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PREFACE TO THE SIXTH EDITION 

When we were requested by the publishers to undertake the 
revision of Mr. Wllite's famous volume Money and Banking we 
thought that we would merely bring the historical narrative up 
to date, and we so planned our task. Some of our friends and col­
leagues in other universities suggested, however, that we should, 
do more than that. 'They thought that an effort should be made 
to add enough new material so that it. might be used as a text­
book. This advice we have followed, and we hupe that our efforts 
have not been unsuccessful. 

In many W9.y~ it would have been easier, perhaps, to write a 
completely new volume. Those who know Mr. WhiLe'M book as it 
appeared in earlier editions will, we hope, sympathi,p. with the 
great difficulties presented in reorganizing, revising, and enlarging 
some of his chapters. Probably one third of the book remain" a" 
Mr. White. ldt it in his la~t revision in 1914. Chapters III, lX­
XI, and XVlll-XXI remain pmet.ica.lly as he wrote them. Chap­
ters V-VIII, XII-XIV, XXIII-XXX, and XXXII aTp. nAW. 

The names of publishers of those books listed for reference 
purposes which are still being printecl have been supplied. Other 
books, although out of print, are doubtless to be found ~ li­
braries, etc. 

M the work of revision progressed, our respect for the industry 
and scholarship of Mr. White increased steadily. How he man­
aged to keep so closely in touch ... ith what was happening in so 
many portions of the world was a continual source of amaze­
ment to us. We have, therefore, endeavored not to modify his 
major conclusions in any drastio manner. In some cases, how­
ever, it seemed necessary to do so, and we must assume the re­
sponsibility and gracefully accept the criticism which may be 
directed against us. 

iii 



iv MONEY AND BANKING 

Mr. White was an advocate of "hard money," an ardent be­
liever in the gold standard, and the soundest of sound-money men. 
Because we do not feel quite so certain or confident as he regarding 
the meaning of "sound" money and how to secure it, we hope that 
were he alive today he would not be too critical of what we have 
done. Most of us probably feel that we know less about monetary 
and banking theory today than we thought we did in 1929. We 
cannot but wonder what Mr. White would think had he lived 
through the chaos of the past five years. 

Yet, all was not quiet, secure, and peaceful in the realm of 
money and banking during the years of Mr. White's active work. 
We have reprinted the major part of the prefaces which he wrote 
for the five editions through which this volume progressed. May 
we ask you to read these prefaces carefully? They describe in a 
brief form the monetary and banking perplexities of 1896, 1902, 
1908, 1911, and 1914. We believe you will be impressed, as we 
were, by the clearness with which they reveal that seldom in our 
history have we been free from vexing problems of a monetary 
and banking nature. No wonder that upon occasion Mr. White 
expressed himself in no uncertain terms. 

We deem it a rare privilege to have been permitted to under­
take this task. It has been a fascinating one and from our point 
of view eminently worth while. We endeavored to make a revision 
which we thought would interest our own students. Whether we 
have been successful is not for us to decide. 

C.S.T. 
L.A.F. 
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PREFACE TO THE FIFTH EDITION 

The fourth edition of this work was printed in 1911. It was occasioned 
by the publication of the plan for currency reform proposed by Senator 
Aldrich, chairman of the National Currency Commission. That plan 
was not put in the form of a bill for enactment by Congress. Mr. Aldrich 
himself BOon thereafter ceased to be a member of the Senate; the Re­
publican party, in the elections of 191O,lost control of the House of Repre­
sentatives; and the plan slumbered. The national election of 1912 gave 
the Democratic party control of both legislative and executive branches 
of the government. Congress took up the banking and currency question, 
and framed and passed the Fedcral Reserve Act of December 23, 1913. 
The national hanks of the country have accepted the plan, and the 
process of organizing the new system is now on foot. It will doubtless 
be in practical operation before the end of the present year. 

In the movement of public opinion whicb has led to this action, three 
significant steps have been taken. In the Aldrich-Vreeland Act of 1908 
asset currency was authorized, although none has actue.lly been issued. 
In the plan of the National Monetary Commission a central bank sys­
tem was outlined and indorsed, although not distinguished by that 
name, and provision was made for the eventual abandonment of bond­
secured currency altogether. In the Federal Reserve Act a series of 
eentral"banks has been provided for and made compuleory, and the 
same ahandonment of bond .... cured currency has been formulated. Fi­
ne.lly, the government has taken supreme control of the Federal reserve 
system by means of a board at Washington City, appointed by the 
President of the United States. This does not mean control of the na­
tional banks in their separate capacity. Still less does it mean control 
of the state banks and trust companies, which now constitute about 
one-half of the banking power of the country. 

H.W. 
MARCH, 1914 

PREFACE TO THE FOURTH EDITION-

During the past three years a marked change in public sentiment re­
garding the money question has forced its way into the national councils. 
In the act of May 30, 1908, the two houses of Congress, for the first 
time since the Civil War, agreed that a bond .... cured currency was not 
the only kind of hank paper fit to circulate in the community. Although 
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no bank: no~ have been issued under the aet, authori~y exists to issue 
them on the soourity of commercial paper owned by the banks and 
retaiued by them""l ves' in associations formed for tbe purp08e. 

The preconceptions of the Pl>st having been shaken, other ateps fol­
lowed. A National Monetary Commi.,uon was formed, which has col­
lected and lJublished a mass of f"ets, of legislatiou, and of historical a.od 
gencml information on the subject of banking far exceeding in magnitude 
anything ever brought together heretofore in the world'. hist<ll'Y. Most, 
if nut all, of this compilation is well worth it. coot, for slthough no person 
can be expected to read the whole of it, all who arc qualified to take part 
in the discussion, and in the working of framing monetary legislation, 
can readily find in it what they nood. 

Another indication of the drift of opinion is found in the act of Con­
gress providing for the issue of bonds for the construction of the Panruna. 
canal, which are not available for security for national-hank circulation. 
These are the first bonds so issued since the n~tional banking law was 
p&ssed. It implies that the government now looks to the end of a bond­
secured currency. 

What is to take its place has not yet been decided. The ch!l.irman of 
the Nation,,1 Monetary Commission has outliued a plan f", .. Reserve 
Association of Ameriea, with a capital of $300,000,000, which shall be 
the fiscal agent of the guvemment and be owned by the national banks 
participating in proportion to their eapital,- their .hares not to be 
tlBnsferable. The American Bankers' AssociHtion has given Il favo.,.ble 
reception to the pl"n through its R"""uth'e Council. Altogether tJlCJ'C 
is now a fair prospect of 1f'gi~lation in ,some form which shall give us a 
flexible currency redeemable at all time. in gold, and a loan 1DlU'ket for 
commercial Pl>per of standard grade which shall be available at" rate of 
discount uniform in all parts of the country where p"rti~ipating banks 
exist. H. W. 

PREFACE TO THE THIRD EDITION 

When the second edition of this work was pUblisheLl ill 1902 the ques­
tion of the standard of value, which had been iu. tlispute for a quarter of a 
eentury, had bee!, definitely settled in favor of gold. This was It long 
step toward stability ill the medium of exchange, but somo unsettled 
questions stilll'elnain. 

There are $346,000,000 of legal-tender notes outstanding. Whatever 
",!I8011S thero might have been for t.heir existence in 1862 ha.ve long since 
paooeda.way. They a,... .. m~.lIace to the busine .. interests of the oountry, 
an expensive kind of circulating medium, and a stumbling-block to cur­
rency relann. At every po.nic or unusual pinch in the money market we 
heM demands for fresh issues of legal-tender notes, and every movement 
in Congress for" more elastic bank-note system is met by similar de-
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manda. The greenbacks ought to be put out Df existence by redeeming 
$150,000,000 of them with ti,e gold now held for that purpose, and by 
CIIoIlceling the loot as fast as they come into the TreBSIl1Y, or by funding 
them in bonds to be sold at not le"s than par. 

The Independent Treasury, established sixty years ago for the purpose 
of divorr.ing ~e government from the money market, has worked contrruy 
to the intentions of its framers, and hAA resulted in abuses far greater 
than those which it WAS expected to COIrect. Thus we have seen 'public 
money, to the amount of hundreds of million. of dollars, deposited in 
bank. without interest and ili.tributed and redistributed among them 
according to the caprice or favoritism of the Secretary of the Trea.eury. 
Abuses more flagrant than sny that were charged al(aillst the Bank of 
the United Ststee in Preoident Jackson's time are of common occurrence 
and pass almost unnoticed. The excuse for these transactions is that the 
keeping of public money locked up io the Treo.sury would be artilicial 
oontrsetion of the currency, that it would bring on n p&ni", and that it 
would be the grootest "buse of all. Tbis plea is virtually an accUBation 
against the government as a whole for looking at this growing evil su­
pinely and withuut remedial action for twenty yearB. 

We have 11 bank-note cur ... mcy incapable of adjustment to the varying 
demands of trade. It is lacking in the element of elasticity which is the 
raison ,,'3tre of II bank'. circulation. Such changes of volume as oecur 
take pla.ee in long Imdulations, 80 that ."Pan.ion does not become effec­
tive until ..Iter the immediate dcmRncl for it has ceased, and when the 
demauu has ceased .. nd con!mction ought to follow. it is prevented or 
retarded by law. To retire $lOO,OOO,OOO of redundant notes requires 
eleven months' time under th" present statute. The alternative is the 
exportation of gold or the h,!"piog up oj a surplus in the central resArve 
cities, thereby promoting unhealthy stock speculations. Both of these 
operations are going on at the present time. There i. aIeo 1\ gorge of 
$00,000,000 of bauk: notes in the Treasury IJllW - notes Bent in for re­
demption and actually redeemed, uut which thc clerical for"" of the 
department, although recently inereaoed for this purpose, i. inadeQ.uate 
to handle and to retunl 10 the iBsuing banks. This $00,000.000 represents 
1\ call loan due from the banks to the government., a loan involuntary on 
both sides, and it has been growing for several months, although the 
government has been struggling like LaocoOn to cast oft' the incumbrlUlee. 

This ironbound curreney would have come to B timely end by the 
payment of the not.ional debt had not its adherent. devised a scheme for 
extending, for 80me thirty years, $600,000,000 of bonds maLuring in 
lQ04" 1907, and 1908, thus putting an unnecessary burden of intel'Cllt on 
the tAxpayers .. nd preventing the government from using ita surpluB to 
pay its debts. The existence of n. growing surplllB without such an outlet 
is II. prolific source of demoralization, leading to ruinous extravagance in 
publio expenditures. TWa is so Ilr&Ye & menace th .. t one of the greatest 
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blessings to the country po!!I!ible at the present time would be a Treasury 
deficit. This blessing we are likely to find soon. 

The panic of 1907 brought the country to a realization of the fact 
that there is something radically wrong in our banking system. Busin .... 
conditions in the United States in the period preceding the panic were 
not unlike thooe prevailing in the commercial world generally. Our 
rosources were greater than those of any other country, yet OUIB 1088 the 
only one aJDicted by a general bank suspension. Wby 1088 the richest 
country in the world prostrated by the finsncial gale, while all others 
.tood upright? • Wby did we remain prostrate two montha, struggling 
desperstely, with illegal sbinplasters, to pay the wages of labor and to 
carry on retail tnule7 This question needs an answer before the next 
cycle of speculation comes to an end. 

B.W. 
NEW YOB~, JUNB, 1908 

PREFACE TO THE SECOND EDITION 

The first edition of this won: was published seven years ago. The 
intervening time bas brought changes in our finsncial legislation, but 
still greater ones in public opinion. 

The Civil War lett 08 a legacy of monetary problems which might 
have received solution soon after the restoration of specie payments, 
had not the silver question been precipitated into the field of debate. 
At bottom this was a question whether gold or silver should be our stand­
ard of value, and until it 1088 settled no question of ~ importance 
could gain the public ear. The election of 1896 settled it in favor of gold, 
- a fact attested in the gold standard act of March 14, 1900. This act 
is no longer CBIIed in question ""copt by u.- ... ho think that it falls 
somewhat short of ita declan!d aims. Opposition to the principle em­
bodied in it is no longer heard. 

B.W. 
N_ Yo"", MAJlCB, 1902 

PREFACE TO THE FIRST EDmON 

On the 25th of February, 1862, the Gowrnment of the United States 
made ita paper evidences of debt legal tender between individuals. 'lie , 
nation was th08 sent upon the wrong road, and bas been toiling in a -
wilderness ever since. In addition to the injustice which it wrought, the 
legal-tender act filled the public mind with misconceptiooa and delosioal 
on the subject of money. So it came to pa8II that although _ adopted 
irredeemable paper with the grea_ reioctanee, _ were wiI1ing to 
80under in it fourteen years after the supposed ...,.",.,.i\y for it bad 
passed away. Tben, partly by design, partly by cbanee, _ resumed 
specie payments; but the people bad, to a large utent, .. aigM of the 
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fundamental principles of money. The misconceptions and deIusioDs 
remained, the most dangerous and widely prevalent being the notion 
tbat; mere quantity is a desirable UUng, and tbat; the Government can 
produce quantity and ought to. 

n is the aim of this worlt to recaII attention to first principles. For 
this purpose n bas been deemed best to begin at the beginning of civiIiJed 
life on this continent and to treat the subjed historically. The science 
of money is muw in need of something to enliven n. If anything can 
make n attractive it must be the story of the struggles of our ancestolB 
with the same problems that vex us. The reader will find an abnndance 
of these in the following _ Indeed, a complete and correct theory 
of money might be constructed from evenfa and ezperiences that ha .... 
taken plaee on the American continent, even if .... bad no other """""'" 
of knowledge. This may be said of the scienee of banking also. All the 
wisdom and all the folly of the ages, as to these two related subjeets. 
ha .... been exploited on our sbores within the space of less than thn!e 
hundred yean. 

Very few persons, if any. are .... tis6ed with our present monetary 
condition. While I write these lines a withdrawal of $2.350.000 gold from 
the Treasury eauaes a fresh tremor and eonfusion of tongues. Everybody 
IIS!Ul'es everybody else, and tries to assure himself. that n is of no eon­
sequence. Probably no harm will come of it, but why sbonld it be noticed 
at all, except by • few deslers in foreign eIChange? Because the public 
Treasury undertakes to maintain the nltimate gold reserve of the COUD­

by. and beeause people doubt whether n can do 110 at all times. Are 
these doubfa unreasonable? The only Jaw on the statote book really 
elfeetive for the disebarge of this obligation was passed in 1862 for a 
different l!IDeI'gmey. bad been forgotten. quarter of a eentory. and was 
discovered by accident the last day in the afternoon. As regards the 
ad of 1875 (under which gold W8S twice proeured last year for the Ie­

plenisbment of the Treasury) n is a matter of dispute whether n is still 
in f ....... or whether n Ja~ wben specie paymenfa were resmned. A 
dispute on IlUW a question ill itself an ineentive to panic. Moreover. 
everything depends upon the mood and temper of the Administration 
for the time being whether sueh powenl as the Jaw confem shall be _ 
cised wisely and promptly. or e>ercised at all. 

Now IlUppose tbat; the Government were out of the banking business 
altogether. ita fiat money retired, and the Treasury ....uieted to ita 
normal and proper business of eolleel:ing and disbwsing the public 
nm!D1E. In that ease the dulY of redeeming the paper eirenJation, and 
maintaining • sufficient gold reserve for the pmpoee, would de .... Jve on 
the banb, and would be discIwged automatically. The banb wonJd 
leam by esperienee how large • reserve ill required generally. In __ 
~ when, for any reason, more sbonld be required, they wonJd obtain 
the means from their maturing bills receivable.. This would come to them 
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either in the shape of their own circulating notes, thus lessening the call 
upon them for gold, or in gold itself, which the mercantile community 
would he obliged to procure and send in to them. Of course this implies 
a curtaiIment of discounts, but curtailment is not avoided under the 
present system. The curtailment in the panic of 1893 was as severe as 
it could ever he if the banks were solely responsible for the redemption 
of the paper circulation. But probably there would have been no panic 
at all at that time if the Government had been restricted to its proper 
business, and had not been issuing fiat money in large quantities. 

It is thus apparent that the first step toward a rational syatem is the 
retirement and cancellation of the legal tender notes and the restriction 
of the Treasury to the duties for which it was originally and solely de­
signed. When this is done the public mind will be so cleared that other 
reforms, and especially banking reform, may be hopefully undertaken. 

Although banking is here treated historically, this volume must not 
he taken as a history of banking. I bave merely selected such parte as 
serve to illustrate the principles of the science, to show what should be 
striven for and what avoided. The work of John Jay Knox, published 
after his death in Rhodes' Journal of Btmking, was left in an unfinished 
stete. If his life had been spared to give it the completeness and finish 
of bis lesser work on "United States Notes" there would have been little 
left to he desired. Under the circumstances there is still room for such a 
work, which should he a coordination of facts and principles showing the 
movement of ideas. 

My opinion is that the Scotch bank system is the best in the world 
and that we migbt borrow from it, as tbe Canadian. have done, to our 
advantage. There are only ten banks in Scotland, but they have nearly 
one thousand branches, reaching every hamlet in the nation. Deposits 
are received and loan. are made at each brancb, but the branches pay 
out only the notes of the bank, which are redeemable at the bead office. 
So it is necessary to bave real money only in one place inatead of perhaps 
one hundred different places. At the brancbes tbe bank'. eirculating 
notes answer the purposes of retail trade, while checks drawn against 
deposits answer all other purposes. Thus the maximum of business is 
done with the minimum of capital, which is the rm..m tfelr. of banking. 
In other words, credit bas been systematized in Scotland to the Iast 
degree, and is found to answer all purposes so long as the paper sovereign 
can he converted into the gold sovereign at some convenient commercial 
center, at the pleasure of the bolder. 

I have been writing on these subjects in Iectores and magazines several 
years. Thus the greater part of the chapters on the Gold Standard was 
publisbed in a pampblet in 1893, but it bas been rewritten and important 
additions made. There may he some other »IUIII&geB that the reader bas 
seen before, but the text is my own except wbere credit is given to others. 

... N .... YORK, AtIOUIIT, IIl116 B. W. 
Itl 
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MONEY AND BANKING 

CHAPTER I 

THE NATURE AIm EVOLUTION OF MONEY 

Definition of Money. Money is anything which is voluntarily 
and widely accepted in exchange for commodities and services; 
it is the generally accepted medium of exchange and passes freely 
from hand to hand without any reference to the character or 
credit of the· per!!OD offering it. Many authorities believe that 
money must always be a commodity which has value for other 
than JDODetazy 1ISeB. This, they argue, is the only kind of noZ 
money. When they observe the existence of a medium of exchange 
which has DO commodity value, they assert that it is received only 
because it can be redeemed nltimately in a commodity which is 
the real, or basic, money.1 When a country is OD a gold standard, 
these authorities contend that the only real money is gold. All 
other kinds of media of exchange will be accepted by the people 
only because they know they can, in some manner, redeem them 
in gold. 

Originally Money Was usually a Commodity. It is true that 
if we study<tbe history of money we find that until comparatively 
recent times the only generally acceptable medium of exchange 

1 Mr. White beIiewd 8troDgIy that ....J mODey must aIwaya be a commod­
ny, oomethiDg that ... the JIIOCiust or labor. Our pa~ cimJlatiDg media 
aDd ___ ill hio opiDioB, 0Diy ,........... to pay JDODey. IDstorieaIIy thio 

_ to haft bM1 true, but the defiDition giftD abaft is man ill """""" with 
modena __ It is iIl~ to DOte that ill the firat edition, pubIisbed ill 
1895, Mr. White pft II _bat broader definition: .. MOII8Y is IlDYfl>iDII 
that _ ... II _ medium or escb&nge aDd .......... or value. It DeI!d 
DOt be II aood -.are; it is only _ that it abouId be the apeed 
- 01..., time, place, ... people." 

1 
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was, in most cases, a commodity of some kind. This commodity 
had some other use besides serving a.s money. It is also true that 
it was usually the product of labor. Some of the earliest forms of 
money of which we know were salt, silk, furs, dried fish, wheat, 
rice, olive oil, coconut oil, tea, cloth, tobacco, sea shells, and the 
teeth of various kinds of animals. Sometimes the use a.s a com­
modity ·wa.s for human consumption, but frequently it wa.s for 
personal adornment. Generally the commodity came to be used 
a.s money only because it wa.s highly desired for other purposes. 
The monetary use, therefore, grew out of its commodity use. The 
commodity came to have value because it was rela.tively scarce 
and widely desired. Because it had value it would be received in 
exchange for other commodities and services and hence came to 
be used as money. 

Modem Money not necessarily a Commodity. In our modem 
economic systems, however, to hold to such a narrow concept of 
money does not seem to a.ceord with the facts. Custom and tr&­
dition pla.y a la.rge part in the monetary habits of peoples. A 
curious example of this is the fact that certain tribes in Arabia 
and Mrica. refused at one time to accept the Maria. Theresa. 
dollar, which began to be coined in Vienna in the middle eight­
eenth century, unless certain dates were on the coin. The same 
dollars with other dates were unacceptable. The la.st hundred 
years are full of examples of cases where people gladly accepted 
paper money that could not be redeemed in gold. During the 
World War, and for severa.! years thereafter, this wa.s true. It 
was also true from 1931 to 1935, when ala.rge number of countries 
were off the gold standard and operating on a paper-money basis. 
When the United States suddenly departed from the gold stand­
ard early in 1933, Americans did not refuse to take paper money. 
The fact that Federa.! reserve notes, national-bank notes, and 
greenbacks could not be redeemed in gold made little difference in 
ordinary trade. We had become accustomed to taking paper 
money, and we kept on doing so. Why? Because we knew others 
would take it. We knew we could pass it on to someone else. A 
situation of this kind could continue for years; in fact, it has done 
just that in many countries in times past. 
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Paper Money May Be Real Money. We are frequently told, 
nevertheless, that the only reason people will take paper money 
when it cannot be redeemed in gold is that they believe it will 
again be redeemable at some not distant future. It is highly 
doubtful whether the majority of people reason in this manner. 
Most people know little or nothing about monetary theories or 
monetary standards. They understand next to nothing concern­
ing monetary systems. Engla.nd was off the gold standard from 
1914 to 1925, France from 1914 to 1928; some other countries 
hAve been on a paper standard for over twenty years; a number 
have been on paper more years than they have been on gold or 
silver during the la.st half-century. Provided nothing happens to 
impair confidence in paper money, such as the fear that it may' 
become worthless through, a la.rge increase in the amount out­
standing, it will continue to be an acceptable medium of exchange. 
As Edie says : 

Although gold has become the preferred standard money of most 
countries, nevertheless it does not follow that other objects cannot serve 
the same purpose. • •• A paper standard is entirely conceivable. Indeed, 
most countries during the World War abandoned a gold standard and 
adopted paper standards. Such paper moneys were originally promises 
to pay gold to the bearer on demand, but when gold convertibility was 
abandoned, these promises became ineffective. Of course, there was al­
ways the hope that some day the paper moneys would again become con­
vertible into gold, but in extreme cases this hope became so dim &8 to be 
negligible. From these war-time experiences, it is necesaary to admit that 
it is possible to have a pure paper money without any reference to specie 
backing. The unit of account would be a paper certificate, perhaps simply 
stating, "This is a dollar." If custom and habit induced people to accept 
these paper counters freely in exchange for commodities and if govern­
ments declared them to be legal tender, they would serve the purposes of 
a true money. • •• It is not being argued that this kind of paper instru­
ment would be a desirable form of money. It is merely being claimed that, 
whether good or bad, it would at least be real money .••• From a purely 
pragmatic standpoint the money works.' 

I Lionel D. Edie, MtmB1/, Bank CrlJdit and PriuI, pp.3-4, 60. Harper It 
Brothers. 
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We must, therefore, conlliude that money need not be a com­
modity. It need not be the product of labor, and it need not have 
value in itself. As Edie says, money without these qualities may 
not be the best money, but it is, nevertheless, real money. 

Are Checks and Other Credit Instruments Money? In the 
United States, England, Canada, and certain other parts of the 
British Empire the great majority of transactions are accomplished 
by means of checks and other credit instruments, such as notes, 
drafts, and bills of exchange. A note is a. promise to pa.y; a. 
check, draft, or bill of exchange, a.n order to pa.y. Are these 
credit instruments to be included under our definition of money? 
It will be remembered tha.t we sta.ted that money must pa.ss freely 
from hand to hand without any reference to the character or 
credit of the person offering it, and be a. genera.lly accepted medium 
of excha.nge. Therefore it is ina.dvisa.ble to ca.ll these instruments 
money. They perform a. la.rge a.nd important service, without 
which commerce and tra.de would be difficult; but since in most 
ca.ses they do not circula.te freely, we ca.nnot ca.ll them rea.l money. 
They a.re ra.ther promises or order. to pay money. 

Since checks on bank deposits a.re used to pay for commodities 
or to meet obligations, they ma.y also be regarded a.s BUbstituJa for 
money. A number of writers refer to checks a.s deposit currency, 
bank money, check currency, or a form of credit money. From 
the point of view of a.ctua.i usage there is some justification for 
this terminology, since in the United States proba.bly 90 per cent 
of all commodities and services sold are pa.id for by checks in­
stea.d of actua.l money; but, strictly spea.king, it is not a.ccura.te. 

The Importance of Money. Our present economic system is 
frequently described a.s a. money economy. A large pa.rt of our 
daily a.ctivities consist of the making and spending of money . 
incomes. Practically all a.rticles that enter into tra.de a.re bought_ 
and sold for a price in terms of money. Most business tra.nsao- ' 
tions are executed on a monetary ba.sis. Books a.nd accounts of 
la.rge and small corpora.tions and firms are kept in terms of 
money. The va.iue of stocks of goods, rea.I estate, btmian services, 
debts, mortgages, and all kinds of securities are expressed in 
money. 
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During the last hundred years m!Uly of our most important 
economic problems have been monetary problems. During the 
long depression beginning in 1929 statements were made on every 
hand that many of its causes were of a monetary nature. In 
fact, one important group of students of the business cycle claim 
that if we could manage our monetary systems properly our de­
pressions would be less severe. Insufficiency of buying power, or 
a lack of money, has been offered as an explanation for the long 
duration of the present depression. 

One of the objects of the NRA (National Recovery Adminis­
tration) was to increase wages and employment 80 as to raise 
the nation's buying power. The AAA (Agricultural Adjustment 
Administration) endeavored to do the same thing for the farmer 
by reducing the supply of agricultural products and livestock 
80 that he could secure higher prices. We were told that the 
farmer was getting too little money for his products or that 
the manufacturer was getting too much. It was argued that the 
prices of the things the farmer bought and the prices of the things 
he sold were out of adjustment and must be brought into 
equilibrium. 

Some people maintain that if the money in cireulation kept 
pace with the production of commodities, we should never have 
severe depressions. Others claim that if money only circulated 
faster, more goods could be sold and depression would give way 
to prosperity. Therefore they advocate a system of .. stamped 
serip" to speed up the velocity of the circulation of money. 
They would require those who liDld money on a certain date­
every Wednesday, for example"":" to buy a two-cent stamp and 
place it on the money. As a result, they argue, people would try 
to spend their money quickly to avoid having to buy these 
stamps. 

Major C. H. Douglas, a British engineer, feels that depressions 
are caused by a shortage of purchasing power. He has worked 
out an intricate plan under which the government would issue a 
form of check on a National Dividend Account to consumers 80 

that they could buy more. His system is called the Douglas Social 
Credit Plan. Late in 1934 the Townsend Plan for paying every 
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person over sixty years of age $200 a month, from funds raised 
by a sales tax, was securing many adherents. We will discuss 
some of these proposals at greater length in the following pages. 

There are economists who claim that money is a comparatively 
unimportant factor in modem life. But anyone who has lived 
through the years following the war must labor long and diligently 
if he endeavors to justify this position. Most of the important 
countries of the world had painfully returned to some form of the 
gold standard by 1928. But in September, 1931, many persons 
were startled to learn that England had abandoned it again, an 
example promptly followed by many other countries. Early in 
1933 the United States joined the list of paper-standard countries, 
but returned to a much modified form of the gold standard in 
January, 1934,after reducing the pure-gold content of the dollar 
from 23.22 to 13.71 grains. This is called devaluing the dollar. 

The monetary chaos of "the dismal 30's" lends strength to 
the statement of the late Alfred Marshall, the distinguished 
British economist, that money is the nucleus around which ec0-

nomic science clusters. 
The Evolution of Money. Aristotle gives the following defini­

tion of money and account of its origin : 

It is plain that in the first society (that is, in the household) there was 
no such thing as barter, but that it took plaoe when the community 
became enlsrged: for the former had all things in common, while the 
latter, being separated, must exchange with each other according to their 
needs, just as many barbarous tribes now subsist by barter; for these 
merely exchange one useful thing for another, as, for example, giving 
Bnd receiving wine for grain and other things in like manner. This kind 
of trading is not contrary to nature, nor does it resemble a gainful 0c­

cupation, being merely the complement of one'. natural independence. 
From this, nevertheless, it came about logically that as the machinerr 
for bringing in what was wanted, and of sending out a surplus, was in- ' 
convenient, the use of money was devised as a matter of necessity. For 
not all the necessaries of life are easy of earriage; wherefore, to effect 
their exchanges, men contrived something to give and take among them­
selves, which, being valuable in itself, had the advantage of being easily 
passed from hand to hand for the needs of life - such as iron or silver 
or something else of that kind, of which they first determined merely the 
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size and weight, but eventually put a stamp on it in order to save the 
trouble of weighing, for the stamp was placed there as the sign of its 
value.' 

According to Aristotle, then, money came into existence be­
cause of the difficulties which arose in carrying on trade by barter. 
This point of view was formerly common. According to it the 
development of money was due to a rational choice: men dis­
covered that commodi~ies could not be easily exchanged in a 
barter economy; therefore they devised a common medium of 
exchange. Some treatises go at great length into the reasons 
why barter was an unsatisfactory method of exchanging goods. 
It should not be necessary to do so; we will merely summarize 
them. 

Under a barter system there is a lack oJ double coincidence in 
e:reJw,nge. For example, an individual wishes to trade hatchets for 
a canoe. The difficulty may not be to find someone with a canoe, 
but someone who will trade a canoe for hatchets. Again, it ill 
impossible to expTe88 tJalUe8 and price8 accuratell/. Every article 
must be quoted in tcrms of other articles. In certain parts of 
the world intricate systems have been developed for comparing 
values. In one such case six buffaloes were equal either to one 
man slave, siX large jars, twelve small jars, or twenty mats. It 
can easily be seen Ifw hard it is to secure an easy dioilJ1,1Jilill/ of 
the various articles exchanged into desirable fractions for ex­
change purposes. There can be no extensive market for goods. 

Barter still Exists. Althoug1\l in most parts of the world 
barter has been displaced by the use of some form of money, it 
still exists among certain native tribes and in certain communities. 
In some country districts in the United States it is still common, 
especially in the South. In a number of these cases it is not pure 
barter, inasmuch as the value of the commodities exchanged is 
expressed in money. In central Europe for several years follOwing 
the World War many instances of this kind of barter appeared, 
frequently between the countries themselves. It has again re­
appeared in many parts of the world since 1930. 

, Politico, I, 9. 
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In the United States at the depth of the depression, in 1932, 
there were established in a number of leading cities barter ex­
changes where certain commodities could be brought in and 
others taken away. Among the most interesting of these projects 
were the following: the Unemployed Citizens' League of Seattle, 
the Natural Development Association of Utah, the Los Angeles 
Co-operative Exchange, the Unemployed' Citizens' League of 
Colorado, the Organized Unemployed, Inc., of Minneapolis, the 
Dayton (Ohio) Productive Units, and the Midwest Exchange, 
Inc., ot Yellow Springs, Ohio. The Emergency Exchange Asso­
ciation, Inc., with a large advisory staff, was organized in New 
York City to give advice on the formation of barter exchanges. 
It was estimated that well over three hundred of such barter 
exchanges were in existence in 1933. Professor Frank D. Graham 
of Princeton proposed in 1932 a plan for putting the unemployed 
to work on a national basis on a program which resembled in 
some aspects a barter system.' In 1934 Upton Sinclair proposed 
his End Poverty in California (EPIC) Plan, also similar to a 
widespread barter scheme; workmen in one factory were to 
trade their products for those of workmen in other factories. 

The large number of bank failures from 1930 to 1933 left 
hundreds of towns and villages without any banking facilities 
whatsoever. As a result barter became fairly common. Farmers 
traded their products at the stores. There are many stories to 
the effect that professional men, such as lawyers, doctors, and 
dentists, received everything from foodstuffs to fuel and clothing 
for their services. Painters, paper-hangers, carpenters, and others 
in these communities frequently paid their debts by working for 
their creditors.· It should be emphasized, however, that in most 

1 Frank D. Graham, TM Abolition of Unemplqymenl. Princeton Univenity 
P""", . 

• Mr. White gave the following 88 bis opinion in tbe fiftb edition of tbis 
work (p. 10): "All trade is barter, or tbe ""change of property and oerviee 
for other property and service. Tbis is true wben wbeat i. ""changed for 
gold, and gold for cloth. Here ate two acto of herter to aceomplish one reeuJt, 
namely, the procuring of eIoth for wbeet. The word "herter" is oommonly 
ueed to lignify the ... change of property without the uae of money. It must 
be home in mind, bowever, that all trade is barter, even when the precioua 
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of these recent instances products and services were expressed 
in monetary terms, although no money may actually have been 
used. 

The Origin of Money. We are frequently told that as man­
kind pasood through the hunting and fishing, pastoral, and agri­
cultural stages of development, in each stage a particular kind 
of commodity was used for money. For example, in the hunting 
and fishing stage money was believed to have consis'"ted of sea 
shells, skins, furs, weapons, fishhooks, salt, dried fish, and ani­
mals' teeth. At one time, in the Orient, a hundred thousand 
dead shellfish were the symbol of great wealth. In the pas­
toral stage cattle, sheep, oxen, and other domesticated animals 
were supposed to have been used for money. In the agricultural 
stage olive oil, cocoa beans, eggs, fowl, and wheat and other 
grains were, according to this explanation, widely used. In Inner 
Mongolia today tea pressed into the shape of flat bricks is used 
as money. These bricks are so constructed that they can easily­
be broken into sma1l pieces for change. Metals - iron, tin, cop­
per, and at last silver and gold-finally began to be used for 
money in many parts of the world. 

All these commodities have been used as money in times past, 
but the order of development, it is now agreed, was not nearly 
so 10giea1. No one knows what was first used as money, but it 
is believed today that men did not introduce money primarily 
because of the inconvenience of barter. The rational explanation 
is now regarded as inaccurate, just as many historians and 
anthropologists now reject the ~eory that mankind has arrived 
at its present economic status through the various definite stages 
previously described. 

metale are employed 88 intennediariee - the latter being articl .. of barter 
&lao, and poeeeeeing the oeme value .. the thiDge for which they are exchanged. 
The whole -... of_hi..,.. ... lIoio facl." 

This atatement of Mr. White'. baa been widely oommented upon, both 
with approval and disapprovaJ. The opinion of the authors of this revision 
is that it must be modified in view of the manner in which oommoditi .. are 
now bought and eold. Mr. White, it will be remembered, maintained that 
real money must always be a oommodity, and henoe one oommodity W,," 

""changed for another. 
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In some early societies money was used as a gift before it 
became a medium of exchange. The payment of indemnities by 
defeated nations, the hiring of soldiers, offerings to the gods in 
ancient countries, the collection of taxes, and various other 
similar circumstances help to explain the origin of money. 

One curious development must be mentioned. About two 
thousand years ago in parts of the Orient there arose the practice 
of using miniature models of various articles as money, instead 
of the articles themselves. For example, in China, model or 
miniature knives made of metal passed current in trade. In a 
number of museums in the United States will be found examples 
of this Chinese knife money. Replicas of bundles of cloth were 
also used. Miniature hoes were at one time generally accepted i 
the same was true of miniature fishhooks in India and Ceylon. 
In Mrica axes were used as money, then miniature axes i in the 

.New Hebrides mats, then miniature mats. 
Just when the metals came into common use is uncertain. 

There is evidence that gold bullion was used as money in China 
nearly four thousand years ago. Sparta had its iron money, and 
ancient Rome its uncoined copper i but in Russia only two 
hundred years ago leather money was still common. Most of the 
early metallic money passed only by weight. In fact, many 
modem monetary units derive their names from a weight, the 
pound sterling, for example. 

In the early Mediterranean countries values were expresssed 
in terms of oxen, and when metals began to be used their values 
too were expressed in terms of oxen. Metallic money frequently 
appeared in the form of bars, rings, or uncoined lumps which 
were stamped with the weight contained and some inscription of 
the ruler. In the Mediterranean countries coins appeared first, 
it is believed, in Lydia about 700 B.C. From there they spread 
gradually to eastern Europe. 

The choice of metals for monetary purposes was, therefore, 
comparatively recent in the history of the human race. The 
metals selected were generally those which were prized for other 
purposes. Gold and silver, because of their attractiveness, relative 
scareity, and other quaIities, gradually supplanted the other 
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metals. They were highly desired, contained a large value in a 
small bulk, and were therefore easily carried or transported. 
Much of the monetary history of recent times centers around the 
important part played by gold and silver in monetary systems. 

Money in the American Colonies. So many different things 
have been used as money in historical times that it is difficult to 
say what has not been used as money at some time or place. 
Our own history furnishes an abundance of curious examples, 
the most instructive being the tobacco currency of the colonial 
period. It may be said that Virginia grew her own money fo~ 
nearly two centuries, and Maryland for a century and a half. 

Tobacco M<mey in Virginia. The first General Assembly of 
Virginia met at Jamestown, July 31, 1619, and the first law 
passed was one fixing the price of tobacco .. at three shillings 
the beste, and the second sorte at 1Sd. the pounde." Tobacco 
was already the local currency. In 1642 an act was passed for­
bidding the making of contracts payable in money, thus virtually 
making tobacco the sole currency. The act of 1642 was repealed. 
in 1656, but nearly all the trading in the province continued to 
be done with tobacco as the medium of exchange. 

In 1628 the price of tobacco in silver had been 3s.6d. per 
pound in Virginia. The cultivation increased so rapidly that in 
1631 the price had fallen to 6d. In order to raise the price, steps 
were taken to restrict the amount grown and to improve the 
quality. The right to cultivate tobacco was restricted to 1500 
plants per poll. Carpenters and other mechanics were not 
allowed to plant tobacco .. or do any other work in the ground." 
These measures were ineffective. The price continued to fall. 
In 1639 it was only 3d. It was now enacted that half of the good 
and all of the bad should be destroyed, and that thereafter all 
creditors should accept 40 pounds for 100; that the crop of 
1640 should not be sold for less than 12d., nor that of 1641 for 
less than 28. per pound, under penalty of forfeiture of the whole 
crop. This law was ineffectual, as the previous ones had been, 
but it caused much injustice between debtors and creditors by 
impairing the obligation of existing contracts. In 1645 tobacco 
was worth only lid. and in 1665 only 1d. per pound. 
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These events teach us that a commodity which is liable to 
V..at and sudden changes of supply is not a desirable one to be 
used as money. 

In the year 1666 a treaty was negotiated and ratified between 
the colonies of Maryland, Virginia, and Carolina, to stop planting 
tobacco for one year in order to raise the price. This temporary 
suspension of planting made necessary some other mode of paying 
debts. It was accordingly enacted that both publio dues and 
private debts falling due "in the vacant year from planting" 
might be paid in eountry produce at specified rates. 

Too(JlX() Riol8 in 1688. In 1683 an extraordinary series of occur­
rences grew out of the low price of tobacco. Many people signed 
petitions for a cessation of planting for one year for the purpose of 
increasing the price. Ail the request was not granted, they banded 
themselves together and went through the country destroying to­
bacco plants wherever found. The evil reached such proportions 
that in April, 1684, the Assembly passed a law declaring that these 

. malefactors had passed beyond the bounds of riot, and that their 
aim was the subversion of the government. It was ell!lCted that 
if eight or more persons should go about destroying tobacco plants, 
they should be adjudged traitors and suffer death. 

Too= Paper CurreTIC/I. In 17'1:7 tobacco notes were 1ega1i1led. 
These were in the nature of certificates of deposit in government 
warehouses issued by official inspectors. They were declared by 
law current and payable for aU tobacco debts within the warehouse 
district where they were issued. The tobacco notes were orders 
payable to bearer for the delivery of this money. They were re­
deemable in tobacco of a particular grade, but not in any specified 
lots. Counterfeiting the notes was made a felony. In 1734 an­
other variety of currency, called crop notes, was introduced. 
These were issued for partiCUlar casks of tobacco, each cask being 
branded and the marks specified on the notes. 

Early MassachuaeU8 CurreTIC/I. The circulating medium of the 
New England colonies was quite as fantastic as that of Virginia. 

The first settlers of New England found wampumpeag, sonte­
times called wampum and sometimes peag, in use among the 
aborigines as an article of adornment and a medium of exchange. 
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It consisted of beads made from certain shells found in sea water. 
The beads were polished and strung together in belts or sashes. 
They were of two colors, black and white, the black being double 
the value of the white. The early settlers of New England, 
finding that the fur trade with the Indians could be carried on 
with wampum, easily fell into the habit of using it as money. 
It was practically redeemable in beaver skins, which were in 
constant dllmand in Europe. The unit of wampum money was 
the fathom, consisting of 360 white beads worth 60d. the fathom. 
In 1648 Connecticut decreed that wampum should be "strung 
suitably and not small and great vncomely and disorderly mixt 
as formerly it hath been." Four white beads passed as the 
equivalent of a penny in Connecticut, although six were usually 
required in Massachusetts and sometimes eight. In the latter 
colony wampum was at first made legally receivable for debts to 
the amount of 12d. only. In 1641 the limit was raised to £10, 
but only for two years. It was then reduced to 40s. It was not 
receivable for taxes in Massachusetts. The use of wampum 
money extended southward as far as Virginia. 

The decline of the beaver trade brought wampum money into 
disrepute. When it ceased to be exchangeable in large sums for 
an article of international trade, the basis of its value was gone. 
Moreover, it was extensively counterfeited, and the white beads 
were turned into the more vaIuable black ones by dyeing. Never­
theless it lingered in the currency of the colonies as small change 
till the early years of the eighteenth century. While it was in 
use it fluctuated greatly in value. 

Merchantable beaver was legally receivable for debts at lOs. 
per pound. In 1631 the General Court of Massachusetts ordered 
that com should pass for payment of all debts at the price it 
was usually sold for, unless money or beaver skins were expressly 
stipulated. In other words, a debt payable in pounds, shillings, 
and pence might be paid at the debtor's option in anyone of 
three ways: in corn at the market price, in heaver at lOs. per 
pound, or in the metallic money of England. For more than 
half a century this order continued in force and operation, other 
things being added to the list from time to time. 
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In 1635 musket balls were made receivable to the extent of 
12d. in one payment. In 1640 Indian com was made current at 
4s. per bushel, wheat at 6s., rye and barley at Sa., and peas at 6s. 
Dried fish was added to the list. Taxes might be paid in these 
articles and also in cattle, the latter to be appraised. 

The need of metallic currency was severely felt. In 1654 it 
was ordered that no coin should be exported, except 20s. per 
person for traveling expenses, on penalty of forfeiture of the 
offender's whole estate. 

The cost of carrying the country produce taken for taxes 
amounted to 10 per cent of the collections. A constable once 
collected 130 bushels of peas as taxes in Springfield. He found 
that he could transport this portion of the public revenue most 
cheaply by boat. Launching it on the Connecticut River, he 
shipped so much water on board at the falls that the peas were 
all spoiled. Thus we learn that money ought to be easy of car­
riage and not liable to injury by exposure to the elements. 

In 1670 it was ordered for the first time that contracts made 
in silver should be paid in silver. In 1675, during King Philip's 
War, the need of metallic money for public use was so great that 
a deduction of 50 per cent was offered on aU taxes so paid. 

Early New York Money. The first local currency of New 
Netherland was wampum, but it was subordinate to the silver 
coinage of the mother country; that is, it was reckoned in terms 
of that coinage as fixed by the Dutch West India Company from 
time to time. It was first fixed at six white beads for a stiver. 
Wampum was not made in the province, but was imported from 
the east end of Long Island, the principal seat of production. It 
is mentioned in a letter from the patroons of New Netherland to 
the States-General in June, 1634, as "being in a manner the cur­
rency of the country with which the produce of the country \S 
paid for," the produce of the country being furs. 

Beaver soon became current here, as in New England, and for 
the same reason, its currency value being fixed by the company 
at 8 Horins per skin. As 6 wampum beads were equal to 1 stiver 
and 20 stivers to 1 Horin, and 8 Horins to 1 skin, the ratio of 
wampum to beaver was 960 to 1. The market ratio did not coin-
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cide with the legal ratio very long. Nor was the legal ratio of 
either wampum or beaver to silver maintained; for, in 1656, 
Director Stuyvesant wrote to the company urging that beaver 
be rated at 6 florins instead of 8, and wampum at 8 for a 
stiver instead of 6, &S these rates were nearer the commercial 
values. 

Rice Currency. In 1719 the Assembly of South Carolina made 
rice receivable for taxes, "to be delivered in good barrels upon 
the bay in Charlestown." In the following year a tax of 1,200,000 
pounds of rice was levied, and commissioners were appointed to 
issue rice orders to public creditors, in anticipation of collection, 
at the rate of 30s. per 100 pounds, in the following form: 

This order entitles the bearer to one hundred weight of well-cleaned 
merchantable rice to be paid to the commissioners that receive the tax 
on the second Tuesday in March, 1723. 

Rice orders were made receivable for all purposes, and counter­
feiting was made felony without benefit of clergy. 

In eastern Tennessee and Kentucky, early in the nineteenth 
century, deer skins and raccoon skins were receivable for taxes 
and served the purposes of currency. 

The SpaniBh Dollar. Fraudulent abrasion and clipping of coins 
were a great pes~ in the seventeenth century. The silver coins 
circulating in the colonies were chieBy Spanish dollars - some­
times called pieces of eight, being of the value of eight re&ls­
and their fractions. They were brought in by trade with the 
West Indies. Some were cou;.ed in Spain and others in the 
Spanish-American colonies. At their best estate they were not 
uniform in either weight or fineness, and they had been much 
tampered with by sweating and clipping. The heavier ones were 
constantly culled out to make remittances abroad, since they 
were received in England by weight only. Those which re­
mained in the colonies grew lighter and lighter, until, in 1652, the 
pieces in circulation had lost about one fourth of their original 
weight. 

GTesham'B Law. When two kinds of money, differing in value, 
are equally current, the worse drives the better out of circulation. 
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The reason is that brokers, bullion dealers, jewelers, and others 
who habitually make a profit from the use and handling of the 
precious metals select the full-weight coins for melting or ex­
portation and pass the light ones into circulation. The same 
rule applies in a case where money of two metals, like silver and 
gold, is coined without limit at the mint, and both kinds are 
equally legal tender. If there is a slight difference in the metallic 

. value of the different kinds of dollars, the more valuable ones 
will be exported by bullion dealers and the less valuable retained 
for domestic use. This is called Gresbam's law from Sir Thomas 
Gresham, who explained it to Queen Elizabeth about the year 
1559. Tbe principles of this law were known to students of money 
much earlier than the time of Queen Elizabeth, however. 

The Pine-Tree ShiUing. In order to correct the defects of a 
constantly depreciating currency and to fix a standard of money, 
the colony of Massachusetts, in 1652, decided to establisb a mint 
for the coinage of shillings, sixpenny, and threepenny pieces. 
Conforming to the depreciation that already existed, She gave to 
the sbilling the weight of 72 grains, which was 22t per cent less 
than that of the English shilling. Tbe English standard of fine­
ness was preserved. Tbe colony did not itself operate the mint, 
but made a contract with one John Hull to do the work, requiring 
him to receive and coin all the silver offered to him and authorizing 
him to retain as his pay one shilling out of every twenty which he 
produced. Tbe mint was closed by order of the home government 
in 1686. 

Tbese early Massachusetts coins had two different devices. 
Tbe first issues of the mint were plain circular disks bearing on 
one face the letters "N E" (New England) and on the other face 
"XII" for the sbillings, "VI" for the sixpences, and "III" for 
the threepenny pieces. Tbese pieces, by reason of their plain­
ness, offered every facility to coin-clippers, by whom they were 
speedily reduced in size and weight. In order to prevent such 
fraud a change of design was adopted by which the figure of a 
tree was stamped on one face and a row of dots and lettering was 
placed around the margin of the other. This beeame known as 
the pine-tree coinage. 
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The Procw.mation 0/ Anne. The disorders of the currency due 
to the clipping and sweating of coin led to different valuations of 
the Spanish pieces of eight at different places. On June 18, 1704, 
a proclamation was issued by Queen Anne on this subject. It 
first stated the actual value of foreign coin circulating in America, 
in terms of sterling money, according to the assays of the mint. 
"Bevil pieces-of-eight old plate,' 17 pennyweight 12 grains," were 
equal to 48. 6d. The proclamation then says that "from and 
after the first day of January next no Bevil, pillar, or Mexico 
pieces-of-eight sha.1l be accounted, received, taken, or paid within 
any of our colonies or plantations at above the rate of six shillings 
per piece, current money, for the discharge of any contracts or 
bargains to be made after the said first day of January next." 
Six shillings was considered by the home government a fair 
average of the various colonial valuations of the Spanish dollar. 
This valuation came to be known everywhere by the term 
"proclamation money" or "proc. money." One hundred pounds 
sterling was the equivalent of £1331 proclamation money. 

The proclamation was generally disregarded, because it inter­
fered with the habits of the people. Seeing that the proclamation 
was not regarded, Parliament, in 1707, embodied it in a law and 
decreed a penalty of six months' imprisonment and a fine of £10 
for each violation of it. This act was disregarded as completely 
as the previous proclamation had been. Each colony continued 
to keep its accounts in its customary pounds, shillings, and 
pence, which were different from those of England and which 
differed among themselves. Thus, in New York, the Spanish 
dollar was rated at 8s. and in Pennsylvania at 7s. 6d. 

Money 0/ Account. The phrase "money of account" means 
the money in which people keep their accounts and in which they 
think. The money of account of all the American colonies was 
pounds, shi1lings, and pence, but there were no such things in 
circulation except a limited amount of the pine-tree coinage. The 
money in actual use was th; Spanish dollar and its fractions, 
more or less clipped and abrooed. The division of the dollar into 

1 Tho word "plate" (Spanislt.p\ata. "oilvor U) is here used to signify 
Spanish lilver money, not bullion. Old p~eant old coin:,e. 
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one hundred parts was not made till 1792. By a law of that 
year Congress enacted that the money of account of the United 
States should be dollars, dimes, etc., but it did not become so in 
practice until after the Civil War. Before that era the price of 
merchandise was quoted in dollars, shillings, and sixpences. 

Early California DerJ'ius. When California was first invaded 
by gold-seekers there were a few Mexican coins in circulation 
there, but not nearly sufficient to answer the needs of the growing 
community. The immigrants brought more or less metallic 
money with them. The smaller coins were those of many different 
countries, chiefly of Spain. For want of sufficient coins the first 
trading wae done largely with gold dust, sometimes by weighing 
it in scales, sometimes by guesswork. A pinch of gold dust about 
as large as a pinch of snuff had a current value and was a common 
measure in places where there were no means of weighing. At a 
public meeting in San Francisco, September 9, 1848, it was 
resolved by unanimous vote that $16 per ounce was a fair price 
for placer gold. This rate was at once adopted in all business 
transactions. By and by private coiners of gold came into the 
field. The legislature was at first alarmed by the appearance of 
.these unaccustomed pieces, and passed a law to prohibit their 
circulation and to close the shops where they were made. It was 
soon found, however, that they were a great convenience. Then 
the law was repealed. Several establishments immediately went 
to work assaying and coining gold. One of these was at Salt Lake 
City, whose productions were known as Mormon coins. Only 
one of these establishments, that of Moffat"" Co., of San Fran­
cisco, conformed exactly to the government standard of weight 
and fineness. All the others, however, including the Mormon 
ones, circulated freely, and were received on deposit by the bank­
ing houses until the government set up an assay office and began 
to stamp octagonal pieces of $50, called slugs, and afterward 
pie:.es of $20. This was done in 1851; the San Francisco mint 
was not ready till 1854. The Moffat coins continued to circulate 
after the mint had gone into operation, since everybody had 
confidence in their goodness. It is estimated that $50,000,000 of 
private coins were struck. 
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We have now seen that after centuries of experience with 
various commodities men finally came to the conclusion that gold 
or silver contained the most desirable qualities for monetary use. 
The history of the gold and the silver standard, and of the double 
standard (bimetallism) will be treated in greater detail in portions 
of the rest of this volume. When the colonists came to this 
country, the silver standard and bimetallism were the common 
monetary standards in the old countries. The gold standard had 
not yet been adopted.' 

Colonial Paper Money. No reference has yet been made to 
paper money in early American history. In Chapter III we dis­
cuss the prevalence and extensive use of paper money in the 
American colonies, and the unfortunate eonsequences thereof. 
The first of these issues occurred in 1690 in Massachusetts, when 

1 Mr. White's views on the importance of meteJlic money are reprinted 
herewith: "Money is a product of evolution, a reoult of the ages. The 
better has gradually crowded the worse out of existence. Our own history 
forma no exoeption to this rule, for although our colonial anceotore for a time 
went back to a ayotem almcet as rude as that of the Homeric period, they 
eventually abandoned it and reoumed metallic money, which alwaya aerved 
as a mental standard even when it was not a legal one. It is a fact of prime 
importance - we meet it everywhere in colonial history - that in all trading, 
whether the medium of exchange was wampum, heaver, tobacco, or what 
not, there WB8 a mental reference to metallic money, most commonly silver. 
In other worde, silver, although a latent standard, was the real standard at 
all tim .. and placea. 

"The qu .. tion may he asked, Why did our ancestors endure the burden 
of an inferior kind of money 80 long, when they knew that it was inferior 1 
The anawer is that a metallic money is an expensive tool acquired by a 001ll­

munity at a oonaiderable ooat and aaerilice. The early .. tt1ers had very little 
capital; and preferred to put as little of it as poaoible into the abape of money, 
and as much as poBBible into food, clothing, and implements. They oould 
not have both a metallic curreney and an ax. They ch ... the "" 88 being 
more important to them, and got along without the ooin. Hence the preva­
lence of paper money. Moreover, the one form of ready capital which was 
acceptable to all, and therefore could be uoed as a medium of exchange, was 
a ready article of expert-for example, in New York, heaver akina; in 
Virginia, tobacco; in South Carolina, rice; etc. Tbeoe were the netural 
money in th_ sections. Silver oould not be kept in circulation, as it was 
inevitably experted to be exchanged for more valuable kinds of capital ("", 
food, clothing). The faster it was 60ined or imported from the Weet Indi .. , 
the faster it left to buy goods abroad." • 
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that colony paid soldiers returning from an expedition to Canada 
in .. bills of credit." The p.ractice spread rapidly to other colonies. 
This money was made legal tender for the payment of public 
debts, taxes, and private debts by the various colonisl assemblies. 

These episodes were only the beginning of a number of tragic 
experiences with both government paper money and bank notes 
in the United States. As we unfold the monetary and banking 
history of this country, we shall see that the issuance of unse­
cured, or inconvertible, paper money by the government has been 
repeatedly advocated from time to time by certain groups as a 
remedy for the troubles besetting the nation at those times. 
Such paper money was proposed and used two hundred and fifty 
ye~rs ago; it has been vigorously advocated again since 1932. 
Whether the United States could avoid a period of bad inflation 
from the issue of inconvertible paper was one of the most serious 
economic problems confronting the nation in 1934-1935. Canada 
also has been faced with the same problem, the inflationary 
groups becoming highly vocal in the western portion of the 
Dominion. 
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CHAPTER II 

THE FUNCTIONS AND CHARACTERISTICS OF MONEY 

Functions of Money. Money performs a number of most im-
portant functions in modem economic life, serving as 

1. A ccmmon medium of exchange. 
2. A standard or measure of vs.!ue. 
3. A standard of deferred (debt) paymenta. 
4. A store of vs.!ue. 
5., Bank reserves. 

To serve as a common medium of exchange is money's primary 
function. All the others are secondary and are, in fact, derived 
from the first. Some economista argue that money served as a 
standard or measure of value before it became a common medium 
of exchange. They point to ancient practices in which it seems 
that values were expressed in certain commodities before these 
commodities actually became money. But it would appear that 
no commodity could re,ally beccme a common measure of value 
until it was widely accepted in exchange. The fact that it was 
generally received in exchange led to ita use as a measure or 
common denominator of value. 

Debts are expressed in terms of money; money serves as the 
standard by which deferred payments, or debts, can be determined 
or calculated. Money performs this function because it is a 
common medium of exchange. Both creditors and debtors wish 
an obligation to be in definite, certain terms, since they wish to 
know exactly how much is to be received and how much is to be 
paid. Contracts could be and have been so drawn that payment 
is made in specific commodities or services. But, generally 
speaking, the thing which serves as the medium of exchange is 
the thing which people wish to serve as the standard of deferred 
payments. 

... 21 
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Money serves as a store, or storehouse, of value because it is 
a common medium of exchange. Hoarding is an example of the 
use of money as a store of value. In ordinary times, except in 
countries like India and China, where gold and silver are hoarded 
in large amounts, this function is comparatively unimportant. 
In ancient times money was a widely used store of value because 
most transactions were accomplished by the payment of bullion 
or coins, and there existed large stocks of precious metals in the 
treasuries of the various rulers. Pocket money is temporarily 
serving as a store of value. In times of crisis or financial panic, 
such as the year 1932 and early in 1933, when people were 
drawing money from the banks in large amounts, this function 
becomes of great significance. It was the sudden desire for 
money to hoard, because of distrust of the banks, that was largely 
responsible for the "bank holiday" of March, 1933. 

Sometimes a fifth function is added because of the structure 
of the modem banking system. This function of money is to 
serve as a bank reserve. With the growth of huge banking sys­
tems, especially of central banks which act as the guardians of 
the ultimate reserves behind bank notes and bank deposits, this 
may rightly be classed as important. 

It should be noted at this point that money on deposit in a 
bank is not, strictly speaking, hoarded. As soon as the money is 
deposited, title to it passes to the bank, and a debtor-creditor 
relationship is established between the bank and tbe depositor. 
What the depositor bas is a legal claim to payment of 80 much 
money from the bank, which takes the money 80 received and 
invests it. 

C1assification of Money. In every modem monetary system 
there exists a monetary unit, such as the dollar, the pound, the 
mark, the franc, the lira, ete. When countries are on the gold 
standard, the actual unit is a weight of gold, a dollar's worth of 
gold, for example. What a dollar is worth in gold is determined 
by fixing a definite price for an ounce of gold. It can then easily 
be determined how many grains of gold constitute a dollar. 
From 1837 to 1933 the United States government fixed the price 
of gold at $20.67 a troy ounce. A dollar was, consequently, 
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23.22 grains of pure gold. In January, 1934, the price was raised 
to $35 an ounce; the dollar thereupon became 13.71 grains of 
pure gold. 

Money may be classified in the following manner: 

1. Standard money. 
a. Commodity standard money. 
h. Fiduciary (credit) standard money. 

2. Nonstandard money. 
a. Fiduciary coins and token money. 
h. Fiduciary paper money. 

(1) Representative money. 
(2) Government paper money. 
(3) Bank botes. 

l 

Standard Money. The kind of money which independently 
embodies the unit and to which the values of other kinds of 
money are assimilated or adjusted is ca.Iled the standard money. 
All other kinds of money are nonstandard and their value is 
determined in part by the fact that they are convertible into 
standard money on demand. Standard money may be either 
commodity money or fiduciary money. 

Commodity Standard Mtmey. This is money whose value as a f1 
commodity is practically the same as its value as money. The::-1 
twenty-dollar gold piece is an example, containing twenty dollars' 
worth of gold. When the United States was on bimetallism from 
1792 to 1873 both the gold and silver dollars contained about a 
dollar's worth of metal. If we were on the silver standard, a 
silver dollar would contain approximately a dollar's worth of 
silver. Some authorities describe standard commodity money as 
/uU-bodied money, a truly descriptive term. 

Fiduciary Standard Mtmey. Fiduciary money has a money f'\ 
value which is greater than the value of the commodity or ma,. Eo 
teriaI of which it is made, by more than enough reasonably to 
cover the cost of making it. It Is frequently contended that a 
standard money can never be fiduciary, that standard money 
must always be full-bodied. There seems, however, to be no 
other way of describing certain monetary standards used in the 
past. When India closed her mints to the free ooinage of silver 
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in 1893, for the next five years she was on a fiduciary silver-coin 
standard. The Philippines were on a fiduciary silver-peso 
standard from 1873 to 1898. The Philippine peso was worth 
more as money than it was worth as silver, but it was the standard. 
In Mexico and in Central American and South American countries 
the same situation was true at various times in the past. 

The standard need not be a fiduciary silver coin; it may be a 
fiduciary paper unit. Examples of this occurred in England during 
the Napoleonic Wars, in the United States during the Civil War 
and until 1879 (the greenback period), in most of the major 
nations during the World War, and'in many countries from 1931 
on for a number of years. 

This fiduciary (or credit) standard money may have prosp60-
tive convertibility into standard commodity money. During the 
greenback period in the United States this prospect existed; 
frequent examples of a similar character can be drawn from recent 
European experience. But there· have been cases where the 
standard has been a fiduciary one without prospective con­
vertibility. Professor Edwin W. Kemmerer of Princeton states 
that this was true in Puerto Rico in 1898, in the Philippines prior 
to the American occupation, and in India from 1893 to 1898. 

Nonstandard Money. All other money except the standard 
type comes under this heading. t Fiduciary Cenna aM Token M oneg. These are nonstandard 

. I coins with a metallic content smaller in value than the money 
Y value. Most coins of this type are called BUb&idiary money. 

Frequently, the small ones are deseribed as token money. All 
American silver coins come under this classification. The value 
of the silver in them depends upon the price of silver in the 
market. For a few months late in 1919 and early in 1920 the 
price of silver rose 80 high that the silver in the silver dollar was 
worth more than a dollar. This was exceptional, and, with the 
fall in the price. of silver in the decade of the nineteen-twenties, 
by 1932 there was less than twenty cente' worth of silver in the 
silver dollar. Since the Silver Purchase Act of 1934, the price of 
silver has again risen, to nearly 80 cente an ounce. In practi­
cally all modern nations the silver coins are fiduciary. 
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FiduciaTy Paper M oneg. There are different kinds of fiduciary 

paper money: 

1. ~ """"II. There may be some doubt as to whether this 
is the proper place to classify such money. Examples of representative 
money in the United States are our gold and silver certificates. These 
certificates are really warehouse receipts for gold and silver money 
deposited in the United States Treasury at Washington; hence the term 
.. representative," because they represent an actual deposit of money in 
the Treasury. The silver certificates, which constitute practically all our 
onMollar bills today, state that for every bill there has been deposited 
in the Treasury an equivalent amount of silver dollars which will be 
paid to the bearer on demand. It should be noted that this is an ob­
ligation to pay not a dollar's worth of silver but a silver dollar. In the 
case of gold certificates no such distinction is necessary. The new silver 
certificates issued under the Silver Purchase Act of 1934 do, however, 
promise to pay a dollar in silver. 

The inscription on gold certificates is similar, but gold certificates 
were called in from circulation shortly after the bank holiday in March, 
1933, although some are still hoarded. Gold will not now be paid out 
for them, since all gold has been withdrawn from circulation. The Gold 
Reserve Act of 1934 created a new kind of gold certificates to he held 
only by Federal reserve banks in place of gold, which was turned in to 
the United States Treasury. 

2. GooommonI pap<!' """"II. Governments have sometimes resorted 
to the issue of paper money to meet their debts and other obligations. 
This money takes the form of a promise to pay; it is really a promissory 
note issued by the government for use as money. In certain instances 
these notes have carried interest; in most cases, however, they have 
been non-interest-bearing. Frequently they are made full legal tender, 
but occasionally thcir legal-tender powers have heen limited. Many such 
issues have not been redeemable in specie, but others have been so 
redeemable. Sometimes this type of money, when not redeemable, is 
called jiIJl """"II. Since eeparste cbapters in this volume treat various 
types of government issues rather fully, - Continental currency and 
greenbacks, for example, - we will not diseuse them further here. 

3. Bank nolu. A bank note lis a bank's promise to pay money, hut 
is UBU&lly regarded as money. In the early history of this country, wben 
banks were chartered by the Vllrious states, with few restrictions, bank 
notes were issued in large quantities and furnished a considerable part of 
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the media of exchange. Most of these early issues were secured by little 
or no specie and frequently depreciated or passed only at a discount. 
They were widely eounterfeited, and if the bank failed they were 
worthless. 

Before 1865, when Congress passed a law taxing notes issued by state 
banks 10 per cent, many attempts had been made to render bank notes 
safe. When the nations I banking system was created in 1863, during the 
Civil War, national banks were pennitted to iBSue notes secured by 
government bonds and a 5 per cent gold-redemption fund. At last bank 
notes had been made safe. In addition to national-bank notes we now 
have two other kinds of bank notes in the United States: Federal reserve 
notes and Federal reserve bank notes. Banks chartered by the various 
states still have the right to issue notes, but the 10 per cent Federal tax 
makes it unprofitable to do so. In most foreign countries the central 
banks have been granted a monopoly of bank-note issue. A specified 
amount of gold is now eommonly required in many eountries to be held 
as a reserve against bank notes for safety and to prevent overexpansion. 

Characteristics of Good Money. The eBSential qualities, or 
characteristics, of a desirable type of money are 8.8 follows: 

1. General acceptab£lity. Unless people are willing to a.ccept a 
specified money in exchange for goods and services, it cannot be 
regarded 8.8 desirable. Certain authorities regard this 8.8 the most 
important attribute of money. 

2. Stability oj value. A rise or fall in the average prices of 
commodities means that the value of money is changing. If 
prices rise, the value of money (its purchasing power over com­
modities) is falling; if prices fall, the opposite is true. Prices have 
seldom been stable over a long period of time. When they rise 
rapidly, 8.8 they did in the United States during the War of 1812, 
the Civil War, and the World War, the cost of living increases, 
which causes great suffering among those whose incomes do not 
increase correspondingly. Rapidly changing prices create havoc 
in the relationship between debtors and creditors. Rapidly 
falling prioes destroy profit-making opportunities, result in un­
employment, and make it difficult for debtors to meet their 
obligations. 

Examples of such troubles are to be found in the rapid fall of 
prioes following each of the wars mentioned above. Another 
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ca.tastrophic decline in prices began in 1929. The results are 
still obvious to all; if money is to be good money, its vaJue or 
purchasing power should not be subject to sudden fluctuations. 
Consequently many proposals for stabilizing the purchasing power 
of money have been brought forward during the past twenty­
years. Even gold is not stable in value; its purchasing power over 
commodities has varied greatly from time to time. During certain 
periods, surprising though it may seem, the purchasing power of 
silver has been more constant than gold. How to prevent or con­
trol these sudden fluctuations in the value of money is one of the 
greatest economic problems of modern times. We are still far 
from solving it, but many economists are searching for a solution. 

3. Portability. Good money must be easily transported from 
place to place. This has been one of the great difficulties with 
many types of commodities used as money in the past. Money 
which is convenient to use ehould have a large value in a small 
bulk. This is one of the reasons why, in many parts of the world; 
gold and silver were finally selected as the best type of money. 
The development of various forms of paper money has simplified 
the situation, for even gold and silver payments of large sums are 
difficult and costly to transport. 

4. Uniformity. One of the great problems arising from the use 
of'tobacco money in Virginia and Maryland was that there were 
dilierent grades of tobacco varying greatly in vaJue. Lack of 
homogeneity, or uniformity, is a serious drawback for any medium 

- of exchaoge. No substance can be satisfactory for money unless 
equal parts of it are worth the same amount. 

5. Durability. Many things which have been used as money 
have been of a perishable nature; for example, cubes of salt in 
Egypt, cubes of tea in the Orient, and tobacco in Virginia. 
This is one of the reasons why the metals became popular. 

6. Divisibility. Any satisfactory means of exchange must be 
capable of being divided into units small enough to make even 
the smallest purchase possible. Skins and furs cannot be divided, 
but gold and silver can be. 

7. Cognizabilily. Different denominations of money must be 
quickly and easily recognizable as such. 
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8. Sujficiency of supply. There must be enough money to meet 
the requirements of trade. Sometimes this quality is described 
as elasticity, which means that money should expand and contract 
with the needs of business. 

Defects of Colonial Money. Objections to tobacco money in 
Virginia and to the variegated colonial currency of New England 
are obvious. They were inconvenient in every way. In the first 
pIa.ce they were not easily portable. It cost £3 6s. in 1662 for 
eartage of the proceeds of the tax levy of the town of Ipswich, 
amounting to £70 6s. Sd. In Virginia there was a difference in 
the value of tobacco notes according to the location of the ware­
house where the tobacco was situated. This amounted in some 
cases to lOs. per hundredweight. 

Another objection is found in the fluctuations in value of these 
currencies. The range of tobacco prices in Virginia from 1619 to 
1775 was from 3s. 6d. down to Id. per pound. We have seen 
what strenuous efforts were made by the tobacco-planting colonies 
to restrict the production and what distress and disorder were 
caused by their inability to do so. 

Another inconvenience attending these media of exchange was 
the difference in value between different)ots of the same article 
at the same place. Tobacco, even whell< up to standard, was of 
four different kinds, described in the. laws as sweet-scented, 
oronoco, leaf, and stemmed. Then there were differences in the 
inspection, some inspectors being more skillful and more striet 
than others, whereby their receipts or· notes came to have a 
higher price than others. There were differences also arising from 
different seasons and different cultivators. A large part of the 
legislation of both Virginia and Maryland was directed to the 
suppression of "trash." No substance can be considered suitable 
for the purposes bf money if different parcels of it are of different 
degrees ·of goodness. 

Want of durability was another objection to aU these things. 
There was so much shrinkage and deterioration in tobacco that 
the notes issued against it could not be safely kept more than 
one year. 

Some of the articles II8ed as money in the colonial period 
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could be divided and subdivided without losing any pm of their 
value, while others could not. Grain and tobacco could be 80 

divided. Beaver skins could not. For the purposes of exactitude 
divisibility is necessary. No article which does not possess ~his 
quality can be considered a good medium of exchange. 

It is not absolutely necessary that the substance used as money 
should be coined. Gold and silver were used as money before 
they were coined, and passed by weight. All that coining does 
is to save the trouble of frequent weighing and assaying. Accord­
ingly it is desirable that the substance of which money is composed 
should be one which can receive and retain a stamp. None of 
the substances which the early American colonies used in lieu 
of the precious metals answered this requirement. The putting of 
wampum shells together in parcels equal to one penny and 
higher denominations, easily recognized, was something akin to 
coinage. So also was the marking of a hogebead of tobacco by an 
inspector. When so marked it would pass without reweighing or 
re-examination. The stamp had here become the sign of value, 
but the tobacco itself could not be stamped because the substance 
was not suitable for receiving and retaining an impression.' 

'With regard to these requisites Mr. White wrote: "Long experience 
baa taught mankind that these qualitiee are best embodied in the metel gold. 

"It mUBt not be 888Umed that gold is abeolutely stable in value. Wben we 
apeek of the value of one thing whicb meaauree all values, we moen its p""" 
cbaaing power in terms of thole commodities whose supply is unlimited or 
not controUed by monopoly. The value of gold thus meeaured is eubject 
to variatio .... but it is impooaible to measure them with accuracy, even when 
we compare prices dorJng long intervalo of time. We are concerned at preeent 
only with the comparative 8teodin ... of value of different things, &8, for 
example, gold and tobacco. If gold is subject to fewer chang .. of purchasing 
power than tobacco, it is better fitted to serve 'the purpoo .. of money and 
will eooner or later 8upplant it in that function. If it is eubject to fewer 
changea than any other known 8Ubstance, it will superSede all othera. The 
fact that it is not wholly free from variation itself will not prevent it from 
becoming the IOle and univenal money of civilized mankind. 

"The durability of gold is one of the mOlt potent factora contributing to 
Its stability of value. Gold dOO8 not deteriorete with ago, and its 1081 by 
abrasion is slight. The production of eech year is added to the accumulations 
of the past. Henae the maBI in existenoe at any time is 10 great that its 
value is not peroeptibly affected by any change in the output of a aingle year 
or short series of yeam. Thi. mass may be likened to the ballaat whicb gives 
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Coinage. Coinage is the process of identifying, by stamping, a 
piece of metal intended to be used &8 money. Coins are of two 
kinds: 

1. Those made by the government for private persons, from 
metal deposited by them, without limit &8 to quantity, and full 
legal tender. 

2. Subsidiary coins made by the government for itself, such 
coins being restricted in quantity, sold to private persons at more 
than cost, and being usually limited legal tender. 

As regards coins of the first class the government's stamp is 
merely a certification of the weight and fineness of the metal 
composing them. The prime requisites of such a coinage are 

1. That the coins shall contain exactly the amount of fine 
metal that the law prescribes. 

2. That they shall be easily recognized. 
3. That they shall not be easily counterfeited or altered. 
4. That they shall not be easily abraded by ordinary use. 
Subsidiary and Token C&i1l8. The word "subsidiary" is usually 

applied to coins which constitute the small change of a country 
and which are legal tender only for limited amounts. In the 
United States the silver dollar must be classed &8 subsidiary also; 
for, although it is full legal tender, the government does not coin 
it for private individuals. It is subsidiary, or subordinate, to gold. 
It passes for much more than the value of the metal contained 
in it. Professor Taussig has fitly applied the term "large change" 
to the silver dollar. Coins made of copper or other base metal are 
called "token" coins. They are subsidiary coins for the smallest 
transactions. 

Subsidiary coins, however much their metallic value may fall 
below their nominal value, may be kept at par either by restricting 
their quantity or by redeeming them on demand. H the quantity 

steadin ... to & ship. Gold thus becomes & good rtmul4rd of tkferJ"f!d ptlyrnmlo. 
The desidemtum here is that the value of the future payment .haD be &I 

nearly &I possible equal to that of • present payment, although abeolute 
equality C&IIDot be expected. 

"The dumbility of gold makes it also • oonvenieot lime of oalue. Gold 
ooiDs or ornaments that have been buried thouaando of ye&rII ..... of DO Ieso 
value than gold freeh from the mine." 
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is restricted to the actual needs of the country for small change, 
they will be at par beeause they are among the necessities of life. 

Why M ad£ of M elal. If subsidiary silver coins circulate at a 
value which is largely imaginary, the question may be asked, 
Why not make them of some other metal or even of paper? 
There are no rea.;ons except custom and convenience. A coin not 
heavier than a half-dollar is more convenient than a piece of paper; 
it is cleaner, and in the long run is probably cheaper, as it does 
not require frequent renewal. A cheaper coin might be made out 
of some other metal, but it is generally best to conform to the 
babits of the people. Since we have always been aecustomed to a 
silver subsidiary coinage, no good reason is apparent why we 
should depart from it. 

The shape of coins is usually cireular, but some are square, 
others oblong, others cubical. Many ancient coins were dish­
shaped; others were in the form of rings. The first coins struck 
by the government in California were octagonal. The copper 
coins of China, called cash, have square holes in the center by 
which they are strung on a wire and hung round the owner's 
neck. The objects to be aimed at in determining the shape of a 
coin are freedom from abrasion, exemption from alteration, and 
convenience in handling. Modem commerce tends to minimize 
the use of gold except to settle international balances. For this 
purpose fine gold bars are best, &8 they are subject to hardly any 
abrasion and are much more convenient to bankers than ordinary 
coins. 

Coins have been made, at different times and places, of iron, 
lead, tin, brass, copper, nickel, platinum, silver, and gold. There 
were coins of electrum in the ancient world. This was a mixture 
of silver and gold found in a natural state in the Boz Dagh, a 
range of mountains in Asia Minor, and elsewhere. Specimens 
found in this range in modem times have yielded 73 per cent gold 
and 'n per cent silver. Electrum was also produced artificially, 
with a larger proportion of silver, in order to debase the currency. 

Weight Cmna. In early Rome small payments were made by 
tale (that is, by counting) and large ones by weigbt. The Latin 
word pendo, from which our words "compensation," "expendi-
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ture," and "stipend" are derived, means "weigh." The shekel, 
the talent, the drachma, the pound, the penny, the peso, the livre, 
the franc, and the mark were originally the names of weights. 
They are instances of the transference of the name of a weight 
to a coin. 

Seigniurage. Under a system of free coinage the government 
receives all the gold deposited at the mint by private individuals 
and converts it into coin or bars free of charge. All silver, nickel, 
and copper coins are made by the government from its own 
metal and are sold to the public. The profit which the govern­
ment makes on such sales is called seigniorage. It is the difference 
between the cost of the bullion and the price received for the 
coins. The same term is applied to any charge which a govern­
ment makes for coining a metal for private persons. Formerly 
the seigniorage on silver subsidiary coins was only 5 to 7 per cent. 
When the great decline in the price of silver took place, it became 
more than 100 per cent. 

DepoBit8 of Gold Bulliun. Although the law contemplates the 
deposit of gold bullion at the mint or assay offices of the United 
States, practically the Treasury buys the bullion and pays for it. 
The practice of the assay office in paying for gold varies according 
to the kind of bullion in the deposit. A depositor of bars from 
known assayers or smelters, or of foreign coin of which the fineness 
can be readily approximated, is allowed at once 90 per cent of the 
value ascertained by weight and calculation of the fineness. The 
balance is paid after melting and assaying. When the deposit 
is small, or when bullion is tendered without well-known "ear­
marks," no advance payment is made, but the full payment is 
made after assaying. A certain portion is always converted into 
"fine bars" for commercial use, the remainder into mint bars 
(iIr fine) suitable for coinage. 

The successive steps in the making of coins are (1) assaying, 
(2) refining, (3) alloying, (4) coining. The bullion is first melted 
in a crucible. While in the molten state it is stirred until thor­
oughly mixed. It is then allowed to cool in the form of a brick. 
Small pieces are clipped from two comers of the brick most eli&­
tant from each other and given to two different assayers to test 
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the fineness of the metal. H their tests do not agree within a 
certain fraction, the brick is returned to the melting pot and 
the process repeated. When the test is satisfactory and the 
amount of foreign substance is known, the whole of the impurity 
is removed by chemical means. Then the requisite amount of 
alloy is added, by remelting and mixing, to harden the mass. 
Thus to nine pounds of pure gold one pound of copper is added, 
so that the coins shall be nine-tenths fine. 

Coin.ing. The bullion is rolled into strips or ribbons a little 
wider than the coin to be struck. It is then" drawn" in a machine 
which reduces it to the thickness of the coin. The strips are then 
passed through another machine, which cuts out of them circular 
pieces, of the proper size, called blanks. Each blank is examined 
by an expert both by weighing and by sounding. H one is found 
too light, or if it does not "ring true," it is returned to the melting 
pot. H it is too heavy, the excess of metal is removed by filing. 

The blanks are sent to a machine by which a slight rim is 
raised around the edge of the piece on both sides, so that its 
weight shall rest on the rim and not on the whole surface of the 
coin, in order to minimize abrasion. This process is called milling. 
The blanks are then put in a cylindrical ease and sent to the 
coining machine. At each revolution of the machine one blank 
drops from the bottom of the cylinder, is seized, and conveyed to 
a sunken steel bed which contains a die that prints one surface 
of the coin. This bed has a serrated edge, or "collar." Directly 
above this sunken die is a steel stamp containing a die which 
prints the other surface of the coin. This stamp descends on the 
blank underneath with sufficient force to impress upon it the 
letters and figures of both surfaces of the coin. The pressure also 
squeezes the coin against the serrated collar, producing an 
indentstion on the edge of the coin, the object of which is to 
prevent any clandestine removal of metal. H a piece were clipped 
from the edge, or if any portion were removed by filing, the 
fraud would be detected by the absence or irregularity of the 
indentations. 

Private Coin.ing lnadmi8Bible. Experience has shown that the 
work of coining cannot be safely entrusted to private enterprise. 
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Between the years 1830 and 1860 there were numerous private 
manufactories of gold coins in the United States. They were 
situated in Georgia, North Carolina, California, Oregon, Utah, 
and Colorado. They turned out coins of varying goodness, all 
purporting, however, to be of the weight and fineness of the 
government's coins. They were not counterfeits. They did not 
imitate the designs on the coins of the United States. Many of 
them bore the names and places of business of the IDAnufacturers. 
They were ingots purporting to be worth the number of dollars 
stamped on them. The value of these five-dollar pieces ranged 
from $4.36 to $5. The people who took them in trade could not 
distinguish between them and were therefore liable to be cheated. 
The government did not forbid the private coining of gold until 
June 8, 1864. 

The Mint Price oJ Gold. Until the United States stopped the 
coinage of gold in 1934, the weight of a new gold eagle or double 
eagle was not permitted to vary more than half a grain from the 
standard weight fixed by Jaw. That of the smaller gold coins 
was not permitted to vary more than a quarter of a grain. This 
allowable variation is called "the tolerance of the mint." The 
mint price of gold is the amount of money which a given weight 
of standard gold will produce. Before 1934 an ounce of gold nine­
tenths fine would produce approximately $18.604 .• The fine ounce 
was worth $20.671. Since the gold dollar contained 23.22 grains, 
the twenty-dollar piece contained 464.4 grains. The troy ounce_ 
contained 480 grains, or 15.6 grains more than $20. In 1934 the 
price of an ounce of fine gold in the United States was raised 
to $35. Before 1934, coinage in the United States was free; that 
is, without expense to the depositor of gold bullion, but he was 
required to deposit also the alloy used in making the coins or to 
pay the cost of it. 

The mint price of gold in England was £3 17s. lOid. per ounce 
when that country was on the gold standard. This was the exact 
amount of money which an ounce of gold of the English standard, 
eleven-twelfths fine, would produce. In order that the holders 
of gold should not lose time waiting to have it coined, the Jaw 
required the Bank of England to buy all the gold offered to it at 
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the price of £3 17s. 9d. per ounce. The difference between this 
price and the mint price (lid.) was compensation to the bank 
for interest and for the labor of weighing, assaying, etc. England 
stopped the ooinage of gold in 1925, and the United Ststes in 
1934. If England, which abandoned the gold standard in 1931, 
Jeturns to it again, it will prohably be at a new price for gold, 
since it is generally expected that England will devalue the 
pound. 

Legal Tender. Anything which can be lawfully used in pay­
ment of & debt expressed in terms of money, and which creditors 
are required to accept, is called legal-tender currency or simply 
lega.l tender. 

The principle of legal tender did not have its origin in an act 
of conscious legislation. The government begins, at & time when 
metal is circulating by weight, to certify the weight and fineness. 
It stamps small ingots in order to avoid the necessity of frequent 
weighing. This is ooinage. Then people make oontracts in terms . 
of the government coinage, and the government enforoes· the 
contracts. Under Roman law the ereditor was obliged to take 
in payment whatever the government was coining. 

Origin of the Modern Law of Tender. The origin of legal tender 
in the modem world is oonnected with the re-estsblishment of 
the double standard of gold and silver in westem Europe in the 
thirteenth century, in place of the single silver standard which 
previously prevailed. The double, or bimetsllic, standard means 
that debts may be paid at the debtor's option with either one 
of two metsls coined into money according to & ratio fixed by 
public authority - providing, for example, that one pound 
weight of gold shall be the equivalent in law of fifteen pounds of 
silver, the mints coining both metals without limit for private 
persons. The establishing of such a ratio was considered, from 
very early times, an attribute of sovereignty, and in monarchical 
oountries a prerogative of the crown. Each proclamation of the 
ratio was virtually a legal-tender act. Debts had to be paid in 
one or the other of two metals. Consequently any man or body 
of men who could fix the ratio could decide how much of either 
should be paid. 
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From the analytical point of view a legal-tender act is nothing 
but an act of legal force, establishing a new definition of an old 
term - for instance, .. dollar" - which has been customarily 
used in making contracts. It is essentially ex post fadfJ legislation, 
binding the courts to a new interpretation of existing contracts, 
and incidentally inflicting various degrees of injury on those 
whose position is such that they cannot take advantage of cir­
cumstances to modify existing contracts - as for wages. Extreme 
cases may be imagined where such action might be needful in the 
interest of the general welfare, but with very few exceptions the 
passage of such an act is a subterfuge of a government for giving 
to itself or to some favored class immediate advantage over part 
of the community concerned. 

Our First Coinage Act. Gold and silver were made full legal 
tender by the Congress of the United States at the ratio of 1 to 15 
in 1792. The coinage act was based upon a report of Alexander 
Hamilton, Secretary of the Treasury. Hamilton examined the 
question of the standard with great care, and although the con­
clusion he reached was erroneous, it is interesting to observe how 
near he came to the truth. He thought that gold was better 
fitted to be the standard than silver because it was less liahle to 
fluctuations of value and also because it was the standard de fadfJ. 
He observed that the silver dollar of Spain in actual circulation 
had no standard value by weight and fineness, but circulated by 
tale, "very much as a mere money of convenience," whereas gold 
money had a fixed weight by the custom of merchants. This fixed 
weight was 241 grains of fine metal per dollar.' While this con-

• Hamilton bere perceived the fact that a standard of value may exist, and 
have controlling force in mercantile circles, without any statute law and with­
out any conscioua action on tbe part of mercbanta tbemaelv... The gold 
standard WB8 in practical operation in his time, just 88 the silver standard 
was in opemtion in the coloni .. when tobaeco and other forma of barter 
currency were used. The mind of the trader """ fixed IIJlOn and governed 
by a standard different from the one that moet commonly pe-.I from band 
to band. In a book of merit and originality, entitled The EooIwion of Modern 
MUMy (The MacmiUan Company), Mr. W. W. Carlile baa traced the existen"" 
of what we may call the "latent gold standard" in Europe for a 10"1 period 
before gold became the avowed standard. 
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sidemtion favored the adoption of the single gold standard, 
Hamilton says that .. to annul the use of either of the metals as 
money [of full legal tender] is to abridge the quantity of circu­
lating medium, and is liable to all the objections which arise 
from a comparison of the benefits of a full with the evils of a 
scanty circulation." He thougbt also that a country could draw 
to itself a greater quantity of the precious metals in international 
trade by means of the double than of the single standard. This 
conception was erroneous, but it was the common belief of the 
time. 

Hamilton accordingly recommended the double standard at 
the mtio of 15 to 1. He had not failed to note that the Spanish 
silver dollars in circulation were of two different coinages, varying 
slightly in weight. He decided to take neither of them as the 
exact basis of our coinage, but to take instead the average of the 
dollars in actual circulation. By reason of abrasion they were 
somewhat lighter than the new coins then issuing from the 
Spanish mints. With these facts before him and having regard 
also to the market ratio of the two metals in Europe, he decided 
that the mtio of 15 to 1 would be not far from the true metallic 
equiva1ent. Taking the gold valuation of the dollar (24£ grains 
of pure metal) as the starting point, and multiplying by 15, the 
product, 371! grains of pure metal, was adopted for the silver 
dollar. The smaller coins were to be of proportionate weight and 
full legal tender. Congress followed these recommendations in 
the coinage act of 1792. 

The mint began to coin silver in 1794 and gold in 1795. It 
was supposed that there would soon be a plentiful supply of 
coins of both metals j but, in order to prctvide for the interval 
while the mint was in course of erection and equipment, Congress 
passed a law making certain foreign coins, of both gold and silver, 
legal tender in the United States according to their weights 
respectively. This act was to remain in force three years after 
the starting of our mint and no longer, but by reason of the 
difficulty experienced in retaining our own coins in circulation the 
legal tender of f~reign coins was kept in force by repeated re­
enactments for more than sixty years. We did not have any 
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settled money of our own until after the passage of the act of 
1853, providing for a subsidiary coinage. 

Its Failure. The first silver dollars turned out by our mint 
were a little lighter than new Spanish dollars, but they passed in 
trade for the same value, both here and in the West Indies. 
Brokers began to collect and export them to the Spanish colonies, 
where they were exchanged for Spanish dollars, and the latter 
were hrought back for recoinage at our mint. There was a profit 
of 1 per cent in the operation. As coinage was free, the govern­
ment was working for bullion brokers without pay, and was 
not accomplishing the end aimed at. It was not supplying the 
American people with American money. Accordingly President 
Jefferson, in 1806, gave an order to the mint to stop the coinage 
of silver dollars altogether. This order remained in force for 
thirty years. 

The legal ratio of 15 to 1, although pretty close to the market 
ratio at the time when the coinage act of 1792 was passed, did 
not long remain so. In 1797 the market ratio in Hamburg was 
15.47. Gresham's law asserted itself. American gold coina began 
to grow scarce. They were melted or exported because they were 
worth more for that purpose than for debt-paying at home. As 
early as 1817 they bad entirely disappeared from circulation, 
although the coinage of them continued at the usual rate. 

Our Second Cmnage Act. In 1834 the market ratio in Hamburg 
was 15.73, and gold bore a premium in brokers' offices in the 
United States of 4! per cent over silver. Congress bad bad the 
subject of a change of the legal ratio under consideration since 
1818. In 1834 it passed the Gold Bill". so called because it was 
intended to bring gold again into cW sts.10n. The ratio adopted 
was approximately 16 to 1. The whbunt of pure metal in the 
silver dollar remained unchanged. That of the gold dollar was 
reduced from 24.75 grains to 23.2 grains, but was increased in 
1837 to 23.22 grains, at which weight it stood until early in 1934. 
This made the gold dollar 2 per cent less valuable than the silver 
one at that time. It was a debasement of the currency to that 
extent. There was strong opposition to the bill, on the ground that 
it would drive our silver coins out of circuIation. Nevertheless 
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the majority in favor of the bill was very large in both branches 
of Congress, about four to one in the HoUse and five to one in 
the Senate. 

When the !&w of 1834 was p&SSed, the premium on gold in the 
market was 4! per cent. Anybody having $100 gold could buy 
$104.50 silver to pay his debts with. The government had never 
promised to hold the market ratio of the metals steady at 1 : 15. 
This had come in the course of time to be 1 : 15.625. Under the 
new !&w anybody having $100 silver could buy $102 gold to pay 
his debts with. In other words, the standard was debased 2 per 
cent. The!&w of 1834 ought to have provided that pre-existing 
contracts should be settled on the pre-existing basis.' 

Silver Cmns in the United States be/erre 1858. There were no 
silver dol!&rs in circu!&tion, since the coinage of them had been 
discontinued by order of President Jefferson, as &!ready stated. 
As our sma.ller silver coins were of full weight, they were melted 
and exported, and their p!&ce in the circu!&tion was taken by 
lightrweight foreign coins, princip&lly Spanish and Mexican. 
Two halves or four quarters, if new and full weight, were worth 
about two cents more than a gold dollar. Consequently they were 
collected by brokers and exported. But two halves or four quarters 
that had lost two cents' worth of silver by abrasion would cir­
culate, because there would be no motive to melt or export them. 
From 1834 to 1856 the silver money of this country consisted, 
to a !&rge extent, of foreign coins, more or less worn, chiefly 
Spanish and Mexican, but with a considerable sprinkling of 

1 This atatement of Mr. White'. is of great interest in view of the recent 
debate over the abrogation of the "gold c1&use" in existing contl'&Cts and 
bonds by Congress in 1933. Apparently Mr. Wllite would bave thought 
such an abrogation indefensible. The gold clause required payment in gold 
of the present weight and &nen ... or ita equivalem. Suits were brought to 
test the constitutionality of this measure, the plaintilf. claiming thet, .ince 
the dollar w .. devalued, they were entitled to reoeive $169 for every 1100 
in luch contr&ctl. In February, 1935, by a fi_to-four decision, the UnitBd 
States Supreme Court upheld the act of Congrea. abrogating the gold c1&use 
in "private" contracta, because under the Constitution Congress had full 
power eo to act. It I8id the government had no power to do this with regard 
to ita own bonds. but a plaintilf must prove actual ~ in order to 
recover. In the case at issue DO BUch damage waa shown. 
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English, French, German, and Scandinavian pieces. Every mer­
chant kept a coin-chart, rrumual for handy reference to determine 
the value of these pieces as they were offered in trade. 

