtS possessed by 
state banks, including, ill numerous states, the right to engage ill 
branch banking, for a time seriously threatened the very exist
ence of the national banking system. Accordingly, the McFadden 
Banking Act of 1927 auHlori.zled the national banks to engage ill 
branch banking on a limited scale, the pnJ\isions of the law being 
as follows: 
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A national banking association may retain and operate such branch or 
branches as it may have in lawful operation at the date of the apPJ".Oval of 
this Act, and any national banking association which has continuolL$ly 
maintained and operated not more than one branch for a period of more 
than twenty-five years immediately preceding the approval of this Act may 
continue to maintain and operate such bran~h. 

If a State bank is hereafter converted into or consolidated with .na
tional banking association, or if two or more national banking associations 
are consolidated, such com'erted or consolidated association may, with reo 
!pect to any of such banks, retain and operate aoy of their bran~hes whkh 
may ba\'e been in lawful operation by any bank at the date of the approval 
of the Act. . 

A national banking association may, after the date of the approval of 
this Act, establish and operate new branches within the limits of the city, 
town, or \'illage in which said association is situated if such establishment 
and operation are at the time permitted to State banks by the law of the 
State in question. 

No branch shall be established after the date of the approval of this 
Act within the limits of any city, town, or village of whkh the population 
by the last decennial census was less than twenty-five thousand. No more 
than one such hranch may he thus estahlished where the population. so de
termined, of such municipal unit does not exceed fifty thousand; and not 
more than two such branches where the population does not exceed one 
hundred thousand. In any such municipal unit where the population ex
ceeds one hundred thousand the determination of the number of branches 
shall be within the discretion of the Comptroller of the Currency. 

The following provision applies to any state bank which 
might seek membership in the Federal Reserve System: 

Any such State bank which. at the date of the appro\'al of this Act, has 
established and is operating a branch or branches in conformity with the 
State law, may retain and operate the same while remaining or upon be
coming,a stockholder of such Federal reserve bank; but no such State bank 
may retain or acquire stock in a Federal reserve bank ucept upon relin
quishment of any branch or branches established after the date of the ap
proval of this Act beyond the limits of the city, town. or village in which 
the parent bank is sit uated. 

This act, it will be seen, was intended to permit the national 
banks to compete on even terms with the state banks in respect 
to the conduct of branch 'banking operations \\;thin a given city. 
I t did not, however, authorize general branch banking, and hence 
it did not enable national banks to compete effectively with the 
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state banks in those states where the law authorized a system of 
state-wide branch banking. While the position of the national 
banks was on the whole strengthened by the act, it did not ac
complish the purpose of strengthening the general position of 
the national banking system . 

• Chqin or group banking systems have developed rapidly 
since I927. The growth of group banking is a part of the chain 
movement which has played so large a part in American economic 
organization in recent years. It is also a part of the financial 
merger or consolidation movement; and where this is the case, 
the objectives are gains from security dealings rather than from 
banking operations. Three different types of chains have been 
differentiated: First, there is a group in which the dominant ele
ment is a particular bank exercising direct or indirect, but none 
the less definite, control over a number of other banks. Second, 
there are those in which a non-banking holding' company, not 
subsidiary to any· particular bank, is the dominant element. 
Third, there is a group in which the dominant control is exercised 
by a person or by a group of individuals operating independent
ly of any bank. The composition of these groups shifts rapidly, 
but at the end of 1929 the number of banks and the resources in 
each of these 'groups was roughly estimated as follows: 18 

1\0. of No. of Combinod 
Chains Banks Resourcee 

Group I ...... 77 
. 402 $ 6,104.000,000 

Group II ...... 28 311 4,929,000,000 
Group III .. ... 167 1,071 1,468,000,000 

Total.. .. 272 1,784 $12 ,SOl ,~,ooo 

Chain or group banks existed in 1929 in all but nine states 
of the Union. The largest number was found in Minnesota, where 
there were 34 in operation, involving 389 banks. New York stood 
second in number of chains, and easily.first in total resources in
volved. In many cases ~eir operations were not confined to a 

.. R. S. Hecht, The Grea' Web 01 Chain Banking. 
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single state, or to national or state banks alone. The general mag
nitude of the chain banking movement is indicated by the fact 
that the total resources of the chain groups comprised roughly 
one-sixth of the total banking resources of the country. 

It is believed by many that, since in union there is strength, a 
group of banks linked together in a chain possess a greater. safe
ty than banks operating independently. In view of the fact that 
some of these chains have been developed for the purposes of 
making money out of securities rather than out of banking opera
tions, and that they are often but loose federations, it would be 
rash to assume that the principle of safety in numbers is of uni- . 
versal application in this field. Indeed, it is doubtful whether in 
many cases the advantages which the lesser banks in the chain 
derive from the affiliation is as great as that obtained by corre
spondent banks under the old order of things. 

The chain-banking form of organization is inherently in
ferior to the branch banking system. The primary reason for this 
is that it is extremely difficult to maintain adequate supervision 
over a chain of banks. State banking officials are powerless to 
prevent the buying-up of stocks for the purpose of forming a 
chain; and after the chain is in operation and recognized as 
such, it is often impossible for state bank examiners to asc~rtain 
the true condition of the trend as a whole. If the examination is 
to be of value, all the participants in the chain must be examined 
simultaneously. This is difficult enough when the members of the 
chain are all in a given ~tate, or all members of the national 
banking system; but when the units are under the jurisdiction of 
different states or when some of them are state banks and others 
national banks, adequate supervision becomes virtually impos
sible. The possibilities of evasion through the shifting of assets 
is greater than under the unit banking system. And, most im
portant of all, the depositor in a unit of the chain banking system 
is not protected by the assets of the system as a whole. 

The chain banking movement would probably not have de
veloped had the McFadden Banking Act authorized the estab
lishment of state and nation-wide branch banking systems. With 



. . 

720 FINANCIAL ORGANIZATION 

the general trend of the times toward the linking-up of geo
graphically separated companies into single units, and with the 
syste~ of individual unit banks breaking down as a result of 
protracted economic difficulties in the agricultural sections of the 
country, some form of asspciated banking was apparently inev
itable. The chain banks have blazed the trail and set the stage for 
legalized branch banking. In the cycle of time, the branch bank
ing with which we started one hundred years ago is undoubtedly 
coming back. The fact that the branch banking of the eighteenth 
century was replaced by unit banking because of the wholesale 
. failures that occurred under the former system is perhaps no 
valid reason why we should not now return to branch banking be-
cause of the recent breakdown of the system of unit banking. 

If the formation of branch banking systems is made sub
ject to the approval of national and state banking authorities, 
and if each system is then subject to adequate supervision, the 
result should be to strengthen our general banking fabric. This 
will be partic~larly the case if the branches are not confined to 
the home community of the parent-bank and are thus enabled to 
reap the advantages that come with geographic diversification 
of loans and inv~stments. . 

A primary objection that has always been raised to branch 
banking is that the managers of the parent institutions inevita
bly possess inadequate knowledge of conditions in the local com
munities served by the branches and that credit extension comes 
to be determined by inflexible rules· rather than by intimate 
knowledge of local needs and potentialities. That this contention 
has some measure of truth is. scarcely to be denied; but there is 
something to be said on the other side. First, the management of 
existing local banking institutions is commonly none too well ac
quainted with the principles of sound banking; and the intro
duction of approved credit methods properly adapted to rural 
and small-town conditions would perhaps result in a reduction of 
losses. Second, the "intimate knowledge" and "close acquain
tanceship" of the 10cal banker is often too intimate and close and 
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proves the undoing of bank and customer alike. It is sometimes 
difficult for the banker to resist the boom psychology of his com
munity, and for that matter to prevent his sympathies for an in
dividual in distress from mastering his judgment. On the whole, 
credit has probably been extended too fully under our system of 
independent banking. The balance of advantage cleru:ly lies in 
permitting branch banking without regard either to state or Fed
eral Reserve district lines. Only thus can we complete the unifi
cation of our banking and credit system which is required in the 
interests of general business and financial stability. 