Our Third Coinage Act. Tn the act of 1853 we adQpted the 
principle of the British act of 1816, The dellates in Congress on 
this bill show that iL W,," the fixed intention of its promoters to 
establish the single gold standard, and that (here was scarcely 
any opposition to the project. They failed to carry out this in­
tention, however, since they left the silver dollar in the list of 
coins to be struck at the mint if .%nybody should choose to deposit 
silver bullion for that purl)f,"e. Our silver dollar was still a favorite 
coin in China, where it passed by weight. This was probably the 
reason why it was not treated like our other silver coins in the 
act of ll:153. The silver dollar was worth four cents more than 
the gold dollar in the bullion market. Consequently none were to 
be found in circulation, alLlJOugh upwards of 3!5,600,OOO were 
coined between 1853 and 1873. All t.hese musL have gone to 
China except a few which were retained in coin collections and 
as curiosities. The act of 185.~, however, accomplished its main 
object. It gave the oountry an abundance of new and bright 
half-dollars, quarters, dimes, and half-dimes that would stay. at 
horne and ReTVe the fJurpose of small change. The weight of the 
half-dollar was reduced about 7 per cent, that is, to 192 graina, 
and that of the smaller coins in the same proportion. Conse­
quently there was no longer any motive to eXfJort them. In 
1857 the legal-tender faculty was taken away from 8.11 foreign 
coins, both gold and silver, and they very rapidly passed out of 
circulation. 

The act of 1853 is famous for having givcn us our first sub­
sidiary coinage, Formerly all silver coins had been freely coined, 
but after that date the only silver coin freely coined was the sil­
ver dollar. 

In 1873, when the next change took place in Dur coinage system, 
the count.ry was under the regime of irredeemable paper. Neither 
gDld nor silYer was in circLllation. Practicallv the silver dollar 
had never been in circulation. To Americans it waR an unknown 
coin. From 1797 to 1806 it had been Rent out of the country by 
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speculators to be exchanged for Spani~h dollars. From 1806 to 
1836 the mint had ceased to coin it altngether. After 1835 its 
circulation was rendered impossible by reason of its premium 
over gold in the bullion market. 

Our Fourth Coinuye Act. In 1869 the Treasury Department 
undertook a revision of the coinage laws. Mr. Boutwell, the Secre­
tary, placed the work in the hands of Mr. John J. Knox, who 
prepared a bill which made the silver coins of the United States 
legal tender for only $5 in one payment. This included a silver 
dollar of 384 grains, but it was omitted by Congress, and the 
"trade dollar," of 420 grains, intended for circulatiun in China, 
was substituted. The bill provided th •. t. no silver coins except 
those enumerated should be struck at the mint "nd that none 
except trade dollars should be coined for private individuals. 
The silver dollar at that time was worth about two oents more 
than the gold dollar. The bill made the gulll dollar the unit of 
value, and ended free coinage of the silver dollar. 

Mr. Knox's reporL and the accompanying bill were sent by 
the department to chambers of commerce throughout the country 
and to persons interested in monetary science, in orde.r to get 
their opinions and arlvie". They were sent to Conll:ress in April, 
1870. The bill passed the Senate on .lllnuary 10, 1871, but was 
not reached by the House in time for passage by that Congress. 
It came up in Ule next Congress, and after debate in the House, 
in which the policy of dllicouLinuing the silver dollar was speoially 
disCIlSSed, it passed that body, May 27, 1872, by a vote of 110 
to 13. It passed the Senate, January 17, without a divisiun, 
and became a law on Februltry 12, 1873. The United States thus 
adopted the single gold standard. 

The Trade Dollar. Private persons were allowed to deposit 
silver bullion at the mint. and have it coined into trade dollars for 
their own account. It was never intenrled that the trade dollar 
should circulate in the United States at all, but it was inadvert­
ently placed ill the list, of coins which were legal tender for $5. 
AB soon as the price of silver fell so that 420 grains were worth 
leBS than a dollar, it became profitable for owners of silver to have 
these dolla1'lj coined and put in cirCUlation at home. Straightway 
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they began to fill the channels of retail trade. They became so 
great a nuisance that Congress, in 1876, took away their legal­
tender quality altogether. This led to a dispute, with a charge of 
bad faith. So Congress, in 1878, discontinued the coinage of 
trade dollars entirely. This only aggravated the dispute. Specu­
lators bought up the trade dollars with the expectation that 
the government would eventually redeem them at par. Nearly 
$2,000,000 of them were reimported from China for that purpose. 
Finally, in 1887, Congress passed a bill to redeem at par all that 
should be presented within six months, and President Cleveland 
allowed it to become a law without his signature. The number of 
trade dollars so redeemed was 7,689,036. 

Our Fifth Coinage Act. In January, 1934, the United States 
Congress passed a historic measure which put an end to gold 
coinage. Under this act, known as the Gold Reserve Act of 
1934, the weight of the gold dollar was reduced to 13.71 grains, 
which meant that the price of gold was raised to $35. In the 
future gold was no longer to be in circu1ation. After the bank 
holiday of 1933 all gold had been called in from cireulation. The 
act of 1934 transferred all gold to the United States Treasury. 
The Federal reserve banks were given a- new form of gold cer­
tificates for the gold held in their vaults. A stabilization fund 
of $2,000,000,000 for controlling the dollar in the foreign-exchange 
markets was established by the government out of the profits 
from raising the price of gold. The value of the gold stock in the 
country was raised instantaneously from over $4,000,000,000 to 
over $7,000,000,000. 
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CHAPTER III 

COLONIAL AND REVOLUTIONARY BILLS OF CREDIT 

COLONIAL BILLS OF CREDIT 

Government paper money is usually a promise to pay coined 
money. Such paper is of several different kinds. We will here 
consider chiefly the kind which does not bear interest, which is 
payable at no fixed time, and which is made legal tender between 
individuals. 

First Bills of Credit. The first government paper to circulate 
as money in this country was issued by the colony of Massachu­
setts in 1690, in order to pay soldiers who had returned from an 
unsuccessful expedition against Canada. The public treasury was 
empty, and the soldiers could not or would not wait for the collee­
tion of taxes to meet their demands. The General Court accord­
ingly issued £40,000 in bills of credit which were made receivable 
for taxes and exchangeable for any commodities in the treasury. 
These were issued to the soldiers in anticipation of the tax collec­
tions; they were not payable at any particular time; they did 
not hear interest; and they were not legal tender. They did not 
pass for more than twelve or fourteen shillings in the pound. The 
soldiers lost two fifths of their dues. In 1692 the bills were made 
legal tender in all payments and receivable for taxes at 5 per eent 
better than silver and redeemable in silver at the end of twelve 
months. These provisions made them equal to silver. 

Yet this was a fatal experiment. Its apparent success as a 
means of postponing taxes led to disorders far worse than the 
commodity currency of the earlier period. It spread to the other 
colonies like an epidemic. Nearly all the colonial governors were 
at vari.ance with their legislatures concerning bills of credit. 
Acting under instructions of the Lords of Trade, they repeatedly 
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vetoed the paper-money bills. Then the legislatures refused to 
provide for the support of the local governments. They stopped 
the salaries of the governors and allowed the public buildings and 
barracks to go to decay. This source of irritstion against the 
mother country has been grossly neglected by historians in general, 
but not by Mr. Felt, the historian of Massachusetts currency, 
who assigns it its proper place among the causes which led to the 
separation. 

In South Carolina in 1719 the people deposed the proprietors' 
governor, because he would not assent to bills of credit, and the 
king connived at this act of insubordination in order to get the 
province under his own authority. At a later period the legislature 
of this colony, being at variance with the royal governor on the 
same subject, adjourned for three years, making no provision for 
the support of the government meanwhile. The same thing 
happened in New Hampshire. Her representstives for five years 
preceding the year 1736 refused all supplies. New Jersey did 
the same for four years, for the same reason. The governors 
complained to the home authorities; and the latter insisted that 
the colonies should provide a permanent instead of an annual 
support for the local governments, which the colonies refused to 
do because they were not allowed a free hand in issuing bills of 
credit. In almost every case the governors were at last 'Worn out 
and compelled to yield. As Mr. Felt says, "The Briareus of paper 
money was too strong for them." 

Petitions against bills of credit, from the mercantile classes in 
the colonies and from London merchants, at last prevailed on 
Parliament to take action. In 1751 a bill was brought forward 
to prohibit paper money in the four New England provinces 
where the trouble was greatest, but before it was passed the agents 
of the colonies managed to get exceptions in case of great emer­
gencies and of war. Even in these cases the bills were not to be 
legal tender between individuals. In 1763 Parliament passed 
another act much more stringent, and applicable to all the 
colonies. This struggle over the right to issue paper money should 
be instructive to those Americans who are advocating such issues 
in 1935. 
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A pamphlet of 1743 I speaks of the bills of credit in New 
Englaod issued on loao 

to themselves, Members of the Legislature, and to other Borrowers, their 
Friends, at easy and fallacious Lays, to be repaid at very long Periods ; 
and by their provincial Laws made a Tender in all Contracts, Trade 
and Business, whereby Currencies, various and illegal, have been intro­
duced which from their continued and depreciated nature in the Course 
of many Years have much oppressed Widows and Orphans and all other 
~ec\itors. 

This writer gives sPecial attention to the colony of Rhode Island, 
which had 

defrauded more in a few years than any the most wicked administrations 
in the several nations of Europe have done in several centuries. A con­
tract made 30 years ago for £100 sterling in value (that is, silver at 88. 
per oz.) is at present reduced to a nominal 32s. per oz. • .. This ex­
pedient of depreciating their Government bills, by their Laws made a 
Tender and Currency, is promoted by the fraudulent Debtors and 
desperate part of the Colony in order to pay former contracts with a 
much less value than was contracted for, and more especially to defraud 
British merchants in their outstanding debts. The paper-money pro­
moters are the desperate and fraudulent, these being vastly the Ma­
jority in the colony, carrying all elections; both legislative and executive 
parts of their government are annuelly elective. Thus Government is 
perverted and become worse than a State of Nature. If by chance 
any of the elected opposes the emission of any of those fraudulent bills 
he is drop'd next election as a professed enemy to the Interest of the 
Colony. • •• This poor small colony, from a late exact Perlustration, 
contains not exceeding 20,000 men, women and children, whites, Indians 
and negroes, ,have extant about £400,000 paper money. And of this 
about three quarters is in the Possession of peopieof neighboring Colonies. 

.. AIl our paper-money-making legislatures," says the con­
temporary writer, Dr. Douglass, .. have been legislatures of 
debtors, the representatives of people, who for incogitsncy, idI&­
ness, and profuseness have been" under the necessity of mort-

I Quoted in .. A Letter from " Gentleman in Booton to his Friend in 
Connecticut," in the New York Public Library. 
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gaging their lands." To the same purport writes Hutchinson 
in his History of MlJ8sachu.setts, 1628-1774-

Thomas Paine has drawn the portrait of the group. Writing 
in 1786 he tells us how the speculators and debtors were then 
working for bills of credit. He says : 

There are a set of men who go about making purchases upon credit, 
and buying estates that they have not wherewithal to pay for; and 
having done this their next step is to fill the newspapers with paragraphs 
of the scarcity of money and the necessity of a paper emission, the".to 
have legal tender under the pretense of supporting its credit, and when 
out, to depreciate it as fast as they can, get a deal of it for a little price 
and cheat their creditors; and this is the concise history of paper-money 
schemes. 1 

Loans from the Treasury. Usurers were then, as now, UD­

popular. AIly means of circumventing them was hailed with 
satisfaction, and no method was more obvious than that of fur­
nishing loans at the public treasury to those who could not borrow 
elsewhere, or who wanted to borrow at less than the market rates, 
or who wanted to borrow from the colony at low rates in order 
to lend again at high rates. AIlybody who had influence could do 
this. In Rhode Island it was the custom of the favored ones to 
sell their privileges. The first issue of bills of credit for a loan was 
in South Carolma in 1712. From this example, says Bancroft, 
.. the passion for borrowing spread like Bame on a dry prairie." 

Other Pretexts for Bills of Credit. There were three main 
causes or excuses for the issue of bills of credit: (1) war expenses ; 
(2) loans to individuals; (3) ordinary expenses of government. 
There were also other minor pretexts. One of the most common 
ways of increasing such issues was the alleged replacement of old 
and worn bills, which often meant an issue so large as to leave a 
margin over for general expenses, and sometimes a very large 
margin. Thus, of £46,000 Connecticut bills authorized for this 
purpose between 1713 and 1732, £29,885 went to the payment 
of colony debts. In this case the General Court did not wait to 
see what margin would be left after replacing the old and worn 

1 WriIi..,., VOI.'o p. 178. 
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bills, but dipped into the reservoir to meet current charges. 
Similarly Maryland once issued bills of credit as a sheer gift to a 
portion of the inhabitants, "the taxables." 

Reports were made from time to time to the home government, 
in response to inquiries as to the amount of bills outstand­
ing. Often these were ingeniously prepared to convey false im­
pressions. To avoid discovery the New York Assembly repealed 
all safeguards against the reissuing of bills of credit that had been 
redeemed. When the governor disallowed the act, the treasurer 
reissued the bills nevertheless. The governor so reported to the 
Lords of Trade, and added that the treasurer refused to let him 
know the amount of bills outstanding when requested to do so. 

In addition to legal-tender acts there was a great variety of 
ls.ws to compel people to sell their property at the same price for 
bills of credit as for silver. The "debtor cls.ss" were not satisfied 
with forcing depreciated paper upon creditors for past obligations, 
but insisted that they ought to be able to buy as much property 
with the paper as with specie. Those who had been forced to take 
the paper for past debts naturally joined in this demand, and the 
le~latures agreed with them. Hence we find in nearly all the 
colonies severe penalties on those who charged more for their 
goods, lands, or services in bills of credit than in money. In 
some cases the penalty was a fine, in others imprisonment, in 
others confiscation of the property offered. 

Usual Career of Bills of Credit. The usual course of events 
where bills of credit were issued was as follows: (1) emission; 
(2) disappearance of specie; (3) counterfeiting; (4) wearing out 
of bills; (5) calling in and replacing worn and counterfeited issues 
with new ones; (6) extending the time for old ones to run, 
especially those which had been placed on loan; (7) depreciation; 
(8) repudiation of early issues in part and the emission of others, 
called "new tenor." Dr. Douglass says that Massachusetts had 
at one time" old tenor, middle tenor, new tenor first, new tenor 
second." Rhode Island had an indefinite number of tenors. 

In all cases, except where the bills were placed on loan, taxes 
were ls.id to aink them at some time, near or remote. This was 
necessary to give them any credit at all, but it was very easy to 
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extend the time. Consequently postponements were frequent. 
When Parliament took hold of the subject, it prohibited all 
extensions and deprived the bills of their legal-tender character 
after the allotted time had expired. This was regarded as a great 
grievance. The New York legisl&ture even resolved that bills 
not tenderable were useless. 

Counterfeiting and wearing out were invariable and very trying 
evils. The former was punishable with death in all the colonies 
except one or two, - Bronson says in all except Connecticut, -
but, although there were many convictions, the extreme penalty 
was hardly ever enforced. The expUlsion of specie which followed 
after the first emission of bills of credit usually left the people 
without small change. Then the practice of halving and quartering 
the bills came into vogue, and this opened a new door to fraud. 
The counterfeiters halved and quartered their own bills and 
united the parts to the corresponding parts of genuine ones and 
sometimes attached the half of a five-pound note to the half of 
a ten. There was, indeed, no end to their tricks. Some bills of 
small denoniinations circulated after they were known to be 
counterfeit, because there was no other small change. . 

Worn-out bills likewise were an ever-recurring nuisance. All 
sorts of opprobrious epithets were heaped upon them. They 
were called, in various statutes, old, worn, torn, tattered, shat­
tered, ragged, mutilated, defaced, obliterated, illegible, and 
"unfit to pass." 

The depreciation of the colonial bills varied in the di1ierent 
colonies. In Massachusetts the maximum depreciation was 11 
for 1 (the standard being "proclamation money"). In Con­
necticut it was 8 for 1. In 1763 the value of the New Hampshire 
shilling was a little less than a halfpenny; in 1771 it vanished 
altogether. Rhode Island old-tenor bills in 1770 were worth 
26 for 1. Those of North Carolina were 10 for 1; of South 
Carolina, 7 for 1. The bills of the middle colonies were kept 
within reasonable bounds, a result due mainly to the stubbornness 
of their governors in resisting the legislatures and keeping the 
issues of bills within limits. The maximum depreciation in New 
York was only 25 per cent below proclamation money. 
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The pamphlets and records of the colonial period are filled 
with accounts of the distress and demoralization caused by de­
preciated paper made legal tender. As all loans were so payable, 
the accumulations of age and the inheritances of orphans dwindled. 
So, too, did the earnings of the wageworker. In order to avoid 
the losses from a depreciating standard of value, resort was had 
by workingmen to "store pay," and here they were generally 
cheated. Trustees and executors who had money in their hands 
which belonged to other people, and who saw how things were 
going, often postponed payment on frivolous pretexts, since each 
delay enabled them to settle their accounts with less value, thus 
"devouring widows' houses." Not only was bad blood stirred 
up by the resistance of the royal governors, but a spirit of law­
lessness was engendered against the local assemblies if they 
showed a disposition to resist the demands of the green backers 
of that day. Even after the Revolution the legislature of New 
Hampshire was mobbed because it refused to issue legal-tender 
bills. One of the demands of Shays' Rebellion in Massachusetts 
was for more paper money. In Rhode Island after the Revolution 
a general system of repudiation of debts, public and private, was 
undertaken and carried through by means of legal-tender paper, 
in spite of the decisions of the courts. 

Economic Effect of the Loan Bills. Now it may be asked what 
happened when colonial bills of credit were issued as loans to 
private individuals. What the borrowers wanted was circulating 
capital. They borrowed the bills in order to spend them for 
store goods, provisions, building materials, labor, ete. The 
wages they paid to laborers were expended for store goods, pro­
visions, etc. So we may say that the borrowers of the bills of 
credit aimed to get control of the useful things that were on ssle 
in the oommunity, and that they succeeded in doing 80. Now, 
whether the bills depreciated or not, it is evident that the bor­
rowers got an advantage over their neighbors, because they ob­
tained control of this circulating capital at lower rates than others 
had to pay. This was precisely the reason why they wanted the 
loan bills to be issued. If they could have borrowed at the same 
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rate in the open market, there would have been no reason for 
borrowing from the government. But the injustice did not stop 
there. Whatever they took out of the loan market in this way 
caused a scarcity and a rise of the rate of interest for other bor­
rowers. One of the most observing pamphleteers of the day teUs 
us that the rate of interest on "natural loans" always adva.nted 
after a public loan. This was due in part to the withdrawal of 
loanable capital, and in part to the fear of lenders that the biDs 
would depreciate in consequence of the new emission. Most 
commonly they did depreciate. The borrowers were for the most 
part landowners. Only two kinds of security were allowed by law, 
land and bullion. Very little bullion was ever offered at the loan 
offices. The landowners controlled the legislative aBBemblies every­
where. Thus the emission of biDs of credit on loan was, in effect, a 
conspiracy of needy landowners against the rest of the community. 

REVOLUTIONARY BILIB OJ' CREDIT 

Bad as the colonial biDs of credit were, those of the Revolu­
tionary period were worse. Our ancestors went to war without 
any preparation. They had no money. They had no system of 
taxation. They had no central authority capable of enacting 
and enforcing one, and - what was even worse - they objected 
to being taxed either by Great Britain or by their own local 
governments. All the separate colonies began to issue biDs of 
credit, even before the Continental Congress aBBembled. 

Franklin's Warning. Nevertheless the experience of the past 
had not been wholly forgotten. Even Franklin, who had been an 
advocate of government paper in earlier times, now recoiled. 
When the first paper money was proposed in the Continental 
Congress (June, 1775), he urged that the bills should bear interest, 
in order to prevent depreciation. When the second issue was 
proposed, he urged that Congress should borrow on interest the 
biDs already authorized. Both these plans were rejected. The 
third issue bore interest, and now Franklin urged that the interest 
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should be payable in "hard dollars." This was voted to be 
impracticable. 

First Issues. There was much confusion of ideas concemirig 
details. While taking time to consider them, it was voted in July, 
1775, to issue due bills for two million Spanish milled dollars, to 
be 8unk by taxes in four successive years, beginning November 30, 
1779, the taxes to be levied and collected by the states in pro­
portion to their population. The bills were not legal tender. 
The Congress had no power to make them legal tender, but in 
January, 1777, it recommended that the states should do so; 
and this they did, one after another, in one way or another. 
Before the two millions were issued, another million was wanted 
and was authorized, together with three millions more before 
the end of the year. Nine millions more, or fifteen in all, were 
out before independence was declared. This was called Conti­
nental currency, to distinguish it from the issues of the separate 
states. 

From this time the demon of fiat money had possession of the 
country and worked its will on the inhabitants. The issues ran 
on, in an increasing volume, till they amounted to $242,000,000 
in the year 1779. In 1781 the whole mass became worthless. 
On this subject the essays of Pelatiah Webster have become 
classic. Mr. Webster was a merchant ,of Philadelphia and an 
ardent patriot. He wrote while the paper-money experiment was 
going on. We can readily believe him when he says, "We have 
sufiered more from this than from every' other cause of calamity ; 
it has killed more men, pervaded and corrupted the choicest 
interests of our country more, and done more injustice than even 
the arms and artifices of our enemies." 

Early Depreciation. In his first essay (October 5, 1776) 
Mr. Webster says that he cannot discern any depreciation as yet, 
or any advance in the prices of goods beyond what a state of war 
would occasion, even if the currency consiated of gold and silver 
exclusively. On the other hand, Professor Sumner had collected 
evidence showing that at some places goods were sold at lower 
prices for silver than for bills, even before the Dec1aration was 
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signed.' It is certain that committees were at work early in 
1776 attending to the cases of persons who discriminated against 
paper money. The most common punishment for this offense was 
seizing some portion of the offender's goods and declaring him 
an enemy of his country. That this was no trifling penalty is 
attested by the fact that nearly every one recanted and promised 
amendment. Nevertheless the number of offenders increased 
continually. In Philadelphis, in the latter part of 1776, one of 
the penalties was the closing of the shops of the guilty parties. 
This caused prices to rise by giving a monopoly to the others; 
so, when this effect was observed, the first culprits were allowed 
to reopen. 

Early in 1777 the depreciation had become too great to be 
ignored. Committees were appointed in.nearly all the states to 
prevent engrossing and forestalling.' One way to do this was to 
buy all the goods of a particular kind in sight for the army and 
to require the owners to accept Continental money for it. This 
involved the necessity of deciding how much the owners were 
entitled to retain for their own use or to meet engsgements 
previously made. It was neceSSBl&' also to fix the rate of wages 
of labor for reproducing the goods. At a later period the deprecia­
tion was so rapid that Professor Sumner says a man might lose 
his whole wages while earning them. 

Price Conventions in New England. Price conventions were 
the next resort. The first one, held at Providence, was composed 
of delegates from the four New England states. It fixed the prices 
at which imported goods might be sold, but an exception was 
made of arms and ammunition in order to encourage their im­
portation. Retailers were not to charge more than 20 per cent 
advance. The regulation of prices of domestic products was left 
to the states, as was also the penalty for overcharging. Rhode 

I There ..... oeveral histori .. of the Continental currency. That of Pro­
feoeor Sumner, in his Fi_ and Pi_ of 1M A ............ Revolution, is 
one of the beet. Mr. A. S. Bolleo, in his FiMftdtll Hu""" of 1M Unil<d S_, 
wu an indU8trioua collector of facts • 

• Foreotolling is buying goode before they reach the market, in order to 
..n them at a higher prioe. Engroaaing is similar to monopolizing. 
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Island enacted, in addition to other penalties, that if anybody 
withheld from sale any goods required for the army or navy, the 
state officers might seize them and, if necessary, break open 
buildings. A little later it was enacted that buildings containing 
any goods needed by the community and withheld by the owners 
might be broken open and the contents sold at the statutory 
prices. An exception was made of salt, as being, like arms and 
ammunition, an indispensable article. The effect of these laws 
was to discourage importation. Nobody would bring in goods to 
be exposed to legal pillage. Accordingly the Rhode Island laws 
against engrossing were repealed after a few months. The course 
of proceedings in Connecticut was substantially the same. This 
state, however, had a law to prohibit persons from buying any 
more goods than the selectmen should judge to be necessary for 
the use of their respective families. Anything like prudence in 
laying in supplies was thus forbidden. 

Price Convention of the Middle States. A price convention of 
the six middle states was held at York, Pennsylvania, in March, 
1777, but was unable to agree upon a single point. Three states 
voted that maximum prices should be fixed, that sales by auction 
should be forbidden, and that importation (which had fallen off, 
in consequence of the disorderly proceedings of committees) 
should be encouraged by counties. Three voted against these 
propositions, believing that they would only aggravate the evils. 
The subject was accordingly referred back to the states, but the 
execution of the price-limiting laws was oftener carried out by 
mobs than by the constituted authorities. In Albany two persons 
who had sold rum for more than the established price were taken 
to the market place and put on a sca1fold, when tbey fell on their 
knees, acknowledged themselves guilty, and promised to observe 
the law and help to enforce it upon others. Every method of 
evasion, such as trade by barter, subjected persons to SUBpicion. 
Thus Richard Henry Lee, who commuted his rents to psyment in 
produce, was denounced as a Tory and left out of Congress at 
the next election. 

Washington's Views. Mr. Webster, in one of his essays, said 
that not more than one man in ten thousand was capsble of 
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understanding the subject. The greatest man of the period did 
not understand it; for Washington wrote to Reed, the president 
of Pennsylvania, December 12, 1778, commending his zeal "in 
bringing those murderers of our cause, the monopolizers, forestall­
ers, and engrossers, to condign punishment. It is much to be la.­
me"ted," he continued, "that each state, long ere this, has not 
hunted them down as pests to society and the greatest enemies we 
have to the happiness of America. I would to God that some 
one of the more atrocious in each state was hung in gibbets upon 
a gallows five times as high as the one prepared by Haman." 
Yet he had written, more than a year earlier (September 28,1777), 
to John Parke Custis, directing him to see that the rent of certain 
land and slaves should be 80 arranged that the payments should 
have a value relative to the currency. ";' do not mean by this," 
he says, "that I am unwilling to receive the paper money. On 
the contrary, I shall with cheerfulness receive paymen t in any­
thing that has currency at the time of payment, but of equal 
value then to the intrinsic worth at the time of fixing the rent." 
Only two months before he wrote to Reed about hanging monopo­
lizers, forestallers, and engrossers" he wrote (October 10, 1778) 
to Custis, advising him not to accept money for a piece of land 
he was about to sell, but to take other land in exchange for it, 
because the money might lose its value. This was just what the 
monopolizers, forestallers, and engrossers apprehended. 

Washington was an honest man. It never occurred to him 
that he was doing with his land and slaves exactly what the 
others were doing with their provisions and store goods. But, a 
year later, his eyes were wide open. In August, 1779, he wrote 
to his agent, Lund Washington, that he would no longer accept 
Continental money on contracts made before the war, unless 
other people did the same. "The law," he says, "undoubtedly 
was well designed. It was intended to stamp a value upon, and 
to give a free circulation to the paper bills of credit, but it never 
was nor \lOuid have been intended to make a man take a shilling 
or sixpence in the pound for a just debt, which the debtor is well 
able to pay, and thereby involve himself in ruin." 

When the Father of his Country could make such mistakes, 



56 MONEY AND BANKING 

we need not wonder that the common people were befogged. 
Washington here says that it was merely intended by Congress 
to." stamp a value" upon certain pieces of paper. H value can be 
stamped upon paper, it is obviously useless to work for a living. 
All that is required to insure plenty and prosperity is to pass a law, 
and then set a few printing presses at work. H Congress attempts 
to stamp a value upon a thing that is intrinsically worthless and 
fails in the attempt, its intentions may form a subject of curious 
interest, but they are of no practical importance. 

Mter the Revolution and to the end of his life, Washington 
was an inflexible opponent of bills of credit, and he had need to 
use all his influence against that form of debauchery in Virginia. 

The Final Cataclysm. With the mass of the people nothing 
could be done. All of them, the wise and unwise together, were 
hurrying to a cataclysm. Says Pelatiah Webster: 

The fatal error, that the credit and currency of the Continental money 
could be kept up and supported by acts of compulsion, entered 80 deep 
into the mind of Congress and all departments of administration through 
the ststes that no considerations of justice, religion, or policy, or even 
experience of its utter inefficiency could eradicate it. It seemed to be a 
kind of obstinate delirium, totslly deaf to every argument drawn from 
justice and right, from its natural tendency and mischief, from common 
sense and even common safety. This ruinous principle was continued in 
practice for five successive years, and appeared in all shapes and forms, 
that is, in tender acts, in limitstions of prices, in awful and threatening 
declarations, in penal laws with dreadful and ruinous punishments, and 
in every other way that could be devised, and all executed with " J"&o 

lentless severity, by the highest authorities then in being, viz., by Con­
gress, by assemblies and conventions of the ststes, by committees of 
inspection (whose powers in those days were nearly IlOvereign), and even 
by military force; and though men of all descriptions stood trembling 
before this monster of force, without daring to lift a hand against it, 
during all this period, yet its unrestrained energy ever proved ineffectual 
to its purposes, but in every instsnce inereased the evils it was designed 
to remedy, and destroyed the benefits it was intended to promote; at 
best, its utmost effect was like that of water sprinkled on " blacksmith'. 
forge, which indeed deadens the flame for " moment, but never faile to 
increase the heat and force of the internal fire. Many thousand families 
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of full and easy fortune were ruined by these fata.! measures, and lie in 
ruina to this day, without the least benefit to the country, or to the great 
and noble cause in which we were then engaged. 

Social Terrorism. When the price conventions failed of their 
object, new ones were held fixing new limits, - as, for example, 
fourfold the prices of 1774, then eightfold, then tenfold, then 
twentyfold, - terrorism being applied in each case to enforce 
the decrees. Country folks accused town folks of extortion, and 
threatened to come in and take what they wanted by force. 
Town folks accused country folks of withholding their produce. 
Laws were enacted against withholders. Anonymous handbills 
and broadsides were circulated, threatening vengeance on mer­
chants. Turmoil was everywhere. Society was like a train of 
Eskimo dogs when the driver hits with toe whip the leader, whioh 
turns and falls upon the dog behind him, and presently the 
whole pack are piled together in battle, not one knowing what it 

.is all about. AB a result of such irrational business disturbances 
Boston was, in October, 1779, on the verge of starvation; money 
transactions had nearly ceased, and business was done by barter. 

Mutiny of Soldiers. In May, 1779, two regiments of Connecti­
out troops revolted on account of their bad· pay. In January, 
1781, the Pennsylvania line broke into mutiny for the same 
reason and killed a captain who tried to bring them to submission. 
A soldier's pay had dropped by depreciation from $7 per month 
to 33 cents, although it had been twice raised by Congress. 
Washington could not move his soldiers to Yorktown till Robert 
Morris, the financier of the Revolution, had borrowed hard money 
fromRochambeau for their back pay. 

"NewTenor." In March, 1780, Congress tried the colonial 
experiment of "new tenor" in a very awkward and roundabout 
way, and declared old tenor to be worth 40 for I, the actual 
depreciation being 60 for 1. AB it was supposed that $200,000,000 
of Continental money was now out, this was a repudiation of all 
but $5,000,000 of it. The depreciation then went on more rapidly 
than before. The new-tenor bills started at a depreciation of 2 
for 1, which became 3 for 1 before they reached the army and 
dropped to 6 for 1 in a few months. Old tenor went at a galloping 
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pace down to 500 for 1 in Philadelphia, when it ceased to circulate. 
In the remoter districts of the South it continued in circulation 
nearly a year longer, and until the depreciation had reached 
1000 for 1. The Southern people, when they learned that they 
had heen using the stuff long after it had become worthless in the 
North, thought that they had been cheated by the Yankees; this 
intensified the sectional distrust which was already 80 dangerous. 

Counterfeiting. Counterfeiters had been at work all the time 
and with so much success that Congress was obliged to call in the 
entire issues of certain dates and declare them uncurrent after a 
fixed period. The issues thus branded fell 25 per cent as CdIII­

pared with those not branded. Still counterfeiting only hastened 
the impending crisis, and in that respect it was a public advantage; 
for, as soon as paper money was dead, hard money sprang to 
life, and was abundant for all purposes. Much had heen hoarded, 
and much more had been brought in by the French and the 
English armies and navies. 

Specific Supplies. When the paper had become clearly un­
manageable, early in 1779, Congress bethought itself of specific 
supplies as a means of feeding the army. Under this plan requisi­
tions were made' upon the states for heef, pork, flour, corn, 
forage, etc. Contrary to expectation, this was found to be the 
worst device of all, since it called for a 'vast new system of trans­
portation, warehousing, and accountablity, and opened the door 
to innumerable frauds. Robert Morris, the Superintendent of 
Finance, protested against it in the beginning as the most wasteful 
method of supplying the army, but his protest was unheeded. 
Nothing would open the eyes of Congress but an experiment. 
Instantly there was a tangle of the public accounts which nobody 
could unravel. In some cases flour collected for the army was 
not forwarded because there was no money to pay teamsters, 
but it remained at the place of collection till it was spoiled. 
Other consignments which were actually sent arrived too early 
or too late and were left on the ground exposed to the weather. 
Cattle forwarded for heef were allowed to wander away. Col­
lections were made and not reported. In August, 1780, Washing­
ton was obliged to send word to a body of militia, who were 
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about to march to his aid, not to come, because he could not feed 
them. Communicating this fact to Congress, he Mid, "The 
present mode of obtaining supplies is the most uncertain, expen­
sive, and injurious that could be devised." He Mid that it had 
made impressment necessary, and that impressment could not 
last long. Many of General Greene's soldiers could not leave 
their tents because they had no clothes. This experiment of 
specific supplies was an attempt to carry on government without 
any medium of exchange. It was a complete failure. 

Impressments. Impressment, somewhat disguised, had been 
resorted to from the time when Continental money began to 
depreciate. To seize a man's goods and tender him irredeemable 
paper, at a rate which would not enable him to replace the goods, 
was confiscation of the difference between the value of paper and 
that of specie. All the price conventiowi were, in fact, impress­
ment conventions under another name. Congress recommended 
the impressment of horses and wagons "at a reasonable rate" 
as early as 1775. This method of securing "supplies was not 
unknown to the colonies. New York had resorted to it in the 
old French wars, and South Carolina in her Indian wars. Lists 
of articles impressed, with the prices attached, are of frequent 
occurrence in colonial statutes. These, however, implied payment 
in full measure, not long deferred. 

When the Continental money began to depreciate rapidly, 
impressments became more frequent. In Pennsylvania so many 
horses and wagons were impressed that the country people 
stopped bringing fuel to the towns. This led to an exception, by 
the Council of Safety, of teams engaged in hauling wood or 
provisions. In Virginia impressments were so numerous that the 
people sent their teams over the mountains or into North Carolina 
for Mfety. Others made a practice of removing and hiding a 
wheel or some other indispensable part of a wagon, so that it 
might be useless when the impressing officers came. When 
Washington arrived in camp at Yorktown, ample supplies of 
bacon had been collected and stored for the army, south of the 
James River, but they could not be moved because the impressing 
officers could not find any teams to haul them, in the oldest 
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settled part of America. Teamsters who had been impressed 
threw out their loads at the wrong places. Others ran away with' 
them and did not return. Hamilton wrote to Greene that public 
credit was so totally lost that nobody would furnish aid, even in 
the face of impending ruin. All this was at the very erisis of the 
war, while the fleet of De Grasse was sailing into Chesapeake Bay. 
But for that fortunate conjuncture the war could not have been 
continued, so greatly had the people been alienated by bad 
money and the harsh treatment which it led to. 

U Scales of Depreciation." In May, 1781, Congress recom­
mended that the states should repeal their legal-tender laws. Some 
of them had already done so, and now the rest followed suit. All 
of them adopted "scales of depreciation" for the settlement of 
debts. These were tables showing how much the money was worth 
in specie at various times and how disputed accounts should be 
settled. The tables were notoriously incorrect. The one recom­
mended by Congress placed the currency at par in September, 
1777, whereas it was worth at that time only 33 cents on the. 
dollar. Of the resulting confusion Professor Sumner said: 

The courts could not do justice, because depreciation introduced a 
fraud into the very essence of the case, and the agent of the fraud was 
almost always innocent, 80 far as his intention was concerned. If, there­
fore, the court undertook to release the victim of the fraud from aU effect 
of the fraud, the injury was simply thrown hack on the perpetrator, 
who, being innocent, suffered as much wrong as the victim would have 
suffered if nothing had been done • 

.. Not Worth a Continental." Continental money was now an 
object of execration and afterward of derision. "Not worth a 
Continental" became a synonym for absolute worthlessness. In 
the act of Congress approved August 4, 1790, authority was 
granted for funding the bills in 6 per cent bonds "at the rate of 
one hundred dollars in the said bills for one dollar in specie." 
Only $7,000,000 turned up to take advantage of this provision. 

Continental Money Considered as a Tu. When the. final ca­
tastrophe came, some of the wise men of the period exclaimed 
that the Continental money was simply a form of taxation, and 
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that it had been paid and canceled. Fra.nklin consoled himself 
with this idea, saying that the bills clothed and fed the army 
and that they operated as a tax, bearing most heavily on the rich, 
as was proper, since the rich had the most money. Strange that 
110 great a man could have been so deceived! If the Continental 
money was a tax, it did not bear heaviest upon those who had 
the most, but upon those who kept it longest. Those who had 
money due them at fixed times and could not hasten the payment 
were tazed, not in proportion to their wealth, but in proportion 
to the time the debts had to run. All who depended upon regular 
interest payments - and most of the charitable and educational 
institutions of the day were in this category - were taxed at 
various rates up to 97! per cent of their entire income. It is a 
complete subversion of ideas to call this a tax. 

The word "tax" is from the Latin lazare, "to value" or "to 
appraise." It presumes a methodical arrangement of the taxable 
pereons so that justice eball be done and each shall know what 
he has to pay. Taxation is the opposite of confiscation. It was 
adopted in order that confiscation might be avoided. Confiscation, 
however, has the merit of enabling the government and people 
to know how much has been taken, and from whom, 80 that when 
more propitious times come or a higher sense of justice prevails 
restitution may be made. The kind of confiscation or taxation 
that Continental money produced was hurly-burly. The govern­
ment plundered right and left, and, instead of keeping an account 
of pereons and things, it told the victims to rob the next ones they 
came to. 

A euphemism which still lingers is that "the Continental money 
fell gently asleep in the arms of its last possessor." A truer figure 
of speech would be that it paseed out of the world like a 'victim 
of delirium tremens. " 

The Alternative. It may be asked what else could have beeIt 
done. If the Continental money was a disguised tax, certainly P. 
undisguised one would have been better. What the government 
required was army supplies. These were partly the products 
of the country and partly imported, the latter being paid for with 
the products of the country. The people did not avoid the neces-
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sity of parting with their products by the device of issuing paper 
money. Except what was borrowed and begged abroad, the whole 
cost of the war was paid by the thirteen states out of their annual 
produce. Therefore it was a question merely of how the contribu­
tions should be levied. Regular taxation is always better than 
confiscation, because it is more economical and because it con­
serves the public morais, the confidence of the citizens in their 
own government, and the respect of the world. Perhaps, how­
ever, under the circumstances regular taxation was impossible. 
Some authorities have reached the conclusion that the use of 
Continental currency was unavoidable. 

Display of Luxury during the War. One of the striking phe­
nomena of the Revolution was the great display of luxury. Frank­
lin wrote in 1779, "The extravagant luxury of our country in the 
midst of all its distresses is to me amazing." Another writer says, 
"Every form of wastefulness and extravagance prevailed in town 
and country, nowhere more than in Philadelphia under the very 
eyes of Congress -luxury of dress, luxury of equipage, luxury of 
the table." 1 

This is not hard to understand. H a man owed $1000 gold 
value and was enabled to pay it with $100, he had $900 disposable 
for other purposes. As this money had not come by hard labor, 
he would naturally be somewhat free in spending it. He would 
give good dinners, drive fast horses, and buy fine clothes and 
jewelry for his family. It was the transfer of property from frugal 
persons to spendthrifts. While it continued, it gave a deceitful 
appearance of prosperity. Like conditions prevailed during the 
Civil War, in both the North and the South. 

Post-Revolutionary Bills. After the war seven states (Rhode 
Island, New York, New Jersey, Pennsylvania, the Carolinas, and 
Georgia) plunged into paper-money debauchery afresh. There 
were also severe struggles over the question in New Hampshire, 
Massachusetts, Maryland, and Virginia.' 

'Greene's Hio/orWJl v .... o/IM Amm:.:.m Reoolution. Houghton MiIBin 
Company. 

• See the lint volume or McMaster's Hi810ry of 1M Pwple of 1M Unikd 8_ 
(D. Appleton-Century Company), where these movements are well ~bed. 
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CHAPTER IV 

GOLD: MINING AND PRODUCTION 

MINING 

The metal gold occupies a unique place among the substances 
of which the earth is composed. It is accepted by civilized man­
kind without compulsion and without limit in exchange for aU 
other kinds of property and for aU the services that men render 
to one another for hire. For this reason it is an object of universal 
desire. As a mineral it is sought for with greater eagerness than 
any other substance in or upon the earth. 

Gold is yellow in color in the natural state, and is the only metal 
that is so. Its atomic weight is 197.2, that of hydrogen being 
reckoned as 1. Its specific gravity is 19.3, being exceeded only by 
that of platinum, iridium, and osmium. Its melting point is 
19450 F., at which temperature there is no perceptible loss by 
volatilization, even when long continued and often repeated. It 
is the most ductile of the metals. It can be beaten into sheets 
~ of an inch in thickness. A single grain can be drawn into 
a thread five hundred feet long. As a conductor of electricity it is 
inferior only to silver and copper. 

Where Gold is Found. Gold is found in placers in the beds of 
existing rivers, or in those of past geological ages, which are now 
dry or uplifted or buried under new strata. It is also found in veins 
of rock formation. It has been found in the United States in rocks 
of aU geological ages. Some geologists believe that gold in fissure 
veins was deposited there from chemical solutions forced up­
ward from deeply buried rocks of various kinds, from which the 
gold had been leached under great pressure and heat. Gold is 
found also in bedded veins of sedimentary rock in conjunction 
with silver, iron, lead, and other metals. It has been found in 
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common clay, and also traces of it in sea. water. Placer gold has 
been separated from vein formations and conveyed by running 
water, in conjunction with gravel and other detritus, to the places 
where it is found. 

The majority of the stock of gold in existence in 1890 had been 
obtained from placer deposits. For the last thirty years most of 
it has come from veins in rock formation. For example, most of 
the South African gold in the Transvaal occurs in this form. Some 
of the veins in that region are now being mined at a depth of eight 
thousand feet. This gives rise to a serious problem, since the heat 
at that depth is very great. Various air-cooling devices have been 
installed in order to permit the working of the deep veins. It is 
estimated that great deposits of gold exist at even lower depths. 
Unless improvements in air-cooling can be developed, much of 
this gold may never be mined. 

Its Affinity for Quicksilver. Gold does not suffer any change 
by exposure to the air or by being buried in the earth. It is rapidly 
dissolved in quicksilver at ordinary temperatures, and forms with 
it an amalgam, either fluid or pasty or solid, according to the 
proportions of each mets! present. The quicksilver can be dis­
tilled from the mass by heat and recovered by condensation, the 
gold being left solid. It thus beeomes an agent of supreme im­
portance in the production of gold. Its use was known to the 
ancients. Pliny says with truth that if gold mixed with impurities 
is shaken in a vessel containing quicksilver, the istter will absorb 
the gold and rejeot the impurities, and that the quicksilver can 
then be squeezed through a skin, like perspiration, leaving the 
gold pure. Quicksilver has the same affinity for silver as for gold. 

Placer Gold. Placer gold is of various sizes,~ranging from dust 
up to nuggets weighing many pounds, and of vario~egrees of 
purity. That of Australia averages 950 in 1000, being purer than. 
any gold coin now in use; that of California averages 884; that 
of Montana 895. Native gold is almost always associated with 
silver. In 1000 parts of placer gold of California, 112 are com­
posed of silver and 4 of base metal. 

Methods of Collection. The most common method of obtain­
ing alluvial, or placer, gold is by washing river sands. "Panning" 
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was practiced by the Egyptians in prehistoric times. This process 
consists of stirring with the hands a quantity of gold-bearing sand 
in a hollow vessel filled with water. The gold, being heavier than 
the other material, sinks to the bottom. The earthy matter is 
spilled over the top of the vessel from time to time as the stirring 
proceeds. When the panful,has been thoroughly washed most of 
the gold contained in the mass will be found in the bottom of the 
pan. As there is always some sand and gravel left, it is customary 
to collect the gold by means of quicksilver. 

Sluicing is the method by which auriferous (gold-bearing) sands 
and gravels are now attacked in places where water can be ob­
tained in sufficient quantity, In the ancient world water from 
gold-bearing mountains was made to flow over sheepskins and 
other hides, in which the particles became entangled. Thence, 
probably, came the legend of the golden fleece. 

Sluicing is performed by shoveling gold-bearing earth into 
running water, which is made to pass through a wooden conduit, 
on the bottom of which are fastened a series of "rifHes," or ob­
structions, against which the heavier portion of the material 
lodges. Quicksilver is fed into the stream at various places in the 
form of a fine rain, being squeezed through chamois leather or 
canvas to give it dispersion. It passes down the inclined surface 
and lodges with the other heavy material against the rifHes, where 
it collects the gold by amalgamation. When the first rifHe is full, 
the material suspended in the water passes over the obstruction 
and is caught in the next one, and so on till all are filled. Then the 
"cleanup" begins. The gold is!ound amalgamated with the 
quicksilver. 

Hydraulic mining is sluicing on a large scale, in which the 
force of a jet of water is used, instead of shoveling, to break down 
the bank and move the earth and gravel to the entrance of the 
sluice. For this purpose a powerful head of water is required, 
from one hundred to three hundred feet higher than the ground 
to be operated on. The water is collected in mountains, some­
times at long distances from the works, and brought in ditches 
which follow the contour of the country, often crossing valleys OD 

.. high trestlework or by inverted siphons. Sometimes the "pay 
. :><.~ 
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gravel" is found where there is insufficient drainage, and it ~ 
'comes necessary to excavate tunnels to carry off the "tailings." 
One such tunnel in California was 7874 feet long. The water 
is delivered against the bank through an iron nozzle with some­
thing like the velocity of a cannon ball. It soon excavates a hole, 
which is gradually enlsrged until the superincumbent mass falls 
down. Then this is attacked by the same means, and the whole 
mass begins to dissolve and follow the drainage line, which brings 
it to the sluices, constructed like those already described, but on a 
much larger scale. They are operated on the same principles as 
the smaller ones. Hydraulic mining is the most economical of all 
methods of obtaining gold. 

The disposition of the tailings has been the most serious prob­
lem of hydraulic mining in California. Not only is the natural 
drainage of the country altered by these operations, but stupen­
dous quantities of earth are carried down and deposited in the beds 
of the rivers, which are caused to overflow their banks and spread 
the detritus over the adjoining lands, to the ruin of agriculture. 
A vast deal of litigation ensued, and the state legislature was com­
pelled to intervene for the protection of the farmers. 

Dredging has come into common use in many parts of the 
world where beds of present rivers and lake bottoms are known 
to contain gold. Much New Zealand gold is secured in this man­
ner, some dredges operating on the seacoast. 

Quartz-Crushing. Gold existing in rock formation is either 
free-milling or combined chemically with other substances. Often 
both are found in the same mine. Free-milling ores are treated 
by crushing and then amalgamating with quic~ilver. In reaching. 
the metal and tearing it from the rock, man accomplishes with his 
own hands what nature has done for him in the case of placer gold. 

There are numerous methods of crushing free-milling ores, the 
one most largely used being that of the stamp battery. The ore 
is first reduced to the size of a walnut by a stone-breaker. It is 
then put into an elongated mortar made of cast iron, which has a 
series of iron pestles arranged side by side, so as to be lifted, one 
by one, by a revolving wheel and allowed to fall. Water is sup­
plied to keep the mass in a splashing state, and also quicksilver 
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to amalgamate the gold as it is released from the pulverized rock. 
Sometimes the sides of the mortar are lined with copper plates 
which have been previously amalgamated with quicksilver, as the 
amalgam produced in the mortar tends to adhere to the surface of 
such plates. The contents of the mortar are thus reduced to a 
pulp, which is allowed to flow slowly over a series of amalgamated 
copper plates, by which still more of the gold is amalgamated and 
retained, the remainder passing off as tailings. The tailings con­
tain some gold, and are subjected to further treatment. The ex­
cess of quicksilver in the amalgam is recovered by squeezing it 
through filter bags of chamois leather or buckskin, which leaves a 
solid amalgam. The remainder is evaporated by heat and the 
vapor condensed by passing through pipes which are submerged 
in cold water. The solidified gold remains. 

Chlorination. There are two important chemical processes for 
the extraction of gold from sulphides and other refractory ores: 
one by chlorine, the other by sodium, potassium, or calcium cya.­
nide. By the former the ore is first reduced to sizes sma1l enough to 
expose a\l the gold contained in it to contact with chlorine gas. 
It is then roasted, either in a reverberatory or a revolving furnace, 
in order to expel sulphur, arsenic, and other impurities which 
would impede the action of the chlorine. The charge is then drawn 
from the furnace and allowed to cool, 81ter which it is shoveled 
into a vat and impregnated with chlorine gas. Then it is leached 
with water, as wood ashes are leached for making lye. The result­
ing liquor contains chloride of gold, which is usually precipitated 
by adding to it a solution of sulphate of iron, the gold falling to 
the bottom in the form of a powder, and usually in a very pure 
state, sometimes as high as 990. Precipitation can be effected 
also by passing the solution over charcoal, to which the gold ad­
heres, the charcoal being afterward burned and the gold recovered. 

The Cyanide Process. The cyanide process was discovered in 
1888, and first used in New Zealand. A solution of cyanide of 
potassium or sodium will dissolve metallic gold. This affinity is 
DOW the basis of great industries and has enabled mankind to 
save large quantities of the precious metal that would otherwise 
have been lost. The process is substantially like that of chlorina.-
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tion, except that roasting is not generally required. The ore is 
first comminuted, as in chlorination, and placed in large vats, 
where it is leached by a dilute solution of cyanide, the liquor being 
allowed to remain until all the gold has been extracted. It is then 
drawn oft by a stopcock into a box under the vat. The gold is 
precipitated by zinc shavings, and falls to the bottom of the box 
in the form of a slime. Another method of precipitating the gold 
is by electrolySis. A current of electricity is passed through the 
solution, and the gold is precipitated on thin sheets of lead sus­
pended in it and to which it adheres. These are melted in order 
to recover the gold. More recently sheets of aluminum have been 
used instead of lead, as the gold can be removed without injury 
to the sheets. The cyanide process has added largely to the pro­
ductiveness of the gold fields of South Africa and elsewhere, and 
has made the accumulated tailings of past years a source of profit. 
It has made many mines profitable that could not be worked be­
fore. There are also many methods of extracting gold by smelting, 
from other metals associated with it. 

In the United States today the gold extracted by the following 
methods is approximately as follows: cyanide, 30 per cent; placer, 
25 per cent; amalgamation, 24 per cent; smelting, 20 per cent j 
chlorination, 1 per cent. 

PRODUCTION 

It is only during comparatively recent times that we have accu­
rate figures on world gold production. It is estimated, however, 
that from 1493 to 1600 something over 24,000,000 fiDe ounces were 
produced in various parts of the world. From 1600 to 1700 an­
other 29,000,000 ounces were added. The eighteenth century 
showed an increase; during that century over 60,000,000 ounces 
were extracted. Production was increased only slightly during 
the first half of the nineteenth century, amounting to about 
38,000,000 ounces. From 1493 to 1850, therefore, total world 
production was only about 150,000,000 fine ounces. At $20.67 
an ounce this amounted to slightly over $3,000,000,000. 

The production for the first half of the nineteenth century, as 
computed by the Director of the Mint, is the following: 
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1801-1810 , 
1811-1820 , 
1821-1830 , 
1831-1840 , 
1841-1850 , 

PZRlOD 

HaH-<lI!Iltury , 
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$11,815,000 
7,606,000 
9,448,000 

13,484,000 
36,393,000 

$15,749,200 

TorAL waa PaBlOD 

$118,152,000 
76,063,000 
94,479,000 

134,841,000 
363,928,000 

$787,463,000 

Gold 'Production, 1850-1934. Mter 1850, however, owing to 
the discoveries in California and Australia, gold production in­
creased with startling rapidity. The 'next fifty years saw more 
than twice as much gold added to the world's stock as had been 
produced during the preceding three and a half centuries, The 
total came to nearly 340,000,000 ounoes, with a value somewhat 
under $7,000,000,000. 

Statistics of the world's production of gold in the second half 
of the nineteenth century, as published in annual reports of the 
Director of the Mint, are as follows : 

1851-1855 ' 
1856-1880 , 
1861-1865 , 
1886-1870 , 
1871-1875 , 
1876-1880 , 
1881-1885 , 
1886-1890 ' 
1891-1895 , 

P .... OD 

Forty·five years 

SmolA YKABB 
1896 
1897 
1898 
1899 
1900 

Seeond haH..,...tury , 
Fint haH-century " 
Century <at 120.67 .... ounce) 

$132,513,000 
134,083,000 
122,989,000 
129,614,000 
115,577,000 
114,586,000 
99,116,000 

112,895,000 
162,947,000 

$124,892,000 

Tor.u .08 P .... o» 

$662,566,000 
670,415,000 
614,944,000 
648,071,000 
577,883,000 
572,391,000 
495,582,000 
564,474,000 
814736,000 

15,621,602,000 

$202,251,600 
236,073,700 
286,879,700 
306,724,100 
254,576,300 

$6,908,107,400 
787,463,000 

17;006;570,400 
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Probably 10 per cent of the world's gold production escapes the 
notice of statisticians altogether. 

Still gold production did not slacken; instead, during the first 
fifteen years of the twentieth century it showed a spectacular 
gain, resulting from the extension of operations in the Rand and 
the new discoveries in Alaska and the Yukon. The cyanide proo­
ess and other efficient methods added to the volume of the golden 
stream. From 1901, in which year the output came to 12,625,527 
ounces, with a value of $261,000,000 (at $20.67 an ounce), the total 
rose to 22,737,520 ounces in 1915, with a value of $470,000,000. 
During these fifteen years approximately $6,000,000,000 in gold 
was mined. In the decade ending with 1915 more gold was pro­
duced than had been extracted from 1493 to 1850. Then, because 
of rising costs of production, owing to inflation in the warring 
countries and most of the neutral nations, production began to 
decline. But the next five years, 1916-1920, were still responsible 
for nearly $2,000,000,000 more. The amazing Jad i8 that the firB! 
twenty years oj the twentieth century brot/{/ht more gold to the world's 
stocks than 1wd been added in the preceding one hundred years. 

An interesting fact should be noted here. Since in gold­
standard countries the price of gold has, in the past, been defi­
nitely fixed at a certain sum, rapidly rising prices will increase costs 
of production and destroy a large portion of the profits from gold­
mining. The miners can get only so much for their product, re­
gardless of their costs of production. In this country from 1837 
until February, 1933, the miner could get $20.67 a fine ounce, no 
more and no less, since the government stood ready to buy &II 
offered at that price, and sell to all buyers at the same figure. 

By 1922 world gold production had decreased to 15,576,000 
ounces, the smallest figore since 1902. With lowered costs due to 
the great price decline in 1920 and 1921, following the war, pro­
duction again increased, until by 1929, the last predepression 
year, an annual figore of almost 20,000,000 ounces, with a value 
of $400,000,000, had been reached. The collapse of world prices, 
beginning in 1929, brought in its train much lower costs, with the 
result that in 1932 the previous peak (1915) was left behind. The 
two years 1932 and 1933 brought about 50,000,000 ounces into 
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world markets, with a value of approximately $1,000,000,000 (at 
$20.67 an ounce). In 1934 production again increased. 

How long such a high figure can be maintained cannot be fore­
told. The last three years have seen reopening of old mines, ex­
ploitation of poorer veins, a rebirth of prospecting all over the 
world, and a boom in gold-mining stocks. When, early in 1934, 
the United States increased tbe price of gold to $35 an ounce, it 
really gave a tremendous subsidy to owners of gold mines, in­
Creasing tbeir profits tremendously. Prioes and costs of produc­
tion may increase considerably before this additional profit of $15 
an ounce becomes impaired. If other nations follow the example 
of the United States and set a new and higber price for gold, it 
may be years before we again see a decline in gold production. 
At $35 an ounce nearly $1,000,000,000 was produced in 1934. 

Since 1920 gold production by years has been as follows : 

Y ... """""" VAL".-

1921 15,976,000 $330,232,000 
1922 16,452,000 319,420,000 
1923 17,791,000 367,764,000 
1924 19,031,000 393,406,000 
1925 19,026,000 393,301,000 
1926 19,349,000 399,982,000 
1927 19,431,000 401,678,000 
1928 19,700,000 407,236,000 
1929 19,600,000 403,104,000 
1930 20,836,000 430,725,000 
1931 22,940,000 461,692,000 
1932 24,154,000 499,241,000 
1933 25,280,840 622,650,000 
1934 26,910,000 566,229,700 

During the past sixty years the Director of the Mint estimates 
that over SOO,OOO,OOO fine ounoes of gold, with a value of nearly 
$17,000,000,000, have been produced. 

Gold-producing Centers. The chief gold-producing centers at 
the beginning of the nineteenth century were Mexico, Colombia, 
Brazil, Peru, and the province of Buenos Aires in the Western 

1 At 120.67 an ounce. 
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Hemisphere, and Russia and Hungary in the Eastern Hemisphere. 
Small quantities were obtained also from the East Indies and from 
Africa. From 1801 to 1810 the average annual yield from all coun­
tries was about $12,000,000, two thirds of which came from Amer­
ican mines. Revolutionary disturbances in Mexico and South 
America, which broke out in 1810 and continued till 1824, caused 
a great reduction of their output of both gold and silver. The 
world's production of gold declined to an average of $7,600,000 
per year, which was not sufficient, in the opinion of Mr. William 
Jacob, a leading authority for tba.t period, to supply the amount 
used in the arts and make good the loss by abrasion, shipwreck, 
and other accident. After the restoration of peace in those coun­
tries there was a gradual gain in their production of gold. That of 
RU88ia increased also, her average output from 1837 to 1848 being 
$12,500,000 per year, or more than that of the whole world at the 
beginning of the century. 

California and Australia. On January 19, 1848, James Wilson 
Marshall found a smaJl lump of gold in the tailrace of Sutter's 
sawmill in El Dorado County, California. This discovery led to a 
search in the bed of the stream, and also in the adjoining ground, 
which was found to contain rich deposits of the precious metal. 
The news spread like wildfire throughout California and the 
Pacific coast of North and South America, and later to the At­
lantic states, and all civilized countries, leading to a great immi­
gration of gold-hunters. The production of the metal in California 
alone in 1850 was $36,000,000, being equal to the annual average 
of the whole world during the preceding decade. It reached 
$56,000,000 in 1851. In the latter year a simiJar discovery of 
placer gold was made in New South Wales, Australia, followed by 
a still more important one in the colony of Victoria. These dis­
coveries were also attended by public excitement and heavy im­
migration. The production of gold in Australia and New Zealand 
rose to $65,000,000 in 1854. Concurrently with these discoveries, 
there was a considerable increase of production in RU88ia, which 
reached $25,000,000 per year. 

The Comstock Lode. The next great discovery of the precious 
metals was that of the Comstock lode in Nevada. This was a 
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fissure vein four miles long in rock of the Tertiary period. It was 
situated at the base of Mt. Davidson in the Virginia range, an 
offshoot of the Sierra Nevada. In the central part of the fissure 
its width was about three thousand feet. The gangue, or vein­
stone, was quartz, not uniformly distributed in the fissure, but 
coagulated in large bodies called U bonanzas." The magnitude of 
this deposit may be inferred from the fact that, since 1861, when 
it was first worked scientifically, it has yielded over $350,000,000 
of bullion, and that one hundred and ninety miles of shafts and 
galleries have been excavated in it. Forty per cent of the bullion 
produced was gold, and 60 per cent silver. By 1882 the richest 
ore bodies of the Comstock lode had been exhausted, and the 
annual yield had fallen to $1,333,000, from which point, however, 
there was a recovery to $7,000,000 in 1887, owing to the working 
of low-grade ores that had been previously neglected. 

South Africa. In the meantime (in 1884) a discovery had been 
made in Scuth Africa that was destined to surpass in magnitude 
the Comstock and every other deposit of the precious metals that 
the world had ever seen. This was in the Witwatersrand of the 
Transvaal. Here the country rock is a bed of sandstone, inter­
laminated with deposits of conglomerate, which the Dutch call 
ubanket." This conglomerate carries the gold, the average being 
ten pennyweights per ton of materiaL Borings to the depth of 
many thousand feet have found the gold-bearing reef undimin­
ished. The outcroppings of the reef have been traced for a dis­
tance of forty miles. The production of the Transvaal in 1898 
was $78,070,761. There was an interruption of the working of the 
Rand mines in the latter part of 1899 and in 1900 by reason of the 
war with Great Britain. In the latter year the production fell to 
less than $10,000,000, but after the war it rose, in 1903, to 
$59,000,000. 

The Klondike. One of the most surprising discoveries of 
modem times was that of the gold placers of tbe Klondike in the 
Yukon Territory of Canada. These are deposits underneath 
ground which is perpetually frozen. The early method of obtain­
ing the gold was to sink a shaft through the frozen ground by 
means of hot boulders. Then a drift was run by building a fire 
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against the face of the ground. The gravel was thrown out and 
left till summer, when it thawed and was waslied by panning. All 
the gravel thrown out by two men in eight months of winter could 
be washed in two months of summer. ' 

Changing Sources of the World's Gold. In 1909 the United 
States produced approximately $100,000,000 ,in gold. By '1931, 
in spite of some increase in the preceding two or three years, 
the total had fallen to less than half of the 1909 figure, to bti '_ 
act, $45,762,000. Other nations were likewise shifting their posi­
tions. The output of Australis had risen to nearly $90,000,()()(} in 
1903; by 1932 it had sunk to $20,000,000. In 1900 Canada waS 
responsible for almost $28,000,000, but by 1908 she was producing 
less than $10,000,000 a year. However"the rebirth cif gold-mining 
and new discoveries have placed our northern, neighbor in second 
place among the gold-producing nations. In 1931 the, output of 
Canadian gold had risen to $55,715,000, placing the United States 
definitely in third place, with Russia not far, behind, with a total 
of $35,162,000 for 1931. In 1932 Canada again showed an in­
crease, to $63,000,000. The United. States showed little change, 
but Russia had jumped to $41,000,000, which was much less far 
behind the United States than in the previous year. 

The following table reveals the changing sources of the world's 
gold between 1908 and 1932 : 

Africa ••• 
United States 
Aust.ralia • • 
Russia. ... 
Mexico .•• 
Britiah India . 
Canada ' ••• 
Japan •.•• 

1908 

1166,520,500 
94,560,000 
73,327,300 
28,052,200 
22,371,200 
10.598,500 
9,842,100 

1932 

12~,276,000, 
45,877,000 
20,561,344 ' 
41,139,000 
12,082,419 J 

6,814,000 
63,061,000 . 
9,000,000 ': 

Shift in Gold Centers in the United States. The centerS of 
gold production have shifted in, the United States, as' follows (iii 
thousands of fine ounces) : ' 
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&rATa OR 1910 1920 1926 1928 19ao 1932 Da •• JlD&Mcr 

--- ------------
Colorado 993 (1) 363 357 259 218 270 (4) 
California •• 989 (2) 716 642 613 460 670 (I) 
Nevada ..• 913 (3) 175 ISO 178 140 128(7) 
Alaska 787 (4) 413· 301 331 407 433 (3) 
South Dakota 2SO(5) 210 288 318 406 479 (2) 
Utah .. 209 (6) 103 181 211 209 146 (6) 
Montaoa ISO (7) 92 84 60 47 38(10) 
Arizona •• 165(8) 240 204 190 149 67 (8) 
Idaho ... 50(9) 23 20 20 21 41 (9) 
Philippines 7 (10) 62 92 89 185 230 (5) 

For years Cripple Creek, Colorado, was the source of a great part 
of American gold, but now the center bas shifted to other regions. 

During the past six or seven years nearly 50 per cent of the 
annual production has come from the Transvaal. Other portions 
of the British Empire, especially Canada and Australia, are re­
sponsible for another 20 per cent. The recent gold-mining boom 
in Canada is a matter of common knowledge, Canada having now 
disp1aoed the United States as the second largest producer. Re­
cently, extensive new discoveries have been made in Kenya, a 
British colony, just south of Ethiopia (Abyssinia). It is expected 
that exploitation of these new fields will yield remarkable resu1ts.' 
•. Effect of New Gold on Prices. It was the opinion of Cairnes and 
Jevons of England, of Levasseur of France, and of Soetbeer of 
Germany, eminent economists and statisticians of the nineteenth 
century, that the great output of gold in the fifties and sixties had 
caused an average increase of the prices of commodities equal to 
about 20 per cent. In some cases th .. increase was greater than 
the average, in others less, and in still others it counteracted a 
decline of price which would ordinarily have taken p1aoe by reason 
of new inventions and inlproved processes of production. The 
four authorities named, working independently of one another, 

I A """",t volume of great value and wideepread int.ereat is a collection of 
artiel .. appearing originaUy in the London Tima. but no .. publiohed in • 
oing\e volume eotitIed Gold. This may be obtained from the New York 
office of the London Tima. 
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reached this opinion about sixty years ago, and it may be accepted 
as one of the estabIished facts of statistical science. 

The way in which new supplies of gold operate on prices will 
now be considered. The essential quality of gold is that it con­
stitutes purchasing power. It is per Be a demand for goods. People 
do not mark up the prices of the things they offer for sale merely 
because new gold mines have been discovered, however rich they 
may be. If a portion of the community (gold-miners or others) 
should find two dollars in their pockets where there had been only 
one dollar before, prices would not rise in consequence merely of 
that fact. Tradesmen would ask the same prices for their wares, 
laborers would work for the same wages as before, buyers would 
expect to receive the same quantities of goods for a dollar as 
before. But the p088e88ion of double the quantity of money by 
the fortunate persons would double their demand for "goods, and 
this increase of demand would cause an advance of prices. The 
attempt to supply the demand would call for more labor and cause 
an advance of wages. Then the advance of wages would enable 
the ws.ge.earners to improve their style of living by buying more 
goods, and there would be a further advance in prices unless it 
should be counteracted by new facilities of production and 
transportation. 

It was in this way that the new supplies of gold operated to 
cause the advance of both prices and wages in the t,wenty years 
succeeding the great gold discoveries of California and Australia. 
The community was not made richer by using two dollars instead of 
one to transact a given amount of business, but an advantage was 
given, &8 Professor Cairnes showed at the time, to ws.ge.earners 
over rentiera and others having fixed incomes. The former had 
steadier employment and better pay and a fairer chance to rise in 
the world, while the latter were obliged to pay higher prices for 
consumable goods without any enla.rgement of their income.' 

I AzI a result of the rapid in ........ in the output of gold. Mr. White prophe­
lied in his aecond edition. publiahed in 1902. "The new suppliea of gold in 
the laat decade of the century appear to have ""ueed an advance of pri .... 
which aeema likely to he progreolive for IIOme yearll to oome." The truth of 
this prophecy ..... horne out by subsequent deve1opmentl. 
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Gold Reserves. The gold reserves of central banks and govern­
ments for selected years from 1913 were (in millions of dollars) : 

1913 '920 , ... ,- '933 , .... 
----I----I--

United States 1,290 2,451 3,985 3,900 4,012 8,002 
France 679 686 711 1,633 3,022 6,468 
England 165 764 695 710 928 l,ii82 
Spain . 92 474 489 495 436 740 
Belgium. 48 51 53 163 380 609 
Switzerland 33 105 90 116 386 621 
Netherlands . 61 256 178 ISO 371 601 
Italy . 265 204 219 273 373 641 
Germany 279 260 288 645 92 33 
Russia 872 105 90 147 416 716 
Others 1,149 I~ 2,167 2,136 1,614 2,672 

Total. 4,933 7,231 8,965 10,297 11,930 21,585 

During the twenty-year period 1913-1933 the gold reserves 
of centra.! banks and governments increased about 140 per cent. 
The increases in the relative and absolute amounts held by the 
United States and France are especially noteworthy. Aside from 
the fact that an eJIeged scarcity of gold may have, it is argued. 
helped to bring about the world-wide depression which began in 
1929, .the table would seem to indicate clearly that the amount 
of gold which was in existence was much less evenly distributed 
among the nations in 1933 than in 1913. 

Continued Popularity of Gold. We were told many times in 
the years before the depression that a severe gold scarcity was 
unavoidable. When England left the gold standard in 1931, and 
many countries followed her example, we heard that gold had lost 
favor, that it might never &gain be a universal standard. But eJl 

. over the world men are searching for and digging gold with more 
energy than has been exhibited before in modem times. Perbape 
gold has not become so unpopular after eJI; it seems to have lost 
Utt1e of its cbamt for human beings. If there was an actual scar­
city of gold, it appears to be on the v~rge of being remedied. 

1 As of Octobm- 31, aod at 135 an 0UDCe. Provio .. figureo are at $20.67 
an ounce. 
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Distribution of Gold. The present great maldistribution of 
gold reserves in the important countries of the world remains, 
however, & serious problem. No adequate solution has yet been 
presented to solve this great obstacle to & return to a period of suc­
cessful functioning of the gold standard. In 1933, of & total of 
about $12,000,000,000 in monetary gold held by banks through­
out the world, over $4,000,000,000 was in the United States, over 
$3,000,000,000 was in France, and nearly $1,000,000,000 in 
England.' These three countries, tberefore, held three fourths of 
the world's monetary gold. At one time in 1931 the United States 
held approximately $5,000,000,000, but lost over $800,000,000 in 
the last three months of 1931 and the first half of 1932, owing to 
the fear that the United States might leave the gold standard. 
India, to the world's amazement, during 1931 and 1932 disgorged 
several hundred millions in gold. A tremendous amount of gold­
hoarding has been going on throughout the world since 1930. 
Some authorities estimate that universal eonditions of panic have 
led to enough hoarding to offset all the new production since that 
year. Devaluation of the dollar on January 31, 1934, led to a 
tremendous increase of nearly 70 per cent in world gold stocks 
expressed in dollars. After the dollar was devalued early in 1934, 
the flow of gold to the United States again increased, nearly 
$2,000,000,000 having been added to our stocks since that time. 
By the summer of 1935 the total gold holdings of the :United 
States reached an all-time high point, even at the old price of 
$20.67 an ounce. At the new price of $35 our gold supply is now 
over $9,000,000,000. . 

One of the chief reasons for the fear of·a J!evere credit inf1a­
tion, rather than & currency inflation, which ill becomjng so gen­
eral throughout the United States is that this vast &1Ilount of 
gold will, if used to support the amount of bank credit possib, 
make a great rise in prices inevitable. 



CHAPTER V 

MONETARY STANDARDS 

In the previous chapters we have made occasional references to 
the gold, silver, and bimetallic sta.ridards. It is now necessary 
that we explain what is meant when we say that Germany aban­
doned the silver standard for gold in 1873, that England adopted 
gold in 1816 and remained on it until the beginning of the World 
War, that the United States was legally on bimetallism from 1792 
to 1873, and that during the World War most of the world was 
off the gold standard but later returned to some form of it. 
During the past three years many arguments have been ad­
vanced in favor of a return to bimetallism. What, therefore, 
are the characteristics of these various' standards? 

The Gold Standard. When a nation adopts a single metal as 
its monetary base, it is on a monometallic, or .. single," standard. 
We find, in describing the gold standard, that there is no one single 
type, however. There are various forms of the gold standard; in 
prewar days there was more uniformity regarding it than since 
1924. The type of gold standard in vogue throughout most of the 
world in 1913 is sometimes referred to as the true, real, full, or 
complete gold standard. Sometimes it is called the prewar gold 
standard, although this is not strictly accurate, since in pre­
war days several countries had what we call the gold~change 
standard. 

The characteristics of the full, or complete, gold standard are as 
follows: 

1. The actual monetary unit is a weight of gold. For example, 
in England there were 113.0015 grains of pure, or fine, gold in the 
pound sterling. In the United States there were 23.22 grains of 
pure gold in the dollar. We arrived at this figure by setting a price, 
$20.67 an ounce, at which the government would buy gold. There-

80 
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fore one dollar would buy 23.22 grains. To find how mueh the 
British pound was worth in America.n dollars we divided the num­
ber of grains of gold in the dollar into the number of grains of gold 
in the pound. The result is the well-known figure of $4.8665, which 
is termed the mint par of exchange. Since January 30, 1934, the 
price of gold in the United States has been $35 an ounce. An 
Am\lrica.n gold dollar, therefore, now means 13.71 grains of fine 
gold. 

2. There is free and unlimited coinage of gold. Anyone with 
gold ca.n bring it to the mint and have it coined, receiving in re­
turn, if he chooses, gold dollars. In most countries, however, the 
practice is for the mint to buy at a fixed price all gold offered. 
The mint also stands ready to sell gold to all who wish to buy at 
the same price. The gold dollar under this system contains pra.o­
tically a dollar's worth of gold, being what was previously de­
scribed as a commodity standard, or full-hedied money. 

3. There is free movement of gold into and out of the arts. 
What this means is that since gold has two uses, monetary and in­
dustrial, there should be no restrictions on the free movement 
from one use to the other. In the United States gold coins could 
be melted down for industrial purposes, such as the manufacture 
of jewelry, fountain-pen points, gold leaf, etc. 

4. All other kinds of money are redeemed freely on demand in 
gold. By the Gold Standard Act of 1900 the Secretary of the 
United States Treasury was required to maintain all forms of CIU'o 

rency at a parity with gold. Free redemption was the method 
used to comply with the law. In most gold-standard countries 
gold coins were in actual circulation, passing from hand to hand; 
most gold in the United States, however, circulated in the form of 
gold certificates. • 

5. There are no restrictions upon the exportation or importa.­
tion of gold from or into a country. As we shall see later, in the>. 
chapters dealing with foreign exchange, when exchange rates be­
tween the United States and England rose to what is called the 
gold-export point, gold flowed from the United States to England. 
When exchange rates fell to the gold-import point, gold flowed in. 
The difference between the mint par of exchange and the gold 
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pOints was determined by the cost of packing, transporting, and 
insuring the' gold. Consequently, when a country prohibited the 
exportation of gold, by declaring an embargo, we said that coun­
try was' no'longer on the gold standard, at least internationally. 
If i't also refused to redeem its currency in gold, it was off the gold 
standard internally as well. 

6. Gold is generally full legal tender for all debts, public and 
private . 
. The Silver Standard. If we substitute the word "silver" for 

.. gold" in the paragraphs· above, we have a statement of the 
characteristics of the silver standard. 

'" Historically nations have been on gold or silver without fulfill­
mg' all the requirements which have just been outlined. Aside 
from the maintenance of a fixed price of the metal, the most im­
portant characteristics of the full, or complete, standard are that 
gold or silver reserves shall be used to maintain free redemption 
and that there shall be no restriction on their international move­
!DentS. We repeat that it must not be thought impOssible to have 
II gold, or II silver standard without the presence of all these char­
acteristicS. 'The United States was the only major'nation whose 
pOstwar gold standard was similar to the one just described. Most 
of the countries had returned to gold following the war, but in dif­
ferent forms. The only places actually on silver today are China, 
Hong Kong, Eritrea, Ethiopia (Abyssinia), and possibly Persia. 
Frequently we are told that India, the Orient, Mexico, and South 
America are on silver. This is not true. Just because a country 
has a large amount of silver in cireulation is no sign that it is on a 
silver standard. 

The Gold-Bullion, or Gold-Bar, Standard. This is a gold stand­
ard of a different type from the one previously deseribed. Under 
it gold is not freely coined, but the mint or the central bank still 
buys gold bullion at a fixed price. There is also no restriction OD 

'the exportation or importation of gold. The important point is 
that currency is redeemed not in gold coin, but in gold bars. This 
is the form of the gold standard adopted by England in 1925 and 
by France in 1928. Between 1925 and September, 1931, when 
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England again suspended gold payments, anyone wishing gold 
had to bring enough Bank of England notes to that bank to equal 
the value of a bar of gold weighing four hundred ounces, approxi­
mately $8000. The Bank of France still redeems its notes in gold 
bars, since it is one of the few major nations still on gold. The 
act of July 3, 1934, establisbing the Bank of Canada; the new 
central bank, provides for redemption of that bank's notes in gold 
bars, upon rIHlStablishment of the gold standard. 

The chief reason for selecting the gold-bullion standard is to 
economize on gold. For years it was felt by British monetary 
students that no nation could really be on gold unless gold coins 
were in actual cireulation. During the war, however, gold was 
called in by the government, and, when the question of returning 
to the gold standard arose, it was realized that the British gold 
reserves were not sufficient to permit gold again to circulate freely 
as before the war. It is more difficult for the average individual 
to hoard gold under this system. The French peasants, however, 

• found a way around this obstacle by co-operating to gather tlr 
gether enough notes to secure a gold bar. Then the bar was sawed 
into sections proportional to the amount each had contributed. 

If those countries now off gold again return to that standard, it 
will probably be to the form just described or a modification of it, 
or to the gold-exchange standard, which will be described shortly. 
The last country holding to the full standard was the United 
States, but it suspended in March, 1933. On January 30, 1934, 
the United States devalued the dollar, reducing its content to 

• 13.71 grains, and announced that gold coins and gold certificates: 
would not again be permitted to circulate. Redemption was not­
freely maintained in gold bars, but gold could be secured for ex­
port if the government adjudged the need to be legitimate. 

Some authorities declared that the United States had, there-, 
fore, returned to gold in a modified form of the gold-bullion staner­
ard. Others doubted whether or not we had actually returned to 
gold. T. E. Gregory, the distinguished British economist, called 
it a de facto gold standard. 1 The difficulty is that it cannot be 

IT. E. Gregory, uTwe\ve Months of American Dollar Policy," 11:_;",,; 
May, 1934, p. 141. 
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compared with or tested by the characteristics of any other gold 
standard, since there has been none just like it. It might be de­
scribed as an international goldrbullion standard, since the chief 
use of gold is to make payments to other countries. Gold could 
not be secured freely for export until recently, the movement 
being controlled by the government. Late in 1934 the govern· 
ment announced that gold could move freely out of the country. 
Since tbat date it is possible to say that we are again on a gold 
standard. Gold was always available for industrial purposes. 

The apparent purpose of a close control of gold movements is to 
prevent such sudden flights of it as occurred late in 1931 and the 
first half of 1932. There is no doubt that if a form of the gold 
standard is to be successfully administered in the future, some 
system for the control of international gold movements will have 
to be adopted. In the tremendous flow of gold from Great Brit­
ain, preceding her suspension of gold payments in 1931, it was 
seen that a country might be forced off the gold standard almost 
overnight. Short-time capital and deposits kept in banks abroad 
are extremely "jumpy" and are likely to be withdrawn suddenly. 
The exchange rates rise to the gold-export points, and gold flows 
out in large volume. Whether the United States has found a 
partial solution to this problem cannot yet be decided. 

In the early months of 1935 France was still on the gold. 
bullion standard. Her stock of gold, over $3,000,000,000 (at 
$20.67 an ounce), is extremely large, but rumors are constantly 
recurring to the effect that she may be forced off. If she does 
suspend, it will probably be not because of a loss of gold but be­
cause gold-standard countries are finding it most difficult to in­
stitute a sustained recovery from the depression. 

The Gold-Exchange Standard. The outstanding oharacteristic 
of this form of the gold standard is that it provides for the re­
demption of the various kinds of money in circulation in drafts on 
bank deposits abroad which are payable in gold. ' Contrary to 
popular opinion it is not a recent innovation. We will shortly de-

l The information contained in this section has been dra .... largely from 
"The Gold Exchange Standard," by E. W. Kemmerer, "chaptel' in Eeonomi;: 
E_y. i" H"""", D/ Guo"", C .... <l. 
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scribe how the world turned toward the gold standard in the years 
from 1850 to 1900, a number of the countries adopting the gold­
exchange standard. Kemmerer states that over a century ago 
there were standards closely akin to it. Wben the World War 
broke out in 1914, this standard was in force in the following 
pJaces, among others: India, Java, Nicaragua, the Philippine 
Islands, and the Straits Settlements. 

As Kemmerer SSYB, "The gold exchange standard is essentially 
a mechanism for providing a gold standard without a gold cur­
rency. Usually in gold exchange standard countries the money in 
circulation is mostly paper and silver." A country wishes to tie up 
its currency with the currency of gold-standard countries, but it 
cannot afford to secure sufficient gold to redeem internally either 
in gold coin or gold bullion. It consequently builds up, frequently 
by floating a foreign loan, a bank deposit in a COUDtry which will 
redeem in gold coin or bullion, and stands ready to sell drafts 
against this deposit. The buyer of the draft can secure gold for it 
abroad, therefore, if he wishes. 

Under this standard, though the basic monetary unit is still a 
weight of gold, there is no free coinage of gold. One of the purest 
forms of the gold-exchange standard was that adopted in the 
Philippines in 1903. The chief circulating medium was silver, and 
when it was paid in to purchase drafts on gold funds abroad, it was 
withdrawn from circulation. The foreign deposit was drawn down 
when the draft was paid abroad. When persons living abroad had 
payments to meet in Manila, they would buy a draft and send it to 
the Philippines. The money paid for the draft would build up the 
deposits maintained by the island government abroad. When 
the draft arrived in Manila, it would be paid in silver, and thus 
the silver would again enter circulation. Exchange rates on these 
drafts were carefully oontrolled between what would have been 
the gold-export and gold-import points had gold actually been 
moving. In this way exchange stability, the desired objective, was 
maintained. 

In the postwar period this standard became popular, with many 
variationlt. Among countries selecting it were Germany and Po­
land, and Peru, Colombia, and several other South American 
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countries. Because oHhe differences between the systems adopted 
it is now difficult to speak of the gold-exchange standard. Some 
of these countries maintained actual gold reserves within their 
borders and, under certain conditions, would pay it out. Some 
countries gave the control of the standard to the central bank; 
many of these held bills of exchange payable abroad. Wben gold 
was needed abroad, these bills of exchange could be sold in the 
world market. 

Mter the breakdown of the gold standard in 1931 the gold­
exchange standard came in for severe criticism. Many of the 
foreign deposits against which drafts were sold were located in 
London. One reason why there was such a huge drain of gold from 
England in the summer of 1931 was that countries on the gold­
exchange standard were trying to get their deposits out in that 
form when l'Umors spread around the world that England might 
be forced oft gold. When England suspended gold payments, 
some of these countries suffered a considerable loss. Consequently 
many of the gold-exchange nations also promptly abandoned gold. 
Those who still clung to the gold-exch&nge standard received 
another blow when the United States gave up gold early in 1933. 

Another criticism has been that, under this system, a pyramid­
ing of large amounts of bank credit was possible on gold reserves 
which were subiect to Budden call from abroad. The same gold 
reserves might be supporting the deposits of a number of gold­
exchange-standard countries. Obviously they could not all with­
draw their funds in gold at the same time. 

As a result of these experiences it may be difficult to persuade 
many countries to readopt the gold-exohange standard and build 
up foreign deposits to such an extent again. Danger of war is 
again entering the picture, and this is very likely to make nations 
reluctant to leave their foreign gold reserves under the control of 
others. The future of this standard is therefore problematical. In 
the present state of monetary chaos throughout the world it is 
hard to tell what will be the most popular standard in the years 
-to come. 

Bimetallism. Under the double, or bimetallic, standard both 
gold and silver are freely coined at a fixed mint ratio. The mone-
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tary unit is a weight of gold or a weight of silver. Both metals are 
full legal tender, redemption may be in either, and both may be 
freely exported and imported. The bullion and monetary value 
of gold and silver dollars are approximately the same. 

Bimetallism has had a long history. Previous to about 1870 
most of the nations of the world were on either bimetallism or 
silver. It has been shown in Chapter II why Alexander Hamilton 
decided in favor of bimetallism for the United States at the ratio 
of 15 to 1. This meant that at the mint fifteen ounces of silver 
were required to equal one ounce of gold. There were fifteen times 
as many grains of silver in the silver dollar as there were grains of 
gold in the gold dollar. The silver dollar, in 1792, was given a 
content of 371.25 grains of pure silver. This has never been 
changed. The original content of the gold dollar was 24.75 grains 
of fine gold. 

We have described how this original ratio proved to be un­
satisfactory, as it undervalued gold and overvalued silver. What 
this means is that gold was worth more elsewhere, primarily in 
foreign countries, than it was at the mint. Consequently silver 
flowed in, and gold went out of circulation. To remedy this, in 
1834 we changed the mint ratio to 16 to 1 by devaluing the gold 
dollar to 23.2 grains. In 1837 we again changed the oontent 
slightly to 23.22 grains. Again, this did not coincide with the 
values of the metals set in other countries, and silver went out 
and gold came in, until we were practically on a de facto gold 
standard. 

Frequently it is stated that there is a market ratio which may 
vary from the mint ratio in the same country. It is difficult to see 
how this can be true, since both metals are bought and sold by the 
government at a fixed price. Why, then, should the internal mar­
ket price vary from the mint price? Under bimetallism what has 
actually happened is that countries have set different mint ratios. 
Therefore what has actually caused the flow of gold or silver from 
one country to another has been a ditJerence in mint ratios. Gold 
and silver have moved to the country in which they were worth 
the most at the mint. This would seem to be the real explanation. 

How this works may be observed from the following example: 
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Suppose that the United States and Germany were both on bimet­
allism, but the American ratio was 15 to 1 and Germany's 16 to 1. 
Americans could trade fifteen ounces of silver for one ounce of gold, 
send the gold to Germany, and get sixteen ounces of silver for it. 
The sixteen ounces of silver could be brought to this country and 
fifteen of them used to obtain another ounce of gold. The tra.ns­
action could be repeated, leaving one ounce of silver each time as 
a profit. 

This process might continue until all the gold was driven out 
of the United States. Many bimetallists used to claim, however, 
that the compensatory principle would come into play before this 
occurred. They argued that as gold left the United States, its 
value there would rise and its value in Germany fall, until the 
values of gold and silver were the same in both countries and the 
movement stopped. This would be true if there were a real mar­
ket for the metals other than at the mint. H tbere is, eqUilibrium 
will eventually be r&-eBtablished, if the United States does not run 
out of gold before the values have come into balance again. 

H, however, the only market is at the mints, it is hard to see 
how any equilibrium can be attained until one country or the other 
changes its mint ratio. If the United States were the only country 
on bimetallism, then a different commercisl value might exist be­
tween the two metals elsewhere. There would then be a market 
ratio abroad and a mint ratio here. The same would be true if 
two or three countries were on bimeta1lism and the rest were 
not. The market ratios in the nonbimetallic countries could be 
different from the mint ratios in the others. 

With the enactment of the act of 1873 stopping the free coinage 
of the silver dollar (the "Crime of '73") the United States defi­
nitely gave up bimetallism. In the eighties came a concerted at­
tempt to restore it, culminating in the famous campaign of Bryan 
in 1896. Bryan wished to restore "free silver" at the old ratio of 
16 to 1. The United States would have been the only country on 
bimetallism. The market ratio of the metals had changed to about 
30 to 1. Had Bryan been suceessful, gold would have moved in 
large quantities from this country, and silver come in. As a result 
we should have found ourselves actually on a silver standard. 
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The support of Bryan came largely from the debtor classes and 
the fanners, who were suffering because of the long fall in prices. 
Prices in this country had fallen rapidly after the peak of Civil 
War inflation. In 1873 prices in all gold-standard countries 
started down and continued declining for about twenty-five years. 
In the nineties the e1iects had become severe, and there was an 
insistent demand that something be done to increase prices, esp&o 
ciaIly of agricultural crops. AIl the arguments and the situation 
itself have been repeated to a high degree in this country during 
the past four or five years. 

There had been attempts before the nineties to revert to bi­
metallism. Chapter XI, "Silver Dollars and the Panic of 1893," 
describes the forces which gave rise to the Bland-AIIison Silver 
Purehase Act of 1878 and the Sherman Silver Purchase Act of 
1890. The long depression beginning in 1893 gave impetus to the 
movement, and Bryan took advantage of the widespread discon­
tent in his campaign for the presidency in 1896. Had it not been 
for the increased production of gold owing to new methods and 
new discoveries of the metal which started the price level upward 
in 1897, it is barely possible that, although defeated in 1896, 
Bryan might have been successful in 1900 instead of suffering an­
other defeat. Then, instead of passing the Gold Standard Act of 
1900, the United States might have reverted to the double 
standard. 

One of the usuaI arguments advanced in behalf of bimetallism 
was that it would offer a broader base for currency and bank 
credit and prevent a scarcity of one metal or the other. The com­
pensatory principle would, it was argued, prevent undue fluctua­
tions in the value of gold and silver and tend to bring price stabil­
ity. Some of the propositions presented in the nineties were rather 
crude but similar to many offered today. One of these was that 
the ehief cause of the financial trou~les of the time was a lack of 
money, which could be rectified by again permitting the free coin­
age of silver. The view that the widespread adoption of the gold 
8tandard and the demonetization of silver, after 1870, were 
partly responsible for the long price deoline between 1873 and 1897 
had a 1arge element of truth in it. There had been a rapid increase 



90 MONEY AND BANKING 

in the demand for gold, which had raised its value and lowered 
prices, as country after country adopted the gold standard. 

Because of the fact that the world ultimately adopted gold, it 
has frequently been asserted that bimetallism was a failure and a 
standard which was economically unsound. It should be realized, 
however, that no final judgment can be passed on bimetallism 
until it has been tried by all the leading nations at the same time 
with the same mint ratio in each country. That condition did not 
exist in the nineteenth century. We can agree that it would be 
most difficult for anyone nation alone to make a success of bi­
meta1lism unless it constantly shifted its mint ratio. 

It must be concluded that international bimetallism has not 
been tried on a sufficiently broad scale under conditions which 
permit the passing of a verdict of success or failure upon it. When 
England turned to gold in 1816 and refused to consider bimetal­
lism further, it meant that the chances for any successful inter­
national agreement became very small indeed. If the present 
monetary chaos continues for several years, we may again find 
bimetallism attracting more and more support as a substitute for 
the single gold standard. 

Contrary to a frequently expressed opinion, there -is today, 
probably, no actual scarcity of gold throughout the world. The 
trouble is that most of it is now-concentrated in the United States, 
France, and Englapd. Germany has practically no gold left. It is 
not easy to see how gold is to be again successfully distributed 
among the nations; and until this is done, it is likewise difficult 
to bring about a successful restoration of the gold standard. In 
this impasse the cause of bimetallism has again attracted many 
prominent sponsors. The growing desire to increase the monetary 
use of silver may eventually culminate in the remonetization of it 
in many countries. Devaluation is a remedy for gold scarcity in 
some countries, but would not be of much assistance to Germany. 
That there is widespread sentiment for remonetization of silver 
cannot be denied. V &rious bills tending in this direction have, 
during the past three years, received a surprisingly lalge number 
of votes in Congress. 

Senator Key Pittman of Nevada sponsored a plan to increase 
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the monetary use of silver at the World Monetary and Economic 
Conference at London in the summer of 1933. Sever&l nations 
agreed to increase their buying of the white meta.J and not to Iii&­
pose further of their present holdings.' On December 21, 1933, 
President Roosevelt ordered the purchase of silver at the mte of 
not more than 24,421,410 fine ounces annually. This was to be 
coined with a seigniorage of 50 per cent (at a coinage v&lue of 
$1.29 an ounce). The purchase price was, therefore, 64i cents an 
ounce. In 1934 the United States, by Congressional enactment, 
began to buy silver at 64! cents an ounce until that metal should 
form one fourth of its total metallic reserves. On August 9, 1934, 
President Roosevelt nationalized all silver stocks, except coins, at. 
a price of not more than 50.01 cents an ounce. Just &8 in 1878 and' 
1890 bimetallists were forced to be satisfied with silver-purchase 
acts, 80 far they have had to be content with the President's 
Proclamation of December 21, 1933, the Silver Purchase Act of 
1934, and the President's Proclamation of August 9, 1934, nation­
alizing silver. Apparently it is unwise to predict that the silver 
question is settled. Contrary to the prophecies of its sponsors the 
Silver Purchase Act of 1934, by raising the price of silver, did not 
help our trade with the Orient but launched China into a severe 
crisis. In April, 1935, Mexico &Iso experienced a crisis. 

The Theory of the Automatic Gold Standard.' It was custom­
ary for many years to assert that the gold standard tended to 
operate in an automatic manner. David Ricardo, a famous Brit­
ish financier and economist, who published a work in 1817 entitled 
Principles of Political Economy and Tazation, is usually given the 
credit for having developed the theory of the automatic gold 
standard. 

The theory rims as follows: Countries A and B are on the gold 
standard. Country A has had an addition to the supply of gold 

1 During the last quarter of the nineteenth century there were three in­
teroational conferencee to reetore bimetallism, in 1878, 1881; and 1892. The 
firet and third were sponeored by the United Stetee, the eecond by the 
United Stetee and France. Tbey all failed to agree. As a reeult, Mr. Wbite, 
in his eecond edition, 1902 (p. 102), wrote, "There is little reaeon to expect 
that there ever will be another interoational conference to eeteblish bimete1-
llem." Wbo would dare to make ouch a prophecy now? 
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in its bank reserves. Since the banks do not wish to keep a part of 
their reserve idle, they will promptly begin to expand their loans 
and investments. Deposits and bank-note issues will likewise 
increase. Since these constitute the chief means of payment, and 
an increase in deposits and bank notes means an increase in buying 
power for the community in general, the prices of commoditie& in 
country A will be gradually forced up in response to the stimulus 
of the added demand. 

Prices in country B have remained more or less stationary, in­
asmuch as there has heen no addition to its gold reserve. There­
upon citizens of country A begin to buy more from country B 
because of the lower prices there. This will continue until the 
foreign-exchange rates in country A are forced upward to the gold­
export point and gold flows from country A to country B. 

The banks in country B now have a larger reserve upon which 
to expand bank credit, and they proceed to do so. The export of 
gold from country A has drawn down its bank reserves; banks 
there must consequently contract hank credit, and prices fall. But 
in country B, because of the expansion based on its additional gold 
reserves, prices begin to rise. Citizens of country B then begin to 
buy more in country A, since prices are lower there, and gold flows 
from country B back to country A. The process is then repeated, 
gold moving back and forth as an automatic corrective force and 
preventing any undue rise or fall in prices in one country or the 
other. I 

The automatic gold standard, described above in perhaps an 
oversimplified form, depends for its successful operation upon 
certain conditions. These are as folloWS1 

1. A reasonable degree of freedom in international trade. H, 
for example, an increase in exports from country A to country B 
were met by an increase in tariffs in country B, the restoration of 
equilibrium would not come about so quickly. A high degree of 
international competition is, therefore, necessary. 

2. A state of relative equilibrium in the balance of payments 
between the two countries. H country A were lending heavily to 
country B, or country B paying large sums in interest to country 
A, the flow of gold from one country to another might not be so 
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quickly checked and turned in the opposite direction. H country 
A had, for example, been an ally of country B in a war and bor­
rowed heavily from B, an attempt by A to meet its obligations to 
B might keep gold moving steadily in the direotion of B for some 
time, unless, of course, B bought an increasing amount of goods 
from A. 

3. A high degree of currency stability. Fear of the effeets of 
instability may cause a flight of short-time capital, speculation, or 
withdrawal of bank deposits, any of which may cause Iarge move­
ments of gold. 

4. An equitable distribution of the world's gold supply. The 
world's gold supply should not be concentrated largely in two or 
three countries. H distribution is more or less even, and other 
conditions "are favorable, a movement of gold into or out of a 
country should soon bring about a flow in the other direction. 

During the seventeen years since the conclusion of the World 
War it has been evident that the conditions for a free functioning 
of an automatic gold standard have not been present in a Iarge 
portion of the world. The rapid and general increase in the num­
ber of tariffs and other barriers to the movement of goods was one 
obstacle. The existence of vast debts was another. In fact, even 
before the World War it had ceased to be an automatic standard 
and was becoming a .. managed" standard, managed Iargely for 
the purpose of preserving a sufficient gold reserve. Central banks, 
especially those whose reserves were in a somewhat delicate posi­
tion (with little excess) and subjected to sudden drains, did not 
feel that they could permit gold to move out until automatic re­
adjustments occurred. 

Attempts were often made to check continued gold exports 
by raising the rediscount rate at the central banks, 80 as to re­
strain domestic bank-credit expansion and increase the earnings 
of short-time-capita! funds at home. This discouraged investment • 
abroad and encouraged an inflow of funds from other countries 
seeking a higher rate of return. The movement of short-time 
capital from one country to another has frequently, during a short 
period, been a more important factor influencing exchange rates 
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and gold movements than the exportation or importation of com­
modities. "Management" for the purpose outlined above has 
become of more and'more importance. 

Why Equilibrium Is Hard to Restore. According to the auto­
matic theory gold exports could not continue indefinitely. But it 
has become clear that the necessary conditions for the restoration 
of equilibrium have seldom been present since the World War. 
The various treaties drafted at the end of the war, the burden of 
reparations laid upon Germany, the existence of the international 
war debts, Iarge private loans abroad by Americans following the 
war, and the growth of national and international agreements and 
cartels controlling the production, sale, and prices of numerous 
commodities and raw materials have prevented any prompt 
restoration of an equilibrium. The injurious effect of tariff bar­
riers has already been mentioned. 

The popularity of the gold-exchange standard following the 
,war necessitated greater management. Central banks interfered 
in the foreign-exchange markets by buying and selling exchange 
for the purpose of holding exchange rates within narrow limits. 
After England departed from gold in 1931, exchange-rate control 
became general throughout the paper-standard countries. Eng­
land set up a huge equalization, or stabilization, fund which has 
been used to prevent wide and sudden Buctuations in the pound 
sterling. Other countries have done the same. The United States, 
under the Gold Reserve Act of 1934, created an equalization fund 
of $2,000,000,000 from the profits derived from devaluing the dol­
lar. Germany remained nominally on gold during 1933 and 1934, 
but had practically no gold left in the reserves of the Reichsbank. 
Only by carefully controlling the buying and seIling of the mark in 
foreign-exchange markets was Germany able to hold the mark at 
the mint par established in 1924. 

Under postwar conditions large gold exports, instead of causing 
a normal readjustment, have brought high diseount rates, con­
traction of hank credit, a collapse in prices, and a depression. 
Large gold exports preceded England's suspension of gold pay­
ments in 1931; she could not allay fears by borrowing $650,000,000 
abroad and using this large sum to meet her obligations. In short, 
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before an equilibrium can be restored under such conditions na­
tions find themselves faced with financial and banking crises. The 
shock is too great, and international banking and financial centers 
collapse under the sudden strain. Management of the standard 
either was not of a sufficiently intelligent type or was impossible. 

The recent financial history of China is a case in point: When 
the United States, under the Silver Purchase Act of 1934, began 
to buy silver, it forced the price of that metal up. The effect was 
to lead to an export of silver from China, which decreased bank 
reserves and forced a withdrawal of silver from circulation. The 
ensuing contraction of bank credit and money caused a sudden 
f&ll in prices and launched China into a severe crisis, during which 
a number of banks failed. 

Advantages of the Gold Standard. There were at least four 
great advantages of the old gold standard. The first was that it 
maintained exchange-rate stability. So long as gold could be freely 
exported or imported, exchange rates could fluctuate only be­
tween the gold-export and gold-import points. This was, obvi­
ously, a great benefit to countries to which international trade was 
of large importance. Exporters and importers and others who had 
business dea.lings abroad could always be sure that exchange rates 
would never vary by more than a small amount. Certainty was 
therefore &SSIll'ed. In decided contrast were the wide fluctuations 
in such rates following the war until the world again returned to 
gold, and again since 1931. It is therefore easy to understand why 
so much emphasis has been placed upon the necessity of again 
securing stability in the foreign-exchange field. It was on this 
point that the delegates to the World Monetary and Economio 
Conference at London in the summer of 1933 were unable to agree, 
because the United States refused to pl&ce exchange stahility 
ahead of other desired objectives, such as an increase in prices M­
lowed by stabilization of those prices . 

. A second advantage of the old gold standard was that it set an 
upper limit to the expansion of bank notes and bank credit. Most 
gold-standard countries have, since the war, required a certain' 
specified gold reserve against bank-note issues. They have also 
established legal reserves agai,nst Ileposits in the central banks, or 
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the force of custom has achieved the same result. Bank notes and 
bank deposits can, therefore, increase to the point where the 
minimum legal or customary reserve ratio has been reached. If 
the nation remains on the gold standard, it then becomes necessary 
to stop further expansion. Professor George F. Warren of Comell 
has described this situation in an illustration drawn from agri­
oulture. The old gold standard, he says, was like a calf tied to a 
tree. The slack in the rope corresponds to surplus gold; the calf 
to bank credit and currency. The calf can run only to the end of 
the rope, when he is pulled up suddenly. The type of wild infJation 
which has frequently been experienced by paper countries is 
thereby avoided. 

Inflation is, of course, possible under the gold standard. If a 
country gains a large amount of gold and creates a.ll the bank 
credit possible upon this additional reserve, there can be a con­
siderable rise in prices, unless production and trade increase pro­
portionately. This was the type of inflation experienced by the 
United States during the war, when the cost of living more than 
doubled. Temporarily the United States may have been off gold 
during 1918, but for the greater part of the war period this exam­
ple is valid. 

A third advantage was that gold furnished an international 
standard of value and medium of exchange. Gold was the chief 
form of international money, and by linking a currency with gold 
it was possible to have a real international standard. Currencies 
based on a weight of gold have a definite· value in terms of other 
gold currencies, but paper currencies without a gold base cannot 
be so easily expressed in terms of one another. This is why so 
many monetary authorities believe that a universal restoration 
of some form of the gold standard is absolutely necessary, because, 
thcy feel, it is the only standard which has any chance of being 
truly intemational in the near future. 

The fourth advantage, the importance of which it is difficult to 
assess, is that both domestic and international business confidence 

. seems to be easier to maintain when countries are on gold. The 
experience of a hundred years, so it is claimed, bears out this COli­

clusion. Conservative monetary theorists argue that uncertainty 
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in the field of money is not only disturbing but disastrous, and that 
monetary certa.inty can be secured only when gold is the ultimate 
standard of value. It can well be argued, however, that remaining 
on gold is not sufficient in itself to maintain or restore business 
confidence. An example may be found in the deepening of the 
depression in the United States from 1930 to early 1933. 

Disadvantages of the Gold Standard. In recent years the gold 
standard has been subjected to severe criticism. Probably the 
chief point of attack has been that foreign-exchange-rate stability 
is purchased at the price of internal price instability. The unit 
is a fixed weight of gold, which is worth a definite sum, established 
by the government. But the value of gold is expressed in its plU'­
chasing power over commodities, and this is constantly fluctuat­
ing. In other words, the pria of gold is fixed, but its wllUl is 
constantly changing. Exchange rates remain fixed within narrow 
limits, but the internal commodity-price level is constantly chang­
ing, with injurious results. 

It is therefore argued that, since rapidly fluctusting prices CSU8e 

such havoc, it is better to try to stabilize them than to stabilize 
exchange rates. Inssmuch ss it is difficult to do both, it is best to 
permit exchange rates to be the point of instability. An idea added 
here is that where the gold standard has been managed it hss been 
with an eye on gold reserves and exchange rates but never on what 
W&S happening in the field of commodity prices. At this point it 
might be interjected that the automatic gold standard depended 
upon price fluct\!ations and corresponding changes in exports and 
imports to restore equilibrium. But critics of tb.8 gold standard 
retort that the automatic standard is &S extinct as the iron money 
of Sparta, that control is neceSS&lY. 

A second major criticism brought against the gold standard is 
that, just &S the calf in Professor Warren's example may be jerked 
violently head over heels if he resches the end of his rope too 
abruptly, 90 the entire economio and banking struoture may be 
subjected to a severe shook when the end of the gold rope is 
resched and expansion must give way to contrsction. For ex­
ample, lsrge gold imports may create huge excess reserves in the 
·central banks. Bank credit may lIilIPand; it may continue expand-
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ing for some time, and business in consequence be given a vigorous 
upw&rd thrust. Everything is progressing beautifully in a prosper­
ous manner when suddenly the reserve ratio approoohes the legal 
minimum. The bra.kes must therefore be applied in the form of 
higher interest r&tes and a refus&l to ma.ke new 10&nS or renew old 
ones, and business suffers a shock which may result in a severe 
depression. 

A third dis&dvant&ge, also emphasized, is that there has been 
so much blind worship of the gold standard, a worship closely &kin 
to superstition, that nations will follow policies which are destruc>­
tive of their economic welfare in an effort to remain on gold. For 
example, a nation will find its gold reserve imperiled. To protect 
that reserve it will increase its rediscount and interest r&tes to 80 

high a point that business cannot pay the additional cost of bor­
rowed money and prosper; that is, business cannot afford to 
obtain the bank credit necessary to maintain a high state of aC>­

tivity, and must slooken its pace. Unemployment, a collapse of 
prices, and depression follow. This may be only tempor&ry or 
may dr&g on for years. Opponents of the gold standard believe 
that the proper course would be to abandon gold and prevent too 
much inflation by a judicious type of centr&l-bank control. Why 
remain on gold, they ask, when by so doing a depression may be­
come unavoidable? 

It is also &rgued that a nation previously on gold but now on 
paper may return to gold prematurely in an effort to be in style, 
and so bring disaster upon itself. Take the case of such a nation, 
which is under a paper-money regime and decides to return to 
gold. Shall it return to the old gold'p&r or devalue (reduce the 
gold content of its unit)? Pride and tradition may lead to the 
decision to return to the old gold content. But suppose this coun­
try depends largely upon international trade for its prosperity. 
Returning to the old gold content of its unit may set the exchange 
r&tes so high that former purchasers of its products will find them 
too expensive and turn elsewhere. Unless that country can reduce 
its internal costs of production, 80 that the rise in the intern&­
tional cost of its monetary unit is offset by a reduction in prices, 
it may enter a long period of depression. This, it is asserted, is 
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exactly what happened when England returned to the old gold 
content of the pound in 1925, instead of devaluing. 

Still another case under which worship of the gold standard may 
cause difficulties can be found in a period during which countries 
not previously on gold are turning to it. This may set up such a 
1arge demand for gold for banking and currency reserves that an 
actual gold shortage results. There is not, then, a sufficient supply 
of gold to enable the banking systems of all gold-iiltandard nations 
to create the amount of bank credit necessary if business is to 

. continue on a prosperous level. If goods have been produced in 
increasing amounts because of the improvements in technical 
efficiency, the price level will fall and profits decline. From 1873 
to 1896 prices in all gold-iiltandard countries fell approximately 
45 per cent. Many economists agree that the cause is to be found 
in a situation similar to that just outlined above. After 1870 many 
countries turned to gold, gold production was not sufficient to 
supply the demand, commodities were being produced in increas­
ng quantities, owing to great technical advances, and prices had 
;0 fall. The long and severe depressions of the seventies and the 
rlneties are attributed partly to this state of affairs. 

Conclusions on the Gold Standard. It is not generally realized 
;hat the gold standard is comparatively modern in origin. Until 
;he beginning of the nineteenth century silver and bimetallism 
lad been the dominant monetary standards. OccaSionally a na­
;ion which was nominally on bimetallism found that the mint ratio 
¥as such that silver was driven out and a de /ado gold standard 
ICtua1ly resulted. As has been pointed out, England actually 
!rifted on the gold standard some years before she adopted it 
lefinitely by legal enactment in 1816. No other nation followed 
ler example for over forty years, although the United States was 
)n a de/ado gold standard from about 1840 to the Civil War. 

Professor T. E. Gregory of the University of London believes 
;hat had it not been for the gold discoveries in 1848-1849 the in­
;ernational gold standard would never have been universally 
idopted. Its popularity seems to have depended largely upon 
¥hether or not commodity prices were rising or falling. From the 
md of the Napoleonio Wars, in IS15, until 1849 the trend of com-' 
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modity prices was downward, which was one of the chief reasons 
why no other nation followed England in its adoption of gold dur­
ing those years. This long period of falling prices brought great 
discontent and economic suffering. The political revolutions which 
took place in many European countries in 1848 were due, in part, 
to the unrest occasioned by falling prices. In the United States 
the long depression of the eighteen-forties was accompanied by all 
manner of proposals for a complete revision of the economic sys­
tem. It is interesting to compare conditions in this period of fall­
ing prices with those in a subsequent period of falling prices from . 
1873 to 1896. The similarity is striking. 

The gold discoveries in California and Australia were respon­
sible for a bitter monetary controversy. Silver was still the actual 
standard in most of central Europe, the Orient, Central and South 
America. Holland definitely threw in her lot with silver in 1848. 
In France one powerful group desired to give up the double stand­
ard for the single silver standard. Bagehot and Jevons were in the 
forefront of the debate, both advocating an international coin. 

As prices rose, after the increase in gold production, silver began 
"to lose its friends. Portugal adopted gold in 1854, and other coun­
tries hecame interested in doing likewise. In 1870 Austria, Russia 
(nominally on silver), Italy, and the United States were actually 
on inconvertible paper-money standard&. Germany was on silver. 
The turning point came when Germany, &.rter the Franco-Prussian 
War, used a portion of the indemnity paid by France to secure 
enough gold to introduce the gold standard. The Scandinavian 
countries followed, and the Latin Monetary Union began to move 
away from bimetallism to prevent the 1088 of gold by its members. 

Without quite realizing it the world was going over to gold. 
The rise in world prices from 1850 to 1872 was making that stand­
ard increasingly popular. Then began a slow decline in prices 
which lasted from 1873 to 1896, and the bimetallic controversy 
again reared its head, just as it has since 1930. The advocates of 
bimetallism argued that the demonetization of silver and the grow­
ing demand for gold had increased the value of the yellow metal 
and that consequently prices were forced downward. A similar 
argument was recently advanced by Father Coughlin. In the first 
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international monetary conference ca.Iled by the United States in 
1878, and held in Brussels, England refused to give up gold but 
did not encourage other countries to change to that standard. But 
the movement w~ too strong to be checked, especially after the 
United States by demonetizing the silver dolJ.&r in 1873 showed 
where its choice lay. In the eighteen-nineties the gold standard 
won out, although it seemed for a time that a procession away 
from it might again begin. In the United States both the Repub­
licans and the Democrats in the campaign of 1896 favored inter­
national bimetallism. The main difference between them w~ that 
Bryan w~ willing that the United States should revert to bimetal­
lism by itself, if international agreement could not be obtained. 
, Many of the countries which went on gold in the eighteen­
nineties did not select the full, or complete, form of that standard. 
It w~ rather the gold-exchange standard that w~ introduced in 
Austria-Hungary, Italy, Russia, India, and several South Ameri­
can countries. It is an open question, however, whether or not the 
world would have remained on gold if there had been no cyanide 
process or new gold discoveries in South Mrica and the Klondike. 
Had prices continued downward steadily, the opponents of the gold 
standard might have been successful, and bimetallism today' might 
have been dominant. The final victory of the gold standard before 
the war w~ won in the period of rising prices from 1897 to 1914. 
The supporters of bimetallism gradually diminished in numbers 
and power. Criticism of the gold standard steadily grew milder, 
and monetary issues tended to disappear from the political scene. 

Should the World again Return to Gold? It ~ already been 
pointed out that the gold standard is being subjected to vigorous 
criticism. IT its defects are ~ had ~ asserted, then an alternative 
standard must be found. Are the deficiencies so frequently pointed 
out defects in the gold standard itself, or are they rather due to the 
way in which the gold standard ~ been managed or regulated? 
The latter is probably the c~e, since the gold standard ~ come 
to be more and more subject to control either by the government 
or by central banks. 

The fact that England made a mistake in its manner of rein­
troducing gold in 1925 is not to be interpreted ~ the fault of the 
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standard itself; rather the fault was that England returned to 
gold with the pound at its former content. Had the pound been 
devalued, it is probahle that much of the ensuing difficulty could 
have been avoided. When France returned to gold in 1928, she 
devalued the franc and found that, as a result, the evil conse­
quences which England encountered were avoided. In France in­
fllLtion had been so much greater (the price level having risen to 
a point eight times the prewar figure, later falling to five times 
that figure) that return to the old gold content for the franc was 
out of the question. Had France attempted it, the result would 
have been a most disastrous deflation and fall in prices. Had 
France reduced the gold content only 50 per cent, the result would 
have been simillLr but to a less serious degree. 

France debased the franc to about one fifth of its prewlLr con­
tent, a very great devaluation. The internal value of the franc 
(expressed in domestic prices) was above the newly chosen ex­
ternal foreign-exchange value, and therefore the internal value had 
to fall so that it would approximately equal the external value. 
Prices in France consequently rose and continued to rise for some 
time after the price level BBgged downward in most countries in 
1929. The contrast between the results in England and France is 
striking and shows that the point at which a country stabilizes its 
currency is of great importance. 

The fact that gold had become so highly concentrated in France 
and the United States by 1929 cannot be. attributed wholly to the 
gold standard. The fundamental reason was that the interna­
tional balance of payments was heavily in favor of these two coun­
tries. Another reason was that citizens and banks of other coun­
tries, endeavoring to find some place where their funds would be 
safe in the postwlLr period of monetary chaos, transferred large 
sums to the United States and later to France. Another reason 
why gold accumulated in France was that during the flight from 
the franc, when it was expected that France would repeat Ger­
many's inflationary experience, many Frenchmen sent large sums 
abroad. They later withdrew them, and gold flowed to France as 
a result. 

Critics of the gold standard claim that the maldistribution of 
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gold in the postwar period shows that the gold standard is unwork­
able. What they ssy may be true, but it must be remembered that 
the prevailing conditions in these years would have made the going 
rough for any standard. A part of the trouble lies in the type of 
control exerted by centrsl banking institutions under the difficult 
situation created by the burden of reparations, war-debt psy­
ments, and ts.ri1f ba.rrillrs resulting from the war. 

Most countries will probsbly find it advisable to return, ulti­
mately, to some form of the gold standard, possibly to the kind 
introdueed by the United States early in 1934. But it will have 
to be a carefully managed gold standard. Central banks should 
recognize their responsibility and not hesitate to act when the 
need arises. 

Three great problems present themselves: 
1. How can gold be more evenly distributed among the coun­

tries needing it, if the nations are again to return to gold? Con­
sider the case of Germany, with practically no reserve left, al­
though by virtue of stringent control in the foreign-exchange 
markets the mark remains at the old par. 

2. How can la.rge and sudden movements of gold from one 
country to another be prevented? These flights, so common 
since 1929, have played havoc with the functioning of the gold 
standard. Some measure of international co-operstion must be 
devised to prevent these movements, which can hUrl a country 
from gold almost overnight. 

3. At what points should countries stabilize their currencies in 
the foreign-exchange markets when they return to gold? There 
is no ready answer to this question, and it cannot be decided off­
hand. Those who demand that gold should be restored at once, 
without any consideration of the respective gold contents, are 
ignoring much of the postwar experience. The point at which a 
country stabilizes is highly important, especially if it has a large 
foreign trade. The experience of England in this connection should 
not be forgot:en. 

Return to the gold standard will, so far as we can tell, be a 
gradual matter. If, however, England decides to devalue the 
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pound and go back to gold, tbose countries which suspended gold 
payments, following her example, may likewise find it advisable 
to return to gold. Events have occurred so rapidly and so unex­
pectedly in the past five years that any prophecy is quite out of 
the question. With German reparations and the inter-Allied 
war-debt payments now a thing of the past, it should be easier 
to return to and remain on gold. It should be emphasized that a 
high degree of international co-operation will probably be neces­
sary to make the gold standard work successfully in the future. 

A Managed Currency. While gold still has its ardent sup­
porters, another group of economists feel that either the gold 
standard itself is so defective or its proper control so difficult that 
it would be preferable to supplant it by another, of one of the 
following types: 

The Compen&aied, or Commodity, DoUar. The purpose of this 
proposal has already been mentioned. The underlying reason for 
its advocacy is that prices must be stabilized, and the most 
successful manner of accomplishing this goal is to vary the gold 
content of the dollar from time to time. Irving Fisher, Warren, 
and Pearson are its most ardent advocates. It has been con­
tended, however, that it is probably based on an oversimplification 
of the reason why prices vary. 

Prices, so these authorities contend, are expressed directly in 
gold, and therefore a reduction in the gold content of the dollar 
will automatically cause prices to rise. The dollar would not be 
coined, but would circulate in the form of notes which would be 
convertible on demand into varying amounts of gold bullion. 

A price index - that is, an average of the prices of a large 
number of commodities - would be the guide &8 to how much 
the gold content of the dollar should be raised or lowered once a 
month. The weight of the dollar, under Fisher's pIan, would not 
be raised or lowered more than 1 per cent at anyone time .(during 
anyone month), and the government would sell gold at a slightly 
higher price than it would buy it. The object of these provisions 
is to prevent speculators from making undue profits by antici­
pating changes in the content of the dollar. 

In other words, the dollar would be .. rubber" &8 to weight but 
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coDStant 88 to value, instead of, 88 now, being coDStant 88 to 
weight and "rubber" 88 to value. This is Fisher's reply to those 
who ridiculed his pian by terming his dollar a "rubber dollar." 
To those who argue that the compensated, or commodity, dollar, 
88 it bas come to be called, is a departure from the gold standard, 
Fisher responds by claiming that it puts the "standard" in the 
gold standard. Kemmerer maintains that a nation Cannot be on 
gold unless it bas a fixed price for gold and describes the Fisher 
pian 88 a commodity-price-index standard. Which of these two 
authorities is correct is largely a matter of how the gold standard 
is to be defined. 

Fisher bas courteously and patiently endeavored to answer all 
criticisms and is convinced that he bas done so. He would not 
rest his case upon varying the gold content alone, but would add 
further control through the rediscount rates and open market 
operations of centraI banks. In the United States it would be 
the Federal Reserve System which would exercise such control, 
although now the creation of a national monetary authority is 
being proposed. Warren and Pearson, however, minimize the 
importance of banking control, &88uming that changes in the 
gold content of the dollar would be sufficient. 

CriticUJm.a oj the Commodity DoUn.r. When most of the world 
earned on its business transa.ctions by means of gold or silver 
coins, there was much truth in the contention that prices were 
expressed directly in bullion. This gave rise to the "bullionist" 
theory, that prices varied with the amount and value of the 
commodity in the basic monetary unit. Opponents of this theory 
claim that this direct relationship seems now to have disappeared. 
Gold today, they argue, acts 88 a reserve for banking and cur­
rency systems, and goods are bought not with gold but with 
checks and currency. The part played by gold is to determine 
how large an amount of bank credit and currency may be created. 
Therefore a change in the gold content of the dollar affects the 
aim of the reserves upon which a superstructure of bank credit 
may be built. Reducing the amount of gold in a dollar is the same 
thing 88 raising the price of gold. Immediately the amount of 
gold reserve (expressed in dollars) increases, but whether prices 
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are affected to an important degree will depend upon whether this 
added reserve will be used to permit an expansion of bank credit. 
Fisher appreciates this point, but Warren and Pearson minimize 
its importance. 

Kemmerer has developed his criticism of the commodity 
dollar along the following lines: 

1. A long period of rising prices would dangerously deplete the 
gold reserve. As prices rose, the gold content of the dollar would 
be increased, which would be equivalent to lowering the price 
of gold. If prices continued upward, so much gold would have to 
be placed behind each dollar that the dollar value of the total 
reserve might become too small to meet necessary reserve re­
quirements. But Fisher would probably reply that prices could 
not continue to rise, if the gold content were steadily increased. 
If nothing else brought prices down, the decrease in the dollar 
value of the gold reserves would ultimately force a contraction 
of bank credit. Prices would then fall. 

2. The action of speculators would make the plan unsuccessful, 
if prices changed more than 1 per cent a month. Anticipating a 
continued decline in prices, speculators would turn their bank 
deposits into gold at once in order to get more gold than they 
would later when the gold content was lowered. When the re­
duction was made, they could turn their.gold in and get more 
dollars for it. If gold were continually withdrawn and not re­
turned, reserves would be depleted, money markets would 
tighten, and interest rates would rise" which would tend to make 
prices even lower. " 

Fisher would probably respond that this danger is exaggerated, 
that no one could forecast the future movement of prices ac-' 
curately enough to decide whether or not to withdraw gold or 
bring it in. There would not be enough months in which prices 
changed by more than 1 per cent to cause serious difficulties. 
If there were, it would be possible to provide for a larger change. 
Moreover, since March, 1933, gold has not been in circulation 
anyway, being used only for international payments; therefore 
speculative profits are unlikely. It must, however, be concluded 
that since speculators are continually on the lookout for profit-
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making opportunities, there is some basis for this objection, sinoe 
they would find a way if one existed. 

3. Widely fluctuating exchange rates would play havoc with 
international trade. This is a serious objection. Sinoe mint 
parities of exchange depend upon the comparative gold contents 
of their monetary units, every time a change was made in the 
content of the dollar, the mint par of exchange between the 
United States and other countries would automatically vary. 
This difficulty might be overcome if all countries were to adopt 
a commodity dollar based upon an international prioe index, but 
this is unlikely in the near future. 

One group of economists would agree with Fisher that internal 
prioe stability is more important than exchange-rate stability. 
The advantages of the one would more than offset the advantages 
of the other. Furthermore, the problems arising would be no 
greater than many paper-standard countries have experienoed 
during the past fifteen years. 

4. Other factors than the number of grains of gold in the dollar 
are responsible for prioe changes. Warren and Pearson readily 
admit this and say that there are four factors in price determina­
tion: the demand for and the supply of gold, and the demand 
for and the supply of commodities. It was previously mentioned 
that these two authorities placed little stress on bank credit. 
There is another factor in prioe determination which they ignore, 
the rapidity with which money and bank deposits circulate 
(velocity of circulation). We shall have to postpone further dis­
cussion of the reasons for price fluctuations until we reach Chap­
ter VIII, .. Prioes and the Value of Money." All we shall say here 
is that changes in the velocity of circulation have a most important 
bearing on prioe changes. .. 

The Go/d,.Purchase Plan. The gold-purchase program, begin­
ning in October, 1933, and the devaluation of the dollar in 
January, 1934, are in a wayan adaptation of the commodity­
dollar theory. There is, however, no publicly expressed intention 
as yet to keep changing the number of grains of gold in the dollar. 
President Roosevelt has announced his conversion to the idea of 
a managed currency, but a definite program to be followed in all 
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its details has not yet been presented, except that the object will 
be to raise and then stabilize prices. It is alleged frequently by 
conservative economists that the entire program has been un­
successful because commodity prices did not rise with the price 
of gold. It is true that the large wholesale price index constructed 
by the United States Bureau of Labor Statistics has not risen 
proportionately. But if we turn to an index number of basic 
commodities and raw materials we find a different story. 

When the United States permitted the dollar to depreciate in 
April, 1933, it was equivalent to an increase in the price of gold, 
inasmuch as more paper dollars had to be paid for an ounce of 
that metal in the London free..gold market. The striking fact is 
that an average of thirty hasic commodities constructed by the 
New Yark J 0UT1IIll of Commerce rose simultaneously with the de­
cline in the international value of the dollar. The close correlation 
was amazing to many of those who contended that there was little 
or no relationship between the price of gold and the price of 
commodities. Other factors may have been at work, but Warren 
and Pearson and the Committee for the Nation to Restore Prices 
and Purehasing Power are convinced that the gold-price-raising 
policy was successful. The opponents of this policy find some 
difficulty in explaining just why raw-materiaI prices should have 
risen to such a corresponding degree. " 

The hypothesis upon which Warren and Pearson work is that 
the prices of basic commodities and raw materials respond to 
changes in the number of grains of gold in the dollar. Some stu­
dents have thought that they base their argument upon c0m­

modities with an international market, but this, the two CorneD 
authorities contend, they do not do. It was for a while believed 
that Warren and Pearson were arguing that a depreciating dollar, 
after a reduction in its gold content, would enable foreign pur­
chasers to buy more and lead to a rise in prices; and sinee 
Americans would have to pay more for imports, the prices of such 
commodities would also rise. This argument could be understood, 
but the two authorities claim it has little bearing on their 
proposals. 

They hold that whether or not the commodity has an ifIIer.. 
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l'IIJlimlal market makes little, if any, difference and point to in­
creases in the prices of both domestic commodities and those 
moving in international trade in an attempt to prove their ease. 
Some international commodities are subject to prioe control and 
their prioes do not change. Some domestic commodities and certain 
international commodities have changed, while others have not, 
in accordanoe with the conditions of supply and demand in each 
particular case. Individual prices will not change proportionately; 
a iarge index of all commodities will move slowly, but an average 
of basic commodities and raw materials did respond either because 
of the depreciation of the dollar qr Jqr other rea80118 •. 

If the argument is limited to international goods, it can be seen 
that, if a price quoted for wheat in Liverpool remained constsnt 
in shillings, the amount the American exporter received would 
vary with the changing number of grains in the dollar, as this 
would affect exchange rates and, therefore, the number of dollars 
reoeived when shillings were converted into pounds. But Warren 
and Pearson do not advocate this explanation, although they 
assert that such might be the result. They hold that, with 
an absence of price control, and no variation in demand or supply, 
a change in the price of gold is the chief force causing price 
changes. Their statistical evidence is impressive, although most 
American economists have rejected their theories. 

A Managed Paper Standard. This is advocated by certain 
economists as a suhetitute for a standard based upon metsllic· 
reserves. It is proposed to divorce the monetary standard en­
tirely from gold and substitute a paper standard so managed and 
regulated that the price level remains stable within rather Darrow 
limits. Fisher's stabilized, or compensated, dollar has the same 
object in view but endeavors to attain it by different methods. 

At first gJanoe it may seem that a managed paper standard is a 
unique proposal. But it has been already emphasized that the 
gold standard is now managed. The objective of management 
may be different, but the element of control is present. Paper 
standards have been very common during the past twenty years; 
so there is nothing unique in that respect. Since 1931 a number 
of countries in the paper group have been exercising a certain 
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degree of management, price movements having been held within 
rather narrow limits in some. Actually, therefore, a managed 
standard of this type is now being tried. 

The objective of management is to stabilize the internal buying 
power of the monetary unit, stability in the foreign-exchange 
rates being minimized. The criticisms against the Fisher plan on 
this point would therefore apply here. But supporters of this 
form of standard argue that once prices have been more or less 
stabilized, industrial fluctuations will be less frequent, changes 
will not be so rapid, and the exchange rates will actually vary by 
surprisingly small amounts. If international financial difficulties 
did develop, it would be safer to permit exchange rates to vary 
accordingly than to cling to a gold standard, when by so doing 
deflationary forces may be instigated. Several countries on paper 
standards have, however, exercised control over exchange rates as 
well. 

Many critics dismiss the case for a managed paper standard 
with the general statement that it cannot possibly work. But one 
who reads A Treati8e on Money, by John Maynard Keynes, must 
admit that it seems to be feasible. Management would, of course, 
have to be centered in the hands of the central banks or central 
monetary authorities, whose policies would go far toward deter­
mining the success or failure of this kind of control. There is an 
obstacle here, of course, because there is considerable doubt as to 
the wisdom and intelligence shown by central-bank management in 
the recent past. Many central-bank officials have stubbornly re­
fused to acknowledge that their policies can have any effect upon 
the price level. Obviously a period of instruction for central-bank 
officials must be an essential part of this program. 

As in the Fisher pIan, political control would be a great danger. 
It would probablY constitute the chief obstacle, because the power 
to control prices is a great one and if misused can cause disaster. 
Eventually we may be able to create a monetary authority more 
or less free from partisan politics, but the prospects are not over­
encouraging. 

Another great difficulty has to be considered. Economists are 
D(lt yet certain whether it is more desirable to have a slowly rising 
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price level, a slowly falling price level, or a stable ODe. Until a 
decision can be reached on this point, it is, of course, impossible to 
set up a sa~ry management policy. A slowly falling price 
level, it is argued, will be advantageous because with cheapening 
costs of production the benefits should be passed on to the con­
sumer in lower prices.' But slowly falling prices may act as a de­
terrent on business enterprise because of a decline in prospective 
profits.' We must remember that our most serious depressions 
have occurred during a period of falling prices. The eighteen­
forties, seventies, and nineties bear testimony on this point. De­
pressions following periods of rapidly rising prices have usually 
been shorter and less severe than those which have occurred after 
a period of relative stability or a gradual price decline. 

It is retorted on the other hand that slowly rising prices will 
give rise to a speculative boom because profit-making opportuni­
ties increase. Therefore it is concluded that they are undesirable 
and that the only course left is to stabilize. But when we study 
price movements in the United States from 1922 until 1929, it is 
difIicuIt to be convinced that relatively stable prices will prevent 
depressions, because various wholesale price indices were rela­
tively stable during those years. Why, then, did we encounter 
such a severe depression? 

Finally, when it has been decided which way prices should 
move, the next problem is to select a price index which will be the 
most satisfactory guide. Shall it be an index of wholesale or of 
retail prices, or of changes in the cost of living ? Would it be better 
to adopt as a guide the general price index constructed by Carl 
Snyder of the Federal Reserve Bank of New York? This includes 
not only wholesale and retail prices of commodities, but freight 
rates, prices of real estate, rent, wages, and security prices. It is 
almost impossible to decide which of these indices would be prefer­
able, although some form of a wholesale price index would possibly 
be best for this purpose as a short-run test. 

There is prohably only ODe way in which the question can be 

I See F. A. Hayek. Pn- and PNJdvditm (The Macmillan Company) . 
• For a ROOd ugumeat on this point ... Alvin H. H&IlBeI1. BCOflI1IDic SIdbilO­

__ ia CDl U_ World (Hareourt. Brace a: Company). Chap. XVIIL 
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settled, and that is by experimentation. But experimentation in 
the monetary field is likely to cause fear and uncertainty through­
out banking and financial circles. We have see~ just what happens 
in this respect in the past three years, and it makes us loath to 
enter upon additional experiments. The price which must be paid 
may be higher than can be afforded at the present time. 

Ultimately the world will, doubtless, adopt a managed paper 
standard, but not until our knowledge of the cause and effect of 
price fluctuations is more complete and the relationship between 
price fluctuations and prosperity and depression stands more 
clearly revealed. In addition, a better technique of central bank­
ing must be developed and a more satisfactory kind of inter­
national co-operation discovered. Eventually all this may be 
accomplished, but the prospect is not, at present, a highly encour­
aging one. 

The Tabular Standard. Under this standard, which may not 
accurately be called a standard, although it is generally 80 desig­
nated, contracts would be made between debtors and creditors 
calling for a repayment, not of a fixed sum of dollars, but of a fixed 
amount of buying power. The payment of principal and interest 
would fluctuate in amount with changes in the purchasing power 
of money. Use would be made of an index number of prices in 
order to show how much more or less must be paid by the debtor. 
The object is to remove the injustices, which develop between 

. debtors and creditors when the price level changes. The Rand­
Kardex Bond was an attempt to set an example of what types of 
contracts should be drawn under this proposal. One difficulty 
would be that debtors are always willing to pay less; they are 
seldom willing to pay more. 

Symmetalli.8m. This is a standard based upon bullion which 
contains both gold and silver in a definite proportion. In other 
words, if currency is redeemed in bars under this system, the bars 
would contain a mixture of the two metals. Some authorities wbo 
prophesy a gold scarcity believe that this would be a satisfactory 
standard. 
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CHAPTER VI 

MONETARY STANDARDS (Continued) 

HISTORY OF THE GOLD STANDARD BEFORE 1914 

Speaking broadly, it may be said that the ancient world had 
the double standard of silver and gold; that the single silver 
standard prevailed during the Middle Ages, from the seventh 
century to the thirteenth; that the double standard was then 
reintroduced and prevailed in Europe and America till the be­
ginning of the nineteenth century, and that it had by 1914 
been superseded by the single gold standard. 

The gold florin, first coined by the city of Florence about the 
year 1252, was introduced to meet the needs of the growing 
commerce of the Italian republics. The convenience of gold in 
making large payments had been observed by the crusaders at 
Byzantium. The idea of a gold currency was brought back in this 
way to western Europe, from which it had disappeared long before 
in the penury of the Dark Ages. Gold tllU8 became an addition 
to, not a substitute for, silver money, and thU8 the double standard 
was re-established. 

Market Values of the Precious Metals. The market values of 
the two metals, gold and silver, like those of other commodities, 
are subject to the law of supply and demand; they are liable to 
change of value with reference to each other. Sixteen pounds of 
silver may be worth more than one pound of gold today, and less 
at another day. One of them may be in greater demand in India 
than in England, and so on. There are persons in every com­
munity (bankers, brokers, and bullion dealers) who seek to make 
a profit out of these changes by exporting or melting coins. 
Theirs is a perfectly proper vocation, as legitimate as the getting 
of gain from any mercantile transaction; yet it has been held in 

114 
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great opprobrium at some periods in the world's history, has been 
treated as a erime, and severe laws have been passed to punish 
persons guilty of it. The community was put to inconvenience 
by finding either gold or silver coins growing sca.roe in the ci1'­
cul&tion. These were caIled "coins of the realm." They were 
regarded as belonging in a peculi&r sense to the country whose 
stamp they bore, whereas they were the exclusive property of 
individua.Is, who had the same right to dispose of them as of their 
sheep or oxen. The enactments in various countries against trad­
ing in the precious metaIs, and espeei&lly against exporting or 
melting them, form a remarkable chapter of human fatuity and 
folly. It was impossible to execute the laws passed for this pur­
pose. A remedy for the &!ternate drains of gold and silver was 
&coordingiy sought by changing the leg&!· ratio. "In France," 
says Mr. W. A. Shaw,' "the ratio of gold to silver was changed 
in a eingle century more than one hundred and fifty times." To 
enumerate &II the changes of ratio that took place in Europe from 
the middle of the thirteenth century to the beginning of the 
nineteenth would be a hopeless undertaking. 

Experience of England. The true solution of these difficulties 
was first reached in Engi&nd. This country had had her share of 
the loss and vexation due to changes of the ratio. She had &!so 
visited cruel punishments on people for melting and exporting the 
precious metaIs. All attempts to enforce these foolish laws were 
eventu&!ly abandoned, and it came to p&88 in the reign "of 
Charles II that the guinea of gold, &!tbough proclaimed by roy&! 
authority to be the equivalent of 208. in silver, passed in trade 
for 21s., and no attempt was made by the government to inter­
fere. The guinea remained as a trade coin till the third year of 
George I (1717), when another proclamation was issued, making 
it Ieg&!ly equ&! to 21s., at which figure the ratio to silver was 
about IS! to 1. 

Act of 1774. As gold was slightly overrated at the ratio of IS!, 
there was a tendency to export silver; and for this purpose the 
full-weight coins were selected. So it came about in the course 
of half a century that the only silver coins remaining ill circulation 

1 Hiotmy of CWTmCI/, p. 31. 
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were those which had been much reduced in weight by abrasion 
or by fraudulent clipping. The evil became so intolerable that 
Parliament, in 1774, passed a law providing that silver coin 
should not be legal tender for more than £25 in one payment, 
except by weight at the rate of 58. 2d. per ounce. It was enacted 
at the same time that gold coins deficient in weight should be 
called in and recoined, and that thereafter such coins, if under a 
certain weight, should not be legal tender at all. The restriction 
of the legal tender of silver was to continue two years, The 
expectation of Parliament was that some effectual and permanent 
steps would be taken to deal with the evil of light coins in that 
interval, but since nothing was done, the act of 1774 was renewed 
in 1776 for' two years more. In 1778 it was renewed for seven 
years, and then by repeated renewals it was carried forward to 
1798. Another clause was now added that no more silver should 
be coined at the mint for private persons. 

The significance of this legislation was not perceived at the 
time. It had not been the intention of Parliament to establish 
the single gold standard. The question of standard was not under 
consideration at all. What Parliament did in 1774 was (1) to put 
the gold coin in a state of perfection by leopining the defective 
pieces and making light coins unavailable in payments thereafter; 
(2) to limit the legal-tender faculty of the silver money then in 
eirculation. The mint was still open, and anybody could have 
silver bullion coined into money of full weight and fullleg~l tender, 
But since silver was undervalued at the ratio of 1st, nobody 
would take it to the mint. Thus all the conditions of the single 
gold standard were in practical operation without any fixed inten­
tion of Parliament to bring it about, or any knowledge that it 
had been done.' 

I "The fact that a change in the monetary Btandard of the oountry, while 
it 10'&8 in actual proceoo of acoomplishment under their ey .. , could ha..., 
eecaped the recognition of contemporary oboervero, _roo at first Bight to be 
of 80 marvelous a character &8 to paoo the bounds of belief. Yet that it ...... 
fact ill beyond all question" (Carlile'. Ero/ulion of Modem MOMfI. p.I8). 
The truth ..... pointed out by Lord Liverpool in 1805 and Mr. Carlile properly 
calls it "a genuine 8troke of genius U on his part. 
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Gold Stanclanl Adopted. It was noticed, however, that the 
ineonveniences of a shifting ratio had disappeared. There was 
plenty of gold money for large tnmsaetiOIlS and of silver money 
for small ones. Although the silver coins were deficient in weight, 
they answered the purposes of small change. After the experience 
of a quarter of a century Parliament and people were convinced 
that the act of 1774, although adopted as a temporary measure, 
ought to be made permanent. AceordingJy it was made 80 in 1799. 
Yet it was not until 1816 that the true philosophy of the step was 
well enough understood to secure its enactment into a settled law. 
In that year it was enacted that the gold coin of the realm, when 
of full weight, should be full legal tender and should be coined for 
private persons to any amount, and that silver coin should not 
be Iegal tender for more than 4Os. in one payment, and should be 
coined ouIy on government aceount and should be reduced in 
weight 6 per cent. This law, which established the single gold 
standard, was of great hmorieaI importance. 

The United States and Portugal. In 1853 the United States 
followed the example of England, by reducing the weight of its 
silver coins smaller than one dollar and making them IegaI tender 
for only five dollarsan one payment. The statesmen who passed 
this law supposed that they were adopting the single gold stand­
ard, but this was not legally aceomplisbed until 1873, as has been 
explained in Chapter II. The kingdom of Portugal adopted the 
single gold standard in 18M. 

Experieace of Germany. In the year 1857 tbe states compo&­
ing the German Zollverein and the empire of Austria entered into a 
monetary treaty by which they adopted the single silver standard. 
The treaty provided that any of the contracting states might coin 
gold crowns and half-crowns to cireulate at their market valoo. It 
was expressly stipulated that these should not be legal tender. 
They might be received at the public treasuries, however, at rates 
to be fixed by the respective governments at Ieast once every six 
months, but the rate should not be higher than the average c0m­

mercial rate for the preceding six months. The official rate might 
be changed oftener if the market rate should make such change 
necessary. 
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It happened at this time that France was importing gold and 
exporting silver on a very large scale. As the market ratio was 
now 15.27 and the legal ratio 15.50, there was a profit to bullion 
dealers of I! per cent in the traffic. The gold crowns of Germany 
were drawn to Paris as fast as they came from the mints, and the 
country was left with silver coins only for her domestic trade. 
These were so bulky and inconvenient that they were largely sup­
planted by issues of .bank notes which were subject to varying 
rates of discount in different cities and states. This condition was 
considerably aggravated by the heterogeneousness of the silver 
coins of the several states - thalers, marks, florins, guldens, 
kreutzers, etc. There was a very general demand for a uniform 
system of coins; and, when the question was brought up for solu­
tion after the consolidation of the German Empire, it was decided 
by the government to make gold the standard, with a silver sub­
sidiary currency - in other words, to adopt the English system. 
The first bill for this purpose became a law December 4, 1871. It 
discontinued the coinage of silver except for the government. It 
provided for the coinage of ten-mark pieces of gold (equal to 
$2.38), of wbich 1391 should contain one pound of pure metal; 
also twenty-mark pieces of double the weight; and all gold coins 
were made unlimited legal tender. For the purpose of settling pre­
existing contracts and of exchanging gold for silver coins, it estab­
lished the ratio of IS!, which was the market ratio at the time. 
Provision was made for calling in and melting the outstanding 
silver money and exchanging gold for it out of the funds in the 
Imperial Treasury - practically the French war indemnity. An­
other law containing further details was passed July 9, 1873. This 
law definitely established the gold standard and provided a new 
subsfdiary coinage based upon the silver mark, which should be 
legal tender for only twenty marks in one payment. It was pro­
vided that the old thalers (three-mark pieces) should be full legal 
tender as long as they should remain in circulation. Under the 
law for taking in and melting the old silver coins upwards of 
7,000,000 pounds weight of fine silver were sold in the open market 
between 1873 and 1879. The price of silver declined 9d. per ounce 
during that time. The sales were then suspended. 
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There was & brief bimet&llist reviva.! in Germ&DY in 1894-1896; 
It grew out of the low price of gr&in, which was erroneously s.&­

cribed by the la.ndowners, or Agr&ria.n p&rty, to the demonetize.­
tion of silver. Cha.ncellor C&privi so fa.r yielded to the dem&nds of 
this p&rty as to &uthorize & commission to investig&te the question. 
It consisted of sixteen members, &Dd it held twenty-one sessions 
&Dd took & !&rge amount of testimony, but came to no resolution 
wh&tever. Soon &fter this commission came to &D end Ch&Dcellor 
C&privi retired from office &Dd was succeeded by Prince Hohen­
lohe. Thereupon the Agra.ri&Ds in the Reichstag st&rted up &fresh 
&Dd on Febru&ry 16, 1895, prep&red & motion &sking the govern­
ment to t&ke the initi&tive in e&lling & new intern&tiona.l monet&ry 
conference. This motion wu supported by & !&rge m&jority of the 
Reichstag, &Dd the government somewh&t reluct&Dtly referred it 
to the Bundesr&t, whose consent W&B necessa.ry. Nea.rly & yea.r wu 
consumed in the deliber&tions of the seversJ st&tes composing the 
Bund. On Febru&ry 16, 1896, Prince Hohenlohe &Dnounced th&t 
the Germ&n st&tes h&d un&nimously rejected the motion to con­
voke &n intern&tiona.l monet&ry conference. 

In 1874 Sweden &Dd Norw&y followed the exa.mple of Germ&ny 
by &dopting the gold-st&Dd&rd, &nd Holl&Dd did the same in 1875. 

French Monetary Law of 1803. At the beginning of the' nine­
teenth century Fr&nce h&d the double st&Dd&rd &t the r&tio 
of IS!. This mtio h&d been &dopted in 1785, &t the inst&Dce of 
Ca.!onne, Comptroller Gener&l. The Revolution came on, &Dd the 
monet&ry system W&B plunged in ch&os by issues of irredeem&ble 
P&per so vut th&t they could only be cle&red off by repudi&tion. 
Then the.13t&tesmen of the republic p&Bsed ~ l&w of 1803, 
intending to est&blish the single st&nd&rd of silver;"The I&w beg&n 
with & genersJ provision th&t five gr&mB of silver nine-tenths fine 
should constitute the monet&ry unit be&ring the n&me of the fr&Dc. 
The me&SUre wu before the legisl&tive body three ye&rs. Eight 
reports were m&de upon it, the point in controversy being the 
va.rious methods proposed for utilizing gold in the currency while 
m&king silver the sole st&nd&rd. No decision was ever re&ched on 
this point, but &t the lut moment & cl&use was &dded to the bill 
providing th&t gold pieces of 20 fr&Dcs should be coined &t the r&te 
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of 155 to the kilogram. Under this law five grams of silver would 
constitute 1 franc, and five grams of gold 1S! francs. The debates 
and reports show that there was a general understanding that if 
the market ratio should change so as to make a recoinsge neces­
sary, the gold should be recoined and the silver franc kept as the 
invariable measure of value. There was nothing on the subject of 
legal tender in the law, but since all debts were payable in francs, 
and since two kinds of francs were authorized to be coined, the law 
really established the double standard at the ratio of 1S!, which 
ratio existed already by virtue of the law of 1785. 

It has been frequently asserted that the French Iaw of 1803 
kept the market ratio of the two metals steady at the legal ratio, 
that is, at 1S!, until 1873. This is an entire mistake. There were 
only six years in the seventy in which the market ratio was ap­
proximately 1S!. These were 1806, 1807, 1811, 1820, 1851, and 
1867. In 1821 gold money had nearly disappeared from France, 
and the circulation consisted of silver exclusively, and so con­
tinued until 1851, when the great outBow of gold from California. 
and Australia cheapened that metal, putting the market ratio 
below 1S!. The ratio remained below 1S! till 1867. During that 
interval France imported gold to the amount of $600,000,000, and 
exported so much of her silver to India that she suffered incon­
venience for the want of small change"'She was compelled to coin 
gold pieces as small as five francs. ,The government attempted at 
first to adopt the English system of I¥lbsidiary silver coins, limit­
ing their legal-tender faculty to fifty francs in one payment. Ac­
cordingly in 1864 it brought before the Corps Ugislatif a bill 
lowering the fineness of the coins smaller than five francs to/Nfl, 
thus reducing their value about 7 per cent. The next step taken 
was the formation of the Latin Monetary Union. 

The Latin Monetary Union. This was an attempt, beginning 
in the year 1865, to establish uniform coinage on a bimetallic basis, 
with concurrent circulation, by treaty between four European 
countries (France, Belgium, Switzerland, and Italy) in which 
bimetallism already prevailed. The union proved to be an embar­
rassment to all the nations concerned, and resulted in the adoption 
of the single gold standard by all of them in succession. This 
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change was adopted by simply discontinuing the coinage of silver 
for private persons and limiting it to subsidiary coins struck on 
government account. 

Austria-Hungary. Under the treaty of 1857 with the states of 
the Gennan Zollverein the single silver standard prevailed in 
Austria-Hungary, but the currency in actual use was irredeemable 
paper. The monetary unit was the silver flOrin, the normal value 
of which was 45.3 cents of our money. In 1879, in consequence of 
the heavy decline in the prioe of silver, the government gave orders 
to the mints in both Austria and Hungary to reoeive no more of 
that metal from private persons for coinage. The effect of this 
order was to make government paper money the standard, and this 
paper varied somewhat from day to day in comparison with gold, 
but it no longer followed the downward course of silver. The paper 
florin was worth in 1879 about 42 oents. In 1892, before the 
currency refonn was adopted, it was worth 41 oents. If it had 
kept pare with the decline of silver, it would have been worth only 
30 oents. Austria had a gold coinage at this time, but it was not 
legaI tender. In 1892 she decided to resume. specie payments in 
gold. She first fixed a ratio at which all paper money and paper 
obligations should be redeemable. The ratio decided upon was 119 
paper to 100 gold, as this had been the average ratio prevailing in 
the market during the thirteen years from 1879 to 1892. 

The next step taken was to pass a coinage law. The krone 
(crown) of gold was made the monetary unit, containing 4.7 grains 
of fine gold, the ten-crown pieoe being worth $2.026 of our money. 
Silver was to be coined only for the government and to be legal 
tender for fifty crowns. The governmeniJ WQ8 authorized to bor­
row gold sufficient to redeem its outetanding notes amounting to 
312,000,000 florins. Gold to the amount of 112,000,000 florins 
was borrowed, and this, together with some reserves in the treas­
ury, was applied to the purpose of retiring 200,000,000 of the 
notes. The method adopted was not direct redemption. The gov­
ernment deposited the gold in the Austro-Hungarian Bank and 
redeemed its own notes partly with bank notes and partly with 
new silver money which was needed to replaoe the small notes thus 
retired. In this way 200,000,000 florins of old notes were with-
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drawn and canceled before the end of the year 1897, which left 
only 112,000,000 outstanding. When this.was accomplished, the 
value of the paper florin became very nearly equal to gold of 
the new standard. 

British India. After many struggles with the double standard, 
the single standard of silver was established in British India in 
the year 1835, the unit of value being the rupee. Before 1873 
this coin was worth about Is. 100d., but was usuaJly reckoned 
as the equivalent of 2s., or 48 cents, the price of silver being 
about GOd. per ounce. With the gradual growth of commerce 
the inconvenience of silver, on account of its bulk and weight, 
became oppressive. Hence as early as 1859 the commercial classes 
of the country began to urge the government to adopt the gold 
standard, with silver as subsidiary, but nothing was done until 
1893. 

On June 21, 1892, the government of India transmitted to the 
home government a report and plan for currency reform prepared 
by Sir David Barbour, financial secretary of India. In this report 
it was considered. impossible to establish in India a currency 
composed entirely of gold; yet the example of France and of 
other countries, which had the gold standard but maintained a 
large circulation of silver of full legal tender, pointed to the con­
clusion that the gold standard could be established in India 
without a large accumulation of gold~ Sir David avowed himself 
a bimetallist in principle, but in the event of a failure of the 
Brussels Monetary Conference he thought that an attempt should 
be made to establish the gold standard in India. The government 
of India requested permission to discontinue the coinage of silver 
for private persons. The subject was referred to a committee of 
seven, of which Lord Herschel was chairman. The committee's 
labors extended over a period of seven months. On May 31, 1893, 
it recommended that the request of the government of India for 
permission to close the mints against silver be granted, the right 
to coin rupees on government account being retained. In order, 
however, to guard against any sudden and large advance in the 
value of the rupee on account of its scarcity, it was recommended 
that the government should announce that it would give rupees 
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for gold at the rate of 16ci. per rupee and would receive gold for 
taxes at that rate. The recommendations of the committee were 
approved by the home government and were promulgated by the 
government of India. on June 26, 1893. The first effect of the 
closing of the Indian mints was a heavy faIl in the price of silver. 
The price at the beginning of June, 1893, W88 38id. per ounce. 
After the announcement W88 made, it fell to 27!d. The price of 
rupees fell gradua11y to 13d., but rose during the next five years 
to 16ci. As the quantity of 'rupees in circulation could not be 
increased, they began to have a "scarcity value." In other words, 
the demand for them, owing to the growth of business, exceeded 
the supply and raised the price to 16d. 

In March, 1898, a committee of thirteen, with Sir Henry H. 
Fowler, M.P., at ite head, W88 appointed by the AngIo-India.n 
government with a view to the completion of the policy initiated 
in 1893. The committee made a report July 7, 1899. It said that 
it W88 deemed important to assure the world that Inc:l4\ was not 
to take any backward step from the position a.Irea.dy assumed. 
Evente had been, on the whole, propitious since 1893, the value 
of the rupee having risen by reason of ite scarcity to 16d. and 
remained stable within the ordinary fluctuations of exchange. 
Inasmuch 88 the public had come to regard 16d. 88 the par value 
of the rupee, and since business had adjusted iteeH to that ratio, 
it was deemed best to maintein it. 

Gold was made legal tender in India. by Act 22 of 1899, at the 
rate of fifteen rupees to the sovereign. In the budget statement 
issued at Calcutta in March, 1900, it was said that the govero­
ment had accumulated upwards of £8,000,000 in gold. The 
etendard actually adopted W88 not the complete gold standard, 
but the gold-exchange standard. 

Japan Adopts the Gold Standard. Before 1897 Japan had the 
double etendard in law but the single silver etendard in practice. 
She had been under the regime of irredeemable paper from 1873 
to 1886. In the latter year she had resumed specie paymente in 
silver. The decline in the price of that metal and the consequent 
disturbance of the foreign exchanges induced the government, in 
1893, to appoint a commission to make inquiries conceming the 
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coinage system and the monetary standard. This commission 
remained in session twenty-two months. It made its report in 
July, 1895, a majority of the members recommending the adoption 
of the single gold standard. 

The war between China and Japan took place the same year, 
and the Chinese indemnity fund, equal to £38,000,000, put in 
the hands of Japan the means to carry this monetary reform into 
effect with very little delay. It was stipulated in the treaty of 
peace that the indemnity should be paid in London in English 
money. The law to carry the reform into effect was passed in 
May, 1898. 

At that time the market ratio of silver to gold was about 32 to 1. 
The gold yen of the old coinage was in cireulation as commercial 
money and was worth about double the value of the silver yen. It 
was decided to make the gold yen the unit of value, and to make it 
approximately equal to the value of the silver yen at that time. 
For convenience in reckoniI!g, and in order to keep the gold yen 
of the former coinage in circulation, the new yen was given ex­
actly one half the metallic content of the old one. The fineness was 
nine tenths. The weight of the ten-yen piece was 8.3333 grams, and 
its value was $4.98. The gold pieces authorized to be struck at the 
mint were those of 5, 10, and 20 yen.) All gold coins were made 
unlimited legal tender, the old yen to circulate at double the value 
of the new. 

Russia Adopts the Gold Standard. Russia suspended the coin­
age of silver for private persons on September 9, 1876. Before that 
time she had had the single silver standard nominally, but had 
been under the regime of irredeemable paper. This paper was 
quoted in terms of gold in all transactions of any magnitude. In 
other words, gold was in practice the standard of the Russian mer­
cantile classes. The value of the legal-tender notes was measured 
in it from day to day. The gold imperial was in eireulation as com­
mercial money. Its normal value was 10 rubles 30 kopecks in 
paper. When the price of silver had declined 80 that 10 rubles 
30 kopecks of paper would buy silver bullion which would yield a 
greater sum, by coining at the mint, the government 8U8pended the 
free coinage of that metal and set its face toward the gold stand-
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a.rd. Various steps were taken to this end at different times during 
the succeeding twenty-three yea.rs. They cu1min&ted in the !s.w of 
June 7 (19), 1899, by which the gold standard was definitely 
adopted. . 

It was decreed that the ratio between the old currency ruble 
and the new gold ruble should be as Ii to I, and that this rating 
should apply to aJI. past contracts, public and private. A person 
owing 150 rubles could pay the debt with 100 rubles after the re­
sumption of specie payments, but these would be gold rubles. 
This act was severely criticized, as though it were equivalent to 
repudiation of one third of all debts. On the contrary, if the single 
silver standard had remained in force, all debts would have been 
se&led down 50 per cent or more, instead of 331 per cent. A debt 
of 150 rubles could in that esse have been paid with 75 gold rubles 
or less. 

The gold ruble was made the monetary unit of the empire, con­
taining 17.424 doli (about 12 grains) of fine gold. The amallest 
gold coin, however, was the five-ruble piece, containing 87.12 doli 
(59.7413 grains) of fine gold. Gold pieces of 5, 71, 10, and 15 
rubles were to be struck. The imperial, of 15 rubles, was equal to 
$7.718. All gold brought to the mint either by the government or 
by private individuals was to be coined. The standard of fineness 
was nine tenths. Gold coins were legal tender without limit. 
Silver and copper were coined only for the government. Silver 
rubles and half and quarter rubles were legal tender for 25 rubles 
in one payment. Smaller silver and copper coins were legal tender 
for 3 rubles only. The ruble was divided into 100 kopecks. The 
smallest silver coin was 5 kopecks. 

Mexico adopted the gold standard in 1906. 
International Monetary Conferences. During the last quarter 

of the nineteenth century three international oonferences were 
held, the declared object of whose promoters was to secure the 
adoption of bimetallism, or the double standard, by the nations 
partioipating. They were held in the years 1878, 1881, and 1892 -
the first and second at Paris, the third at Brussels. The first and 
the third were called at the instance of the United States; the 
second, at the instance of the United States and France jointly. 
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All of them failed to agree upon any plan to accomplish the object 
sought. Notwithstanding these repeated failures, President 
McKinley, in 1897, appointed a commission of three persons, of 
whom Senator Wolcott of Colorado was the chief, to visit Eu­
rope and endeavor to promote international bimetallism in some 
form. The commissioners met with some encouragement in 
France. They then went to England and sought to secure the 
aid of the Salisbury ministry, who at first seemed inclined to c0-

operate; but when facts of the negotiation became generally 
known, the business community both in the United Kingdom and 
in India protested so strongly against it that the whole project 
was' abandoned. 

The first essential of an international agreement would be to 
express in figures the legal ratio between the two metals; yet none 
of the conferences ever progressed so far as to discuss that subject. 
Any considerable deviation of the agreed ratio from the market 
ratio would bring powerful countervailing forces into play. If 
gold, for example, were artificially cheapened, less gold would be 
mined and greater quantities would be used in the arts, while the 
contrary effects would be felt in the production and consumption 
of silver. 

Obstacles to Bimetallism. The great obstacle to international 
bimetallism lies in the preference of mankind for gold money over 
silver money. If this preference did not exist, no international 
conference would be needed in orderto put silver on an equal foot­
ing with gold. Even the most elaborate system of exchanges 
through banks and clearinghouses leaves a residuum of payments 
to be made by the transfer of metal, and here the question of 
weight becomes decisive. A bank which has to receive $1,000,000 
of metal will always prefer, say, 4000 pounds of gold rather than 
140,000 pounds of silver. It can afford to pay a premium for gold 
equal to the difference in the cost of handling and storing the two 
masses. The earliest sign of a premium on gold, after a bimetallic 
agreement had been made, would render the agreement itself 
inoperative. 
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THE GoLD STANDARD SINCE 1914 

Before the beginning of the World War in 1914 the major 
countries of the world were, so it was assumed, anchored safely 
to the gold standard. Many economists believed that the problem 
of the monetary standard had finally been settled. After a long 
period of struggling with silver, bimetallism, and gold the world 
had definitely cast in its lot with gold. 

The spectacular events of the last twenty years have shown 
how naive it was to regard monetary st&nd&rds as no longer a 
question of debate. In many universities less and less attention 
was being paid to the history and theory of bimetallism. But in 
1933, 1934, and 1935 bimetallism was again an issue of para­
mount importance, as it had been in the eighteen-nineties. 
When the Gold Standard Act was passed by Congress in 1900, it 
was stated frequently that bimetallism and "16 to 1" were dead 
and buried. William Jennings Bryan, the great political sponsor 
of a return to free coinage of silver, had been decisively defeated 
in his campaigns for the presidency, and free silver had apparently 
passed from the scene.' 

During the World War all the warring nations and the majority 
of the neutral countries abandoned the gold standard. For a 
dozen years after 1914 most of the world was on iI.n inconvertible 
paper-money basis. One comment must be made at this point 
which may seem to be superfluous. A' number of people believe 
that if a country abandons gold it automatically reverts to a 
silver standard. This, of course, is not true; the standard in 
most countrieS during the war and for some years following was 
a paper standard - the paper pound, the paper mark, the paper 
franc, ete. 

I One eoonomiat did not BIIccumb to the idea that bimetallism was .. 
defunct isoue. The undersigned W88 an undergmduate otudent in the cIaeaea 
of PIOfOO8Ol" E. W. Kemmerer in 1915. In notee taken during .. lectw:e on 
bimetallism appearo tbis otatement of PIOfeesor Kemmerer'.: .. It is widely 
believed that bimetallism is no longer a queetion of eoonomic importance, but 
if we again experience a period of rapidly falling pri ... I ohould not be our­
prised to ... bimetalliem again beco~e .. ~r iBoue." - C. S. T. 

~"h'.....,. .... ""-..'<-"'_ .. 

·~~··l 
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The Return to Gold. Soon after it entered the war in 1917, 
the United States placed an embargo on the exportation of gold 
and stopped free redemption of its currency in that metal. Gold 
could be secured in emergencies where the evidence of great 
necessity was clear, but it was made a test of patriotism not to 
ask for gold. The United States therefore was for a time practi­
cally off the gold standard. Wben, in 1919, it removed the 
embargo on gold exports and resumed the free redemption of its 
currency in gold, it was definitely back on gold. Lithuania and 
Latvia adopted gold in 1922. Germany, after its disastrous 
experience with paper-money inflation from 1920 to 1923, re­
turned to a form of the gold standard in 1924 under the provisions 
of the Dawes Plan for reparation payments. Sweden and Hungary 
also returned in 1924. England, Holland, and Austria followed 
in 1925; Finland and Belgium, in 1926; Denmark, Czechoslo­
vakia, Poland, and Italy, in 1927; France and Norway, in 1928. 

Many of these countries, during their inconvertible paper­
money regimes, had experiences of a tragic nature.' The German 
inflation period (described by Professor Frank D. Graham as 
"hyperinflation") was the worst. So many paper marks had 
been issued that in November, 1923, it took four trillion of them 
to buy one American dollar. Previously a mark had been worth 
23.8 cents in American money. The rise in prices in Germany 
was so great that many persons who had retired on fixed incomes 
from investments and pensions found late in 1923 that their 
entire yearly income would not buy food for one meal. 

Austria, Poland, and a number of other central-European 
countries underwent similar experiences, though not to such a 
serious degree. In 1925 it looked as though France would follow 
the path of Germany. The franc declined in the foreign-exchange 
market from a prewar value of 19.3 cents in American money to 
approximately 2 cents. Only by a heroic struggle under the 
Poincare government, which increased taxes, reduced expendi­
tures, and balanced the budget, was the franc finally stsbilized 
in 1926. It was necessary, however, to reduce the gold content 

, These have been grapbicaJJy portrayed by John Parke YoUDg in E __ 
Currency and Fioo1lOJ (Government Printing Office, Waabington. D.C.). 
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of the franc to an equivalent of 3.92 cents. InBation in Belgium 
and Italy had likewise been so great that they also devalued, 
Belgium creating a new unit, the belga, equal to 13.9 cents, and 
Italy reducing the lira to 5.26 cents. The Belgian and Italian 
units had, before the war, both been worth the same as the 
French, 19.3 cents. Had not Belgium established a new unit, 
her franc would have been worth only about 2 cents. England 
had suffered only a slight depreciation (the pound reached $3.19 
early in 1920) and returned to the old par of $4.8665 in 1925. 
Most of her dominions BOon followed her to the gold-bullion 
standard. 

After such suffering it is not to be wondered that these coun­
tries felt the gold standard offered a safer haven than paper. 
John Maynard Keynes, the well-known British economist, had 
favored a return to gold in 1922, but suddenly reversed his position 
and appeared in 1923 as an ardent advocate of a managed paper­
currency standard, managed for the purpose of stabilizing prices. 
His advice, however, was not heeded. In one respect it should 
have been. He argued that if England chose to return to gold, 
it should not attempt to regain the old figure of $4.8665 for the 
pound sterling but should devalue. 

It is now generally agreed by most economists that the long 
depression experienced by England following the war was due 
largely to the rise in the value of the pound to the prewar par. 
This made it difficult for foreign countries to buy as much from 
England as formerly, and some of her most important export 
industries suffered. Had England been able to lower her costs of 
production sufficiently, in order to quote lower prices, she might 
have been able to offset the rise in the price foreigners had to pay 
for the pound. But this she seemed unable to do. 

The Gold Standard again Abandoned. It is a sad commentary 
upon the ability of the human race to manage its monetary stand­
ards with intelligence that, within three years of the time a return 
to gold was, it was thought, successfully accomplished, many of 
the leading nations were again forced to abandon it and revert to 
paper standards. We are not now passing judgment upon gold as 
a monetary standard. We ~ Rot cla.iminp; here that the gold 

:, ._' 
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standard is unworkable and must be superseded by another. Some 
very able economists hold this view. Others claim that the trouble 
is not with gold, that the gold standard can operate successfully 
only under certain specified conditions, and that the world during 
the confused postwar years was not willing to take the necessary 
steps to insure the successful functioning of that standard. They 
further argue that it would have been impossible for any standard 
to stand up under the stress and strain of a depression as severe 
as that which began in 1929. This has been discussed at length in 
the preceding chapter. 

By midsummer of 1931 it began to appear as if the bottom of 
the depression bad been reached. The rapid downward descent 
seemed to have stopped, and many authorities were gradually be­
coming convinced that the next movement would be upward. 
How far international political influences, especially the financial 
adventures of France in central and eastern Europe, were responsi­
ble for what happened next is hard to say. Whether France was 
attempting to create a financial situation which would force Eng­
land to line up again with her, politically, and thus brought on the 
crisis of 1931, cannot be proved until the truth is revealed. Cer­
tain facts seem to be clear, and we can relate them. 

The German SituaJ.ion. By 1929 it was realized that the Dawes 
Plan needed revision. The burden of reparation payments placed 
upon Germany was heavier than she could pay with ease. So long 
as she could borrow substantial swns abroad, as she did from 1925 
to 1928, the transfer of these payments.used little difficulty, be­
cause these loans created the necessary supply of foreign exchange. 
By 1928 Germany had recovered, economically, to an amazing 
degree. In 1929 her ability to borrow abroad began to diminish. 
A 1arge portion of the loans bad been advanced by the United 
States, but with the apparent chance for greater earnings in the 
stock market Americans were not so eager to lend abroad. This 
may have been the blow that knocked the props from under 
world prosperity. 

In any Case, the Young Pian superseded the Dawes Pian, and 
Germany's payments were lessened. Had the United States been 
willing to reduce the war debts, the money it lent to the Allies' 
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during the war, Germany's reparation payments would probably 
have been reduced still more. But the United States was obdurate 
and refused to live up to its responsibilities as a creditor nation. 
It demanded payment, but kept its tariff high, so that the ability 
of foreign countries to pay was decreased. Had it understood 
better just how international debts are paid, much of the subse­
quent difficulty might have been avoided. Such payments are 
accomplished by shipping commodities, performing services, or 
shipping gold. 

The United States had accumulated a billion dollars' worth of 
gold during the war and over another billion in the years following. 
During the first two years of the depression it added to its stock, 
until in the late summer of 1931 it had almost five billion dollars 
of gold, the largest amount ever accumulated by anyone coun­
try in the history of the world. France accumulated approxi­
mately three billion. Had the United States been more willing to 
receive payments in goods of its war loans and of interest on its 
subsequent private loans of over ten billions, this maldistribution 
of the world's gold supply might not have occurred. This maldis­
tribution, itself caused by one-sided balances of payments, was 
partly responsible for the world collapse of 1929. 

TM lnternol:ional Financial Crisis oj 1981. The severe inter­
national banking and financial crisis of 1931 was ushered in by the 
failure in May of the Credit-Anstalt, the famous Rothschild­
controlled bank in Vienna. The banking panic spread shortly 
from Vienna to Berlin, resulting in the failure of the Darmstaedter 
und National Bank. This bank, called for short the Danat Bank, 
was one of the four large German" D" banks (whose names began 
with D, such as the Dresdner, the Deutsche, the Disconto­
Gesellschaft). A bank holiday was declared similar to that of the 
United States in March, 1933. International oonfidence thus re­
ceived a tremendous shock, and panic swept from one financial 
center to another, with disastrous results. President Hoover de­
clared a moratorium on war-debt payments in a frantic gesture 
to help the situation. 

It was rumored that the Bank of England had lost heavily in 
the failure of the Credit-Anstalt. It was also rumored that Eng-

. ~ 
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land had advanced money to this bank in opposition to the wishes 
of France, since France desired to penalize Austria for the attempt 
to form a customs union with Germany earlier in 1931. Whether 
France deliberately provoked the crisis in Vienna and Berlin by 
withdrawing funds from these centers, as a mode of punishment 
for announcing the Anschlus8 (the customs-union agreement) with­
out consulting her, cannot be definitely decided. The accusation 
has, however, been frequently made. Whatever the 80urce or 
origin of the panic, it next swept from Berlin to London. 

Ever since Eng1and's return to gold in 1925 the Bank of Eng­
land had maintained a slender gold reserve equivalent to about 
$600,000,000. Foreign banks and financial institutions, in 1931, 
had on deposit in London sums considerably in excess of this. 
With suspicion aroused as to England's financial condition and 
her ability to maintain the gold standard, these deposits began 
to be hurriedly withdrawn. What actuaJIy happened was an 
international run on the Bank of England. To meet these de­
mands England drew down her foreign balances, and borrowed 
$650,000,000 from the United States and France. It was soon 
exhausted. The Bank of Eng1and paid out in aJI nearly $1,000,-
000,000; still the panic did not subside. Finally, in September, 
1931, to avoid the loss of more go~the Bank of Eng1and ceased 
paying it out, and again England was off the gold standard. Most 
of the British Empire followed her (Australia having already gone 
off in 1930), and shortly the Scandinavian countries and a number 
of South American countries joined "hat became known as the 
paper-sterling group (the sterling area). 

Those who assert that the crisis was deliberately provoked by 
France, without realizing how far it would go, should remember 
how quickly France came to the aid of the Bank of Eng1and at the 
height of the crisis by sharing with the United States in the 
$650,000,000 advanced to stem the tide. With Eng1and off gold 
the pound depreciated in the foreign-exchange markets. The 
Bank of France had built up large deposits in the Bank of England 
at $4.8665 to the pound. The value of these deposits promptly 
declined, 80 that if they were withdrawn they would be converted 
into a much smaI1er sum in francs than it had cost to create them. 
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The depreciation suffered was so large that the Bank of France 
lost an amount equal approximately to its entire capital and sur­
plus. The government of France was forced to come to the rescue 
of the bank, temporarily, and advance it enough to restore its 
impaired capital. Does it seem logical, therefore, to accuse France 
of willfully creating such a situation? 

Trouble was not yet over. England having been driven from 
gold, it was whispered in internatioual financial circles that the 
United States would be next and that foreign money on deposit 
there should be withdrawn. How that rumor began will probably 
never be known, but it was effective. A run developed on the 
United States, and nearly $400,000,000 was exported from the 
country in the month of October. Never had such a sudden 
flight of gold from the United States been experienced before. 
It stopped temporarily in November, but not until another 
severe shock had been given to the delicate financial and credit 
structure not only of the United States but of other countries 
also. The whole episode reveals how panicky the situation had 
become, with short-time capital, deposits, and gold jumping like 
grasshoppers from one world banking center to another. 

The Crisis in tk United Stai.e8. The hoarding of currency, 
which had already begun in the United States, promptly increased 
as depositors became more and more frightened. Over five thou­
sand American banks had failed between 1920 and 1929, even 
before the depression began. Part of these failures were due to 
mismanagement, some to dishonesty; many came beeause too 
many banks had been created (more than the communities could 
support). A large number of banks had advanced excessive loans 
on farm mortgages before and during the war, so that when 
agricultural prices declined sharply in 1921, and stayed down, 
many of these loans could not be repaid. What happened was 
somewhat in the nature of the collapse of an economic system 
based largely on agriculture. American agriculture shared but 
little in the widely heralded industrial prosperity of the later 
nineteen-twenties. 

The collapse of the Florida land boom in 1926 caused additional 
havoc. The failure of the Manley-Whitham chain banking system .. 
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in Georgia in that year carried down a hundred and twenty-five 
banks in one group. The industrial centers paid little attention 
to the fact that in 1926 nearly a thousand American banks closed 
their doors. This was a year which was supposed to have been 
unusually prosperous! 

In 1930 the industrial centers began to notice the first signs of 
the oncoming general breakdown of the American banking sys­
tem. In that year over thirteen hundred and fifty banks closed 
their doors. Currency hoarding began in earnest in 1931 as de­
positors became frightened, money in circulation passing the 
five-billion-dollar mark in August. Part of this increase was, 
however, due to the fact that bank failures were compelling 
more and more communities to go on a cash basis. After the 
fear engendered by the world crisis in the late summer of 1931 
the circulation figure rose by half a billion dollars. Nearly 
twenty-three hundred banks closed during the year. A slight 
respite came in 1932, from the point of view of hoarding, there 
being only a slight increase during the year. Bank failures 
in 1932 fell to fourteen hundred and fifty. 

The departure of England, and of other countries who followed 
her, from gold stopped the perilous downward spira.l of deflation 
in the majority of those countries •. But the United States and 
other countries remaining on gold experienced a gradual deepening 
of the depression. Early in 1932. withdrawal by foreign banks 
of their deposits in American banks started another extensive 
outward flow of gold. As a result, from January to July, over 
$600,000,000 of that metal was lost. In the eight months following 
England's abandonment of gold, over $1,000,000,000 in gold had 
left the country. Part of this flight was caused by the fear of 
American citizens who were moving funds to countries where they 
thought :their money would be safe. Of this sum over $700,000,000 
went to France. Of the remainder approximately $100,000,000 
went to Belgium, $135,000,000 to Switrerland, and $150,000,000 
to Holland. 

Worry began to develop over the thought that the free gold 
in the Federal reserve banks was insufficient. Consequently the 
Glass-Steagall Act of February, 1932, permitted the substitution 
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of goveminent bonds for commercial paper behind Federal re­
serve notes. The government also, through the Federal reserve 
banks, Iaunched an extensive government bond-buying campaign, 
"open-market operations." By midsummer of 1932 considerable 
fear began to be felt in responsible circles as to whether or not 
the United States could remain on gold. The tide, however, 
turned, and in the last four months of 1932 and January, 1933, 
it regained nearly $300,000,000. It should be remembered that 
all these figures are given on the basis of the old price of gold, 
$20.67 an ounce. The new price, established in January, 1934, 
is $35 an ounce; therefore on the new basis all the quoted figures 
would be larger by 70 per cent. 

The United States S'Il.8pe1Il18 GoUl. Payments. Late in 1932 the 
bauking crisis had become so acute in many parte of the United 
States that partial holidays were declared in several Western 
states. The continued downward movement of prices and business 
had wrecked a large portion of the value of the assets behind 
bank deposits. As banks closed and receivers were appointed to 
liquidate their assets, this threw on the market large amounts 
of bonds and mortgages held in the portfolios of the closed banks. 
Naturally the forced sale of these assets drove down the value or 
quoted prices of similar securities held by the banks remaining 
open. In turn many of these were forced to close, because the 
depreciation of their assets rendered them insolvent; that is, 
they could not payout their deposits on demand. 

The Reconstruction Finance Corporation was created early in 
1932, partly to aid the banks which were in difficulties. Large 
advances were made to them, which kept many of them open, 
but so much collateral was required in a number of cases that they 
eventually found their position weakened still further. Members 
of the Federal Reserve System oould borrow from their regional 
Federal reserve bank if they had collateral which was eligible for 
such a purpose. But there was a scarcity of eligible paper: The 
continued decline of rea1-estate values was also playing havoc with 
those banks which had lent heavily upon this type of security. 
The attempt to force excess reserves upon member banks by 
means of the daring open-market bond-buying campaign of the 
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Federal reserve banks was unable to stop the oncoming dehaele, 
although it may have delayed it. 

Matters were brought to a head by serious banking difficulties 
in Detroit. On February 14, 1933, the governor of Michigan 
proclaimed a state-wide bank holiday. Eleven days later the 
governor of Maryland did likewise. Other governors shortly fol­
lowed their example, until by the end of the month a large portion 
of the country either had no banks open or was doing a banking 
business upon a narrowly restricted basis. The tremendous in­
crease in currency-hoarding was making a breakdown inevitable. 
During the ten days preceding March 4 over $1,500,000,000 in 
currency was paid out by the Federal reserve banks, over half 
of it on March 2 and 3. The ratio of gold to notes and deposits 
in the Federal reserve banks was dropping to the legal minimum ; 
in the Federal Reserve Bank of New York it went below this 
minimum. On March 4 Governor Lehman declared a holiday in 
New York State, and two days later President Roosevelt pro­
claimed a national holiday for the entire country, forbidding at 
the same time the exportation of gold and the paying out of gold 
by the government or the banks. We therefore actually dropped 
the gold standard on March 6, although 'it was not officially 
announced that we had done so until April 19. 
~ Between March 6 and April 19 the dollar remained relatively 
stable (probably because of exchange control), but on the latter 
date it began to depreciate rapidly in the foreign~xchange 
markets. Speculation, which had been rife in the exchange 
markets since the fall of 1931, now promptly began to affect the 
American dollar. Owing to it and other factors, by October the 
franc (which was still on a gold basis) had risen from 3.92 cents 
to 5.8 cents. This meant that, in comparison with foreign gold 
currencies, the dollar had depreciated by almost a third. The 
pound sterling rose from approximately $3.45 to $4.60 during the 
same period. 

Monetary Legislation of 1933-1934. Mter the banks had been 
opened under the provisions of the Emergency Banking Act of 
March 9, 1933, the demand beeame insistent that certain steps 
should be taken in the monetary field to cure the depression. The 
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silver group was caIling for a return to bimetallism. The voice of 
the Reverend Father Charles E. Coughlin of Detroit was heard 
every Sunday afternoon by hundreds of thousands of radio lis­
teners. His bitter criticism of the gold standard and his advocacy 
of broadening the monetary base to include both gold and silver 
had a profound effect. There was enough truth in his comments to 
give a stimulus to the movement to revise our monetary system. 
The addresses of Father Coughlin were reminiscent of the speeches 
of William Jennings Bryan nearly forty years before. It became 
evident that, for political reasons, some action must be taken. 

The Farm Relief Act, which created the Agricultural Adjust­
ment Administration, became law on May 12, 1933. To it Senator 
Thomas of Oklahoma had successfully added certain provisions 
which have since become famous as the Thomas Amendments. 
Fortunately, however, instead of making these monetary provi­
sions mandatory, the act gave to President Roosevelt large dis­
cretionary powers. It was due to the keen political sense of the 
President that such wide authority was 'Placed in his hands in­
stead of his being forced to take definitely prescribed steps. This 
measure has come to be termed the InHation Act of 1933. 

1. The Thomas Amendments gave to the President the power 
to urge the Federal reserve banks to buy government bonds to an 
amount not exceeding $3,000,000,000. This was merely making 
use of the existing right of the reserve banks to buy such bonds, a 
right conferred by the open-market-operations clause of the Fed­
eral Reserve Act. The reason for this section of the Thomas 
Amendments was that it was believed that this buying would re­
suit in an increase in the reserves held by the member banks in the 
Federal reserve banks. When reserve banks bought bonds from 
member banks, the latter would be paid by receiving a deposit to 
their credit in the reserve banks. As the bond-buying continued, 
it was expected that the deposits of the member banks in the re­
serve banks would become so large that the former would endeavor 
to increase their loans to industry, so that these deposits would not 
be idle. The reserve banks do not pay interest upon such deposits. 
In other words, the policy was to force surplus reserve deposits 
upon the member banks in the hope that these banks would be 
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impelled to expand their loans to customers. This was deemed to 
be necessary to bring about economic recovery. 

There was nothing revolutionary about this. The reserve banks 
had engaged in such open-market operations for years, buying at 
some times and selling at others. Already the policy had been ex­
tensively followed from February to August in 1932, after the re­
serve banks had been given authority, under the Glass-Steagall 
Act of February '1/7, 1932, to include government bonds among 
the legal reserves behind Federal reserve notes to an amount not 
exceeding 60 per cent of such reserves. Between these months in 
1932 the reserve banks bought approximately $700,000,000 of gov­
ernment bonds. The surplus reserves of the member banks soon 
increased by several hundred million dollars. Whether this was 
responsible for the stopping of deflation and the slight recovery in 
the fall of 1932 is a debatable point. Most of these surplus reserves 
disappeared quickly in the panic days of early 1933, when member 
banks were forced to withdraw these deposits in the form of cur­
rency to meet the frantic demands of their frightened depositors. 

The Thomas Amendments therefore merely gave the President 
the right to urge strongly upon the reserve banks another bond­
buying campaign similar to but much more extensive than that of 
1932. As a result the reserve banks again began to buy bonds and 
continued to do so during the remainder of 1933 and early 1934. 
The surplus reserves of the member banks mounted rapidly, until 
by the early summer of 1934 they approached the spectacular 
figure of almost $2,000,000,000. Commercial bank loans, how­
ever, did not increase. Commercial bank investments showed 8 

steady gain, since the member banks continued to buy government 
bonds themselves because of their hesitancy in placing funds else­
where and the relative scarcity of other high-grade investments. 
By the middle of 1934 the reserve banks held $2,000,000,000 in 
government bonds, and the member banks of tbe leading ninety 
cities had one third of all their loans a,nd investments in govern­
ment bonds. By eaa-ly 1935, 50 per cent of the national govern­
ment's debt was beld by the banks. 

2. The second provision of the Thomas Amendments was that 
if for some reason the President was unable to secure the co-
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operation of the reserve banks in bond-buying he could authorize 
the issue of $3,000,000,000 in United States notes (greenbacks) for 
the purpose of purobasing such bonds. Although strong pressure 
has been brought to bear upon the President, he has not yet exer­
cised his authority under this clause. 

3. The third provision authorized the President to devalue the 
American gold dollar by reducing its gold content by not more 
than 50 per cent. On January 30, 1934, after the gold-buying 
program described in the previous ohapter, this power was exer­
cised. The gold content of the dollar was reduced from 23.22 to 
13.71 fine grains. The price of gold was thereupon set at $35 an 
ounce, instead of $20.67. The President could have raised the price 
to $41.34 and reduced the gold content of the dollar to 11.61 grains. 

4. The fourth provision conferred upon the President the power 
to place the United States upon a double (bimetallic) standard of 
gold and silver. He could provide for the free and unlimited coin­
age of both gold and silver at any mint ratio deemed proper. To 
grant such broad authority to the President is indeed unusual in 
~ times, but this was in line with much of the New Deal legis­
iatlon. When it is realized that the President, during the life of 
this act, can suddenly declare that we shall again adopt bimetal­
lism, it can be seen that the group favoring bimetallism had indeed 
obtained widespread political support. It is, however, doubtful 
whether the majority of the Congressmen and Senators realized 
just what the Thomas Amendments might lead to. Possibly they 
believed that the safest policy was to place the authority in the 
hands of the President, hoping that he might never use it. 

5. The final section permitted the payment of a portion of the 
war debts (up to $200,000,000) in silver. This was utilized by 
England and several other nations which made small token pay­
ments in 1933. 

On December 21, 1933, President Roosevelt issued a proclam~ 
tion ordering the purchase of newly-mined silver (really opening 
the mints to the coinage of silver with a 50 per cent seigniorage 
charge) at 64l cents an ounce to an amount of not more than 
24,421,410 fine ounces annually. On June 19, 1934, the Silver 
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Purchase Act authorizing the purchase of silver until silver stocks 
reached 25 per cent of the country's metallic reserves was passed. 
Under the authorization of this act President Roosevelt issued a 
proclamation on August 9, 1934, nationalizing all silver stocks ex­
cept coins. Those turning in such silver were to receive 50.01 cents 
an ounce. Up to the first of March, 1935, over 112,400,000 fine 
ounces had been so tumed in. 

The Gold Reserve Act of 1934 is discussed elsewhere in this 
chapter and in Chapter V. 

Gold-buying and Gold Devaluation.' In October, 1933, came 
the news that the govemment was to enter upon a definite policy 
of buying gold at a higher price than $20.67 an ounce. When Eng­
land departed from gold, she had permitted the establishment of a 
free market for gold in London. In this market gold could be 
bought and sold like any other commodity for paper pounds. By 
comparing the price of gold in London with the price of the pound 
sterling in terms of the American dollar, a price of gold in terms 
of American currency could be determined. We had established 
no such market in this country, since all gold was ordered to be 
turned in to the United States Treasury", • 

In a radio address, on the evening of October 22, President 
Roosevelt announced that he was going to establish a market for 
gold and buy newly mined gold through the Reconstruction Fi­
nance Corporation at a price to be fixed from time to time. In 
this address he said: .< <>' 

I repeat what I have said On many occasions, that ever since last 
March the definite policy of the government has been to restore com­
modity price levels. The object has been the attainment of ouch B level 
as will enable agriculture and industry once more to give work to the 
unemployed. It has been to make poesible the payment of public and 
private debts more nearly at the price level at which they were incurred. 
It has been gradually to restore a balance in tbe price structure 00 that 
farmers may exchange tbeir products for the products of industry on B 

fairer exchange basis. It has been and is a\ao the purpose to prevent 
prices from rising beyond the point necessary to attain these enda •••• 

1 See the eection in the previous chapter on the gold-purchase program, 
p.l07. 
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No one who considers the plain facts of our situation believes that 
commodity prices, especi&lly &gricultur&1 prices, are high enough yet. 

Some people are putting the cart before the horse. They want a 
perIIl&IlOIlt rev&1uation of the doUar first. It is the government's policy. 
to restore the price level first. I would not know, and no one else can tell, 
just what the permanent v&1uation of the dolllU' will be. To guess at a 
permanent gold v&1uation now would certa.ioly require later changes 
caused by later facts. 

When we have restored the price level, we sh&ll seek to establish and 
maintain a doUar which will not change its purchasing and debt-paying 
power during the succeeding generation. I so.id that in my message to 
the American delegation in London last July. And I say it now once 
more. 

Because of conditions in this country and hecause of events beyond 
our control in other parts of the world, it becomes increasingly important 
to develop and apply the further measures which may be necessary from 
time to time to control the gold vaJue of our own dollar at home. 

Our doUar is now altogether too greatly influenced by the accidents 
of internationa.! trade; by the internal policies of other nations, and by 
political disturbance in other continents. Therefore the United Ststes 
must take firmly in its own hands the control of the gold value of our 
doUar. This is necesS&ry in order to prevent dolllU' disturbances from 
swinging us away from our ultimate goal, namely, the continued recovery 
of our commodity prices. 

The President then went on to describe the particular method 
by which he hoped to bring about the aims outlined above. He 
eontinued: 

As a further effective means to this end, I am going to establish a 
government IDIU'ket for gold in the United States. Therefore, under the 
clearly defined authority of existing law, I am authorizing the Recon­
struction Finance Corporation to buy gold newly mined in the United 
States at prices to be determined from time to time after consultation 
with the Secretary of the Treasury and the President. Whenever neces­
sary to the end in view, we shall aJso buy or sell gold in the world mlU'ket. 