IV. THE CONSOLIDATION MOVEMENT 

Coincident with the development of integration in banking, 
there has been a no less interesting and significant movement 
toward the consolidation of banking institutions and the concen
tration of financial power. This consolidation movement has 
passed through several stages. The phenomenal consolidation 
movement in the fields of transportation, manufacturing, and 
commerce in the last quarter of the nineteenth century was 
necessarily paralleled in the fields of both commercial and in
vestment banking.. Indeed, the two movements have developed 
hand in hand, each having been necessary to thecontinuan<;e of 
the other: the growth of huge banking institutions made possible 
the assembling of the capital required by corporate consolida
tions; and, conversely, the development of giant-scale corporate 
industry required and made profitable the development of finan
cial institutions of commensurate resources. 

The concentration of financial resources was effected to some 
extent by the organization, de novo, of banking institutions of 
very large size, but more largely by a process of affiliationU and 
consolidation of existing institutions. The period of most rapid 
evolution in this direction coincided with the era of industrial 
combination, namely, the fifteen years from 1897 to 19I2.The 
total number of banks in New York decreased from 130. to 120 

It For a statement with reference to the affiliation of. commercial banks 
and trust companies see pp. 703-4. 
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during the ten yean from ~901 to 1911. In 1896 the largest bank 
in Xew York City had Jess than $30,000,000 of deposit!; by 1911 
there were six Xew York institutions with more than $100,000,-
000 each; lrhile in the five yean from 1907 to 1912, one Xew 
York trust company increased its deposits from $20,000,000 to 
$166,000,000. In the year 1911 there were ten banks in the l"nit
ed States with deposits in excess of $75,000,000 each, seven of 
them located in Xew York and two in Chicago. 

A factor of no'little importance in furthering the movement 
toward financial concentration, particularly in the yean after 
1907, was the desire to strengthen the financial structure and to 
render less abortive the efforts of the banks to co-operate in future 
emergencies for the control of financial crises. In the words of 
Noyes: 

TM bank 1USpeDSi0DS, ill New York particularly. durin& the panic of 
1907, empbasized th~ dangers ClQUd for the community at Iarg~ b7 walt 
or iD-manag~ institutions ill a antral mooey marUt. Finally. the IDd
cknts of that panic-indudiDg the temporary breakdoWll of credit bcilitieI, 
the distru!t by banks of ODe anotbu. the lack of quick aDd dective @

opuation to nlit\"~ the cR;is-taught the IUpmne oeaWty for a bankinc 
power strong tllOugh to meet the worst etoergency. Conantntion of the 
banking resources at tb~ cOl:ntry', monry antn is, ill the atMna of a an
tral institution such as the Bank of England, the only IDQM of CODt~IIi.ng, 
promptly and ~llecth~Iy, a crisis of that kind. • 

It was shown by the Pujo investigation of 19I2 that eighteen 
selected financial institutions were affiliated through a system of 
interlocking directorates with banks, trust companies, transpor
tation systems, public-utility companies. and trading corpora
tions, involving, in all, 746 directorships in. IJ4 corporations, 
having total resources of approximately $25.000,000,000". 

]1IIerioding financial directorales 1Dere m4de illegal b, 'he 
CUJyltnl Act oj 1914. The practical outcome of the money-trust 

• AIaandn- D. Noyes, AtI ... llic JltnIlll,. CXJ (1913). 6SJ. 

• Report of ~ Commjtl~ appoinUd to iII .. estigau the concmtratioa 
&lid control of mooey and cndit, 62d ConcreM. 3d Sal. 
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investigation was the passing of an act designed to break up the 
system of interlocking directorates, by providing that 
no person shall at the same time be a director or other officer or employee 
of more than one bank, banking association, or trust company organized or 
operating under the laws of the United States, either of wbich has deposits, 
capital, surplus, and undivided prolits aggregating more than $5,000,000; 
and no private banker or person who is a director in any bank or trust com
pany, organized or operating under the laws of any state, having deposits, 
capital, surplus, and undh'ided profits aggregating more than $5,000,000, 
shall be eligible to be a director in any bank or banking association organ
ized or operating under tbe laws of the United States. 

While the Clayton Act was complied with through a more or 
less complete readjustment of directorates among the institutions 
concerned, it did not defeat the financial consolidation movement 
any more than the Sherman Act prevented consolidations in other 
fields. New forms of financial concentration and control have 
been utilized, particularly the holding company; and, in recent 
years, outright consolidations have been the vogue. The merger 
of some of our largest national and state banks and trust com
panies has resulted in institutions of gigantic proportions, with 
capital resources running into the hundreds of millions of dollars. 
The National City Bank, the Chase National Bank, the Guaran
ty Trust Company, and the Equitable Trust have effected a series 
of mergers which have produced institutions of staggering dimen
sions. The aggregate of banking resources of the more than 
25,000 banks in the United States is approximately $72,000,000,-

000, of which $33,400,000,000 are now held by 2 SO banks. 
A similar consolidation oj financial institutions has occurred 

in other countries, notably in Germany and Great Britain. The 
movement in Germany is attributable to the same forces that were 
operating in the U~ited States, plus the added one of govern
mental support as a means of furthering Germany's financial and 
trading operations overseas. The financial crisis of 1901 was a 
particularly potent factor in promoting the consoiidation of Ger
man banks, a large number of small banks being rescued, as it 
were, from the financial rocks on which they found themselves 
by incorporation into or affiliation with the powerful institutions 
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that survived. Within five years the Deutsche Bank absorbed 49 
smaller banks;-the Dresdner Bank, 41; and the DiscontogeseU
schaft~ 28. In some cases the great banks simply annexed those 
institutions which were previously autonomous, and took over 
the business of menaced establishments, converting them into 
branches. More often they allowed them to continue in existence 
for form's sake, contenting themselves with financing them, or 
perhaps acquiring a sufficiently large number of shares in these 
concerns to assume their effective control. Sometimes, also, in 
order to study appearances still more, an exchange of shares was 
the medium employed; the absorbing bank and the bank ab
sorbed reciprocally delegated their directors from one board to 
the other. For Inany years these banks dominated the financial 
activities and, because of their close affiliations with industries, to 
a very considerable extent the economic activities of Germany. 
A new consolidation movement has occurred in Germany since 
1928 and has involved the merger even of the Deutsche and the 
Dresdner banks. 

In Great Britain the number of banks has also been relatively 
small owing to the fact that the system developed along branch 
banking lines. But shortly after the war a merger movement re
sulted in the creation of the so-called "Big Five," which almost 
completely dominates the larger financial activities of the nation. 
We also find a "Big Five" in Japan. 

This consolidation movement is in part attributable to the 
necessity of Inaintaining banks of a size commensurate with the 
huge business requirements of the modern age. The more striking 
cases are, however, also in part the result of rivalry for prestige 
among a few outstanding institutions in each financial metropolis 
and also between the great banks of the leading financial countri~ 
of the world. 

QUESTIONS FOR DISCUSSION 

I. To what extent do the banks with which you are familiar specialize in 
some particular form of financial enterprise? 

2. Do you inIagine that some one department of a DOD-specialized institu
tion is of paramount importance, with the others merely incidental, or 
that all are of relatively equal inIportance? 
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3. If you were to organize a bank of ample resources, how many depart
ments should you create? What conditions would determine your pol-
icy in this connection? • 

4· Examine the mutual and stock savings bank balance sheets on pages 
299 and 305 and estimate the relative importance of the commercial 
business in eacb class of savings institution. 

5· Do savings bank balance sheets show whether the bank conducts a bond 
or trust department? 

6. Would the balance sheet of a trust company indicate the extent of (a) 

its trust business (of the various types) j (b) its underwriting activi
ties j (c) its savings business? 

7. Does the balance sheet of a commercial bank indicate (a) its savings 
business; (b) its bond transactions; (c) its trust business? 

S. "The tendency toward financial integration is caused by the same forces 
that have produced integration in industry." Discuss this statement. 

9. Draw up a list of the advantages of the department-store type of finan
cial institution. Draw up a list of the disadvantages. 

10. "All that is necessary to safeguard department-store banking is to re
quire the operations and accounts to be kept entirely separate." Why? 

II. "It is only in the larger cities that the department-store type of insti
tution could prove successful." Do you agree? 

12. "In towns and smaller cities there is not enough financial business to 
support several different types of financial institutions. If the com
munity is to be adequately served with financial facilities, therefore, a 
single bank must be permitted to do various kinds of business." What 
do you think of this statement? 

13. How do you account for the fact that financial legislation originally in
tended to force the development of specialized financial institutions? 

14. How do you account for the fact that writers on the theory of banking 
have usually written as though the different types of financial opera
tions were conducted by specialized institutions? 

IS. How do you explain the development of savings departments by com
mercial banks? of bond-distributing departments? 

16. Should the commercial paper house be allowed to invade the field of 
investment banking? . • 

17. Why does not the commercial paper house assume trust, saving, and 
commercial banking functions? May it some day conceivably do so? 

IS. Why do the commercial banks not organize affiliated commercial paper 
houses, as they do, in fact, organize affiliated cattle loan companies? 

19. How do you explain the extension of commercial banking powers to 
trust companies? Do' you think that it was a mistake? 
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20. How do you explain the acthoe opposition of the commercial baub to 
the invasion of their field by the trust companies? Would the opposi
tion bave bedl as bitter as it was if the trust companies had been sub
jected to as strid legislative regulation and supervision as were the com
mercial banks? 

21. How do you account for the e:rteDsion of trust po..-ers to commercial 
banks? Do you think it unwise? 

22. How do you account for the opposition of the trust compaDies to the 
entrance of Dational and state banks into the trust field? 

23. Is there any essential difference betweeJl a savings bank, a trust com
pany, and a commercial bank (a) so far as banking functioDS are con
cerned; (b) so far as their ability to engage in other types of Opel'3tiODS 
is concerned ? 

24. The competition of state banks bas led to a lessening of restrictiODS on 
national bank opentions. Has this been desirable or undesirable? 

2;. "The McFadden Ad did not authorize the type of branch banking 
which is economically most desirable." Do you agne ? 

26. It is conteDded by many tbat the primary cause of the establishment of 
chain banks and the movement for bl'3Dcb banking is the demonstl'3ted 
incompetency of the unit banking system as n-idenced by the enormous 
number of failures in recent years.. Do you think those ""bo ba\"e or
ganiud chain banks bave been actuated primarily by a desire to 
stn:ngthen the banking organization of the country? 

27· Does it seem to you probable that if we bad had a branch banking sys
tem no important failures in the agricultural states would ba"e occurred 
during the period since 1920? 

28. Can you think of any arguments in fa\·or of the chain banking system 
tbat do not apply to the bl'3Dcb banking system? 

29. What are the essential ad\-antages of the branch banking system (a) 
0\'eI unit banking; (b) over group banking? 

30. Do you think tbat branch banking systems operating over many states 
are desirable ? 

3 1. '''-all branch banking teDd gradually to eliminate banking under state 
authorization? 

32. Do you think tbat the growth of large banking institUtiODS bas been 
economKaIly necessary? H so, wby? 

33· Of the \-arious means by ""bicb large fiDancial control bas been buih up, 
,.,-hich do you think is preferable, or 1east objectionable? 

34· Do you think tbat a financial institution may become so large as to 
render it impossible to maintain management of the highest compe
t~ncy? 



CHAPTER XXXI 

THE FINANCIAL SYSTEM AND THE 
GENERAL ECO:NO~I1C 

ORGANIZATION 
Our study of the work of the various financial agencies and 

institutions which together comprise the financial structure of 
the modem economic system is now completed. It remains to at
tempt in this final chapter a statement, however inadequate, of 
the significance of this financial structure from the point of view 
of the general economic organization of which it forms so integral 
and so important a part. "'nat, in general, are the elements of 
strength and of weakness in an economic system that is organized 
on a pecuniary basis? \\nat problems of economic or social con
trol have resulted from the evolution of the modem financial sys
tem? Does this system in all respects give rise to a well-ordered 
economic life and-to borrow a statement of the ends and aims of 
human society that has yet to be improved upon--does it on the 
whole "promote the greatest good of the greatest number"? It is 
scarcely necessary to say that a satisfactory or adequate answer 
to these questions is impossible; all that can be attempted in this 
chapter is to make some suggestive statements with reference to 
the economic significance of the modem financial system and to 
the nature of the unsettled problems of economic control to which 
this system has given rise. 

The economic services rendered by the various parts of the 
financial structure have in the preceding chapters been discussed 
chiefly in connection with the work of particular financial institu
tions and agencies. But it has also been shown that these numer
ous institutions are intimately interrelated in their operations. 
that taken together they constitute a financial system; and it has 
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been suggested that this financial system has an intimate and 
organizing relationship to the general economic organization by 
means of which the material wants of mankind are supplied. The 
analysis of the present chapter will, therefore, consist in part of a 
drawing together of the threads of our previous discussion. 

I. MERITS AND DEFECTS OF THE 
PECUNL\RY MECHANIS!\I 

The pecuniary system has undoubtedly rendered economic 
services ()f the greatest importance. It will be recalled that the 
evolution of the pecuniary unit rendered both language and num
bers intelligible for the purp<l5eS of business and thus furnished 
the necessary basis not only for all trade but for all business activ
ity. In a very real sense the pecuniary unit of calculation, together 
with the medium of exchange and the standard for deferred pay
ments, have not only made possible but have been responsible 
for the development of our large-scale co-operative exchange s0-

ciety, which, with all its weaknesses and evils, is almost univer
sally conceded to be a highly efficient form of economic organiza
tion, so far as its productive aspects are concerned. It will also be 
recalled that the system of pecuniary accounting stimulates and 
hastens the development of improved productive processes and 
fosters industrial progress. 

In the main it may also be said that the financial system has 
been fairly responsive to changing business requirements. The 
growing size of business establishments and the gradual univer
salizing of the credit method of conducting business has been at
tended by a commensurate-though often Iagging-development 
of facilitating financial agencies and institutions. Indeed, the 
whole complex financial structure, pictured in the charts on pages 
156,158, and 607, and discussed in the accompanying chapters, 
evolved to meet the needs of a rapidly changing economic organi
zation-a changing organization for which the motivating force 
was mainly the prior development of the pecuniary unit and the 
capitaIistic form of enterprise, dominated by the spirit of gain. It 
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will doubtless be conceded that the various financial institutions 
thus developed, notwithstanding the numerous weaknesses that 
have been pointed out in the foregoing chapters, have, in view of 
the remarkable rapidity with which the capitalistic industrial 
system has expanded, fulfilled in reasonably satisfactory fashion 
the requirements imposed upon them. 

Ti,e jitUlncial organization also has some very real short
comings. At various places in the foregoing analysis attention 
has been called to certain perversions and evils in the pecuniary 
system. In chapter iv, for example, emphasis was placed upon 
the dominating and pervasive influence of the pecuniary system 
over social and economic standards and ideals. It was seen that 
the almost universal expression of modem economic activities 
and achievements in pecuniary terms has led to an exaltation of 
the significance of money that has done much to pervert the 
ideals of society. WIllie even under a non-pecuniary system indi
viduals would no doubt place great emphasis upon things mate
rial; and while it is highly important to bear in mind that the 
modem worship of the "almighty dollar" is in a sense only the 
worship of the material goods which dollars will buy, there is 
little doubt that the development of the pecuniary system has 
tended to strengthen materialistic impulses and to intensify the 
struggle for gain. The acquisitive instincts of mankind appear to 
find greater encouragement as well as fuller scope for develop
ment under a pecuniary system than under any other suggested 
form of social organization. 