My aim in taking this step is to establish and maintain continuous 
control. 

This is a policy and not an expedient. 
It is not to he used merely to offset a temporary fall in prices. We 

are thus continning to move towlU'ds a managed currency. 
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On October 24, the day before the gold-buying began, the price 
of gold in London, estimated on the basis previously described, 
was $29.74 an ounce. This meant that it took $29.74 in American 
paper dollars to buy enough British pounds sterling to purchase an 
ounce of gold in London. The first price fixed on October 25 by 
the Reconstruction Finance Corporation was $31.36. 

The official prices fixed on successive dates were as follows: 

October 26 
October'r1 
October 28 
October 30 
October 31 . 
November 1 . 
November 2. 
November 3 . 

$31.54 
31.76 
31.82 
31.96 
32.12 
32.26 
32.36 
32.57 

By November 10 the price was $33.20; by the 14th, $33.56. 
During this period the price was not changed every day. On 
November 21 the price was $33.76; on the 28th, $33.85; and on 
the 29th it was set at $33.93. Between December 1 and 16 it was 
steady at $34.01; from December 18 to January 15 it was un­
cbanged at $34.06. On January 16 the price was $34.45, where it 
remained until January 30, when the dollar was definitely devalued 
and the new price fixed at $35 an ounce. 

In lending his support to gold buying in this manner the Presi­
dent revealed that he had been won over to the theory that the 
prices of commodities depended upon the price of gold. The most 
prominent sponsor of such a theory in this country in recent years 
has been Professor Irving Fisher 6f Yale. More recently it has 
been expounded by Professors George F. Warren and F. A. Pear­
son of the department of agricultural economics at Cornell, the 
basis of their argument being developed in their book Prices. 

We cannot here go at great length into a discussion of this hy­
pothesis. We will merely summarize it, since we have already con­
sidered it in the preceding clu\pter. According to this doctrine, 
since a rise in prices in a gold-standard country means a decline 
in the purchasing power of gold, the purchasing power of money 
can be held within narrow limits by varying the gold content of 
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the basic monetary unit. For example, if prices f&!l, gold is rising 
in value, and the actua.! gold content of the dollar should be re-" 
dueed. H prices rise, gold is falling in value, and more gold must 
be added to the dollar content. This is c&!led the compensated, or 
commodity, dollar, which has already been discussed. 

A heated controversy has been waged over the validity of this 
doctrine. We will not dwell upon it further at this point; it is an 
oversimplified exp1an&tion of price changes except, perhaps, for 
certain basic commodities and raw materi&ls with an international 
market. Warren and Pearson assert, however, that the presence 
of an international market is not necessary. 

The great fall of prices after 1929 gave rise to a widespread 
belief that recovery could not be expected until prices &gain rose. 
At the bottom of the price decline in 1932 a study of an average of 
a !&rge number of wholesa1e prices revea.led that they were ap­
proximately 50 per cent lower than in 1929. This decline, it was 
believed, made it impossible to pay old debts which had been con­
tracted at the high price level. Low prices meant low incomes, and 
low incomes meant that the debt burden had become unsupport­
able. Therefore prices must, it was argued, be restored to a fig­
ure which would approximate the 1926 level, the level at which, 
it was estimated, most debts had been contracted. 

It may be doubted whether the President would have been won 
over to this view had it not been for its active sponsorship by the 
Committee for the Nation to Restore Prices and Purchasing 
Power. This committee was headed by a group of leading busi­
nessmen representing both industry and agriculture. Among the 
most prominent were Frank A. Vanderlip, former president of the 
National City Bank of New York, General R. E. Wood and Mr. 
Lessing Roeenw&!d of Se&rs-Roebuck, Mr. Vincent Bendix of 
Bendix-Aviation, and Mr. James H. Rand, Jr., of Ranington­
Rand. This group bee&me extremely active !&te in 1932 and 
c!&imed that the continuance of the depression was due to the low 
price of gold. Therefore they demanded that the price of gold 
must be raised at once to approximately $36. Since devaluation 
was accomplisbed in January, 1934, they have argued that the 
price of gold was set at too Iowa figure, because by that time other 



144 MONEY AND BANKING 

countries had raised the price of gold so much more. Therefore, 
later in 1934, the committee argued that the price of gold should 
be raised to the full legal limit, $41.34. They assert that the sud­
den decline in business following the spectacular recovery in the 
spring and early summer of 1933 was stoppedlby the inauguration 
of the gold-buying policy in October, and that recovery followed 
until we returned to gold at too Iowa price early in 1934. The 
decline from early 1934 to late in that year was laid to this fact.' 

The sponsors of the gold-buying program state that had it not 
been for the NRA, the AAA, and other features of the New Deal, 
the universal verdict would have been that the gold-price-raising 
policy was successful. They assert that other phases of the New 
Deal have prevented the United States from enjoying the full 
benefits of the rise in the price of gold. On this point, however, 
no one can speak with assurance, since so many factors are 
involved. 

There is now a growing feeling among economists to the effect 
that it was not necessary to abandon the gold standard in 1933, 
that devaluation and the abrogation by Congress of the gold 
clause in bonds and other contracts were unjustifiable. But 
economists have not always agreed upon monetary and banking 
policies among themselves. Therefore it is impossible to blame 
the government for accepting the conclusions of one particular 
group which had a definite program. To return now to the old 
mint par and reduce the price of gold again to $20.67 an ounce 
does not seem advisable, although many economists are advoeat­
ing it. To do so might lead to another catastrophic price decline 
and a lengthening of the depression;. The risk involved would be 
too great. 

1 In personal conversation with the undersigned, Proleaaor Warren atated 
that the launching of the gold-buying program in October, 1933, was directly 
due to the rapid decline in buoin ... activity from the peak reached in June 
of that y ...... -C.S. T. 
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CHAPTER VII 

BANK NOTES 

A bank note is a promise to pay a certain sum of money; it 
is issued by a bank and is generally accepted as if it actually were 
money. As a matter of fact, in most countries it usually is re­
garded as money. It differs from most other promissory notes 
in that it does not bear interest and is transferred by delivery, 
without endorsement. In the past, however, some bank notes 
did bear interest and pass by endorsement. Some governments 
have made bank notes full legal tender for all debts, public and 
private; others give them only limited legal-tender qualities­
that is, they are legal tender for certain purposes only. In the 
United States they have been fuIllegal tender only since June 5, 
1933. In some countries practically all the paper money in cir­
culation is notes issued by commercia), or central banks. In 
France, for example, the paper money is notes of the Bank of 
France, the central bank of that country. In other countries, 
such as the United States, bank notes are only one form of paper 
money outstanding. In Canada, before the act of July 3, 1934, 
establishing the Bank of Canada, the new central bank, paper 
money was of two kinds: (1) Dominion notes issued by the 
government and (2) notes issued by the ten chartered banks (the 
Iarge commercial banks with many nation-wide branches). In 
England it is Bank of England notes which form the chief type 
of paper money. 

Some years ago it was customary to say that a bank performed 
three functions: (1) to discount notes, drafts, and bills of ex­
change, (2) to receive deposits payable on demand or after a 
specified time, (3) to issue notes. It was, briefly, an institution 
with the three functions discount, deposit, and issue. How far 
modern banks have enlarged these functions will be described 

.146 



BANK NOTES 147 

later. For a long period it was believed that the right of note 
issue was a necessary power of a bank, that banking could not be 
profitable otherwise. This was true before deposit banking had 
expanded to its present scope in English-speaki:ng countries. It 
was thought that banks must be permitted to issue their own notes 
more or less freely, because when loans were granted the proceeds 
were· generally taken out in the form of notes. Even if the bor­
rower left the proceeds of tbe loan temporarily on deposit, when 
be wished to pay his bills he withdrew his deposit in notes. 

Checking accounts, now used on a wide scale, are a compa,ra,. 
tively recent development. On the continent of Europe today 
they are not universal. When 1\ law taxing notes of American 
state banks 10 per cent was passed in 1865, the majority of the 
state banks feared that they could no longer conduct banking 
profitably and transferred to national charters or liquidated. 
With the rapid development of the use of the check after 1870, 
many state institutions again began to be chartered. One reason 
why checks are so widely used in England and the United States 
is that certain limitations are placed on note issue. The practice 
of transferring bank deposits by check was therefore an innovation 
of great importance. 

Keynes on Bank Notes. In his celebrated book A Treatise on 
Money, published in 1930, John Maynard Keynes tr~ four 
stages in the development of bank notes.' In the first stage, he 
says, deposits held in a bank by an individual were really treated 
as an investment, and when money was needed it was withdrawn 
in the form of notes. In the second stage deposits had come 
partly to be a means of holding cash until needed, when they 
were turned into notes. When the third stage is reached, payments 
for business purposes are made largely by checks on deposits; 
notes are still used for wage payments and petty-cash holdings. 
In the fourth and final stage a large part of wage payments are 
made by check, and notes are used only for pocket cash and cur­
rent cash purchases. 

European countries on the Continent, says Mr. Keynes, are 
still only somewhere between the second and third stages. Great 

I A Treatia. OR Money, Vol. I, p. 40. Harcourt, Brace and Company. 
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Britain is in the third stage, but is apparently broadening its 
cbeck payments and diminishing its note payments, so that it 
can almost be said to be approaching tbe fourth stage. The 
United States is, he concludes, well advanced toward the fourth 
and final stage. How soon Continental countries will progress in 
this direction is difficult to say, but conservatism, tradition, and 
custom are such that change will probably be slow.' 

Origin of Bank Notes. The modem bank note is probably an 
outgrowth of the business promissory note and the warehouse 
receipts for gold and silver issued by the British goldsmith 
bankers in the seventeenth century. When money was left with 
the goldsmiths for safekeeping, they would give to the depositor 
a promise to repay an equal amount on demand. One such promise 
to pay follows : 

November 28, 1684 

I promise to pay unto ye Rt. honble. ye Lord North '" Gray or bearer 
ninety pounds at demand. 

For Mr. Francis Child'" myself 
Jno. Rogers 

1 The undersigned had an embarrassing experience while serving in France 
with the American army during the waf. He was stationed at one time in 
ChAteauneuf..aur-Cher, in central France, and WB8 custodian of the regimental 
mess fund. Purchases of food were frequently made at the open ... ir market 
in the public square, Bank of France notea being used for thd purpose. 
Bank of France notes come in different sizes, the smallest denomination at 
that time being only about one half the size of our present one-dollar bill, 
but as the denomination grows, the size of the note grows even more rapidly 
to aetnniBhing proportions. Finally, becoming tired of carrying such a bale 
of paper around with him, he decided to depoeit the notee in a hank and 
draw checks to make his payments. Since there was no branch of one of the 
great French hanks in ChAteeuneuf, he climbed aboard a train and, after 
enjoying the beautiful French countryside for two hours from the compart­
ment window. arrived in Bourges. There be promptly made his way to • 
branch of the Soci~te G~~ral. 

He approached a dignified official and, after some language difficulty, 
managed to oonvey the notion that he wished to make a depoeit. The prooess 
turned out to be a somewhat lengthy one, but finally the notee were safely 
deposited, and he WB8 given a receipt. Then he asked for a checkbook, which 
required another lengthy explanation. He was finally .. ked what he wanted 
one for, and the hank officials made it clear, politely but emphatically, that 
it WB8 a highly extraordinary request. He replied that he wisbed to write 
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The goldsmith bankers discovered that it was not necessary 
to keep the full amount of the money deposited with them for 
safekeeping on hand at all times, and they began to lend out a 
portion of it at interest. Originally they eharged the depositors 
for safeguarding their funds, but grsdually they began to pay 
interest to attract funds. The principle of partial reserve was 
soon developed, because only a small proportion of resdy cash had 
to be kept on hand to meet current demands, and modern banking 
was well under way. 

Some of the famous banks in Europe in the sixteenth and 
seventeenth centuries, such as the Bank of Venice (1587) and the 
Bank of Amsterdam (1609), also issued warehouse receipts for 
coin. But the first modern bank note - a bank's promise to pay, 
not fully covered by a specie reserve - was issued by the Bank 
of Sweden in 1656. When the Bank of England was chartered in 
1694, it was required to turn all its paid-in capital (about 
$6,000,000) over to King William, who needed money for his 
militaristic sdventures. In return it was given the king's promis­
sory note and upon this as security was permitted to issue its own 

checks to make some purch..... After the amazement of the officials moder­
ated somewhat, they informed him that it would be useless to write checks, 
since DO one would take them. Besides, he was told, he might write checks 
to a larger amount than the money he had in the bank. If he wanted money, 
all he had to do was to come to the bank and get it; that was what the 
French did. Since it did not seem feasible to .pend a 1arge part of hio time 
on the train traveling to and from Bourg .. , he then told the officials he had 
better draw it aU out again, which he did. If the officials had been amazed 
before, they were now dumfounded. After thio lengthy proceas was finished, 
the writer stuffed the notes in hi. money belt and departed in much con­
fusion, leaving the bewildered bank officials perplexedly diocussing with one 
another the curious ways of the ltcro.zy" Amerie&ns. 

Thio experience should not be taken to mean that checks are not used at 
all in France. In some of the larger citi .. weU-known and reputable firma use 
them to some extent. Tranofer of funds between cities is accomplished easily. 
If you wish to make a payment to someone in another City, you can ask your 
branch bank to make the transfer from your account to one your ereditor 
maintaina in the other city. Or you caD, if you have no deposit, give the 
branch some bank notes, pay a fee, and a transfer of funds will promptly 
follow. A similar method in Germany, called the "Giro" system, has been 
famous in the past for ito speed, safety, and efficiency. Other Continental 
oountriea use aimilar methods. - C. S. T. 
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notes to an equal amount. Thus began what really could be called 
a government-hond-secured bank hote. One of the early Bank 
of England notes follows: 

27 April 
J. V. 

I promise to pay to Mr. Daniell Denny or Bearer on demand the 
Summe of One Hundred and fifty pounds eight shill. and 8 d. - London 
the 24 day of January, 1699. 

For the Govr. & Company of the Bank of England 
John (Willie)' 

Many unfortunate ventures in bank-note issue followed the 
discovery of this device of issuing a bank's promise to pay, which 
came to be used as money, and was secured by only a partial specie 
reserve. This principle of keeping only partial reserves made p0s­

sible a large expansion of bank credit and bank-note issues, and in 
some countries specie reserves diminished to only a small per­
centage. Some early American state banks kept practically no 
reserves at all, and issued notes in profusion. 

One reference must be made at this point to Chinese history. 
Apparently the Chinese had a fully developed system of banking 
and bank-note issue several centuries before European countries. 
They also experimented with full speci8 reserves and partial 
reserves. 

The Currency versus the Banking Principi~ of Bank-Note Issue. 
The Bank of England, after a numbet of unfortunate experiences, 
was forced to secure all notes issued, except a small amount 
backed by government honds, pound for pound by gold. This was 
prescribed by the Peel Act of 1844, and was due to the fact that 
the severe crises of 1825 and 1837 were believed to have been 
caused partiy by the overissue of notes by British banks. As a 
result the Bank of England gradually came to have the monopoly 
of issuing hank notes. 

The Peel Act of 1844 was called a victory for the currency 
principle of bank-note issue. For years the question was widely 

1 Article by R. D. Richardo in the QuDrterZII J ournoloJ Bt:tmmnia, VoL XLI, 
p.399. 
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debated, the opponents of the. currency principle favoring the 
banking principle. Under the b&nking principle notes could be 
issued whenever the bank was ca.1led upon for cash, and full specie 
reserve was not required. It was argued. that only under such a 
practice could banking be carried on efficiently and properly; 
great rel.i&nce was p!&ced upon proper m&n&gemeIlt. It was 
further argued. that the currency principle, which permitted note 
issues only when an equal &mount of specie or other currency was 
deposited as full security behind them, and ma.de notes equivalent 
to specie or currency, p!&ced banking in a stra.i.t j&ei<et. Little or 
no e1asticity, a quality deemed highly necessa.ry in note issues, was 
penuissible. H a bank-note system was to be efficient and satis­
factory, it should provide for the expa.nsion and contraction of 
notes according to business and trade needs, espeeially seasonal 
needs. H such expa.nsion was impossible, there would be seasonal 
tightening of the money m&rket and great difficulties in times of 
crisis.. Before the passage of the Federal Reserve Act this was a 
common occurrence in the United States. 

It will be remembered that l&ek of elasticity was one of the 
chief charges brought against the bond-secured national-bank­
note currency in the United States before the establishment of 
the Federal Reserve System. Since the Peel Act of 1844 and the 
National Bank Act of 1863 provided for inelastic bank-note issues, 
Engl&nd and the United States secured elasticity for the banking 
system as a whole by developing checking accounts, which soon 
became widely used. An increase in bank IO&DS and investments 
as trade expanded led to an increase in deposits. In countries such 
as the United States, while individual banks may not create a l&rge 
proportion of their own deposits in this way, the banking system 
as a whole may and does. A loan made by one bank creates a 
deposit which may be checked &g&inst and the check deposited in 
another bank. The result of a loan by the first bank is to increase 
the deposits of the second. 

Typical ex&Dlples of bank-note issues of the banking type were 
the Ca.na.dian bank notes before 1935 and the Bank of France 
notes issued before the war. They were both elasti'l, backed by 
only a sma1l specie reserve, but were the first claim upon all the 

~, ,. , ",. 
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assets of the banks. They are known as a general-as8et bank-note 
currency. Probably, if bank management were extremely skillful 
and honest, a general-asset note currency would be preferable, as 
it would expand and contract with business requirements. But 
there have been so many disasters in the war and postwar years 
that the general tendency is away from the banking principle. 
France, for example, now requires a 35 per cent reserve against 
note issues, and most other European countries have placed 
greater restrictions upon note issues than before the war. The 
new Bank of Canada notes must have a reserve in gold or gold 
bullion of at least 25 per cent. The Canadian chartered banks 
no longer have the note-issuing privilege. 

Security behind Bank-Note Issues. Practice is not uniform 
throughout the world with regard to legal requirements of secur­
ity or backing for bank-note issues. The main objects have been 
to prevent overissue and to safeguard noteholders against loss. 
Before the Civil War in the United States the banks in many 
states issued notes on the banking principle with little specified 
reserve or specie behind them. The security which has been pre­
scribed in various countries in the past to provide for safety may 
be classified as follows: general assets, specie, bonds, commercial 
paper, and land. 

General A88ets. Behind this type of bank note there is usually 
no pledge of any specific kind of security. Sometimes, however, a 
small fund in specie is required to be placed with some govern­
mental or banking ~ency for the purpose of insuring prompt 
redemption. This is frequently described as the safety-fund 
principle. All the assets of the bank are really pledged as a body 
behind the notes, and the notes constitute a prior lien upon these 
assets. 

The prewar Bank of France note and the old Canadian bank 
note (before 1935) are .examples of this kind. In Canada there 
was a small safety fund established at Ottawa for purposes of re­
demption. Furthermore, the number of notes which a Canadian 
chartered bank might issue was, like the national-bank note in the 
United States, limited to the amount of the bank's paid-in capital. 
At specified times, such as the crop-moving period in the fall, a 
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bank might exceed this limit by 15 per cent of its capital and Sill'­

plus by paying a tax upon the excess at the rate of 5 per cent annu­
ally. In France the upper limit was set by parliamentary enact­
ment, but whenever the bank wished to increase its issue, it had 
little difficulty in securing the necessary approval. This was done 
a number of times during the war and is still the practice. The 
Bank of France has, nevertheless, generally maintained a very 
large specie reserve. . 

General-asset backing was used, in the early history of the 
United States, not only by the state banks but also by the first 
and the second Bank of the United States, the State Bank of 
Indiana (1834-1866), and other banks owned partly by the state 
governments. The Suffolk Bank of Boston (1818-1865) set up a 
central redemption agency by forcing the New England banks to 
maintain a balance with it for purposes of ·redemption or to pay 
their notes in specie upon presentation. Under proper and con­
servative management general-asset bank notes would probably 
be the ideal type, if a centralized redemption agency were 
maintained. 

Specie. Some banks are required to maintain a specie reserve 
of varying amounts behind notes that have been issued. As has 
already been mentioned, the Bank of England is permitted to 
issue a definite amount secured entirely by government bonds (its 
fiduciary issue). All above this must be secured, pound for 
pound, by gold; at the present time £260,000,000 of notes may 
be secured by bonds. The Bank of Norway may issue notes to 
the sum of 250,000,000 kroner in excess of its gold reserve. The 
Bank of Sweden is entitled to issue 250,000,000 kroner based on 
government securities (its fiduciary issue). In addition it may 
·issue notes equivalent to twice its gold reserve. The Bank of 
France must, since 1928, maintain a gold reserve of 35 per cent 
of its note circulation. The new Bank of Canada note requires a 
gold reserve of 25 per cent; a portion of the security above that 
amount may be in silver bullion purchased by the bank. The 
Bank of France and the Canadian notes are therefore no longer 
of the general-asset type. In Germany the Reichsbank must hold 
a reserve of 40 per cent against its outstanding notes. Three 
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quarters of this is in gold, and the rest in foreign exchange 
(Devisen), that is, bills of exchange and bankers' acceptances 
payable abroad. At the present time, however, this requirement 
is not strictly enforced, as the Reichsbank has practically no gold 
reserve left; this is due to Germany's financial difficulties and 
her attempt to maintain the mark at its gold parity in the foreign­
exchange markets. 

Against n;tional-bank notes there must be kept a 5 per cent 
redemption fund in Washington. Against Federal reserve notes 
the Federal reserve banks must maintain a gold (now gold­
certificate) reserve of 40 per cent, in addition to other prescribed 
security of commercial paper and (since February, 1932) govern­
ment obligations. 

Bood8. Reference to the use of government bonds as security 
behind Bank of England notes and the notes of the Bank of N or­
way and the Bank of Sweden has already been made. Under the 
free banking system established in New York State in 1838, a 
bank might be created under general law with the note-issue 
privilege, without a special legislative enactment granting a 
charter. U notes were issued, it was required that there be 
deposited with the state comptroller bonds of the United States 
government, of New York State, of other approved states, or 
mortgages on real estate. This was the first appearance of a 
bond-secured bank note in this country. " 

The national-bank notes are secured by United States govern­
ment bonds. They will be described in more detail later. The 
GlasHltesgali Act of February 24, 1932, permitted the substitu­
tion of government obligations for the 60 per cent commercial 
paper requirement behind Federal reserve notes. The Federal 
reserve bank note, which is quite different from the Federal· 
reserve note, is secured by government obligations. The Emer­
gency Banking Act of 1933 permitted, as a substitute security 
behind Federal reserve bank notes, commercial paper or hank 
aceeptances of the kind legal for rediscount at the Federal reserve 
hanks. U such security is substituted, however, Federal reserve 
hank notes can be issued only to 90 per cent of the estimated 
value of the collateral. 
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A portion of the security behind the new Bank of Canada note 
may be in government obligations of the United Kingdom or the 
United States with a maturity of not more than three months 
at the time of acquisition by the bank. 

Commercial Paper. The requirement that bank notes shall be 
backed, in whole or in part, by a specific pledge of commercial 
paper is a common one. The prewar German Reichsbank note 
was backed to the proportion of two thirds in this manner. 
However, notes in excess of an amount of 550,000,000 marks had 
to be secured completely by gold, or a tax had to be paid levied 
at the rate of 5 per cent yearly. . Now Reichsbank notes are 
backed by commercial paper to the extent of 60 per cent. Defi­
ciency in the prescribed reserves is, as in the case of the Federal 
reserve notes, penalized by a tax. The new Bank of Canada note 
may be secured in part by bills of exchange with a maturity of 
not more than ninety days. 

When the Federal Reserve Act was passed in 1913, it was 
provided that Federal reserve notes should be fully secured by 
commercial paper, that is, notes, drafts, or bills of exchange. 1n 
addition a 40 per cent gold reserve was required. During the 
World War the law was changed to require only 60 per cent com­
mercial paper and 40 per cent gold. 

Before the enactment of the Federal Reserve Act, as a result 
of the panic of 1907, provision was made for the temporary issue 
of national-bank notes backed by commercial paper. This was 
effected by the Aldrich-Vreeland Act of 1908, which made it 
possible for national banks to issue notes to the amount of 75 per 
cent of the value of commercial paper bearing two names and 
having a. maturity of not over four months. 'J;his type of issue 
was thought necessary because in the panic of 1907, aud;. in pre-
vious monetary crises in this country, it had been fQ.undf!ihoet 
difficult to increase the amount of national-bank notes dll1lrtand- ('\. 
ing with sufficient rapidity to meet the demands of frightened: '"'-. 
depositors for cash. ........ ", 

1n the plan drafted by Senator Aldrich of Rhode Island for a 
central bank, in 1911, it was proposed to permit an issue of central­
bank notes backed to the extent of one third by gold or lawful 

• . 
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money. The remainder of the security was to be commeroial 
paper or United States government bonds. 

Note issues backed by commercial paper have a great ad­
vantage over bond-secured currency. They are more elastio and 
respond with greater readiness to changing requirements of 
business. 

Land. The experiences of John Law, the issue of French assig­
nats, and the German Rentenmark note (backed by real estate) 
will be described later. Banks in the American colonies experi­
mented with this type of security, and the history of such note 
issues is related elsewhere in this volume. In practically no re­
corded case has a bank note secured by land been successful. 
Overissue and depreciation have been the general result of such 
action. 

State and National Bank Notes. There are in the United 
States today three kinds of bank notes: the national-bank note, 
the Federal reserve note, and the Federal reserve bank note. 
Banks and trust companies chartered by the various states may 
in some of these states still issue notes, but if they do they will be 
required to pay a 10 per cent Federal government ta.'<. This tax 
was instituted in 1865 for the object of eliminating these state­
bank notes from circulation. Shortly before the Civil War there 
were about sixteen hundred state banking institutions in existence, 
the majority of which issued bank notes~ 

The Sf.ob?Bank N ut£. One of the major aims of banking re­
form before the Civil War was to make bank notes safe. The laws 
of many states were very lenient, and banks there were required 
to keep little or no specie reserve. When a bank failed, those who 
held its notes suffeied a total loss on the notes of the cloeed bank. 
Furthermore, notes paseed at a discount when they were in cir­
culation at some distance from the issuing bank. There were some 
banks in the large Eastern cities whose notes paseed at par, but 
these were exceptional. Finally counterfeiting was very common, 
there being hundreds of kinds of spurious issues afloat in the coun­
try as a whole. 

It can readily be seen what chaos must have ensued at various 
times. Merchants were required to keep informed as to the status 
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of banks whose notes were brought in by customers. Everyone 
who received notes had to be certain that the bank was still open. 
A large number of notes of closed banks tended to lodge eventually 
in the hands of the poorer or more ignorant groups. In addition it 
was necessary to keep a counterfeit-detector (a book issued regu­
larly for such a purpose) on hand continually. 

The first Bank of the United States (1791-1811) and its suc­
cessor (1816-1836) did excellent work in restraining the overissue 
of state-bank notes by collecting them and sending them home for 

. redemption. Both the first and the second Bank of the United 
States, chartered by the national government, also issued their 
own notes, which furnished a safe kind o( circulating medium. 
When Congress and President Jackson decreed that the second 
bank should not be rechartered, the state banks, freed from any 
restraining hand, multiplied rapidly and showered the country 
with issues which depreciated greatly. 

Massachusetts and New York State were the leaders in the 
movement to make bank notes safe. In Massachusetts the Suffolk 
Bank of Boston (1818-1865) forced all outlying banks to main­
tain a specie reserve in Boston for the purpose of redeeming notes. 
If the outlying banks refused to do so, their notes were returned 
to them for redemption in specie. New York, in 1829, established 
a Safety Fund System, under which banks were required to keep 
a deposit with a state official to payoff both deposits and notes 
in case of failure. Later this was made effective only for notes, 
because the safety fund was not sufficient to take care of deposits 
also. 

In 1838 New York established a bond-secured bank-note cur­
rency. As a safeguard against loss banks were nrquired to deposit 
certaiil types of securities with the state comptroller. It 1\!'!UI found 
that the eligible securities had to be most closely restric~d a.l time 
went on in order to realize enough money to reimburse holders of "­
notes of closed banks. The State Bank of Indiana (1834-1866) """ 
was another historic institution issuing a safe bank-note currency. . 
This and other similar institutions in a number of states were 
owned partly by the state governments and were of great assist­
ance in establishing a sounder currency. 
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Most of the institutions just described passed out of existence 
with the enactment of the 10 per cent state-bank-note tax in 1865. 
Note issue was still a most important function of banking insti­
tutions, since the use of checking accounts and demand deposits 
had not developed nearly so far as they have today. It was be­
lieved by state bankers that it was not possible to carry on 
banking activities for a profit without the right of note issue. 
Therefore some of them liquidated, but most of them shifted to 
the national banking system, which had been created in 1863. 

The NaJ.ionaJ,.Bank Note. The national banking system was a 
product of the Civil War. Among others, Salmon P. Chase, then 
Secretary of the Treasury, was interested in the reform of our 
banking and currency system. For political reasons it seemed to 
be impossible to create a third Bank of the United States; there­
fore it was deemed advisable to set up a system of nationally 
chartered banks operating as individual institutions under super­
vision from Washington. 

Secretary Chase had two chief reasons for advocating the crea­
tion of national banks: (1) to secure a more uniform and safe 
bank-note currency; (2) to obtain a market for United States 
government bonds in the endeavor to secure assistance in financ>­
ing the Civil War. Therefore it was required that every newly 
organized national bank must buy government bonds to an 
amount equal to one third of its paid-up capital stock and surplus. 
Every bank had to buy at least $30,000 worth of such bonds. It 
was required that the bonds must be deposited with the govern­
ment at Washington and upon them as security the national bank 
could issue its own notes to an amount not exceeding 90 per cent 
of the market value or 90 per cent of the par value. The amount 
of notes issued by a bank must not be greater than its paid-up 
capital. 

The number of national banks organized between 1863 and 
1865 was disappointing, so that the bonds they purchased were 
not of great assistance in financing the war. After the enactment 
of the state-bank-note tax of 1865 they increased rapidly in num­
bers, reaching in 1879 a total of 2048. In the middle of 1922 there 
were 8250 national banks; since then there has been a steady de-
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cline, due to liquidations, fa.ilures, and consolidations, until today 
only about 5400 of these banks remain. 

In 1882 the law was changed so that banks with a capital of 
$150,000 or less needed to buy bonds to an amount equal to one 
fourth instead of one third of their capital. Banks with a capital 
exceeding that figure were required, in the future, to buy at least 
$50,000 in bonds for the purpose of securing note eirculation. The 
act of Ma.roh 14, 1900, permitted the national banks to issue notes 
up to the full amount of the par value, but not in excess of the 
market price, of the bonds. Since the Federal Reserve Act of 1913 
it has not been necessary for a national bank to purchase bonds if 
it had no desire to issue notes. 

Not &II national banks have taken advantage of the right 
to issue notes. On June 30, 1932, out of 6150 national banks 
over a thousand had no notes outstanding. Not &II government 
bonds bear the circulation privilege. For example, in the early 
part of 1932 the only bonds which could be used as security for 
note issues were the 2 per cent consois of 1930 (approximately 
$600,000,(00) and the 2 per cent Panama Canal bonds (approxi­
mately $75,000,(00). The 2 per cent consois of 1930 were not 
required to be retired in that year, but could be c&lled at any 
time after that date, on three months' notice, at the pleasure of the 
government. Since their retirement would have foroed the auto­
matic retirement of almost &II the national-bank notes, they were 
not c&lled for redemption. The Panama Canal bonds mature in 
1936 and 1938, &II but $25,000,000 maturing at the earlier date. 
Approximately 98 per cent of the consois and Panama Canal bonds 
were actually pledged to secure national-bank-note cireulation. 
Therefore, even if the banks which had no notes outstanding had 
wished to issue some, it would have been very difficult for them 
to obtain the necessary amount of eligible bonds. • 

When the national banking system was created, Congress 
limited the total amount of national-bank notes which might be, 
issued to $300,000,000. Below this sum two other factors had an 
effect upon the total amount issued: government bonds available 
for purchase as security and the pai4-in capital of the national 
banks. In 1870 the limit was raised by Congress to $354,000,000. 
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Finally, by the act of January, 1875, providing for the resumption 
of specie payments, this restriction upon the circulation of na­
tional-bank notes was removed. Originally national banl<lr were 
required to keep the same reserves against notes outstanding as 
against deposits: 25, 25, and 15 per cent, depending upon whether 
the bank was located in a central-reserve, reserve, or other city. 
This reserve requirement against notes was removed in 1874, only 
a 5 per cent redemption fund being needed after that date. 

The original limitation upon the amount of notes which could 
be issued caused considerable difficulty between 1867 and 1870, 
when banks found that they could not issue notes to the amount 
desired, because of this restriction. By 1882 the amount out­
standing had reached approximately $360,000,000. From that 
date until 1891 there was an almost steady decline to about 
$170,000,000, owing to the fact that the government was retiring 
its bonded indebtedness. Also, because of the improvement in 
national credit, the price of government obligations was rising, 
which lessened the incentive for banks to purchase bonds for this 
purpose. The long depression of the nineties and the Spanish­
American War made conditions again favorable for note issue, 
and the amount outstanding had again reached $360,000,000 by 
1901. In 1909 the figure passed the $700,000,000 mark for the 
first time. 

One of the chief criticisms of the national-bank note was that 
it was inelastic, both for seasonal- needs and for periods of mone­
tary strain. H it had not been for the increase in money in circu­
lation resulting from the Bland-Allison Silver Purchase Act of 
1878, it is possible that the decrease in national-bank notes out­
standing after 1882 might have had serious consequences. Had 
the government continued to retire its debts after 1891, the banks 
would have been forced to cease the issuance of their notes. 

The unsatisfactory quality of a bond-secured bank-note cur­
rency was one of the chief reasons why the movement for mone­
tary and bank reform gathered such strength after the panic of 
1893. Nothing was actually done, however, until the panic of 
1907 again revealed how difficult it was to increase note circuJ. 
tion quickly to meet sudden demands for cash. 
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It had also been found that national-bank notes were perversely 
elastic. When the need for additional circulation was greatest, 
the price of government bonds was such that banks were reluctant 
to buy them and issue more notes. When the price of bonds was 
low and banks were tempted to expand their circulation, additional 
notes were frequently unnecessary. Consequently a desire for a 
more broadly secured and properly elastic bank-note currency 
was behind the creation of the National Monetary Commission, 
the passage of the Aldrich-Vreeland Act of 1908 (permitting the 
temporary increase of national-bank notes based upon other than 
government bonds), the drafting of the Aldrich Plan, and finally 
the Federal Reserve Act. 

It was hoped in 1913 that national-bank notes could be retired, 
but the banks were loath to give up the privilege, since it resulted 
in some slight profit and had some alleged advertising value. 
Furthermore, they asserted that retirement would foree them to 
sell their government bonds, because the'interest return on such 
bonds, eligible for circulation security, was small (slightly over 
2 per cent), and this was too low for a permanent investment. If 
they were foreed to sell their bonds for this reason, they claimed 
they would BUfier considerable loss, and would give up their- na­
tional charters and refuse to enter the Federal Reserve System. 
As a compromise it was decided to offer them several alternatives 
which will be discussed shortly in the section on the Federal re­
serve bank note. We will say here merely that the national-bank 
note is still with lIS, and recently national banks were encouraged 
to expand their outstanding circulation. 

As the depression which began in 1929 deepened, there came 
from many people a demand for an increase in money in circu1a­
tion on the ground that this would increase buying power and 
help to restore prosperity and prices. Prices had sunk to'sucb low 
levels that, because incomes had a.1s0 dwindled, many .debtors 
were finding it difficult to pay their obligations. Consequently , 
demands for some kind of inflation became insistent. On June 1, 
1932, a bill designed to mske all government bonds eligible a.a 
security for national-bank notes was favorably reported by the 
Senate Banking and Currency Committee. However, this was 
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believed to be too extensive, and finally it was amended to permit 
national banks, for a period of three years, to use as collateral any 
United States government bond bearing interest at the rate of 
not more than 3i per cent annually. This provision, known as 
the Glass-Borah rider to the Home Loan Bank Act, was enacted 
into law July 22, 1932. 

Had it not been that the total of national-bank-note circulation 
was still restricted to the capital stock of the banks, an additional 
amount of $3,000,000,000 could have been placed in circulation. 
Actually, because of the limitation just mentioned, only another 
$1,000,000,000 was possible. This additional power of expan­
sion rested, furthermore, chiefly with the larger city banks. In 
June, 1932, country banks possessed only 30 per cent of the un­
used issuing power. New York City, Chicago, and the reserve 
cities accounted for the difference. Banks in New York and Chi­
cago alone could have i,ssued $300,000,000 more had they chosen 
to do so. 

In the middle of 1931 there were $650,000,000 of national-bank 
notes outstanding. This amount had risen to slightly over 
$700,000,000 by the time of the passage of the Glass-Borah rider 
to the Home Loan Bank Act. Those who expected a great increase 
in circulation as a result of the act were disappointed, for by Jan­
uary, 1933, the total had risen only "to $836,000,000. In late 
February, 1933, when the total money in circulation reached 
$6,545,000,000, because of the' iixtensive demand for money to 
hoard, national-bank notes constituted only 13 per cent of the 
total. At the end of March, 1933, the amount in circulation was 
$922,000,000. The high point was- 'reached in February, 1934, 
with a total of nearly $940,000,000 outstanding. Thus it can be 
seen that only about one fourth of the possible expansion was 
utilized. Since February, 1934, there has been a gradual decline, 
until by April, 1935, the total outstanding was $810,000,000. 
In February, 1935, it was announced that notes issued under the 
GIass-Borah rider must be retired by the middle of 1935. 

The Aldric~ Vreeland Act of 1908. In a previous case too, in 
1908, when provision was made for an emergency issue of national­
bank notes, full use of the power granted was not made. It was 
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reaJized that some kind of monetary reform was impending, but it 
was fortunate that the provisions of the Aldrich-Vreeland Act, 
which will be described in a moment, could be used to meet the 
crisis which developed at the outbreak of the World War. On 
May 28, 1908, after a Congressional debate of only one hour, the 
Aldrich-Vreeland Act was passed. It had not been considered by 
any regular committee of either branch of Congress, but was 
hastily put together by a Republican caucus committee as a po­
litical rather than a financial expedient, so that the Republicans 
might be able to say in the coming campaign that they had made 
provision for an emergency currency in case of a renewal of the 
stringency of the preceding autumn. The bill consisted of a part 
of a measure prepared somewhat earlier by Congressman Vroo­
land of New York, and of a part of the Aldrich bill, which had 
previously passed the Senate. It embraced the principles of an 
asset currency, which neither house of Congress had ever pre­
viously accepted. It was therefore a step in the right direction. 

It permitted a group of national banks, each having an unim­
paired capital and surplus of not less than 20 per cent, with an 
aggregate capital and surplus of at least $5,000,000, to form na.­
tional currency associations. Any member of this association, 
with notes already outstanding to 40 per cent of its capital stock, 
could deposit certain securities with the association and issue 
notes upon them. If state, city, town, county, or other municipal 
bonds were deposited, the Comptroller of the Currency would 
permit the bank to issue notes up to 90 per cent of their value. 
Other bonds, and two-name" commercial paper with a maturity of 
not more than four months, could support notes only to 75 per 
cent of their value. All the banks in the currency association were 
to be jointly and severally liable for all such notes issued. Tbe 
total amount which could be issued was set at $500,OOO,ooo....To 
provide for early retirement of the notes a tax at the ~ per 
cent per annum was levied upon the average amount outstanding 
the first month. After that an additional tax of 1 per cent per 
annum was to be paid, and the amount was to increase 1 per cent 
each successive month until the total reached 10 per cent. The 
act was to expire June 30, 1914. 
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It was, however, very fortunately continued in force 11ntil 
June 30, 1915, by the terms of the Federal Reserve Act. No cir­
culating notes were issued under it until the outbreak of the World 
War in August, 1914. When this event occurred, there was a 
sudden demand for gold abroad, which led to exports of that 
metal from the United States to the amount of $165,228,000 over 
and above imports of that metal for the year. Fortunately prepa­
rations had been made beforehand for emergencies. The Aldrich­
Vreeland notes had been printed in suitable denominations and 
sufficient quantity. There was a sudden demand for them, and 
they were turned over to the banks to the amount of $384,482,025 
before the end of December, 1914, in exchange for commercial 
paper, state and city bonds, and other securities authorized by 
the act. But for this stopgap we might have had a more devas­
tating bank panic than had ever been experienced before that 
time. Not a dollar was lost by the government in this transaction, 
but a considerable sum was gained through the interest paid by 
the banks on the notes. The notes were retired almost as rapidly 
as they had been issued. On February 18, 1915, the amount out­
standing had been reduced to $38,096,000. In the meantime no­
body had felt any lack of currency, there had been no premium 
on gold, and no panic. The notes were alI retired before the middle 
of 1915. 

Legal Tender and Other Pr0vi8Um8. On June 5, 1933, national­
bank notes were made full legal tender for alI debts, public and 
private. Previously they had had strictly limited legal-tender 
powers. They had to be received at par by all other national 
banks, and were redeemable at national banks and at the Tree&­
ury. They are a prior lien upon the assets of the bank, and their 
redemption is guaranteed by the government. The profit to be 
derived from their issue is small. The national government levies 
upon them a semiannual tax of i of 1 per ceDt, or one of ! of 1 
per cent if the bond used as security bears more than 2 per cent 
interest. However, the notes issued under the Glass-Borah rider 
to the Home Loan Bank Act of July 22, 1932, were taxed only 88 

though they had been issued on 2 per cent bonds. A bank might 
have lent the sum invested in government bonds at, poesibly, 
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6 ~r cent interest instead of issuing notes. If it did issue notes, 
the extra profit to be derived from the income from government 
bonds and note issue varied over a period of yea.rs from ! of 1 
per cent to slightly over 1 per cent. In addition to the tax on 
notes the banks must pay the cost of engraving and printing the 
notes and of their transportation. If the bond used as security 
yields only 2 per cent, it being assumed that the bank bought it at 
par, the expense to the bank consumes much of the difference, 
because it bears the cost. On the temporary issues from 1932 to 

. 1935 the profit was Iarger, since the bonds bore a somewhat higper 
rate of interest. 

Originally nation&!-bank notes outstanding were almost as large 
as the deposits of the banks. In 1870 the deposits were approxi­
mately $500,000,000, and notes came to &!most $300,000,000. 
But for the origin&! limitation in the amount permissible, notes 
would probably have equ&!ed deposits at that time. By the end 
of 1929, however, deposits had grown to nearly $20,000,000,000, 
while notes were only $650,000,000. Late in 1934 deposits were 
about $18,000,000,000, and notes outstanding amounted to less 
than $900,000,000. Therefore note issue has come to be only a 
minor function of a nation&! bank. 

The only good reason for urging tb,e retirement of nation&!­
bank notes now lies in the fact that it would simplify our mone­
tary system. With respect to their safety there is no question. 
No ODe has ever lost a dollar by taking a national-bank note. The 
fact that they are still relatively inelastic is no longer important, 
since elasticity has been furnished by the creation of the Feder&! 
reserve note, to a discussion of which we now turn. 

The Feder&! Reserve Note. The reasons for the creation of a 
new type of bank note in the United States have aIread;r: been 
mentioned. Primarily the need was for a more elastic t¥pe 'Of cur­
rency, and this was made possible by the provision for a P'eder&! .. 
reserve note in the act of 1913 establishing the Federal Reserve • 
System. Each of the twelve region&! reserve banks set up by that 
act may issue these notes under the rules and regulations estab­
lished by the Feder&! Reserve Board at Washington, in accord­
ance with the provisions of the Feder&! Reserve Act. The Feder&! 
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Reserve System will be described in more detail later. All that 
will be said here is that it is a system of bankers' banks, eaeh of 
the reserve banks being owned by the member banks in its dis­
trict. All national banks must be members and buy stock in their 
reserve bank. A number of state banks and trust companies which 
have complied with certain requirements also belong. The reserve 
banks hold the legal reserves of the member banks, rediscount 
commercial paper for them, advance funds to them upon the 
security of government bonds, and perform other functions. The 
chief supervisory body in the system is the Federal Reserve Board 
in Washington, the members of which are appointed by the Presi­
dent, with the advice and consent of the Senate. 

On the face of the Federal reserve note is this inscription, .. The 
United States of America will pay ~o the bearer on demand ... 
[a certain number of] dollars." Why does the note not read that 
the Federal reserve bank, through which it is issued, promises 
to pay this sum? The answer is tbat William Jennings Bryan, 
Secretary of State in the cabinet of President Wilson, insisted that 
these notes should be issued by the government, since the right 
to issue money was a governmental function. Since he had three 
times been a candidate for the presideney and had a strong politi­
cal following, it was thought necessary to appease him. Although 
the wording on the face of the note states that it is an obligation 
of the government, it is, nevertheless, in every other respect a 
true bank note. 

M elMd of 188UtJ. Request for the issue of Federal reserve notes 
is made by a member bank of the Federal reserve bank in its di&­
trict. When the member bank needs cash to payout to its de­
positors, it can get it from its reserve bank in several ways. It can 
draw a check against its reserve deposit kept in the reserve bank, 
and take the proceeds out in Federal reserve notes. If its reserve 
deposit is no more than the required amount, and it does not wish 
to overdraw this amount for fear of having to pay a penalty, it can 
take eligible commercial paper which it has discounted for busi­
nessmen and discount it again (rediscount) at the regional reserve 
bank, taking the proceeds in reserve notes or other cash held by 
the reserve bank. Or, if the member bank prefers not to rediscount 



BANK NOTES 167 

commercial paper (some banks object to this practice), it may 
borrow on its own fifteen-<iay note, secured by commercial paper 
or government bonds, from the reserve bank. This is called an 
advance, and is favored by many member banks. Still another 
method may be used: the member bank may seU bankers' accept­
ances, which it owns, or government bonds to the reserve bank. 

How does the reserve bank get the reserve notes? The de­
partment which pays them out secures them from an officer of the 
Federal reserve bank known as the Federal Reserve Agent. Col­
lateral in the form of eligible commercial paper or gold (now gold 
certificates, since all gold has been centralized in Washington) 
must be deposited with the Federal Reserve Agent. The different 
types of eligible paper are as follows : 

1. Promissory notes, drafts, or bills of exchange which have been 
issued or drswn for agricultura.!, industria.!, or commercia.! purposes and 
already rediscounted for a member bank by the reserve bank. Com­
mercia.! paper must have a maturity of not more than ninety days at 
the time of rediscount. Agricultura.! paper may have a maturity of 
nine montha. 

2. Bills of exchange endorsed by a member bank, or hankera' ac­
ceptances bought in the open market by the reserve bank. 

3. Notes, drafts, or bills of exch""ge drawn by customers of a member 
hank for the purpoee of trading in government obligations and redis­
counted by the reserve bank for the member bank. 

4. Promissory notes of member banks, with fifteen days maturity, 
eecured by commercia.! paper or government bonda. 

5. Since the passage of the Glass-Steaga.ll Act of February, 1932, 
government bonda owned by the ..... rve bank may be used in place of 
commercia.! paper, if commercia.! paper is not available, up to 60 per cent 
of the amount of Federal reserve notes outstanding. 

Sa/ely 0/ Federal Reserve Notes. The Federal Rese~ Act 
originally prescribed a 100 per cent backing of comme'tcisd paper 
and 40 per cent in gold in addition. But during the World Wart 
the requirement was reduced to 40 per cent gold and 60 per cent 
commercial paper. 

The Glass-Steagall Act permitted the substitution of govern­
ment bonds, as described above. The first use of this provision 
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was ma.de on May 5, 1932, when nearly $100,000,000 of govern­
ment bonds were so pledged. Additional bonds were Ia.ter pledged. 
The reason for this provision was that it was feared that, with the 
declining amount of commercial paper coming to the Federal re­
serve banks, the amount of gold in these banks might not be suffi­
cient if the other provisions of the Glass-Steagall Act were to be 
effective. During the postwar years the Federal reserve note had 
come to be supported practically 100 "per cent by gold, and it was 
desired to free some of this gold for other purposes, especially to 
make possible the maintenance of the requirement of a reserve of 
35 per cent in gold or Ia.wful money against member-bank reserve 
deposits in the Federal reserve banks. The Glass-Steagall Act 
contemplated a great expa.nsion of open-market purchases of gov­
ernment bonds in order to force excess reserves upon the member 
banks, in the hope that this would encourage member-bank credit 
expa.nsion as an aid to business recovery. Such an increase in de­
posits would have meant an increase in reserves equa.l to 35 per 
cent. Even with the new requirements in force the gold reserves 
of the Federal reserve banks approa.ched the legal minimum just 
before the bank holiday of March, 1933. 

There is no question about the sa.fety of the Federal reserve 
note. It is, in addition to being ba.cked by 40 per cent in gold and 
the rest in commercial paper or bonds, a prior lien upon all the 
assets of the reserve banks. Finally it is guaranteed by the United 
States government. A 5 per cent redemption fund, calcula.ted 
as part of the 40 per cent reserve, 'is maintained at Washington. 
While the reserve note, since March, 1933, is not redeemable in 
gold, this is no reason to fear for its safety. The reserve notes are 
as sa.fe as the government itself. They were made full legal tender 
on June 5, 1933. 

E1a8ticitll. The Federal reserve note has proved itself to be 
much more elastic than the national-bank note. It was originally 
believed that it would increase and decrease in volume with the 
amount of commercial paper being' presented by the member 
banks for rediscount. When business was active and member 
banks were rediscounting liberally in order to secure cash or addi­
tional reserves at the reserve banks, it was expected that notes in 
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circulation would inCl'ellSe. Then, when business slowed down, 
member banks would repay their loans with surplus Federal re­
serve notes which accumulated in their vaults. These notes would 
eventually go back to the Federal Reserve Agent, the paying divi­
sion of the reserve bank withdrawing the collateral previously 
deposited with him. 

However, elasticity has not been as perfect as this because of 
borrowing methods used by the member banks, especi&lly in the 
use of the fifteen-<iay collateral loan note secured by government 
bonds. The amount of Federal reserve notes issued depends en­
tirely upon requests for them from member banks. What has 
developed is an elasticity in all money, instead of just in Federal 
reserve notes, since the Federal reserve banks take in and payout 
all forms of money. In seasonal elasticity there is a great improve­
ment. The amount of money in cireuIation varies with seasonal 
needs, rising generally to its yearly peak during the Christmas 
holidays. It is chiefly in seasonal elasticity that the Federal re­
serve note measures up to the ide8J. of an automatically expanding 
and contracting bank-note issue. With regard to secular (long­
time) and cyclical elasticity much still remains to be done. 

There is a short-time type of elasticity which must be men­
tioned. It is found that at periods of pay-roll disbursements the 
Federal reserve notes outstanding increase in amounts as banks 
request more money from the reserve banks. When the money is 
spent, it flows back to the member banks, and they, finding that 
they have more cash than they need, deposit it in the reserve banks 
until it is again needed for pay rolls. 

This point is not well understood by those who have during the 
last two or three years clamored for an increase in the money in 
cireuIation. Since probably 90 per cent of all transactions are 
paid for by checks, the amount of money in circulation depends 
upon how much money the customers of banks wish or neelt to pay 
their bills. A sudden injection of several billions of dollars of new 
money into cirouIation for the payment of the soldiers' bonus, for 
unemployment relief, or for the purchase of government bonds 
would mean that the recipients would immediately have more 
money to spend. Retail and other merchants receiving it would 
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promptly deposit it in their banks. The banks would find that 
they had more cash on hand than was needed, and they would 
deposit it in the reserve banks. The credit thus built up might be 
used by a bank to repay its borrowings from the reserve bank, or 
for investment. H the bank saw no place in which the deposit 
built up at the Federal reserve bank in this manner could be used, 
it might just leave it there. 

An example of how member banks might permit such surplus 
reserves to accumulate can be found in the government-bond­
buying campaign indulged in by the reserve banks under their 
open-market powers from 1932 to 1935. As a result the surplus 
reserve deposits held by the member banks in the reserve banks 
increased late in 1934 to almost $2,000,000,000, and early in 1935 
to nearly $2,500,000,000. This was the expected result, of course, 
and was thought desirable, since it might lead the member 
banks greatly to expand their loans to business. In this respect 
the advocates of enlarged open-market bond-buying were dissp­
pointed, for the banks were slo\v to expand their loans, claiming 
that they could not find enough borrowers of good credit standing. 
Consequently, if a large amount of additional paper money were 
issued, it would, after being used once or twice, eventually drift 
back to the reserve banks, increasing the' surplus reserves of the 
member banks still further. Successive issues of paper money 
would likewise flow into the reserve banks, still further increa.sing 
surplus reserves. This would continue until the people lost con­
fidence in the paper money; its velocity of circulation would in­
crease rapidly, and prices would mount to much higher levels. 

Brief History of Federal Reserve Notes. The Federal reserve 
banks opened their doors for business in December, 1914. One 
year later there were $215,000,000 in Federal reserve notes in cir­
culation. By the end of 1916 the total was only slightly larger. 
In 1917 the amount in circulation began to increase rapidly, 
reaching over $1,000,000,000 by the end of the year. The peak 
was reached in December, 1920, when the notes in circula­
tion came to $3,400,000,000. From that high point came a de­
cline to less than $2,000,000,000 by 1924. The amount remained 
almost stationary for several years after that, dropping as low 
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as $1,600,000,000 in 1928. In 1930 the postwar low point of 
$1,350,000,000 was reached. During 1931, 1932, and 1933, because 
of the increase in hoarding, Federal reserve notes in circulation 
grew rapidly. The $2,000,000,000 mark was again passed in 
September, 1931, the $3,000,000,000 mark in early February, 1933, 
and a high point for all time of $3,750,000,000 was reached just 
before the bank holiday of March, 1933. Mter the banks were 
reopened and ·confidence restored, the issue again declined to 
approximately $3,000,000,000 in the early fall of 1933. Since that 
time it has fluctuated somewhat closely around that figure. 

The extent of the drain of money into circulation due to the 
panic of February and early March, 1933, is shown by the fact 
that all money in circulation reached an all-time high point of 
$7,500,000,000 on March 3. In the last ten days before the holi­
day, over $1,500,000,000 was withdrawn in cash by frightened de­
positors. This threw a tremendous strain upon the Federal reserve 
banks, for such an increase in demand for actual cash had never 
been witnessed before. At that rate, in two or three more days, 
the Federal reserve banks would have had no paper money left 
to payout. So they too were closed, partly in order that more 
Federal reserve notes could be printed and legislation enacted 
permitting an emergenqy broadening of the eligible paper base. 

Let us revert to the World War and immediate postwar period 
for a moment. During 1917 and 1918 it became evident that a 
very large portion of the Federal reserve notes outstanding were 
being backed by what was called "war paper." When in 1917 it 
was decided to impound all the gold in the country in the Federal 
reserve banks, hanks turning in their gold were given Federal 
reserve notes in exchange in many cases. The gold taken in was at 
first used in la~ge part to back the notes. Between 1915 and the 
end of 1918 we added over $1,000,000,000 to our total gold stock 
by means of imports from abroad. . 

As the war progressed, "war paper" came to be used in larger 
and larger amounts to back the notes. "War paper" was made up 
of the promissory notes of member banks, secured by United 
States government obligations. Member banks helped to finance 
the war by supporting the goxernment's "Borrow and Buy" cam-
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paign to float government bonds. They borrowed from the reserve 
banks on their own notes, secured by government bonds, and 
themselves bought more bonds, and assisted their customers, by 
means of lending to them, to do the same. This contributed to the 
resulting inflation during that period, an inflation due to a rapid 
expansion of bank credit. 

After the armistice, notes continued to expand, but they came 
more and more for several years to be collateraled by commercial 
paper instead of "war paper." Between September, 1920, and 
August, 1922, the gold tide turned again, and we imported over 
$1,000,000,000 more gold, after having lost about $400,000,000 to 
foreign countries in 1919 and early in 1920. Member banks used 
these gold imports to payoff their loans at the reserve banks. 
There had been over $1,000,000,000 of gold certificates outstand­
ing in 1914, but these had been reduced to $170,000,000 in 1921 by 
the process of impounding gold in the Federal reserve banks and 
replacing the certificates by Federal reserve notes. But with this 
great influx of gold, especially since between late 1922 and Novem­
ber, 1924, we imported still $600,000,000 more, gold certifi­
cates were again paid out in circulation, until by 1926 over 
$1,000,000,000 were again outstanding. One reason for this may 
have been that the authorities feared an jpflationary expansion of 
bank credit if the gold piled up in the Federal reserve banks was 
permitted to support the bank credit possible. 

In 1922 gold began to be used more and more to support Fed­
eral reserve notes, especially as the volume of commercial paper 
rediscounted at the Federal reserve banks began to decline. Gold 
certificates were substituted in large amounts for Federal reserve 
notes, and the Federal reserve notes remaining in circulation came 
to be so fully backed by gold that they were almost the equivalent 
of gold certificates. 

As a result it may be said that, except for seasonal fluctuations, 
the Federal reserve note has not yet approached the ideal of an au­
tomatically expanding and contracting bank-note currency. Dur­
ing much of the postwar period the volume of notes outstanding 
depended to a high degree on the gold policy of the reserve banks. 
This means that gold imports and exports, and the resulting credit 
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policy of the reserve baDks, frequently played a much Jarger part 
in detenniniug how many Federal reserve notes would be issued 
than the amount of eligible commercial paper available. When 
DeW gold was imported by baDks, it .... as deposited in the Federal 
reserve banks. The credit plaeed to the deposit aecount of a mem­
ber baDk became a legal reserve. The meinber banks were thereby 
able to increase their loaos to their customers without being forced 
to mn-.unt commercial paper or to bono..... The policy of the 
reserve banks was to pay gold certificates into circulation .... hen 
the amount imported increased. When gold exports were Jarger, 
the demand for currency was met by paying out Federal reserve 
notes. Thus the notes varied in amount with gold movements. 

'There were still $1,000,000,000 in gold certificates in circulation 
as late as September, 1931. Then they began to be withdrawn 
and by February, 1933, had been reduced to $600,000,000. When 
gold was called in after the baDk boliday, the number declined 
greatly, until only about $120,000,000 remain outstanding. By 
early 1935 praetieaIly no commercial paper remained in the re­
serve banks; and member banks have for months been virtu.a1ly 
out of debt to the reserve baDks, since their excess reserves are 110 

ialge. The one chief _t today of the reserve banks is govern­
menJ; ob/igatioDs, over 97 per cent of their _ts being in that 
fonn. Consequently the Federal reserve note today is far re­
moved from the type of correney which those who drafted the 
Federal Reserve Act thought they were c:rea.ting. Automatic 
elasticity may be restored in the future, but, since the national 
govemment bas during the depression come to use the Federal 
Reserve System more and more as an iDstrument of governmental 
financial policy, this is prob1ematiea1. 

FurtJrer J>ro.Mions lUganIing Federolllet!erve N ala. In order to 
provide for emergencies the Federal Reserve Board was given the 
power, in the original act, to suspend the 40 per cent gold-lesene 
requirement: 'There is, however, a prescribed penalty if use is 
made of this power. A ..... beginning at the rate of 1 per cent per 
annum is levied, and this ..... increases rapidly as the actual re­
serve faDs farther and farther below the 40 per cent requirement. 
The reserve baDk pays the ..... and m-m raise its rediseount rate 
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(the interest charged the borrowing banks) by an amount equal 
to the tax. This provision has, however, never been used, although 
some authorities maintain that the gold embargo of early 1933 
and the suspension of the gold standard at that time would not 
have been necessary had the Federal IWserve Board made use of 
its power in this respect .. 

The Federal &serve Board also has the right to levy a tax upon 
that portion of Federal-reserve-note issue which is not covered by 
gold. This tax must be borne by the reserve banks and cannot be 
shifted by raising the rediscount rate. This power likewise has 
never been utilized. 

Legally Federal reserve notes cannot be used as reserves by 
member banks. All required reserves against deposits of a mem­
ber bank must be kept in its district reserve bank. Thus deposits 
kept by the member banks in their reserve bank constitute the 
.. reserve deposits" to which reference is so frequently made. How­
ever, state banks which are not members of the Federal IWserve 
System can and do, in many states, count Federal reserve notes in 
their vaults as part of their legal reserve. 

To provide that Federal reserve notes shall be returned as 
rapidly as possible to the reserve bank through which they were 
issued, the Federal &serve Act levies a tax of 10 per cent u~n all 
Federal reserve notes paid out by a reserve bank other than the 
one that originally issued them. . 

The Federal Reserve Bank Note. It is important that the dis­
tinction between Federal reserve notes and Federal reserve bank 
notes be fully realized. The Federal reserve bank note is issued by 
a reserve bank and is a promise of that bank to pay the holder a 
certain sum of money. In this respect, and also in respect to the 
security behind it (before March 9, 1933), it resembles the na­
tional-bank note. In fact, it was created largely for the purpose of 
retiring the national-bank note. It will be seen, therefore, that 
it is quite different from the Federal reserve note. The legislation 
of March 9, 1933, gave it some resemblance to the latter, &8 will be 
seen presently, but this is probably only a temporary situation. 

The Federal &serve Act provided that national banks which 
wished to retire their notes might, during a twenty-year period 
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ending December 23, 1935, request the Treasurer of the United 
States to sell the bonds securing these notes. The Federal Reserve 
Board could thereupon require the Federal reserve banks to buy 
the bonds at par plus accrued interest, in an amount not exceeding 
$25,000,000 in anyone year. The money received for the bonds 
would be used to retire the national-bank notes when they came 
in. From 1914 to 1917 only about $70,000,000 in national-bank 
notes were so retired, and then the bonds securing them went 
to such a high price that the national banks would not sell them 
at par. 

When the Federal reserve bank bought the 2 per eent bonds, it 
could, if it wished, issue Federal reserve bank notes against them. 
A 5 per eent redemption fund was thereupon required to be placed 
in the United States Treasury. The Federal reserve bank notes, 
therefore, were similar to the national-bank notes, except that the 
amount issued was not restricted to the capital of the reserve bank. 

However, if the reserve bank did not wish to issue bank notes, 
it could exchange one half of the 2 per cent bonds purchased for 
one-year United States 3 per cent gold notes without the circu1a­
tion privilege. The other half could be exchanged for thirty-year 
3 per cent gold bonds without the circulation privilege. Most of 
the bonds bought from the national banks up to 1918 were ex­
changed for these 3 per cent government obligations. 

ThB Pitt_ Act 0/ April!S, 1918. Early in 1918 the British 
government needed a large amount of silver for currency-redemp­
tion purposes in India. It was afraid that unless the silver could 
be secured at once, serious unrest might develoll in that country 
which might hinder the British military campaign against Gel'­
many. An appeal was made to the United States, and Congress 
authoriJJed the calling in of silver certificates to the amount of 
S350,OOO,OOO. The silver dollars behind them were to be melted 
down and the silver sold to Great Britain at the price of a dollar 
an ounce. Approximately 260,000,000 silver dollars were acoord­
ingIy melted down and the silver sent to India. In order to secure 
the agreement of the silver interests to this act, it was deemed 
necessary to provide that, when the emergency was over, a similar 
amount of domestic silver must again be bought at not less than a 
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dolla.r an ounce, silver dollars again coined, and silver certificates 
reissued. This legislation is known as the Pittman Act. 

It was feared that the withdrawal of the silver certificates 
might lead to an undesirable contraction of the currency. This 
fear was unreasonable, since Federal reserve notes were increasing 
rapidly in numbers, but to satisfy those who held this view it was 
provided that Federal reserve bank notes should be issued to take 
the place of the silver certificates. These notes were secured by 
one-year 2 per cent United States certificates of indebtedness or 
one-year 2 per cent gold notes of the government. The greatest 
number outstanding was $261,000,000 on December 26, 1919. 

When the emergency was over, the Federal reserve bank notes 
were retired and replaced by silver certificates, the government 
obligations being paid off. Incidentally the silver-producers real­
ized handsomely in the process. Silver had reached a price of over 
$1.30 an ounce late in 1919. The prices of all commodities had 
risen greatly, and in a gold-standard country the price of silver 
moves with other commodities. At that price the silver in a silver 
dollar was worth more than a dolla.r, and some silver dollars were 
hoarded or melted down for their bullion. When commodities 
began to drop rapidly in 1920, silver likewise fell rapidly in price 
far below one dollar an ounoo. But the government was required 
to keep on buying domestic silver at that price. 

As a result the domestic silver prioo was pegged far above the 
world price until the repurchasing was complete. To cap the cli­
max, not satisfied with their easy profits from this souroe, the 
silver interests claimed that the government had not bought all 
it was supposed to buy and entered suit. They lost the case, and 
rightly so. All but about $3,000,000 of the Federal reserve hank 
notes issued under the Pittman Act had been retired by early 
1923. The reserve banks deposited enough money with the 
Treasury to cover the notes outstanding and removed them from 
the liability side of their balanoo sheets. Many of them are lost 
or destroyed and will, of course, never be redeemed.' 

1 The undersigned has two of them, eacl> of a denomination of one dollar, 
which be is keeping 88 curiosities or 8OUVeuira. That accounta for two dollan 
of the three million. - C. S. T. 
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TM Act of March 9,1988. Because of the great demand for 
currency preceding the bank holiday of March, 1933, it was 
thought necessary to provide immediately for an increase in cir­
cuIa.tion to be ava.ilable when the banks reopened. Consequently 
the Emergency Banking Act of March 9, 1933, permitted an issue 
of Federal reserve bank notes on 110 somewhat different ba.sis from 
the one previously existing. The act provided that these notes 
could be issued upon two types of security: (1) upon direct oblige.­
tions of the United States; (2) upon notes, drafts, bills of ex­
change, or bankers' acceptances acquired under the provisions of 
the Federal Reserve Act, that is, of the type eligible for redis­
count. These were to be deposited with the Treasurer of the 
United States. If secured by obligations of the United States, 
notes could be issued to the full face value of such obligations. If 
backed by the other form of security, they could not exceed 90 per 
cent of the face value of such notes, drafts, bills of exchange, or 
bankers' acceptances. 

They were made receivable at par in a.Il parts of the United 
Ststes, and were subject to the same tax IIoS national-bank notes 
secured by 2 per cent government bonds, namely, i of 1 per cent 
annua.Ily. They are redeemable in lawful money and not in gold. 
After the President hIIoS by proclamation officially declared the 
emergency over, none shall be issued except upon the same bonds 
as are eligible for national-bank-note circulation. 

By the middle of April, 1933, only $25,000,000 had been issued, 
but the amount outstanding grew rapidly until, on December 20, 
over $212,000,000 were in circulation. Since that time, with the 
Bow of money back to the banks, there has been 110 steady de­
cline until by early 1935 the figure WIloS reduced to less than 
$100,000,000. The process of retircment will probably continue. 

This adventure with Federal reserve bank notes, which we 
trust will be our last one, is curious, to say the least. But it shows 
to what means we resort in times of panic. Whether these bank 
notes were rea.IIy needed is 110 debatable question. The Federal 
Reserve Board, itself, pointed out that the crisis WIloS "not 110 cur­
rency crisis but 110 banking crisis, and WIloS occasioned not by 110 

shortage of currency but by 110 loss of confidence in the solvency of 
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banks and by a depreciation of bank assets consequent upon the 
drop in prices of all classes of property caused by the depression." 
That the Federal reserve banks issued over $200,000,000 shows 
that they may have thought them necessary. However, the mem­
ber banks could have borrowed from the reserve banks and secured 
Federal reserve notes if necessary. The history of Federal reserve 
bank notes reveals that in an attempt to simplify our currency 
system by eliminating national-bank notes we were unsuccessful. 
What we actually did was to create still another type of paper 
money to complicate our monetary system still more. 

NOTE. The United States Treasury on March 11, 1935, suddenly 
announced that the national-bank notes were at last to be retired. The 
2 per cent consols were called for payment on July 1, 1935; the Panama 
Canal bonds were called for payment on August 1. The notes issued 
under the Home Loan Bank Act were to be retired by July 22. The 
national banks had by May 1 deposited approximately $500,000,000 in 
lawful money with the Treasury for the purpose of reducing their lia­
bility on national-hank notes. Thus a historic bank note will finally 
pass out of circulation. 

The Federal reserve banks have deposited lawful money with the 
government for the purpose of retiring the Federal reserve bank notes. 
These, since March 'n, 1935, no longer appear 88 liallilities on the 
balance sheets of the reserve banks. 

At several places in this chapter it has been stated that after the 
opening of the Bank of Canada the chartered banks lost the right to 
issue notes. Section 24 of the Bank of Canada Act gives a monopoly of 
note issue to that bank, "except 88 provided in the Bank AcL" The 
Bank Act is the general banking law of Canada. It now appears that 
amendments to this act permit the gradual retirement of chartered-bank 
notes over a ten-year period. At the end of that time the chartered 
banks will retain the right to issue notes in an amount equal to 25 per 
cent of their capital. 



CHAPTER VIII 

PRICES AND THE VALUE OF MONEY 

Money has value because it can be used to purchase commodi­
ties and services. People will take money because they know they 
can pass it on to someone else in exchange for things which they 
desire. However, money does not always have the same value, 
since the amount of commodities and services which a definite 
sum of money will buy is frequently changing. The value of 
money, therefore, is measured by its buying power. When prices 
riee, money will buy less, and its value falls. When prices fall, 
money will buy more, and its value rises. Sometimes prices riee or 
fall rapidly, and sometimes they rise or fall slowly over a long 
period of years. 

One of the most difficult problems in economics is to determine 
why money changes in value, why its purchasing power varies 
from time to time. Much study has been given to this subject, 
many volumes have been written upon it, but economists have not 
yet reached complete agreement about it. 

Measurement of Price Changes. The daily newspapers and 
financial journals contain much statistical information on price 
movements. It is possible to follow the day-to-day cbanges in the 
price of wheat, oats, com, livestock, and many other agricultural 
products an~w materials. But if acCUrate knowledge regarding 
how much prices have changed within a certain period is to be 
obtained, it is necessary to have some method of measurement. 
For example, it is known that many prices in the United States 
declined for a period of years following the War of 1812. After 
the gold discoveries in Australia and California prices rose for a 
considerable period. During the Civil War there was a rapid riee 
of prices in the United States. From 1865 to 1897 prices turned 
downward and after the new gold discoveries again began to riee. 

179 
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A rise continued in the United States until 1915 ; then 'prices in­
creased rapidly until 1920, when a rapid decline set in until about 
the middle of 1922. Another peak was reached early in 1923, fol­
lowed by a slight decline, and from 1924 to 1929 there was a 
period of moderate stability. In 1929 began one of the most rapid 
declines in all history for a period which bad not been preoeded by 
a wartime or postwar inflation. From the middle of 1932 prices in 
the United States have been gradually moving upward again. 

Index Numbers. In order to measure these price changes with 
some degree of accuracy statisticians have invented a device called 
index numbers. For example, the price of a bushel of wheat on a 
certain date is $1. This date is called the base and is designated 
as 100. One year later the price of wheat is 50 cents. Since this 
is half of what it was on the date taken as a base, the index num­
ber of the price of wheat for the second date is 50, H the price of 
wheat had risen to $1.25, the index number would have been 125. 
If three years later the price has risen to $1.50, the index nWllber 
becomes 150. It will be seen, therefore, that what the index num­
ber measures is the percentage of change from the date selected as 
a base. Some statisticians will object to calling a percentage 
change in the price of a Bingle commodity an index number, pre­
ferring to use this term only for the average of a group of com­
modities. We use it here for a ,single commodity only for pur-
poses of illustration. . 

It is comparatively easy to measure changes in the prices of in­
dividual commodities in this manner. But, if we are to have some 
idea regarding the change in prices as a whole, it is necessary to 
find some way of reaching an average for a large number of price 
changes. The value of money in general, its purchasing power, 
cannot be found by examining changes in the price of one com­
modityonly. One commodity may show a price rise; the price of 
another may be declining. A large group may be rising while an­
other is falling. The result may be that it takes no more to buy ail 
these commodities than it did before, since the larger amount paid 
for the first group may be offset by the smaller sum paid for the 
others. In other words, $1000 will buy just as much on the whole 
as before. 
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Sometimes, however, more prices are rising than faIling, in 
which case $1000 will buy less than before. The contrary may also 
happen. The following is an example of how this may be shown 
statistically: 

bID..: N1IIIlm8 
_N ....... 

hID_ NVIIIIBB -... -(Buo ..... > (1 ..... _> 12 ..... _> 13 ..... _> 
1st commodity • 100 125 110 101 
3d commodity • 100 110 120 110 
3d commodity • 100 105 110 90 
4th commodity • 100 95 100 102 
5th commodity • 100 90 90 95 
6th commodity. • • 100 75 88 90 
Divide by number of 

commodities • 61600 61600 6~ 61588 
Average ....•. 100 100 103 98 

At the end of the first year the average price index of these 
six commodities has not varied, although all individual prices 
changed. The second year found the rises exceeding the declines, 
and the index has increased 3 per cent. At the end of the third 
year, however, the declines have been greater than the increases, 
and the index is now 2 per cent less than the base year. The ex­
ample above is based on a simple arithmetic average. 

It is common knowledge, however, that to the purchaser some 
commodities are more important than others. To the ordinary 
family the fiuctua.tions in the prices of foods are more important 
than changes in the prices of dishes or garden tools. One article 
may occupy only a sma.11 place in the budget over a long period of 
years, while ~hers, like bread, butter, milk, and vegetables, are 
purchased evlirY day. The buying power of the family income de­
pends largely upon how rapidly the prices of articles of daily 
consumption vary. 

It becomes necessary therefore to use a method which will give 
the proper importance to commodities upon which the larger pr0-

portion of the family income is spent. This method, now generally 
utilized, is called weifJhting. One item may be three times as 
significant as another. Its index number should be so evaluated 
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that its greater relative importance becomes evident. It is the 
same principle as that followed in the registrar's office of some col­
leges or universities in determining the final standing of a student. 
A grade of B received in a four-hour course has more influence 
upon the final average than a similar grade in a two-hour course. 
Let us take the example already used, varying it in accordance 
with the principle of weighting. 

W.IOBT.D WmOBTJD) WIU'OBTD 
WmGBT INDIIlX NUIlBJIl. INDU: N17IfB •• IIfD.mxNv¥Bu 

(1 yeu later) (2 yean later) (3 ..... 1a .... ) 

1st commodity 'r'i' 375 330 3C3 
2d commodity 3 :a .~~.;;.,1l 330 360 330 
3d commodity 2 .8 a~'" ~ 210 220 180 
4th commodity 2 -a:.8 .!ll'fS 190 200 204 
5th commodity 1 '" iI "'.~ iI 90 90 95 
6th commodity 1 "3>~o> 75 88 90 

__ ::.l';' .g';, 
Divide by total 

weights 12 ;1211270 1211288 12 11202 
Average •.. 105.83 107.33 100.16 

By comparing the results in this example with those in the 
former one it can be easily seen how weighting the individual index 
by its estimated importance may change the average reached when 
no commodity was weighted. To be sPecific, the nonweighted 
index of 100 becomes 105.83, 103 becomes 107.33, and 98 becomes 
100.16. It is clear that the final figure depends upon what weights 
are given to the particular articles. Obviously they cannot be 
accurate; they are only approximations. "In an index of physical 
production sometimes the weight of each item is ascertained by 
determining what the money value of that item is compared with 
the money value of other items. For example, if it is found that 
the money value of a certain product is four times as grest as that 
of another product, the relative weights would be 4 and 1. 

The method presented here has been simple. More compli­
cated methods are used by many statisticians, into which we need 
not go here. One such method is called the determination of the 
geometric mean. If we had been using this method, we should 
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have multiplied the individual indices of our six commodities 
(in the first example) together and then extracted the sixth root 
of the product. This method minimizes any sudden change in 
the price of ariy one commodity. There is considerable dispute 
among statisticians as to whether the results would in ·most cases 
jUBtify the increased cs.lculation and labor involved. 

One word of caution must be uttered regarding the construc­
tion and interpretation of index numbers. What is the purpose 
of an index number? There are different kinds of prices, and 
there are many kinds of commodities. An index may show the 
movement of wholesale prices or retail prices. It may include the 
major items in a family budget, such as food, fuel, clothing, rent, 
public-utility charges, gasoline and other common expeilses in 
running an automobile. This would be a C08! of lirn"ng index. 
Again, you may wish to know the purchasing power of income 
with respect to everything that money is spent for. Carl Snyder 
of the Federal Reserve Bank of New York has constructed an 
index of this type, which he calls a general price index. In it 
he includes various wholesale prices, some retail prices, rents, 
prices of ~ estate, transportation rates, wages, and security 
prices. 

It is important, therefore, to know just what items are in­
cluded in an index, whether they are wisely selected, and just 
what a particular index shows. Do not use an index of thirty 
selected raw materials to prove that all wholesale prices have 
risen. Do not use a retail food,.price index to show that the cost 
of living as a whole has risen or fallen. H you wish to discover 
how much of an increase in the value of goQds exported from the 
United Stateais due to an increase in prlces,· do not use a price 
index heavily weighted with commodities whroh do l!9t move in 
foreign trade. In other words, when you say "pri~-.fhat 
prices do you mean? 

There was once a well-known price index which included 223 ~ 
prices, 54 of which were for metals and various tools and imple­
ments. But 25 of the 54 were for different kinds of pocketknives. 
There were 15 quotations for house furnishings, 7 of which were 
for bathtubs. There were 4 quotations for fish, but three of these 

,". 
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were for salt mackerel. If in 1891 you had excluded the quota.­
tions on fish from the index, the result would have been 95 instead 
of 104 for that year. Even though at that time there was much 
more difficulty in obtaining satisfactory price quotations than 
now, it still remains a curious index, to say the least. 

The best-known price indices in the United States today are 
those compiled by the United States Bureau of Labor Statistics 
for wholesale and retail prices and those compiled by the Federal 
Reserve Board. The Federal Reserve Bulletin, published monthly, 
presents monthly price changes for all the important countries 
throughout the world. This journal and the Survey of Current 
Business (United States Department of Commerce) are indis­
pensable to any student of money and banking because of the 
wealth of statistical and other information which they contain. 
The indices of Professor Irving Fisher of Yale, of the New York 
Time8 Annalist, of Dun and Bradstreet, and of Moody, among 
many others, are also widely used. 

The Trend of Wholesale Prices. Yearly averages of the 
monthly index numbers of wholesale prices, compiled by the 
Bureau of Labor Statistics, have been as follows sin~ the end of 
the World War: 

1919 
1920 
1921 
1922 
1923 
1924 
1925 . 
1926 
1927 
1928 
1929 
1930 
1931 
1932 
1933 
1934 

(1926 Taken as 1(0) 
138.6 
164.4 
97.6 
96.7 

100.6 
98.1 

103.5 
100.0 
95.' 
97.7 
96.5 
8U 
73.0 
6U 
65.9 
75.0 

The monthly index numbers since June of 1932, the firBt low 
point of the depression, have been as follows: 
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(1926 Taken as 100) 
June, 1932 63.9 Oct., 1933 71.2 
July, 1932 64.5 Nov., 1933 71.1 
Aug., 1932 65.2 Dec., 1933 70.8 
Sept., 1932 65.3 Jan., 1934 .72.2 
Oct., 1932 64.4 Feb., 1934 73.6 
Nov., 1932 63.9 Mar., 1934 73.7 
Dec., 1932 62.6 Apr., 1934 73.3 
Jan., 1933 6l.0 May, 1934 73.7 
Feb., 1933 59.8 June, 1934 74.6 
Mar., 1933 60.2 July, 1934 74.8 
Apr., 1933 60.4 Aug., 1934 76.4 
May, 1933 62.7 Sept., 1934 77.6 
June, 1933 65.0 Oct., 1934 76.5 
July, 1933 68.9 Nov., 1934 76.5 
Aug., 1933 69.5 Dec., 1934 76.9 
Sept., 1933 70.8 Jan., 1935 79.0 

As an illustration of how di1Jerent groups of commodities may 
vary in price during a period of rapid changes the following table 
should be examined : 

INDEX NUlillEBS OF WHOLESALE Pmczs IN THE UNITED STATES roB 

RAW MATERIALS, BY CLASSES 1 

(Monthly Average of 1913 Taken as 100) 

FARK AX1I1AL FOB.Bft M ........ 
PBODUC'N PBODUCft PaoDVtml PaoDUOft 

1919 
January . 234 208 147 179 
February 224 210 148 175 
March 237 217 149 173 
April 246 224 145 170 
May 255 225- 146 170 
June .,. 250 2LZ. 156 173 
July 261 233 166 177 
August 251 235 193 , 

: 180 
September . 240 215 227 ~184 

October . 254 212 234 184 
November . 276 212 239 183 
December . 288 209 259 185 

. , 
1 From tbe Fethral R ....... Bulleti.., February, 1920, February, 1921, -, 

January, 1922, March, 1923, February, 1924. !Ill! 
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FARM ANUU.L FOBaT MnfmaAL 
PBODUCl'8 PaoDUC'l'8 PaoD'O'CTII PaoDUCN 

------------
1geO 

January . 291 213 273 190 

February 278 206 315 194 

March 288 200 348 197 

April 304 196 367 224 

May 314 179 367 234 

June 301 186 363 245 

July 267 184 359 256 

August 259 181 351 265 

September . 232 186 344 277 

October . 191 172 339 272 

November . 170 159 289 246 
December • 155 132 263 224 

1911 
January . 155 119 245 220 
February 145 114 225 207 

March 136 116 210 197 

April 126 106 205 189 

May 131 104 205 188 

June 125 102 204 182 

July 122 109 203 177 

August 123 112 200 175 

September. 142 104 194 172 

October . 134 105 193 176 

November • 129 103 200 178 

December . 120 103 196 178 
, 

19111 
January . 130 1109. 167 178 

February 140 121 166 177 

March 141 122 165 178 

April 145 120 167 ISO 
May 152 122 174 202 
June 146 123 186 211 

July 147 130 188 241 

August 138 127 191 261 

September. 136 132 199 236 
October .. 147 132 204 218 

November . 160 129 207 209 

December • 161 128 210 208 

I!:,' 



PRICES AND THE VALUE OF MONEY 187 

F .... A"' .... Fo .... M""' .... 
PaoDVC'l'8 PaoDVCTIJ PBODUCft PaoDVC'I'B 

19U 
Janus.ry • 164 125 .216 213 
February 170 123 220 207 
March 174 123 227 202 
Apru 172 123 232 198 
May 167 122 226 189 
June 165 119 216 184 
July 1M 120 209 179 
August 152 125 203 177 
September. 163 131 196 176 
October . 172 122 197 171 
November . 179 115 196 167 
Deeember . 181 115 191 165 

Effects of Price Changes. Why should changes in prices be 
regarded 88 important? What is there about shifts in individual 
prices, price averages, or price levels that attracts so much atten­
tion and discussion? It is well known that most periods of rapidly 
faJIing prices are accompanied by business depression, bankrupt­
cies, unemployment, and frequently labor unrest and proposals 
for economic reform. Why is this so? Because the present eco­
nomiosystem is based largely on the profit-making motive. The 
desire for profits is one of the most important motivating forces 
in aU economic ·activity. A satisfactory level of profits is a great 
inducement to high business activity. A low level of profits has 
the opposite effect. One point which should be stressed is that 
some of the difficulty due to price changes could be avoided were 
all prices to change at once and in the same proportion. It is the 
unevenness of price changes which is resvonsible for some of our 
troubles. 

Profits depend upon the relation between costs ·and .. selling 
prices. If both costs and selling prices are rising, a favorable' 
profit ratio may be maintained. But if selling prices fall, and ' 
costs do not fall 88 rapidly, profits tend to disappear and business 
becomes depressed. Many students of depressions believe that 
the movement of the price level is an extremely important factor 
in determining whether business is active or depre~se~. ~m 
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1929 to the end of 1932 wholesale prices of industrial products 
fell approximately 35 per cent, while an average of agricultural 
products fell by a much larger amount. Prices all over the 
world fell drastically, and in this international collapse of the 
price level must be found one reason why the depression was so 
severe. 

Because of this disastrous price decline many proposals for 
monetary reform have come to the fore. The collapse of the 
international gold standard, the renewal of interest in bimetallism, 
the demand for monetary inflation by various groups, the gold­
buying program and the devaluation of the dollar, the collapse 
of the American banking system, are all due partly to this rapid 
fall in prices. Farm and residential mortgages were foreclosed 
by the thousands. In the Middle West farmers were threaten­
ing violence, and in many areas there was actual violence. The 
NRA was created partly for the reason that there was a wide­
spread desire among businessmen to put an end to destructive, 
or cutthroat, price competition. The Reconstruction Finance 
Corporation was formed to prevent receiverships and bankrupt­
cies of railroads and financial institutions. In fact, much of the 
New Deal attempted to prevent further injurious effects of de­
flation and price declines. 

Creditors and Debtors. When prices rise, the value of money 
falls and debtors usually find it easier to payoff their debts. The 
creditor suffers, because he receives money which has less pur­
chasing power than when he made the loan. If prices fall, the 
debtor has great difficulty in making payments, because his in­
come has declined, and the creditor gains. Rapid shifts in prices, 
then, play havoc with debtor and creditor relationships. For 
example, a farmer may have borrowed $5000 when wheat was 
$1 a bushel. It would take 5000 bushels of wheat to pay his debt. 
If, however, the price of wheat has declined to 50 cents when the 
debt becomes due, the farmer must sell 10,000 bushels to secure 
enough money to meet his obligation. 

One comment must be added. Not all debtors and creditors 
will be affected in the same proportion or to the same degree. If 
the price rise is very great, some debtors may not find their in-
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comes rising sufficiently to make their debt burden lighter. They 
may be required to pay such a large proportion of their incomes 
out in increased living expenses or current business expenses that 
ultimately payment of debts becomes a severe burden. Persons 
on fixed incomes - for example, those who live on the income 
from investments or annuities - may find this to be true. Rail­
roads and public utilities may find their costs rising and their 
rates held down by government regulation, 80 that their fixed 
charges are hard to meet. 

On the other hand, a price decline may be so great that the 
creditor does not maintain his advantage. Failures, bankrupteies, 
and unemployment may become SO widespread that the creditor 
cannot collect a large amount of his debts. This has been a com­
mon occurrence since 1929. In other words, the effect of a great 
inflation or deflation of prices may injure certain groups of both 
debtors and creditors, while in a period of more moderate price 
movements ouly one of the two may suffer a loss. 

When prices rise rapidly, so that the cost of living mounts 
steadily, fixed-income groups suffer. During 1918, 1919, and 1920 
this happened and was responsible for many of the strikes and 
labor disturbances during those years. The long depressions of 
the 1840's, the 1870's, and the 1890's were replete with incidents, 
movements, and programs resulting from rapid or long-continued 
price declines. Greenbackism and the bimetallic controversy of 
the nineties are important examples, both being supported by 
large groups of debtors. It is not necessary to euIarge further 
upon the disastrous effects of sudden price changes. Such move­
ments upset the equilibrium between industry and agriculture 
and between various industries themselves, and are responsible 
for all kinds of price maladjustments which destroy profit-making 
possibilities. It is easy to understand why control of the price 
level has become such an important economic and political issuo--­
It is also easy to comprehend why so many economists believe 
that a study of prices should constitute the central objective of 
economic theory. 

The Quantity Theory of the Value of Money. Probably the 
most widely held explanation of changes in the value of moneyi as 
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expressed in price fluctuations, is the so-called quantity theory.' It 
is one of the most misunderstood theories in all economic science, 
owing probably to the fact that its proponents have not always 
agreed among themselves. It will be presented here in the manner 
made familiar over twenty-five years by Professor Edwin W. Kem­
merer of Princeton in his small but excellent volume Munev and 
Prices.' Occasional reCerence will be made to a similar exposition 
by Professor Irving Fisher of Yale as found in his famous work 
The Purcha8ing P(YIJ)er oj M unev.' Kemmerer and Fisher have long 
been the most prominent quantity theorists in the United Ststes. 
UnCortunately many critics of the quantity theory seem not to 
have read these two volumes in their entirety. Many of these 
critics actually hold views quite similar to those advanced by 
Kemmerer and Fisher. What they are criticizing is an old form of 
the quantity theory, one no longer widely held. 

The quantity theory, as usually stated, asserts that, other things 
being equal, the value oC money varies inversely with its supply. 
In other words, if everything else remains the same, the price level 
will rise if there is an increase in money In circulation; conversely 
a decline in the supply of money will bring a fall in the price level. 
Many economists maintain that the quantity theorist practically 
disregards "other things" and places alIb.ost the sole emphasis 
upon the quantity of money as a determinant of price-changes. 
This, however, is a misconception. Modern quantity theorists 
realize that there may be times when "other things" are more 
important than the supply of money. What these "other things" 
are will be explained in a moment. 

1 Mr. White seems, in some editjOD8~of his book, to have been somewhat. 
skeptical of the validity of this theory, but preoenta DO satisfactory alterna­
tive. We are inclined to think that he had in mind a very old form of the 
quantity theory, which otreosed the quantity of money to the exclusion of 
other factors. No modern quantity theorist would p ....... t the cIoctrl1l8 in 
ouch a narrow form, although many modern critics of the quantity theory do 
not appear to realize this. Mr. White did, however, hold that there was • 
rather definite relation hetween gold production and prices. His conclusions 
appear in this volume, in Chapter IV . 

• Publiohed by Henry Holt and Company, 1009 . 
• Publiohed by The Macmillan Company, 1910. 
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Historically the quantity theory developed in a period when the 
circulating medium was composed primarily of gold and silver 
coins. Money obeys the law of supply and demand like any other 
commodity. An increase in the supply of money without a corre­
sponding increase in the demand for it will lower the value of 
money. Therefore it will not buy as many commodities as for­
merly, and prices will rise. On the other hand, the chief factor 
affecting the value of money may come from the demand side. 
One of the classic examples of a fall in the value of money when 
the world was using little but coins as money is to be found in the 
great rise of prices in Spain following the importation of gold and 
silver from the New World during the s"ixteenth century. 

The effect of changes in the supply of money upon prices was 
recognized centuries ago. As Kemmerer says: "This theory, held 
by Locke, Hume, and Adam Smith, elaborated by Ricardo and 
Mill, and in recent years so ably defended in our own country by 
the late Francis A. WaIker, dates in a vague form as far back as 
the time of the Roman jurisconsult, Julius Paulus. From the in­
fancy of economic science to the present time it has been the most 
generally accepted theory of the value of money.'" 

. Ricardb. David Ricardo, whose book Principle8 of Political 
Economy and TaxoJ:ion was published in 1817, summarized the 
theory in this form: "That commodities would rise or faU in 
price, in proportion to the increase or diminution of money, I as­
sume as a fact which is incontrovertible .... The value of money, 
then, does not depend upon its absolute quantity, but on its 
quantity relative to payments which it has to accomplish." At­
tention must be paid to that part of the last sentence which reveals 
that it is not 'ltw:mity aUme that determines the value of money, 
but" quantity relative to payments which it has to accomplish." 
This is an important point and must not be overlooked.' 

I Mrmq aM !rita, pp. 1-2. 
• For" ""reful study of the early development of the quantity theory see 

Mmtd4ry :/'hMrv before Adam Smith (Harva.rd University Pres.), by Arthur 
E. Monroe of Harvard. It is intere&ting to learn from Monroe's thorough 
_reh how widely this explanation of changes in prices was accepted even 
before the last quarter of the eighteenth century. 
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Mt'll and the Quantuy Theory. John Stuart Mill, whose Prin­
ciples of PoUtWal ECO'TUYTny was published in 1848, wrote in Book 
III, "The value of money, other things being the same, variee 
inversely as its quantity." But he did not stop with that. He 
went on to say, "The amount of goods and of transactions being 
the same, the value of money is inversely as its quantity multiplied 
by what is called the rapidity of circulation. And the quantity of 
money in circulation is equal to the money value of all the goods 
sold, divided by the number which expresses the rapidity of cir­
culation." Since Mill was primarily a synthesizer of the work of 
earlier students of monetary theory, and originated little in this 
field himself, it is obvious that emphasis upon the quantuy of 
money alone as a determinant of prices had practically ceased well 
over a hundred years ago. The rapidity of the circulation of money 
came to be recognized as a factor of importance. 

Mill continues: 

The amount of purchasiog power which a person can exercise is com­
posed of all the money in his possession and due him, and of all his 
credit. . •• Credit, in short, has exactly the same purchasiog power with 
money; and as money tells upon prices not simply io proportion to its 
amount, but to its amount multiplied by the number of times it changes 
hands, 80 also does credit. . .. Credit which is used to purchase commodi­
ties, affects prices io the same manner 88 money. Money and credit are 
thus exactly on a par, io their effeat on prices. 

Credit, therefore, and its rapidity of circulation must also be 
considered. 

With regard to paper money of an inconvertible type Mill 
thought, "The immediate agency in determining its value is its 
quantity." This has been widely criticized and justly so, because 
the rapidity of circulation of inconvertible paper money has, as 
revealed by the experience of a number of countries during and 
following the war, a great effect on prioee. 

According to Lionel D. Edie, Mill's doctrine presents "the basic 
elements of the classical quantity theory. They ~ not for the 
most part original with him, but they are for the first time as-
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sembled by him in a comprehensive, unified, systematic theory of 
value."l 

The El[IUIlion oJ EuIuJ.n4e. Kemmerer and Fisher have each 
expressed the important components affeeting prices in the form 
of an algebraic equation. Their equations are similar, but since 
Fisher's is the one more generally used, we will follow his. The 
equation is formulated thus: MY + M'y' = PT. The meaning 
of the letters is as follows : 

M is money in circulation, and does not include bank reserves or 
money in the government treasury. 

M' is credit, 88 expressed in checking accounts at banks. 
Y is the velocity of circulation of money. It is computed by dividing 

the total amount of payments in money during a certain period 
of time by the average amount of money in circulation during 
the period. 

V' is the velocity of circulation of baclt deposits. It is 808certained 
by dividing the total amount of payments by check (baclt deb­
its during a perjpd of time to individual accounts) by the aver­
age amount of money on deposit during that time. 

P is an index number of prices. 
T is the total volume of trade. 

How is this equation developed? In this way. It is obvious 
that the amount of money and deposits multiplied by their re­
spective velocities (the number of times they change hands) must 
be equal to the prices of the articles sold multiplied by the num­
ber of such articles. In other words, the amount paid must be 
equivalent to the amount received. Therefore what the equation 
states is a truism. It can, moreover, be interpreted in the light of 
the law of demand and supply as relating to money. MV + M'Y' 
represents the total monetary supply. PT represents the mone­
tary demand, since the total value of goods sold constitutes a 
demand for money or checks on deposits. Therefore, monetary 
supply is eq4ivalent to monetary demand. 

One question may be raised. Money and deposits pass from 
one person to another, and provision is accordingly made in the 

• M UMIJ, Bank Credit and Pricea, p. 189. Harper & Brothers. 

" 
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equation for their velocities of circulation. But do not com­
modities also have a velocity of circulation, since many goods 
pass from the manufacturer to the consumer in unchanged form ? 
Professor Arthur Manget of the University of Minnesota has 
devoted considerable time to the study of this factor. Kemmerer 
concluded that since the commodity, in passing from the man­
ufacturer to the consumer, gains new utilities, such as place or 
time utilities, "it becomes a new commodity at each exchange." 
Hence its velocity of circulation becomes unity and has no effect 
upon the result.' 

If we divide through by T, the equation then reads 

p=MV+M'V'. 
T 

The price level varies directly, then, with MV + M'V' and in­
versely with T. These are the five chief factors affecting prices, 
and none of them can be ignored. 

It is frequently argued that this equation of exchange is not 
the same as the quantity theory of money, 'but is a quite different 
explanation. This is a debatable position. Edie states, "The 
salient features of the quantity theory may be expressed in the 
form of an algebraic equation," ft.Ild then proceeds to explain the 
equation of exchange.' Kemmerer says, "The formula will be 
recognized as an algebraic expression of the quantity theory." I 
Fisher asserts, "This equation expresses algebraically the old 
quantity theory of money, with some elaboration.'" 

If Gold and Silver Coi1l8 Were tM Only Money. It may be easier 
to explain the equation of exchange if we start with an economic 
system in which nothing but gold and silver coins are in circula­
tion. This is the method used by Kemmerer. In such a system 
it is fairly easy to see that people have come to place a certain 
valuation upon commodities in terms of gold and silver coins. 
They have become accustomed, through a price-making process 

• M tYM1I and Prias, p. 15. 
I MtYM1I. Bank Credit and Prias, p. 189. 
I M amy and Prias, p. 13 • 
• Proceedings of the Twenty-third Annual Meeting 01 the AmerieaD 

Eoonomic Asaociation, April, 1911, p. 38. 
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which has emerged through past years, based partly on their 
subjective valuation of gold and silver in comparison with com­
modities, to giving certain amounts of gold and silver coins for 
commodities. Now suppose a change t&kes pl&ce in the number 
of commodities produced and offered for sale, or in the amount 
of gold and silver coins in circulation or in their velocities of cir­
culation. The re!&tive nlue of commodities and coins will ch&nge 
and will reveal itself in price changes. 

Suppose, for example, 't.h&t new gold or silver discoveries h&ve 
resulted in private persons' bringing more bullion to the mint for 
coin&ge; these persons will h&ve more money with which to pur­
chase commodities. Or the government may own the new mines 
or the &dditional bullion produced, and coin the new money and 
put it out into circu!&tion in payment of its expenses. Those who 
receive it will h&ve more money to spend and by competing with 
one another in the purchase of commodities will force prices up. 
This assumes tb&t there has been no ch&nge in the amount of 
commodities produced and offered for sale. 

In this case the equation would be expressed in a simpler form, 
PT = MV (monetary demand equals monet&ry supply). Velocity 
of circul&tion of the coins would therefore be a factor in deter­
mining prices in this system, &8 well as in the more complicated 
monet&ry system to which PT = MV + M'V' applies. What 
Fisher and Kemmerer have done is to expand the equation of 
exchange until it makes allowance for bank deposits and their 
velocity. An understanding of how PT = MV applies in a simple 
monet&ry system will be of assistance in comprehending it in its 
more complete form. 

Does tM EqulItion PTOIJe Causation' One of the chief criticisms 
of the equation is th&t it does not prove the price level to be the 
resultant of the other factors. The equation may be rearranged 
in any manner desired, and it has been frequently argued th&t 
P may just as·accurately be designated as the cause of ch&nges in 
M, V, M', V'. Mathematic&lly this is true, but deductive reason­
ing must be resorted to in order to reach a conclusion. Fisher 
maint&ins tb&t P is the one passive factor, but only in 7WI'IIIlJl 
circumstances and aside from transitional periods. .He realizes 



196 MONEY AND .BANKING 

that in short periods of time P may not always be the one passive 
factor. And he does not disregard the effect of changes in other 
factors than M, for after declaring that P must vary in direct 
proportion to M he writes, "This does not assert, of course, that 
during any historical period M will be the only factor affecting 
P for it usually happens that all of the five factors in the equation 
which do affect P will change simultaneously." Each of the five 
factors will themselves be affected by other things, which will be 
mentioned shortly. 

In Chapter XII of his Purchasing Power oj M tme/I, Fisher, after 
complimenting Kemmerer upon his earlier investigation, again 
argues: 

Most other writers who have attempted to teat the quantity theory 
statistically, seem to have been animated by a desire not to give it a fair 
test, but to disprove it. They have carefully avoided taking account 
of any factors except money and prices. It is not to be wondered at that 
they find little statistical correlation between those two factors. 

Again he states : 

U the opponents of the" quantity theory" who attempt to disprove 
any relation between money and prices by pointing out the Jack of 
statistical correspondence between the two, mean merely that other 
factors besides money, M', V, V', T, change from time to time and that 
therefore the level of prices doe. not in actual fact vary exactly with the 
quantity of money, their contention is sound. • .. U anyone has ever 
really imagined that the price level depends solely on the quantity of 
money, he should certainly be corrected. 

With respect to the question of causation Kemmerer has this 
to say: 

The question is often asked whether changes in the monetary supply 
are causes or effects of changes in the general price level. Do general 
prices rise because the monetary supply increases or does the monetary 
supply incresse because general prices rise 1 Hadley is undoubtedly 
right when he asserts that "changes in the quantity of money ••• are at 
once a cause and an effect of changes in the general priCe level." GNp, 
for example, a country with a certain monetary supply, and a certain 
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supply of commodities being exchanged; an increase in the monetary 
supply will be followed by a rise in the general price level, the rise will 
destroy the equilibrium previously existing between the price levels at 
home and abroad, and between the monetary and merchandise values 
of gold; gold will tend to flow out of the circulation, seeking a better 
market in other countries or in the arts at home. Decrease the monetary 
supply, leaving the commodity supply unchanged, and prices will p<r 
amlTa fall until the higher value of money thereby expreseed shall lead 
in like manner to an iner_ in the monetary supply and the establish­
ment of a new equilibrium of prices. In these cases a change in the 
monetary supply results in a change in the general price level, which in 
turn reacts upon the monetary supply. On the other hand, assume a 
condition of equilibrium, leaving the monetary supply unchanged; the 
increased commodity supply will cause a fall in the general price level, 
which will in turn lead to an increase in the monetary supply and the 
establishment of a new equilibrium of prices through the influx of new 
money from abroad, or from the mines or the arts at home, or through 
an increase in the rapidity of monetary circulation. Decrease the com­
modity supply, leaving the monetary supply unchanged, and the opposits 
results will follow. In these latter two cases a change in the commodity 
supply affects general prices and through them alters the monetary 
supply.' . 

It will be seen that this explanation, which is based upon inter­
national factors, depends upon relative freedom of trade and 
unrestricted flow of gold into and out of the country. This leaves 
unsettled the question whether a change in M, M', V, V', or T 
might follow a change in P which had been induoed by domestic 
factors. In most cases it is probable that the forces operating on P 
had previously affected M, M', V, V', or. T. Like Fisher, Kem­
merer emphasizes the fact that it is not money alone that is the 
cause of variation in the prioe level. A change in the velocities of 
circulation of money or bank deposits, or in the volume of bank 
deposits or the volume of trade, may be the initiating factor. 
Looking at the equation itself, an impartial observer might con­
clude that P could just as well change first and M, M', V, V', T, 
change later. Mathematically this is true, but the question should 
next be asked whether or not the factor assigned as a cause of a 

, M_ and PriDea, p. 69. 
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change in P may not, as we have just said, have a.ft'ected P because 
~t first induced a change in M, M', V, V', or T. 

It next becomes important to determine what the factors are 
which might themselves cause changes in M, M', V, V', or T. 
Fisher lists the factors a.ft'ecting M as the importation or minting 
of the precious metals, cheapening the costs of production of these 
metals, and the issue of bank notes or paper money. Affecting M' 
will be changes in the banking system, an increase in bank loans, 
which will bring an increase in deposits, or a relative variation in 
the use of checks. V and V' will be a.ft'ected by changes in the 
habits of people as to thrift or hoarding, the use of charge accounts 
and checking accounts, systems of payments, transportation, and 
population. Finally T will depend upon the presence and exploit&­
tion of natura.! resources, division of labor, the technique of 
production, accumulation of capital for investment, the state of 
the transportation system, freedom of trade, the character of the 
banking system, and business confidence. In other words, a 
myriad of factors may be responsible for changes in M, M', V, V', 
or T, and through them variations in P.' 

Kemmerer places great emphasis upon the state of business 
confidence, especially as it a.ft'ects V and V'. In other words, a de­
cline or increase in confidence might cause V and V' to go down or 
up. Therefore, when it is argued that P might be affected first, we 
sha.1l be forced to answer that it might be, I)ut it is likely that the 
cause to which responsibility is assigned is one which has been 
listed above and is influencing M, M', V, V', or T first. 

One word of caution must be added. P is an index of a large 
number of commodities. Some persons criticize the quantity 
theory because, they say, it is impossible to show that changes in 
individual prices can thus be explained. ' No one has ever con­
tended that they could be. What the quantity theory endeavors 
to explain is the reasons not for changes in individual prices but 
for changes in the average of a large number of prices. 

Other Objections to the Quantity ThMry: the ThMry cannot be 
Proved Stati8ticaJl1l. While Kemmerer, Fisher, and Gustav Cassel 

I Fisher, The Purduuing Puwer of Munq. pp.74-88. 

" .... 
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of the University of Stockholm have endeavored to prove the 
validity of the theory statistically, the results of their labors bave 
not been satisfactory. The reason is obvious. P, strictly speaking, 
is the average of the prices of all the things that money and checks 
are spent for. Therefore to select a wholesale price index and call it 
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P is not accurate, because it is only a part of P. If one oould isolate 
the M, M', V, V', and T that apply to wholesale trade only, pos­
sibly some result could be reached. But to use the M, M', V, V', 
and T which apply to retail purchases (including services etc.) as 
well and test the equation by what happened to wholesale prices 
is not justifiable. 

Fisher realized this, for in reviewing The M ea8Uremem oj Ez-
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change Value, by Correa Walsh, in the Yale Review as far back 
as 1902, he wrote: 

If we are discussing the sense in which the level of prices is connected 
with the quantity of circulating medium ••• we must include every 
price, wholesale and retail; we must include prices of aU commodities, 
even land, securities, and human services, and we must weigh these, not 
in proportion to the amounts consumed, but in proportion to the amounts 
exchanged for the circulating medium.' 

This is just the type of index number upon which Carl Snyder of 
the Federal Reserve Bank of New York has been working for 
years. He calls it a general price index, and it is most important 
to realize that Snyder's index moves frequently in different direc­
tions and by different magnitudes from the wholesale price index 
constructed by the United States Bureau of Labor Statistics. 
For example, from 1922 to 1929 Snyder's index was slowly rising, 
while that of the United States Bureau of Labor Statistics showed 
a slight declining tendency. In this index Snyder uses the fol­
lowing items and gives them these respective weights: 

W"OII'I' 

1. Industrial commodity prices at whol .... le (nonagricultural prices, 
U. S. Dept. of Labor) ..... ..' .. '. . . . . . . . . . . 10 

2. Farm prices at the farm (30 commodities, U. S. Dept. of Agriculture) 10 
3. Retsil food price. (43 articles in 51 citi .... U. S. Dept. of Labor) . . 10 
4. Rents (cost of housing in 32 cities, U. S. Dept. of Labor) 6 
6. Other costrof-living items (costs in 32 cities, U.8. Dept. of Labor) 10 
6. Transportation cost (railway freight receipts per ton-mile) .. .. 6 
7. Real-estste values (urban, Fed. Res. Bank of N.Y.; estimated value 

per acre, U. S. Dept. of Agriculture) . . . . . . . . . . . . . 10 
8. Security prices (preferred and common stock. and high-grade bond .. 

Fed. Res. Bank of N.Y., from Stsndard Ststistics) ....... 10 
9. Equipment and machinery prices (Fed. Res. Bank of N.Y., from 

producers). . . . . . . . . . . . . . . . . . . . . . . • . 10 
10. Hardware prices· (National Retsil Hardware AlI8OCiation) . . . .• 3 
11. Automobile prices (weighted, 6 makes of passenger cars, Prescott). 2 
12. Composite wages (7 items, Fed. Res. Bank of N.Y.) . . . . . . . 16 

Strictly speaking, then, an index like Snyder's should prob­
ably be the one used to test the equation of exchange. Even then 
there are difficulties, because accurate figures on the velocity of 

• Quoted in Munev <md Pn-, p.l34. 
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cireulation of money (V) are not available. Furthermore, no 
one knows whether M is the correct figure, because part of M 
may be lost or hoarded. For money that is hoarded the velocity 
(V) is zero, and it has no effect on P. M' and V' are ascertainable 
with & high degree of accuracy, but T is not. T is not the total 
volume of production; it is the volume of commodities actually 
exchanged, and no one knows exactly what the total comes to. 
For these reasons an accurate statistical proof of the equation 
cannot be expected. 

Price& are Det£rmined first by Individual Agreement, and then 
M and M' are Secured to Pay the BiU. This is a very common ar­
gument and asserts that prices for commodities sold are always 
fixed by individual contract or bargaining before businessmen 
approach their banks for loans, or buyers secure the money to 
make the payment. Superficially this objection may seem to be 
sound. Let us examine certain cases. Many retail purchases are 
made for cash; many others are paid for by checks on already 
existing deposits; others are bought on credit because the buy­
ers hope or know they will have the means to pay wben the bill 
falls due. In none of these cases, with a few exceptions, would 
purchases be made unless the buyers had either the money or 
bank deposits, or expected to have one or the other when the bill 
had to be settled. 

With business enterprises the case is slightly different. But 
the objections raised ignore the fact that banks are, in normal 
times, in the habit of establishing lines of credit for their custom­
ers. In other words, the businessman makes a contract because he 
has the money on hand or on deposit, or because he can borrow 
from a bank which has previously told him that he can borrow up 
to a certain amount. No sound business would sign a contract to 
buy commodities unlesS it were certain it had the means to pay 
on hand or in sight. 

As Edie says: 

This attack upon the quantity theory is not convincing, largely be­
cause it brushes &aide the factor of the money-spending power of the 

. buyer as an influence in deciding how much he will pay and how much 
he will buy at the given price. • •• Hence, if the pric»-making proceee is 
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antecedent to the actual exchange of money for goods, 80 the money­
spending power of the community is antecedent to the pri .... m&king 
process.l 

v, V', and T Vary propurtUmately and hence Play Little Part 
in Determining Price Variations. This objection is based on the 
contention that V, V', and T vary together so as to counteraet 
any influence each might have upon P. Therefore the equation 
resolves itself into P = M + M', which is shown not to be true 
historically .. If this objection is true, the equation of exchange 
must be discarded as a satisfactory explanation of variations in 
the price level. 

Several American economists are convinced that the objection 
can be sustained. But it may be doubted whether their evidence 
is convincing, because of the difficulties of obtaining proper statis­
tical information. On the other hand, several British economists, 
after long and careful investigation, have reached just the op­
posite conclusion. Their results, they claim, show that V, V', 
and T do not vary proportionately, and therefore V, V', and T 
may act as initiating causes of variations in P. The debate can­
not be settled with finality, but most modem quantity theorists 
are inclined to believe that the British position is sounder. This 
may, of course, be due to their 1wpe that it is sounder. An appeal 
must be taken to deductive reasoning rather than inductive evi­
dence, and when this is done it is difficult to believe that V, V', 
and T do vary proportionately and by the same amounts. On 
this question an active controversy is now being waged. 

If True at all, the Quantity Theory Is True tmly in the Long 
Run. This is a common criticism. Many critics admit that there 
is much truth in the quantity theory as an explanation of the 
secular (long-time) trend of the price level. They reject it as an 
explanation of the short-time fluctuations in prices. As Bradford 
says: .. If we assume production to be constant, population con­
stant, and no far-reaching changes in the organization of the 
monetary system, we shall be safe in adhering to the quantity 

I Muney, Bank CrerIiJ and Pri«I, p. 199. This """ in reply to aD argument 
to this effect by J. Laurence LaugbIin, one of the most DOted critice of the 
lU&Dtity theory. Laughlin was aD advocate of the buIlioniat theory. 
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theory. Ail a long-run theory of the normal value of money, it will 
hold water.'" We have shown, however, that modern quantity 
theorists have interpreted the theory and the equation of exchange 
in a distinctly liberal manner. Ail so interpreted there seems little 
reason why it cannot oller a fairly satisfactory explanation of 
short-run variations in the price level. It is not contended that the 
equation of exchange makes allowance for every single factor that 
might enter the picture. Neither is it contended that P must 
always and at all times, under all conditions, be the one passive 
factor. Fisher claims this to be true only in rwrmal times. M, M', 
V, V', and T act and react upon one another, and temporarily 
some factor might possibly affect P first; but by and large the 
quantity theory 88 expressed in the equation of exchange contains 
much more truth than error. 

The Theory dne8 not Explain the Reason for Changetl in the 
Value of lru:onvertibk Paper Money. Here is to be found one of 
the greatest misconceptions of the quantity theory. Many critics 
contend that quantity theorists believe that the tmly cause of a 
change in the value of inconvertible paper money is its /[IIMIlily. 
Among those who have revealed that they have, at times, labored 
under this misconception are Wesley C. Mitchell, H. Parker 
Willis, B. M. Anderson, Jr., the late J. Laurence Laughlin, and the 
late Russell D. Kilborne. The student will promptly ask how these 
able and prominent economists could be subject to such a mis­
conception, if it really is one. The answer probably lies in the fact 
that they can cite several early quantity theorists of nearly a hun­
dred years ago to prove their case. That must be admitted, but 
the quantity theory 88 expounded by its modern upholders does 
not contain this erro.neous belief.' The modern quantity theorist 
places great stress upon the velocity of circulation of inconvertible 
paper money 88 an important factor in determining its value. This 
velocity depends largely upon the confidence of people in the 
money; and if large quantities are issued, the velocity may speed 
up by large amounts if the holders of the money desire to spend 

'F. A. Bradford, MUMY, p.209. Longmans, G""", '" Co. 
• See Kemm..u. reply to Mitchell, Laughlin, and Willi. on this point in 

MUMY GIld Pn-, pp. 30, 31, 40-42. 
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it in a hurry, fearing a decline in its buying power. Recent experi­
ence, espeeially in Germany, substantiates this conclusion. 

The Quantity Thwry 18 a Static Thwry. This may have two 
meanings. One is that the quantity theory deals only with a fixed 
point of time. The other is that, under certain assumed conditions 
of equilibrium, it explains only some normal long-run tendency. 
The first meaning gives an unreal interpretation of the quantity 
theory, one that no modem quantity theorist advances as a com­
plete explanation. Probably the confusion arose because Fisher, 
at times, places some stress upon this concept. But this is only a 
partial presentation of Fisher's views. It can rightly be charged 
that occasionally Fisher is somewhat mechanical in his exposition, 
but he does not limit his treatment as a whole to what happens at 
a single point of time. A similar answer may be made to those who 
argue that the quantity theory explains only long-run tendencies. 
Correctly interpreted, it applies also to the short run. The ex­
planation may not be a complete one, but it probably accounts for 
the major factors at work. 

The QUJJntity Thwry 18 not in Accord with the Facts. Among 
those who have advanced this argument are Dr. B. M. Ander­
son, Jr., economist of the Chase National Bank of New York, and 
the late Russell D. Kilbome of Dartmouth. Anderson writes: 

It is one of the vices of the quantity theory r:f money that it tends to 
check realistic analysis and to arrest thinking. Seeing prices high in 
1919-1920 and seeing the volume of money and credit expanded, IIlO8t 
quantity theorists felt that the whole matter was explained. The prohlem 
was solved. No further thinking was required. Many of them confi­
dently announced that we were on a permanently higher level of prices. 
They made no distinction between the price phenomena of gold stand­
ard countries and the price phenomena of oountries on an irredeemable 
paper basis. They drew no qualitative distinctions .••• 

But the phenomena were not explained by this reasoning, and tbe 
predictions based on the quantity tbeory oollapsed utterly when prices 
dropped 44 per cent in the United States in 1920-1921, with oorrespond­
jug drops in most other parts of the world. The writer has been at pains 
to read discussions written during this perind by many of the adherents 
of this school of thought, and in them he finds again and again a minimum 
of reference to existing industrial and trade facta, and all emphasis 
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centered upon the figures of prices, on the one hand, and of money and 
bank deposits, on the other hand. 

It is just to state that many economists who give nominal assent to 
the quantity theory as an abstract fonnula do not allow it to blind them 
to facts, and do not rest serious forecasts or practical policies primarily 
upon it. 

The breakdown of the quantity theory predictions of 1919 and 1920 
regarding prices seems to have made very little impression upon the 
confidence of the adherents of this school in their principles. Between 
May of 1920 and December of 1924 the volume of monetary gold in the 
United Ststes increased 73 per cent and the net demand deposits of 
reporting member banks increased 14 per cent. Commodity prices at 
wholesale, however, dropped 37 per cent during this period. During 
the same period changes -occurred in British money, credit and prices 
which the quantity theorists cannot possibly explain. French money, 
credit and prices show even greater deviations from the quantity theory 
rules during this period.' 

Kilbome attacks the quantity theory in practically the same 
words and upon the same ground.' In earlier years similar argu­
ments had been advanced by J. Laurence Laughlin, William A. 
Scott, H. Parker Willis, and in part by Wesley C. Mitchell. We 
must repeat here what we emphasized in the first part of this 
chapter, that such criticisms are based upon a narrow interpreta­
tion of the quantity theory. It is true that in 1919 and 1920 Irving 
Fisher, among others, believed wholesale prices would not greatly 
decline, but mistakes in forecasting should not invalidate an ex­
planation which was never expounded or advocated as a fore­
casting device. Anderson cannot be criticized for objecting to 
forecasts of this type. 

When, however, Anderson and Kilbome state that the quan­
tity theory is wrong because Federal reserve notes outstanding 
inoreased during the crisis year of 1920, while wholesale prices fell, 
they are laboring under a misunderstanding. The same conclusion 

I "The Gold Standard verBUlI • A Managed Currency,'" C",," E"""""",, 
BulIdin, Vol. V, No.1, March 23, 1925, pp.7-8. See aleo Vol. XII, No.2, 
May 16, 1932, of the aame publication, "The Goldaborough Bill and Govern­
ment Security Purchases of the Federal Reserve Banks." 

'Pnnciploo 01 Munqand Banking, Chep. IX. McGraw·Hill Book Company. 
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applies to their notion that an increase in the gold supply and 
deposits during a period of falling wholesale prices vitiates the 
quantity theory. This implies that modem quantity theorists 
ignore V, V', and T. The modem quantity theorist places great 
stress upon V' and T, particularly, and believes that a lsrge por­
tion of the explanation of what happened in 1920 and 1921 can be 
found in the rapid decline of V' during those years. Anderson is 
probably correct in his contention that certain psychological 
factors may have been actively at work on P at the same time, 
tending to force it downward, independently of V'. But no modem 
quantity theorist would conclude that, under our present banking 
system, a large importation of gold must !1-utomatically bring an 
increase in wholesale prices. It depends upon what use is made of 
the gold. Finally it is most interesting to note that after Kilbome 
has rejected the quantity theory, which he states in its narrowest 
form, he outlines the "true" explanation of changes in the value 
of money, the demand,.and,.8Upply theory. But the quantity theory 
as explained in this chapter, and by most of its adherents, iB a 
demand-and-supply theory. 

In the drastic fall of prices in 1920 and 1921 there were many 
forces at work, but most of them can be accounted for by factors 
in the equation of exchange. Probably one reason why loans and 
deposits continued to rise was that there was a great demand on 
the part of borrowers for funds to meet outstanding obligations. 

That there is justification in I?lacing great reliance upon 
changes in V', the velocity of circulation of bank deposits, may be 
shown by examining such changes from 1921 to 1933. From 1921 
to 1925 in New York City V' varied between 45 and 60 a year. 
It rose to 120 in 1928 and 1929 during the great stock-market 
boom. It then fell to around 20 in early 1933, a tremendous drop. 
In a hundred and forty cities outside New York V' averaged 
between 30 and 35 to 1925, and then rose to 45 in 1928 and 1929, 
declining to around 23 in lste 1932. For a while, lste in 1932, 
V' was less in New York than in other parts of the country, a 
truly surprising phenomenon. Certainly a decline in V' played 
a large part in the fall of prices beginning in 1929. 

.. One final eriticism of Kilborne and Anderson. They seem to 
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believe that P means a wholesale-price index, a common miscon­
ception. It has already been emphasized that P is an index of all 
the commodities, services, and othe~ things that money and 
checks are spent for. Therefore, in the years mentioned by these 
two economists, P should include prices of stocks, real estate, 
wages, ete. Fisher, Cassel, and Kemmerer have been partly re­
sponsible for this confusion by their attempts to prove the quan­
tity theory statistically. Finally it must also be remembered that 
what happens to T is of great significance. 

Another sense in which M may be an effect of P should be 
mentioned. An increase in M'V' may be driving prices upward. 
AIl prices rise, more hand-to-hand currency may be needed to 
purchase goods at the higher price level. For instance, people 
may draw out a larger amount of actual cash or notes from the 
hanks for this purpose. Therefore an increase in money in cir­
culation may be partly due to a rise in prices, itself induced by 
other causes. Some economists maintain that the amount of M 
will determine M', because M is used as a reserve for M' by banks, 
and the amount of M will set an upward limit for M'. There is 
truth in this argument too, obviously, but it must not be for­
gotten that, under central banking systems, banks can secure 
more reserves by rediscounting. To repeat, M, V, M', V', and T 
act and react upon one another. 

Conclusions on the Quantity Theory. What are we, then, to 
conclude? Namely this, that Steiner was right when he wrote: 
.. Often questioned, often modified, and the subject of voluminous 
and at times sharp controversy, it [the quantity theory] has in 
general outline maintained itself. Its critics have been many, its 
rivals few." 1 This is in direct contrast to the statement of Lauch­
lin Currie of Harvard who, In his recent book The Supply and 
Control of Money in the United States, speaks of "the almost uni­
versal abandonment of the quantity theory of mQney."· Here, 
again, the quarrel seems to be over the· correct interpretation of 
the theory. We have nothing more to add on that point. If the 
quantity theory is almost universally ~bandoned, why did the 

I W. H. Steiner. M_ and Banki"l1. p. 794. Henry Holt and Company. 
• Page 3. Harvard University Preas. 
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late Allyn A. Young of Harvard and the University of London, 
who at the time of his death in 1929 was generally recognized as 
one of the foremost Ameriean authorities on such matters, make 
the following statement: 

No intelligent person who has given any attention to the matter any 
longer doubts that there is a fairly dependable relation between the 
amount of a country's currencY and the purchasing power of a currencY 
unit. An inquirer's time and energy can be given more profitably to 
problems which as yet have not been 80 fully disposed of . 1 

, The quantity theory has the misfortune of being badly named. 
The name implies that emphasis should be placed upon the quan­
tity of money. However, as we have seen, not only M but M', V, 
V', and T all have great significance, and they all act and react 
upon one another in a manner which cannot be discovered with 
exactness. It is not contended that it is the complete or only ex­
planation of changes in the value of money. It i8 contended that 
there is at present no opposing explanation so clearly outlined and 
accurately defined as to be a satisfactory substitute for the quan­
tity theory. Attempts are being made by a number of authori­
ties to construct a more satisfactory theory. So far their efforts 
have not been crowned with success, although sometime in the 
future they may be. The quantity theory may not be thoroughly 
satisfactory, but it is, in our opinion, the best we have. It contains, 
we believe, more truth than error, and therefore cannot yet be 
thrown aside, because we have no more satisfactory substitute., 

Recently there appeared a brilliant and imposing volume on 
German Monetary Theory, by Howard S. Ellis of the University of 
Michigan. His chapters on the quantity theory are thorough and 
profound, and his conclusions might well be quoted as the final 
portion of this discussion: 

I do not conceal a predilection toward regarding quantity theory 
causation as more basic and general than the opposite, but this conviction 
has no claim to significance. . .• In general, the opposition between 
quantity theorists and their critics may be lessened by the following 
considerations. (1) Quantity and velocity of money and credit are BOme-

I Preface to The Frend. Fraru; (p. xi), by Eleanor DuIIea. The MacmillaD 
Company. 
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times a cause, IIlmetimes an effect. The progress of pri .... during model'­
au. inflation and the brealring.of boom periods seem to reveal the former, 
while hyper-mftation and the period of extreme cyclical depression and 
beginning recovery reveal the latter. (2) The monetary and real members 
of the equation often seem to interact upon one another III intimately 
that eause and effect are indistinguishable. • •• I see no re&IIln why one 
force eould not for a time preponderate, giving way then to the other; 
P T, for emmple, could advance under a seasonal npswing, while M V, 
according to a conception which we shaD encounter with Machlup, 

• responding first as effect, becomes a cause of cyclical advance by its 
inelasticity against the seasonal downswing of PT. (3) Even where 
pri .... and trade assmne chronological priority, money volume and 
velocity supply their .. essential condition"; for purposes of economic 
contro~ if the development may be partly managed through the "_ 
tial condition," it would be overly fastidious not to regard the condition 
pragmatically as a cause. (4) Some critics of the quantity theory ap­
parently take the peculiar position that money canno~ be a true cause 
because n is a mere pawn in a game in which human decisioDS presen~ 
the real causes. ••• Value is of course IIlmething felt and acted upon by 
human beings; bu~ a Jarge quantity of money may be just as truly a 
cause of its low value as a Jarge crop the cause of a low value of potatoee.1 

• Page 195. HarvuU University Prea!. Some readers may wonder ... by we 
haw gi ..... no elaboration of the monetary doctrines of D. H. RDbert.oon, 
R. G. Hawtrey, A. C. Pigou, and John Maynard Keynes, who, among many 
others, especially the German and Austrian economists, haw for 80me yeanI 

been busily engaged in reconstrueting the equation of ""chsoge and mone­
tary acience. This is not because we have not gi ..... considerable time to the 
otudy of and to an attempt to teach the cash balanoes, UDllpent 1II8l'gin, and 
income approach to monetary theory. We suspect othenl have ezperienced 
• difficulty oimiIar to that which we have encountered. It is extremely diffi. 
eu1t to otate these doctrines in • simple manner, one which will be compre­
hended by the ordinary person or average otudent. This diffieu1ty has 
become ~ since the ap.-ranoe of what will be generally regarded 811 

a bistoric work, the .... Iume on c-M ond.ar!I Theory, by Howard S. Ellis. 
A careful otudy of this treatise has crested 80 much doubt in our minde 
reprdiog what should be written or taught with respect to substitutes for 
or improwmenta upon the quantity theory that we feel this matter moot be 
left in the bande of persona who may EO their way through the mase better 
than we do. We urge upon those who have rejeeted the quantity theory, 
or are confident that they have a better one, to study, moot carefully, the 
volume joot mentioned. 

In C1In'OftC!I mod C""lil (Lo_ Green '" Co.), R. G. Hawtrey has 
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Infiation in Wartime and Mter. There is now (1935) a wide­
spread feeling that the United Statelt may be unable to escape 
a bad monetary inflation. The reason for this state of mind is 
that the national government is spending buge sums upon the 
relief of the unemployed and all manner of public agencies and 
construction. The national debt, which had grown from slightly 
over $1,000,000,000 in outstanding bonds in 1914 to over $26,000,-
000,000 in 1919, was reduced to approximately $16,000,000,000 
in 1929. This was an achievement of no mean significance. We 
realize now, however, that if income taxes had not been re­
duced during the postwar years, several more billion dolla.rs' worth 
of bonds could have been retired. Soon after the depression 
began to deepen in 1930, the national debt in bonds outstand­
ing again began to grow, until by early 1935 the total reached 
well over $28,000,000,000, the highest on record. Here is an 
increase of approximately $12,000,000,000 in debt between 1930 
and 1935. It would not have been possible had not banks in­
vested heavily in these bonds. Approximately 50 per cent of 
the national debt is now held by banks, including the Federal 
reserve banks. 

elaborated upon the doctrine of the "unspent margin," The unspent margin 
is equal to the difference between all incomes received by people and the total 
amount of their expenditures. It is made up of cash on hand and bank 
deposita. Under this concept the demand for money is represented by the 
amount of cash and deposita which people believe it necesssry to hold in order 
to make their expenditures regularly and on time. It is this demand for money 
to hold which sets the value of money. Hawtrey says, "The wealth value of 
the monetary unit is inversely proportional to the size of this umpent m4Tgin 
of the community" (p.34). Use is made of this concept to explain the reason 
why an increase in actual money or depoeits outatanding may not bring higher 
prices, since people at times come to hold larger amounts instead of speuding 
them immediately. But, as we have expounded the quantity theory, this can 
be accounted for by changes in Vor V'. Money and bank deposita kept on 
hand or hoarded have a velocity of circulation equal to zero. Critics who have 
attacked the quantity theory on tbis point .... m to have missed this important 
fact, that part of M and M' may have" V and V' of zero, and therefore may 
not be affecting prices at that time. 

This docs not mean that we reject the doctrines of the monetary theorists 
juet mentioned. We feel simply that they are still in such a process of transi­
tion that an attempt to describe them here would result in grest confusion 
in the mind of the reader. 
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~fqr the Increase in Debt. In wartime such an increase is 
a common occurrence, and also in immediate postwar periods, but 
in peacetime it is unusnal for a government's debt to mount so 
rapidly. What is the reason for this situation? Briefly it arises 
from the fact that the expenditures of the national government 
have constantly exceeded its income during the past four years. 
The government found it difficult to balance itJ5 budget, beeause 
tax receipts declined during the depression and it was next to 
impossible, for political reasons, to reduce expenditures by suffi­
ciently 1arge amounts. A 1arge portion of the government's in­
come is paid out in the form of interest on its debt and pensions to 
veterans, and in the maintenance of the army and navy. H a eut 
is to be made, it must be made on certain specific items, and this is 
where the trouble comes. AJJ.y proposed reduction promptly leads 
to political repercussions. 

To complicate the matter the government has been forced to 
take over a 1arge part of the financial burden of unemployment. 
Private charity broke down, the burden being too 1arge, and cities 
and states could not raise sufficient sums to meet the needs of re­
lief. Furthermore, the government undertook to institute recov­
ery from the depression by a 1arge program of spending, on the 
theory that what was needed was an increase in consumers' 
incomes. H it had not been for this increase in governmental 
spending, the budget might have been brought almost in balance. 
But once the program was launched, it was extremely bard to 
retrench. Political pressure from many groups made it necessary 
to pay attention to their demands and spend money in a way 
which they thought would assist them. This is one of the greatest 
problems a democracy has to face. When those who have politi­
cal power demand financial assistance, it is bard to refuse them. 

Governmental Financing of Emergencies. A government raises 
money in one of three ways: (1) by taxing; (2) by borrowing 
from (that is, by selling bonds to) individuals, institutions, banks, 
and central banks; (3) by printing paper money in the form of 
government notes and paying its expenses with them. In ordinary 
times taxation raises sufficient sums for most governments. Short­
time borrowing may be resorted to from time to time because of 
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the lack of coincidence between tax receipts and expenditures. 
When taxation does not bring in sufficient funds, long-time bor­
rowing is utilized. if expenditures can be reduced, the budget 
may again be balanced. if they increase, however, a larger num­
ber of bonds will be marketed. No use is generally made of the 
third device, printing and issuing paper money, until the govern­
ment's credit has been impaired to the point where it becomes in­
creasingly difficult to sell bonds. 

In time of war governmental expenditures must increase 
rapidly. It takes time to pass new tax laws; it takes longer for 
the tax receipts to pour in. But funds must be raised at once, and 
therefore large bond issues are immediately floated. These, dur­
ing the World War, were sold in vast amounts to people who drew 
checks upon their deposits and turned the proceeds over to the 
government. The government then deposited these checks in 
banks and drew upon the balances to pay its bills. This method 
of financing causes little difficulty. Sometimes people are encour­
aged to borrow from their banks in order to buy bonds. The bank 
creates a deposit credit against which the individual draws a 
check, and the deposit passes to the control of the government, to 
be spent as it pleases. This may lead to a great increase in bank 
credit, and the government receives the funds it needs through 
this process. ,. 

Another method, frequently utilized during the World War, 
was for the government to borrow directly from a central bank. 
In this case the government turned over its bonds to the central 
bank, and the bank placed a deposit to the credit of the govern­
ment, against which the government might draw. In 8Omecases, 
however, the government received the proceeds of its borrowing 
in central-bank notes, which were then used by the government 
to meet its bills. The number of cases in which governments 
actually printed their own money during the World War were 
few. In most instances recourse was had to borrowing from 
individuals and commercial or central banks. 

What I B I nftati<m' It is well known that war-financing in all 
warring and some neutral nations led to a considerable rise in the 
prioe level. What happened was that the process just described 
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created funds which the governments disbursed for war expendi­
tures. When the governments entered the world markets to buy 
munitions, unifonns, equipment, food, etc. for their armies and 
navies, this direction of increased buying power against the supply 
of goods forced a rise in prices. This rise in prices has generally 
come to be designed as inflation. 

Inf!&tion and defl&tion are terms which are used in many ways. 
But, as we prefer to use them, we would define infI&tion as any 
general ri8e in /he price level and defl&tion as any general Jall in /he 
price z-l. Some authorities may prefer to define infI&tion as a 
gener&l rise in prices brought about by a more rapid rate of in­
crease in the volume of money or ba.nk deposits than in production 
and trade. One trouble, however, with this definition is that it 
makes no a.Ilowance for V or V'. Both V and V' reve&led tbem­
eeIves to be strong factors in the increase in prices during the war, 
and also in several instances of postwar infI&tion. 

Another interpretation is sometimes given. In the postwar 
period in the United States wholes&le commodity prices were 
slowly declining from about 1924 until 1929. Some authorities ca.Il 
this an infI&tionary period because there was a great expansion of 
ba.nk loans and investments, and consequently of deposits. If 
ba.nk credit had not expanded by such a l&rge amount, prices, they 
contend, would have fa.Ilen more rapidly. This, they &rgIle, should 
have happened, because costs of production were fa.Iling through 
an increase in efficiency. The expansion of ba.nk credit kept prices 
up, which ~ l&rge profits possible, and led to an unressoli&ble 
expansion in many lines of speculation, production, and trade, 
thus setting the stage for the depression beginning in 1929. 

This expl&nstion le&ds to some confusion. Logica.Ily it could 
apply to any period of stable prices, or of falling prices in which 
profits were increasing because costs were fa.Iling more rapidly 
than prices. It makes the test the rate of change in ba.nk credit. 
To continue it further, bank credit could be declining, but at so 
slow a rate that costs would still be fa.Iling more rapidly than prices 
and, therefore, profits would be mounting. It seems unwise to 
ca.Il this infI&tion, since the logie&l interpretation of the definition 
would imply that infI&tion and defl&tion may be tested by the 
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variation in profits. We believe this leads to confusion and, con­
sequently, prefer to cling to our definition, stated previously, a 
general rise or fall in the price level. 

Certain things are not inflation. A departure from the gold 
stsndard is not, in itself, inflation. It may be caused by or fol­
lowed by inflationary policies. Depreciating exchange rates can­
not be termed inflation, either, although they may be accompanied 
by it. Devaluation of the dollar is not inflation, but it may set the 
stage for it. 

Whether or not the present situation (1935) in the United 
States will lead to a monetary inflation no one can say. The na.­
tional government cannot keep on spending at its present rate 
indefinitely without resorting, ultimately, to the printing press. 
The hope is that as recovery proceeds, the government can retire 
from its many fields of activity, balance its budget as tax receipts 
increase, and again begin to retire its bonds. Whether this will 
happen, or just when it will happen, it is yet too early to say. 
Devaluation of the dollar increased our gold reserves tremen­
dously, but whether inflation will follow will depend upon whether 
this reserve is used to support, eventually, the amount of bank 
credit possible. 

It is realized by students of money and banking, but not gener­
ally understood by the public, that inflation may occur on the gold 
stsndard as well as on a paper standard. There have been many 
cases where a country has been on paper and there has been little 
or no inflation, because government monetary and financial poli­
cies have been conservative. On the gold standard inflation can 
occur if there is a large gold reserve which is used to support a 
growing amount of bank credit. Inflation may therefore come 
about, beeause a general rise in prices may follow. There will be 
an ultimate check on the process if the country remains on gold 
and the banks eventually raise interest rates on new loans or dis­
courage them and force repayment of old ones. But before this 
point is reached there may have been a considerable rise in the 
price level. 

From 1873 to 1897 gold-stsndard countries, the world over, 
experienced a period of slowly falling prices. This is sometimes 
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called "creeping deflation." From 1898 to 1914 these same COUD­

tries saw their prices gradually rise, .. creeping inlIation." In fact, 
it can be said with some assurance that during much of the last 
hundred and fifty years the world has been experiencing some 
degree of inlIation or deflation most of the time. These periods of 
slowly rising and fal1ing prices, if continued for some time, cause 
difficulty enough; but it is the periods of rapid inflation and de­
flation that cause most trouble, if they go too far. It is 1argely a 
question of degree. To some incidents from past history we will 
now turn. 

The AssignaI8. The history of colonial and Revolutionary bills 
of credit has previously been outlined. In succeeding chapters 
other instances, such as the greenback and Confederate currencies, 
will be described. The adventures of John Law in the early part 
of the eighteenth century in France are well known. Law believed 
that paper money could be issued on the security of land. If land 
had a certain value in francs, money could be issued against it to 
that amount, and Law believed that this money could not pos­
sibly fall in value. He secured permission to organize a bank 
which issued notes based on land, and finally on other commodities 
of value. He formed the Louisiana Company and issued notes on 
its land holdings in the Mississippi Valley. Because he did not 
adequately safeguard the notes against overissue, they depreciated 
greatly and the venture came to a disastrous end. This incident 
is known as the Mississippi Bubble. Ricardo once said that there 
can be no depreciation of the curreney except through excess. 
Law's experiment revealed that if money is to be prevented from 
depreciating, its amount must be limited or controlled. 

During the French Revoluti~n the French Assembly issued 
notes, or 08BignaU, based on land which formerly belonged to the 
nobles and the clergy but had been confiscated by the govem~ 
ment. Because of wars with England and Austria the French 
government needed additional funds. It could not raise them from 
loans or taxes and was faced with a large budgetary deficit. The 
issue of assignats was decided upon in 1789. Mirabeau, one of 
the most prominent figures and orators of the Revolution, de­
fended their issue in these words: "They repreaent real property, 

,,"-
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the most secure of all possessions, the land on which we tread .... 
It is thus alone you will pay your debts, pay your troops, advance 
the revolution. Reabsorbed progressively, in the purchase of 
nationa.! domains, this paper money can never become redundant, 
any more than the humidity of the atmosphere can become 
excessive." 

Mirabeau's confidence proved to be greatly mistaken. The 
assignats, although issued moderately at first, soon were printed 
in larger and larger amounts. Prices began to rise. Legislative 
decrees attempted to fix prices or to prevent further rises, and to 
punish those who refused to accept the assignats in payment. 
But to no avail, except to halt the process of depreciation mo­
mentarily. By 1796 notes to the amount of nearly 50,000,000,000 
francs had been put into circulation. They had depreciated, by 
that time, to about one one-thousandth of their former value and 
were being freely refused in many parte of France. 

The government then decided to put out new notes, called 
mandata, a.nd to redeem the assignats at a ratio of one to thirty. 
However, the mandats also depreciated quickly in value. Coin 
had long since disappeared from circulation, under Gresham's law. 
Prices and the cost of living had risen so greatly that much suffer­
ing ensued. Early in 1797 further issues were stopped. It is in­
teresting to compare this French experience with that of our own 
colonial and Revolutionary bills of credit and the inflation period 
in Germany from 1921 to 1923. Not all paper-money issues lead 
to such uncontrolled inflation, but it is important to realize that 
limitation in amount is a necessary prerequisite to the preserva­
tion of the value of money.' 

The World War. It has bee~ previously mentioned that most 
of the countries engaged in the World War experienced varying 
degrees of inflation, although few went 80 far as actually to print 
paper money. The methods used have already been described. 
The origin of World War inflation lay largely in unbalanced gov­
ernmental budgets. Some writers have claimed that inflation in 

, The two chief sources of information on this experienre are 8. E. Harrie, 
ThlJ Auignatl (Harvard Univ .... ity P ...... ). and Andrew D. White, FUJI 
M_lroJf4lWn in I'rrmt:e (D. AppJeton-Century Company). 
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some countries preceded an unbalancing of the budget. Others 
have considered fluctuation in foreign-exchange rates an impor­
tant factor in the situation, claiming that external depreciation of 
a country's money led nations along the inflationary road. Writ­
ing in Fareign Affairs in 1924 Allyn A. Young said, 

That inflation, unbalanced budgets, and disordered exchanges have 
been among the chief f&cOOIS delaying Europe's economic recovery is 
pretty generally known, but it is not so well undel8tcod es it sbould be 
tbst the eequence of C&USe and effect, particularly in tbe period following 
the War, hes not been inflation, unbalanced budgets, disordered ex­
changes, but unbalanced budgets, disordered exchanges, inflation. 

The peak of the price rise was reached in different countries at 
different times. Most of the peaks came well after the armistice. 
It may be asked why prices did not fall immediately upon the 
cessation of the war. In some countries they did, but shortly re­
newed their upward course. The exp1anation is, in practically 
every case, the same. Large governmental expenditures continued 
for various reasons. Wholesale prices reached their peaks in the 
following countries at these specified times (1913 = 1(0)1: 

1. Sweden 
2. Great Britain . 
3. United Ststs& 
4. Netherlands 
5. Norway •.• 
6. Denmark .• 
7. Switzerland . 
8. Czechoslovakia • 
9. Germany 

10. Rus.ia .. 
11. Poland • 
12. Roogar)' . 
13. Austria • 
14. France • 
15. Belgium . 
16. Italy .. 

December, 1918 
April, 1920 
May, 1920 
July, 1920 
September, 1920 
November, 1920 
January, 1921 
January, 1922 
December,1923 
February, 1924 
February, 1924 
December, 1924 
January, 1925 
July, 1926 
July, 1926 
August, 1926 

Puc. loD. 

372 
313 
247 
296 
425 
403 
238 

1,675 
126,100,000,000,000 

17,100,000,000 
248,429,600 

2,346,600 
2,118,100 

837 
876 
740 

1 Edie, M _, BaM Credil and Prit:a, p. 288. Harper '" Brothero . .. 
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This list should be studied carefully, as it reveals clearly the 
degree of inflation experienced. Only one country, Switzerland, 
showed a smaller inflation in prices than the United States. How­
ever, if the United States had entered the war a year earlier, the 
story might have been different. The United States inflated partly 
by getting individuals, corporations, and institutions to buy bonds 
under a "Borrow and Buy" campaign, and also by encouraging 
banks to buy bonds, permitting them to borrow from the Federal 
reserve banks on such bonds as security. Banks advanced loans 
to customers to buy bonds, the bonds being pledged as security for 
the loans. Ail a result there came a large increase in Federal re­
serve notes outstanding and in bank deposits. The United States 
inflated, then, through an expansion of bank credit. Earlier than 
1917, before it entered the war, there had been some inflation due 
to foreign flotation of bonds in the country and to the demand 
from the warring powers for war supplies. Although this whole 
process was understood as an inflationary one by most economists 
at the time, it was not so understood by the general publio, which 
explained the increase in prices on other grounds, such as "profit­
eering" and the like. The government also attempted to fix a 
large number of prices, which doubtless prevented some price 
increases. 

England issued currency notes, called "Bradburys" (after Sir 
John Bradbury, who sponsored the bill permitting their issue), 
through the Bank of England, to joint-stock banks and savings 
banks. Previously the smallest note in England had been a five­
pound Bank of England note. Under the laws, based on the Peel 
Act of 1844 (governing the Bank of England), in 1914 only 
£18,450,000 in notes could be issued on the security of govern­
ment bonds. All other Bank of England notes put out had to be 
secured pound for pound in gold. In 1914 the Peel Act was su&­

pended to permit tbe bank to increase its note issues based on 
government bonds. "Bradburys" were issued in denominations 
as small as ten shillings. Since England, like tbe United States, 
withdrew its gold from circulation, it was necessary to have smaller 
paper money to take its place. The currency notes rapidly dis-

~ placed gold, the gold was concentrated in the Bank of England, 
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and thus was permitted an increase in its bank-note issue and also 
in deposits. The" Bradburys" made possible a great expansion 
in bank credit, and inflation. On the whole, the British method of 
financing the war was somewhat similar to that adopted in the 
United States. There was considerable price-fixing, and misunder­
standing of what was causing the price increase, as in the United 
States. In 1928 the "Bradburys" (in amount appro,ximately 
$1,260,000,(00) were taken over by the Bank of England under 
the Amalgamation Act of that year, the Bank of England issuing 
its own notes (secured by government honds) to replace them. 
England returned to gold at the old par in 1925. The low point in 
the foreign-exchange value of the pound was $3.19 in February, 
1920, until England again dropped gold in 1931. 

Franoe and a number of other European countries, in addition 
to selling honds, financed the war by borrowing from their central 
banks and taking much of the proceeds out in oentral-bank notes. 
It was simi1ar to the American government's borrowing on its 
honds directly from the Federal reserve banks and taking the pro­
oeeds out in Federal reserve notes. In some of the countries where 
the government took the proceeds partly in deposits, note issues, 
were in general more important. This method was common in 
countries where deposits and checking accounts had not developed 
to the same extent as in the United States. 

French and British exchange rates on the United States were 
pegged during the war about 2 per oent below par by giving J. P. 
Morgan authority to buy all bills of exchange offered below this 
prioe. Pegging was stopped in 1919. England was able to balance 
her budget much earlier than France because of higher taxation, 
and also because Franoe spent large sums in reconstructing the 
devastated areas. Finally, after the franc sunk to 2 oents in 
1926, the Poincare government by rigorous measures balanoed the 
budget, and Franoe returned to gold in 1928 at a new external 
value for the franc, 3.92 oents. 

Germany. The German inflation deserves special attention, 
sinoe it was the worst. Inflation was, to be sure, disastrous to the 
citizens of Russia, Poland, Hungary, and Austria; still it was not 
so bad as in Germany. Any country in which prices increase twenty 
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thousand times, as in Austria, must sufi'er greatly, but Germany's 
ease was simply catastrophic. People on fixed incomes saw what 
had become a comfortable yearly income decline in buying power 
until it would not buy even one meal. How so many survived is 
amazing. The price rise in Germany was so great that it cannot be 
comprehended. 
i When the war ended, the German mark, like the pound and the 
franc, had suffered only moderate depreciation. The government 
had borrowed partly from individuals, many of whom borrowed 
from their own banks to secure the necessary funde. This was, of 
course, inflationary, since it led to an increase in bank credit and 
prices. But after the war Germany was faced with the necessity of 
making large reparation payments and found it hard to balance 
its budget. The government began to borrow more and more from 
the Reichsbank by discounting treasury bills. While some of the 
proceede were taken in deposits, most of them were taken in 
Reicbsbank notes. The mark continued to fall in the foreign­
exchange markets, and finally Germany announced she could not 
pay the large reparations demanded. Early in 1923 France 
marched into the Ruhr to bring Germany to terms. This was the 
final factor in starting Germany on its monetary debauch. 

In January, 1921, there were 66,600,000,000 in Reichsbank 
mark notes outstanding, and prices were only fourteen times above 
the prewar level. Only 50,000,000,000 marks in treasury bills were 
held by the Reichsbank. One year later both notes and prices had 
approximately doubled, and by January, 1923, Germany was on 
the road downward. Over 1,600,000,000,000 marks in treasury 
bills had now been rediscounted at the Reichsbank, nearly 
2,000,000,000,000 in Reichsbank mark notes had been issued, and 
prices had risen well over two thousand fold. Germany began to 
finance the resistance to the French invasion of the Ruhr by lend­
ing to the industralists or permitting them to print their own 
money; and the last seven months of 1923 saw Reicbsbank notes 
rise to 500,000,000,000,000,000,000 marks, discounted treasury 
bills rise to proportionate figures, and prices rise to 1,261,600,-
000,000 times prewar figures. It took 4,000,000,000,000 paper 

•• ~rks to buy one American dollar. 
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StmDgely enough, money became so scarce that the printiDg 
presses fell far behind. The government gave many firms the 
right to print their own money to pay their bills. It was no time to 
save; the only thing to do with money was to spend it. H you 
\rept it, it became worthless in your ha.nds.. Ve\ocities of eircuIa­
tion reached tremendous proportions. There was no stopping S11Ch 
a condition once it got wen under way. Finally the Rentenbank 
was established, and a new unit, the Rentenmark, was issued, 
based on mol'tg/lges and other security. All the Reichsbank notes 
outstanding were redeemed at the ratio of one trillion for one 
Rent.enmark, for less than the equivalent of $50,000,000 in gold. H 
there ever was a case of money becoming worthless, this was it. 
The larger the total amount in circulation grew, after a certain 
point, the less became its total value. 

Many governmental units in Germany, many corporations and 
individuals, paid off their debts in this cheap money, thus paying 
little or nothing. Consequently, while a large put of the popuJ&. 
tion came out of this episode ruined, another put came out debt­
free. Finally the Dawes Commission was appointed in 1924 to 
endeavor to settle the reparations question, and Germany re­
turned to a fonn of the gold standard in 1924. All through the 
German inflation period it was evident that only a sma\l propor­
tion of the population knew the reasons for the rise in prices. It 
was attributed to everything exoept the real cause. The Reiehs­
bank and government offieiaIs also seemed to be ignorant of the 
explanation, at 1east most of them were. Little real effort was 
made to stop the rise until it was too late. 

Warlime InjlatUm MIll tk QuanJity Theory. It has been con­
tended that the war experienoe has completely disproved the 
quantity theory. This would seem to be an exaggeration. As 
prices rose, government budgets became still more unbaJanoed, 
because expenditures were rising, owing partly to the higher 
prices. But, on the whole, increases in M, V, M', and V' preoeded 
the first rises in P. Prices, onoe having risen, were responsible 
for fresh currency issues and more bank eredit, because more 
money was needed to earry on at a higher prioe level. This again 
foroed P higher, and the process continued. In other words, P 

• 
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would at one time be an effect, then a cause, for fresh issues, which 
again generated a further rise in P. It is,not expected that P should 
rise in exact proportion to new M and new M', because V, V', and T 
also have an effect. Even in Germany the quantity theory, as 
explained by modern theorists, does not seem to have been 
disproved.' 

It is in the attempt to provide a satisfactory explanation of the 
great price decline throughout the world in 1920--1921 and 1929-
1931 that quantity theorists meet their greatest difficulties. In 
1920 many price reductions were instituted which are hard to 
explain. Possibly there was a general feeling that prices were too 
high; but probably rising interest rates, a decline in V', the re­
luctance of banks to renew old loans, and the pressure put on 
speculators to repay bank loans had much to do with it. But P 
may have dropped first because many prominent businessmen 
felt the end of price increases was at hand. V' began to decline 
early in 1929, but, again, forces might have been in operation 
acting directly on P as well. The modern quantity theorist must 
admit that upon occasion, and in short periods of time, the initiat­
ing c!\use may have first affected P; but careful attention must be 
paid to the fact that possibly the first effect may have been upon 
M, M', V, V', or T. ' 

'On this point consult Edie, Money, Ba~,Credit and Prica, pp. 314-317. 



CHAPTER IX 

THE GREENBACKS AND CONFEDERATE CURRENCY 

THE GREENBACKS 

Treasmy Notes before the Civil War. During the War of 1812 
the government of the United States issued Treasury notes to the 
amount of $36,680,794. All except $3,392,994 were payable to 
order and payable at a definite time and bore interest at the rate 
of S! per cent. About two thirds of them were of denominations of 
$100 or more. They did not become a part of the circulating 
medium and were not intended to. They were paid to such credi­
tors of the government as were willing to receive them, and they 
were generally at par until specie payments were suspended in 
September,1814. On November 12, 1814, Mr. Hall, a member of 
Congress from Georgia, introduced a bill in the House for an issue 
of Treasury notes to be legal tender. The House, by a. vote of 
42 to 95, and without debate, refused to consider this bill. No 
other attempt was made to pass a legal-tender bill until 1862. 

In the panic and crisis of 1837-1843, during a portion of which 
time specie payments were suspended, .th~, government issued 
Treasury notes to the amount of $47,OOO,OOa to meet deficiencies 
of revenue. All these notes bore interest and were payable at a 
fixed time. They did not become a part of the circulating medium. 
A few were issued by the Secretary of the Treasury in 1842, bear­
ing only a. nominal rate of interest (one mill per $100 per annum). 
Such notes had not been contemplated by Congress. The Com­
mittee of Ways and Means of the House, to whom the subject was 
referred, reported that the Secret,.ry had exceeded his authority, 
but Congress took no action on the report. It was the opinion of 
the committee that these notes were bills of credit within the 
meaning of the Constitution and that Congress had no power to 

223 
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issue bills of credit. In 1847, during the war with Mexico, Treas­
ury notes to the amount of $26,122,100 were issued. They bore 
interest at the rate of ~ and 6 per cent. They did not enter into 
the circulation and were not intended to. The foregoing issues of 
interest-bearing Treasury notes were merely government loans, of 
which the securities were in small denominations and had only 
short periods to run. 

When specie payments were suspended in 1814, and again in 
1837, silver small change disappeared because it was worth more 
per dollar than the bank notes in circulation. On both occasions 
private notes and tickets of less denominations than one dollar, 
and copper coins, were issued and put in circulation by bridge, 
ferry, and turnpike companies and by tradesmen and manufac­
turers. One hundred and sixty-four varieties of private copper 
coins of the period of 1837 have been preserved in numismatic 
collections. Most of them bore the names of the issuers, who 
promised to redeem them. 

War Loans of 1861 and Suspension of Specie Payments. 
Before the Civil War the fisca) operations of the government were 
transacted exclusively with coin, by its own officers, without the 
intervention of hanks. In August, 1861, Mr. Chase, the Secretary 
of the Treasury, negotiated three loans of $50,000,000 each from 
the banks of New York, Boston, and Philadelphia. In anticipation 
of such loans Congress had passed a law authorizing him .. to de­
posit any of the moneys obtained on any of the loans in such 
solvent specie-paying banks as he might select," and to withdraw 
the same as required for the payment of public dues. The object 
of thia law was to enable him to leave the money in the banks as a 
deposit till wanted for actual disbursement, and then to withdraw 
it by checks, which would be settled at the clearinghouse. This 
was a discretionary power, and Mr. Chase decided not to make 
use of it. The bankers argued that the financial operations of the 
government could be best carried on by leaving their gold in their 
own vaults as the basis of credit. Against the strong opposition 
of the banks, he required them to pay their gold into the sub­
treasury at New York at the rate of about $5,000,000 perweelt. 

This policy does not appear to have had any harmful effect, 
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eJ:cept that of exciting the fears of the bankers themselves.' The 
public creditom, who received the gold, deposited it again in banks, 
where it became the property of the latter, like any other funds 
or securities among their assets. The largest amount of gold in 
the banks of the three cities at any time during the year was 
$63,200,000, August 17. On December 7 following, it was $58,-
100,000, although in the meantime they bad lent the government 
$100,000,000 and bad agreed to lend $50,000,000 more. These 
loans bad been largely, but not wholly, reimbursed to the banks by 
the sale to the puhlic of the securities they received from the 
government. 

Everything appeared to be going on well, but early in December 

two untowanl events occumd. The first; was the report (!f the Secretary 
of the Treasury. It had been generally felt that the plan of borrowing 
from the banks to carry on the war could be only a temporary makeshift 
intended to _ until a perma.nent policy could be maimed. It was 
boped that the finance report in December would present a programme 
of adequate taxation. The disappointment over its failure to do 80 was 
ben, and the lIWIpicion that the Secretary was DOt equal to his great 
task injured the credit of the government. The second event was the 
T""" affair, which threatened for a time to involve the Federal Govern­
ment in a war with England. 

The moraI eIl"ect of these events was inunediately seen. The credit 
of the government deelined, 80 that it became impossible for the banks 
to aelI the government securities, which they held to a large amount, 
except at a great pecuniary sacrifice. This cut off one IIOIHCe from which 
they had been obtaining specie. At the same time people became fright­
ened, stopped depositing money in the banks, thus cutting off the other 
8Owee. Even worse, the deposits began to be withdrawn and the specie 
reserw dwindled at an appalling rate. About twenty-eeven million in 

"ID four p-evioua editions of tbie boot Mr. White had the following nots 
at tbie point: -ID the lint edition of this boot I II8Cribed the 8U8pI!1I8ioD of 
specie payments in December, 1861, to the removal of the gold from the banks 
by Secretary Cbaae. An article on tbie subject by Mr. Wesley C. Mitchell, 
in the J-u tI PIIOIWl B""""""" June, 1899, bas oonvinoed me that I 
.ttaebed too much importance to that action." Prof...,. Don C. Barrett, 
b<nre9l!r, on pages 9-15 of his beak Tiul Greenbad:I aM RmnnpIima of 8pec;. 
P...-, 1862-1819 (Harvard University Press), places great _ upon 
tbie 1"OIDIm1l of gold as a ....... of 8UBpC1l8ion. 
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specie were drawn inland from the New York banks in the month of 
December, by far the larger part of it in the last two weeks. It was all 
outgo now, and no income. The end was but a question of time. After 
standing the strain upon their reserves for twO' weeks, the New York 
banks were compelled, in order to save themselves from complete ex­
haustion, to suspend specie payments on the thirtieth day of December. 
Banks in other cities speedily followed suit. The suspension of the 
national Treasury was entailed as a necessary consequence of the sus­
pension of the hanks. Thus the first day of the new year 1862 saw the 
collapse of the whole scheme of national finance.' 

The Legal-Tender Bill. Among the various devices for raising 
money at the beginning of the war was that of issuing non-interest­
bearing Treasury notes in small denominations fitted to be used as 
currency. Sixty millions of these had been authorized before Mr. 
Chase negotiated the above-mentioned loans. These notes were 
payable on demand and were receivable for taxes and duties on 
imports, but were not legal tender. Mr. Chase was paying them 
to such of the public creditors as were willing to receive them, 
simultaneously with his disbursement of the gold drawn from the 
banks. Thirty-three millions were outstanding when specie pay­
ments were suspended. They were called "demand notes" in 
distinction from the subsequently issued legal-tender notes. The 
bill for the latter was first proposed by Mr. Elbridge G. Spaulding, 
a member of the Committee of Ways and Means, and was reported 
by the committee by a majority of one vote on January 7, 1862. 
It authorized the Secretary of the Treasury to issue $150,000,000 
of United States notes not bearing interest, payable to bearer, of 
denominations not less than $5 each. Fifty millions of these notes 
were to be in lieu of that amount of the demand notes aforesaid. 
The notes were to be receivable for all dues to the government and 
to be legal tender for all debts public and private within the United 
States and to be exchangeable for bonds of the United States bear­
ing interest at 6 per cent, redeemable after five years and payable 
in twenty years. These bonds were familiarly known as the five­
twenties. 

'Wesley C. Mitchell, in the JlTUmol of PolitiMl Eamumll. June, 1899. 
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A delegation of bankers from New York, Boston, and Phila­
delphia. came to Washington to remonstrate against the. bill. A 
meeting was held at the office of the Secretary of the Treasury on 
January 11, at which these gentlemen and the mp.mbers of the 
financial committees of the House and Senate were present. 
Mr. James Ga.llatin, in behalf of the bankers, presented a plan of 
national finance which would, in the opinion of those gentlemen, 
procure the means for carrying on the war without recourse to 
legal-tender notes. One of the proposals was to "issue 6 per cent 
twenty-year bonds, to be negotiated by the Secretary of the 
Treasury, and without any limitation as to the price he may ob­
tain for them in the market." 

Mr. Spaulding took ground at once against this plan. He tells 
us that he "objected to any and every form of • shinning , by gov­
ernment through Wa.ll or State Street to begin with; objected to 
the knocking down of government stocks to 75 or 60 cents on the 
dollar, the inevitable result of throwing a new and large loan on 
the market, toitJwuJ. limitaJ.itm tJ8 to price." 

In order to avoid selling government stocks at 75 or 60 cents 
on the dollar in an honest way, Mr. Spaulding initiated a policy 
which ended in selling those stocks at 40 cents on the dollar in a 
roundabout way, and cheating creditors, soldiers, and laboring 
men out of more than half their dues in an incidental way. This 
state of facts he mournfully acknowledges in bis book, and he 
seeks to put on Mr. Chase the blame for too much inflation of the 
currency.' But the man who opens the floodgates has no right to 
complain of the inundation. 

Although Mr. Chase, in his annual report for December, 1861, 
distinctly rejected the idea of legal-tender notes (which was al­
ready in the air), on account of "the immeasurable evils of dis­
honored public faith and national bankruptcy," yet on January 22 
following, he wrote to Mr. Spaulding a qualified approval of his 

I .. He [Cbase] left the office with twice 88 much inflating paper out­
standing 88 ought ever to have been issued, and with the promised dollar 
printed on the face of the greenback worth only 35 to 40 cents in gold." -
Introduction to the aecond edition of Spaulding's Financial HiBtmy of the 
War, p.ll. 
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bill. The letter was not satisfactory to all the members of the 
committee. Consequently a resolution was adopted, asking his 
opinion as to the propriety and necessity of the immediate passage 
of the bill by Congress. His answer was returned on the twenty­
ninth. Much unnecessary verbiage was employed to convey the 
Secretary's assent to the legal-tender clause, but he gave his assent 
and added certain reasons for it which had not been advanced 
by anybody else. He said that some people gave a cordial support 
to the government by taking its notes at par, while others did not 
- referring to the demand notes, which were not legal tender. 
"Such discriminations," he said, "should, if possihle, be pre­
vented, and the provision making the notes a legal tender, in a 
great measure at least, prevents it by putting all citizens in this 
respect on the same level, both of rights and duties." This was 
very plausible. It appealed powerfully to the spirit of patriotism. 
But Mr. Chase was a victim of his own phrases. The duties of the 
citizen are to suhmit to the laws of conscription and of taxation, 
and his rights are to be exempt from impressment and confisca.­
tion. If others enter the army voluntarily or give their money to 
the government outright, those acts are over and above duties. 
They rise to the category of merits. 

The bill passed the House, February 6, 1862, by 93 to 59. The 
legal-tender clause, however, narrowly escaped defeat in the Sen­
ate. On Mr. Collamer's motion to strike it out, the yeas were 17 
and the nays 22. Senator Fessenden, the chairman of the Com­
mittee on Finance, spoke and voted against the legal-tender 
clause, but he did not oppose it vigorously. In any narrow divi­
sion of the Senate his influence would have been decisive, if he had 
exerted it. But evidently he did not wish to be responsible for the 
defeat of the measure. 

Two amendments of importance were added by the Senate: 
one making the interest on the government's obligations payable 
in coin; the other giving the Secretary of the Treasury authority 
to sell bends bearing 6 per cent interest at any time, at the market 
value thereof, for notes or coin. The latter clause was intended to 
enable the Secretary to obtain gold at some price, to pay the in­
terest on the bends. In the conference committee of the two 
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houses an additional pIan was devised for this end, by making 
duties on imports payable in coin. . 

The Second Issue. The bill became a law on February 25, 
1862. On June 7 Mr. Chase asked for $150,000,000 more notes. 
A bill for this purpose was passed with very little opposition. It 
provided that not more than $35,000,000 should be of denomina­
tions smaller than $5. 

The Coin Purchase Act. On March 6 Mr. Stevens introduced 
a bill authorizing the Secretary of the Treasury to dispose of any 
bonds or notes authorized by law, for coin, on such terms as he 
should deem most advantageous to the public interest. After the 
legal-tender act was passed, it was remembered that $60,000,000 
of demand notes were outstanding, which were receivable for 
eustoms duties. H duties should be paid exclusively in these notes, 
some considerable time must elapse before any coin would come in 
to meet the interest payments. Mr. Stevens said that it was im­
possible to sell bonds" at the market value," and that the Secre­
tary of the Treasury had sent down this bill anti wanted to have it 
passed at once. He concurred in the necessity of it, since the coin 
amendment had been adopted by Congress, although that amend­
ment was against his judgment. The bill was passed by the..House 
on the following day, and by the Senate March 11, without a divi­
sion. In the Senate it was amended so as to read as follows : 

The Secretary of the Treasury may purchase coin with any bonds or 
notell of the United States authorized by law, at such ratell and upon 
such terms as he may deem most advantageous to the public interest. 

In the Revision of the Statutes, which was completed in 1874, 
this clause was wisely retained among the provisions of law" gen­
eral and permanent in their nature"; for, so long as the Treasury 
is responsible for the maintenance of parity between gold and 
paper, its power to obtain gold ought to be unrestricted. 

The Third Issue. When Congress assembled in December, 
1862, it found that the most sacred obligation of the government 
- the pay of the army and navy - had not been met, and that 
great distress existed among the families of soldiers in conse­
quence. Mr. Gurley, of Ohio, in the House (January 15, 1863) 
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drew a most harrowing picture of the suffering in consequence of 
this default. The amount of pay overdue was $59,000,000. 

It is not possible to acquit Mr. Chase of responsibility for this 
default. The House passed a resolution asking why he had al­
lowed the pay of the army to fall into arrears. He had power 
under the law to sell 6 per cent bonds at their market value for 
greenbacks or coin. Why had he not done so? His answer was in 
these words: 

The Secretary, solicitous to regulate hiB action by the spirit 88 well 
88 the letter of the legislation of Congress, did not consider himself at 
liberty to make sales of the &-20 honds below their market value; and 
sales except below were impracticable. 

What Mr. Chase meant was that the quoted value of 6 per 
cent bonds on a particular day - January 3, 1863, for example -
was 98 in currency. But if the Secretary should offer any Iarge lot, 
the price would fall below 98. In other words, there was no mar­
ket value for bonds; although there was a market value for every 
other merchantable thing under the BUD. There was much feeling 
against Mr. Chase among congressmen, on account of this inter­
pretation of the law which they had passed to meet every financial 
emergency. 

The Secretary's scruples on this subject led to the third bateh 
of legal-tender notes, $100,000,000, authorized by a joint resolu­
tion dated January 13, 1863, "for the immediate payment of the 
army and navy of the Unit!ld States." The whole amount now 
authorized was $400,000,000. The price of gold at this time was 
142; at the end of the month it was 159. Mr. Spaulding was sur­
prised, at this juncture, to find that there was a great scarcity of 
currency. This he attributed, not to the advance in prices which 
had absorbed the additions to the circulating medium, but to the 
operations of the army and navy. He did not explain how the 
operations of a million men fighting and destroying property 
should call for more currency than those of the same number en­
gaged in peaceful occupations at home." 

Interest-bearing Notes. Two other kinds of legaI-tender notes 
were issued during the war. Thcy were called Treasury notes in 
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contradistinction to the former ones, which were called United 
States notes, or popularly greenbacks. On March 3, 1863, Con­
gress authorized the issue of $400,000,000 of Treasury notes of 
denominations not less than $10, to run not more than three years, 
to bear interest not exceeding 6 per cent, payable in "lawful 
money," that is, in either gold or United States notes. They were 
to be legal tender for their face value, excluding interest. The 
object of this law was to obtain loans from small investors without 
making further additions to the currency. Anybody having $10 
for which he had no immediate use could buy a Treasury note for 
that sum. He would be impelled to hoard it for the sake of the 
interest, but if necessary he could use it as money for its face 
value, in which case the payee would be impelled to hoard it. 

Under this act $44,520,000 of one-year notes and $166,480,000 
of two-year notes, bearing interest at 5 per cent, were issued. A 
portion of these notes had interest coupons attached to them, 
which could be cut off and collected as the interest matured. These 
were found to be troublesome, since they caused alternate contrac­
tion and expansion of the currency. When the accumulated inter­
est was sufficient to make it worth while for the owner to keep 
them they would be hoarded, and when the ooup.n was cut off 
they would be put in circulation: They were paid off by the gov­
ernment and canceled as soon as possible. 

Compound-Interest Notes. Under this act there were issued 
also $266,595,440 of compound-interest notes to run three years. 
The rate of interest was 6 per cent, compounded semiannually, 
and the interest was payable with the principal at maturity, and 
not otherwise. On the back of the note was a printed statement 
showing its value at the end of each six months. The $10 note was 
worth $10.30 at the end of the first half-year and $11.94 at the 
end of three years. This was the most scientific form of legal­
tender notes issued during the war, since it offered a continuing 
and increasing inducement to the owner to hold them as an investr 
ment instead of putting them in circulation. 

Fractional Currency. In the summer of 1862 the silver subsidi­
ary coins began to grow scarce. By the coinage act of 1853 their 
metallio value had been reduced 7 per cent, but they remained 
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in circulation with the greenbacks until the latter had depreciated 
more than 7 per cent. Then, in obedience to Gresham's law, they 
were exported and sold as bullion, or put into circulation in 
Canada. As sma.1l change thus became scarce, people began to use 
postage stamps as a substitute. The demand for stamps became 
greater than the Post Office Department could supply; and the 
stamps themselves, being flimsy and sticky, were inconvenient 
and exasperating to the last degree. Private persons began to 
issue fractional currency and copper coins in great numbers and 
varieties to supply an indispensable need. On July 17, 1862, Con­
gress authorized the issue of small notes to take the place of the 
stamps and of the local .. shinplasters," as they were popularly 
termed. The first form issued was a piece of paper with the fac­
simile of a five-oent postage stamp in the center of it. The twenty­
five-cent note had the five-oent stamp five times repeated. This 
was called postage currency. By a later act fractional currency 
was issued in the form of promissory notes of the United States 
for sums less than one dollar. All these, and also the postage­
currency notes, were redeemable by the government and re­
ceivable for all taxes except duties on imports. The notes were 
small in size, as well as of small denominations, and were easily 
worn out and lost. The largest amount in circulation at any time 
was about $27,000,000.' 

The Ten-Forty Bonds. On March 3, '1863, Congress passed a 
law providing for an issue of bonds bearing interest at 5 per cent, 
redeemable in ten years and payable in forty years, known as the 
ten-forties. Two features of importance are to be noted in this 
measure. One was a provision making the principal, as well as the 
interest, of these bonds payable in coin" The other was the repeal 
of the clause of the legal-tender act which made the notes con­
vertible into bonds at par. 

When the legal-tender act was passed, creating two kinds of 
public debt, bonds and notes, nobody dreamed of paying the 
former with the latter. H any member pf Congress had risen in 
his place while the bill was pending, and said that the government 

I See the article "The Private Issue of Token Coins," by R. P. Falkner, 
in the Poliliml Scim« Qum1eriy, June, 1001. 
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might sell $150,000,000 of interest-bearing bonds for gold, and 
then pay them off with $150,000,000 of non-interest-bearing and 
irredeemable notes authorized by the same act, he would have 
been considered a lunatio. But a year had not elapsed before a 
considerable stir was created by persons who held that all the 
government bonds then outstanding might be lawfully paid with 
greenbacks. Accordingly Congress made the principal of the ten­
forties, as well as the interest, payable in coin. 

Maturing Bonds Paid in Gold. On January 1, 1863, an old 
debt of the government,. contracted in 1842, for $8,000,000 be­
came due, and Secretary Chase paid it in gold. The House of 
Representatives had previously asked him by resolution (Decem­
ber 16) in what kind of money he intended to pay it. He post­
poned the answer until he had actually paid it. He then said 
(January 5) that he had paid it in coin in order to keep the govern­
ment's credit good. 

It was disclosed later that the country had narrowly escaped a 
great danger. The Treasury had no gold at that time, or not 
sufficient to meet the claim, and some persons talked of paying it 
with legal-tender notes. At the last moment Mr. John J. Cisco, 
the assistant treasurer of the United States in New york, obtained 
$8,000,000 gold from the banks in exchange for legal-tender notes, 
on his personal pledge to redeem the notes with the first gold that 
came into his hands from customs duties. With the gold so ob­
tained Mr. Chase paid the debt.' 

Funding Clause Repealed. Mr. Chase desired to have the 
funding clause of the legal-tender act repealed, because, aalong as 
the holders of notes could convert them into 6 per cent bonds at 
par, no bonds could be sold bearing a lower rate of interest. He 
believed that, if this privilege were taken away, a loan could be 
negotiated at 5 per cent. Congress yielded to his request, fixing 
a date (July 1, 1863) when the right of conversion should cease. 
This was an inexcusable breach of contract and a financial blunder. 
By preventing the voluntary coDversion of the notes into bonds it 
prevented the early resumption of specie payments after the close 

, See the letter of George S. Coo in Spaulding'. Financi4l History of 1M 
War, eecond edition, appendix, p. 94. 
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of the war, as Chief Justice Chase acknowledged in his dissenting 
opinion in the Legal Tender Cases. Whenever the rate of interest 
on government securities in the money market should be less than 
6 per cent, as it was immediately after the war, the notes would be 
converted into bonds and retired. This operation being automatic; 
being part of a contract; and coinciding with public opinion at the 
close of the war, which was favorable to specie resumption, would 
probably have worked out that result within a brief period. 

In June, 1864, Congress enacted that the whole amount of 
greenbacks issued or to be issued should never exceed $450,-
000,000, the last $50,000,000 being a temporary issue. When the 
war came to an end and the army was paid off and disbanded, the 
amount remained fixed in the law at $400,000,000. 

The Antigold Law. Secretary Chase resigned his office June 30, 
1864, and was succeeded by W. P. Fessenden. Mr. Chase's last 
financial act was the preparation of a bill, which he induced Con­
gress to pass, to U prohibit certain sales of gold and foreign ex­
change." I It prohibited sales of gold unless the person selling it 
had it in his actual possession and delivered it to the buyer the 
same day. It prohibited the purchase or sale of foreign exchange 
to be delivered more than ten days subsequently. It provided 
also that no purchases or sales of gold coin or bullion or of foreign 
exchange should be made except at the ordinary place of business 
of the seller or purchaser occupied by him individually. Violation 
of the law was punishable by fine or imprisonment or both, the 
smallest fine being $1000. The idea of Mr. Chase and of the 
congressmen who voted for the bill was that the brokers caused 
the price of gold to advance. They imagined that they could stop 
the advance by an act of Congress. Mr. Chase was of that opin­
ion. Three days after the passage of the law he wrote to Horace 
Greeley, "The price of gold must and shall come down, or I'll quit 
and let somebody else try."· 

This measure became a law June 17,1864. It remained on the 
statute book only two weeks. On the ~y it passed gold was 

1 Shucker, Lif. of Salmon P. Ch&e, p. 359. 
• See the letters of Chase to Greeley in the New York Dailv Tribune, 

January 20, 1895. 
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quoted at 198. The next day it was 208, the next 230, and at the 
end of the month 250. At no time before had there been so rapid 
an advance. Congress repealed the act, without debate, on July 2. 

Early in 1864 Congress discovered that the isSuing of green­
backs must be stopped and the policy of heroic taxation adopted. 
Laws were passed which yielded in 1866 a clear revenue of $558,-
032,620. This was equal to two thirds of the entire expenditures 
in 1864. H taxation on this scale had been enacted in 1862, it 
would have yielded in 1864 as much as that of 1864 did in 1866, 
and the government's credit would have been strengthened in 
proportion to its income. Fewer legal-tender notes would have 
been required, the prices of commodities would not have adV'&llced 
to any great extent, and the cost of the war to the taxpayers would 
have been much less than it was.' 

Were Legal-Tender Notes Necessary? The question whether 
legal-tender notes were necessary at the time when they were 
issued, that is, whether the war could have been carried on with­
out them, has been much disputed, and very respectable authori­
ties are to be found on either side of it. Some are to be found on 
both sides, and among these is Mr. Chase himself. What he said as 
Secretary of the Treasury we have seen. As Chief Justice of the 
Supreme Court at a later period he held not only that the legal-

, Prof...,r Simon Newcomb, in his work Our Fina"";,,J Policy duri"41 !hi 
8ouJ1um> Reb<Ui07l, published in 1865, but written before the war was ended, 
computed the government's net 1088 due to the use of a depreciated currency, 
down to the end of the year 1864, at $180,000,000, and .. timated the 10 .. 
BtiIl to be incurred, even if the war should end immediately, at 1300,000,000 
more, or 1480,000,000 in all. According to his reckoning the government 
saved $97,000,000 during the first year of the war by paying greenbacks 
instead of .. lling bonds, 8ince it paid them to ito creditors at something near 
par in gold, whereas the gold price of ito 6 per cent bonds in the market 
ranged between 78 and 90. By paying $1000 in greenbacks the government 
got nearly $1000 worth of property, gold value; whereas, if it had sold a 
$1000 bond, it would have received only $780 to $900. "We were enabled to 
payoff contracte made when gold was at par, with notes after they had 
depreciated on ... third." But the progressive decline in the purchasing power 
of greenhacka turned the scale. In the third quarter of 1863 the government 
mads an average lOBS of 10 per cent in ito purchases, and this 10 .. roee to 
68 per cent at the end of 1864. In 1865 the government was "patoing, with 
currency worth 75 cento per dollar, debto contracted when it was worth only 
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tender act was unconstitutional as applied to pre-existing debts, 
but that legal tender did not add anything to the value or useful­
ness of the notes. "The legal-tender quality," he said, "was valu­
able only for purposes of dishonesty. Every honest purpose was 
answered as well or better without it." I 

A nation pays its annual expenses, in war as well as in peace, 
out of its annual earnings, except so far as it borrows from for­
eigners, and the only question for the minister of finance is how 
to lay his hands upon the portion he needs. Issuing legal-tender 
notes is one way; taxation is another. The principal advantage 
of the former method is that it can be put in operation immedi­
ately; whereas taxation involves delay. On the other hand, taxa.­
tion strengthens the government's credit and enables it to borrow 
for its immediate needs until the taxing machinery can be put in 
working order. Moreover, the government may borrow by means 
of interest-besring notes,· which are not legal tender. Not to 
multiply words about the assumed necessity of legal-tender notes 
in the Civil War, it may be safely said that other methods ought 
to have been exhausted first. 

Effect of the Greenbacks on Wages. One of the reasons ad­
vanced by Senator Fessenden for opposing the legal-tender clause 
was that the loss would fall most h~avily on the poor. All tricks 

40 or 50 cents per dollar. and afler 1879 it paid 100 eents on bonda BOld at 
various rates of discount. 

10 his work Public D<bU Professor H. C. Adame compule8 the extra 
cost of the war to the taxpeyera, in consequence of the uee of a depreciated 
currency. at S850.000.000. This is the differen .. between the debt ......ted 
and the gold value of the curreney which the government received for ita 
obligations. ~ 

Mr. Wesley C. MitcheD. in the Joumnl ofPolitiml E_y. March, 
1897, compule8 the net increase in the cost of the war. due to this eauae. at 
$528.400.000. 10 reaching this eum he aaeumee that the government'. 
receipts were increseed S228.700.000 by the uee of greenbaeko. In this eaJ­
eulation be B88UmetJ that the government'l receipts from internal revenue 
were increseed to the fuD extent of the depreciation of the curreney, but he 
acknowledges that there is room for doubt whether this .... the fact. Further 
evidence on this point is preeented by MitcheD in his two volumee A HUlorri 
of 1M ~ and Gold. Prial mul W_ Vfttkr 1M Gnmbad< SImJdmd. 
Publications in Economics, University of California. 

'See his diaaentinC opinion in the Ugal T_ C ..... 12 Wallace, 467. 
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of legerdemain with the currency bear most heavily on the poor. 
Take a concrete case. The government wanted guns. It paid for 
them with legal-tender notes. The manufacturer must pay them' 
to his workmen, who must buy their supplies of all kinds in a 
rising market. The cost of living not merely followed the gold 
premium, but generally kept above it. The dealers in commodities 
advanced their prices faster and farther than gold advanced, in 
order thus to insure themselves against loss by rapid fluctuations. 
Valuable lessons may be learned by considering the variations in 
the purchasing power of a soldier's monthly pay over commodi­
ties fpr each quarter of the four years of the war, as compared with 
the prices of January, 1860. The pay was nominally $13 per 
month. In the third quarter of 1862 it would buy $11.26 worth of 
gold and $11.11 of the commodities usually consumed in the 
family. One year later it would buy $9.96 gold and $8.07 com­
modities. One year later Congress raised the pay to $16 nominally, 
but even then (July, 1864) the gold value of the pay was only 
$6.19 and its purchasing power over commodities $6.40. In April, 
1865, the gold value of the month's pay had risen to $10.77, but 
ita value in commodities was only $7.69. 

The question in what manner wages responded .to the advance 
in prices during the war is an important one. Professor Taussig, 
of Harvard University, made a computation, reaching substan­
tially the foregoing conclusions, which he placed in graphical form. 
He said: 

It will be seen that money wages responded with unmistakable slow­
ness to the infiating influences of the Civil War. In 1865, when prices 
stood at 217 as compared with 100 in 1860, wages had only touched 143. 
The course of events at this time shows the truth of the COmmon state­
ment that in times of inflation wages rise less quickly than prices, and 
that the period of transition is one of hardship to the wage-receiving class.' 

Effect on Prices of Commodities. We may here note the dif­
ference, in their effect on prices, between new supplies of gold and 
additions to the volume of an irredeemable currency. Nobody 
advances the price of his goods because new gold is coming out of 

"" • Paper resd before the International Ststistical Institute at Chicago, 1893. 
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the ground. Everybody knows that the gold he receives today is 
final payment, and that it will be accepted by others at the same 
general value tomorrow. Quite otherwise is the effect of an issue 
of irredeemable paper. This is not final payment, but only a 
promise to pay at some indefinite time. The promise is also un­
certain of fulfillment. Not all men realize these facts at first, but 

, .. .. 
I 

" ". I I ... 
· \ I I ... 
· \ 

un;teds ...... ~4 .So 

· \ United States Wag .,. 
· \ .60 

· /\ ./ .,. 
· \..V 

'40 1"'-· I .'" 
:J "\ 

... - i/ \ "0 · \. '\. Ai J \ /'\ .-./ """' .. -
1840 '45 SO '55 '60 ··s '" 'So 's, .. So ,. 

PBoJ'E880B. TAtJ88IO'S CHART SHOWING 1'IIZ CotmaZ OJ' WAGES AND 
PalCES O. COIIMODITIE8 

there are always some who do, especially bankers and dealers in 
foreign goods. To the latter class it is a matter of doubt whether 
they can replace their goods at thi priceS they fonnerly paid. 
Accordingly they will buy foreign txchange (which means gold 
abroad) in anticipation of their needs. This unusual demand will 
cause an advance in foreign exchange and also in the prices of the 
exportable commodities (including gold), by which foreign ex­
change is made. Eventually the advance will extend to all goods, 
domestic lUI well as foreign, because producers and dealers find 
that they cannot replace their stocks at the same prices as before. 
Tbe lLCivance is usually slow at the beginning. Thus, although 
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specie payments were suspended on December 30, 1861, the 
premium on gold did not reach 4 per cent until the month of May 
following. 

Trading in Gold. When the premium on gold became notice­
able in January, 1862, the business of buying and selling it began 
naturally in the shops of those Wall Street brokers who dealt in 
foreign coins. These brokers had gold and silver on exhibition in 
their windows. People who wanted coin went there to buy it. 
Those who wanted to sell coin for greenbacks naturally went there 
also. Gradually the dealings in front of their offices became so 
1arge that the traders blocked the sidewalks, and the public au­
thorities were obliged to give special orders to the police to keep 
the crowds moving. The business being thlll\ interrupted, the 
dealers took up their quarters in a neighboring restaurant, where 
the business went on until it outgrew its accommodations. Then 
the need of a Gold Exchange was recognized. Thirty or forty 
men who had been in the habit of meeting in the restaurant 
formed a loose organization, hired a hall, and adopted rules by 
which any respectable man could become a member by paying 
$100 per year, to defray the expenses. This was in the autumn of 
1862. It was a voluntary organization, existing under the rule 
of honor. Eventually it had four hundred and fifty members, con­
sisting of bankers, brokers, and merchants of the principal cities of 
the Union. 

At first the business was carried on by the manual delivery of 
gold in return for certified bank checks. To do this the gold had 
to be carried through the streets by messengers, who were some­
times knocked down and robhed. To facilitate the transactions 
the Treasury, in 1865, began to issue gold certificates of deposit, 
under authority of a law passed two years earlier. By and by the 
business became so large that it could not be carried on by manual 
delivery, even with the help of gold certificates. Then the Gold 
Exchange Bank was stsrted as an adjunct to the Gold Exchange. 
This was an institution incorporated under the laws of New York, 
with a capital of $1,000,000. It did a regular banking business 
with its own capital, and it acted as a clearinghouse for the Gold 
Exchange at a fixed rate of comPensation. 
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The method of clearing was as follows: Each trall8llCtion was 
noted on a "ticket of advice" signed by both buyer and seller. 
All the tickets were passed into the bank. If Mr. A had bought 
$1,000,000 worth of gold from various persons at various prices 
and had sold $999,000, then instead of receiving from and paying 
to all these people he would settle only with the bank. He would 
receive at the close of the day $1000 in gold and would pay wbat­
ever sum in greenbacks was due from him as the resultant of all his 
transactions. The usual daily amount of such clearings was 
$60,000,000 to $70,000,000. 