Moreover, as we have seen, the importance to the individual 
of a large supply of money has led to the all but universal as
sumption that it is equally important that the nation as a whole 
should have a large and rapidly increasing supply of money. This 
fallacy has been responsible for numerous and persistently recur
ring social movements for increasing, in one way or another, the 
national supply of currency. All men are instinctively mercan
tilists and all instinctively rejoice when the per capita circulation 
increases; hence a not inconsiderable portion of organized politi
cal activity in every country has centered around the attempt 
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to achieve through an increase in the quantity of currency an 
improvement in economic conditions which can come only 
through an increase of productive efficiency. It remains true, 
however, as has been noted in various connections, that the sup
ply of currency as manifested in bank reserves is at times a mat
ter of no little significance. 

Among the shortcomings of the pecuniary order, we have 
also noted the social and economic consequences of changes in 
the level of prices. This is no doubt the most serious weakness 
of the financial system. While no attempt has been made in this 
treatise to discuss the complex forces which control price move
ments in a capitalistic society, we· have seen that prices are in a 
more or less constant state of flux, with minor osciIlations in con
nection with the various stages of the business cycle, and with 
major secular movements, as indicated in the diagram on page 
27. Price changes, as noted in chapter ii, often cause very serious 
maladjustments in the incomes of different classes of society and 
result in social discontent, which on occasion may lead to a very 
general disorganization of economic, social, and political life. 
The individual, compeIled to order his life in pecuniary terms and 
through pecuniary agencies, is powerless to control his destiny in 
the face of price movements that depend, so far as he is con
cerned, upon entirely adventitious circumstances. 

The modern business man also finds his productive activities 
circumscribed at every point by financial considerations, over 
many of which he has but little control. Sudden changes either 
in the price of his particular product or in the general level of 
prices may at one time give him exceptional profits and at an
other bring him to the verge of bankruptcy. While price move
ments may to some extent be forecasted and, in consequence, 
preparations may be made for taking advantage of a rise or for 
discounting the effects of a fall, it is seldom possible to avoid all 
losses incident to price changes; and for the rank and file of 
business men who are quite without knowledge of the influences 
governing price movements, price changes constitute perhaps the 
most baffling problem with which they have to deal. 
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The economic and social losses resulting from price changes 
have naturally given rise to various suggestions for controlling or 
stabilizing the level of prices. We cannot here give consideration 
to the different methods proposed, or to the possibility of stabiliz
ing prices by any conceivable method. It must suffice to say that 
as yet no method of general price control has been devised which 
commands sufficient support among economists, men of affairs, 
and government officials to secure a thoroughgoing practical test. 

One is tempted at this place to enter into a general discussion 
of the adequacy of the price-and-profit mechanism as a means of 
effecting the distribution of social energy, under conditions where 
it is allowed free play--subject to no governmental interference 
in the form of 'price or rate control .. Does the price-and-profit 
method of industrial motivation always promote social welfare? 
Does it, for example, have as its goal "necessities for all.before 
luxuries for any"? Does it not often lead to the rapid and vision
less exploitation of natural. resources? Is it not, in fact, essentially 
a system where relatively short-run pecuniary considerations gov
ern, whereas the promotion of national welfare requires essential
ly a long-run point of view? Since these considerations are not, 
however, exclusively of a financial nature, but involve the various 
issues of individual initiative, private property, free competi
tion, etc., they do not properly come within the scope of the pres
ent treatise, which is concerned only with the pecuniary aspects 
of the modem economic system. 

II. ECONOMIC DEPENDENCE UPON THE 
FINANCIAL MANAGERS 

The evolution of the credit system has also resulted in plac
ing those who control the distribution of liquid capital in a posi
tion of supreme importance in the modem scheme of things~ it 
has given rise to "a class of pecuniary experts whose. b1,lSiness 
is the strategic· management of the interstitial relations of the 
system." We have already indicated, in the chapters on the 
marketing of corporate securities, that there is lodged in the 
hands, of investment bankers a substantial measure of control in 
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c!.istributing the flow C?f labor and capital among the various divi
sions of industry and among the different establishments within 
any given field of enterprise. We shall presently have more to 
s~y with reference to this control under conditions of large-scale 
and highly concentrated finance and business such as exist at the 
present time j but before entering upon this dis«,::ussion it is neces
sary to indicate, more precisely than has been done in preceding 
chapters, the role that the commercial banker plays in guiding 
and controlling industrial activity. 

In the making of loans for working-capital purposes commer
cial bankers, as we have seen, form their judgment as to the safety 
of the loan on the basis of personal knowledge of the applicant's 
moral integrity and of his financial ability and resources, as re
vealed in a financial statement of condition. If, in the judgment 
of the commercial bankers, a particular borrower in a given line 
of industry is not entitled to credit, there is little chance of his 
survival in competition with others whose credit standing is un
impaired. Since the possession of adequate working capital is 
quite as indispensable as the possession of fixed capital, the com
mercial banker thus in a sense holds the veto power over the de
cision.of the investment banker, even as the investment banker. 
holds the veto power over the decision of the manager of a cor
poration Which is seeking to raise fixed capital. And certainly, it 
will be observed, the· dependence of almost every business upon 
both investment and commercial bankers results in giving to 
these financiers a preponderant influence in the control of the 
development of industry. 

The influence of the commercial bankers is of particular im-. 
portance by virtue of the fact that their relations with borrowers 
are usually continuous, rather than intermitt~nt. Since they are 
called upon to furnish ·credit year in and year out, it is necessary 
for th~ cpmmercial bankers to scrutinize continuously the finan
cial status of their customers; accordingly, they are privy to the 
most intimate affairs of producers, manufacturers, and distrib
utors of goods, as well as of those who are engaged in financial or 
speculative activities. They find it expedient to give advice and 
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counsel in the formation of business polici,:s; and because of their 
control of the requisite financial resources, they are commonly in 
a position to exercise a restraining influence. Moreover, when 
occasion arises they can withhold credit and compel a financial 
reorganization of a business and a change of management and 
policies. Whether such financial power will be exercised for good 
or for ill-with or without sinister intent-()bviously depends 
upon the personnel of the banking profession. On the whole, there 
has been remarkably little legitimate criticism)eveled against the 
control over commerce and industry by commercial bankers. One 
of the oldest of business professions, the banking fraternity, has 
developed a trad.ition that it is a duty to exercise the great power 
it possesses without fear or favor and in such ways as to promote 
the development of sound business enterprise. Everyone with 
business experienc~ can of course cite instances where this tradi
tion has not been realized; but such cases are undoubtedly the 
exception rather than the rule. 

The control of credit by individual bankers has proved inade
quate for the requirements of the modern business cycle. The 
analysis in chapters xxii and xxiii reveals a striking weakness in 
the system of banking control over business. With the evolution 
of our delicately adjusted interdepeIl;dent credit system-nation
al and international in scope--it became impossible for bankers, 
acting as individuals, to exercise the degree of control over general 
business conditions that was required. While any particular 
banker might withhold or extend credit to his individual custOM
ers in accordance with their respective moral and financial merits, 
under our decentralized banking system bankers in general could 
not, however, control business in general, in accordance with the 
requirements of the various stages of the business cycle. The re
sult, as we have seen, was a periodic disruption of the entire credit 
structure. The supersedure of this decentralized method of bank
ing control by a system of government supervision, vested in the 
Federal Reserve Board, has resulted in materially lessening the 
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functions of the priva~e financier in the control of business, and 
has brought into existence a body of what may be called "public 
financiers," whose influence over economic affairs is of far-reach
ing importance. 

The officials of central banking institutions are in a position 
to exercise great influence over financial and economic conditions. 
Both in Europe and the United States they have been able to pre
vent acute financial panics and to influence, in some degree, the 
extent of the upward swing of the business cycle. We have found, 
however, that the ·measure of control that may be exercised in 
stabilizing prices and in minimizing the ebb and flow of business 
activity is still open to much question. Judging from experience, 
there is little ground for hope that centralized financial control 
can give us either complete stability of prices or continuous pros
perity. 