The Gold Room. All the foreign trade of the country, both 
imports and exports, was regulated by the daily and hourly quo­
tations of the Golli Room. This trade could not have been carried 
on otherwise. The wholesale prices of all importable and export­
able commodities were regulated by the quotations. Retail prices 
were affected at longer range. That is, the retail dealers were 
obliged to fix their prices high enough to cover fluctuations and to 
save themselves from loss. The consumer was not able to buy at 
the lowest price that the law of competition would, under other 
circumstances, have made. Commodities not of an exportable or 
importable kind were affected in less degree and at still longer 
range, but were not exempt from the influence. In short, the whole 
trade of the country, both external and internal, pivoted on the 
Gold Exchange. Gold being the universal liquidator of commerce, 
it was necessary to know where and at what price it could be ob­
tained in any desired quantity. The Gold Exchange gave the 
answer to this question daily and hQurly, and was accordingly 

• indispensable. 
Gambling Raids. During seventeen years the business of the 

country was regulated by the quotations of the Gold Exchange 
and was exposed to the raids of gold gam biers. The most dis­
astrous of these was the Black Friday conspiracy, which was a 
trap set for exporters. The export trade of the country at that 
time necessitated the selling of gold in advance of its delivery. A 
buyer of wheat or cotton for export would make his purchase 
according to the current price of gold., but he would not get his 
returns from abroad for some weeks, nor could he get a negotiable 
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bill of Iading immediately. If the price of gold should fa.ll mean­
while, he would be a loser. So he would sell at once the gold which 
he expected to receive later. He would do this by giving an order 
to a broker in the Gold Exchange to sell, putting up a sma.ll mUgm 
as a guaranty against possible fluctuations. Thus both the ex­
porter and the broker would be protected, unless the fluctuations 
should be so great as to prevent the exporting merchant from 
keeping his margin good. In the latter event he might be ruined 
altogetber. . 

The act of "selling short" is must commonly frowned upon as 
something akin to gambling. In this case the gambling consisted 
in not selling short. A fluctuating currency introduces the gam­
bling element into a.ll business, but more especia.lly into the foreign 
trade of a country. By selling at once the gold that he expected to 
receive for his outward cargo, the exporter was doing a legitimate 
business. By waiting till his cargo arrived and his returns became 
available he took the risks of any amount of fluctuation in the 
interval. 
. Mr. Jay Gould, who was at that time president of the Erie 
Ra.ilway, and a daring speculator, conceived the idea of buying 
a.ll the gold in the market and compelling the "short" sellers to 
buy of him when their contracts should mature. He organized a 
clique of brokers, speculators, and Tammany Hall politicians, who 
succeeded by various devices and by enormous purchases in carry­
ing the price up from 133 to 162 in about twenty days, the greater 
part of the rise being in two days, September 23-24. The twenty­
fourth has always afterward been known as Black Friday. About 
two hundred and fifty persons and firms were caught "short" 
of gold, who had no way of meeting their contracts except by' 
buying it of Gould and his party. The consequences were thus 
described by a committee of Congress, of which General Garfield 
was chairman: 

Hundreds of !inns engaged in legitimate business were wholly ruined 
or seriously crippled. Importers of foreign goods were for many days 
at the mercy of gamblers and suffered heavY losses. For many weeks 
the business of the whole country was paralyzed, a vast volume of cur­
rencY was drawn from the great channels of industry and held in the 
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grasp of the conspirators. The foundations of business morality were 
rudely shaken, and the numerous defalcations that shortly followed are 
clearly traceable to the mad spirit engendered by speculation. 

Black Friday and its evil conseque~ces were due to the exist­
ence of a bad currency and a fluctuating standard of value. The 
Gold Room was at that time a necessity. Business could not be 
carried on without it, but it offered temptations and facilities for 
gambling which could not be resisted; and this gambling was 
more calamitous than any other, because the prioes of all com­
modities and securities were affected by it. It was only an exag­
gerated and glaring illustration of the evils of an unstable currency. 

When the war came to an end in May, 1865, the prioe of gold 
sank to 130, at which rate greenbacks were worth 77 oents per 
dollar. It had been as high as 285 in July, 1864, greenbacks being 
then worth 36 cents. The differenoe between these extreme quota­
tions may be taken to represent changes in tbe public credit, or 
various vicissitudes and states of mind, dependent upon the war, 
wholly apart from the redundancy of the circulation, sinoe the 
currency was no greater in volume at the one date than at the 
other. 

California Adheres to the Gold Standard. The baleful effect 
of these fluctuations was shown very clearly in California. As that 
state was an integral part of the Union,. the legal-tender act was 
as valid there as elsewhere, yet the greenbacks never became cur­
rent there until after specie payments were resumed. California 
had no banks of issue and was entirely unfamiliar with paper 
money. It was not without a severe struggle, however, that the 
gold standard was maintained. The claims of loyalty were im­
ported into the controversy, and it was stoutly insisted by the 
Greenback party that unwillingness to use legal-tender notes was 
akin to treason. Their opponents replied that they were entirely 
wiIIing to use the notes at their actual value, but not at a higher 
value. They contended that, exoept for past debts, greenbacks 
could not be used at anything above their actual value, because 
the prioes of commodities would fluctuate in BOme near propor­
tion to the fluctuations of the currency. If taken for more than 
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their actual value by ignorant persoDS, such persons would be 
cheated. In regard to past debts they said that it would he unjust 
to pay less value than the parties bad agreed for. 

There is an advantage in studying the events in California at 
this time, because wbat happened there, in plain sight and bearing, 
took place on an immensely Ia.rger scale elsewhere, but was, for 
the most part, unnoticed. 

There were no railways to the Pacific coast at that time; hence 
several. months eIapsed before any commercial effects were pro­
duced by the Iega1-tender act. On September 17, 1862, a fum in 
San Francisco published a letter in the AUa California, saying 
that they bad been compelled to receive many thousands of dol­
lars in Iega1-tender notes for goods which they bad bought for 
gold and bad sold on credit at gold prices. ~ bad tendered the 
notes to their employees in payment of wages, but the latter bad 
refused to receive them, saying that the boardinghouses, the 
butchers, and the grocers would not take them at par. "For OUl'­

selves," said the firm. "we wish to maintain the government, but 
we would like the burden to fall equally on all classes." 

On March 5, 1863, a victim of the legal-tender law wrote to the 
Erening Bulletin of San Francisco that he bad lent $10,000 in gold 
coin four years previously to a man in Sacramento, taking his 
note for it. The promissory note was lodged at the banking house 
of D. O. Mills '" Co. for collection. The borrower came to the 
bank and tendered $10,000 in greenbacks as full payment. Green­
backs were then worth 68 cents on the dollar. D. O. Mills '" Co. 
refused to receive the tendered greenbacks without the consent of 
the owner of the note, and denounced the conduct of the debtor 
as unfair in the extreme. Mter a protracted dispute the creditor 
accepted the $10,000 in greenbacks and $1000 in gold, rather than 
enter upon a doubtful lawsuit. His loss then was $2200, but as he 
kept the notes a few months, it beeame $3500. 

Business was thrown into confusion by the contrariety of prac­
tice in dilYerent parts of the state With reference to greenbacks. 
Attempts were made to introduce into promissory notes, invoices, 
and bills of sale a clause stipulating for payment in gold, and these 
attempts were partially BIlooessful, but this could not he done with 
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accounts current, with telegraphic orders, or with retail trade 
conducted on the credit system. On November 8,1862, the mer­
chants of San Francisco entered into a written agreement not to 
receive or pay legal-tender notes except at their market value in 

. gold. Country merchants were invited to sign it also. If anybody 
should refuse to sign or should violate the agreement, the others 
would decline to have any business transactions with him. This 
plan was slow in getting into operation and could not be made 
comprehensive enough to meet the emergency, since it included 
regular dealers only, and not transient customers. 

Presently a case came into court, where a citizen had tendered 
greenbacks for state taxes and the collector had refused to receive 
them. The supreme court of the state decided that taxes were 
not .. debts," and Rence that the legal-tender law did not apply 
to them. This view was eventually sustained by the Supreme 
Court of the United States. The decision of the state court had a 
great influence on local public opinion, by strengthening the hands 
of the antigreenback men: 

In October, 1862, the Board of Supervisors of San Francisco 
adopted a resolution to pay the interest on city and county bonds 
in gold coin and instructed their financial agent in New York to 
advertise to that effect. This action likewise tended to strengthen 
the position of the antigreenbackers. 

On February 12, 1863, resolutions were introduced in the legis­
lature, askmg the general government to except California from 
the operations of the legal-tender law. One of the reasons ad­
vanced by the mover of the resolutions was that the rate of interest 
had risen to double the customary rate because lenders were fear­
ful that no form of contract could prevent the payment of green­
backs where gold had been promised. Lenders required a higher 
rate to compensate them for this risk.' The resolutions were, how­
ever, rejected. 

Supreme Court Decisions. An agitation now was started by the 
Dat1y Herald for a law to enforce the payment of contractS in 
whatever kind of money the parties might agree for. The legisla­
ture took up the subject in earnest, and in April, 1863, passed a 
law to this end, not mentioning gold, greenbacks, or any particumr 
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kind of money by name. This was known as the Specific Contract 
Law. It provided merely that in an action on a contract, or obliga­
tion in writing, payable in a specified kind of money or currency, 
the judgment should be payable in such money or currency. The 

.parties might stipulate for English sovereigns or Spanish dou­
bloons or notes of the Bank of France, as well as for American eagles 
or greenbacks; the law would enforce the contracts in all cases. 
The act was passed upon by the supreme court of the state the 
same year and pronounced constitutional. It was also held to 
be applicable to contracts made before its passage. Both these 
doctrines were subsequently affirmed by the Supreme Court of 
the United States, in terms which implied that the Specific Con­
tract Law was superfluous. In other words, specie contracts were 
enforeeable without it. 

It remains to notice other decisions of the Supreme Court of 
the United States on the subject of legal-tender notes. In the case 
of Lane County VB. Oregon 1 (December, 1868) the court held 
unanimo~ly that the legal-tender acts of 1862 and 1863 did not 
apply to taxes imposed by the authority of a state, and that taxes 
are not" debts." It followed that if a state made its taxes payable 
in gold, the taxpayer's obligation could not be discharged with 
legal-tender notes. 

In Bronson VB. Rodes I (December, 1868) the court held that a 
contract specifically payable in gold and silver coin could not be 
discharged by a tender of United States notes. 

In Butler VB. Horwitz, immediately following, it was held that a 
contract to pay a certain sum in gold and silver coin is, in legal 
effect, a contract to deliver a certain weight of gold and silver of a 
certain fineness. In this case the contract had been made in 1791 
and was for payment in "English golden guineas." It was held in 
this case that damages for breach of contract should be assessed in 
coin also. 

In Hepburn VB. Griswold I (December, 1869) it was held by five 
judges against three (the opinion of the court being delivered by 
Chief Justice Chase) that the making of notes, or bills of credit, a 
legal tender in payment of pre~xisting debts is not a means appro-

'7 Walls.ce, 71. '7 ~ce. 229. '8 Wall ..... 603. 
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priate, plainly adapted, or really calculated to carry into effect 
any express power vested in Congress; is inconsistent with the 
spirit of the Constitution and is prohibited by the Constitution. 
Also that the clause in the acts of 1862 and 1863 which makes 
United States notes a legal tender in payment of all debts, public. 
and private, so far as it applies to debts contracted be/(f1'e the pas­
sage of those acts, is unwarranted by the Constitution. The 
judges who concurred with the Chief Justice were Clifford, NeIson, 
Grier, and Field. The dissenting judges were Miller, Swayne, and 
Davis. 

In the Legal Tender Cases 1 (December, 1870) the foregoing 
decision was reversed by five judges against four. The opinion of 
the court was delivered by Justice Strong, who had been appointed 
in place of Justice Grier, resigned. A new member (Bradley) had 
been added, in pursuance of a law passed by Congress in April, 
1869, raising the whole number of judges to nine. The opinion 
read by Justice Strong implied that the power of Congress to make 
the government's notes legal tender between individuais on pre­
existing contracts was an incident and consequence of the war 
power, but it did not expressly say so. The legal points of the 
opinion will not be considered here, but some attention must be 
given to an economic dictum found in it, namely: 

It is hardly correct to speak of a stsnd&rd of value. The Constitution 
does not speak of it. It contemplates a standard for that which has 
gravity or extension, but value is an ideal thing. The coillBge acts fix 
its unit as a dollar, but tbe gold or silver thing we can a dollar is in no 
sense a stand&rd of a doU&r. It is a representative of it. There might 
never have been a piece of money of tbe denomillBtion of a doU&r. There 
never was a pound sterling coined until1815, if we except a few coins 
struck in the reign of Henry VIII, almost immediately debased, yet it 
has been tbe unit of British currency for many generations. It is thus a 
mistake to regard tbe legal-tender acta as eitber fixing a standard of 
value, or regulating money values, or making that money whicb has no 
intrinsic value. 

The five judges who concurred in this opinion were Strong and 
Bradley in addition to the minority in the Hepburn case. Sepa­

I 12 waUace, 457. 
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rate dissenting opinions were read by Chief Justice Chase and by 
Judges Clifford, Field, and Nelson. 

In Juillard V8. Greenman 1 (Ma.rch, 1884) it was held that Con­
gress has the eonstitutional power to make the Treasury notes of 
the United States a legal tender in payment of private debts in 
time of peace as well as in time of war. Also that legal-tender 
notes redeemed and reissued under the act of May 31, 1878, are a 
legal tender, although not expressly made so by that act. The 
opinion of the eourt was delivered by Justice Gray, and a dissent­
ing one was written by Justice Field. In Justice Gray's opinion 
we find the following statement: 

The power, 88 incident to the power of borrowing money and issuing 
bills or notes of the government for money borrowed, of impressing upon 
those bills or notes the quality of being a legal tender for the payment of 
private debts, was a power universally understood to belong to sover­
eignty in Europe and America at the time of the framing and adoption 
of the Constitution of the United States. 

George Bancroft, the historian, reviewed this opinion in both 
its legal and its historical aspects. Referring to the statement 
quoted above, he declares it to be .. a stupendous error," and 
affirms that no such power was understood to belong to sover­
eignty in Europe at that time, that is, in 1788.' 

CONFEDERATE CURRENCY' 

The provisional government of the Confederate States of 
America was formed at Montgomery, Alabama, on February 8, 
1861. Its Secretary of the Treasury was C. G. Memminger. Its 

1 110 U. S., 421. 
I The C .... titution of the United Sf<JUI of America Wou!'lded in the H"",. 

of WI Guardiona, by George Bancroft. Pamphlet, 1884. 
Theee _, di&cus8ed above, bed a significant part in determining the 

decision of the United States Supreme Court in the _ brougbt to test the 
power of Congrosa to abrogate the gnld clause in contracts in 1934. The d ... 
cision was rendered February 18, 1936. See page 39 in tbis volume. 

I The principal authority for the facto embraced in this section i. Pro­
feaeor J. C. Schw .. b'. Conf~ Slat .. of America, 1861-1865 (Chari .. 
Soribner'. Sono). 
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first financial act (March, 1861) was the issue of $2,000,000 of 
Treasury notes in denominations not smaller than $50. They bore 
interest at the rate of 3.65 per cent and were payable to order, 
that is, to some person named in the note and transferable by his 
endorsement. They were not intended to be used as currency and 
were not so used. Shortly afterward the Confederacy borrowed 
$15,000,000 on bonds drawing 8 per cent interest, for which it 
received gold value during the year 1861. The money was ex­
pended in the purchase of arms, ammunition, and supplies 
abroad. An export duty of 1 cent per pound on cotton was en­
acted, but by reason of the blockade of the Southern ports it 
yielded scarcely anything. Later in the same year, May 16, the 
Confederate Congress authorized the issue of $20,000,000 of non­
interest-bearing Treasury notes of denominations of $5 and $10, 
redeemable in specie in two years and convertible into 8 per cent 
bonds. These were intended· to circulate as money, and they be­
came at once the currency of the Confederacy. 

A Produce Loan. The issue of bonds was increased to 
$150,000,000, and it was sought to make this, in part, a produce 
loan. Cotton, com, flour, pork, beef, and tobacco were to be taken 
in exchange for bonds, and agents were appointed to solicit sub­
scriptions among the planters. Nine tenths of all the subscriptions 
were in cotton. The reason why cotton was offered so profusely 
was that the Confederate Treasury was the only market open to 
the planter, whose customary market was cut off by the blockade. 
Meanwhile he had his own obligations to meet, and these could 
not be satisfied with 8 per cent bonds any more than with cotton 
itself. There was an outcry in many quarters for relief for the 
planters. Some persons advocated'~ issue of Treasury notes, 
with which to buy all the cotton offered for sale. Others proposed 
a loan of such notes on the cotton as security. Either of these 
plans, it was seen, would cripple the Confederate finances at the 
start, by filling the field of circulation before the armies were fairly 
in motion. The Confederate Congress did nothing for the planters, 
but some of the separate legislatures voted them Treasury notes 
of their own state issues on the security of cotton, which was left 
in the hands of the planters themselves. 
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The Currency not Legal Tender. At the end of 1861 there 
were $105,000,000 of Confederate Treasury notes outstanding, 
and the premium on gold was 15 to 20 per cent - the record is not 
exact. The notes were never made legal tender. The question of 
making them such was frequently under debate in Congress, but 
was always decided in the negative. Although the Confederate 
Congress did not, and Southern state legislatures could not, make 
the notes legal tender, the latter bodies or some of them deprived 
creditors of the remedies they had previously enjoyed for collect­
ing their dues in the courts of law. 

On August 19, 1861, the Confederate Congress authorized an 
issue of $100,000,000 of Treasury notes of denominations of $5 
and upward. It was the opinion of the Southern bankers, who 
were then holding a convention at Richmond, that this might be 
safely done, but the limit was raised to $150,000,000 before the 
end of the year. The notes were redeemable "six months after the 
ratification of a treaty of peace between the Confederate states 
and the United States." They were convertible into bonds draw­
ing 8 per cent interest, or into call certificates drawing 6 per cent, 
the latter being reconvertible into notes at the holder's option. 

Failure to Tax. Internal taxation was not resorted to by the 
Confederacy in the first year of the war, except by a direct tax on 
the states, which was paid mostly by issues of state notes or bonds, 
that is, by borrowing. The customs yielded next to nothing, the 
ports being blockaded. It was Secretary Memminger's opinion 
at the outset that the war should be carried on by loans, with just 
sufficient taxation to pay interest. The Confederate Congress did 
not go so far in the way of taxation as Secretary Memminger 
advised. It preferred to rely on bond issues and note issues alto­
gether. It accordingly passed an act in April, 1862, for $165,-
000,000 of 8 per cent bonds and $50,000,000 of new notes. It also 
issued another kind of note, of the denomination of $100, bearing 
interest at the rate of 7.30 per cent, receivable for taxes. It was 
supposed that these would be held for investment, but they were 
soon found to be in circulation. Prices of commodities were rising 
so rapidly that the notes were worth more in trade than in one's 
strongbox. Only 9 per cent of the public expenses was met with 
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bonds, 85 per cent with notes, and 6 per cent with taxes, donations, 
and the confiscation of Federal property. 

As early as September, 1862, every barrier to note issues was 
thrown down by the passage of an act authorizing issues limited 
only by the public expenses. This system avoided present trouble, 
but it added to the anxieties of the Secretary of the Treasury, who 
knew that it was ruinous in the long run. Produce loans were re­
sorted to as a partial check to excessive issues of currency. The 
government thus obtained the ownership of 430,000 bales of cot­
ton, and was able to ship 19,000 bales to Europe by blockade­
runners. In December, 1862, the Treasury notes outetanding, 
including state issues, reached $500,000,000, and gold was worth 
3 for 1. 

As the foregoing methods were proving fruitless, the idea was 
conceived of making cotton the basis of a loan abroad. After 
various negotiations the scheme was undertaken by the house of 
Erlanger & Co. of Paris. It was for £3,000,000 sterling, and was 
secured by cotton in the Confederate states at a valuation of 6d. 
per pound. Cotton was then selling at 21d. per pound in England. 
The payments were to be made in monthly installments, the first 
one being 5 per cent. The subscription was opened March 21, 
1863, at the issue price of 90, and was said to have been oversub­
scribed five times in England alone. Yet after deducting brokers' 
commissions, interest on bonds, repurchases to sustain tbe mar­
ket, and other expenses, the net amount realized on the $15,-
000,000 of bonds was only $6,500,000. The Confederate eruisel'B 
were paid for out of the net amount received. 

At the beginning of 1863 Mr. Memminger addressed himself 
to the task of getting his Treasury notes funded into bonds. He 
recommended that a bill be passed providing that notes not 
funded before August 1, 1863, should cease to be currency and 
cease to be convertible. The Confederate Congress passed a bill 
with elaborate provisions to carry this plan into effect. It con­
tained also provisions for issuing new notes to the amount of 
$50,000,000 per month. This attempt to brand the old notes while 
issuing new ones threw the currency into worse disorders than 
before. The Richmond banks refused to receive the old notes as 
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deposits, and the Virginia legislature ordered that they should not 
be received for state taxes. Newspapers denounced the act (If 
Congress as repudiation. The noteholders, seeing that the old 
notes were likely to become worthless, now hastened to fund them, 
and actually sent in $125,000,000 in three months of 1863, but in 
these three months $150,000,000 of new notes had been issued. 
The total amount outstanding on January 1, 1864, was upwards 
of $700,000,000, and the gold quotation was $20 for $1. Only 
$5,000,000 was raised during the year by taxation. The total debt 
of the Confederacy was now $1,221,000,000. 

Partial Repudiation. Various schemes of repudiation were now 
on foot. They took shape eventually in a bill (passed February 17, 
1864) providing that all outstanding notes smaller than $5 should 
be convertible into bonds and receivable at par till July 1, 1864, 
and thereafter be taxed out of existence within the year. Simul­
taneously another issue of notes was authorized (a sort of "new 
tenor," like the secondary issues of colonial bills of credit), for 
which the old notes, except those of $100 and upward, could be 
exchanged at the rate of $3 old for $2 new; $426,000,000 were so 
exchanged. The currency had now become unmanageable. The 
$100 notes continued to circulate after they had been outlawed. 
There was active funding for some months after the passage of 
this bill, and its effect was shown in a decline of the gold quotation 
from $23 to $17 for $1; but when the new notes came out, it rose 
again to $23 in September, and reached $40 before the end of the 
year. The volume of currency was now fully $1,000,000,000. The 
old notes and the new ones circulated side by side, were equally 
discredited, and continued to depreciate together. They passed in 
trade at the same rates. The credit of the Confederate govern­
ment was now shattered, and Mr. Memminger resigned his office 
in midsummer, 1864. 

Final Collapse. Memminger was succeeded by George A. Tren­
holm of Charleston. The latter was not slow to perceive that com­
pulsory funding had been a grave mistake. "Apprehensions of 
ultimate repudiation," he wrote to Governor Bonham, .. crept like 
an all-pervading poison into the minds of the people, and greatly 
circumscribed and diminished the purchasing power of the notes." 
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In January, 1865, the gold quotation was $53 for $1. Secretary 
Trenholm proposed to reverse the policy of compulsory funding, 
in order to save the government's credit, but it was too late. A 
bill to carry Mr. Trenholm's plan into effect was passed by the 
House, but failed in the Senate. There was nothing to do now but 
to make fresh issues of notes, although the previous law for this 
purpose contained a pledge that there should be no more. In 
March, 1865, a bill for $80,000,000 of "new tenor" was passed 
over the President's veto. There was some talk about heavier 
taxes on exporte and importe, although there were none to be 
taxed, The last scheme was for a specie loan of $3,000,000, failing 
which there was to be a tax of 25 per cent on all the specie in the 
Confederacy. This singling out of one kind of property, and put­
ting on it a tax of one fourth of its value, was e.onfiscation. The 
Richmond banks, which were most exposed to the application of 
force, advanced $300,000, and almost immediately thereafter the 
Confederacy collapsed. 

Almost every blunder that it was possible to commit in na­
tional finance was committed by the Confederacy, and on a 
gigantic scale. The initial one was the failure to tax. The direct 
tax on the states, as we have seen, was largely met by borrowing, 
and this was additional to the Confederate borrowing and in the 
same field. In 1863 the Confederate Congress was awakened to 
the necessity of taxing the people by its own machinery, but it was 
now too late to do so effectively. The population was sparse, the 
means of communication slow, and the territory to be covered 
wide, with much of it in possession of the Union forces. Worst of 
all, the swelling volume of the currency inftated the prices of 
property so that a given rate of taxation payable in dollars yielded 
a constantly lessening value. In order to overcome this difficulty 
a system of tithing was enacted, that is, a tax payable in produce, 
of the kinds needed by the army. This system was grossly unjust 
to the farmers. The man who had to pay $100 in currency, and 
the one who had to contribute one hundred bushels of com, did 
not stand on the same footing. The former might pay in 1863 not 
more than $10 in value measured by gold, and not more than $5 in 
1864, while the one hundred bushels of com contributed by the 
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latter remained a fixed, unshrinkable quantity. The farmers made 
so stout a resistance to the tithing system that it yielded very smail 
returns. 

The next blunder in Confederate finance was that of paying in­
terest on loans in irredeemable paper. It must not be assumed that 
there was no other alternstive. No other was ever tried. It would 
have been time enough to fall into the pit when it could not be 
avoided. The government should have bought specie at the mar­
ket price and paid the interest on the bonds with it, in order to 
support the public credit. 

The third and fatal folly of the Coiuederacy was the compul­
sory funding act. No casuistry could disguise this step. It was 
repudiation, and it brought its own speedy punishment. H mili­
tary events had not brought the Confederacy to an end in April, 
1865, it must have collapsed financially about that time. In other 
words, the power to supply the army in the field with food, cloth­
ing, arms, and ammunition could not hsve continued much longer. 
The blockade of the Confederacy, of course, intensified its finan­
cial difficulties. Secretary Memminger attributed his failure to it. 
Indeed, if it had had free communication with Europe the Con­
federacy might have survived the errors of its Treasury Depart­
ment and the war might have had a different ending. 

State and Private Currency. The note issues of the separate 
states are of importance in connection with those of the Con­
federacy as throwing light on the course of a paper currency un­
regulated by redemption in specie and unrestrained by anything 
except the whims of legislatures. The "wants of trade" in respect 
of money are never so imperious as when governments are issuing 
irredeemable notes. Prices of commodities advanced faster than 
the price of gold. This was because dealers made an extra charge 
for goods, by way of insurance against Buctuations in price. The 
advance of prices absorbed the new currency and created an· 
abnormal demand for more. The appetite was shared by the state 
governments, by cities and counties,. by banks, by railroad and 
other corporations; and finally the right of issue was assumed by 
private persons, such as tobacconists, grocers, barbers, and milk 
dealers, who issued tickets, which they gave out as change in the 
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ordinary course of trade and promised to redeem in goods or serv­
ices. Alabama began with an issue of $1,000,000 of state notes 
as early as February, 1861, and the amount was increased later to 
$3,500,000. These were receivable for state taxes. Georgia issued 
$18,000,000 of state notes redeemable in Confederate notes. These 
were in effect an addition of that sum to the Confederate currency. 
Mississippi made liberal issues to relieve the distressed cotton­
planters. All the states east of the Mississippi River issued notes. 
The city of Richmond issued scrip in denominations from 25 cents 
to $2. Charleston, Pensacola, Augusta, and other cities followed 
suit. Georgia granted .. banking privileges," which meant the 
right to issue notes, to two railroad companies. Factories, turn­
pike companies, insurance companies, and others assumed this 
right either with or without legislative authority. Money was as 
nearly equal to the wants of trade as the printing press could make 
it. The state legislatures at last attempted to prevent the circu­
lation of personsJ and corporate notes, but the evil had grown 
beyond their reach. Virginia passed three acts for this purpose, 
but they could not be enforced. People considered these private 
notes as good as the public ones (as they were), and 80 continued 
to accept them. The banks issued their own notes freely, since 
they were not obliged to redeem them, suspension having been 
legalized in all the states. 
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CHAPTER X 

AFTER THE CIVIL WAR 

The money circulating among the people is a powerful edu­
cator. It teaches either truth or falsehood. Sometimes the results 
of its false teachings are merely whimsical; more often they are 
disastrous. 

An interesting example of this is that after the formation of 
the Latin Monetary Union a million and a half of silver francs of 
the coinage of the Papal States rushed into France with those 
of Italy proper, although the papal government was not a member 
of the union. These coins bore the effigy of Pope Pius IX. They 
gradually found their way into the pockets of the least intelligent 
members of the community. In 1875 there was a loss of two sous 
on each of these Roman francs, and in some parts of France the 
Roman Catholic priests lost their influence with the peasants in 
consequence. The latter put the blame of their loss on the Pope 
and on the priests as agents of the Pope. One of the consequences 
of this delusion was that all candidates for the Chamber of Depu­
ties who were supported by the priests were defeated by the votes 
of the peasants. It was useless to say to these people that they 
ought not to have accepted the Roman coins, that the Papal States 
were not members of the Monetary Union, and that neither the 
Pope nor the priests were to blame. The people could not under­
stand such things. The only facts they could grasp were the 
Pope's effigy on the coins and the loss of the two sous. 

Paying Bonds with Greenbacks. Our legai-tender act taught 
people false notions. First it led large numbers of unre1Iecting 
persons to believe that the government can make money. If the 
government can do so, people argued that it ought to make money 
plentiful. The legal-tender act led to the belief also that the gov­
ernment's bonds were payable in greenbacks. The act said that 

:150 
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the notes should he lawful money and a legal tender for all debts, 
public and private, within the United States except duties on 
imports and interest on government bonds. These words printed 
on the greenbacks led multitudes of people to think that the 
government could rightfully pay the first piece of paper with a 
second one. If it could do so, it could pay the second with the first. 
Thus, by swapping one for the other, the whole debt might he paid 
without taxation. As all other governments could do what we 
could, all national debts might he settled in a twinkling. But 
there would he no need of taking the trouble to exchange an 
interest-hearing bond for a non-interest-hearing note. The whole 
debt could he canceled by simply passing a law saying, .. All bonds 
of the United States are legal tender and shall cease to hear inter­
est after the passage of this act." 

The policy of paying the 5-20 bonds in greenbacks was advo­
cated by General Butler in the Republican party, and by George 
H. Pendleton in the Democratic, immediately after the close of 
the war. Both of them were defeated in their respective national 
conventions in 1868, but in different ways. The Republican Con­
vention discountenanced in its platform the payment of the bonds 
in greenbacks. The Democratic Convention favored it, but re­
jected Mr. Pendleton as a candidate lor the presidency, and 
nominated Horatio Seymour, who' was strongly opposed to that 
policy. The Republicans carried the election, and soon thereafter 
(March 18, 1869) Congress passed an act declaring that all govern­
ment obligations were payable in coin unless the law under which 
they were issued expressly prOvided for some other payment. 

This did not put an end to the controversy, however. The fight 
was long and bitter. If the question of paying the bonds with 
greenbacks had been referred to popular vote at any time be­
tween the end of the war and the resumption of specie payments, 
the result would have been very doubtful. 

Policy of Contraction. In his annual report, Deeemher, 1865, 
the Secretary of the Treasury, Mr. Hugh McCulloch, recom­
mended the policy of contracting the currency with a view to the 
early resumption of specie payments. The House of Representa­
tives, on December 18, by a vote of 144 to 6, adopted a resolution 
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"cordially concurring" in the recommendation. An act to carry 
that policy into effect was passed April 12, 1866. It authorized the 
Secretary to sell bonds for the purpose of "retiring Treasury notes 
or other obligations issued under any act of Congress, ... prouided 
that, of the United States notes, not more than $10,000,000 may 
be retired and canceled within six months from the passage of this 
act, and thereafter not more than $4,000,000 in anyone month." 

In February, 1868, Congress suspended the reduction of the 
currency under the foregoing act. The act thus repealed had been 
in force twenty-one months, and $44,000,000 of the greenbacks had 
been retired, but the Secretary had not exercised his full powers 
under it. The amount outstanding when the cancellation was sus­
pended was $356,000,000. 

Greenbacks Reissued. In 1870 and 1871 the Secretary of the 
Treasury, Mr. George S. Boutwell, issued $6,000,000 of legaJ­
tender notes in lieu of those retired by his· predecessor, Mr. Mc­
Culloch, showing that, according to his view, those notes were 
still legaJly in existence, although they had been actually with­
drawn and canceled. The Senate Committee on Finance made a 
report upon this action, holding that the Secretary had no power 
to issue notes for any portion of those retired under the act of 
1866. Although Congress took no action on the report, Secretary 
Boutwell retired a large part of the reissued notes, and his suc­
cessor, Mr. Richardson, retired the remainder. Soon afterward 
Secretary Richardson himself reissued $26,000,000 of the retired 
notes in a vain attempt to check the financial panic of 1873, 
thus bringing the whole amount up to $382,000,000. 

Inflation Bill of 1874. In February, 1874, the Senate Commit­
tee on Finance reported a bill, the first section of which fixed the 
maximum amount of United States notes at $382,000,000; and the 
second section provided that,"on January 1, 1876, the Secretary 
of the Treasury should either exchange gold coin at par for United 
States notes, or give 5 per cent bonds for them on the demand 
of any holder of the notes. The bill was amended in the Senate 
by inserting $400,000,000 instead of $382,000,000 and by striking 
out the second section altogether. This was known as the In­
flation Bill, as it sanctioned the policy of adding to the volume 
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of an irredeemable currency in time of peace. It passed both 
houses, but was vetoed by President Grant, who thereby ren­
dered the country a great service. Yet he intended at one time to 
sign the bill and bad written a paper to accompany his approval 
of it. Congress then hurriedly passed another bill fixing the 
maximum amount of legal-tender notes at $382,000,000, which 
was signed by the President June 22. 

Specie-Resumption Act of 1875. The Inflation Bill having 
been a Republican measure and vetoed by a Republican Presi­
dent, the party was left in a position of great embarrassment, and 
was badly beaten in the congressional elections of that year. It 
could neither in8ate nor stand still. The only other course was to 
take ~teps for resuming specie payments. It improved the few 
remaining weeks of its power to pass a bill for this purpose. The 
bill was reported from the Committee on Finance by Senator 
Sherman, December 21, 1874, and passed the following day with­
out any change. It first removed certain restrictions upon the 
circulation of national banks and provided that the Secretary of 
the Treasury should "redeem" greenbacks to the amount of 80 per 
cent of the new bank notes issued, until the total volume, which 
was then $382,000,000, should be reduced to $300,000,000. It pro­
vided that the Secretary should, .. on and after January I, 1879, 
redeem in coin the United States legal-tender notes then outetand­
ing, on their presentation for redemption at the office of the assist­
ant treasurer of the United States in the city of New York, 'in 
sums of not less than fifty dollars." The selling of bonds to provide 
means for redemption was authorized without limit as to amount. 

The word "redeem" was used in the aCt in two places without 
any definition of its meaning. Ordinarily the redemption of a 
promissory note means paying and canceling it, and this was the 
necessary meaning of the word in the place where it was first em­
ployed. It meant that the volume of greenbacks should be re­
duced to $300,000,000 by retiring and canceling the excess over 
that sum, for if the excess were not canceled the reduction could 
not take place. The true meaning of the word having been deter­
mined in one part of the act, its use in another part would have 
been clear and binding upon all courts of law; but Senator Sber-
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man, when asked whether the-greenbacks which should be re­
deemed would be put out of existence, refused to answer the ques­
tion. The bill passed both houses without any explanation on this 
point, and became a Ia.w January 14, 1875. 

Attempts to Repeal It. All doubts were resolved by Congress 
itself three ye&l'S Ia.ter. October 31, 1877, the House Committee 
on Ba.nking and Currency reported a bill to repeal the specie 
resumption act, and this was passed by the House November 23, 
by a vote of 133 to 120. At this time the Democrats had a me.­
jority of twenty in the House. The Senate was composed of 
thirty-eight RepubliC&DS, thirty-seven Democrats, and one In­
dependent (Davis, of Illinois), who usually voted with the Demo­
crats on financial measures. The Senate rejected this measure by a 
majority of one vote only. April 29 the House passed a bill, 177 to 
35, without debate, forbidding the retiring or canceling of any 
more legal-tender notes and providing that any thereafter re­
deemed should be reissued, paid out, and kept in circulation. This 
bill was concurred in by the Senate, 41 to 18. Before its passage 
Senator Bayard offered an amendment that notes once redeemed 
should not thereafter be legal tender between individuals, but 
this was rejected, 18 to 42. This measure became a law May 31, 
1878. At that time the volume of greenbacks outstanding was 
$346,681,016, at which it still remains. 

The P&SS&ge of the specie-resumption act was followed by a 
hattie at the polls the following year. The center of this engage­
ment was in the state of Ohio, where the Democrats had decIa.red 
in their platform that the amount of money ought to be made 
"equal to the wants of trade." This sophism was slain by Carl 
Schurz in a speech at Cincinnati, which decided the campaign. 
The phrase "equal to the wants of trade" means the wants of any­
body in trade. It also requires measures to put the person in pos­
session of what he wants. Since all must be treated alike, it fol­
lows that everybody must be served with greenbacks at the public 
treasury till he says he has enough. To give everybody all the 
greenbacks he wants would give nobody an advantage, except by 
canceling past debts. Therefore an act of Congress canceling all 
debts would accomplish the same end more expeditiously. 
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Resumption Accomplished. The immediate result of the vot­
ing in Ohio in 1875 was the election of Rutherford B. Hayes as 
governor. A secondary result was his elevation to the presidency 
the following year. He appointed John Sherman Secretary of the 
Treasury. During 1877 and the following year Mr. Sherman was 
engaged in refunding the national debt in pursuance of the act of 
July 14, 1870. In connection with this negotiation he arranged 
with a banking syndicate for the sale of new bonds under the 
resumption act, by which he was to receive gold coin at the rate 
of $5,000,000 per month. Before December 31, 1878, he had 
accumulated $95,500,000 in this way, and the Treasury held about 
$20,000,000 additional derived from customs duties. The law had 
prescribed no plan of resumption. Everything had been left to 
the Secretary's discretion and to the chapter of accidents. This 
laxity of Congress was due in part to a general disbelief that re­
sumption would or could be accomplished under that act. When 
the time approached and the decline of the gold premium be­
tokened a strong probability that the law would be carried into 
effect, the agitation in both political and financial circles was ex­
treme. On December 17 the premium on gold disappeared quietly 
and the Gold Excbange was closed because there was nothing for 
its members to do. On January 1, 1879, the Treasury offered to 
redeem its legal-tender notes, but none were presented for that 
purpose. The banks of the large cities had previously kept two 
kinds of accounts with such of their .customers as desired them, 
one in paper and one in gold. They now discontinued this prac­
tice and kept accounts only in .. dollars." Therefore nobody 
had any motive to draw gold from the Treasury to deposit in 
banks. 

Gold Imports in 1879 and 1880. The chapter of accidents did 
more than anybody had anticipatoo. The year 1879 proved to be 
the most remarkable in our history in a commercial sense. The 
crops of wheat, corn, and cotton were unexampled in magnitude 
and excellence, while those of the Old World were extremely defi­
cient. The balance of trade turned in our favor suddenly and 
strongly. This condition of things was repeated on a somewbat 
smaller scale in the harvests of 1880. The two years witnessed im-
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portatiODS of gold to the amount of $175,000,000, putting the im­
mediate success of specie resumption beyond peradventure. 

The 1100,000,000 Reserve. No reserve for maintaining specie 
payments had been fixed in the Ia.w nor was the need of any reserve 
recognized until 1882, when the subject was brought to the atten­
tion of the Senate in an incidental way. A bill to amend the Na.­
tional Bank Act was under consideration. A section relating to 
gold certificates of deposit was embraced in it.' On June 21, in 
that year, Senator Aldrich moved an amendment to it by provid­
ing that the Secretary of the Treasury might, in his discretion, 
suspend the issue of such certificates whenever the amount of gold 
in the Treasury available for the redemption of United States 
notes should fall below $100,000,000. 

The object of the amendment was to prevent the holders of 
greenbacks from drawing gold from the Treasury, redepositing it 
there, and taking gold certificates for it, all at one operation, thus 
perhaps possessing themselves of all the gold in the Treasury and 
at the same time using the government's vaults as a free safe de­
pository. Senator Allison remarked, while this amendment was 
under consideration, that .. thus far there has been no absolute 
definition of what the reserve fund should amount to." In order 
to supply such a definition, Senator Ingalls moved to amend the 
amendment, making it read as,follows: 

Provided, that the Secretary of the Treasury shall suspend the issue 
of such gold eertificates whenever the amount of gold coin and gold 
bullion in the Treasury f'UlJI'rJed for the redemption of United States 
notes falls below one hundred millions of dollars. 

In this form it became a law, July 12, 1882, and thus a reserve 
of $100,000,000 gold in the Treasury for the redemption of United 
States notes was recognized as existing, although not established 

• The iBaue of gold certificates had been authorized by Section 5 of the 
act of March 3, 1863, in theee terms: "That the Secretary of the Treaeury 
.. hereby authorized to receive deposito of gold coin &Ild bullion with tbe 
Treasurer or &Ily _t treasurer of the United States, in BUID8 not less 
th&n 120 &Ild to iBaue certificates therefor in denominations not less th&n 120 
each, corresponding with the denominations of United States notes. The 
coin &nd bullion deposited for, or repreeenting, the certificates of depoe it 
.haIl be IBtained in the Treasury for the payment of the l&IIle on demand." 
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by affirmative legislation. It created in men's minds the habit of 
considering the greenbacks as redeemable in gold at the option of 
the holder, although they were legally redeemable in gold or silver 
at the option of the government. 

The Sherman Act. On July 14, 1890, Congress passed an act 
for the issue of an indefinite amount of legal-tender notes for the 
purchase of silver bullion. This is commonly called the Sherman 
Act. It was a part of the silver legislation treated in the following 
chapter. The notes were to be redeemed on demand in "coin," 
either gold or silver, at the discretion of the Secretary of the 
Treasury, but it was declared in the words of the act to be "the 
established policy of the United States to maintain the two metals 
on a parity with each other upon the present legal ratio or such 
ratio as may be established by law." This was a hint rather than 
a command to the Secretary in favor of gold redemption. The 
notes were declared in the act to be "legal tender in payment of 
all debts, public and private, except where otherwise expressly 
stipulated in the contract." In practical effect this was a fresh 
issue of greenbacks in time of peace, and of unlimited amount. 
The only restriction in the law was as to the rate of issue, which 
was to be the sum necessary to pay for 4,500,000 ounces of silver 
bullion each month at the market price. Nearly $156,000,000 of 
these notes were issued. A financial panic of great severity en­
sued, and the act. was repealed November 1, 1893. 

The act of 1890 was not grounded upon financial considerations. 
It was part of a political trade. In the Senate, April 29, 1896, 
Senator Teller of Colorado gave what he called the "unvarnished 
history" of the Sherman Act, which has never been contradicted. 
He said that the Republicans desired to pass the McKinley tariff 
bill. The silver men desired to pass a free-ooinage bill. The latter 
had a majority in the Senate, with power to adopt a free-ooinage 
clause as an amendment to the tariff bill and thus compel the 
House to adopt it or lose the latter bill altogether. They did not 
follow that plan because they knew that President Harrison would 
veto a free..coinage bill, even if, in doing this, he should kill the 
tariff bill. So the silver Senators determined to adopt, not a free­
coinage measure, which would certainly be vetoed, but the nearest 
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possible approach to it, and put this measure on its 
of the tariff bill. This was done, as the following leb_ 
shows in detail: 

May 17, 1890. The McKinley tariff bill passed the House. 
June 5. Mr. McKinley moved in the House to take up t 

silver bill, which was amended by adopting the Conger 
and passed June 7, by 135 to 119. 

June 17. The Senate took up the House silver bill, amen 
adopting the Plumb substitute (a free-coinage measure); I 
it by 42 to 25. \ .• ' 

June 25. The House took up the silver bill, nonconcurred in. th 
amendment, and asked a conference. i,.J 

July 7. The conference committee reported the Sberman bill, 
was adopted by the House on tbat day and by the Senate J 

July 14. The Sherman silver bill was approved by the President. 
July 25. The McKinley tariff bill was taken up by the SenattE 

passed September 11. 

Thus the Sherman silver bill was passed by the RepUbliC;, no 
as the price of the McKinley tariff. Mr. McKinley himself ~te 
an ardent advocate of the former measure. .. Vote against r';' 
bill," he said (June 7, 1890), .. and in my judgment you vote that 
there shall be no legislation on the eil ver question at this session of 
Congress. That is what I fear it means. We know we cannot have 
free coinage now except in the manner as provided in this bill." 

The Treaswy Deficit. The McKinley tariff bill repealed the 
duties on sugar and molasses, which had yielded $55,000,000 of 
revenue in the fiscal year 1890, and the Sherman silver bill added 
about $50,000,000 per year to the public expenses for the purchase 
of silver bullion. These two measures exactly canceled the surplus 
revenue ($105,000,000) of the year 1890, and a new pension bill 
added $50,000,000 more to the expenditures in 1893, when it 
came into full operation. Thus the ingredients of a witch's caul­
dron, in the shape of a Treasury deficit and a financial panic, were 
collected for President Cleveland's second administration. 

Gold Exports. That the country had a sufficiency of instru­
ments of exchange in the summer of 1890, before the Sherman Act 
was passed, is proved by the fact that we exported about as many 
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we obtained of new paper ones while the act was in 
_Ie output of new legal-tender notes to July 1, 1893, 
l,694, and the net export of gold during the same time 
7,158. This coincidence was not accidental. When­
an excess of instruments of exchange forced into cir­
;heir legal-tender faculty, one of two things will hap­

_, are redeemable in gold, there will be an outflow of 
t ",,1. If not repeemable, there will be a depreciation of the 
r. ass. The gr~t exportation of gold in the years following 

r gage of the S erman Act is thus easily accounted for, but 
uitimulated b the alarm of investors lest specie payments 
I be suspended. 

nap Currency Act of 1900. On March 14, 1900, Congress passed 
ratio lct to define and fix the standard of value, to maintain the 
a cory of all forms of money issued or coined by the United States, 
notelfund the public debt, and for other purposes." This is com­
all <ly but mistakenly called the .. Gold Standard Act," whereas 
stirgold standard was established by the act of February 12, 1873. 
isse act of 1900 reaffirmed the earlier act, but it also contained. 
'~.~nt specific provisions for maintaining the gold standard. 

\v~d in direct terms that all the legal-tender notes should 
~meli-in gold coin on demand and that a reserve of $150,­

.AJOo of gold coin and bullion should be kept in the Treasury 
tOr this purpose. solely; that notes redeemed out of this fund 
!hould not be reissued except in exchange for gold; that if the 
fund should at any time fall below $100,000,000, it should be re­
!tored to the maximum sum of $150,000,000 by the sale of bonds, 
I.Dd that none of the proceeds of such sales of bonds should be used 
;0 meet deficiencies of the current revenues. 

It was also provided that there should be a complete separation 
of the currency functions of the Treasury from its /iseal operations. 
Bureaus, or divisions, of issue and redem,ption were established in 
the department, to which were transferred all the funds held for 
the redemption of greenbacks, Treasury notes, gold certificates, 
silver certificates, and currency certificates. These were to be 
held as trust funds exclusively, and were. not to be mixed with 
the ordinary receipts and disbursements of the government. The 
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need of this provision had been demonstrated by the events of 
President Cleveland's second term (1893-1897), when the defi­
ciencies of revenue amounted in the aggregate to $155,000,000, 
forcing the Secretary of the Treasury to draw upon the gold re­
serve to meet the current expenses of the government. 

The Endless Chain. This phenomenon was designated in 
common parlance "the endless chain." The phrase was a miS­
nomer. It implied that there was something in the nature of the 
greenback pecu1i&rly adapted to the purpose of pumping gold out 
of the Treasury indefinitely. In practice the holders oJ. the notes 
presented them at the Treasury for redemption. Afte~deeming 
them the Secretary paid them out &gain, for lack of other money. 
Then they were presented for redemption a second time, and so on. 
But if the Secretary had had a surplus of daily receipts over daily 
expenses, the same greenbacks could not have been presented for • 
redemption twice without his consent. Hence the endless chain 
could not have existed. Under the act of 1900, which separated the 
currency function from the other operations of the Treasury, no 
such trouble could arise. Shortage of revenue could not vitiate 
the money in the pockets of the people and disturb their equanim-
ity. Thus the act of 1900 did much to maintain the gold standard 
which had been established by law twenty-seven years earlier. 

Treasury Notes Retired. The Treasury notes of 1890 are now 
almost all retired. In the war-revenue act of June 13, 1898, the 
Secretary of the Treasury was directed to coin the silver bullion 
bought under the act of 1890 into silver dollars at the rate of not 
less than $1,500,000 per month. The act of 1900 provided that, 
as they were coined, an equal amount of the Treasury notes which 
had been issued to pay for the bullion should be canceled as fast 
as they should come into the possession. of the government, and 
that silver certificates should be issued in place of them. The effect 
of this measure was to lessen the direct liabilities of the gold re­
serve by the sum of $156,000,000 and to add that amount to the 
silver currency, plus $62,000,000 derived from seigniorage, which 
was the number of silver dollars that the bullion would yield over 
and above the cost of the metal. Authority was granted in the 
act of 1900 to use a part of this bullion (about $20,000,000) for 
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subsi~ coinage, in order to bring the total volume of the latter 
up tq/$l()O,OOO,OOO, a corresponding amount of Treasury notes to 
be cAnceled. 

¢urrency Issued, 1893-1900. The Secretary of the Treasury 
w!is directed to resume the issue of gold certificates, in denomina­
tions not less than $20, in exchange for gold coin deposited in the 

;'rreasury. The issue of gold certificates had been suspended in 
. 1893, in compliance with the law which said that this should be 
done whenever the amount of gold in the Treasury fell below 
$100,000,000. It was also provided that thereafter silver certifi­
cates should be issued only in denominations of $10 and under, 
and that greenbacks should be issued only in denominations of 
$10 and upward. The Secretary was authorized, in his discretion, 
to issue a small amount of silver certificates in denominations of 
$20, $50, and $100, not more than 10 per cent of the whole amount 
outstanding. The object aimed at in lowering the denominations 
of silver certificates and raising those of greenbacks was to give 
the field of retail trade as much as possible to the silver certificates. 

The issue of currency certificates was discontinued by the 
act of 1900. These had been authorized by the act of June 8, 1872. 
Under it any national bank might deposit United States notes in 
the Treasury, in sums of not less than $10,000, and receive cer­
tificates of deposit, in denominations of not less than $5000 each, 
the notes to be held as special deposits and to be used only for the 
redemption of the certificates. These were issued for the con­
venience of banks in settling clearinghouse balances. The reason 
for discontinuing their issue was that, as there was a plentiful 
supply of gold certificates for clearinghouse purposes, currency 
certificates were no longer needed. 



CHAPTER XI 

SILVER DOLLARS AND THE PANIC OF 1893 

While Secretary Sherman was selling bonds for gold, to pre­
pare for the resumption of specie payments, Congress was passing 
a bill for the remonetization of silver. In 1876 this IIUltal bad de­
clined 9 per cent from our old ratio of 16 to 1. The currency ex­
pansionists, who bad been sorely disappointed by President 
Grant's veto of the Inlla.tion Bill and by the loss of the Ohio elec­
tion, turned eagerly to silver, as a means of accomplishing the 
ends which they bad failed to reach with greenbacks. Silver, they 
said, was a product of labor. Its quantity could not be increased 
suddenly. It was the dollar of our fathers. It was the dollar of 
the poor man, of the debtor, of the common people. Looking at 
the law, they discovered that the silver dollar bad been abolished 
by an act of Congress, passed in 1873, and that those of them who 
were members of Congress at that time bad voted for it. So they 
said that they had been tricked and deceived, that this act of 1873 
was a conspiracy against the debtor class, and that it was passed 
in a clandestine manner. They declared that this was a great 
wrong. Many people who bad no particular interest to be served 
by inflation really thought that a wrong bad been done. Some of 
them even thought that the wrong bad been done to silver itself, 
by depriving it of the "legal right of coinage." 

The .. Crime of '73." The charge that the act of 1873 was 
passed secretly was absurd on its face, since there is no way under 
our system of government to pass a law secretly. The act was 
called the .. Crime of '73"; and the accusation was reiterated 
frequently and supported by forged documents and false swearing 
in the political campaigns of twenty successive years. Due dili­
gence bad been shown by the framers and promoters of the law to 
publish and explain its provisions, but very few persons, either in 
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or out of Congress, took any interest in the question; and of those 
who did so nearly all were in favor of its pasaage. Nor would any 
charge of fraud and secrecy have been brought against the sup­
porters of the measure, if silver had not subsequently fallen in 
value. The bill was introduced in both houses in 1870, at which 
time 16 ounces of silver were worth 40 cents more than 1 ounce 
of gold. Nor was there any time during the three years that the 
measure was pending in Congress when silver was worth less than 
gold according to the legal ratio. Hence there was no motive for 
deception. The persistence of the charge of fraud during so long 
a period of time, in the face of so many opposing facts, is one of 
the most singular episodes in our political annals. 

Movement for Remonetization. The movement for the re­
monetization of silver acquired considerable strength in 1876. The 
opponents of the Inflation Bill were taken by surprise when the 
controversy assumed this new form. Moreover, the question of bi­
metallism was something new and strange. Many persons who had 
considered greenback inflation ruinous were glad to have escaped 
the evil of unlimited paper but could see no harm in silver dollars. 

The opponents of silver were of three classes: (1) those who 
were opposed to it in any form except as subsidiary coin; (2) those 
who were opposed to free coinage except by international agree­
ment; (3) those who did not believe that an international agree­
ment was practicable but who wanted to gain time, hoping that 
the excitement would pass away. The advocates of silver were 
likewise of different types: (1) The silver-miners, who wanted to 
sustain the price of their product; (2) the currency inflationists, 
who had been defeated and were glad to find a new weapon to 
their hand in place of the greenback; 1 (3) a multitude of misin-

1 Professor Charles J. Bullock, in his E.say. on 1M MoneJary Hi8Wry of 1M 
UniUd SI4Ia, shows by statistics that the support of the silver movement 
in the several states WBB generaUy in inverse proportion to the density of 
population and the abundance of capit&!o Thus eleven states whose density 
WBB above 00 per square mile supported the gold standard in the e1eetion of 
1896. Of eighteen states whose density W&8 between 21 and 46, only eight 
supported the gold standard. Of sixteen states whose density WBB I ... than 
18, only four supported the gold standard. Scarcity of capital w&8 an 
additional re&BOn for the growth of the silver movement. 
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formed persons, who thought that an injustice, if not a fraud, had 
been committed in the demonetization act of 1873. 

The Bland-Allison Act. On July 26, 1876, just before the ad­
journment of Congress, Mr. Kelley of Pennsylvania introduced a 
bill to restore the coinage of the ~ver dollar, as it had exjsted 
prior to the act of 1873, and moved to pass it under suspension 
of the rules, which required a two-thirds majority. The bill fa.iled: 
yeas 119, nays 68. A similar bill was introduced by Mr. Bland of 
Missouri the following year, and was passed by the House Novem­
ber 5, 1877, by 164 to 34. 

In order to defeat free coinage and gain time, some of its oppo­
nents in the Senate said that it would not be right to give to those 
who happened to be the owners of silver bullion, or who were 
digging it out of the ground, an advantage of 9 per cent over every­
body else; that this profit ought to accrue to the government; 
that, since the government had no silver bullion, it ought to pur­
chase a certain quantity at the market price, coin it, and sell the 
resulting coins to the people, or use them to pay its expenses or to 
buy more bullion. This was a plausible argument to defeat the 
Bland bill and was probably the only one by which a free-coinage 
bill could have been prevented from passing at that time. An 
amendment proposed by Senator Allison - providing for the pur­
chase of not less than $2,000,000 worth, and not more tban 
$4,000,000 worth, of silver bullion each month, to be coined into 
dollars of full legal tender and to be paid out like any other money 
in the Treasury - was adopted by the Senate and accepted by 
the House. The bill was vetoed by President Hayes, on the ground 
mainly that it embodied a violation of contracts which had been 
entered into since 1873, by introducing a less valuable payment 
than was contemplated by the parties. The bill was, however, 
passed over the veto and became a law February 28, 1878. The 
votes taken in the House fairly represented the state of public 
opinion at the time. There were 73 votes to sustain the President's 
veto - that is, against silver in any form - and 196 in favor of 
the limited coinage of the Allison amendment. As between the 
latter and the original Bland bill the vote was 203 to 72. The 
party of moderation and compromise exceeded the extremists 
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on both sides. One section of the Allison amendment, which 
, authorized the President to invite an international monetary con­
ference, led to the Paris conference of 1878. Another section 
authorized any holder of silver dollars to receive certificates of de­
posit from the Treasury in exchange for them, in denominations 
not less than $10, such certificates to be receivable for all govern­
ment dues. 

On November 12, 1878, the New York Clearing House, after a 
personal conference with Secretary Sherman and in anticipation 
of the resumption of specie payments, voted to admit the sub­
treasury to the clearinghouse, for the purpose of settling balances 
between the government and the banks; to receive and pay bal­
ances in gold or in legal-tender notes; to prohibit payment of 
balances in silver dollars or silver certificates, except in sums 
under $10; and to receive silver dollars from customers as de­
posits only under special contract to withdraw the same in kind. 

In 1882 Congress passed an act amendatory of the national 
banking law. In it was inserted a provision that "no national 
banking association shall be a member of any clearinghouse in 
which such [silver] certificates shall not be receivable for clearing­
house balances." The New York Clearing House thereupon re­
scinded its rule discriminating against silver certificates but did 
not discontinue the practice. The members voluntarily declined 
to pay them to each other. 

The Bland-Allison Act did not make money more plentiful 
than it would otherwise have been, but merely substituted silver 
in place of gold. Two operations were going on, side by side. The 
mint, regarded as a manufactory, was paying out gold already in 
its possession, in order to purchase silver bullion, and was selling 
the coins so produced, crediting itself with the seigniorage, that is, 
the difference between the raw material and the finished product. 
On the other hand, the people needed a certain number of instru­
ments of exchange, called dollars, for the transaction of their daily 
business. These instruments they paid for with their labor and 
their property, at the rate of 100 cents gold per dollar. Obviously 
they could have whichever metal they preferred, since gold value 
will always bring gold. Thus the bill did not make money more 
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plentiful, although it seemed to do so, but merely substituted one 
kind of money for another. 

The mode of operation was as follows: The government bought 
(say) $2,500,000 worth of silver bullion, paying gold for it. wqen 
the silver dollars were produced, it might pay them out like any 
other money or it might make its next purchase of silver bullion 
with the dollars or the certificates resulting from the last purchase. 
If there was a public demand for this kind of money, the dollars 
would stay out. If not, they would come back to the Treasury 
tIll-ough the customhouse and the tax office, taking the place of 
gold in the payment of government dues. 

The officers of the Treasury were slow in learning how to ward 
off the evils of this queer kind of currency, of which they had had 
no previous experience. Each secretary restricted the coinage of 
silver dollars to the lowest amount permitted by the law, namely, 
$2,500,000 per month, or $30,000,000 per year. As the coins were 
bulky and inconvenient, the people refused to take any large 
quantity. At the end of June, 1879, only $8,000,000 had gone into 
circulation, out of $36,000,000 coined. The remainder were in 
the Treasury, an inert mass. Inasmuch as the government had a 
surplus of revenue more than sufficient to pay for the monthly 
purchase of silver bullion, no present harm resulted.' 

The prosperity resulting from the crop conditions of 1879 and 
1880 called for an increase of the circulating medium, and not 
merely led to the large importations of gold referred to in the pre­
ceding chapter, but drew out of the Treasury nearly all the accu­
mulated silver. This was taken in the form of certificates, in ex­
change for gold. The movement was accelerated by an offer, on 
the part of the Treasury, to pay silver certificates in the West and 
South, in exchange for gold deposited in the subtreasury at New 
York. Whenever the rate of exchange was in favor of the West 
and South, the person desiring to make remittances could save 
express charges by accepting the government's offer. In this way 
the surplus silver in the Treasury was worked off for the time 
being. .. For the three years 1881, 1882, and 1883, the silver cur-

l See Taussig's SiI.IJer Siluatw.. in u.. Unil«l Statu (second edition), which 
may be studied with profit lor all periods down to the end 01 1896. 



272 MONEY AND BANKING 

rency was absorbed by the public as fast as the dollars were coined 
at the mint." 1 

Crisis in 1884. A trade reaction began in 1884. The silver 
already in circulation r~mained there, but the annual addition 
continued. As fast as it was paid out by the Treasury, it returned 
in the receipts for taxes. Simultaneously the public revenue began 
to decline, and the gold reserve showed a shrinkage of $34,000,000 
in 1884-1885. Gold receipts for customs duties fell from 75 per 
cent of the whole to 36 per cent, and silver receipts rose from 17 per 
cent to 36 per cent, the other receipts being greenbacks. In Bos­
ton, where the banks made no discrimination against silver, the 
certificates constituted so large a part of the circulation that, when 
it became neceBSary to send money by express to New York, a 
sufficiency of gold or greenbacks could not be obtained, and a 
premium of one half of 1 per cent on funds bankable in New York 
prevailed in Boston for a short time. The New York banks even 
turned in $6,000,000 of their gold to the Treasury, in exchange for 
fractional currency, in order to avert the use of silver certificates 
by the Treasury in the settlement of clearinghouse balances 
there. 

In 1885 the Secretary of the Treasury, Mr. Manning, perceived 
that the true method of utilizing the silver currency was to force 
it into retail trade. To make room for it, he gave orders to stop 
the issue of greenbacks of less denomination than $5 and to retain 
all such that came into the Treasury in the way of collections, in 
order to create a necessity for the use of silver. In 1886 he pro­
cured from Congress authority to issue silver certificates of the 
denominations of $1, $2, and $5. As national-bank notes smaller 
than $5 had been forbidden some years earlier, the field of small 
paper circulation was thus secured for silver certificates. There­
upon the demand for them became very large, rising in 1890 to 
$175,000,000 in denominations of $5 and under, and to $293,-
000,000 in all. The number of coined dollars in circulation at that 
time was $56,000,000 in addition. 

The introduction of small silver certificates happened to coin­
cide with a shrinkage of the volume of national-bank notes due to 

1 Taussig, Sibler Situation in 1M Unital SI4Ua, p. U. 
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the redemption of the 3 per cent bonds and to a rapid advance in 
the price of other bonds, which made it profitable for the banks to 
retire their cireulation, sell their bonds, and realize the premium.' 
One hundred and aixty-eight million dolla.rs of the bank notes­
were retired between November, 1882, and February, 1890, that 
is, in seven yea.rs and three months. The output of silver dolla.rs 
during the same period was only $50,000,000 in excess of the bank 
notes retired. 

Panic Predicted. When the silver-coinage act was passed in 
1878, its opponents predicted that sooner or ia.ter it would cause 
a financial panic. They said that, since the metallic value of the 
silver doIIa.rs was not equa.! to the face value, they were simply a 
new kind of fiat money, and that, whenever they should become 
redundant, they would act like any other fiat money -like the 
greenbacks at the beginning of the Civil War, for example. There 
would then be a change in the standard of value, if the coinage 
were continued. This was a true prophecy, but the fulfillment was 
deia.yed by the shrinkage in the national-bank circulation and by 
the retirement of small greenbacks, which created a vacuum for 
the new silver to fill. But this was a silent operation. The public 
could not understand it, and so, as the years rolled on and no harm 
came from the coining of silver doIIa.rs, the predictions of panic 
fell under popular ridicule. 

The Act of 1890. The passage of the Sherman Act of 1890 and 
the rea.sons for it have been considered in the preceding chapter. 
There were now three kinds of fiat money which the government, 
according to its declared policy, must keep at par with gold, 
namely, greenbacks, Treasury notes, and silver doIIa.rs. All three 
rested upon the gold resources of the Treasury. Those resources 
consisted of its accumulated reserve and cif its daily receipts. It 

• "In 1883 upwards of 1353,000,000 government bonds were on deposit 
.. a basis of bank-note cireulation. Out of this total more than $200,000,000 
were in the 3 per oente, and it W88 naturaUy tbeee very 3 per _te which the 
Treasury selected in ite public debt redemption (because they were subject 
to can at par]. Whenever such bonds were caUed for redemption, the bank 
pollll!88ing them was compeUed either to replace them with other government 
iesues bought in the open market, or else to retire its circulating notes. fJ -

Noyes, Furty Y ...... 0' AmoricG" Fino .... , p. 108, 
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was immaterial, as regards the government's gold balance, whether 
redemption was made at the place where the reserve was paid out 
(the subtreasury) or where the receipts came in (the custom­
house). The effect upon the balance was identically the same in 
the two cases. 

Nearly $50,000,000 of new fiat money came into the channels 
of business the first year after the passage of the Sherman Act; 
and, as it happened, an equal amount of the surplus in the Treas­
ury was paid out by enlarged appropriation bills passed by Con­
gress. These additions to the circulating medium presaged _ 
newed exports of gold, which took place in the first half of 1891 
to the amount $74,000,000, a sum hitherto unexampled for a single 
period of six months. 

Action of Secretary Foster. The harvests of 1891, however, 
happened to give temporary relief from the consequences of bad 
financiering. "The United States produced in that year the larg­
est grain crop in its history before or since. While Europe's total 
wheat yield decreased 156,000,000 bushels from that of 1889, our 
own crops increased 255,000,000 bushels, the largest American 
crop on record." 1 The foreign exchanges turned in our favor, and 
we imported $50,000,000 gold in the six months succeeding the 
harvest. This was merely a streak of luck. As soon as the foreign 
demand for our grain was satisfied, the new fiat money began 
once more to produce its usual effects. Gold exports were resumed 
in 1892. In November of that year the gold in the Treasury had 
fallen from $185,000,000 (in AugtU1t, 1890) to $124,000,000 and 
was still declining. Secretary Foster was much depressed. When 
he came to New York to speak at a dinner of the Chamber of 
Commerce, he said, among other things, that the government in­
tended to maintain gold payments, even if it became necessary to 
sell government bonds for the purpose. This was an admission on 
his part that gold payments could not be continued without _ 
sorting to extraordinary means. Probably Mr. Foster made this 
speech in order to test public sentiment and to find out whether 
he would be sustained in issuing government bonds in time of 
peace. There had been no increase of the bonded debt since the 

• Noy .. , Furlll y.",.. of ..4 ............. Fi"""",,, p. 1M. 
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close of the Civil W sr, and some persons in high plaee denied that 
there was any legal authority to issue new bonds. Apparently 
Mr. Foster was satisfied by the app1ause with which his announced 
purpoo;e was received by his hearers and by the press, for shortly 
afterwa.rd be issued an order to the Bureau of Engraving and 
Printing to prepare new bonds. This order was dated February 
20, 1893, and Mr. Foster was to go out of office on March 4. 
Naturally be preferred to put upon his successor the onus of issu­
ing the bonds, if he could. So he came to New York and persuaded 
the banks to give him a few millions of gold in exchange for legal­
tender notes, enough to carry him along till March 4. This en­
abled him to glide out of office leaving the $100,000,000 redemJr 
tion fund intact, but with only $982,410 gold in excess of that sum 
and with the penumbra of a deficit in full view. 

The shrinkage of the government's reserve and the continued 
outpour of fiat money had shaken the confidence of the business 
communities on both sides of the water. The banks no longer 
furnished gold to their customers who desired it for export, but 
gave them legal-tender notes instead. Hitherto no doubt had 
crossed the minds of the community that the government would 
redeem its notes on demand, but now it was seriously questioned 
whether the Treasury could maintain gold payments. The bankers 
did not know whether the new Secretary of the Treasury, Mr. 
Carlisle, would take steps to replenish his reserve, and they could 
not know whether any steps he might take would be effectual. So 
they kept their gold and paid their debts with legal-tender notes. 

Panic of 1893. When Secretary Carlisle came into office, he 
SBW bankruptcy approaching. The gold receipts of the Treasury 
were now less than 9 per cent of the total receipts. He first fol­
lowed his predecessor's example by soliciting gold from the banks 
in New York City. The banks responded by turning $8,000,000 
into the Treasury, in exchange for legal tenders. This was quickly 
dissipated, and on April 15 the Secretary was obliged to acknowl­
edge that the $100,000,000 fund had been encroached upon. It 
was the first time that this had happened since the fund was 
created. On the twentieth the Secretary gave a newspaper in­
terview, which was construed by the public to mean that he had 
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doubts whether the $100,000,000 fund could be lawfully used for 
the redemption of the Tre&sury notes of 1890. This w&s a fresh 
cause of alarm, which w&s, however, soothed by a later announce­
ment from President Cleveland that the redemption of those notes 
in gold would be continued under all circumstances. 

On June 26 the news came that the mints of India had been 
closed to silver, and the price of that metal fell in three days from 
82 cents to 67 cents per ounce. A run on the banks began at once. 
One hundred and fifty-eight national banks and four hundred 
and fifteen state and private banks were compelled to close their 
doors. 

Commercial Crises. The question has been much discussed 
whether the financial disturbance of 1893 was a typical commer­
cial crisis or a money panic. A commercial crisis is a shatter­
ing of the credit system due to speculation and maladjustment of 
industry. If the conditions of produetion and consumption were 
at all times well balanced, so that no more wheat, cloth, iron, 
houses, factories, ships, railroads, ete. were produced than could 
be sold or used at a profit, then each producer would be able to 
pay his debts promptly and there could be no commercial crisis. 
But in the complex conditions of modern society no such equable 
distribution of capital and labor is possible. There is no omniscient 
eye to tell us when we are producing too much of one thing or 
putting too much capital and labor into certain Jines of business. 
The commercial world is, accordingly, subjec;t to periodical crazes, 
in which there is a general rush to buy thinga and invest money in 
ways which promise unusual gains. Prices are inflated and partic­
ular branches of trade are overloaded and ce&ae to be remunera­
tive. Then the adventurers cannot meet their obligations, and 
their creditors are crippled or made bankrupt. Lenders of money 
become al&rmed, and the credit system breaks down. The genesis 
of every true commercial crisis can be traced to such a dispro­
portionate investment of capital in some particular branch or 
branches of trade and in speculation. 

A money panic, on the other hand, may come at a time" when 
trade is in a normal and sound condition. Anything which 
threatens to impair the quality of the money in circulation may 
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dry up the springs of credit, cause extensive failures, and produce 
some of the phenomena of a commercial crisis. Such conditions 
existed in 1860 and 1861, when a large part of the circulating 
medium of the country was based on bonds of the Southern states, 
which were taking steps to secede from the Union. It cannot be 
denied that there was some unsound trade in 1893, but the one­
sided development of industry and the top-heavy stage of speeu­
lation which mark the real commercial crisis were not general. On 
the other hand, the perils which menaced the standard of value 
were sufficient to account for the alarm and for most of the con­
sequences that ensued.' 

Causes of the Panic. Two powerful causes contributed to the 
panic of 1893: (1) a deficiency of revenue, pointing to the neces­
sity of using the gold reserve to meet the current expenses of the 
government; (2) a fear in the public mind lest there be a change 
in the standard of value. Yet, when the panic came, there was no 
observable tendency on the part of bank depositors to draw gold. 
What the frightened people wanted was the means of payment and 
especially the payment of wages. Government notes, bank notes, 
silver certificates, silver dollars, and subsidiary coins would meet 
this want as well as gold, and even better in some respects, because 
obtainable in the smallest denominations. All these things com­
manded the same premium as gold over certified bank checks in 
Wall Street. If there was any premium on gold over other cur­
rency, it was veiled under the rate of exchange. The government 
itself replenished its stock of gold to some extent by offering to 
deliver notes in New York in exchange for gold deposited in other 

, .. It is true that the years immediately preceding 1893. while they had 
been ye&l'II of activity. had not shown the feverish speculation which com­
monly precedes the.torm. Yet in some parts of the Weat, notably in Colorado, 
there had been wild gambling in land; and. what was prohably more im­
portant, there had been in preceding y ...... from 1886 to 1890. a great deal 
of "",)d ... investment in railways and in iron-making industries. Certainly 
some great raU .... y corporations had been liVing from hand to mouth for 
several y ..... before 1893. horrowing heavily on sbort time. hoping for a turn 
in their favor. helped for a whUe by the favorable conditions of 1891 and 
1892. and finally brought to bankruptcy by the panic." - Taussig. Siluor 
SiJuolitm in the United States. pp. 138-139. 
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cities, and vice versa. The cost of transferring the funds was a 
premium on gold.' 

End of Silver-purchasing. On June 30, 1893, President Cleve­
land issued a call for an extra session of Congress expressly to 
repeal the Sherman Act. The time for meeting was August 7. A 
bill to repeal the silver-purchasing clause was promptly passed by 
the House, by a vote of 239 to 108. In the Senate there was a long 
delay, due to the lack of any rule for terminating debate. It 
seemed at one time as though the country was on the eve of some 
great change, in consequence of the revolutionary conduct of cer­
tain Senators in refusing to allow a vote to be taken. But filibus­
tering came to an end at last, the repealing bill passed the Senate 
October 30, by 43 to 32, and was signed by the President. 

The consequences of the panic did not come to an end, however. 
The Treasury deficit was not checked by the repeal of the Sherman 
Act. The gold reserve had declined from $99,000,000 in July, 1893, 
to $65,000,000 in January, 1894. This was due, not to the presen­
tation of notes for redemption, but to an excess of ordinary 
disburseMents over ordinary receipts. The deficit was now run­
ning at the rate of $5,000,000 per month. The cash balance in 
the Treasury other than gold was only $12,000,000. The situation 
was alarming. 

Coining the Seigniorage. At this juncture some of President 
Cleveland's political friends, who had joined in repealing the 
Sherman Act, asked him to agree to a measure for coining, in 
advance, the seigniorage of the bullion purchased under that 
act. The whole amount of bullion purchased for $156,000,000 
would produce 218,000,000 silver dollars. The difference between 
these two sums ($62,000,000) would be seigniorage whenever the 

1 These conclusions of Mr. White's should be oompared with those of 
O. M. W. Sprague in his Histmoy oj CriB .. underlho NaJimoaJ Banki1l{JSy.tem, 
pp. 167-179, where he claims thet the silver policy played only a minor part 
in csusing the panic. He writes (p. 179), "There was ••• not a little esag­
geratioD of the influence of silver money in bringing OD the crisis." On the 
other hand, W. Jett Lauck in hi. study Til. Panic of 189S p"""",ts a point of 
view quite similar to thet of Mr. White. Sprague believes bsnk failures 
resulting from bad management and violation of the law were major cauaes. 
He also shows that the panic was worse in those sections favoring silver. 
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coinage should take place, but the Sherman Act had not con­
templated the coinage of the bullion at a.ny definite time. If the 
seigniorage were coined in adva.nce, the new silver dollars would 
be in the Treasury, a.nd if paid out would aggravate the existing 
evil, like a new issue of greenbacks or of a.ny other fiat money. If 
not paid out, people would natura.lly ask why they had been 
coined. Moreover, coining the seigniorage would have been inter­
preted as a sign of vacilla.tion a.nd weakness on the part of the 
Executive a.nd would have added to the prevailing panic. For 
these reasons Mr. Clevela.nd properly refused to give his assent to 
the proposed measure. 

Indifference of Congress. When Congress met in regular ses­
sion in December, 1893, Secretary Carlisle laid before it the exact 
condition of the Treasury, a.nd recommended that his borrowing 
powets be enlarged a.nd modernized by giving him authority to 
issue government obligations bearing 3 per cent interest a.nd re­
deemable in one year. Such obligations would be akin to the 
exchequer bills issued in emergencies by the British gpvemment. 
But Congress was in a sullen mood. The Democrats were angry 
with President Cleveland for compelling them to repeal the Sher­
ma.n Act. 'The Republicans could see no objection to a family 
quarrel among their opponents or to the pecuniary embarrass­
ment of the administration. If the Secretary could extricate 
himself by means of existing laws, well a.nd good; otherwise the 
government might go to protest. Neither branch of Congress 
would lift a finger to prevent it. 

Bond Sales in 1894. It was now necessary to do something 
decisive. Under the Resumption Act of 1875 the Secretary had 
power to sell anyone of three classes of bonds for the purpose of 
beginning a.nd continuing the redemption of United States notes. 
Another law, not noticed at the time, gave him power to buy coin 
at his discretion a.nd to pay for it with a.ny bonds authorized by 
law. In Ja.nuary, 1894, the Secretary advertised, under the act 
of 1875, the sale of $50,000,000 of 5 per cent bonds, to run ten 
years a.nd to be sold at the rate of $117.223 gold for each $100, 
thus making the rate of interest equal to 3 per cent. These were 
taken mostly by the New York City banks. In this sale the ele-
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ment of coercion was not wholly wanting. The banks were not 
free to take the bonds or not, according to the attractiveness of 
the investment, but were obliged to consider what would happen 
to themselves, ,in common with the commercial world, if the loan 
should fail. When they looked at that side of the shield, they saw 
sufficient reasons for lending their money to the government at 
3 per cent. The sale brought in $58,660,917, and the Treasury 
gold reserve was carried up to $107,446,802 in March, but it did 
not remain there long. Gold exports began again in April and 
continued heavy till September. The withdrawals reduced the 
Treasury reserve to $52,189,500 in August. The Secretary was 
compelled to advertise a new sale of $50,000,000 of bonds. This 
was effected in November, 1894, at 117.077, realizing $58,538,500, 
and bringing the Treasury reserve up to $105,424,569. 

The second loan did not have a soothing effect. On the con­
trary, it convinced the public on both sides of the water that 
the United States was nearing bankruptcy. In the midst of the 
trouble, a, rumor gained acceptance in Wall Street that the 
Treasury officials were keeping a list of the persons who drew 
gold, intending to visit displeasure on them later. This was natu­
rally interpreted as a sign of panic inside the Treasury. It aug­
mented the panic outside and led to larger withdrawals of gold 
than would otherwise have taken place. In the ten weeks follow­
ing the second loan, $80,000,000 gold was drawn from the Treas­
ury. Of this sum $36,852,000 was exported, and the remainder, 
$43,148,000, was presumably hoarded'. 'This was a run on the 
Treasury, the like of which had not been known before.' 

The danger had come so rapidly that steps for a new loan had 
not been taken in time to ward off the crisis. There was a gloomy 
conference at Washington between the President, the Secretary, 
and two or three bankers from New York. The President was told 
that another sale of bonds by advertisement would require at least 
two weeks' public notice and that, meantime, the Treasury would 

1 It is interesting to compare these incidents and the government', pr0-

cedure with the atepe taken by the government in Marcb, 1933. ThiB buge 
gold drain, which Mr. White describee 88 80 serio .... oee108 very amaII com­
pared with international gold movementa since 1916. 
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have suspended payments. The assistant treasurer in New York 
had, in fact, notified the Secretary that he could not hold out more 
than two days longer, as things were then going. President Cleve­
land did not believe that he had legal authority to sell bonds in any 
other way than in pursuance of public advertisement and com­
peting bids, but at this juncture, Mr. W. E. Curtis, assistant 
secretary of the Treasury, drew au.mtion to the following clause 
of the Revised Statutes: 

SEC. 3700. The Secretary of the Treaswy may purchase eoin with 
any bonds or notes of the United States authorized by law, at such rates 
and upon such terms as he may deem most advantageous to the public 
interest. 

Bond Syndicate of 1895. A sudden change came over Wall 
Street. Gold withdrawals from the Treasury, which in January 
had ranged from $1,000,000 to $7,000,000 per week, fell on Febru­
ary 2 to $67,000. News came from Washington that the President 
had made an arrangement with a syndicate of American and for­
eign bankers, under the statute above cited, to provide the Treas­
ury with 3,500,000 ounces of gold coin, equal to $65,117,500 ; that 
at least one half of this gold should be brought from Europe, at 
the rate of 300,000 ounces per month, and that the syndicate 
should "exert all financial influence and make all legitimate efforts 
to protect the Treasury of the United States against the with­
drawals of gold pending the complete performance of this con­
tract." The bond deliveries were to be made concurrently with the 
payments, and the terms of the contract allowed six months for its 
entire fulfillment. This signified that, besides replenishing the 
Treasury, the syndicate had undertaken to stop the export of gold 
for six months, or at least to use all their financial powers to that 
end. This coin was to be purchased with 4 per (lent thirty-year 
bonds at 104.49, at which rate the interest would be equal to 3! 
per cent. The syndicate, however, agreed to accept 3 per cent 
interest instead of 3! per cent, if Congress would make the bonds 
specifically payable in gold. President Cleveland sent the contract 
to the House, with a recommendation that this change be made, 
saying that it would save the government $16,174,770 in interest 
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payments during the time the bonds would run j but the House 
rejected the proposition, by 120 to 167. 

By this transaction the Treasury's gold reserve was brought 
up to $107,000,000, and the syndicate did actually prevent with­
drawals from the Treasury for remittance abroad for four or five 
months, although the rate of.exchange would have warranted gold 
shipments. This they accomplished by using their own credit in 
London and selling sterling exchange at the current rate. But their 
ability to continue this operation depended upon the state of in­
ternational trade in merchandise and securities, and eventually 
the demand for remittances on trade account became so heavy 
that they could not supply it by their own credit merely. The 
withdrawals for export began again on a large seale in August, 
and the reserve was down to $79,000,000 at the beginning of 
December. 

The syndicate operation of 1895 was assailed with vehemence 
in Congress, on the ground that the terms were too onerous to the 
government. This objection was urged for the most part by men 
who, by refusing to make the bonds payable in gold, had them­
selves added $16,000,000 to the public burdens. It is true that the 
syndicate loan was onerous, as compared With those immediately 
preceding, but the reason was that it came at a time when the 
public credit was at a low ebb" ' 

Panic of 1895. While the financial world was in the sensitive 
and strained condition indicated above, President Cleveland 
(December 17, 1895) sent a message to Congress on the subject of 

'In a monograph entitled Appr..,;mion and 1_001 (PublicatioD8 of the 
American Eoonomic Association, August, 1896), Professor Irving Fisher pre­
sents a table ehowing the rates of intereet realized on silver bonds (rupee 
paper) and on gold bonds of the Indian government in the London market 
from 1865 to 1895. Until 1875 the difference was slight, not greater perhaps 
than might be accounted for by the preference of inveatcra for payment in 
London instead of Calcutta. In 1876 the decline of silver had beeome di&­
turbing. Silver bonds sold at a rate which realized 4.1 per cent to the inveatcr 
and gold bonds 3.7 per cent; in 1890, silver 4 per cent, gold 3 per cent; in 
1895, silver 3.4 per cent, gold 2.8 per cent. The difference in the Jast..named 
year was 0.6 per cent, which was approximately the difJerence that the bond 
syndicate of 1895 offered to make between 8 gold bond and a "8Oin" bond 
of the United States. 
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the boundary line between Venezuela and British Guiana. The 
message was construed as a threat of war against Great Britain in 
certain contingencies. There was an immediate panio in WaJl 
Street, &OCOmp&nied by renewed exports of gold. The President 
again appea.led to Congress (December 20) not to adjourn for the 
holidays without having "done something" to quiet the appre­
hensions of the public at home and abroad as to our financial 
soundness and honesty. Congress was willing to pay the expenses 
of a commission to determine the boundary of British Guiana, but 
would do nothing to ward off national bankruptcy. The holiday 
recess took pIaoe as usual. Meanwhile the withdraw&!s of gold 
from the Treasury were increasing, $20,000,000 being taken in 
December, of which $15,000,000 was exported. In January the 
reserve had faJIen to $49,800,000. 

On January 6, 1896, the Secretary of the Treasury advertised 
the sa.1e of $100,000,000 of 4 per cent thirty-year bonds. The loan 
was largely oversubscribed and was taken at the average price 
of 111.166, at which rate the interest was equal to 3.39 per cent. 
After the payments had been made, the Treasury reserve stood at 
$128,000,000. Exports of gold continued till August, when the 
reserve fell to $100,951,561. This was within a small fraction of 
the sum turned over to Secretary Carlisle by his predecessor, 
Mr. Foster. Meanwhile the sum of $293,481,894 had been bor­
rowed. The deficiency of revenue in the fisc&l yea.rs 1894, 1895, 
and 1896 was $137,8P,730, and the whole amount of money spent 
for silver bullion under the Sherman Aot was $155,981,002. It 
is noteworthy that these two sums togither equal the govern­
ment's borrowings, within a small fraction:: oJ!. the difficulties of 
1893-1896 had been merely those of a deficiency of revenue, prob­
ably all parties would have co-operated to bring them..4o an end 
by means of increased taxes and a temporary loan. But sin." the 
standard of value, the principal politic&l. issue of thl»,pa,l'f was 
involved in the solution of the fiscal problem, no such co-operation 
was possible. 

Coinage of the Silver Bullion in the Treasury. The Sherman 
Act provided that two million ounces of the bullion purchased 
should be coined into silver dolla.rs each month until July 1, 1891, 



MONEY AND BANKING 

and that thereafter only so much should be coined as might be 
neceBBary to provide for the redemption of the Treasury notes 
iBBued to buy the bullion. It provided also that the amount of 
Treasury notes outstanding should be neither greater nor less 
than the cost of the silver bullion and the silver doIlars coined 
therefrom then held in the Treasury. Accordingly, when any 
Treasury notes were redeemed with silver doIlars, it would be 
necessary to cancel them, in order to make the notes stilI out­
standing equal to the silver still in the Treasury. If redeemed 
with gold, the notes would be reissued. As there was no provision 
for restoring canceled notes, it foIlowed that the total amount of 
them in existence must be diminishing in exactly the ratio that 
redemption of them with silver took place. This process, as ex­
plained in the preceding chapter, was accelerated by the acts of 
1898 and 1900. 

Under the acts of 1878 and 1890 the purchases of silver were as 
foIlows: 

Silver bullion purchased under the act of February 28, 1878, 
fine ounces . . . . . . . . . . . . . . . . . . . . . 

Total ooinage of silver dollars under said act ..,.... 
Total oost of silver bullion used in such ooinage . • . • . • 
Silver bullion purchased under the act of July 14, 1890, fine 

291,272,018 
1378,166,793 
1308,279,261 

ouncea. . . .'. . . • • . . .•••• " . . . " 168,674,682 
Cost of same • . • • • • • • • . . • . . . . . • . . . $166,981,002 
Silver dollars ooined and to be ooined therefrom 1218,000,000 
Less subsidiary oomage • • • • • • • • • .'.. 20,000,000 

1198,000,000 
Total ooinage of silver dollars under both ac1li,:. • . . • . . $.576,166,793 

Act of 1900. The first section of the act of March 14, 1900, 
says that all forms of money issued or coined by the United States 
shaIl be maintained at a parity of value with the gold standard, 
and that "it shall be the duty of the Seeretary of the Treasury to 
maintain such parity." It did not provide any means, however, 
by which to maintain parity. This omiBBion is the more remark­
able since the bilI as originally reported and passed by the House 
contained a clause expressly for that purpose. 



CHAPTER XII 

FOREIGN-EXCHANGE RATES 

A consideration of foreign~change rates is fundamental to 
any discussion of international trade. The amount which we re­
ceive for our exports and the cost of our imports are dependent 
upon existing exchange rates. When the United States left the 
gold standard in April, 1933, foreign-exchange rates began to 
fluctuate between wide limits. The reasons for this will be dis­
cussed presently. Between November, 1932, and November, 
1933, exchange rates between the United States and England rose 
from an all-time low of $3.14! to a high of $5.52!. England had 
abandoned the gold standard in September, 1931. The importance 
of the exchange rate to the American importer can be illustrated 
as follows: Suppose you have purchased a book from a puhlishing 
house in London. Now the unit of money in England is not the 
dollar hut the pound sterling, and the English fractional money 
consists principally of the shilling and the penny.' Let us suppose 
that the price of the book as quoted by the London publishing 
house is £1. If, therefore, you had purchased the book in Novem­
ber, 1932, it would have cost you in American money approxi­
mately $3.15, while, if you had purchased it one year later, the 
same boo~ selling for the same price in terms of English money, 
would have cost you in the neighborhood of $5.50. This is a dif­
ference of about 70 per cent. 

Many other illustrations could be offered to show the ~cuniary 
importance of the exchange rate. The one just given~ to do 
with merchandise. Let us take one of a different nature. Many 
Americans spend their vacations abroad. The summer of 1932 
was an excellent time to travel in England, because sterling,~x-

• Twelve pence (d.) equa\ 1 ahilling ( •. ); 20 .hillings equal 1 pound 
."'rling (£). 
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change hovered around $3.50, while during the summer of 1934 
exchange was around $5. This meant that one could have "seen 
England" for almost one-third less in the summer of 1932 than in 
the summer of 1934.' 

Mter the United States abandoned the gold standard in April, 
1933, exchange rates in the United States on France went up 
noticeably. Various press accounts revealed at that time that it 
was difficult to secure reservations on west-bound passenger 
steamships from France to New York because the added cost of 
living or vacationing in France due to the higher exchange rates 
was causing many Americans to return home. 

England's war-debt obligation to the United States became 
much more burdensome to her when her money would no longer 
exchange for as many dollars as it did formerly. The token pay­
ment which she made in December, 1932, required that she pay 
some 30 per cent more in terms of her own money than she would 
have had to pay a year and a half previously. 

Par of Exchange. It is hoped that sufficient illustrative ma­
teria.! has been presented to show the vita.! importance of exchange 
rates when any form of international financial relations is con­
sidered. Let us now turn to an analysis of the reason for an exist­
ing exchange rate at any given time. First to be considered in this 
connection is the par of exchange. For a number of years before 
the devaluation of the dollar in 1934 the par of exchange between 
the United States and England was $4.8665. This means that 
there was 4.8665 times as much gold in the English pound sterling 
as there was in the American gold dollar. The amount of pure 
gold in the pound sterling is 113.0015 grains, whereas the Ameri­
can dollar formerly contained 23.22 grains of pure gold. By divid­
ing the gold content of the pound sterling by that of the dollar, 
the above-stated par of $4.8665 can be derived. In general, then, 
it may be stated that par of exchange expresses the relative 
amounts of meta.! (gold in this case) in the respective monetary 
units. 

I This lISIIUIDe8 that internal English pri ..... such .. raiJroad f ...... hotel 
rates, etc., were the aame for hoth periods. As a matw of fact internal 
pri .... in general, were at ahout the aameleve1 in 1934 .. in 1932. 
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But what happens to the par of exchange between two gold­
standard countries if one of them abandons gold? This is exactly 
the situation which arose between the United States and England 
in September, 1931. England p1aoed an embargo on gold, and so 
for all purposes of foreign-exchange analysis she was no longer on 
the gold standard. Most publications containing foreign-exchange 
quotations continued to carry the pound-dollar par at $4.8665, 
even though it had lost much of its significance, except as a meas­
ure of the extent to which the paper pound of England had d~ 
preciated in comparison with the American gold dollar. Exchange 
rates in New York and London could not rise much above the old 
par, but they could fall greatly below it. Consideration will be 
given later to exchange rates between countries on inconvertible 
paper standards. Let us continue our present analysis on the basis 
of gold-standard countries. 

So far our analysis has been limited to exchange rates between 
the United States and England. Although the same principles 
apply in the determination of par of exchange between the United 
States and any other country &8 were used in the pound-sterling 
example, let us consider briefly the exchange rates between the 
'United States and a number of other leading foreign nations. The 
Montlily Review of the Federal Reserve Bank of New York for 
January, 1935, gives the quotations shown on the following page. 

Most of the countries listed were not on the gold standard 
at the time of the exchange quotatiQns, which accounts for the 
wide discrepaney existing between the par and actual rates for 
some of the countries. The United States, having established a 
new fixed price for gold ($35 an ounce) without convertibility, was 
said to be on a modified gold-bullion standard. In the case of 
England it will be noticed that par is given &8 $8.2397 ra.her than 
the $4.8665 which we have previously referred to and explained. 
This is accounted for by the fact that, &8 a result of the d~aluation 
of the dollar early in 1934, the new gold content of the dolla.r was 
13.71 grains as against the former gold content of 23.22 grains. 
The former pound-sterling gold content of 113.0015 grains divi4ed 
by this new amount gave the new par, if one can speak of any par 
at all, since England was not on the gold standard. To r~view the 
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CLOSING CABLE RATES AT NEW YORI<, DECEMBER 29,1934 

EXCJlAMOB o. PAa or EXCIlAJfo. RAT. or EXCIIA)lo. 

Belgium (belga) . '.2354 .2348 
Denmark (krone) .4537 .2206 
England (pound) 8.2397 4.9400 
France (franc) .0663 .0661 
Germany (mark) .4033 .4025 
Holland (florin) . .6806 .6773 
Italy Oira) . .0891 .0857 
Norway (krone) .4537 .2483 
Spain (peseta) .3267 .1371 
Sweden (krona) . .4537 .2548 
Switzerland (franc) .3267 .3243 

Argentina (peao) .7187 .3293 
Canada (dollar) . 1.6931 1.0056 
Brazil (milrei8) . .2026 .0819 
Uruguay(peao) . 1.7611 .8000 

India (rupee). . .6180 .3722 
Japan (yen) .. .8440 .2878 

meaning of par of exchange, then, the quo~ par of approximately 
six and two-thirds cents between the United States and France 
means that there was the same amount of gold in the French franc 
as in six and two-thirds cents of American money. 

So much for par of exchange between gold-stsndard countries. 
What about countries on silver, bimetallic, and paper standards? 
In the case of two countries on silver standards exactly the same 
principle applies in the determination of par of exchange between 
them as applied to countries using gold as their monetary base, 
namely, the relative amounts of silver in their respective monetary 
units. Countries which do not have their currencies tied up with 
any commodity are usually said to be on a paper or a managed 
paper standard. Such conditions make it impossible to determine 
any par of exchange; in other words, so long as there is no provi­
sion for converting a country's currency into units of some com­
modity, there can be no par of exchange. In the case of countries 
using both gold and silver as a monetary base, par of exchange 
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oosts and can be easily calculated. If the two countries in ques­
~on have the same mint ratios between their met&ls, then the 
,roblem of deriving par of exchange is the same sa that for gold­
tandard countries; but if their mint ratios are different, then one 
¥ould expect only silver to flow in one direction and only gold in 
;he other, which would complicate somewhat the determination of 
l&I' of exchange. There still remains one further set of conditions 
¥hich must be considered, and that is various combinations of the 
Lbove-mentioned groups, such as a combination of gold-standard 
md silver-st&ndardcountries, of gold-standard and paper­
ltandard countries, of bimetallic-st&ndard and silver-st&ndard 
lOuntries, and any other possible combinations. Only for countries 
which use anyone metal in common can there be said to exist a 
~ar of exchange. 

International Gold Movements: Gold Points. There are a 
~umber of reasons why persons wish to make payments between 
eDuntries. Among the more important reaaons are the following: 

1. To pay for goods purchssed in foreign countries. 
2. To pay for foreign securities. (This is the principal way by which 

money is invested in foreign countries.) 
3. To purchase the services necesssry to traveling in foreign countries. 
4. To send moneY to relatives and friends reeiding in foreign countries. 
5. To support foreign charities. 
6. To make governmental payments, BUch as war debts and 

reparations. 
7. To invest one's funds for short perio~ in foreign financial centers. 

This laat reason has been particularly important during the last 
few years. There have been numerouB scares in most countries 
over inflation, devaluation, etc. As a result investors have sought 
to place their money in more stable markets. This practice is 
known as the flight of funds. During a six weeks' period in the 
fall of 1931 so much capital "flew" from the United States that 
we exported approximately $700,000,000 of gold. 

This gives a general picture of the reasons for making paymell~ 
between countries. A more detailed discussion of this subject will 
be presented in Chapter XIV. 
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Thus far only technical aspects of the determination of par of 
exchange have been considered. But after we know all about its 
derivation, what purpose does it serve? After all, the impor­
tant thing in this connection is what causes the flow of metsIs 
between countries. The previous discussion concerning par of 
exchange is fundamental to the understanding of international 
gold movements. 

Gold points are those points on either side of the par of ex­
change above and below which exchange will not fluctuate so 
long as the two countries in question remain on an unrestricted 
gold standard. In other words, these points set the limits of 
exchange fluctuations; and naturally there are two of them, an 
upper limit and a lower limit, but more significantly termed the 
gold-export point and the gold-import point. In the case of the 
United States and England these points, although varying slightly 
from time to time, are approximately two cents on either side of . 
par. l This two-cents difference is determined by the costs in­
volved in transporting the amount of gold which exists in the unit 
or units used in the statement of par - in our example, the 
amount of gold in $4.8665 of American money or the amount in 
the English pound sterling. To be even more specific, we have 
assumed two cents to represent the east of transporting 113.0015 
grains of gold hetween the United States and England. There are 
principally three groups of costs involved in the procedure: ship­
ping costs, including packing; insurance; and the loss of interest 
on the amount of money which is necessary to finance the ship­
ment for the period of time involved. The two points are, then, 
$4.86· heing taken as a round number for par, $4.84 and $4.88. 
But which is the export point and which the import point, and 
why? The gold-export point is $4.88, because when exchange 
goes beyond $4.88, it would he cheaper for the American who owes 
money in England to convert his dollars into gold, ship the gold to 

1 Here opiD, as in the ease 01 determiniD« the _ 01 euhao", bel_ 
theE & .... uatiODa, _ "'" diacu8BiDg a IituatioD whiob exioted for • p>OCI 
many yeua before the world-wide ............. 011929-1935, ...... _ 
whieb .... y be &rue apiD wbm more Dearly DOnIIIIl ooaditioDa mum. 
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Eng\and, and establish pound-sterling credits, whicb he could use 
to settle his deht. To illustrate: Suppose you are an importer, and 
that you go to your hank to purchase a draft in pounds to cover 
your indebtedness to a London exporting house, and the exchange 
teller infonns you that it will be necessary for you to pay at the 
rate of $5 for each pound. You immediately ask why, and are told 
that so many persons are wishing to pay English debts (heavy 
demand) that the price of sterling exchange has gone up to $5. 
Is there anything that you can do about it (the assumption being 
that all other agencies dealing in foreign exchange are quoting the 
same price)? Yes, there is something that you can do about it. 
You can take $4.86 to the United States Treasury and obtain 
113 grains of gold,' which you can send to England at an assumed 
coet of two cents. The 113 grains of gold will give you a pound 
credit with the Bank of England, which you can use to pay your 
obligation at the exporting house. The net cost to you of discharg­
ing your debt in this manner will be $4.88. Knowing this you will 
tell the hank that you are not interested in purchasing sterling 
drafts at $5. Thus $4.88 has been definitely established as the 
gollkxport point for the United States under the assumed con­
ditions. Naturally if $4.88 is the gold-export point for the United 
States, then it must be the gold-import point for England. 

All this may seem extremely superficial, because it costs three 
cents to send a letter to England, and our example assumes 
two cents for shipping 113 grains of gold (about one fourth of an 
ounce). Obviously this small amount is never shipped, but there 
are many exchange dealers and hankers whose business it is to 
ship gold when exchange rates make it profitable. In other words, 
your hanker would never ask you $5 for sterling exchange, be­
cause there would always be someone willing to supply exchange 
at $4.88 or less. The two-cent charge assumed here varies every 
time there is a change in interest rates, shipping costs, and/or 
insurance rates. Before our entry into the World War insurance 
costs on gold shipments became very high. Later we p1ace4 an 
embargo on gold. ; 

'Thio .... clearly an alt.emative before March, 1933. Since the middle of 
1934 gold may apiD be freely exported from the United Statee. 
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If $4.88 is the gold-export point, then $4.84 must be the gold­
import point, which can easily be seen to be true from the follow­
ing example: Suppose that your uncle, an Englishman, dies and 
leaves you £1000. Unless you are contemplating visiting England, 
dollars are what you want, not pounds; so you go to your bank 
and ask how many dollars you can obtain for your £1000 credit. 
If you are not offered as much as $4840, you will reject the bid, 
transfer your sterling credits into gold (113,000 grains), ship the 
gold to New York, and take it to the Treasury Office, where you 
can obtain $4860 for it. Your only cost in the transaction has 
bet'n that of shipping, which amounts to $20; your net proceeds 
therefore are $4840. This again is too small an amount to make 
a shipment of gold profitable, but exchange dealers handling larger 
amounts are always willing to bid for foreign credits up to the point 
where shipments are profitable, in. this case up to $4.84. Banks 
possessing accounts in London would quickly transfer them into 
gold and have the gold shipped to the United States. 

The discussion of gold points thus far has assumed the existence 
of an unqualified gold standard in both countries. Gold points, of 
course, disappear when neither country is on the gold stsndard; 
but if one nation continues to convert its currency freely into gold 
while the other does not, then one of the gold points disappears 
but the other remains. To illustrate: Between September, 1931, 
and April, 1933, the United States was eperating under a gold 
standard while England was not. This meant that anyone p0s­

sessing dollar credits in New York could continue to convert them 
into gold and ship the gold from the country, but a similar oppor­
tunity did not exist for the holder of English credits. The gold­
export point of the United States, $4.88, would continue in force, 
unless the price of gold changed in London, in which case the gold­
export point would still exist although at a different level; but tbe 
lowest theoretical limit to which exchange could go now becomes 
zero rather than $4.84. As was pointed out previously, exchange 
did go to $3.15 during this period. If there should be a discrepancy 
in the market prices of gold in any two countries, even though they 
were not on a gold standard, one would expect the gold to move 
toward the higher-prioed market, as would any other commodity. 
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About the middle of the 1920's a slight variation of this pro­
cedure was introduced, which deserves comment: international 
balances were settled without actual gold shipments. This method 
of settIiDg international balances in gold without actually ship­
ping the gold is known as "earmarking." 1 The plan operates as 
follows: Exchange rates reach the point where, say, gold will flow 
from the United States to France, but the French government 
decides that there is no point in allowing the gold to flow into 
France, since its home supply of the metal is more than sufficient 
for present needs, and/or it may be expected that the flow will be 
reversed in the near future, and hence the gold would have to be 
sent back to New York. Therefore the French government ar­
ranges to accept the gold in New York and stores it in the Federal 
Reserve Bank there. This gold is then known as earmarked gold 
for the account of the French government; and when exchange 
reaches the gold-export point for France, this earmarked gold CaD 

be released. In this manner the expense of shipping the gold in 
both directions is avoided. But if this is the case, then what is the 
effect upon the gold points, which are, in general, determined by 
this expense? If this practice were to become sufficiently ex­
tensive, it would, no doubt, affect the gold points by moving them 
nearer the par of exchange, but so far it has not affected the ex­
change limits materially. Even under the normal operation of the 
gold standard, it is not necessary for exchange rates to touch an 
exact point before gold flows take place. There have been cases 
of banks which were willing to lose a. small amount on the trans­
action because of the advertising value of shipping gold. 

Earmarking resembles the practices followed under the gold­
exchange standard, and there is always the danger, which many 
nations fear, incident to leaving gold in the physical possession of 
another. There is likewise the psychological effect of having the 
gold "on tap" for iDlmediate use in case it is needed. At the close 
of 1933 the monetary gold holdings of the United States approxi-

1 Thill term, no doubt, goes back to the practice in tbe Western .tatell of 
cutting varied designo in the ...... of livestock, notably hogs, so that in" .... e 
they mingled witb those of & neighbor tbe owner would have no difficulty iii 
picking out his own stock. Branding serves the same purpose. 



294 MONEY AND BANKING 

mated $4,000,000,000, which was almost a fourfold increase from 
the $1,184,369,000 that we held in 1914. This phenomenal in­
crease in the American gold supply has been matched only by the 
increase which took place in France between 1926 and 1932, when 
her gold supply jumped from $711,000,000 to $3,254,000,000. 
The net yearly balance of gold movements into and out of the 
United States since 1914 is given below (in millions of dollars).' 

NIlT IMPORT NIIIl'ExPOBT NaTlMPOBT NftExPOM' 

1914. 112 1924 208 
1915. 421 1920 134 
1916. 530 1926 98 
1917. 181 1927 6 
1918. 21 1928 392 
1919. 292 1929 175 
1920. 95 1930 280 
1921. 667 1931 145 
1922. 238 1932 446 
1923. 294 1933 174 

It is interesting to note that in only six years of the twenty did 
the United States experience a loss of gold. The greatest inflows 
came in 1915-1917, 1921-1924, and 1929-1931. 

What causes the exchange rate to reach, say, the export point, 
and once it gets there why does it not remain there indefinitely? 
The exact position of exchange at any time, between its upper and 
lower limits, is determined by the amount of funds which are being 
transferred in both directions at that time. If, for example, there 
are more persons who wish to convert dollars into sterling credits 
than there are persons who wish to convert pounds into dollar 
credits, then the exchange rate in New York on London will go up. 
If this condition continues for a sufficiently long period, then the 
gold-export point will be reached. A shorter way of saying the 
same thing is that when the demand for sterling drafts exceeds 
the supply of such drafts, then sterling exchange will go up. When 
the gold-export point has been reached, what is to prevent a con-

• From the annual reporta of the Federal a-rve Board. 
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tinual outflow of gold other than the fact that the demand for 
sterling drafts declines and the supply increases to such a point 
that the supply exceeds the demand? An answer to this question 
1eads us to a discussion of the correctives of foreign exchange. 

Correctives of Foreign Exchange. Correctives of foreign ex­
change may be defined as those forces which automatically tend 
to force the exchange rate down when it has reached the gold­
export point and to force it up when it has reached the gold­
import point. It is not necessary, of course, for the exchange rate 
to reach exactly these points before some of the correctives begin 
to operate. The first corrective is the effect which the higher ex­
change rate has on merchandise imports. When sterling exchange 
has risen to the gold-export point, English merchandise then be­
comes higher in terms of American money, importers are conse­
quently discouraged from importing so much, and therefore the 
demand for sterling drafts falls off, which will tend to force ex­
change rates down. In addition to the effect of higher exchange 
rates on merchandise imports there is the effect on the purchase of 
foreign services, such as those connected with traveling abroad, 
and on the purchase of foreign securities, which all become higher 
in terms of American money when the exchange rate is at or near 
the gold-export point. 

The second corrective which will be discussed is one the exposi­
tion of which has been handed down to us through a long line of 
orthodox economic teaching. It is a corrective which operates only 
after the exchange rate has been at one of the gold points for a 
period of time. When a country is operating on a gold standard, it 
is expected that there is some relationship between the amount of 
gold and the amount of available credit and currency in the coun­
try. Some have thought this relationship to be a very close one, 
while others, though recognizing the existence of the relationship, 
have not found it to be a close one. The next step in the reason­
ing assumes a positive correlation between the country's supply 
of oredit and currency and its price level. If the validity of these 
hypotheses is granted, the working of this corrective beco~es a 
simple procedure, thus: The exchange rate between the lfnited 
States and England has been at the former's gold-export point for a 
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period long enough for a large amount of gold to have been ex­
ported from the United States to England. As a result of this 1088 

of gold by the United States it is necessary to contract currency 
and credit because of the smaller monetary base. The contraction 
of currency and credit has caused American prices to fall because 
of the resulting reduced volume of purchasing power. Conversely 
the inflow of gold into England has caused an expansion of pur­
chasing power and hence higher prices. Now, with higher prices 
in England and lower prices in the United States, England be­
comes an excellent place in which to sell goods hut a poor place in 
which to buy, and the United States becomes a good place in 
which to buy but a poor place in which to sell. This encourages 
American exports and discourages American imports, with the 
result that there is a greater supply of sterling credit and a smaller 
demand for it. This will, in turn, make for lower exchange rates 
until it is no longer profitable to ship gold out of the United States. 
On the side of England, its exports are adversely affected and its 
imports increased because of the higher prices, and 80 we have 
still another factor tending to increase the supply of sterling 
credit and decrease the demand for it. Taken together these two 
factors, or perhaps the same factor working inversely in the two 
countries, will cause exchange rates to decline below the gold­
export point. 

The working of this corrective is similar when exchange has 
reached the gold-import point: the inflow of gold causes higher 
prices, thus discouraging exports and encouraging imports, and 
more imports and fewer exports increase the demand for and cut 
the supply of drafts on foreign countries. As a result of this situa.­
tion, which is intensified because of the lower prices in the nations 
from which the gold comes, exchange rates will move upward and 
the gold inflow will be stopped. 

As was pointed out earlier, this analysis is based on two as­
sumptions: first that there is a direct relationship between the 
supply of gold and the volume of money and eredit, and second 
that a similar relationship exists between the volume of money 
and credit and the general level of prices. The validity of these 
assumptions is discussed elsewhere, but it should be stated here 
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that the effectiveness of this corrective has been widely discredited 
in recent years. In fact, there are those who hold that the failure 
of this corrective to operate was in a large measure responsible for 
the breakdown in world trade which began to take place at the 
beginning of the world-wide depression. The assumption which 
has been attacked most is that of the relationehip between gold 
and money and credit. The importations of gold into the United 
States which began in 1920 and continued in widely varying 
amounte for some seven or eight years have frequently been re­
ferred to as reeulting in a "gold-sterilization" policy in the United 
States, which means primarily that this new gold was not used. 
Burgeee refers to this situation as the "gold paradox." 1 It is held 
that for the United States the importations of gold which took 
plaoe during the seven or eight years following 1920 did not pro­
duce the expected effect upon prices. 

The first corrective of foreign exchange which was discussed 
continues to enjoy wide acceptance, namely, the effect which a 
high or low exchange rate will have on the purchase of goods, 
securities, and services from a foreign country: a high exchange 
rate automatically creates a tendency toward a lower rate, and a 
low rate sete factors in motion which make for a higher rate. 

I'urchasing-Power-Parity Theory. Thus far our discussion has 
been limited to the determination of exchange rates between gold­
standard countries. We bave stated that in the case of such 
countries exchange rates fluctuate only between the very narrow 
limite eet by the gold pointe, and at any given time the position 
of exchange between these points is determined by the supply of 
and the demand for foreign funds. What would determine ex­
change rates between two countries on inconvertible-paper 
standards? Obviously there is neither a par of excbange nor gold 
pointe, unless zero and infinity were considered as theoretical 
limite. The position of exchange at any given time would there­
fore be determined by the supply of and the demand for foreign 
drafte. But is it not possible to say sometbing more definite about 
the fixation of exchange rates between paper-standard countries, 

" 

I W. Randolph Burgess, Tko R ....... Banka and /he Mtmey Markd, 
Chap. XIV. Harper 4: Brothers. 
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at least with regard to tendencies over long periods? The pur­
chasing-power-parity theory has been developed to satisfy this 
need.! Simply stated this theory says that exchange rates between 
two countries tend to gravitate toward the point which expresses 
the relative purchasing power of the respective monetary units. 
To illustrate: If the exchange rate between the United States and 
China is 30 cents, this means that 30 cents has the same command 
over goods in the United States as it has in China. If such were not 
the case, - if 30 cents converted into Chinese money would pur­
chase more in China than in the United States, - then we would 
do all our purchasing in China. On first thought this would seem 
to be a very reasonable theory of normal exchange rates, but most 
students who have gone into the theory in some detail have con­
cluded that its usefulness is very doubtful. 

The following objections may be advanced against the pur­
chasing-power-parity theory of exchange rates: In the field of 
services such items as transportation and certain other services 
are not dealt in internationally, and therefore, even though such 
items are considerably cheaper in one country than in another, the 
alternative of purchasing them in the cheaper market does not 
exist. A good illustration of the failure of purchasing parity to 
work itself out in the field of services is to be found in the relative 
costs of personal services in various countries. It is generally 
agreed that these costs are higher in the United States than in any 
other country. Even this situation, however, could be remedied if 
it were possible to make the prices of these services more uniform 
among the various countries, but the rigid immigration restrictions 
of some countries render this impossible. Highly perishable com­
modities, such as most fruits and vegetables, fresh meats, and cut 
flowers, are a very important element in the make-up of general 
prices, and yet, regardless of how expensive these items may be 
in the United States, we do not as a rule consider purchasing them 
elsewhere. Perhaps the purchasing-power-parity theorists mean 
their theory to apply only to those commodities which do enter 

1 Although not the originator of the theory, the Swedish eeonomist C-J, 
in his hook Muney tmd tire Foreign Erdumgeafl« 1914 (The MacmiIIaD C0m­
pany), disc_ it in 80me detail. 
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U;to international trade. If that is true, then the criticism just 
made is not pertinent, but it does point to & serious limitation to 
the usefulness of the theory. Secondly, in addition to the goods 
and services wbich cannot enter into international trade, there are 
many goods wbich do not enter because of artificial restrictions, 
such as tariffs and/or embargoes. When this group is added to the 
group mentioned under the first criticism, & very large portion of 
a.1l the items wbich go to make up the total of all prices has been 
excluded, 80 that, if one assumes the validity of the purchasing­
power-parity theory for only the goods wbich enter into intern&­
tional trade, the theory is of very little use. Does the purchasing­
power-parity theory state merely that there is a tendency for 
goods to be purchased, when possible, in those countries wbich 
will sell them the cheapest? Such & restricted interpretation of 
this theory has usua.1ly not been made, but if it is made, then, of 
course, the validity of the theory can scarcely be questioned. 
General prices within & given country have usua.1ly been used, 
rather than the prices of only those commodities wbich enter into 
international trade, to show how this theory operates. 

An article in the Fe4eral ResenIe Bulletin for September, 1923, 
covering the purchasing-power-parity theory of exchange rates 
concludes: 

Among the limitations of this thecry, it is obvious first of all that it 
can be applied, etrictly speaking, only to prioes of goods wbich enter 
freely into international trade. When so applied, however, the thecry 
becomes a mere truism, having oomparatively little interest or practical 
value. As a matter of fact, oommodities produced and oonsumed at 
home as well as thoee having a world market, are usually included in the 
oomputation of prioe index numbers and in oomparisons of price levels 
in different countries. When all oommodities are thus oonsidered, there 
is no reason to expect a complete adjustment between prioes and ex­
change, unIeBB it is assumed that prices of domestic oommodities have 
followed the same oourse as prioes of other oommodities. This assumption. 
mayor may not be well founded, acoording to the circumstanoes of 
the case.' 

, .. InlerDational Price Comparisons under Depreciated Ex~ .. 
#'edmJl &anw Bulhti .. (September, 1923), Vol. IX, p. 1006. 
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Different Classes of Exchange Rates. Thus far we have 
spoken as though there were only one exchange rate. This is no 
more accurate than to speak of an interest rate. There are a num­
ber of different rates of exchange. These are illustrated by the 
closing quotations for sterling as of January 5, 1935: 

Bankers' Bills 
Sight or demand. . . . . . 
Cables telegraphic (transfers) 

Commercial Bills 
Sight ....• 
Siny-day .•. 
Ninety-day . . 
DIP Bixty-day . 
Seven-day grain . 

$4.931 
4.93t 

4.921 
4.911 
4.911 
4.91, 
4.921 

It will be noticed that there are two general classes of rates. 
The quotations for bankers' hills are the prices at which the 
foreign-ilxchange banker is willing to dispose of his English funds, 
while the commercial-bill rates are the prices at which it is pos­
sihle to obtain a new supply of funds in England. The commercial­
bill rates likewise determine the price which the banker will pay 
the American exporter for drafts drawn upon foreign importers 
or the importers' banks. 

The difference between the various rates is usually referred to 
as the "spread" of foreign-ilxchange rates. 'But why are cable rates 
higher than any other rates? An example will best explain the 
spread which exists between the two kinds of bankers' bills. If you 
owe £1000 to a London bank, which is due in thirty days, you can 
wait until approximately ten days before it is due and purchase 
a sight draft from an exchange hanker. (What actually happens 
is that you purchase in dollars a check for £1000 drawn by your 
bank upon its deposit in its London correspondent.) This sight 
draft, or check, can then be mailed to the London bank, which 
will receive it in time to obtain its money by the time your bill is 
due. Another method which you can use to discharge this debt is 
to wait until the day the bill is due and then purchase a cable. 
You do this by having your bank cable its London correspondent 
to release from the American bank's deposit £1000 and pay it to 
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the London bank in favor of your account. If, then, in the case of 
the sight draft, the bank sells to you funds which are not to be 
delivered for ten days, while in the case of the cable it must make 
immediate delivery, it is easy to see why you are charged more for 
the cable. There is likewise the difference caused by the added 
expense of the cable as against the mailing costs of the sight draft. 
This difference, although important for small amounts, becomes 
almost negligible for larger amounts. 

The quotations for commercial bills represent the price at which 
it is possible to obtain a new supply of funds in London after a 
stated period of time. If you purchase or draw a commercial sight 
draft, you will obtain the funds in about ten days, while if you 
purchase or draw a sixty-day draft, you will not obtain the funds 
for sixty days, and so on for maturities of other lengths. It is easy 
to understand, then, why the shorter the maturity, the higher the 
price for commercial bills. 

Arbitrage. Arbitraging in foreign exchange may be defined 
&8 "taking advantage of the out-of-lineness of foreign-exchange 
rates." For example, there may be times when it is cheaper to 
obtain sterling credits by first purchasing Paris exchange and then 
purchasing sterling with the Paris credit than by buying the 
sterling exchange directly in New York. This represents three­
point arbitrage, and there can be four, five, and even more points 
used in arbitraging transactions. Two-point arhitrage is by all 
odds the most simple, and an example of it will be given, but it 
should be kept in mind that exactly the same principles would 
apply for more than two-point transactions. 

If the cahle exchange rate in New York on London is $4.86, 
that should likewise be the rate in London on New York, and if 
this is not the case, an opportunity exists for the arbitrager. Sup­
pose, to make the illustration extreme, that the rate in New York 
on London is $4.86, while in London the dollar rate is $4.87. An 
arbitrager could purchase with $10,000 in New York approxi­
mately £20571, and then with that credit in London he could turn 
around and purchase with it approximately $10,020.' 

'All references on foreign exchange will be found at the end of Chap­
ter XIV. 



CHAPTER XIII 

FINANCING INTERNATIONAL TRADE 

Fundamentally there is no difference between the financing of 
international trade and the financing of domestic trade, but there 
are several important conditions peculiar to foreign trade which 
vary the procedure somewhat. First of all there is the matter of 
distance. Because of this distance more time elapses between the 
shipment and the delivery of the goods to the buyer. This is not 
always the case, of course, as the distance between Buffalo, New 
York, and Montreal, Canada, is much less than the distance be­
tween Buffalo and Seattle. Also, there is less likelihood that the 
seller is personally acquainted with the buyer, and therefore he 
probably knows less about his credit standing. 

In the United States we have used mostly the open-book 
account in the financing of domestic trade. The promissory note 
and draft are also used, and in some few industries the draft is 
used almost to the exclusion of the other forms. European 
countries have used the acceptance very ~d.ely. This is especially 
true in England. Until the establishment of the Federal Reserve 
System in this country in 1913 the bank acceptance as an instru­
ment for financing domestic trade was almost unknown. This was 
due primarily to the fact that national banks were not allowed to 
accept drafts for their customers. Before the Civil War the bill of 
exchange had been used a great deal in financing domestic trade. 
Various means of encouraging the use of acceptances in domestic 
trade have been provided, such as willingness on the part of 
Federal reserve banks to purchase any amount of them at any 
time; but their use in the United States still lags far behind that 
of some other nations, notably England. 

In the case of international trade, however, the acceptance has 
almost universal usage. Acceptances are of two kinds: trade 
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acceptances and bank acceptances, the difference being that a bank 
acceptance is always drawn upon a bank, while a trade acceptance 
is drawn upon the purchaser of the goods, usua.lly a corporation. 
The bank acceptance is used much more extensively in inter­
national trade than the trade acceptance. It is very easy to see 
why this is true. If the seller does not know the buyer, and in 
most cases he probably does not, he does not wish to draw a 
draft on the buyer for fear that it will turn out to be worthless. 
He requires the purchaser, therefore, to substitute the credit of 
his bank by making an arrangement whereby he (tbe seller) may 
draw upon the buyer's bank rather than upon the buyer. 

Classi1ication of Bills of Exchange. Before going into the 
somewbat detailed procedure of the use of the bank acceptance in 
financing international trade, it might be well to discuss briefly 
the various types of instruments which are used. All these in­
struments are usually referred to as bills of exchange, but some.. 
times the word .. draft" is used to mean the same thing. Every 
acceptance is a bill of exchange, and it originates as a draft drawn 
upon the buyer or his bank. Some persons prefer to designate the 
bill of exchange used in the financing of international trade as a 
draft until it has been accepted, and thereafter as an acceptance. 
The following cl&BBification may be made for bills of exchange used 
in international trade: 

Bankers' Bills. 
1. Cables. 
2. Sight or dem&lld. 
3. Time. 

a. Finance bills. 
b. Bankers' long bills. 

Commercial Bills. 
1. Sight or demand. 

a. Clean. 
b. Documentary. 

2. Time. 
a. Clean. 
b. Documentary. 

(1) Documents for payment. 
(2) Documents {or acceptance. 
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The two main classifications of bills of excbange which are used 
in connection with foreign transactions are bankers' bills and com­
mercial bills. Commercial bills, as the name suggests, are bills 
which are drawn for the purpose of financing the sale of goods. 
Bankers' bills, on the other hand, are bills which are drawn by a 
bank or some other financial institution upon some foreign bank 
or financial institution. There are therefore usually no documents 
to be attached to bankers' bills. In the case of commercial bills 
documents mayor may not be attached. If they are not attached, 
then the bill is known as a clean bill. If such a document as the 
invoice or the bill of lading is attached, then the bill is known as 
documentary. 

Documentary time bills are in tum divided into two classes: 
documents for acceptance (written DI A) and documents for pay­
ment (written DIP). In the case of DIA bills the acceptor may 
secure all documents, thereby giving possession of the goods to the 
buyer as soon as the bill has been accepted. DIP bills, on the 
other hand, require payment before the documents are released. 
If a DIP bill is drawn for, say, sixty days after sight, the acceptor 
may wait the stated sixty days before accepting and paying for 
the goods. At any time during the sixty days, however, he may 
accept the draft at a discount for the remaining period which it has 
to run. Thus, if he accepts the draft after forty days, he pays only 
the faee amount of the draft less a twenty-day discount. 

It may be somewhat misleading to classify a cable as a bill of 
exchange. If you wish to pay a foreign obligation immediately, 
you may arrange to have your bank cable its foreign office or 
correspondent to release from its (the American bank's) deposit 
the required amount of funds to your creditor. This procedure in 
international trade corresponds to wiring funds within the United 
States. No bills of exchange are actually brought into existence 
as the result of a cable; but since it is a method of settling inter­
national obligations, it is named in the list above. By means of a 
cable a foreign obligation may be paid immediately. 

Sight or demand drafts require payment upon "sight." This 
usually means that payment is required in as many days after the 
draft is drawn as it takes it to reach its destination. In other 
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words, payment is demanded as soon as the draft is presented to 
the buyer or the buyer's bank. Lastly there are the drafts which 
speeifica\ly designate a future date as the day of payment. This 
date is usually contingent upon the time when the draft is drawn 
or when it is first seen by the acceptor. The common terminology 
is "so many days after date" or "so many days after sight." The 
most common time draft allows thirty days to ninety days before 
payment is required. Almost no drafts are drawn for more than 
ninety days, except in South American trade. 

The Use of the Bank Acceptance in Foreign-Trade Financing. 
There is DO single procedure which is followed in all foreign-trade 
financing. Space permits only an exp1anation of what may be re­
ferred to as the standard procedure. This involves the use of the 
bank acceptance for the financing of an export transaction. H 
the eeller is to draw upon the buyer's bank, then he must have 
BOme written evidence from the buyer's bank stating that it will 
accept a draft drawn under specified terms. The instrument 
which the drawer of the draft receives is known as a commercial 
letter of credit. 

Letters of Credit. Let us assume that an American exporter is 
negotiating for the sale of a $10,000 bill of raw cotton to an Eng­
lish importer. The exporter has informed the importer that he 
wishes to draw the draft upon the importer's bank rather than 
upon the iinporter. This causes the transaction to be financed by 
a bank acceptance. The importer is therefore forced to go to his 
bank and obtsin in writing a statement indicating the bank's 
willingness to accept a draft drawn for the purpose of selling 
$10,000 worth of cotton to the importer. This statement is known 
as a commercial1etter of credit, and is sent to the exporter along 
with the order for the cotton. The exporter thereby has BOme 
&8SUr&Dce that if he ships the goods and draws a draft on the 
importer's bank, the draft will be accepted and paid at maturity. 
There are likewise personal letters of credit used prim&rily by 
persons traveling in foreign countries; these two types of letters 
of credit should not be confused. 

How is the importer's hank remunerated for the risk whlOh it 
takes? That is, if the importer does not pay for the cotton before 
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the maturity date of the acceptance, the bank must, since it is the 
acceptor. The exporter must live up to all specifications in the 
letter of credit, such as those regarding packing, inspection, etc., 
or the bank may legally refuse to accept. If all conditions are 
complied with, the bank is absolutely bound to accept. In addi­
tion to a small commission which the bank usually charges for 
extending this service to the importer, it frequently requires a 
trust receipt and, in cases of doubt, a pledge of collateral. 

The Trust Receipt. A trust receipt is a legal instrument signed 
by the importer and given to his bank, which provides that the 
importer becomes the agent of his bank in the sale of the cotton. 
The bank retains ownership of the goods, and the importer must 
credit all sums received from the sale of the goods to the bank, 
which sums will be used to pay for the draft at maturity. 

Upon receipt of the letter of credit from the importer, the ex­
porter ships the cotton and at the same time draws a draft upon 
the importer's bank for $10,000 - say, sixty days after sight. The 
draft, in general, states that sixty days after sight the importer's 
bank agrees to pay to the order of the exporter $10,000. When the 
draft is presented to the importer's bank, that bank writes .. Ao­
cepted II across the face of it. This draft and its attachments 
are drawn in duplicate and sent on different boats to minimize 
the risk of loss. The attachments usually consist of the following 
documents: (1) invoice, (2) bill of lading, (3) insurance certificate, 
(4) hypothecation certificate. The invoice is the description which 
the seller gives of his goods; the bill of lading, the description of 
the goods carried by the transportation company, conveys title 
and is also a receipt; the insurance certificate protects against loss 
in case the boat goes down or the shipment is damaged; the hy­
pothecation certificate is a legal instrument which gives the holder 
of the draft the right to recoup all losses from the exporter, if any 
occur. For example, suppose that when the cotton reaches Eng­
land it is refused by the importer on the grounds that it is not up 
to specifications. In the meantime the exporter has probably sold 
the draft to his bank. The hypothecation certificate gives the 
exporter's bank full power to sell the goods for whatever they will 
bring, and then go back to the exporter and recover any loss which 
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may have been incurred. One of the advantages which has been 
cl&imed for the acceptance over the promissory note is that it gives 
some indication of the nature of the transaction from which it 
&.rises. It is these attachments which furnish that information. 
Consular invoices and inspection certificates are likewise required. 

With these attached documents the exporter takes the draft to 
his bank and sells it. His bank will pay him $10,000 minus a dis­
count at the going rate for the length of time before collection 
(ordinarily more than sixty days, because the draft is payable 
after sight, that is, after the importer's bank sees it, which will 
probably be some eight to ten days after it is drawn). The ex­
porter, therefore, has his money for his cotton, and unless some­
thing irregular develops out of the transa.ction, he is no longer in­
volved in any way. His bank will forward the draft to its English 
correspondent, which in turn presents it at the importer's bank for 
acceptance. If it is a D/ A bill, the importer will be able to secure 
the cotton as soon as the bank has accepted the draft. The draft, 
after being accepted, is then returned to the English correspondent 
of the exporter's bank. The correspondent bank awaits instruc­
tions from the exporter's bank as to whether it wishes the ac­
ceptance held until maturity or sold immediately in the open 
market. Two factors primarily determine the instructions which 
the American bank will give its English correspondent with re­
gard to the holding of the acceptance: first, how much it needs 
funds in its London account; and second, the difference in dis­
count or interest rates between the United States and England. 
If the American bank needs its deposit in the London bank built 
up, it may decide to have the draft sold immediately. It will prob­
ably be sold to a London discount house, which in turn will sell 
it to a commercial bank or an individual. After it is sold, the 
American bank then has an additional deposit in its London cor­
respondent bank against which it may sell sterling drafts. 

If the discount rate is higher in London than in New York, 
however, the American bank may prefer to hold the acceptance 

. until maturity; but if the rate is lower in London, it will probably 
have the acceptance sold immediately, regardless of wheth% it 
needs funds in its London account. A higher discount rate in 
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London will cause the draft to bring less in the London market 
than the exporter's bank paid the exporter for it (the amount of 
time which has already elapsed being negiected), while a lower 
rate will cause it to bring more. If the exporter's bank anticipates 
a change in exchange rates before the acceptance falls due, this 
will likewise enter into the consideration of whether to hold the 
acceptance until maturity or to sell it immediately. 

At maturity the holder of the acceptance will present it to the 
importer's bank for payment. The importer's bank pays the draft; 
supposedly the importer has in the meantime, under the trust­
receipt agreement, provided the bank with the means of pay­
ment. He is able to do this because sixty days previously he was 
given possession of the goods and therefore has had an opportu­
nity to dispose of them. 

This completes the description of one of the most common 
methods used in the financing of export transactions. A trans­
action of this kind would probably be drawn in terms of pounds 
rather than dollars, but the same procedure would result. The 
exporter's bank would pay the exporter in dollars and would re­
ceive its money in pounds. Therefore the amount it would pay 
the exporter would be determined by exchange rates as well as 
discount rates. The exporter would, of course, take the exchange 
rate into account when quoting prices in terms of pounds. 

Other Methods of Financing Internatiunal Trruk. There are 
many variations of this method. Two o£ the most important ones 
are the following: (1) To have the iJnporter secure a letter of 
credit from a bank in the exporter's country rather than from a 
bank in his own country (probably because there are no adequate 
banking facilities in the country of the importer). This is known 
as an export letter of credit in contrast to the import letter of 
credit, which is more commonly used. In the case of American 
exports to Guatema.ia, for example, the Guatemalan importer 
probably would be required to secure a letter of credit from an 
American bank upon which the American exporter could draw, 
since there may be no banks in Guatemala which the exporter 
would care to draw on. (2) To have the exporter draw, in addition 
to the draft on the importer or the importer's bank, a draft on his 
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own bank. The exporter obtains his money from the proceeds 
of the sale of the draft drawn on his own bank after it has been 
accepted, and he turns over the other draft to his bank, which puts 
it through the usua.! procedure and is therefore reimbursed for the 
funds which it advanced to the exporter on the first draft. A more 
detailed description of the procedure is as follows: Assume a.ga.in 
that the American is the exporter and the Englishmen the im­
porter. Mter shipping the goods the exporter presents two bills, 
with documents attached, to his bank: the banker's bill for accep~ 
ance and the trade bill for collection. The bank accepts the first 
bill (the banker's bill), probably sells it in the open market for the 
exporter, and credits the proceeds to his account. The bank, 
therefore, must pay this bill at some la.ter date. To obtain the 
funds to meet this bill at maturity the bank is given the trade bill, 
which is drawn directly upon the importer. This it sends to its 
London correspondent, which in turn presents it to the importer 
for acceptance. n the two bills have the same maturity, the ex­
porter's bank will receive payment for its trade acceptance at the 
same time as it has to furnish payment for the bank bill, which it 
had previously accepted. The American bank could, of course, 
sell the trade bill immediately after it had been a.ccepted by the 
importer at its face value less the discount for the time which it 
has to run. Whether or not it would do this would be determined 
by the previously mentioned factors: the difference in interest 
rates, the present rate of exchange, and its need for immediate 
funds in its London account. 

The Trade Acceptance. n, in our illustration, the importer 
were sufficiently well known to the exporter, so that the exporter 
had confidence in the importer's willingness and ability to pay, the 
draft might be drawn directly upon the importer. This would 
be a trade acceptance, not a bank acceptance. n, in the United 
States, the importing companies were the United States Steel 
Company, the Standard Oil Company of New Jersey, or the 
Pennsylvania Ra.ilroad, one would expect the trade rather tb,a.n 
the bank a.cceptance to be used, because these corporations are as 
well known and enjoy as good a credit standing as most ba.nks. 
Many companies are now selling upon open-book accounts to the 

, 
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larger and more reputable concerns. There is also a growing use 
of the ordinary bank check as a means of paying for goods pur­
chased in foreign countries by Americans. 

Bankers' Bills. So far our discussion has been limited to com­
mercial bills of exchange. Let us now turn to an examination of 
bankers' bills. As was pointed out previously, these bills do not 
usually arise, at least directly, out of merchandise transactions. 
Although the terminology is somewhat confusing, it is convenient 
to group bankers' bills other than cables and sight drafts into two 
classes: (1) finance bills and (2) bankers' long bills. 

Finance Bills. The finance bill is used to anticipate changes in 
the exchange rate and to aid an individual bank in securing funds 
for a short period. The procedure is as follows: Suppose that the 
Guaranty Trust Company of New York is temporarily in need of 
funds. It gets in touch with its London correspondent - say, 
Barclay's - and asks if it may draw a sixty-day draft on Barclay's 
if it will furnish "cover" when the draft matures. Barclay's con­
sents to the arrangement, for which it makes a small commission 
charge, and the Guaranty Trust Company draws a sixty-day draft 
on Barclay's and sells it in the New York market. The buyer puts 
the draft through the same procedure as the exporter's bank in 
our previous example. The main point is that the Guaranty 
Trust Company has the use of the proceeds which it obtains from 
the sale of the draft for the sixty-day period. At the end of that 
period it must purchase a cable or a sight draft in order to furnish 
cover to Barclay's. Barclay's, ;therefore, has not been out any 
funds, but would have been out the amount of the draft if the 
Guaranty Trust Company had failed to furnish cover. 

There is another reason for the use of the finance bill: to an­
ticipate exchange-rate changes, 0;' as is frequently said, to "sell 
exchange short." Suppose that the Guaranty Trust Company's 
draft on Barclay's was for £1000, and that the Guaranty Trust 
Company was able to sell it at $4.87 and therefore had the use of 
$4!l70 for BOme sixty days. If at the end of the period it could pur­
chase cover for an amount less than $4870 (plus interest on $4870 
for sixty days), the transaction would be a profitable one. In other 
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words, three factors determine the profitableness of the finance 
bill: first the exchange rate on time drafts at the time the finance 
bill is drawn; second the rate of interest on funds in the United 
States for the duration of the finance bill; and third the rate of 
exchange on sight drafts or cablegrams at the time of maturity. In 
general, if exchange rates go down during the period, the trans­
action is profitable. 

Some writers have insisted that finance bills can be used by any 
country to aid in financing such seasonal projects as crop move­
ments. This is clearly not the case, because, in our example, to the 
extent that the Guaranty Trust Company had additional funds 
during the period, the agency to which it sold the draft (probably 
another bank) was out the funds. The finance bill, therefore, aids 
the individual bank but not the entire country. It is possible, 
however, that if finance bills of sufficient volume were drawn at a 
time when the United States, for example, was experiencing a gold 
outflow, exchange rates might be forced down below the gold­
export point. This would result because of the added supply of 
sterling funds in New York. The prevention of the gold outflow 
might be considered as a distinct advantage accruing from the use 
of finance bills. 

Bankers' Lcmg Bills. Some writers do not distinguish between 
finance bills and bankers'long bills. The distinction, although not 
absolutely necessary, is convenient for certain purposes. The dif­
ference between a banker's long bill and a finance bill is one of 
origin. In the case of a banker's long bill the accepting bank 
initiates the transaction, not the drawer. In our previous example 
of a finance bill, this would mean that Barclay's would ask the 
Guaranty Trust Company to draw the draft on it, lend the pro­
ceeds for it in the American market for sixty days, and then pur­
chase a sight draft or a cablegram at the end of the period. If 
there is any profit in the transaction, it accrues to Barclay's, while 
in the case of a finance bill, the profit, if any, goes to the Guaranty 
Trust Company. The same holds true in case of loss. The purpose 
of a banker's long bill is to anticipate a downward movement in 
exchange rates. The procedure is exactly the same for a banker's 
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long bill as for a finance bill, but in the case of the former the 
Guaranty Trust Company acts merely as an agent for Barclay's, 
from which it receives a small commission. 

Discount and Acceptance Markets. Before the establishment 
of the Federal Reserve System in 1913 there was almost no 
discount or acceptance market in the United States. Until that 
time the national banks were not allowed to accept drafts for their 
customers. In England there are specialized acceptance and 
discount houses. We have in the United States what we call 
commercial-paper houses, which are our nearest approximation to 
the London discount houses. These commercial-paper houses are 
relatively few in number, and their business is limited P.rimarily to 
the purchase of promissory notes from large and reputable Ameri­
can corporations. These notes are of short duration, and the 
commercial-paper house relies for its profit on its ability to pur­
chase these promissory notes at a. lower price than the price at 
which they sell them.! 

There are a few acceptance houses in the United States. These 
organizations do a large portion of their business in connection 
with the storage of readily marketable commodities. A cotton­
grower, for example, lDay wish to hold his cotton for a short period 
after it has been harvested in the hope of obtaining a better price. 
It may not be possible, however, for him to finance this carry-over, 
since he may need his money to pay for the expenses incurred in 
growing his cotton. He may obtain the selling price of his cotton 
or at least a large portion of it by storing the cotton and securing 
a warehouse receipt; this he offers to his bank as security for a 
draft which he will draw on the bank. H he faUs to furnish cover 
to the bank at the time of the maturity of the bill, the bank may 
seize his cotton and sell it in order to ~atisfy its claim against him. 
After the grower has drawn the draft on his bank and it has been 
accepted, the draft then may be sold in the open market, and in 
this manner he receives funds immediately. At the end of, say, the 
ninety-day period for which the draft is drawn, he must furnish 
cover to his bank, since the holder of the acceptance will present 

I For a more complete discussion of commercial-paper houses see Chap­
terXXVIII. 
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it to the bank for payment. He may sell the cotton in order to 
obtain the funds which he must turn over to the bank. U the 
price of cotton has gone up during the ninety-day period, as he 
anticipated, he will benefit by the transaction, his only expenses 
being a small commission charge which he pays his bank, the 
amount of the discount on the acceptance, and the cost of storage. 

The open market in which the bill is sold after the grower's bank 
has aooepted it is made up chiefly of the few acceptance houses 
which we have in the United States. These houses purchase 
aooeptances in the hope of reselling them' at a higher price. Com­
mercial banks are the chief customers of these houses, and the 
Federal reserve banks stand ready at all times to purchase aooept­
ances in unlimited amounts. 1 

International Financial Centers. For a number of years before 
the. World War there was no question as to the supremacy of 
London as the world's financial center. In many cases we were 
forced to pay for our imports in terms of English pounds. For 
example, we might pay for our silk imports by purchasing sterling 
drafts. Mter the World War, England did not return to the gold 
standard until 1925; and until this stabilization took place, her 
exchange rates underwent wide fluctuations. As a consequence 
she probably experienced a decline in her position as the chief in­
ternational financial center. No doubt one of the most important 
factors in her return to the gold standard in 1925 at the former 
level was her eagerness to regain her position as the world's finan­
cial center. New York has gained on London so rapidly as a 
financial center that it is difficult to determine whether New York 
or London is the financial center. Both are important. England's 
facilities, experience, colonies, and prestige have aided her materi­
ally in this connection.2 

I Acceptance ho...... are likewise d~ in more detail in Chapter 
xxvm. 

• AU roferen_ on foreign ""CbaDge will be found at the eud of Chap­
terXlV. 



CHAPTER XIV 

THE BALANCE OF INTERNATIONAL PAYMENTS 

Probably every nation in the world has at some time or other 
striven to establish a favorable balance of trade. This means an 
excess of merchandise exports over merchandise imports. An 
understanding as to just why an excess of exports over imports is 
considered favorable for any country will lead us back to a study 
of the mercantile system. During the sixteenth and seventeenth 
centuries, when world trade was becoming more important, there 
developed a group who held that the State should do all iii. its 
power to encourage the export industries, so that a country would 
always have specie flowing into it. To the mercantilists a situa­
tion of this kind meant national financial strength. No doubt an 
argument could be advanced to show that under certain conditions 
an excess of merchandise exports over merchandise imports would 
be unfavorable. But the fact that the United States, for example, 
continues to maintain a so-called favorable balance of trade is 
nonetheless a matter of great satisfaction to many of its people. 

Before the latter part of the nineteenth century the majority of 
international transactions arose from ,'the exportation and im­
portation of merchandise. At the present time many international 
transactions arise from the sale of securitiei\j from loans, war debts, 
tourists' expenses, immigrant remittances, ete. When we speak 
of the net results of all international iransactions, we usually use 
the term "balance of international payments" rather than "bal­
ance of international trade." This latter term we reserve ex­
clusively for merchandise transactions. 

Visible versus Invisible Items. Common terminology refers 
to the exportation and importation of goods as visible items in our 
balance of international payments, while all other transactions 
which necessitate the transfer of funds from one country to an-

314 
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other fa.Il under the head of invisible items. Just what is an in­
visible item? An invisible import is an international transaction 
which produces a flow of funds in the same direction as that in 
which a visible import produces a flow of funds; and an invisible 
export is an international transaction which produces a flow of 
funds in the same direction as that in which a visible export pro­
duces a flow of funds. To illustrate: Tourist expenditures are one 
of our largest invisible items. When the American tourist travels 
abroad, it is just as necessary for him to convert his money into 
foreign currencies as it is for the American importer who wishes to 
pay for goods purchased in foreign countries. According to our 
definition the traveling of our tourists in foreign countries gives 
rise to an invisible import; that is, money flows out of the United 
States as it does when we import goods. Immigrant remittances 
have been an important invisible item in the balance of inter­
national payments for the United States. These remittances too 
are invisible imports, because they produce a flow of funds in the 
same direction as that of the flow which results from the importa.­
tion of goods. The interest which we receive on our foreign invest­
ments is an invisible export, because as a result of these payments 
the flow of funds is toward this country, which is likewise the 
result of our merchandise exports. 

Balance of International Payments of the United States, 1922-
1933. The accompanying table gives the balance of international 
payments of the United States for the years 1922-1933. All items 
which appear in the balance of international payments are balanc­
ing items, that is, net differences. Take the case of long-term 
investments. In 1933 this item appears under credits as net capi­
tal import. The $49,000,000 listed there does not mean that 
foreign investors invested $49,000,000 in the United States in 
1933, but rather that there were $49,000,000 more long-term in­
vestments made in this country by foreigners than we made in 
other countries. This, of course, necessarily means that long­
term foreign investments here totaled at least $49,000,000. 
In the case of commodities we had an excess of exports over 
imports during every year of this period. The amount has run::as 
high as $1,037,000,000 in 1928 and as low as $225,OOO,OQlt1in 



BALANCE OF INTERNATIONAL PAYMENTS OF THE UNITED STATES, 1922-1933 

(In millions of dollars) 

DEBITS 1922 1923 192< 1025 1926 1927 1928 1929 1930 1931 --------------------
Tourist expenditures 300 400 500 560 498 528 552 638 602 456 
Immigrant remittances, charity, 

eto • . . . . . . . . 400 360 355 360 264 255 276 265 215 202 
Government transactlons 16 19 5 5 43 29 57 92 81 100 
Net capital export (long-term in-

veatmenu.) . 669 645 459 605 705 675 141 278 
Paper ourrency . 50 60 40 55 40 15 10 
Short-term crediu. . 61 188 80 485 709 
MioceUanooua and error 13 888 262 262 

T385 779" 1468---------------
Gold (imporu.) 235 295 216 72 120 278 

T620- 1074- T684 1505 1522 2460 2050 1613 1939 l477 
CREDITS -

Commodity-trade balance ", 719 375 981 683 378 681 1027 841 782 334 
Return on foreign investments '225 250 305 355 467 519 534 565 616 536 
Return on war debu. 157 253 182 187 195 206 207 207 241 113 
Short-term orediu. . 375 3 216 350 900 
Paper currency . ....... 50 20 
Net capital import (long-term in-

veatmento) . 18 218 
Miacellanooua and error 144 120 178 132 280 100 ------ 1403 -- 2306 ------ 1301 
Gold (exporto) .. 102 164 272 176 

l620 1014 l684 1505 1522 2460- 2050 1613 1939 1477 

1932 1933 ----
375 221 

163 132 
70 53 

80 90 
409 385 

1097 --
11 

TIllS 881 

289 225 
393 389 
99 20 

217 49 
110 25 -- 70s 

173 
lIOS 881 
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1933. In 1919 the excess was approximately $4,000,000,000. In 
addition to this commodity balance there are a number of other 
items which have been classed as invisible. This does not include 
gold, since gold is the balancing item, and is not considered as 
visible or invisible. The table shows therefore that for 1922 we 
owed other countries $1,385,000,000. This was for the privilege 
of traveling there, investing our money in their industries, send­
ing money to our friends there, and paying for services rendered. 
For various other reasons, including the fact that other countries 
bought more goods from US than we bought from them, it was 
necessary for other countries to pay us $1,620,000,000 in 1922. 
Since they owed us $235,000,000 more than we owed them, it 
was necessary for them to send us $235,000,000 in gold. In 1931, 
however, we owed foreign countries $1,477,000,000, while they 
owed us $1,301,000,000; we settled this difference by sending them 
$176,000,000 in gold. In seven of the twelve years there has been 
a flow of gold into the United States. The net balance of inter­
national payments also caused us to gain gold during 1934. 

The top group of items have been classified under the heading 
"Debits." It would perhaps be more in keeping with our analysis 
if the heading were "Invisible Imports," because every item 
which appears there is an invisible import, except gold, which is 
classified neither as visible nor invisible. 

Tourists' Expenditures. The first item under "Debits" is 
"Tourist expenditures." Every year since 1922 (and even before) 
Americans have spent more to travel in foreign countries than 
foreigners have spent to travel in the United States. This excess 
since 1922 has run as high as $638,000,000 in 1929 and as low as 
$221,000,000 in 1933, four years later. In general this item is one 
of the largest balancing items. In 1933 this difference was made 
up as follows (in millions of dollars) : 

-----------1---------
Ctmada ... . 35 101 -66 
Mexico ... . 4 28 -24, 

__ 3_2_~~ 
71 292 - 221 

Ov ....... areaa . 
Total ..... 
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Immigrant Remittances. The debit item "Immigrant remit­
tances" is made up of the payments which persons residing in the 
United States make to friends and relatives in foreign countries. 
The countries to which these payments are made, listed in order 
of importance, are Italy, Greece, Poland, Russia, the Irish Free 
State, Germany, Czechoslovakia. 

Government TransactiO'lUl. Government transactions include 
items exclusive of war-debt receipts. The Department of Com­
merce explains the composition of this item as follows: 

In 1922, receipts from foreign governments comprised refunds from 
the United Kingdom, while our payments were chiefly on account of 
the indemnity to Colombia ($5,000,000 per annum, ceasing with 1926), 
net cost of the Army of Occupation, and Russian relief ($20,000,000). 
Besides the Colombia indemnity, the chief items in our governmental 
remittances abroad in 1923 were the Norway arbitration award 
($12,239,852) and expenditures by the War Department abroad 
($1,474,342). Until 1926, sums spent by the United States Government 
on account of diplomatic missions, naval ships in foreign ports, etc., were 
assumed to be offset by the expenditures of foreign governments for 
similar purposes in this country and by consuiar fees collected abroad. 
Among the items entering into the estimates for years subsequent to 
1926 are: Receipts from Germany on account of the cost of the Army 
of Occupation and awards by the German Mixed Claims Commission; 
receipts from Panama Canal tolls; naval and military expenditures 
abroad; expenditures for representation; indemnities; disbursements 
by the Veterans' Bureau and by the Alien ~operty Custodian, etc.' 

LIm{/-Term Investments. Net capital export is the excess of 
American long-term investments made in other countries over the 
long-term investments which other countries are making in the 
United States. This item should perhaps be called foreign invest­
ments, because it is an invisible import. Foreign investments 
take primarily two forms: the amount which we put into foreign 
industries through the sale of foreign securities in the United 
States, and the amount which we invest in our own industries set 

'United States Department of Commerce, TM Bola_ of lnUrnationDl 
Payment. of tho Unikd SWleII in 19!JS, p. 98. United States Government 
Printing Office. 
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up in foreign countries. When we purchase foreign bonds, we are 
investing in foreign enterprises, and when American corporations 
build plants in foreign countries, they are (though investing in 
their own businesses) engaged in an enterprise which produces an 
outllow of funds; so both transactions are invisible imports. It 
will be noticed that except for 1923 this invisible-import item 
was one of the 1argest which appeared every year between 1922 
and 1929. The net-eapitaI-import item, which appears under 
.. Credits," means that foreign countries are making more long­
term investments in our country than we are making in theirs. 
This condition has existed in only four of the twelve years, includ­
ing the last three years. The shift in the long-term-investment 
balance is easy to explain when one remembers how difficult it 
was to sell foreign securities in our markets during these years.' 
The 1arge number of defaults among foreign issues was, no doubt, 
1argely responsible for this situation. 

The present status as of December 31, 1933, of American in­
vestments abroad, as estimated by Dr. Paul D. Dickens of the 
Finance and Investment Division of the Department of Com­
merce is as follows: 

AmnuCAN INvESTMENTS IN FOREIGN COUNTRIES, BY AREAS, AS 01" 

DECEMBER 31, 1933 
(In millions of dollars) 

ARZA 
Canada and Newfoundland . 
Europe .•....... 
Latin America ••. . . 
Africa, Asia, and Oceania. . 

Tot&! ...... . 

Add: Bank capit&! . . . 
Deduct: Estimated net repurchaaea 

Net tot&! ......... . 

Tor4L 
3,950 
4,132 
4,925 
1,522 

14,529 

125 
855 

13,799 

Paper Currency. The paper-currency item includes the United 
States currency which actually flows into other countries. Thus 
if Parisian shopkeepers accept American, as well as French, money 
for their wares, many Americans will take dolIar currency ,~o 
France. If in a given year more currency is taken to foreign cooo-
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tries than is returned from foreign countries, this is regarded, 
therefore, as an invisible import. 

Slwrt-Term Credit8. Short-term credits consist chiefly of de­
posits which we place in foreign banks and the purchases of short­
term commercial paper (such as acceptances) which we make in 
foreign markets. H in any given year we made more short-term 
investments in foreign countries than foreign countries made in 
the United States, this net balance would be a debit and would 
be classified as an invisible import. 

International short-term-credit transactions have been espe­
cially important since the World War. These movements are very 
closely connected with what we frequently refer to as the .. flight 
of funds." The Department of Commerce describes these move­
ments between 1929 and 1933 as follows : 

For the fourth successive year the international short-term creditor­
debtor position of the United States was featured by exceptionally \arge 
net withdrawals of dollar balances from this country by foreign banking 
creditors. As a result of tbese steady withdrawals, foreign short-term 
banking assets in the United States were reduced from more than 
$3,000,000,000 at the end of 1929 to $487,000,000 at the end of 1933. 
During the same period American short-term funds held abroad dec1ined 
from roughly $1,600,000,000 to an estimated figure of $1,082,000,000 
The trend of the latter item was, however, highly irregular, as contrasted 
with the steady decline in foreign-owned dollar balances. 

After rising to about $1,800,000,000 at the end of 1930, the foreign 
short-term assets of American hanks fell sharply during 1931 to approxi­
mately $1,239,000,000. However, as a result of the German Standstill 
Agreements and exchange restrictions in various countries the with­
drawals were comparatively small in 1932, while during 1933 the total 
outstanding showed an increase (estimated at $29,000,(00). 

The steady decline since the end of 1929 in short-term dollar invest­
ments by foreign banks is reflected in the sharp drop in dollar acceptance 
holdings by foreign banks. At the end of 1929 foreign short-term funds 
invested in American hanke",' acceptances stood at the record total of 
$891,000,000, or 51 percent of the $1,732,436,000 outstanding, also a 
record year-end figure. 

The debtor position of the United Statce on short-term capital IICCOUIIt 
underwent a rapid change after the stock-market onllapse late in 1929. 
The dec1ine in speculative activity and falling money rates Jed to steady 
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reductions in foreign short-term dollar claims during 1930. The banking 
crisis in centra.! Europe, subsequent to the revelation (in May 1931) of 
the condition of the Creditsnstslt of Austria, had .. pronounced effect 
on the international short-term position of the United States. The panic 
at once spread from Austria to Germa.ny, whose banks and money 
markets had during the previous year or more become the principal 
short-term debtors to foreign banks (including the American) which now 
undertook to withdrew their funds as rapidly as pcssible. 

During the crisis, which BOon extended to England, emergency credits 
were extended in large volume by American and other central banks. 
With the suspension of gold payments by England late in September of 
that year, European creditor banks shifted their demands from London 
to New York. The resulting conversion of dollar balances into gold 
became the first of a series of unprecedented withdrawals, the last of 
which was the sharp reduction in foreign dollar balances during February-
March 1933. . 

In the meantime, the panicky withdrawals of short-term funds 
from Germany had been checked through the Standstill Agreement of 
August 19, 1931. There resulted a situation in which withdrawals by 
foreign banks of their dollar balances from the United States were for 
the time being left unreetricted, while liquidation of American short­
term claims on German banks was limited to the terms of restrictive 
agreements. 

A eecond heavy withdrawal by foreigners of their dollar balances 
came in May.June 1932, and was influenced to a considerable degree 
by rumors relative to the budgetary situation in the United States and 
by various propoaals threatening currency inflation. The reduction of 
foreign dollar funds during this period reveraed the former position of 
\he United States to the status of creditor on short-term capital account. 

Foreign withdrawals increased during the American banking crisis of 
February-March 1933. The ateady reduction of foreign short-term 
dollar claims on the United States, during a year when American banks 
experienced a slight increase in their short-term c\aims on foreign banks, 
strengthened this country's creditor position on short-term account to 
the point where the statistical position of the United States in its relation 
to the rest of the world was exactly the reverse of its position at the end 
of 1929.' 

• United States Department of Commerce, The Balance of IfIlemGtionoi 
PBymmIU of Ike United 8_ in lOSS, pp. 38-40. United States Govemmtlllt 
Printing Office. 
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Miscellaneuus Items. Included in the miscellaneous items are 
the payments for freight and shipping. This, in general, means 
the amounts which the United States pays foreign countries for 
carrying its goods in their ships. This amount is almost always 
greater than the amount which foreign countries pay the United 
States for performing the same service. 

In two years, 1927 and 1930, the figures representing unesti­
mated items - errors, omissions, etc. - were comparatively 
high. The Department of Commerce gives the following exp1ana­
tion: 

The current items reported for 1927 were compiled or estimsted by 
methods outlined in that year's issue of this bulletin. The estimstes of 
capital movements are entered as reported in the questionnaires 1'&­

turned by the reporting institutions, except for the usual small omission 
estimate in the case of the long-term security transactions. It is probable 
that a great part of the ., unestimated items, errors, omissions, etc.," is 
offset by erroneous and/or incomplete returns on capital movements, 
particularly those relating to the reported sales and purchases of out.. 
standing long-term issues in the international security markets. The 
same prohability applies to the smaller but substantial item of 1930.' 

Gold M ovemenl.8. The gold movements as reported in the table 
for the balance of international payments include the changes in 
the volume of earmarked gold, as well as the volume of physical 
imports and exports of gold. • . 

An increase in the volume of earmarked gold held by other 
countries in the United States is pounted as a gold export, while 
a decrease in the volume of earmarked gold held by other coun­
tries in the United States is considered as a gold import. 

Commodity-Trade Balanu. Under the heading "Credits" the 
first item is .. Commodity-trade balance," which is self-explana­
tory. Our balance of trade by continents and great trade regions 
for 1933 was as follows (excess of exports (+) or imports (-) 
in mlIlions of dollars) ': 

1 United States Department of Co.m.re,..." TM Balance of 1~ 
PaymenIA of lAo UniUtJ Slatel in 191JS, p. 100. United States Goftftllll<llt 
Printing Office. 

'Ibid. p. 11. 
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North America 
Northern .. 
Southern .. 

South America • 
Europe. . 
Asia ....• 
Oceania •••• 
Africa ...• 
Latin America • 
Far East 

Total ... 

+24 
"';1 

-88 
+388 
-134 
+22 
+15 
-89 

-IlK 
+225 

Net Return tm Foreign Investments. The net return on foreign 
investments includes the interest which foreign nations pay the 
United States on American investments abroad. In the case of 
our own factories abroad we really pay ourselves in~ and 
dividends; but since both cause a flow of funds into the United 
States, these items are classed as invisible exports. This again 
was a slowly increasing item until 1930, as would be expected be­
cause of the excess of American investments in foreign countries 
over the investments which they made in the United States. 
Defaults in both interest and principal since 1930 have caused 
this item to decline. The return on foreign investments, which 
shows the position of the United States as a creditor nation, con­
tinues to represent one of the largest items which appear on the 
American balance of international payments. The $389,000,000 
balance of interest and dividends on foreign investments which 
the United States received during 1933 in excess of what it 
paid to foreigners on their investments here may be summarized 
as follows': 

CREDrrs (RBCEIPl'S BY A.m:BICANS) 

Interost on American holdings of foreign bonda • 

MILLIONS 
OJ'DoLL&BS 

267 
105 EarniDgs on Ameriean-<>wned direct investments "broad 

Interost and earDiDgo funded .•..•••.. . • • 
Earnings on American short-term investments abroad . 
Beceipts on ot.ock-lmDafer tueo, brokerage f .... commiasioDS, 

etc. (net) 
Total ...............•••..... 

'Ibid. p. 22. 

27 
~ 

10 
402 

..) 
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DEBITS (PAYMENTS BY AMERICANS) Mu.uo,," 
o. DoLLdS 

Payments to foreigne... on long-term investments in the 
United Statee . • . . • . . . . . . . . . . . • • •• 60 

Payments to foreign.... on short,.term investments in the 
United Statee . • • • • . • • • . • • • • • • • • •• 3 

Total ..•.•..•...•.......... 6ii 

Return on War Debts. Return on war debts is the interest and 
principal that foreign countries have paid the United States on the 
money which they borrowed from it during the war. This item 
steadily increased between 1922 and 1930, and would have 
reached a high point about 1940 had it not been for the one-year 
moratorium beginning in July, 1931, and subsequent defaults. 

Before leaving the description of the items in the balance of 
international payments of the United States, we should point out 
that in almost every year of the period covered there was some 
invisible item which was as large as the commodity-trade balance. 
During the last three years the largest balancing items were short,. 
term credits and return on foreign investments. This does not 
mean, of course, that the invisible items are as large in absolute 
volume as the visible items, but it does mean that 80 far as the 
balance is concerned the invisible items are as important as the 
visible items, or even more important. 

The Favorable Balance of Trade of the United States. In each 
of the years included in our table the United States had a favor­
able balance of trade. This has likewise ~n the case since about 
the beginning of the last quarter of the nineteenth century. Dur­
ing most of this period, up to approximatel! the time of the World 
War, the United States was a debtor nation. This meant that it 
made large interest payments to foreign countries annually; and 
partly because of these payments, other countries were able to 
purchase more goods from the United States than they sold to it. 
Since the World War the United States has been a creditor nation, 
but it continues to maintain its favorable balance of trade. It 
prohably should be said that this favorable halance of trade is 
maintained in spite of the fact that it is a creditor nation rather 
than because it is a creditor nation. Most creditor nations have 
found that after they have reached the "lDa.ture" creditor stage 
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their trade balance has become unfavorable. England has had 
this experience. Its balance of trade has been unfavorable for a 
number of years. It has been able to pay for the excess of its 
merchandise imports over its merchandise exports with the inter­
est which was due it from foreign countries and with the large 
sums which it received for carrying foreign goods in its ships. 

Many have forecast that the United States will lose its favor­
able balance of trade if it continues in its position of a creditor 
nation. Since the war it has been able to maintain its favorable 
balance of trade in spite of being a creditor nation owing prima­
rily to its tourist expenditures abroad and to the long-term in­
vestments which it was making in foreign countries. Both these 
items declined noticeably between 1930 and 1933. 
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CHAPTER XV 

FUNCTIONS OF A BANK 

.J, Our word "bank" comes to us from the German Bank via 
Italian (banca) and French (banque). The original meaning of the 
word, "shelf" or "bench," was extended in Italian to that of the 
bench or table of a money-changer, whence the meaning "money­
changer's place of business," whence the common present-day 
meanings of the word. 

In colonial times the term was applied to any bateh or accumu-
- lation of paper money. Thus a "new Rhode Island bank" meant 

a new emission of bills of credit of that colony. In the early days 
of the American republic a bank was an association whose main 
business was the issuing of notes to circulate as money, and the 
phrase "banking privileges" meant the right to issue such notes. 
Daniel Webster even said that the power to issue notes to circulate 
as money was the feature which distinguished a bank from every 
other institution. At the present time the issuing of notes is not a 
necessary function of banks. 

A Manufactory of Credit. I A bank in the modem sense is a 
manufactory of credit and a machine for facilitating exchanges. It 
is commo~y said that banking consists in receiving money from 
depositors and lending it to borrowers. This is the proper function 
of a savings bank; but it is only a part, and not the largest part, 
of the business of a commercial bank. The money deposited in 
such a bank forms only a portion of the assets which go to make 
up the bank's credit, which it issues to borrowers, sometimes in the 
form of circulating notes payable to bearer, but oftener in the 
form of book entries transferable by means of checks .. 

An analysis of modem banking is substantially this: A man 
has $10,000 of his own money. He starts a bank. His neighbors 
deposit $50,000 with him. This money becomes the absolute 

326 
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property of the banker. The depositors have simply a right to 
withdraw an equal amount whenever they like, which right can 
be enforced by law. The banker owns the money and the deposi­
tor has a claim, or right of action, against him for an equal sum. 
But the depositors will not draw the money out immediately; if 
they had intended to do so, they would not have deposited it at all. 
The banker finds by experience that some of his customers will 
bring in as much money as others draw out, so that $60,000 is on 
hand all the time. He infers that if his own $10,000, together 
with his good reputation, is considered by the public a guaranty 
for $50,000, then the whole $60,000 will serve as a guaranty 
for a much larger sum. When he begins, his balance sheet reads 
in this way 1 : 

RB8o....,... 

Cash • . • . • . • $60,000 

$60,000 

LWllLlTDDS 

Capital . . . . . • $10,000 
Deposits . . . .. 50,000 

$60,000 

Discounting Commercial Paper. The banker now begins to 
buy promissory notes or bills of exchange due at a specified time 
in the future. paying the face value of the same. minus interest at a 
certain rate for the intervening time. This is called discounting 
commercial paper. When he discounts for one of his customers a 
note of $1000 running ninety days. he deducts the interest (say, 
$15). entering the amount under the head of profits due to stock­
holders. and writes the remainder. $985, on the credit side of the 

1 In keeping the accounts of a bank or of any otber buain ... the buaiD ... 
itseH is considered .. indebted to tbe shareholders for tbe money they have 
put into it. and for all the profits eemed but not paid to them. In tbe .... 
we "'" now coDSidering. although tbere is only one shareholder. the I!8ID8 
rule applies. The coneeption of .. bank'. capital .... lisbility is the PODS 
asinorum of banking scienos. It ean be understood best perhaps by observing 
how the .... ts of .. failed bank "'" disposed of. The reeeiver. in sueh ....... 
represents the bank. SuP .... that tbe .... ts rea1ise more than the eIa.ime of 
all the creditors. The ex .... is paid to the shareholders because the bank 
...... them whatever rema.ins after other claimants are paid in full. In short, 
there are preferred eIa.ime (tbose of creditors) and ordinary claims (tbose of 
shareholders). Botb are.lisbilities of the bank. and equally vaJid 0"". in 
their proper order. . 
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customer's passbook, entering a corresponding sum as a credit to 
that person's account in his own books. This credit is called a 
deposit, and properly so, since the net purport of the transaction 
is that the banker has bought an interest-bearing security and the 
seller has deposited the money he received for it in the bank, to be 
drawn out at his pleasure. H the customer had deposited $1000 
in currency simultaneously with the foregoing transaction, his 
total deposit would have been $1985. Yet there is a difference be­
tween the two kinds of deposits, the one being of money and the 
other a bank credit. Chester A. Phillips has classified the first as 
a primary, the second as a derivative, deposit. In practice the 
bank credits at any given time may be several times as large as 
the amount of cash in the bank. 

The process of discounting commercial paper continues until 
the banker has $200,000 of bills receivable in his portfolio. Then 
his account stands thus 1 ; 

Rr.s0t1BCE8 

Cash . . . . . . . '60,000 
Lo&D8 and discounts 200,000 

'260,000 

Depo.its . 
Capital 
Profit .. 

$247,000 
10,000 
3.000 

$260,000 

Thus the business venture called a bank owes to depositors and 
to the banker himself $260,000; and it has assets which will pro­
duce that amount, but only $60,000 of it is cash. It follows that 
the banker has manufactured something which serves as a medium 
of exchange to the extent I,lf $197,000. This is credit. Goods can 
usually be bought and sold with it as readily as with money, since 
checks drawn against deposits are accepted in trade by the whole 
community. The whole $200,000 of bills are not discounted at 
one time, but gradually, so that some are always maturing and 
bringing in money to meet the banker's liabilities. 

Alexander Hamilton saw clearly how aJ>ank serves as a manu­
factory of credit, and how it economizes the use of capital. He had 
a clear understanding of the nature of deposits, although there 

1 Thmry and Prodia of Ban/ci1l/l (fifth edition, VoL I, p. 324), i>1 Hemy 
Dunning Macleod. Longman., Green'" Co. 
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had not yet been published a.ny scientifio analysis of banking 
operations. In his report on the Ba.nk of the United States he 
sa.id: 

Every loan which a bank makes is, in the first shape, a credit given 
to the borrower on its books, the amount of which it stands ready to 
pay, either in its own notes, or in gold or silver, at his option. But, in a 
great number of cases, no actual payment is made in either. The bor­
rower, frequently, by a check or order, transfers his eredit to some other 
person, to whom he has a payment to make; who, in his tum, is as often 
content with a similar credit, beeause he is satisfied that he can, whenever 
he pleases, either convert it into eash, or p .... it to some other hand, as 
an equivalent for it. And in this manner the credit keeps circulating, 
performing in every stage the office of money, till it is extinguished by a 
discount with some person who has a payment to make to the bank, to 
an equal or greater amount. Thus large sums are lent and paid, fre­
quently through a variety of hands, without the intervention of a single 
piece of coin.' 

Limit to Bank Credits. The banker's deposits are payable on 
demand. In the case considered above, the depositors might have 
drawn their checks sirnulta.neously for $247,000, payable to per­
sons who were not depositors in the same bank, in which event 
they could not all have been paid, although the bank would be 
eventually solvent. It would be able to pay in full, but not until 
its bills reoeivable should mature. Probably such a case as a 
simulta.neous withdrawal of all deposits has never actually hap­
pened, but it is quite possible that the depositors might draw 
at onoe for more tha.n $60,000 - that is, for more cash tha.n the 
banker has on ha.nd, in which case the bank would have to close 
its doors. Reoent America.n experienoe is a case in point. 

Thus there is a limit to the hanker's power of discounting com­
mercial paper. He is limited by the probable calls of his depositors 
for money to be withdrawn from the bank. The amount kept on 
ha.nd to meet such demands is called the cash reserve. It may con-

, Although this lucid conception of the philosophy of modern hanking was 
published in 1791, it was the'task of Mr. H. D. Macleod (and not an essy 
one) to oyat.ematize and bring it into goners! recognition and acceptance by 
economists more than half a century later. "~I 
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sist of any kind of currency which is commonly accepted. Its 
amount must be proportionate to that of the deposits. The right 
proportion can be learned only by experience and only approxi­
mately. It varies in different countries, and at different places in 
the same country; and the local banker, as the person most thor­
oughly conversant with local conditions, has, as one of his most 
important duties, the ascertainment and preservation of that 
reserve which most nearly meets the needs of his community. 

Other Limits Set upon Individual Bank Expansion. This limi­
tation upon the amount which an individual bank may lend is 
revealed in another way. In the case of the bank just described 
it was said that the banker had manufactured $197,000 in credit. 
But suppose that the borrowers promptly began to draw checks 
against the deposits placed to their credit as a result of the loans 
and sent these checks out of town in payment for purchases. 
Those who received these checks would promptly deposit them 
in their local banks and receive deposit credits for them. The 
out-of-town bank would then send the checks received in this 
manner back through a correspondent bank in a large city to the 
bank upon which they were originally drawn. Under our present 
system the checks might come back to the original bank through 
a Federal reserve bank. 

The process by which such checks are cleared or collected will 
be described in a later chapter. The point is that the original hank 
must somehow find funds with which to recompense the out-of­
town bank in which the checks were deposited. For the out-of­
town bank has given its depositors credits for the checks and now 
must secure an equal amount from the' bank upon which the 
checks were originally drawn. This bank, therefore, must meet 
the checks when they come back and in some manner find the 
necessary sum. It may turn over actual cash to the clearinghouse, 
the Federal reserve bank, or the bank through which the check 
comes home. Or it may draw a check upon a deposit held in the 
Federal reserve bank or a correspondent bank in New York. 

It will then readily be seen that any bank which starts on a 
career of rapid expansion of its loans and discounts may suddenly 
find itself faced with a large adverse clearinghouse payment 
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which must be met. This may' be so large that it will lose most of 
its cash reserve or be forced to draw heavily upon its deposit in 90 

correspondent bank or the Federa.! reserve bank. Consequently 
no bank can, individua.Ily, increa.se its loans and investments so 
rapidly that it finds itself drained of cash on hand or its deposits 
in other banks. 

If, however, aJl banks in the ba.nklng system 90S 90 whole are 
expanding at the same rate, the result will be different. Each 
bank will ha.ve coming to it payments for checks on out-of-t{)wn 
banks which its customers have deposited with it. It can use the 
claims thus created to offset the cIs.ims against it from out-of-town 
banks. In other words, while its own depositors are drawing 
checks against their balances and sending them to persons who 
deposit them in other banks, checks drawn by depositors in other 
banks are steadily coming to it. If its claims against other banks 
are approximately equal to the claims of other banks against it, 
and if this is true for all banks, the process of genera.! expansion 
may continue for some time. 

There will be 90 fina.I check to the expansion when the propor­
tion of reserves to deposits becomes so low that banks feel they 
must begin to stop the granting of new loans and the creation of 
new deposits against which reserves must be held. This subject 
has been treated in detail and with great competence by Chester 
A. Phillips in his volume BanJr. Credit. 

Multiple Expansion upon New Cash Received. An important 
problem arises when 90 bank receives actual ClJ8h upon deposit and 
endeavors to increase its loans and investments 90S a result. It has 
been frequently said that a bank can expand many times upon 
this new reserve. If, for example, banks are accustomed or re­
quired to hold a cash reserve of 10 per cent against deposits, it has 
been argued that for each new dollar in cash added to its reserve a 
bank can increase its loans and investments so 90S to create $10 of 
deposits. 

If the bank were the only bank operating in the country, this 
would be possible. If we had only one bank, with many branches, 
expansion to this extent would logically follow. Where, however, 
there are many banks, any indlvidua.! bank starting to expand to 
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such a degree would soon find itself faced with such an adverse 
clearinghouse balance that it would be forced to stop expansion 
or be drained of cash. For this reason any individual bank, ac­
cording to Phillips, can expand only to a small degree above the 
actual cash received. How much the bank can expand will dePend 
upon whether many of the checks drawn by borrowers on the de­
posits created are deposited promptly back in the bank itself by 
other depositors who carry accounts there, or are sent to customers 
of other banks. Another factor is the proportion of the loan which 
the bank requires the borrower to keep on deposit. 

In some cities where there are three or four city-wide branch 
banking systems dominating the field, anyone bank can expand 
on the new cash received to a somewhat higher degree than in a 
city where there are many independent banks. The reason seems 
to be that in the city with many branches a depositor in one 
branch may send the check to someone who maintains a bal­
ance in another branch of the same system. Some large business 
houses will carry accounts with at least two of the large banks in 
their city and deposit a check in wbichever one of the banks it is 
drawn on. 

Now comes a point which is difficult to explain simply. Al­
though no one bank can expand to an amount equal to ten times 
the new cash received, the banking system as a whole may ulti­
mately be able to do so. How can this happen? Let us endeavor 
to explain it by the following examples: 

1. Assume that $1000 in cash is deposited with bank A. Bank A'. con­
dition (the other items in its balance sheet being ignored) will be as follows: 

Cash. • . . . . .'. $1000 Deposits. • • . • • $1000 

2. Almost immediately a check for the amount of $100 is written 
against hank A and deposited with hank B. Upon the colleetion of that 
check bank A's condition will be as follows, since it must pay bank B 
for the check: 

Cash. • • • • • •• $900 Deposita • • • • •• S900 

Bank B's condition will be as follows: 

Cash. . . • . . .• $100 Deposita. • • • •• 1100 
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3. In the same way eight other checks are drawn against bank A for 
$100 each, and are deposited with banks C, D, E, F, G, H, I, J. Upon 
the collection of the checks each of the banks, A, B, C, D, E, F, G, H, 
I, and J, will have 

Cash ••••••• , $100 Deposits • • • • •• $100 

This assumes that there are only ten hanks in tbe country instead of 
the actual fifteen thousand which we now have. Each bank now hIlS a 
100 per cent reserve. 

4. Each of these banks, if aU expand together, can increase ita loans, 
and consequently its deposits, by $900. After this is done, eech bank 
will have the following balanClHlheet items: 

Cash. . . . . . .. $100 
Loans and discounts. 900 

Deposits • • • • • • $1000 

In the course of time more checks may be written against some banks 
than are deposited with them. On the other hand, other banks will bave 
more checks deposited with them than are collected against them. Thus 
the balance sheet abcve indicates the condition of the average bank. 

5. The deposita of the whole banking system have thus become 
$10,000, ten times the banks' reserve cash. But bank A at the beginning 
will have been able to increase its deposits only approximately to the 
amount of the reserve money received in the original transaction. Later, 
when aU banks started expanding, bank A along with the others created 
deposits which were ten times its reserve cash. The multiplication of 
reserve cash into deposits by a tenfold figure applies to the whole group 
of banks and not to the original depository institution. 

6. The example is also true for a system which hIlS many banks, for 
gradually the cash originally deposited in one will flow out to other banks 
and permit a final multiple expansion of approximately 10 to 1. It 
should not be lISBumed that bank expansion will always occur in the 
ratio of 10 to 1. That depends upon legal or customary reserve require­
ments and banking practices. 

Bank Notes. Bank notes are the banker's promises to pay 
money to bearer on demand. They are virtually orders of the 
president and cashier on the paying teller. They are of the same 
nature, and they operate in the same manner, as checks drawn by 
depositors. Checks and notes are equally lawful demands upon 
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the bank's cash reserve. The following discussion relates to general 
a88et notes issued on the "banking prinCiple." 

Now suppose that the bank above mentioned has the right to 
issue circulating notes of the general-asset type and that the cus­
tomer whose paper has been discounted desires to use the proceeds 
in paying the wages of farm hands or factory operatives, or in 
buying country produce, or in other ways and in places where 
checks are not acceptable. He will ask for bank notes, in order to 
pay them to the wage-earners, farmers, etc. He might ask for 
gold, in which case the bank would be obliged to give it to him if 
the laws so required, but the notes are more convenient and will 
be generally preferred by the payees. The payees may demand 
gold from the bank for the notes, if they choose, but generally they 
will not do so. They will pay them to storekeepers or others to 
whom they are indebted; and the latter will deposit them in the 
issuing bank to their own credit, or in other banks which will send 
them to the issuing bank for redemption. Eventually they will be 
paid out of the bank's cash reserve. They will be paid out of the 
same fund from which the customer's checks would have been 
paid, if he had drawn the money by means of checks payable to 
order, instead of taking notes payable to bearer. 

The banker cannot decide whether the credit he has extended 
to his customer shall be used in the form bf checks or in the form 
of notes. Nor does this question concern him in any way, except 
that the notes may stay out somewhat longer than the checks. 
His liabilities are the same in either case. The only thing that need 
concern him is the goodneBl! of the paper which he bought when 
he issued his credit to his customer. The form of issue, whether in 
checks that may pass through one or two hands, or in circulating 
notes that may pass through many hands, is of little consequence ; 
and, even if it were of much consequence, it is beyond his control. 
It is also beyond the control of the depositor. He will call for 
notes only in cases where he cannot use checks. The controlling 
force here is the public demand, to which both the banker and his 
customers conform. The public demand"determines also how long 
the notes shall stay out after they have been issued. Nobody 
kseps more notes on hand than he needs. When a man finds that 
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he has a surplus, he returns it to the bank. Thus the outflow and 
inflow of bank notes is automatic. 

While it is immaterial to the banker whether the credit which 
he issues shall take the form of checks or of notes, it is important 
both to him and to the community that it shall take one form or 
the other, since the alternative is the withdrawal of gold for pur­
poses of cireulation and the consequent lesseuing of his cash re­
serve; and, as we have seen, the lesseuing of his reserve by one 
dollar usually lessens his ability to discount commercial paper by 
several times that amount. H it is for the interest of the com­
munity that the system of bank credits should exist at all, it should 
be available in the form of circulating notes, as well as of checks; 
for banking science consists in the substitution of less costly in­
struments of exchange for more costly ones, according to the 
demands of trade. The bank note, since it is one of the less costly 
ones and is indispensable in the modern world, should be readily 
available as needed. Its utility is greatest in sparsely settled com­
munities, where there are few or no banks. 

Evolution of Bank Notes. Bank notes were first issued in Eng­
land in 1670 or thereabouts. They were instruments of writing 
executed"bY goldsmitbs to people who had left money in their 
custOdy. Several of these notes were found in a, back room of 
Child's Bank (until 1924 the oldest of English banking houses) 
when it was removed from the vicinity of Temple Bar a number of 
years ago. The following are specimens 1 : 

Nov. 28, 1684. 
I promise to pay unto ye Rt. honble ye Lord North & Gray, or 

bearer ninety pounds at demand. For Mr. Francis Child & myself 

Picture of } No 921. 
Temple Bar 

Jno Rogers. 

London, Oct. 20, 1729. 
I promise to pay to Mr. Richard Bannister, or order, on demand, 

twenty pounds. For Fras. Child, Esq. 

Picture of } No 1792. 
Temple Bar 

Sam Child. 

1 Macleod. T'-1I and PTQd;u of Banki';'. Vol. I. p. 283. I 

,.,. 
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Other simila.r examples of the origin and evolution of the bank 
note might be cited. The right to issue such notes was never ques­
tioned. They were simply evidences of claims to money deposited 
with the goldsmith or the bank. As the business grew, and the 
quantities of notes called for by depositors increased, it became 
more convenient to print blank forms, to be filled out with the 
names of the depositors and of the amounts due them. Still later 
notes were printed for round sums, - as, for example, five or ten 
pounds, - which could be handed in quantities to the persons 
entitled to receive them j and these were made payable to bearer 
or to order, according to the wish of the depositor. The business 
of discounting commercial paper was added to the goldsmith's 
vocation very soon after the practice of depositing money with 
him became common, and then the notes were issued, if desired, to 
the persons getting the discounts. 

Thus the issuing of such notes became recognized as a right at 
common law. Anybody could issue them and put them in circula­
tion, if people were willing to take them. It was found in course 
of time that the exercise of this right was exposed to accident and 
liable to abuse, and that the State must interpose for the pro­
tection of society. At first it was believed that such protection 
could be secured by restricting the issue of circulating notes to a 
select number of persons of well-known character, generally, but 
not always, incorporated as a bank. Thus certain charters granted 
to banks in this country before the adoption of the Federal con­
stitution (the Bank of North America in Philadelphia, the Bank 
of Massachusetts, and the Bank of New York) contain no mention 
of circulating notes, since the right to issue them existed without 
legislative authorization. The Bank of New York began busi­
neBS and issued circulating notes seven years before it received 
a charter. 

Why Interest is Paid for the Use of Bank Notes. In public 
discussions the question has frequently been asked why the banker 
should receive interest on his outstanding notes, while the cus­
tomer pays interest on the note which he gave in exchange for 
them. As both kinds of notes are debts, why should one of these 
two persons pay interest more than the other? There is, however, 
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& vital difference between the two kinds of notes. The ba.nker's 
notes are payable on dem&lld. Any person into whose hands they 
come may dem&lld money for them immediately. If he does not 
do so, it must be because he finds the notes better adapted to his 
immediate wants. The customer's note, on the other hand, is not 
payable till a fixed time in the future. It is said in rebutta.! that 
the right to issue notes to circulate &8 money has been conferred 
upon one of these parties by statute, and that he has thus been 
given an a.rtificial advantage. This is an error; for, &8 we have 
seen, the statute, instea.d of conferring a right on the banker, h&8 
curtsiled a pre-existing right. 

How the Banks Aid in the Work of Production. Society de­
rives an advantage from the banker's operations which it can 
well afford to pay for, whether the credit which he issues takes the 
form of deposits and checks or of circul&ting notes. The discount 
of commerci&I paper has been aptly defined as "the swapping of./ 
well-known credit for less-known credit." The bank first estab­
lishes its own credit. Then it is the banker's business to find out 
what persons in the community are worthy of its credit. 

Credit enables persons to obtain the use of capital which they 
could not otherwise acquire. For the present purpose capita.! 
may'be defined as anything which aids man to produce wea.ith 
and is not gratuitously bestowed, such as tools, materials, food, 
etc. The banker, if he understands his trade, enables the most 
deserving persons in the community to get capital, that is, to 
get possession of the tools and materia.1s of industry without the 
use of money. The most deserving persons, in the commerci&I 
sense, are those who can make the most profitable use of tools 
and materials, and who are believed to be honest. By swapping 
its well-known credit for their less-known credit the bank per-' 
forms a service which they are willing to pay for, and it per­
forms a service to society by economizing tools and materia.1s. 
Anything which puts these things into the right bands and keeps 
them out of the wrong hands is a gain to tbe world. The con­
tinuing life of a bank is presumptive evidence that it is doing 
this thing, for. if it were not, its own losses and expenses would 
force it to close. ,) 



338 MONEY AND BANKING 

A Bank's Portfolio. The loans, discounts, bonds, and other 

linvestments of a bank are generally called its portfolio. Fre­
quently a bank finds that it has accumulated funds which it can­
'not lend profitably on high-grade commercial paper. It may then 
invest this sum in government bonds, railroad bonds, public­
utility bonds, foreign bonds, or even in real estate. One of the 
great problems in bank management is to discover what propor­
tions should exist between the various items of a bank's portfolio. 
Strictly speaking, a commercial bank which pays its deposits on 
demand should endeavor to have a certain proportion of its assets 
in high-grade securities which, if the occasion arises, can be sold 
quickly for cash. A commercial bank should invest in real estate 
only in very limited amounts, for obvious reasons. A discussion of 
some of the important items in a bank's portfolio follows. 

Loans and Discuunts. Loans and discounts consist chiefly of 
promissory notes, drafts, and bills of exchange, running for short 
periods - say, two to four months - and executed by men en­
gaged in active business. As the liabilities of a commercial bank 
are payable on demand, it cannot safely make loans for long 
periods, although it may renew short ones from time to time. 
Promissory notes may be executed by one person, firm, or cor­
poration and offered for discount without other security. Such 
notes are called single-name paper. A promissory note drawn by 
A to the order of B, endorsed by the latter and offered for dis­
count, is called double-name papet; since both A and B are held 
for the payment of it. ' 

Such paper, whether single-nam~ or double-name, mayor may 
not have its origin in a sale of gooSe on time, for which the seller 
wishes to obtain the money at once. H it does not take its rise in 
any business transaction already concluded, It is called accom­
modation paper. Bankers have no abSolutely certain means of 

.{ knowing whether a note represents a concluded transaction or an 
intended one. They are justly suspicious of accommodation paper, 
yet the difference between such paper and other unsecured notes 
'is not so great as it seems. Both are loans on personal security, 
since in neither case has the banker a lien on any particular 
goods. 
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The essential distinction between real and accommodation bills is./ 
that one represents paIIt and the other fm,... transactions. In a real bill 
goods IuJrJe been purchased which are to meet the bill; in an accommoda­
tion bill goods """ 10 be purchased which are to meet the bill. But this 
is no ground for preference of one over the other. A transaction which 
1uJa been done may be just as wild, foolish, and absurd as one that 1uJa 
10 be done. The intention of engaging in any mercantile transaction is 
that the result should repay the outlay with profit. There is no other 
test of its propriety but this, in a mercantile sense. The true objections 
to accommodation paper are of a different nature. As real bills arise 
out of the transfers of property, the number of them must be limited 
in the very nature of things. However bad and worthless they may be 
individu.oJly, they cannot be multiplied beyond a certain extent. There 
is therefore a limit to the calamities they cause. But accommodation 
bills are means devised to extract funds from bankers to speculste with, 
and consequently these speculations may be continued as long as these 
funds can be extracted.' 

The Scotch banks have a system of "cash eredits" which con­
sist 1argely of accommodation paper. There are only about a ~ 
dozen banks in Scotland, with well over a thousand branches, 
which brings at least one branch within reach of every hamlet in 
the country. The cash credits are authorizations granted to per­
sons to draw a maximum amount of money from the bank within 
a given time and returnable within a given time, interest to be 
paid only for the amount drawn and the time it is kept out. These 
are loans on personal security, never less than two names being 
required, generally three or more. A very large percentage of the 
cash credits of the Scotch banks are made to the agricultural 
classes, but they are not made on mortgage security and they are 
not allowed to stagnate. The cash credits are entered as deposits 
on one side of the bank's ledger, that is, under the head of liabili­
ties. On the other side they appear under the title "bills dis­
counted, cash accounts, and other advances," as resources. 