The financial system is all pervasive in its influence. Busi
ness corporations and individual workers are dependent upon the 
smooth functioning of the financial system not merely for the 
regularity of profits and wages; as investors in corporate securi
ties they are also dependent upon it for the safety of their savings 
and the perpetuity of interest payments. As the chart on page 
204 indicates, literally almost every individual and every institu
tion is, under modem conditions, vitally interested as an investor 
in. the efficient working of the financial system. Corporations and 
other business concerns are obliged to invest reserve and similar 
funds in the securities of other corporations; banks, insurance 
companies, clubs, educational and charitable institutions, labor 
union organizations, and trust estates-all are of necessity hold
ers of corporate securities; and, under a pecuniary order, the in
dividuallaborer or salaried man can effect the savings required 
for sickness and old age only through the investment of pecuniary 
income, directly or indirectly, in the bonds and shares of corpo
rate enterprises. To a greater or less degree all classes are thus 
mutually dependent upon the efficient functioning of the pecuni
ary mechanism; all have a stake in the promotion of financial 
solidarity and financial prosperity; and, what is more significant, 
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all have veSted pecuniary interests in the maintenance of the 
existing economic system. 

III. THE FINANCIAL SYSTEM AND THE 
CAPITAL MARKET 

Each of the various types of financial institutions which 
make up the modern financial structure has, as we have seen, been 
called into existence to meet ·one or another of the requirements 
of capitalistic production. The commercial bank arose to meet 
the seasonal or peak-load needs of commercial enterprises for 
liquid resources or working capital. The investment bank was 
called into existence to help raise, through the sale of securities, 
the fixed capital required by large scale modern enterprise. In 
turn, the savings bank, the stock exchange, the trust company, 
the commercial paper and discount houses, and the various types 
of agricultural institutions were developed to aid, in one way or 
another, in the process of assembling fixed or working capital re
sources and rendering them available for the needs of business 
enterprise. . 

In the evolution of the modern financial system, the commer
cial banks, including the central banking institutions, have come 
to occupy, as we have seen, a place of central significance. This is 
not so much because of the wide variety of financial operations 
in which the modern commercial bank engages as because the 
commercial banking system assembles the liquid monetary re
sources of the world, and, through the credit organization that 
has evolved, eXpands these resources many times in rendering 
them available for the purposes of business. Accordingly, the 
commercial banking system plays a dominant rOle in the money 
or capital market upon which all business enterprise is dependent. 

Since the commercial banks extend credit quite as much for 
fixed as for working capital purposes, both long- and short-term 
interest rates move closely together, decreasing or increasing ac
cording as the money market eases or tightens. Short-run move
ments of interest rates in either direction are linked with the gen
eral swings of. the business cycle; while over longer periods the 
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movements appear to be associated with the relative abundance 
of the gqld supply itself. The supply of new gold annually coming 
from the mines is thus, p~rhaps, a matter of real significance, not 
only because of its possible bearing upon the level of prices but 
also because of its relation to the supply of loanable funds and the 
interest rate at which such liquid capital can be procured. 

It may also be suggested in this connection that the entire 
process of capital formation has been profoundly modified as the 
result of the .evolution of the modern financial and credit system. 
In primitive societies, new capital results from a direct appor
tionment of energy between the creation of consumptive goods 
and capital goods. But, under the modern pecuniary system, the 
process of creating capital is a roundabout one, involving in the 
first instance the saving of money income and the transfer of this 
money income. to those who wish to employ it in hiring labor, pro
curing materials, etc., for the construction of new capital goods. 
It has been assumed in economic literature that the greater the 
volume of individual money savings the greater would be the sup
ply of new capital goods automatically resulting therefrom: The 
truth of the matter is, however, that if ail individuals should reJ 

duce their consumption, say, by 25 per cent, with a view to ex
panding the supply of funds in the investment market available 
for new capital construction, the curtailment of consumption 
involved would blot out the potential demand for the goods which 
might be produced by the new ~apital. Thf; facts of industrial 
history show conclusively that the only period w~en new capital 
goods increase rapidly is during a period when consumption is 
also rapidly expanding and giving rise to an effective demand for 
new capital. 

In order to make this phenomenon possible, it is obviously 
necessary that there should ·be simultaneously a large flow of 
funds through retail and wholesale markets, giving rise to a de
mand for an expansion of production, and a plentiful supply of 
funds in the investment market available for the development of 
new factories and other capital goods. Now it happens that dur
ing a period when the reserves of the commercial banking system 
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are abundant-either because of a preceding period of financial 
liquidation, an increase in gold production, or an improvement in 
the credit organization whereby gold is economized in use-the 
commercial banks are able directly to supply funds for new cap
ital development by means of loans for fixed capital purposes and 
by investments in securities. Accordingly, a restriction of con
sumption is not, under such circumstances, a necessary antecedent 
to the creation of investment funds; and expanding consumption 
and the creation of new capital goods are enabled to proceed hand 
In hand-for a time. In no other way can the necessary coinci
dence of an expanding consumptive demand and expanding cap
ital production for the fulfilment of that demand be made possi
ble. But it can prdinarily proceed.in this fashion for a relatively 
short time only. The expansion of commercial bank credit for 
'investment purposes, coupled with the heavy demand for loans 
for financing the production and distribution of consumptive 
goods, in due course depletes the supply of available funds, tight
ens money rates, and, working with other factors, precipitates a 
break leading to a new cycle of business recession and expansion. 

With this mere adumbration of the process of capital forma
tion in the modern world and the relationship thereto of the com
mercial banking system, we must here rest content, since to 
present a complete exposition of this highly,complex and funda
mental economic process would require an extended discussion.1 

IV. INTERNATIONAL ASPECTS OF FINANCIAL 
ORGANIZATION 

Of necessity this volume has been largely devoted to a dis
cussion of the financial organization of society as revealed, in the 
United States of America. While here and, there reference has 
been made to the financial institutions of other nations, there has 
been no attempt to make a comparative study of the financial 
systems of different countries, nor has it been an essential part of 
our task to indicate the relationship of the financial system to the 

I See the author's "Commercial Banking and Capital Formation," 
J014rnal of Political Economy, May, June, July, and November, 1918. 
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world-aspects of modem economic organization. At a few places 
in the treatise, however, we have necessarily been drawn into a 
discussion of certain phases of the system of international finance. 
In the chapter on the foreign exchanges we saw how international 
commercial and financial obligations are largely canceled through 
the use of bills of exchange; how the world-supply of metallic 
currency is ordinarily distributed among the various nations of 
the world in rough accordance with their relative needs; and how 
central banking institutions have on occasion collaborated in the 
redistribution of gold with a view to promoting world financial 
and economic stability. 

We have also seen in various connections that the system of 
interdependent credit relations is now world-wid~ in scope. When 
the great speculative mania in the Argentine in the decade of the 
eighties, accompanied by the issue of vast quantities of irredeem
able paper currency, collapsed in 1890 it resulted in the failure of 
one of the greatest international banking houses of England, all 
but precipitated a general financial panic in Europe, and led to a 
very serious unsettling of American financial conditions. Similar
ly, financial difficulties in Japan and Egypt in 1906 contributed 
to the forces that were bringing on the American panic of 1907, 
while the repercussions of this panic in the United States were 
felt in every market of the world. In a word, business cycles are 
world-phenomena and the modern financial structure is essential
ly international in its scope. The world has reached a point in the 
development of its organized economic activities where national 
boundaries are of relatively little significance, notwiths!anding 
the numerous economic barriers that have been erected by polit. 
ical states. 

The growing interdependence of the financW systems of dif
ferent countries and the development of an international finan
cial structure give rise to the suggestion that if the financial 
system is effectively to perform its functions in assisting and 
regulating the modem economic organization, some system of in
ternational control must ultimately be devised. Just as the growth 
of a national, as distinguished from a local, basis of economic 
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organization destroyed the efficacy of local and state control of 
finance and business and required the development of a system of 
national supervision, so the evolution of a world economic and 
financial system requires the creation of some form of interna
tional banki~g organization~a federal reserve system, so to 
speak, for the world at large. 

Progress in the evolution of an adequate banking organiza
tion, like progress in so many other connections, is often the out
growth of some particular period of stress. The financial disor
ganization which followed the World War, and in particular the 
difficulties encountered in connection with the reparation prob
lem, thus gave a real impetus to the movement for the establish
ment of some form of. international banking agency. IIi due 
course the Young Plan for the settlement of the reparation prob
lem provided for an international bank which would combine, 
with itS primary function of serving as a transmitter of repara
tion instalments; certain clearing house, exchange, and banking 
operations. 

Tile international bank was obviously conceived as an agen
cy which would in good season become a grand central banking 
institution for the world as a whole-one which would exercise 
functions in the international field similar to those which the Fed
eral Reserve System or the central banks of other countries exer
cise in their respective national fields. The opposition of existing 
financial institutions, and political controversy as to its proper 
location, eventually resulted in limiting somewhat the scope of 
this bank's powers. 

The principal provisions are as follows: The capital of the 
bank is 500,000,000 Swiss francs, equivalent to approximately 
$96,500,000, and is guaranteed equally by the central banks of 
England, France, Germany, and Italy, by an unnamed private 
bank on behalf of the Bank of Japan, and an unnamed American 
bank. A portion of the stock may be offered to other banks than 
those mentioned above, but only in countries interested in repa
rations or whose currency fulfills the practical requirements of 
the gold or gold exchange standard. 
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The board of directors of the bank consists of the heads of 
the central banks of the seven guaranteeing countries, ex officio; 
and each of these appoints a substitute and also a representative 
of finance, industry, or commerce in his own couptry. During 
the period covered by the German reparation annuities, the gov
ernor of the Bank of France and the president of the Reichbank 
may each nominate an additional director for commerce. In ad
dition to these fourteen or sixteen directors there shall be selected 
at least nine more from lists of candidates presented by the heads 
of central banks.of other countries (than the seven mentioned 
above) which participate in the ownership of the bank's capital. 

The primary functions of the bank in the early years pertain 
to the facilitation of reparation payments. As trustee or agent 
of the government concerned, the bank shall: (I) receive, ad- . 
minister, and distribute the annuities paid by Germany; (2) su
pervise and assist in the commercialization and mobilization of 
certain portions of the annuities; (3) undertake all operations 
con~ected with the German reparations and the international 
payments bound u'p with them as agreed with the governments 
concerned. . 

Other operations of the bank must conform in general with 
the policies of the central baRks of the participating countries, 
which have the right of objection to any proposed transaction 
which concerns them. The operations are mainly concerned with 
the buying and selling of gold coin and bullion, the hqlding of 
gold, making advances to the central banks or obtaining advances 
from them on gold, bills of exchange, or other first class securi
ties; the discounting or rediscounting and the buying and selling 
of foreign exchange. The bank may also act as an agent or cor
respondent of a central bank; and may appoint any central bank 
to act as its agent or correspondent; and it may enter into special 
agreements with the central banks in order to facilitate the inter
national movement of funds. 

The following types of operations are expressly prohibited: 
to issue bank notes payable to borrower at sight, to accept bills, 
to grant loans to governments, to open current accounts for gov
ernments, to acquire controlling interests in an und~rtaking, to 
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retain longer than is necessary to dispose of it advantageously 
property taken over as security for liabilities and not required 
for purposes of the bank's own business. 

It would {lerhap~ be too much to say that this international 
bank, located at Basel, Switzerland, constitutes the beginning of 
a superbanking organization. That it does represent a significant 
step in this direction is, however, scarcely to be doubted. It must 
be borne in mind that developments of this character move slow
ly. It required in all countries the greater part of a century fol
lowing the developmel,lt of a national economy to evolve a system 
of financial control that was of commensurate scope and power. 
Who can say what another country may not bring forth in the 
way of international banking organization? 

Such is the financial system that has resulted from the great 
changes in economic organization that have attended the trans
formation from the medieval handicraft and manorial system to 
the era of twentieth-century capitalistic enterprise. 'For good or 
for ill the economic system has become predQmmantly pecuniary; 
modern life is largely organized about the pecuniary unit of cal~ 
culation; business processes are everywhere worked out through 
financial means; and even the larger aspects of economic organi
zation are in no small measure regulated through the intermedia
tion of financial institutions and agencies. There is little exagger
ation in saying that the economic society of our times is financially 
organized and controlled. 

This study has endeavored to demonstrate neither that the 
modern financial system is the embodiment of economic perfec
tion nor, that it is inherently vicious in its economic and social 
consequences. The effort has rather been to reveal the forces 
responsible for its developm~nt, to disclose the various economic 
services rendered by the numerous individual financial institu
tions and agencies that make up the financial structure, and to 
indicate the functions performed by this larger financial system 
in the general economic organization. The definite purpose has 
been to describe the financial system as it is-to portray its 
weaknesses, as well as its elements of st!ength in performing the' 
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tasks assigned. Certain specific problems of regulation and con
trol and certain fundamental issues concerning the relationship 
of finance to the larger economic organization have been raised, 
but not resolved. The working out of such reformation or re
organization of the system as is necessary to render it more fully 
subservient to the requirements of economic society is rather the 
task of the present and of succeeding generations. If this volume 
contributes something to that understanding of the problems of 
financial organization without which intelligent action is impos
sible, its purpose will have been amply ful,filled. 

QUESTIONS FOR DISCUSSION 
I, Draw up a statement in outline form, indicating aU of the ways in 

which the pecuniary system renders economic services. 
2. Dravy up in summary form a statement of aU of the weaknesses which 

you .find in the financial organization of society. 
3. Draw up a statement showing the interrelations of finance and the gen

eral economic system. 
4. "The growth ·of large-scale industry .necessitated the development of 

national supervision of the banking system." Why? 
5. Concretely, how great is the control of the individual commercial 

banker over the business of his community, where there are competing 
banks in the field? 

6. Do you know of any cases where commercial bankers have misused the 
power which they possess by virtue of their control over loanable 
funds? 

7. Draw up in outline form a statement of the ideal qualifications which 
members of the Federal Reserve Board should possess. ' 

8. The investment banker commonly urges that increased thrift is neces
sary for the creation of new capital i the merchant and the manufacturer 
urge that an ever increasing expansion of consumption is essential to 
business prosperity and industrial expansion. Is either correct ? 

9, "The world has become an economic unit." Do you think this state
ment holds true so far as tlie financial aspects of things are concerned? 

10. "There is just as much reason why we should have a system of inter
national financial control as a system of national financial control." 
Why, or why not? 

'11. ate as many illustrations as possible of th~ difficulties arising from the 
control of finance hy individaal nations rather than by an international 
organization. 

12. Why should existing central banks or large private banking establish
ments 'oppose the creation of an international bank with broad powers 7 

13. What would you regard as the best location for an international bank ~ 
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Acceptance. See Bank acceptance, 
trade acceptance 

Accommodation draft, II7 
Accounts payable, II5, 122 
Accounts receivable, II5, 122 
Agricultural credit: cbap. on, 605-

56; chart of institutions involved 
in, 607; legislation of states, 644 

Agricultural loans, renewal of, 614-
16 

Aldricb Bill, 528-29 
Aldrich-Vreeland Act, 527-28 
Aldricb-Vreeland emergency curren-

CY,527-28 
American Acceptance Council, 562 
Amortization loans, 640-42 
Apartment houses,loans on, 668-72 
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Assay commission, 163 
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Assigning accounts, 406-8 
Automobile bank. See Discount 

companies 
Axias,688 

Balance of trade, significance of, 53 
.. Baltimore plan" of currency re
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market, 559-62; illustration of, 
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ment, 121 

Bank examinations and reports, 
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Bank failures: causes of, 510; of 
recent years, 713-15 
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loans 

Bank notes, I21; regulation of, 521-
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Federal Reserve Bank notes, Fed
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Bankers' deposits, 445 ; and financial 
panics, 486--88 
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Barter, inconvenience of, 35 
Bill of excbange: definition of, 115; 

finance, 140; foreign versus do
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of bankers', 120; trade (or com
mercial),117 

Bill of lading; illustration of, 370; 
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367; nature of, 366-67; as securi
ty for loans, 367 

Bill of Lading Act, 369 
Bimetallism: and compensatory ac

tion, 68-69; and Gresham's law, 
64-70; international, 69-70 

Bland-Allison Act, 68; repeal of, 88 
Blue Sky legislation, 179-88 
Bond houses. See Investment banks 

.Bonds: advantages of, 162-64; il-
lustration of, 1II-I2; real estate, 
668-74; types of, 105-7 

Book credit, II5' 
Borrowers statement, illustration of, 

353 
Brancb banking, 715-22. See. also, 

Foreign brancb banks 
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work of, 259-65 
Brokers' loans, 599 
Bubble Act of 1719, 165 
Bucket shops, 264 
Building and loan associations, 658-

63 
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Business cycles: causes of, 4 72~78; 

cbap. on, 455-505; cbart, 467; 
and commercial banking, 479-
501; and the economic system, 
727; and individual banker's con
trol, 733-34 

Business depression. See Business 
cycles 



FINANCIAL ORGANIZATION 

Call loans: chart, 365; definition 
of, 347; and stock-exchange spec
ulation, 362-65; in time of crisis, 
50 8 

Capital formation: under a capital
istic system, 45-46,735-37 

Capital raising: the corporation 
and, chap, on, 162-72; through 
promotion, 174-79 . 

Cashier's check, II7; illustration of, • 
120 

Cattle loan company: chart, 607; 
functions of, 616-23 

Cattle paper, sale of, 621 
Central banks: opposition to, 529. 

See also First and Second BankS 
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term, 343 
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Clayton Act, 722-23 
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Coinage: effects of bad, 60-62; a 
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sity of, 59-60; regulations in 
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feiting of, 59; debasing of, 83 
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Collateral trust bond, 106 
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tion of, undes Federal Reserve 
System, 562-68 
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Commercial bank investments, 373, 
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pared, chart, 443; classification 

. of, in national baQks, 349; fixed 
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Commercial banker, dominant posi
tion of, 731-35 
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chap. on, 455-505. See also Com
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Commercial banks: and agricultur
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Commercial credit, 96-97 
Commercial credit companies. See 

Discount companies 
Commercial c red i t instruments, 

II 5-23. See also Credit instru
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Commercial letters of credit. See 
Letters of credit 

Commercial loans, nature of, .147. 
See also Single-name and Two
name paper 

Commercial paper: not liquid in 
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reserve,438 

Commercial paper·houses, 394-406; 
chart,.ls8 

Common denominator of value. See 
Pecuniary unit 

Common stock, 10S-IO, 163 
Comptroller of the Currency, 366; 

duties of; 517-18 
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Concentration of money and credit. 
See Financial concentration 

Consolidated stock exchange, 256 
Consolidation movement, 721-23 
Consumptive credit, definition of, 

97 
Consumptive ere d i t institutions, 

chap. on, 678-98 
Contingent liabilities, 352 
Co-operative credit associations, ag
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Corporate reorgani2ations, 284 
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vice, chap. on, 162-72; "close," 
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·rency 
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Credit unions, 609, 686-88 
Creditor nation, United States as, 

23 J-32 
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provisions of, 526 
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Cycles. See Business cycles 
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funds, 345,462 
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Discount companies, 406-4J9; chart, 
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tions of, 559-62 
Discount rates, control of, 552, 556-

57,587-90,598 
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ing accounts 
Dollar drafts: export, 383; import, 
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Double liability of bank sharehold
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Edge Act, 233-35; and direct financ
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Elastic currency under Federal Re
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Inelastic currency 
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Equipment trusts, 107, 280 
Escrow, meaning of, 276 
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Exchange, foreign. See Foreign ex-

change 
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chart, 607 
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of,639 
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648-50 

Federal Intermediate Credit Banks, 
623-28; chart, 607; rediscounts 
and loans of, 627 

Federal Land banks: chart, 607; 
636-43; loans outstanding, 645. 
647 
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Federal Reserve Act, evolution of, 
525-32 

Federal Reserve agent, 535, 540 
Federal Reserve bank notes: amount 

of, 91; legal tender of, 548; regu
. lation of, 538 

'Federal Reserve banks: chart of 
earning assets of, 595; financial 
statement of, 571; open market 
operations of, 557-58, 594-98 
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powers and duties of, 535-36; 
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598, 734 

Federal Reserve districts: map of, 
533; size of, 532 
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Financial panics. See Business cy. 
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353 
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727-42. See also Pecuniary system 

First Bank of the United States, 
462,508 
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Flow of money, chart, 46 
Foreign branch banks, 391 
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54; during the war, 141-50; ftuc
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See also Investment trusts 
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37; listing requirements for, 235-
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91; legal tender of, 76; redemp
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finance, 23-24; and international 
finance, 21-23 
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90; redemption of, 89 
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fund 
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Gold dollar, definition of, 18 
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Government regulation of banking, 
chap. on, 506-24 
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tender of, 89; purpose and nature 
of, 88; redemption of, 89 
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age, 60; and bimetallism, 64-70 
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Group banking, 718-21 
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Index numbers, 18-20 
Industrial banks, 688-89 
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tions, 315-19; cbarts, 158, 607 

Integration. See Financial integra
tion 

Interbank borrowing, 441 
Interest rates: in New York City, 

chart, 365; on deposits, 436. See 
also Discount rates 

Interlocking directorates, system of, 
declared illegal, 722 

Intermediate c red i t, agricultural, 
616-28; chart, 607 

Intermediate Credit system. See 
Federal Intermediate Credit banks 

International bank, 739-41 
International finance. See Foreign 

exchange, and International bank 
Investment banking: and economic 

organization, 222-25; chaps. on, 
191-237; function of distribution, 
2I1-IS; function of investigation 
and analysis, 199-205; function 
of underwriting (see Underwrit
ing); functional cbart of, 198; in
terrela tions of, with financial sys
tem, chart 15S; regulation of, 
220-22 

Investment credit, 96 
Investment loans, nature of, 347, 

360-62 
Investment trusts, 233; chap. on, 

238-51; of Europe, 238-42; 245, 
249 

Joint-stock land banks, 643-44 ; 
chart, 607; loans outstanding, 647 

Labor banks, 692-96 
Latin monetary. union, 67 
Legal tender: of Federal Reserve 

bank and Federal Reserve notes, 
547-48; of government paper 
money, 89-90; of metallic money, 
75-76; of national bank notes, 
343; purpose of, 75 

Letter of credit, 384--90; illustration 
of,389 

Letter of credit agreement, illustra
tion of, 388 

Limited liability, advantages of, 
164-66 

"Living trusts," 277 
Loan shlj.rks, 680>-81 
London stock exchange, 253 
Low grade securities (see Specula

tive securities), and stock ex
change speculation, 268-69 

~cFaddenAct,514, 700,713, 716 
~cLean Act, 233 
"~argin" trading, 259-62 
~edium of exchange: and capital

istic production, 39-40; function 
of,36-38 

~ercantilism, 53-54 
Metallic currency: chap. on, 59-78; 

legal tender of, 75-76; subsidiary 
forms of, 74-76 

~inor coins, amount of, 74, 76, 91 
~nt, charges at, 64; of United 

States, 62-63; tolerance of, 64 
~onetary unit. See Pecuniary unit 
~oney: and peace finance, 44-47; 

and war finance, 41-44; as a store 
of value, 38; and business organ
ization, 39-40; confusion of with 
wealtb, 52-55; and distribution 
of productive energy, 45; f1owof. 
chart, 46; quantity of, required 
by nation, 55-57; regulation of 
metallic, chap. on, 59-78; regula
tion of paper, chap. on, 79-92; 
stock of, and kinds in United 
States, 91; use of in production, 
39-41 

~oney rates. See Interest rates 
~oney trust. See Financial consoli

dation 
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"Morning" loans, 366 
Morris Plan bank, 689 
Mortgage, "old line," 663-66 
Mortgage security, 105; trustee for, 

279 

National Bank Act, passage of, 507 
National bank notes (see Bank 

notes), amount of, 91; declining 
importance of, 344; inelasticity 
of, 457-59; legal tender of, 342 ; 
regulation of, 342; under Federal 
Reserve System, 537-38 

National banks: failures of, 713-
15; growth of, 330-31; invest
ments of, 373; loans of, 349 

National Citizens' League, 529 
National Farm Loan associations, 

637; chart, 639 
National Monetary Commission, 

528 
Negotiability: versus salability and 

transferability, 124-25; of bonds, 
133; of checks, bank notes, and 
drafts, 132; essentials of, 127-28; 
legal procedure with, 128-32 ; 
principle of, 125; of stock, 133 

Negotiable Instruments Law, 126 
New York Curb, 257-58 
New York Produce Exchange, 256 
New York Stock Exchange: history 

of, 252-53; listing requirements, 
235-36, 255 

Note brokerage. See Commercial 
paper houses 

Open accounts. See Accounts re
ceivable 

Open market operations. See Dis-
count market, 557-58, 594-98 

Overcapitalization, IIO 
Overcertification, 366 
Overdrafts, 303 

Panic: of 1907, and savings banks, 
307 

Panics. See Business cycles 
Paper currency: chap. on, 79-92; 

convertible or fiduciary, 80; form 
of, 87-88; German, 84-85; illus
tration of, 85; inconvertible or 
fiat, 80; irredeemable, 81; legal 
tender provisions, 89-90; regula
tion of, 86-87 

Par collections, 566-68 
Par of exchange, 141 . 
Partial payment plan; sale of real 

estate mortgage bonds on, 671-72 
Partnership, chart, 156 
Pawnbroking, 682-84 
Pecuniary system and economic and 

social standards: advantages of, 
728; chap. on, 49-58; disadvan

. tages of, 729-30 
Pecuniary unit; a language device, 

1-2; and apportionment of ex
penditures, 8-10; and business ad
ministration, 3-8; definition and 
origin of, 1-3; and economic or
ganization, 10-12 

Postal savings, 306-10 
Preferred stock, 108, 163; illustra

tion of, II3-14; "modern," 108-9 
Price changes: after Civil War, 30; 

after 1896, 32; and creditor class, 
31-32; and debtor class, 31-32; 
and fixed incomes, 34-35; and so
cial maladjustments,28-35; causes 
of, 20; chart of, 27; economic 
consequences of, 20-28; in Unit
ed States, 1849-1929, 27 

Price level: control of, 593, 730; 
definition of, 19. See also Price 
changes 

Prices, relation of money to, 18-20 
Private banks, 329, 506 
Promissory note: definition of, 

II5; illustration of, II6; similari
ty to trade draft, 121-23 

Promotion, methods of, 174-79 
Prosperity, periods of. See Business 

cycles 
Pujo investigation, 722 

Real estate, financing urban, chap. 
on, 657-77 

Real estate bond houses, 672-74 
Real estate exchange, 674-76 
Real estate loans, controversy over, 

514-16; of national banks, 357; 
of state banks, 357 

Redemption fund for national bank 
notes, 342 

Registrar of securities, 283-84 
Reichsbank note, illustration of, 85 
Remedial loan societies, 684-86 
Reorganization agreement, and trust 

companies, 284-85 
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Reserve cities, meaning of, 343 
Rrc..erves: and deposits, 1897-1907, 

480; and financial panics, 486-88 ; 
equalization of, 493-94; net in 
banking system, 445; of commer
cial banks, chart, 443; of savings 
banks, 312-13; redepositing of, 
445; regulation of, 516-17; re
quirements for Federal Reserve 
nott$, 547; till money, 444; ulti
mate, 444,.-45 

Rural credit. See Agricultural credit 

Safekeeping, of securities, 276 
Safety deposit vaults, 287 
Savings banks: and' agricultural 

credit, 606-8; cbap. on, 298-326; 
departments in commercial banks, 
306; "guaranty," 304; manage
ment of, 310-14; mutual, 303-5; 
postal, 306-10; profits of, 314-15; 
school savings, 310; stock, 299-
303; with commercial accounts, 
700 

Scandinavian monetary union, 67 
School savings banks, 310 
Seasonal variations in demand for 

currency, 456-01 
Second bank of the United States, 

462,508-9 
Second mortgage company, 666-08 
Secondary reserves in time of panic, 

490-1)1 
Serial note. See Sbort-term notes 
Sherman Silver Purchase Act, 68; 

repeal of, 88 
Short-term note, 107-8 
Silver: commercial ratio to gold, 

73; fractional coins, 76; produc
tion of, 72; regulation of subsidi
ary,74-75 

Silver certificates, 88; amount of, 
91; legal tender of, 90; redemp
tion of, 89 

Silver dollar: amount of, 91; coin
age of, 74; legal tender of, 75; 
method of maintaining parity, of, 
75; now a subsidiary coin, 75 

Single name paper, 348-51; used in 
stock exchange speculation, 365-
66 

Speculation: 'in 1688, 167-68; in 
1719, 165; in 1919, 586-87; in 

1929, 598-1)9; on "margin," 259-
62, 364. See Stock exchange 

Small loan companies, 684-86 
Standard for deferred payments: 

importance of, IS; why gold was 
chosen as, 16-17 

Standard of value. See Pecuniary 
unit 

State banks: growth of, 330-3 I ; 

and Federal Reserve System, 712-
13; investments of, 373; regula
tion of, 518-21 

Stock: advantages of, 162-64; with
out par value, 109. See also Pre
ferred stock 

Stock exchange, 155; and capital 
raising, chap. on, 252-72; and dis-. 
tribution of capital, 267-68; and 
marketing of low grade securities, 
268-70; chart, 158; economic 
functions of, 265-71; of London 
(see London stock exchange); 
listing requirements, 255; of New 
York (set: New York Stock Ex
change; and Brokers) 

Stockholders' rights, IIO 
Subtreasury system, abandoned, 576 
Suburban clearings, 425 
Surplus, accumulation of. required, 

513 
Syndicate. See Underwriting 

Token coins, 74 
Trade acceptance: definition of, 

II7; illustration of, lI8; similari
ty to promissory notes, 121-23 

Trade credit, in agriculture, 610-12 
Trade drafts. See Trade acceptance 
Transfer agent, 281-83 
Treasury notes of 1890: difficulties 

with, 22; amount of, 91; legal 
tender of, 90; redemption of, 89 

Trial of the Pyx, 64 
Trust companies: and bond distri

bution, 217; and corporate reor
ganizations, 284-85; and corpora
tion finance, 278-87; as custodian 
of securities, 287-93; as fiscal 
agent, 285-87; as registrar, 283; 
as transfer agent, 281-83; chap. 
on, 273-97, chart, 158; commer
cial banking, features of, 702-3; 
growth and inIportance of, 330, 
331; regulation of, 193-94, 52I 
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Trust receipt, 390, 410; and bank 
acceptance, 560; illustration of. 
387 

Two-name paper, 355-57 

Underwriting: function of, dia
grams, 198, 205-10; joint account 
arrangement, 206-7; participa
tion, 213-15; relation to stock 
market, 267-71; syndicate, ~09-
13 

Unit banking, 720 
United States deposits, 345 
United States notes. See Greenback 

currency 

United States Treasury: and bank 
note issues, 34~; and Federal Re
serve System, 568-70; and finan
cial crises, 490; relation to money 
market, 461-64 

Warehou:;e Act, of United States. 
371 

Warehouse receipts: illustration of. 
372; loans on, 369 • 

Working capital, S. IS!), .164; charts 
on, 156, 158, 607; effect of depre
ciation of currency upon, ~6 

World financial stabilization, 739-41 
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