Draf18 and B,118 oj Exchange. Drafts and bills of exchange pay­
able at a future time and purchased by the bank are included 
under the head of loans and discounts. In this country the two 

'Macleod, Theory and PTtld.ia oj Banking, Vol. I, p. 808. " 
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terms signify the same thing, except that the word "draft" is 
applied to instruments payable at some distance from the drawer 
but within the United States, and the term "bill of exchange" to 
those payable in foreign countries. They are orders in writing, 
drawn upon the custodian of funds belonging to the drawer or for 
the payment of goods sold to the drawee. 

A draft or bill of exchange is usually made payable to the order 
of a third person. If not payable at sight, it must be presented to 
the drawee as soon as possible, and he must write the word "ac­
cepted" on it and sign his name thereunder i otherwise it must be 
at once protested for nonacceptance. Then two persons are re­
sponsible to the holder of it. If the holder gets it discounted at his 
bank, he must endorse it, and thus he also becomes responsible 
for it. It may go through several hands, each holder endorsing it 
before he parts with it. It acquires strength with each transfer, 
since ail the persons who have endorsed it are successively respon­
sible for its payment. These are the most important circulating 
instruments of modem commerce, since nearly all the wholesale 
transactions of the world are effected by them, and since they 
range over the whole world and are not limited, like bank notes, to 
their parent country. 

Bills of exchange are sometimes accompanied by bills of lading, 
warehouse receipts, stocks or bonds, which are specific titles to 
property, the bank having a lien on the property until the bill is 
paid. These are simply a superior kind of bill. They command a 
lower rate of interest because of their higher security, and in a 
stringent money market they will command money when other 
bills are refused. All other discounted bills are loans on personal 
security. 

USB of a Draft in an Actual Transaction. A flour-miller in 
Buffalo bas received an order for a hundred barrels of flour from a 
baking company in New York. Arrangements were made by cor­
respondence for the use of a draft to finance the transaction, which 
means that the miller is to draw upon the baking company. The 
miller receives from the railroad an order bill of lading under whicb 
the title to the flour can be transferred by endorsing the bill of 
lading. He draws a draft upon the New York concern, takes the 
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bill of Ia.ding and draft to his bank, sells the draft to the bank, and 
endorses the bill of lading in the bank's favor. The miller now has 
his money, it having been pl&ced to his credit in his &ccount, and 
he is out of the tra.nsa.ctiOD, if everything goes well. The bank 
temporarily has title to the flour, so that it is protected until it 
gets its money back. 

The bank then sends the draft, accompanied by the bill of lad­
ing, to its correspondent bank in New York, with instructions to 
present it to the baking company for payment. The baking com­
pany pays the draft, receives the bill of Ia.ding, which is now en­
dorsed to it, presents the bill of lading at the railroad office, and 
secures the flour. The New York bank deposits the sum received 
to the credit of the Buffalo bank, which, having paid the Buffalo 
miller for the draft, is now repaid by having at its command a bank 
deposit in New York. Inste&d of buying the draft from the miller 
the Buffalo bank might bave taken it only for collection. 

The illustration above describes a transaction in which a right 
draft is used, that is, one payable on presentation. However, the 
transaction might have been so arranged that the baking concern 
did not lia.ve to pay the draft upon presentation, but was able to 
get the flour, sell the product made from it, and then pay the draft. 
In this case the draft would be drawn payable "at tbirty days 
sight" or "at sixty days sight" or thirty or sixty days after date. 
The baking company would then "accept" it, that is, write 
"Accepted" on the face of it over the signature of an officer. 
Frequently tbere will also be included a statement as to where 
(at what bank) the draft will be paid. Upon acceptance the bak­
ing company will get the'bill of l&ding and obtain the flour, paying 
the draft when it comes due. Such a draft is frequently called a 
trade acuptance. 

It may be tbat the baking concern will not obta.in the bill of 
lading upon acceptance of tbe draft. The bank may continue to 
hold title to the flour and merely permit the baking company to ob­
tain it as needed. If the baking company h!ld been a merchandis­
ing concern which wished to sell the flour, the bank might have per­
mitted it to do so as its agent, under what is known as a tru8t receipt. 

When the Federal Reserve Act was enacted, it was hoped that 
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trade acceptances would become very popular and be widely used. 
Large amounts of goods had been sold on open-book (charge) ac­
counts, that is, on credit, with certain discounts for payment 
within ten days. It was believed that the trade acceptances would 
gradually replace the use of open-book accounts, and that we 
should come more and more to follow the European practice of the 
greater use of drafts or bills of exchange. Payments would be 
speeded up, the seller would have a definite asset which he could 
discount with or sell to his bank, and open-book accounts would 
be eliminated in favor of a "liquid" asset upon which businessmen 
could borrow and banks would be eager to lend. 

It was most difficult, however, to change the custom of the 
trade. Many firms refused to permit drafts to be drawn upon 
them, preferring to buy from someone who would sell to them on 
credit. Moreover, the trade acceptance was abused. It was fre­
quently drawn after goods had already been sold and the account 
was long overdue. Many already drawn were frequently renewed, 
an undesirable practice. In some industries the trade acceptance 
is widely used; in others, not at all. The. result has been disap­
pointing, since in theory the trade acceptance should be a high 
type of commercial paper. 

Unsecured Loans. Many bank loans are made on the personal, 
unsecured promissory note of the borrower. Before this is done, 
of course, the bank has acquainted itself with the financial status 
of the borrower, to see if in addition'to the will to pay he has the 
capacity to pay. It may seem surprising that many such loans 
are made, especially in good times;' but, after all, if the bank is 
satisfied that the borrower is solvent, able, and trustworthy, there 
is little to fear from such loans in moderate amounts in ordinary 
times. If the borrower did not pay and owned property, the bank 
could always take the property over. !if 

Many firms and corporations borrow in just this manner regu-
. larly. For example, a large retail store desires to stock up with 

women's hats for its Easter trade. It borrows from the bank in 
order to secure the cash discount for payment for the hats within 
ten days. When the hats are sold, the money will be available to 
repay the loan. This is a type of what may be called a self-
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liquidating loan, generaJly regarded as an ideal type of short-time 
loan for a commercial bank. A self-liquidating bank loan is one .I 
made to finance a transaction which when completed will furnish 
the funds with which to repay the loan. 

Frequently, before imsecured bank loans are made, the bank 
will carefully examine the balance sheet (statement of assets and 
liabilities) of the borrower and his income account (profit-and-loss 
statement) as well. The balance sheet shows the condition at a 
given point of time; the income account, a history of financial 
results over a given period. The analysis of such statements is a 
task requiring high intelligence and skill. For example, are all the 
assets listed properly valued? Is the value of the inventory (stocks 
of commodities or raw materials) correctly stated? Can the ac­
counts receivable be collected? 

Banks sometimes place great stress upon the current ratio, the 
proportion of current (quick) assets to current (quick) liabilities. ; 
The difference between the two is known as working capital. Could 
the borrower payoff his current liabilities (those due shortly in 
the future) and still have enough current assets, so that cash could 
be realized on them in a similar future period, to repay the bank 
loan? It is frequently stated that banks prefer current assets to be 
at least twice the amount of current liabilities. This would give a 
current ratio of 2 to 1. But there is no fixed current ratio which is 
general for all businesses. It is the type of business that deter­
mines what ratio is a sound one. This point deserves great em­
phasis, and banks should know that a current ratio of 2 to 1 would 
be a safe one for one business but unssfe for another. 

Many other questions could be raised. How much have the 
owners themselves invested in the business? Is it enough to pro­
tect tbe bank in case of difficulty? If it is a manufacturing con­
cern, what kind of product does it make, a necessity or a luxury? 
Has the borrower loans outstanding at other banks? Is he accus­
tomed to speculate? Does he carry adequate life insurance? What 
is his general reputation? Is the business growing or declining? 
What is the purpose of the loan? All these and many more ques­
tions must be answered before an unsecured loan can be considered 
sound. ,I 



344 MONEY AND BANKING 

Sometimes an unsecured promissory note is endorsed by an­
other person. That means that the other person writes his name 
on the back of it, thereby agreeing to pay the note himself if the 
actual borrower does not do so. This is sometimes a dangerous 
practice for the endorser. In many communities businessmen en­
dorse freely for one another in this manner. A man may be a bor­
rower one moment, and an endorser the next. As a result, a bank 
must watch this situation carefully or it may find that the com­
bined obligations of several men may be so large that notes bear­
ing their names are not first-class risks. 

Secured Loans. As a rule, banks prefer some type of collatera.! 
when it is available. The reason for this is that, if the borrower 
does not pay the note, the collateral securing the note may be 
seized and sold. Frequently collateral loans are not of a self­
liquidating type; that is, they are not made for a purpose which 
when accomplished will place the borrower in funds. Some such 
loans are secured by bonds or stocks as collateral, others are 
secured by commodities, and still others may be secured by rea.! 
estate. Secured loans have been made on jewelry, chattel mort­
gages on household goods, crops, and livestock - in fact, on any­
thing which has a market. 

Some of these loans have a definite date of maturity; others are 
payable On demand. Demand loans are common when the col­
lateral is made up of stocks or bonds, and have been known to run 
for years, the borrower merely paying the interest periodically. 
In some cases where banks prefer to have the borrower payoff all 
his loans at least once a year, he will do so, but the bank will 
shortly make new loans. A loan of this type is different in one 
respect from a discount. In discounting, the interest is subtracted 
from the loan when it is made. In what are frequently called 
straight loans the borrower receives the full amount at once and 
pays the interest when it becomes due. 

While discounting self-liquidating commercial paper may be 
the ideal type of business for a commercial bank, secured loans 
have become of great importance in recent years. So far as safety 
goes, many secured loans leave nothing to be desired. But the 
purpose for which the funds are used may lead to the use of bank 
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credit for undesirable speculation. The rapid growth of loans 
backed by stock-market collateral from 1925 to 1930 is a case in 
point. The granting of Ie.rge loans on commodities placed in ware­
houses (and secured by warehouse receipts) in 1919 and 1920 is 
another. The recent history of real-estate speculation in Detroit 
and CleveIa.nd, financed partly by banks, is still another. In 
some cities, in 1930, over a third of the bank's earning assets 
were in urba.n-rea.l-este.te loans, a serious mistake. The purpose 
for which the loan is used must therefore be regarded as of su­
preme importance. 

Most authorities feel that the banks should not have gone in so 
heavily for loans on stock-market collateral. The banks, however, 
claim that they were finding it difficult to secure enough good 
commercial paper to discount to use up their lendable funds. 
They assert that the growth of time deposits in their savings de­
partments, as well as the possession of an excess of other funds, 
and the disappearance of commercial borrowers, who were financ­
ing themselves Ie.rgely by sales of stock, drove them into a larger 
use of other collateral, such as real estate, as a basis for loans. 
Bankers frequently forget, however, that this process in itself 
leads to the creation of new deposits, which results in a rapid ex­
pansion of bank credit. Such loans bring about an increase in the 
estimated value of assets throughout the economic system, and 
upon this increased valuation banks are likely to lend still more. 
In other words, banks increase their loans upon collateral whose 
market value has already been increased by previous loans, and 
by further lending they increase its value as collateral still more. 
When the reverse process happens in periods of crisis, bank con­
traction can destroy this rapidly created value quickly and force 
still further liquidation, bankruptcies, and bank failures. Ade­
quately to control banking policy in this respect is one of the great 
economic problems of today. 

Many investment houses borrow upon securities temporarily 
when a new issue is being lioated. Frequently the investment 
house will buy up a new issue, securing the funds through a bank 
loan and pledging the new issue itself as collateral. When the 
securities are sold, they may be withdrawn, and other secmities 
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substituted or a part of the loan paid off. Much of this type of 
business is sound and legitimate, but when carried to excess fosters 
the issuance of new securities which are not sound investments. 
In their eager search for profits many banks have been more 
zealous than wise in this respect. 

Loans on warehouse receipts are sound if the commodity is 
stored temporarily only, while it is being marketed. But to lend 
on warehouse receipts to speculators who are holding commodities 
only because they hope to make profits from a rise in their prices 
will, if carried to excess, fan the speculative Bames unduly. When 
difficulties occur or the prices show signs of dropping, banks are in 
the habit of calling these loans suddenly. A speculator must dump 
his commodity on the market for what he can get in order to pay 
off his loan. In the period of lending, commodity prices may have 
been forced up greatly, causing businessmen to buy stocks of raw 
materials for their inventories at these high prices, only to have 
the dumping on the market by the speculators force prices down, 
lower the value of inventories, and cause great loss. POS8ibly the 
inventories themselves were accumulated on bank credit. In 
such a case a businessman may have difficulty in repaying a loan 
if a general fall in prices, profits, and incomes is engendered. 

Anyone who has personally experienced a real-estate boom, 
such as the Florida episode from 1924 to 1926, must realize how 
necessary it is to keep bank credit out of such frenzies. A small 
proportion of real-ilstate loans in a commercial bank's portfolio is 
not dangerous, but to place out large amounts on such collateral is 
nothing short of calamitous. The record of such loans during all 
our history, especially during 1918, 1919, and 1920 in the Middle 
West, and the years from 1925 to 1930 and the ensuing depression 
in tbe country as a whole, is such that no further elucidation is 
needed. 

What we have said applies primarily to commercial banks. 
Savings banks may properly lend large sums on good real-ilstate 
mortgages, since their deposits are not payable on demand. Great 
caution must, however, still be exercised in order to prevent loans 
in excess of a reasonable proportion of the estimated value of the 
real estate. Complications ensue when a commercial bank has a 
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savings department whose assets are mingled with the assets of 
the commercial division. While the funds from savings deposits 
may be placed in long-time loans of a different type from those 
granted by the commercial department, difficulty has frequently 
arisen in the case of a run on the bank. When this occurs, instead 
of continuing to payout its savings deposits on demand, as is done 
ordinarily, the bank is permitted to require its savings depositors 
to give thirty days' notice. This is called "freezing" the savings 
accounts. The bank, however, continuing to payout its demand 
deposits, may eventually be forced to close. In such a case the 
savings depositors may have withdrawn little from their accounts, 
while the demand depositors may have secured a 1arge proportion 
of theirs before the bank closed. So many incidents of this kind 
occurred during the great wave of bank failures between 1925 and 
1933 that many proposals have been made for the greater protec­
tion of depositors in the savings department of a commercial bank. 
It is argued that such hanks should be forced to live up to exactly 
the same requirements as govern hanks of a purely savings type. 
The assets behind savings deposits should therefore be segregated 
and not mingled with the assets of the commercial division, so 
that savings depositors should not lose proportionately more than 
demand depositors. There is much to be said in favor of such an 
amendment to our banking laws. 

Other I rwestm.ent&. It has been customary to speak of the cash 
on hand and in other hanks as a primary reserve, because it can 
be quickly used. Government obligations and certain other very 
high-grade bonds are designated as secondary reserves, because 
they can be turned into cash quickly in an emergency. The man­
agement of that part of a bank's portfolio which consists of such 
securities is a most difficult task. There is dange~ t~at .~ such 
investments hanks may finance a 1arge proportion -~ the fixed 
rather than the wor1cing capital requirements of industry. This is 
unavoidable to some degree, and it is proper that savings deposits 
should be used for such a purpose. The danger comes when large 
amounts of the assets behind demand deposits are in this form. 

Where a ready market exists for these securities, cash can be 
received for them quickly. But this is not the only consideration. 
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If bank credit finances the rapid expansion of a country's fixed 
capital in the form of producers' goods, difficulties will subse­
quently be encountered. Some authorities assert that liquidit1l of 
assets should be the chief test, and that at times high-grade bonds 
have been more liquid than commercial paper, because bonds can 
be sold at once, while commercial paper cannot be realized until it 
matures, unless it can be sold or rediscounted elsewhere. The fact 
remains, however, that so long as a banking system confines itself 
largely to the short-time financing of business, the chance of 
catastrophes is greatly lessened, for it will not then become 
"frozen" with paper of long-time maturities. It was the wide­
spread departure from this practice during the postwar years 
that was largely responsible for the collapse of our banking system 
early in 1933. 
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CHAPTER XVI 

THE BANK STATEMENT 

A bank statement is an accounting, either voluntary or com­
pulsory, rendered by a bank's officers to its shareholders, which is 
published for general information. The bank as an institution is 
lisble for all balances which have accrued against it in the course of 
business, and it is also lisble to the stockholders for the capital and 
for all profits which have been left in the business, whether carried 
to the surplus fund or not. Thus there are two kinds of liabilities, 
although they are generally put under a single head. All claims 
against assets which are not held by creditors naturally belong to 
the owners. Under the modern form of the balance sheet, how­
ever, it is difficult to determiue whether some of the items which 
appear under the general heading of liabilities are creditors' claims 
or shareholders' claims. Take, for example, the reserve account 
for contingencies. If no contingencies occur, then the amount set 
aside for this purpose reverts to the owners; but if contingencies 
do occur, then the amount represented by this account is lost to 
the owners. 

Since the primary purpose of this chapter is to explain the 
meaning and significance of the items appearing on the average 
commercial-bank statement, an actual statement of one of the 
largest New York City national banks, as of October 17, 1934, will 
be reproduced, and each item will be discussed"m...the order in 
which it appears. Although there are twenty-five items appearing 
on this balance sheet, there are numerous others which have been 
consolidated under the general heading of "Other Assets" and 
"Other Liabilities." For example, this is a national bank, and yet 
there is no separate liability item showing the volume of national­
bank notes which this bank, no doubt, has issued. A statement of 
a state bank will be given at the close of the chapter. 

349 
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Resources 
1. C8Bh and Due from Banks. • . , . 1362,470,689.16 
2. United States Government Obligations, direct 

and fully guaranteed . . . . . . . .. . 488,936,934.08 
3. State and Municipal Securities maturing within 

two years ....... ...... . 
4. Other State and Municipal Securities . . . 
5. Other Securities maturing within two years . 
6. Other Bonds and Securities . . . . . . . . 
7. Federal Reserve Bank Steck ....... . 
8. Loans, Discounts, and Bankers' Acceptances . 
9. Banking Houses . . . . . . . 

10. Other Real Estate . . . . . . 
11. Mortgages ......... . 
12. Custemers' Acceptanoe Liability 
13. Other Assets. . . . . . . . . 

Liabilities 

14. Capital- Preferred . 
15. Capital- Common. 
16. Surplus . . . . . . 
17. Undivided Profits. . 
18. Reserve for Contingencies . 
19. Reserve for Taxes, Interest, etc. .., "",:'f', 

20. Deposits. . . . . . . . . . .': . . 
21. Certified and Cashier's Checks . " .'. 
22. Acceptances Outstanding . . .' . . . 
23. Items in Transit with Branches .. . . 

67,699,693.83 
44,859,840.36 
17,911,892.58 
87,644,389.52 

8,160,000.00 
654,787,080.57 

40,232,811.24 
1,562,357.34 
4,178,020.72 

39,769,296.57 
8,448,344.81 

11,826,661,350.78 

$50,000,000.00 
100,270,000.00 
50,000,000.00 
16,399,877.32 
17,220,330.50 
1,428,109.69 

. 1,496,613,203.55 
44,181,060.60 
42,073,728.03 

1,706,006.56 
24. Liability .. Endorser on Acceptances and Foreign 

Bills .... . 
25. Other Liabilities . • . . . . . . . . . . . 

497,178.85 
6,271,855.68 

11,826,661,350.78 

United States government and other securities carried at 1153,-
840,812.87 are pledged te secure public and trust deposits and for other 
purposes required by law. 

Resources, or Assets. 1. Ca8h and Due !rum Banks. This 
item, of approximately $362,000,000, is made up of three so-called 
cash items. First, there is the amount of actual cash in the form 
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of coin and paper money which is being held in the vaults of the 
bank. This is sometimes referred to as "till money" because it no 
longer may be considered as part of the legal reserve for a bank 
which is a member of the Federal Reserve System. The question 
of the amount of cash which a bank should hold is merely one of 
keeping enough to meet the demands for cash by its depositors. 
Conservative banks will usua1ly keep a somewhat larger amount 
than the average cash drain. Past experience has shown that near 
the close of each week and during certain periods of the year, such 
as Easter, the Fourth of July, Thanksgiving, and Christmas, the 
cash withdrawals from the banks always exceed the cash deposits. 
SecmuJ" every member bank must keep with the Federal reserve 
bank of its district a deposit equal to a certain percentage of its 
own deposits, in this case 13 per cent of the demand deposits and 
3 per cent of the time deposits. This is the member bank's legal 
reserve, and no interest is paid on it by the Federal reserve bank. 
Third, almost every bank keeps accounts in other banks, prin­
cipally for the purpose of making remittances to those centers 
where it carries accounts, and likewise for the purpose of main­
taining a continuous correspondent relationship with other banks. 
Banks outside the larger centers usually have in the larger city 
banks deposits which exceed the deposits of city banks carried in 
the smaller country banks. This particular bank in New York 
City has, no doubt, fewer deposits in other banks than other banks 
have in it. Technically the deposits which this bank keeps in other 
banks are known as "due from" items, while the deposits of other 
banks kept in it are "due to" items. For all the banks of the 
country, of course, the "due from" items must equal the "due to" 
items, but the banks in the larger cities usually have larger "due 
to" items than "due from" items. Exchanges for the clearing­
house representing checks on other institutions which will be 
settled through the clearinghouse the following morning are like­
wise included in the "Cash and Due from Banks" item. The next 
five items represent ~he principal investments of this bank. 

B. United StaUB Government Obligationa, Direct and fully Guar­
anteed. By far the most important item in the investments of 
most commercial banks at the presen~ time is their holding of 
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United States government obligations. These obligations include 
long-term government bonds and short-term Treasury notes and 
certificates. 

S. State and Municipal Securities Maturing 'Within Two Years; 
4. Other Suue and Municipal Securities. Items 3 and 4 are the 
same type of security; but, since the maturity of one group is 
shorter than that of the other, a division has been made. There 
would be no particular advantage in having state and municipal 
securities that have a ready market mature within two years. 

6. Other Securities Maturing within Two Years; 6. Other Bonds 
and Securities. A similar division is made between items 5 and 6, 
which represent other bonds and securities, mostly bonds, because 
national banks are not permitted to purchase stocks except under 
very restricted circumstances. The investments of this bank total 
slightly more than $700,000,000, of which more than $500,000,000, 
or approximately 70 per cent, are United States government 
securities and approximately $113,000,000 are state and municipal 
securities; this leaves only a small percentage of investments 
which do not fall within these two classes. 

7. Federal Reserve Bank Stock. Federal reserve bank stock rep­
resents the subscription which this bank has made to the Federal 
reserve bank of its district. Every bank which is a member of the 
Federal Reserve System must subscribe to the capital stock of the 
Federal reserve bank of its district an amount equal to 6 per cent 
of its paid-in capital and surplus. Thus far only half of the sub­
scription, or 3 per cent of the bank's capital and surplus, has been 
called. This stock of the Federal reserve bank represents the first 
claim against the earnings of the reserve bank, and the dividend 
rate is 6 per cent. This dividend does not have to be paid each 
year, but thus far every reserve bank has done so, although in 
some cases a reserve bank has had to drew upon previously 
created surpluses in order to do so. In some respects this Federal 
reserve bank stock may be classified as an investment; but as 
long as this bank continues to be a member 01 the Federal Reserve 
System, which it must be if it is to operate as a national bank, then 
this stock may not be sold. It represents therefore an investment 
of a restricted nature. This bank and all-others holding Federal 

'. ';.; 
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reserve bank stock would, no doubt, be very much pleased if their 
other investments were paying as high a rate of return and were as 
free from risk as this one. 

Three per cent of ~ capital and surplus of this bank will not 
give the amount of Federal reserve bank stock which it is holding 
($200,270,000.00, which includes the preferred stock, multiplied 
by .03 equals $6,008,100.(0). This discrepancy is due to the regu­
lation which does not make it mandstory for a member bank to 
reduce its holdings of Federal reserve bank stock as a result of 
surplus reduction. It must, however, surrender a proportionate 
amount of this stock when it reduces its capital. The surplus of 
this bank, and also its capital, were reduced at the time it sold 
preferred stock to the Reconstruction Finance Corporation. 

8. Loam, Di8counts, and Bankers' Acceptances. The principal 
single earning asset item of almost every commercial bank, if the 
bank has been operating for a number of years, is loans and dis­
counts. This is true because the primary business of commercial 
banks is the granting of loans, and hence the creation of deposits. 

Loans and discounts consist chiefly of promissory notes, drafts, 
and bills of exchange, running for short periods, usually from one 
to three months, and executed by men engaged in active business. 
Inasmuch as the lisbilities of a commercial bank are payable on 
demand, it cannot safely make loans for long periods, although it 
may renew short-term loans from time to time. Promissory notes 
may be executed by a person, firm, or corporation and offered for 
discount without any other security. Such notes are known as 
single-name paper. A promissory note drawn by A to the order 
of B, endorsed by the latter, and offered for discount is called 
double-name paper, since both A and B are jointly and severally 
lisble for its payment. ' 

The usual practice when the loans of commercial banks are 
reported is to divide them into two principal groups: first, loans 
on eecurity or collateral; and second, all other loans.' As of 

I It ill not pooaib1e to ......... up-to-the-minute figures for aU the bank. in 
the United StItes, or even for aU the member banks, but it is possible to 
......... weekly figures for the member bank. in ninety-one of the principal 
cities of the United States. These banks are known as the reporting member 
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December 1, 1934, reporting member banks had total loans of 
$7,745,000,000, divided as follows: 

Loans on security ...... . 
Acceptances and commeroial paper 
Loana on real estate . . . . . . 
All other loans . . . . . . . . . 

13,115,000,000 
444,000,000 
979,000,000 

3,207,000,000 

It is common practice for the item "All other loans" to be 
referred to as commercial loans. It does not necessarily follow 
that unsecured loans are more commercial in nature than loans 
on securities; but before a commercial bank is willing to ad­
vance funds on the basis of unsecured promissory notes, it wants 
to feel that the project to be undertaken by the borrower is self­
liquidating. The commercial banker, however, may be less cau­
tious about the use to which the borrower may put the funds 
which he has obtained from the bank on the basis of collateral 
of which the market price is at least equal to the face amount of 
the loan. Students of business and finance, therefore, watch the 
movement of "All other loans" very carefully, especially during 
such periods as 1933 and 1934, when loan expansion on the part of 
commercial banks seemed so vital to business recovery. 

Before granting a loan a bank usually considers what has been 
called the "three C's" of the borrower ~ his Capital, his Capacity, 
and his Character. Bankers have frequently stated that they 
considered character more important than a borrower's capital 
or his ability to use effectively the money which he borrows. A 
private banker was once quoted as saying that he would lend 
$1,000,000 to a single individual on the security of his character; 
but critics have hastened to point out that there is no record of his 
having made such a loan. During recent years a fourth C has 
been added, the amount of Collateral which the borrower can 

banks. As of the close of 1933, the total loans and investments of reporting 
member banks amounted to approximately 117,000,000,000, while all member 
banks' loana and investments were approximately S25,OOO,OOO,OOO, and the 
loans and investments of all the banks in tbe United States, including both 
the member and the nonmember banks, but excluding mutual savings banks, 
were approximately $30,000,000,000. Tbe figures for reporting member 
hanks are therefore inclusive enough to sbow general trenda, and it is po88ible 
to secure figures on them about a week after the date whieh they rep ...... t. 
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furnish. The most astute loan officer usually does not have to say 
"No" to prospective borrowers whom he does not consider good­
risks; rather he sets up such requirements as are necessary for the 
protection of the bank, and then allows the customer to discover 
for himself that he cannot fulfill these requirements. 

Item 8 of this national-bank statement includes bankers' ac­
ceptances. Acceptances are one of the best types of short-term 
paper, and for this reason the rates on them are usually lower than 
the rates on loans. Losses on acceptances during the depression 
period were negligible. In addition the Federal reserve banks 
stand ready to purchase bankers' acceptances at any time in un­
limited volumes and usually at a rate below their rediscount rates, 
so that the liquidity of acceptances is assured. 

If aggregate investments are considered, this bank has a 
slightly smaller volume of loans than investments, $655,000,000 of 
loans and discounts and over $700,000,000 of investments. Four 
and a half years previous to the date of this statement the loans 
and discounts of this bank were almost three times as large as its 
investments. 

Although the shift which has taken place in the proportion of 
loans and investments of this bank during the last four and a half 
years is somewhat more pronounced than that for all the banks of 
the country, it illustrates a tendency which is true for all banks. 
The volume of loans and the volume of investments (in billions of 
dollars) of reporting member banks as of December of each year 
since 1921 and the percentage which the loans were of the total 
loans and investments are given' in the table at the top of 
page 356. 

Beginning in 1930 the percentage that loans bore to total loans 
and investments has declined very rapidly, until in November, 
1934, only 43 per cent of all loans and investments of the reporting 
member banks was made up of loans as against 77 per cent for 1921. 
There was little change in this percentage, however, before 1930. 

As has previously been stated, loans are made up principally of 
security loans and "all other," or commercial, loans. The per­
centage which .. all other" loans of the reporting member banks 
was of total loans as of December of each year since 1921 is given 
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TOTAL LoA,.' PllllCurr ... O. 
TO'I'ALLoAQ T ...... LoAn cw TOI'u 

YUB A"" .t.KDDrIlCOOJlft lJov ........... Lo ..... AD 00&l1'1'1li ....... lIlY ........... 

1921. 14.76 11.31 U46 76.6 
1922 . 15.79 11.25 4.539 71.2 
1923 • 16.38 11.93 4..458 72.8 
1924 . 18.53 12.91 5.612 69.7 
1925 . 19.40 14.0l 5.393 72.2 
1926 . 19.90 14.38 5.521 72.3 
1927 . 21.25 15.35 5.900 72.2 
1928 . 22.19 16.29 5.899 73.4 
1929 . 23.14 17.M 5.604 75.8 
1930 . 23.32 16.52 6.800 70.8 
1931. 20.86 13.35 7.506 64.0 
1932. 16.82 8.912 7.907 53.0 
1933 . 16.62 8.457 8.163 50.9 
1934 (Nov.) 17.76 7.713 10.049 4.3.4 

in the following table (the loan and discount figures represent 
billions of dollars) : 

TOTAL LoAM8 AND ALL OrB.a LoAMI 
P.JtCCIITAO. 

YUH Onma LoA.' O' 
DI8COOJf'l'8 ..., DllICODlnW 

TOTAL 1.0 ... 

1921 . 11.31 7.708 68.2 
1922 . 11.25 7.233 64.3 
1923 . 11.93 7.940 00.6 
1924 . 12.91 8.194 63.5 
1925 • 14.01 8.423 60.1 
1926 . 14.38 8.810 61.3 
1927 . 15.35 8.870 57.8 
1928 . 16.29 9.150 56.2 
1929 • 17.M 9.649 55.0 
1930 • 16.52 8.747 52.9 
1931 • 13.35 7.54.3 56.6 
1932 . 8.912 5.119 57.4 
1933 • 8.457 4.862 57.5 
1934 (Nov.) • 7.713 U05 61.0 

Except for the years 1929 and 1930 the percentage which com­
mercialloans were of the total loans Buctuated only between fairly 
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narrow limits, in spite of the facit that total loans declined approxi­
mately 56 per cent between December, 1929, and November, 1934. 

9. BMI1cing HOIJ,8U. The item "Banking Houses" is self­
explanatory. It includes not only the home-office building of this 
bank in New York City but also a number of branch-office 
buildings. 

10. OIlIer Real Estate. National banks are not allowed to own 
real estate except for their own use, but they may take such prop­
erty for unpaid loans previously made in good faith. The item of 
approximately $1,500,000 appearing on this balance sheet repre­
sents real estate which has been acquired through foreclosures of 
mortgages or liquidation of loans. Even real estate taken over in 
this manner must be disposed of within a period of five years. 

11. Mortgages. Between 1863 and 1913 the national banks of 
the United States were not allowed to grant loans on real estate. 
The Federal Reserve Act provided for the granting of loans on 
real estate under very limited terms, and the McFadden-Pepper 
Act of 1927 liberalized these provisions.' In comparison with its 
total loans this national bank has made a negligible volume of 
loans on real estate. 

11. CUlitomer'a Acceptance Liability. When a bank accepts a 
draft drawn upon it in connection with a commercial letter of 
credit or otherwise, it assumes a lisbility to honor the acceptance 
at maturity. But, in turn, the bank has the obligation, either se­
cured or unsecured, of its customer to provide the funds at ma­
turity. Theee obligations of the bank's customers appear on the 
&BBet side of the balance sheet under the heading "Customers' 
Acceptance Liability." Here again is an item which has appeared 
on the balance sheet of national banks only since 1913. Before 
that date the national banks were not allowed to act as acceptors. 
The customer's lisbility under acceptances mayor may not be 
secured. When a commercial letter of credit is granted, the trust 
receipt is frequently used, which in general is a legal instrument 
signed by the bank's customer; in this way the customer be­
comes the agent of the bank in the sale of the goods which were 

ter 'n~c."eIevant provisions of the McFadden.Pepper Act are given in Chap-
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purchased under the acceptance agreement. The hank is therefore 
the owner of the goods, and, as the customer sells them, he must 
credit all sums received to the bank, which in turn will use them 
to pay the draft at maturity. Any type of collateral which may be 
used for securing a bank loan may likewise be used for seourlty 
pledged to satisfy the customer's liability to the bank under 
acceptances. 

13. Other Assets. "Other Assets" no doubt includes accrued 
interest on customers' loans, and this may be a relatively impor­
tant asset item for banks. Accrued interest is an item which arises 
when the straight interest method rather than the discount 
method is used by the bank in granting loans to its customers. 
Assume, for example, that Mr. A borrowed $100 from this bank, 
on April 17, 1934, for one year, agreeing to pay back $106 on 
April 17, 1935. This balance sheet gives the condition of the bank 
as of October 17, 1934. Six months have elapsed since this loan 
was granted, and $3 of the $6 interest has been earned. Therefore, 
in our example, the bank would have in its October statement an 
accrued-interest-receivable item of $3. Prepayments, which are 
similar items, may likewise be included in this group of miscel­
laneous assets, and also items in transit, sometimes referred to as 
uncollected items. 

Liabilities. By far the most important single liability item is 
deposits. In the case of the balance sheet shown at the beginning 
of this chapter deposits constitute OV!er 80 per cent of the total 
liabilities. Next to deposits come a number of items which repre­
sent claims of the owners. In a general sense these owners' equi­
ties - proprietorship, or net-worth, items - are liabilities, because 
they represent the difference between the total assets and the 
claims of the creditors. In more technical language proprietor­
ship items are frequently not referred to as liabilities but merely as 
the claims of the owners. In the modern balance sheet it is ex­
tremely difficult to differentiate between items which represent 
claims of the owners and items which represent claims of creditors. 
Capital stock (common), surplus, and undivided profits are clearly 
claims of owners, but all reserve items are much more difficult to 
classify, and likewise the preferred-capital-stock item. 
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Each item on the liability side of the baJance sheet of the na­
tional bank whose statement is given at the beginning of this 

• chapter will be discussed separately and in the order in which it 
appears. 

14. Capital- Preferred Stock. Before the formation of the Re­
construction Finance Corporation, in January, 1932, national banks 
were allowed to issue only one kind of stock, and it was not possible 
for them to issue any bonds. When provision was made, however, 
for loans to be made to the banks by the Reconstruction Finance 
Corporation, it was provided that the claims of the Reconstruction 
Finance Corporation should come ahead of those of the owners of 
the bank. The amount lent by the Reconstruction Finance Cor­
poration to the banks is usually referred to as preferred stock, 
notes, or capital debentures. In our particular case the bank has 
received a loan of $50,000,000 from the Reconstruction Finance 
Corporation. This claim against the bank is second to depositors' 
claims, but comes ahead of the claims of the owners. 

There has been a great deal of discussion as to whether this 
so-called preferred stock should be included as a part of the bank's 
capital. For certain technical reasons it is necessary to reach a 
decision as to whether or not the loans made by the Reconstruc­
tion Finance Corporation constitute a part of the bank's capital. 
National ba.nks, for example, are not allowed to lend more than 
10 per cent of their capital and surplus to anyone borrower, and 
they are required to subscribe to the capital stock of the Federal 
reserve bank of their district an amount equal to a certain per­
centage of their capital and surplus. For these and other reasons 
it is necessary to decide whether or not preferred stock or capital 
debentures should be considered as part of the bank's capital. 

In the November, 1934, issue of the Federal Reserve Bulletin 
this question is settled for state member banks in the following 
manner: 

In a ruling issued under date of November 8, 1933, the Board e"­
pressed the belief that it was the purpose of the Congress in authorizing 
the purchase by the Reconstruction Finance Corporation of debentures 
and capital notes from State banks to provide capital funds for such 
hanks, and stated that it would consider the proceeds of such capital 
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notes or debentures as capital funds of State banks and as part of the 
unimpaired capital required of such banks for admission of such banks to 
membership in the Federal Reserve System. By the act of June 16, 1934, • 
section 9 of the Federal Reserve Act was amended to provide that, for 
the purposee of membership of any State bank, the terms capital and 
capital stock sh&1l include the amount of outstanding capital notes and 
debentures leg&1ly issued by the applying bank and purchased by the 
Reconstruction Finance Corporation. In view of its previous ru1ing and 
of the subsequent amendment to said section 9, the Board is of the 
opinion that capital notes and debentures leg&1ly issued by State member 
banks and purchased by the Reconstruction Finance Corporation should 
be considered as capital or capital stock in determining limitations under 
the aforesaid sections of the Federal Reserve Act and under section 210 
of the Agricultural Credits Act of 1923. However, since the abov ... 
mentioned amendment to section 9 of the Federal Reserve Act does not 
refer to capital notes and debentures sold to others than the Recon­
struction Finance Corporation, it is the view of the Board that any notes 
or debentures not sold to the Reconstruction Finance Corporation may 
not be included in determining the limitations under said provisions 
of law. 

All loans made by the Reconstruction Finance Corporation to 
national banks are carried on the balance sheets as preferred stock. 
This preferred stock does not incur double liability. The law of 
March 24, 1933, states that the Reconstruction Finance Corpora.­
tion may not purchase preferred stock of state banka which do 
carry double liability, but it may pUl'(lhase capital notes and d&o 
bentures of such banka. The Emergenoy Banking Act of March, 
1933, states that the word "capital" as used in the National 
Banking Act shall include both unimpaired common and pre­
ferred stock. The preferred stock of national banka and the capital 
debentures and notes of state banks are both, therefore, considered 
as part of the bank's capital. 

From a nontechnical point of view it is difficult to decide 
whether or not the capital notes and debentures of the banka 
should be considered as a part of their capital. In the nonfinancial 
corporation, bonds are not considered as part of the owners' capi­
tal, and it may be contended that the capital notes are in the same 
relative position for the banka as the bonds are for the corporation. 
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This does not seem to be exactly the case, however, since many 
bonda have first liens against specific parts of the corporate prop­
erty, while, in the case of the preferred stock and capital deben­
tures held by the Reconstruction Finance Corporation, deposita, 
which usually amount to about four fifths of the total aBBets of a 
commercial bank, must be paid in full before the holders of 
preferred stock and capital debentures are allowed any share in 
the_tao 

16. Capital- Common Stock. The stock represented by the 
$100,270,000 account under the heading "Capital - Common" 
is the only kind of stock which national banks were allowed to 
issue before 1932. In the Bank Act of 1933 it was provided 
that double liability for national banks should no longer apply 
to stock issued by banks subsequent to the passage of the law. 
Common stock in existence previous to June 16, 1933, however, 
continues to bear double liability. This provision was the result 
of a somewhat unaucceBBful experience by the closed national . 
banks of this country in collecting amounts due under the double­
liability feature. Only 30 per cent of the aBBeBBmenta against 
all stockholders of national banks which had gone into receiver­
ship between 1863 and the close of 1932 was collected. 

18. Surplus. The surplus account usually represents the claim 
of the owners against the profits of the bank which have been 
reinvested in the busineaa. In the case of the balance sheet of the 
national bank under survey, the surplus amounts to approximately 
half as much as the common stock, and is equal to the amount of 
preferred stock. It is not at all unusual, however, for the surplus 
account of banks to be larger than the capital-stock account. This 
situation is peculiar only to banks, and not to other types of cor­
porations. Capital stock and capital debentures of all member 
banks as of the close of 1933 were $2,400,000,000, while surplus 
and undivided profits were approximately $2,100,000,000. As of 
December 31, 1932, however, the surplus and undivided-profits 
accounta of member banks exceeded the capital-stock account. 

One of the reasons for the large surplus accounts of banks would 
seem to be that these accounts are a way of increasing capitaliza.­
tion without incurring the double liability which goes with expan-
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sion by means of the issuance of common stock. That is to say, 
the owners of a bank may allow their profits to remain in the busi­
ness, and thereby increase their claims against the bank without 
incurring any additional liability. This same reason, no doubt, 
accounts for the relatively high prices of bank stocks, especially of 
those of banks in our larger cities. At one time, in 1929, the stock 
of one of the larger New York City banks sold for more than 
$8000 a share, and there were several cases of New York City 
banks' stocks selling for more than $1000 a share, par being $100. 

The National Banking Act requires that the surplus of a na­
tional bank must be equal to at least 20 per cent of its capital 
before it may disburse dividends to its stockholders. For this 
reason a number of national banks have begun operations with a 
surplus. This may be done by selling the stock at a premium. 
For example, if the stock has a par value of $100, the bank may 
sell it for $120, and thereby create a surplus equal to 20 per cent 
of its capital. This is one of the outstanding cases of a surplus 
which does not arise through reinvested earnings. 

17. Undivided Profits. The claim of the owners whioh is repre­
sented by the undivided-profits account is very similar to that of 
the owners' claim represented by the surplus account. The prin­
cipal difference is that once the earnings have been transferred to 
surplus, there would seem to be a definite expectation of leaving 
them in the business. The undivided-profits account, however, as 
the name implies, is a reserve which may be used at a later date 
for the payment of dividends to own~rs during periods when the 
dividends have not been fully earned. In other words, undivided 
profits may be later divided. Both the surplus and the undivided­
profits accounts, however, represent claims of owners which must 
necessari1y be reduced in case of a shrinkage of assets, if there are 
no other special reserve accounts to take care of the shrinkage. 

18. Reserve Jor Contingencies. The total resources of the bank 
under survey are approximately $1,827,000,000. There is a Ii&­
bility account called .. Reserve for Contingencies" of approximately 
$17,000,000. The principal purpose of this liability account is to 
allo'lll for a shrinkage - perhaps it should be said, an expected 
shrinkage - in some of the asset accounts. Suppose, for example, 
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that among the loans and discounts are some which may be con­
sidered doubtful. Some investments may likewise be in danger 
of defaulting. This bank has made provision to take care of 
assets up to $17,000,000 which it may later have to write off 
the books. So long as the shrinkage does not take place in the 
assets for which this account is primarily set up, then it may be 
said that the reserve for contingencies is a claim of the owners. 
H a bank, therefore, is ultraconservative, and sets up a larger 
contingency account than is later needed, then at least part 
of tbe reserve for contingencies is clearly a proprietorship ac­
count. 

19. Reserve J{f/" Taxu, [merest, etc. This account, of approxi-· 
mately $1,500,000, set aside for future payments on taxes, interest, 
etc., can be more definitely estimated than the reserve needed for 
contingencies. A bank knows fairly accurately the amount of 
taxes and interest which it will be called upon to pay in the 
future. It can therefore make provision for the payment of these 
obligations in advance, at least in tl).e sense of showing on the 
balance sheet that these expected obligations must be segregated 
from the proprietorship items. It would seem therefore that this 
type of account is usually not a part of the owners' claims. 

In any business organization one of the most important con­
siderations is the amount of funds which the owners should fur­
nish in order adequately to take care of a given volume of busi­
ness. The fact that the owners usually do not furnish all the 
funds necessary to the conduct of the business has given rise to 
the expression "trading on the equity." During the depression 
a great deal was said about the equities being too .. thin" in 
organizations which later were forced to the wall, but very little 
has been suggested in the way of banking reform which would 
increase the amount of the owners' equities in banks. 

In the case of the national bank under consideration the 
owners have claims (including preferred stock, but excluding the 
reserve accounts) of approximately $217,000,000, while total 
assets equal approximately $1,827,000,000. The owners have 
therefore & claim against approximately 12 per cent of the assets. 
In most other forms of corporate organization this percentage 
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runs much higher. A rough summary of the equity percentages 
in various types of business follows 1 : 

TDII OJ' COMPANY 

Banks .... 
Indust.rials .• 
Railroads •• 
Public Utilities 

Telephone 
Gas .... 
Electric •• 

EQUlTY 
PmBCIlNTAO. 

13 
83 
45 

71 
50 
45 

The importance of this small equity percentage for banks 
would seem to be that, since loans and investments make up 
about 80 per cent of a commercial bank's assets, a shrinkage of 
about 17 per cent in loans and investments would wipe out all 
the claims of the owners. Even before all the proprietorship ac­
counts were wiped out, certain difficulties would arise as soon as 
the bank's capital stock was impaired. Is it sound, then, for the 
commercial banking business to be built on the basis that serious 
difficulty will arise whenever the principal assets shrink 17 per 
cent? The experiences of the past few years seem to indi­
cate that it is necessary for banks to have a thicker equity 
to take care of asset shrinkage during 'depression periods. This 
shrinkage may have been abnormally great during recent years, 
but it is abnormal conditions for which banks should prepare. 
Even government bonds declined approximately 12 per cent dur­
ing the latter half of 1931, and domestic corporation bonds de­
preciated some 25 per cent. We now have for national banks 
minimum capital requirements, but would it not be more helpful 
to have a minimum ratio between the volume of deposits and 
the amounts represented by the proprietorship accounts?' 

1 U Owners' Equity in Banks and in Other CorporatioD8," by Lewis A. 
Froman, Joumal. of 8""';""8 of the Univerlity of Chicago, January, 1934. 
The dates of the equity percentages vary from 1927 to 1931. This article 
gives a much more complete discu.osion of the subject than is included here. 

• Dean Chester A. Phillips of the Univereity of Iowa suggested in • paper 
read before the American Economic Association meeting in Chicago in De­
cember, 1934, that the deposits of hank. having a high ratio between pro­
prietorahip accounts and deposits should be insured to a greater _t than 
the deposits of hanks with lower ratios. 
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SO. Deposits. There are several conventional ways of classi­
fying the deposits of a commercial bank. First there are time and 
demand deposits. A demand deposit is usually defined as one 
which may be withdrawn upon demand, while a time deposit 
may be defined as one that legally gives the bank the right to 
require a number of days notice, usually thirty, before a depositor 
may make withdrawals from his account. Most banks, however, 
have not resorted to their legal right of requiring notice before 
time deposits may be withdrawn, because, if a bank did, sus­
picion would probably immediately fall upon it, and all its 
depositors would give the legally required notice. For all practical 
purposes, therefore, time deposits may be withdrawn as readily 
as demand deposits in ordinary times. 

There is a decided difference in the reserve requirements which 
are necessary for demand deposits as against those required for 
time deposits. Member banks must keep 7, 10, or 13 per cent 
reserve, depending upon the size of the city in which they are 
located, against all demand deposits, but only 3 per cent against 
all time deposits. This provision, no doubt, has been one of the 
leading factors contributing to the ehift during the last decade 
in the proportion of time and demand deposits. 

As of the close of 1923 the member banks of the United States 
held $23,815,000,000 in deposits, of which approximately 64 per 
cent were demand deposits.' As of the close of 1932 member 
banks had deposits of $23,943,000,000, of which 56 per cent were 
demand deposits. The table on the following page gives the year­
by-year percentage which demand deposits were of total deposits. 
The fa1ling off of time deposits during 1933 while demand de­
posits remained about stationary causes the percentage of demand 
deposits to regain a portion of the ground w~iCti. it had steadily 
lost since 1923. e:., '> 

Demand deposits may be BIlbdivided into primary aiirlderiva­
tive deposits. A primary deposit is one which arises as a result 

I This total deposit figure and the total deposit figuree of the following 
table do not include United Statse deposits, or certified and cashiers' or 
tre&8urerB' check. outstanding or due to Federal reserve bank. or due to 
bank., bankera, or trust companiea. 
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YEAR 
(as of December 31) PICBCBNTAoa 

1923 63.67 
1924 62.98 
1925 62.81 
1926 60.65 
1927 58.73 
1928 58.42 
1929 58.76 
1930 00.36 
1931 00.92 
1932 60.93 
1933 59.00 

of a customer's depositing in his bank cash or checks drawn upon 
other banks. Derivative deposits are those which arise as the 
result of loans made to customers. The second group is, of course, 
a great deal more important than the first; for, if deposits re­
sulted only from the placing of cash funds with the bank for safe 
keeping, then the total volume of deposits would be very much 
less than is the case at the present time.' There was a total of 
approximately $5,500,000,000 of money in circulation at the close 
of 1934, while commercial banks had deposits of approximately 
$38,000,000,000. Banks hold only a portion of the money in 
circulation, probably less than half; therefore their deposits are 
many times greater than their cash holdings. 

Since the banking crisis of 1933 it has been suggested that com­
mercial banks be required to keep a 100 per cent cash reserve 
behind deposits. Unless more paper money were issued, the im­
mediate effect of this proposal would be to wipe out about 95 per 
cent of the present volume of depositlj. A variation of this pro­
posal would require a 100 per cent reserve against deposits, but 
would allow the reserve to take the form of government bonds; 
still another variation suggests tha~ the government issue green­
backs to the banks in exchange for their present assets. Derivative 
deposits are made possible because all depositors usually do not 
ask for the total of their accounts in cash at the same time. This 
system is not unique in the United States; it is used to a greater 
or Jess extent in almost every leading country in the world. 
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Bl. Certi;fieLl mid Ca8hieT's Ch£cks. The bank under review bere 
bad, as of October 17, 1934, approximately $44,000,000 of certified 
and cashier's checks outstanding. lmy large bank, especially one 
doing an international business, is called upon to furnish funds to 
persons who wish to make purchases in other centers. If, for 
example, an inhabitant of New York City wishes to spend some 
time in Paris, France, he may go to his bank and ask for a cashier's 
check or for a number of such checks, which he may cash in Paris 
as he needs funds. Since these checks are payable to him, they 
cannot, if stolen, be cashed by others, and a second check will be 
issued in case the first is lost or destroyed. 

Certified checks are usually those drawn by a customer of a 
bank and certified for payment by one of the bank's officers, so 
that, in a sense, certified checks are guaranteed by the certifying 
bank. The amounts of such checks 8.l'6 deducted from the cus­
tomer's account at once. If any 1088 is incurred, the bank is liable j 
so it sets up this liability account until the check has been paid. 

BB. Acceptances Outstanding. On the asset side of the balance 
sheet there appears the item "Customers' Acceptance Liability." 
It was explained in diseussing this asset item that it Brose because 
of the customer's liability ta pay the bank the face value of an 
acceptance at tbe time of its maturity. Whether or not, however, 
the customer does pay the bank at maturity, the bank is still not 
relieved of its liability to pay j therefore the acceptance item on 
the liability side of the balance sheet is, in a sense, the counterpart 
of the customer's liability, which is an asset. In this case, bowever, 
it will be noted that the liability item is greater than the asset item, 
$42,000,000 as against $40,000,000. The reason for this difference 
is that in some cases customers have paid the bank before the ma­
turity of their acceptances, and therefore their fiability is canceled, 
but the liability of the bank remains. In most balancj!.sheets it 
will be found that these two items are exactly equalfu amount. 

ea. ltemtr in Transit with Branches. There appears on the bal­
ance sheet of the national bank under consideration a liability 
item of a relatively small amount under the heading" Items in 
Transit with Branches." Items in transit with branches include 
all those transactions between the head office and the branches 
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which will result in a claim against the bank as soon as the items 
reach the branches. While they are in transit, therefore, they are 
included as liabilities. For example, a branch office may receive 
from a customer a foreign-bond coupon for collection. As soon as 
the head office receives payment, it instructs its branch to pay the 
customer. It is this notice instructing the branch to pay its cus­
tomer which gives rise to the liability item discussed here. Most 
of these items are no doubt in transit to foreign branches rather 
than to local branches in New York City. These items are just 
the opposite of items in the process of collection, which are assets. 

24. Liability a8 Endarse7" on Acceptances and Foreign BiUs. In 
addition to accepting drafts drawn upon it, this national bank has 
endorsed a few acceptances and foreign bills. Since this endorse­
ment means that it will have to pay if the drawee does not, it is 
included as a liability item. 

25. Other Ljalrilities. Among the more important items which 
would appear as other liabilities on the balance sheet of a.national 
bank would be national-bank notes outstanding, rediscounts with 
the Federal reserve bank, and accrued dividends payable. These 
items need not always appear, because the bank may not be in­
debted to the Federal reserve bank; and some national banks do 
not issue national-bank notes. If the balance sheet were struck on 
the same date as the payment of the bank's dividends, then there 
would be no item for accrued dividends payable. When such an 
item appears, it is for the accrued dividend from the beginning 
of the dividend-payment period to the date of the publication of 
the statement. There was a time when outstanding notes were 
an important liability for a national bank, but the issuance of 
notes is now a minor function. 

At the bottom of the balance sheet is a note which states that 
this bank has pledged $154,000,000 of its United States govern­
ment and other securities to secure public and trust deposits and 
for other purposes required by law. For example, if this bank has 
deposits of the postal-i!&vings system, it must pledge some of its 
bonds as security. Some government, state, and county deposits 
likewise require security collateral. Although pledged in this 
manner, these securities are still ca.rried as assets. 
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The Balance Sheet of a State Member Bank. At the present 
time balance sheets of state member banks a.nd national banks are 
very similar, as the following balance sheet (as of September 30, 
1934) of one of the largest state member banks of New York City 

Cash on Hand, in Federa.I Reserve Bank, and Due 
from Banks and Bankers . . . . . . . . . 

Bullion in Foreign Branches. . . . . . . . . 
United States Government Securities. . . . 
Notes of Reconstruction Finance Corporation 
Public Securities. . . . . . . . . 
SI<>ck of the Federa.I Reserve Bank . 
Other Securities . . . . . . . . 
Loans and Bills Purebased . . . 

1222,427,916.51 
686,293.00 

470,180,329.51 
20,000,000.00 
73,034,836.97 
7,800,000.00 

21,554,260.64 
611,462,636.10 

Credits Granted on Aeceptances. . 
Bank Buildiogs . . . . • . . . • 
Other Rea.\ Estate • . . • • • . . 
Rea.\-Estate Bonds and Mortgages . 
Accrued Interest and Accounts Receivable 

36,207,929.09 
13,883,422.39 

97,635.74 
2,610,283.32 

.~!28,oo4.25 
11,497,373,747.52 

Capital •.••• 
Surplus Fund . . 
Undivided Profits 

Liabilities 
190,000,000.00 
170,000,000.00 

7,167,463.99 
1267,167,463.99 

Dividend Payable October I, 1934. . • . . . .. 4,500,000.00 
Accrued Interest, Miseellaneous Accounts Payable, 

a-rve for Taxes, ete. . . . . . . . . . • .. 7,891,491.44 
lteme in Transit with Foreign Branch.. ... . • 242,536.49 
Acceptances. • . . . . . . . . . 189,978,330.35 
Less: Own Aeceptancee Held for 

Investment • • . . . . . . .. 53,770,401.26 
36,207,929.09 

Liability 88 Endorser on Acceptances and Foreign 
Bills • . • . • . . . . . . . . • . 269,145.00 

Deposits • . . . . . 11,166,177,094.42 
Outstanding Check. . . . • .. 14,918,087.09 

2,!!!1,095,181.51 
~,747.5~ 
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will show. About the only item which could not appear on the 
balance sheet of a state member bank that frequently appears on 
the balance sheet of a national bank is a liability item showing the 
amount of nationsl-bank notes. outstanding. State banks may 
issue notes, but since 1865 the tax has been prohibitive. Although 
'this bank is a so-called trust company, it will be noticed that the 
items are very similar to those of the national bank. 

It will be noticed that t.here is no preferred-stock or capital­
debentures item for this company. This does not mean that 
state banks did not have access to the loans of the Reconstruction 
Finance Corporation, for in this particular case there was 
$20,000,000 of preferred stock prior to July 1, 1934, at which 
time this trust company paid off the loan which it had received 
from the Reconstruction Finance Corporation. The $20,000,000 
asset item listed under the heading .. Notes of Reconstruction 
Finance Corporation" had no connection with this former pre­
ferred-stock item. It represents bonds or notes which the Recon­
struction Finance Corporation has issued and which have been 
purchased by this bank as an investment. 

A Small National Bank. Thus far our examples have been 
confined to large banks and to banks located in New York City. 
Their borrowers are principally industrialists and security deal­
ers. The smaller banks of the Middle West and South, which 
deal primarily with agricultural borrowers, present resources and 
liabilities of a different nature from those of the larger Eastern 
banks. The following balance sheet (as of December 31, 1934) of 
a small Middle Western national bank will illustrate these differ­
ences. This bank has been in existence for more than fifty years. 

A total of $122,500 of government sec~ties are pledged against 
circulating notes, government and postal-savings deposits, and 
deposits of states, counties, and school districts. 

The most striking difference between this balance sheet and the 
ones previously presented is the relatively low volume of loans 
and discounts. Only 13 per cent of the assets of this hank are in 
the form of loans and discounts, while nearly 40 per cent of the 
resources of the two New York City banks were in this form. The 
lending business of this small commercial bank, therefore, is sec-
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Loans and Discounts . . . . . . • . . . . . . . . . 
United States Government Obligations, direct and fully 

guarant.-l. . . . . . . . . . . . . . . . . . . . 
Other Bonds, Stocks, and Securities . . . . . . . . . 
Banking HOIl8e, $18,500.00. Furniture and Fixtures, 

52,000.00 •...•........... 
Real Estate Owned Other than Banking HOII8e 
llA!serve with Federal Reserve Bank . . . . . . . . . 
C .. h in Vault and Balances with Other Banks. . . . . 
Redemption Fund with United States Treasurer and Due 

from United States Treasurer 
Other Assets. . . • • • • . . . . • • • • • • • . 

Capital Stoek . • . • . • 
Surplus ....••... 
Undivided Profits .... 

Liabilities 

Circulatmg Notes Outstanding. . . . . . . . . . . . 
Dividends Declared but not yet Payable, and Amounts 

Set Aside for Dividends not Dec1ared. . . • • . . . 
Demand Deposits, except United States 

Government Deposits, Public Funds, and 
Deposits of Other Bank. . . . . . . . 5211,630.11 

Time Deposits, except Postal Saving!, Public 
Funds, and Deposits of Other Banks .. 85,126.35 

Public Funds of States, Counties, School 
Districts, and Other Subdivision. or 
Municipalities . . . . . . . . . . .. 16,265.04 

United States Government and Postal-Sav-
ing! Deposits . . . . . . . . . . .. 47,369.92 

Deposits of Other Bank., including Certified 
and C .. hiers' Checks Outstandinll 2,369.24 

Total Deposits. . . • • . • . . . . • . 

371' 

$80,352.65 

196,725.00 
82,543.08 

20,500.00 
5,700.00 

35,758.63 
51,505.79 

2,500.00 
704.43 

$476,289.58 

$50,000.00 
10,000.00 
2,538.92 

50,000.00 

1,000.00 

362,750.66 
$476,289.58 

onciary to its investment business. Investments constitute nearly 
60 per oent of its assets, and cash plus deposits in other banks (in­
cluding the reserve in the Federal reserve bank) amount to more 
than loans and discounts. H this situation continues, it will be 



372 MONEY AND BANKING 

necessary to revise the statement usually made, to the effect that 
the principal business of the commercial bank is that of granting 
loans and hence creating deposits. 

REFERENCES 

Banki"l/ FundamentaU. American InBtitute of Banking. 
BRADroao. Banki"l/. Longmans, Greeo It Co. 
EBZBSOLE. BanJo Manag......t, a Case Book. McGraw-Hili Book Company. 
GARIS. Princip/eB of Money, Credit and Banki"l/. The Macmillan Company. 
HARB and HARRIS. The Theory and Prattico of Banki"IJ. McGraw-Hili 

Book Company. 
HAZELWOOD. The Bank and ita Diredoro. The Ronald Press. 
MAlOB. The Dutia, Reap<m8ibililia and Li4bilitiea 0/ Bank Director.. The 

Macmillan Company. 
MILLET. Bank A udita and E:mminationo. The Ronald Press. 
RoDKEY. The Banki"l/ Pro«u. The Macmillan Company. 
ScIlWUIJlT. The Eztenaion of Bank Credit. Houghton Mifilin Company. 
STEINER. Money and Banki"l/. Henry Holt and Company. 
SmoNCJ<. BanJo Adminiltration. H. N. Stronck '" Co. 
STaONCJ< and EIOELBERNEB. BanJo Loa" ManGIJ......t. Rand McNally It 

Company. 
TRANT. Bank Adminillralion. McGraw-Hili Book Company. 
WATKINS. Banker.' Balanca. McGraw-Hili Book Company. 
WESTEDIELD. Banki"l/ Princip/eB and Pradico. The Ronald Press. 
WILLIS and CHAPMAN. The Banki"l/ Situation. Co!umbia Univ .... ity Preea. 

,0'" 



CHAPTER XVII 

THE CLEARINGHOUSE SYSTEM 

In Chapter XXV the method of clearing checks between cities 
in the United States is explained in some detail. This chapter 
deals with the method of clearing checks within cities. 

From the point of view of number and of dollar volume the 
intracity clearings are greater than the intercity clearings. A dis­
tinction between clearance and collection should be made at the 
outset. Collection involves sending the checks to the banks upon 
which they are drawn and receiving in full payment a remittance 
in cash or its equivalent, while clearance involves offsetting the 

. cIaims which the banks hold against one another by settling merely 
BIlch balances or differences as remain. The latter method, of 
course, very much simplifies the procese. During the eighty­
one-year period, to September 30, 1934, in which the New York 
CIearing House operated, it had cleared items amounting to 
~ ,332,828,074,543.64, which were adjusted by actual payment of 
balances equal to only $653,065,107,352.10, or slightly less than 
9 per cent of the total volume of all checks cleared.' At the present 
time there are over four hundred regional and city clearinghouses 
in existence in the United States. 

The Essence of Clearing. The functions of a bank as a ma.­
chine for facilitating exchanges are shown on the moet extensive 
acale in the operations of the clearinghouse. This is an association 
of banks whose primary object is to settle the cIaims which the 
members hold against one another. H there were only two banks in 
a particular place, there would be no need of a clearinghouse. 
Two clerks would meet at regu1ar intervale, at the banking house 
of one or the other, and compare the cIaims that each held against 
the other. H bank A held checks, drafts, ete., for $10,000 drawn 

I From the New York CIeariDg Bouse M8IIlIgI!r8' Annual Report for 111M. 
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on bank B, while the latter held only $9000 drawn on the fonner, 
bank B would pay $1000 to bank A, and the checks, drafts, etc., 
would be mutually surrendered. A clearinghouse merely enables 
any number of banks to settle their balances in about the same 
time that two banks could do so, the clearinghouse being, for this 
purpose, the only creditor and the only debtor of each bank. 

The Old System. The clearinghouse system was first intro­
duced in New York in 1853. Prior to that time it had been cus­
tomary for each bank to send a messenger to every other bank 
each day with a passbook and a package of claims. Thus bank A 
would sort out all the checks and other claims it held against 
bank B and, writing the amount in the book on the debit side of 
-the page assigned to that bank, would send the book and package 
to the latter. Bank B would acknowledge receipt of the checks 
and write on the credit side of the page the amount of its claims on 
bank A, delivering by its own messenger the corresponding checks, 
ete., drawn on bank A and having the proper acknowledgment 
made on its own passbook. As there were thirty-eight banks in 
New York at that time, there were seventy-six bank messengers 
continually traversing the streets, getting in one another's way 
and in the way of the banks' customers, and liable to assault or 
accident. The balances were shown each day by the footings of the 
passbooks but, on account of the labor of carrying and counting 
gold coin, which was the only money receivable between banks, 
the settlements were made only once a week, and then by actual 
delivery of the coin, carried in bags through the streets. 

The New York Clearing House. The New York Clearing 
House (located at 77-78 Cedar Street) is not only the oldest but 
also one of the largest and most inlluential and most completely 
organized among similar organizations in the United States. Its 
membership includes all the large banks in New York City, num­
bering twenty-one at the close of 1934. Only banks with an un­
impaired capital and surplus of not less than $1,000,000 may join. 
Three other banks, though not members of the New York Clearing 
House, clear through a member which acts as their agent. In addi­
tion there are four hundred and fifteen branches of members whose 
items are cleared through the exchanges. 
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The New York Clearing House is supported by assessments 
made on each member in proportion to the average volume of ex­
changes during the year. The Federal &serve Bank of New York 
is a member of it, as is also the United States Treasury, which has 
been a member since 1878. Trust companies were not admitted 
to it as members until 1911. 

During 1928, 1929, and 1930 the New York Clearing House 
cleared on the average approximately $1,400,000,000 of checks a 
day. As would be expected, this average volume fell to approxi­
mately $500,000,000 in 1934, the decline being due partly to de­
creased business activity and partly to a lower price level. The 
largest single day's business was transacted on October 31, 1929. 
Checks amounting to $3,853,040,114.48 were cleared that day, 
while balances amounted to only $378,201,061.08. 

Preparations for Clearing. In order to expedite the work of 
clearing, a bank must separate its checks into not more than 
twenty-one packages, one for each member of the clearinghouse 
upon which it holds any, and prepare a schedule showing the 
total amount of its claim on each bank. It must also have a debit 
ticket to be delivered to each, showing, for example, that bank A 
has a total claim on bank B for so much money. It must also 
come to the clearinghouse with a statement showing the aggregate 
of all its claims on all the banks. This, which is its claim against 
the clearinghouse for that day, is handed to the manager of the 
clearinghouse or to the proof clerk immediately upon entering-. All 
these things must be done before the operation of clearing begins. 

Each bank sends to the clearinghouse a delivery clerk and a 
settling clerk, The settling clerks occupy seats in three parallel 
rows running lengthwise of the clearing room, each one having a 
sufficient amount of desk room for his work. The delivery clerks, 
with their packages of checks in separate envelopes, stand in an 
open space in front of the settling clerks. 

The Operation. All are expected to be in their places about ten_ 
minutes before ten o'clock in the morning. At two minutes before 
ten the manager of the clearinghouse strikes a bell; and, if any 
clerk is not in his place at that time, he is fined $2. The next 
movement is made with the precision, and with something of the 
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appearance, of & military drill. At exe.ctly ten o'clock the bell is 
sounded & second time. Each delivery clerk then hands to the 
settling clerk in front of him the package of checks etc. drawn upon 
the latter's bank, and &t the same time drops the debit ticket, 
which shows the aggreg&te amount of such cl&ims, into an &perture 
in the settling clerk's desk. The delivery clerk then takes one step 
forward and repe&ts the oper&tion with the next settling clerk, and 
so continues until he h&s handed out all his p&ckages and tickets. 
Usually this part of the operation is completed in ten minutes. 
Meanwhile the proof clerk, who occupies a desk ne&r the manager, 
has entered the claims of each b&nk under the head" Banks Cr." 
on & composite schedule. 

The Result. Inasmuch as the amount of each bank's cIe.im 
against the clearinghouse (entered under the head "B&nks Cr.") 
is the sum of &11 the tickets which its delivery clerk he.s pushed 
into the letter boxes of the other b&nks, it follows that all the 
tickets of &11 the banks should equa.! &11 the entries under the.t 
head. The next step in the oper&tion is for each settling clerk to 
arrange the amounts of &11 his debit tickets in & column, add it up, 
and send the amount to the proof clerk, who transcribes and 
arranges it under the head "Banks Dr.," 80 the.t the debit of 
bank A shall be on the same line with its credit. Then the differ­
ence between the two will show how much the bank owes the clear­
inghouse or how much the clearinghouse owes the bank. The 
time occupied by the settling clerks in e.rre.nging their tickets &nd 
adding up the columns is about half an hour. As f&at e.s these foot­

.ings e.re completed, they &re sent to the proof clerk, who puts 
them in the debit column opposite the credits of the banks _ 
spectively. When all e.re completed, if no error has been made, the 
footings of the credit &nd debit columns must be exe.ctly equa.!, 
and the footings of the columns, which show the differences, must 
be exe.ctIy equal. Then these differences e.re read off slowly and 
distinctly by the manager, so th&t each settling clerk can write 
down the sum the.t his be.nk has to P&Y or to receive. 

As time is money &t the clearinghouse, somebody is fined for 
every error, for every deIe.y in making footings, for disobeying the 
orders of the m&nager, or for &ny disorderly conduct. Forty-five 
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minutes from ten o'clock are.allowed for completing the proof. 
For all errors remaining undiscovered at eleven-fifteen the fines 
are doubled, and at twelve o'clock quadrupled. The highest fine 
for an error discovered before eleven-fifteen is $3. 

At three o'clock in the afternoon there occurs an exchange of 
certain irregular and missent items which result from the mom­
ing's clearings. 

Method of Payment. Payments of clearinghouse balances 
were formerly made in gold coin, gold certificates, or legal-tender 
notes. Since March, 1917, all balances of the New York Clearing 
House are settled through the Federal Reserve Bank of New York 
by eimple bookkeeping entries. Each member of the clearing­
house is likewise a member of the Federal Reserve System and 
keeps an account with the Federal Reserve Bank of New York. 

As soon as the clearing operations have been completed, a copy 
of the debit and credit balances is sent to the Federal Reserve 
Bank, where the proper additions and subtractions from the ac­
counts of the individual members of the clearinghouse are made. 
On page 378 there is a sample of the proof sheet before the day's 
businees has been entered. 

Many clearinghouses use the Federal reserve bank of their 
district as the final settlement agency, even though there is not a 
reserve bank or a branch of the reserve bank located in the city. 
The Federal reserve bank is notified daily of the various debit and 
credit items by telegraph. This method reduces the risk and in­
convenience of using actual cash and encourages the carrying of 
larger balances in the Federal reserve bank. 

Other Varieties of Clearing. The members of a clearinghouse 
determine what kind of -claims shalI be admitted to the clearings. 
Usually these are checks, drafts, and certificates of deposit, which 
are payable at sight or have already matured. Yet the practice is 
not uniform. Some clearinghouses admit also the promissory 
notes·and acceptances of private persons which are drawn .. pay­
able at the --Bank" and have matured. Others admit checks 
and drafts drawn on out-of-town banks which are correspondents 
of members of the clearinghouse. In some clearinghouses pay­
ment of balances may be made by drafts drawn on other desig-
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NEW YORK CLEARING HOUSE PROOF SHEET 

No. 

Bank of New York & Trust 
Co. .. .. .. .. . 

2 Bank of the Manhattan Co. 
S National City Bank . . . 

12 Chemical Bank &: Trust 
Company . ..... . 

23 Guarety Trust Company 
30 Manuracture1'8 Trust Com-

pany . ....... . 
33 Central Hanover Bank 4:: 

Trullt Co. 
45 Corn Ell'change Bank Trust 

Co . ........ . 
65 First National Bank . . . 
67 Irving Trullt Company . . 
72 Continental Bank & Trust 

Co. .. .. .. .. . 
74 Ch ... NatioDai Bank ... 
76 Fifth A venue Bank . . . 

103 Bankers Trust Company . 
106 Title Guarantee Bnd Trust 

Co. .. • .. .. .. 
108 Marioe Midland Trust 

Company . ..... . 
114 New York Trust Company 
120 Federal Reeerve Bank 01 

New York •••••• 
125 Commercial National Bank 

'" TruIltCo. • .•.• 
127 Public National Bank '" 

Trullt Co ....... . 
200 New York Clearing: Bouie 

DBBIT 

BA.LAlfcu 

DUB CLBAR-

11110 HOUSB 

DBBIT C.IlDrr 
Alfo11ln'll AlfooM'l'll 
a..c.rv.D BaouGHT 

c ........ 
B4LAJfC .. 

Dv" 
M.IIB." 

nated cities, or partly in cash and partly in such drafts. In Boston 
the practice exists of borrowing and lending balances among the 
mem hers, on the floor of the clearinghouse, immediately after the 
day's balances are ascertained, and 60 per cent of the balances 
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are usually disposed of in this ,way. Thus suppose that a certs.in 
ba.nk hs.s a credit bs.lance of $100,000 at the clearinghouse for 
which it hs.s no immedia.te use. In orner to S8.ve interest on this: 
sum even for a single ds.y, it lends its balance to a debtor ba.nk "on 
ca.II," tbs.t is, repayable at demand. The creditor ba.nk, in tbs.t 
case, gives an orner in writing to the ma.nager of the cles.ringhouse 
to trs.nsfer so much of its bs.Is.nce to the borrowing ba.nk. This 
prs.ctice is so oommon in Boston tbs.t the clearinghouse rs.te of 
interest is quoted reguIs.rly in the newspapers. 

Cles.ringhouse Loan Certificates. The clearinghouse &sso­
cis.tion is' well fitted for the performs.nce of other duties ths.n those 
of s.scerts.ining and settling bs.lances among the members. It is 
especis.lly qualified for the ts.sk of checking financial panics. It 
sometimes hs.ppens tbs.t the demands of depositors for currency 
are so gres.t tbs.t the cs.sh reserves of the weaker banks are at the 
point of exhaustion, rendering them Iis.ble to suspend payments. 
As the suspension of one bank at such a time may lead to excessive 
demands upon other banks, causing them to suspend also, it is 
necessary to grapple with the crisis before it becomes unman­
ageable. Before the Federal Reserve System the banks united, 
through the clearinghouse, in the issue of clearinghouse loan 
certificates, in orner to avert genera.! disaster. There were six 
erises in which the New York bs.nks adopted this method, and 
in the later cases with very oomplete success. The last one was 
in 1907, and a description of the process in this case will make 
clear the principles involved. 

The panic began with the suspension of the Knickerbocker 
Trust Company, October 22. The immedis.te consequence was 
the rs.pid withdrawal of deposits from the banks. Obviously, if 
a.ll the deposits of a bank are demanded in this form at once, they 
cannot be paid out of a reserve which is usually only a fraction 
of tbs.t sum. But some bs.nks bs.ve larger reserves ths.n others. 
Some are habitually more cautious ths.n others. Some hs.ve larger 
capita.! and surplus hi proportion to their lis.bilities. Some have 
a more steady-going class of depositors, less likely to be afiected 
by panic, ths.n others. Such ba.nks are able to help their weaker 
neighbors. By oombining, or pooling, the reserves of all the banks, 
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the weaker ones or those most exposed to danger may be saved, 
and thus the panic may be restrained or wholly averted. It is 
neoessary, however, that the stronger banks be secured for the 
advances which they make, and the method successfully adopted 
in 1907 for aiding the weaker banks, without injuring the stronger 
ones, was the issue of clearinghouse certificates. 

On October 26, 1907, the Clearing House Association resolved 
tbat any member might present to the loan committee its bills 
receivable or other securities, together with its own obligation, 
and receive, in excbange for such securities as were approved by 
the committee, certificates for 75 per cent of the par value of the 
same - these certificates to be accepted in lieu of cash in the 
payment of balances at the clearinghouse. The certificates drew 
interest at 6 per cent, payable to the holder, and were in the 
following form : 

No.-. 

LoAN CO .... rrrEE OJ" TBI!I NEW YORK CLEARING HouSl!l 
AssOCIATION 

Tbis certifies that the [name of hank] has deposited with this 
committee securities in accordance with ,the proceedings of • 
meeting of the Association held October 26, 1907, upon which this 
certificate is issued. Tbis certificate ,.ill he received in payment 
of balances for the 8um of Five Thtru8aM Dollar. from any member 
of the Clearing House Association. 

On the surrender of this certificate by the 
depositing bank above named the committee will 
endorse the amount as a payment on the obliga.. 
tions of said bank held by them and surrender a 
proportionate shere of the coUateraJ securities held 
thereunder. 

S5000 

The certificates could not be used for any other purpose; and, 
80S they drew the highest legal rate of interest from the time they 
were used, there was a pressure upon the banks not to take out 
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more than they really needed. The creditor banks were paid in 
the obligations of the debtor banks, secured by these loan. cer­
tificates. Thus the reserves of all the banks were made a common 
fund. The total reserve was not made any larger by this means, 
but all the reserves of all the banks were made available for those 
banks which were in temporary straits; and the aggregate ~ 
mand for currency was lessened, because the union of the banks 
had a powerful influence on the public imagination. It did not 
lessen any real want of currency, but it quieted people's fears and 
checked their imaginary wants. 

Suppose that a run on the banks takes place in a town which 
has only two such institutions - bank A with a large cash 
reserve, and bank B with a small one. Bank A, instead of de­
manding payment of the checks on bank B, which it receives in 
the course of business, may accept the obligations of the latter, 
secured by its assets, and leave it free to use all its cash in meeting 
demands made directly upon it. By this arrangement bank A 
practically lends bank B cash for paying depositors as long as the 
reserves of the two hold out. If the run should continue, however, 
both banks, although essentially sound, would be forced into 
liquidation, unless their creditors should be willing to accept 
certified checks which could not be immediately paid. Any credi­
tor whose demand was not paid could force a liquidation.! 

This represents on a narrow scale what takes place on a wide 
scale in a city with a large clearinghouse association issuing loan 
certificates in a panic. The combined reserves of any number of 
banks are exhaustible in the same way as those of two banks or of 
one bank, but a large group of banks united together inspires con­
fidence. People believe that it cannot fail, and because they so 
believe, it does not fail. When the combined reserves have been 
lowered to the danger point, the banks, instead of paying cash on 
checks presented to them, may stamp them "good through the 

I In the panic of 1893 there were three bank. in the town of Albany, 
Georgia, which weathered the storm by mesns of clearinghouse loan certifi· 
cates. In Vicksburg, Mississippi, five bank. joined together in an agreement 
that they would not pay more than $50 per day in cash to anyone depositor, 
and did 80 with impunity. 
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clearinghouse"; and in nine cases out of ten the holders of the 
checks will accept them in this form and pay them to their credi­
tors, who will deposit them in their own banks. The checks thus 
certified pass through the clearinghouse, where, as we have seen, 
95 per cent of them offset one another. Every bank is required by 
law to pay every check on demand in legal-tender money. Yet, if 
the holder of the check accepts the stamp, .. good through the 
clearinghouse," in lieu of cash, the law is satisfied. H he insists 
upon payment at all hazards, the bank must payor close its doors, 
and in every such case it will try to pay. It keeps back some of its 
cash for such emergencies and to meet the needs of manufacturers 
for the payment of wages, or to answer demands where special 
hardship would arise from the want of currency. At such times 
the influence of public opinion is all-powerful and does not allow 
men to exercise their full rights. The fact is recognized that the 
banks cannot pay all their deposits at once and that, when a crisis 
comes, the banks can best judge what discrimination should be 
made. 

The whole amount of loan certificates issued by the New York 
Clearing House in 1907 was $101,060,000, of which $88,420,000 
were outstanding at one time. This did not prevent the partial 
suspension of cash payments. There came a time when most of 
the banks had some difficulty about the payment of checks over 
the counter, although the clearinghouse. operations continued 
without interruption. Then the phenomenon of a premium on 
currency was witnessed in Wall Street. Certain persons who had 
currency in their possession were glad tp sell it at a profit, while 
others who needed it, but who preferred not to add to the troubles 
of the banks by demanding it from them, were willing to give 
more than equal amounts in the form of certified checks for it. 
In this way a brisk business sprang up, and the premium of cur­
rency over certified hank checks rose as high as 4 per cent. 

Other Features of the Panic. There are other features of the 
panic, however, which should not be overlooked. In order to 
prevent people from drawing their own money out 9f bsnks, and 
at the same time to prevent the banks from incurring any penal­
ties for refusing payment, the governor of Oregon, in the autumn 
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of 1907, declared legal holidays continuously from October 28 to 
December 14, seven weeks; that is, he legaIized. bank suspension 
for that period. The governor of California declared such holidays 
from October 31 to December 21, eight weeks, suspending the 
whole judicial system of the state, both civil and criminal. In 
Indiana the attorney general declared that no state law was 
violated by banks or trust companies in limiting payments' on 
deposits, if part payment was offered in each case. The auditor 
of the same state assured all the banks and trust companies in 
writing that if they were solvent they need not make full payment 
on checks drawn by their depositors, and that each bank might 
decide for itself whether it was solvent or not. Simila.r action 
was taken by the public authorities in several other states, but 
generaIIy the banks did not wait for such authorization. Each one 
immediately became a law unto itself. 

In two thirds of the cities of the United States, of more than 
25,000 inhabitants each, restrictions were a.rbitrarily imposed upon 
depositors, limiting them to various sums to be drawn, such as 
$10 to $50 per day or per week or per customer, but in most cases 
the amount to be paid was discretionary with each banker; that 
is, the banker could pay some customers in full and refuse others, 
or cut them down to any percentage he pleased. Only fifty­
three cities in the United States of the size mentioned maintained 
cash payments without any restrictions. The total amount of 
cleari:nghouse certificates reported in the cities of this size was 
$330,066,223. 

In most cities and towns substitutes for money were put in 
circulation. All were illegal. Some were engraved to resemble 
bank notes or government notes, and these were doubly illegal; 
some were as smaIl as twenty-five cents, and these were trebly 
illegal; some were in the form of post notes, which a.re prohibited 
by law. State banks issued circulation as freely as national banks. 
Upwa.rds of $23,000,000 of this kind of circulation was issued. The 
inscriptions were various. Some were made payable to order, some 
to bea.rer, and some "To the order of bea.rer." They were issued 
not only by banks, but by any kind of corporation. The Standard 
Oil Company issued them in small denominations in New York 
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City, drawn on the National City Bank, .. payable to the order of 
bearer." In Pittsburgh a large manufacturing corporation drew 
checks for $1 for wages payable to bearer, with these words 
stamped on the back in ·four different languages: "This check 
may be deposited, but ",ill not be paid in cash by the bank." 
Many of the poor laborers from eastern Europe who received these 
things tore them up after reading them and threw away the pieces. 
The only idea conveyed to their minds by the inscription was that 
the checks would not be paid. 

In New York City currency was sold at 4 per cent premium 
over bank checks. Any man having $100 cash in his pocket could 
sell it for a check for $104, stamped .. good through the clearing­
house." These conditions lasted twenty-two weeks with varying 
intensity. In 1893 only eight cities resorted to clearinghouse 
certificates for settling bank balances. In 1907 there were forty­
two such. In the latter year the total amount of certificates 
issued in New York was two and a half times greater than in any 
previous panic, in Pittsburgh seven times, in New Orleans five 
times, in Detroit four times, in Baltimore two times, and in the 
whole country three and a half times greater. In 1893 the duration 
of the suspension was nineteen weeks; in 1907 twenty-two weeks.' 

These frequently recurring episodes tend to deaden the sense 
of commercial honor. Every such suspension is a license to every 
financial institution to scale its debts or to postpone the payment 
of them. When banks thus repudiate their obligations, their 
depositors can hardly do otherwise, and thus a bad education is 
disseminated in the community. People come to think that bank 
suspensions are among the dispensations of Providence instead 
of being the signs of a defective banking system. 

Bank Holiday of March, 1933. A very large share of this 
chapter was written before the bank holiday of March, 1933. 
The 1933 panic, however, introduced few new procedures, except 
that the Federal government intervened more strongly tban in 
previous crises. Very few, if any, clearinghouse loan certificates 
were issued in 1933, owing to the closing of all banks in the 

I See article entitled "Substitutes for Cash in the Panic of 1907," by 
A. P. Andrew. in the Quarlerlll JuumaJ. of Ec.onomia. August. 1908. 
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United States, but an emergency currency was provided. The 
banks were closed for approximately ten days.l 

Unlike previous money panics the bank holiday of March, 
1933, prompted the use of very little scrip in this country. It 
was used in some loca1ities, but it was never adopted on a national 
or even on a state-wide scale. Before a definite decision had been 
reached as to the best prooedure to follow in reopening the banks, 
several states prepared to issue state-wide scrip. Thus we read 
in a United Press release of March 7, 1933: 

••• the governor in New York issued an announcement of a pIan for 
state-wide scrip. It was approved by Treasury Secretary Woodin, and 
apparently was designed to serve as a model for other states which 
desired to avoid finding scrip from one city exchanging at a premium for 
scrip of another which might he regarded as less adequately secured. 

Under the Lehman pIan, a state-authorized corporation would he 
formed to receive from banks deposits of approved assets, against which 
""rip of the corporation would be issued to the banks. It would then he 
made available, through the banks, to depositors and other creditors on 
a pro rata basis. 

The governor made it clear that the plan would not interfere with plans 
of the New York City Clearing House Association to issue its own scrip, 
though the new corporation will he open to any bank, and it was ap­
parent that the city banks would be welcome in the move to have uniform 
scrip in use throughout the state if the Federal government does not, on 
a national scale, provide for uniformity throughout the country. 

On the following day, however, the Associated Press carried the 
following release: .. Secretary Woodin said today that actual 
currency would be circulated in place of scrip or Clearing House 
certificates under a plan now being formulated." From this 
point all nation-wide and state-wide scrip plans were abandoned, 
so that in the end scrip was used during the bank holiday only in 
very 10ca1ized or specialized cases. Many business conoerns ae>­
oepted IOU's from their regular customers, but these pledges 
did not circulate as money. 

I For a more complete description of this episode see Chapter xxx. 
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CHAPTER XVIII 

COLONIAL BANKING AND EARLY AMERICAN BANKS 

COLONIAL BANKING 

A public bank in the American colonies, as we have seen, was 
an emission of circulating notes by a provincial government, 
with a promise of redemption of the same from the proceeds of 
taxation at a fixed time. A private bank was an emission of notes 
by private persons, to supply a supposed deficiency of the medium 
of exchange. In some cases there was a specific promise of re­
demption of such notes. In others there was merely an agreement 
among the subscribers to accept them in trade. According to the 
latter plan it was not necessary that a bank should have any 
capital, but merely that it should have the means of putting its 
notes in circulation. Consequently the subscribers to the under­
taking did not agree to pay money into the bank, but to take out 
and keep out a quantity of the note issues proportioned to their 
subscriptions, and to accept the same in trade as the equivalent 
of money. As security for the fulfillment of this promise, and for 
the ultimate redemption of the notes in money or goods, they 
gave mortgages of land to the association of which they were mem­
bers. The association was both a lending and a trading company. 

The current ideas of banking were derived from England, , 
and more remotely from the continent of Europe. The Bank of 
Amsterdam was established by the city government of that place 
in 1609, for the purpose of maintaining the true standard of value 
in commercial transactions. The coins then in circulation were not 
of uniform goodness. Some were worn by long use; others were 
mutilated; many were produced by private mints. They were of 
almost countless variety and were, on the average, about 9 per 
oont below their nominal value. The Bank of Amsterdam served 

387 
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both as an assay office and as a place of deposit. All sorts of 
coine were received from depositors and their weight and fineness 
detennined, and the depositors were allowed to draw out for 
their own use or to transfer to others the true value in standard 
money, or in "bank money," as it was commonly called. All 
bills of exchange payable in Amsterdam were required by law 
to be paid in bank money. Transfers of such money were at first 
made by the payer to the payee personally in the bank, but this 
method was afterward superseded by orders in writing; and here, 
perhaps, we find the origin of the bank check. 

The lesson which had been learned in England from the eontinental 
banks in the first half of the seventeenth century was that if the degraded 
coin then in circulation should be deposited in a bank and an equivalent 
credit in terms of standard eoin be given depositors, such credits eould 
be made use of in the adjustment of debts by transfers of aceount at the 
bank. The idea of making a bank thus act as a clearing house for the 
nation, through the deposit in its vaults of all the current eoin, and its 
eonversion into bank credits, soon led to propositions to eomprehend 
goods and merchandise with eoin in the establishment of bank credits.' 

The Fallacy of Land Banking. The assumption that giving 
security for the uUimate payment of a paper currency is the same 
thing as providing for its redemption at any time, or that it will 
answer the same purpose, is a pernicious fallacy. It confounds 
the promise to pay money with money itself. The promise to pay 
is of full face value only where there is certainty of its fulfillment 
at the demand of the holder. Security, (,n the other hand, implies 
payment at some future indefinite time; and, where land is the 
security, the time is usually remote. A paper currency must be 
promptly redeemable in coin.· No kind of security, not even that 
of government bonds, is a good substitute for such redemption . 

. 'History of Cuf'Tt:IIC1/ and Btmki,." in 1M Pr"';na of M ... adlUiltIU Ball 
(American Eoonomic Association), by Andrew McFarland Davia, Part II, 
"Banking." 

• This is an example of what Mr. White believed regsrding bow to oecure 
"sound n money. On this point many modern students are not 80 dogmatic, 
au-iDg the point that limitation of qWIDtity is far more imporlAult. .. " 
means of preventing depreciation. 
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Yet the idea of "basing" currency on various kinds of property, 
and especially on land, has had many advocates;. and many ex­
periments - invariably ending in disaster - have been made with 
currencY of this kind. 

This idea found lodgment on our shores in the latter part of the 
seventeenth century. In September, 1681, there was established 
in the colony of Massachusetts Bay a company called The Fund 
at Boston in New Engla.nd, whose object was to facilitate the 
transfer of property and credits among the members by book 
entries at the head office. The basis of the Fund consisted of 
mortgages conveying to the trustees certain real estate to be held 
by them for the purposes designated in the articles of association. 
To each mortgagor was given a corresponding credit which he 
could transfer to any other member in the form of a "change bill" 
for any debt, purchase, or obligation. Our knowledge of this in­
stitution is very slender, being limited to one mutilated pamphlet 
and a few mortgages in the Suffolk Registry of Deeds for the years 
1681 and 1682.' 

The Projection of 1714. This was followed in 1714 by a more 
elaborate scheme of private banking entitled "A Projection for 
Erecting a Bank of Credit in Boston, New England, Founded on 
Land Security." The preamble recited that there was a sensible 
decay of trade for want ala medium of exchange. To supply this 
deficiency certain parties proposed to subscribe £300,000, every 
subscriber agreeing to "settle and make over real estate to the 
value of his respective subscription, to the trustees of the partner­
ship or bank, to be and remain as a fund or security for such bills 
as shall be emitted therefrom." Each subscriber was pledged to 
give the same credit to the bills as to those of the province, and to 
accept them in all payments, "upon forfeiture of £50 for each 
refUB&! until the refuser has forfeited his whole security and 
profits." Loans of the bills might be made on "ratable estates," 
to the amount of two thirds of their value; on "iron or other 
unperlshable commodities, as a pledge, for one ha.lf or two thirds 

• See ..... y on "The Fund at Boston in New England," by Andrew 
,McFarland Davie, in Proceedings of the American Antiquarian Society, 
April 29, 1903. 
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according to the market." Each subscriber was obligated to take 
out, and keep out for two years, notes of the bank equal to at least 
one-fourth part of the amount of his subscription; but he could 
transfer this obligation, or privilege, to any other person on the 
books of the bank. All loans were to bear 5 per cent interest. The 
form of the notes contained no promise to pay, but merely the 
pledge of the subscribers to "accept the same in lieu of -- shil­
lings in all payments" and the pledge of the bank to accept them 
"for the redemption of any pawn or mortgage in the said bank." 

The Projection led to a controversy which, the historian Hutch­
inson says, "had an universal spread and divided towns, parishes 
and particular families." Paul Dudley, the attorney general, 
attacked it on legal grounds. No process was indicated by which 
any holder could compel any subscriber to receive the notes as the 
equivalent of silver money in goods, nor was there any provision 
for fixing the price of the goods. The General Court disapproved 
of the scheme and, in order to create a division in the ranks of its 
supporters, passed a new loan act for £50,000 of colonial bills of 
credit. "This," says Hutchinson, "lessened the number of the 
party for the private bank but it increased the zeal and raised a 
strong resentment in those which remained." 

The New London Bank of 1732. Following this attempt, and 
evidently patterned on it, was a company formed in Connecticut 
in 1732 under the name of the New LOndon Society United for 
Trade and Commerce. A petition for a charter, addressed to the 
colonial Assembly in 1729 by Solomon Coit in behalf of the com­
pany, asked among other things that the company be allowed to 
"emit bills for currency upon our own credit as we may see occa.­
sion at any time, for promoting or maintaining our trade" and that 
the penalties for counterfeiting the bills should be the same as for 
counterfeiting those of the province.' The petition was refused, for 
the reason, evidently, that the Assembly was not willing to grant 
to a private company the power to issue bills of credit as currency. 
Three years later a charter was granted to the New London com­
pany without the power to issue bills, but the company immedi-

1 Davis, HUtmy of C=ency and Banking in Ute PrOlJi_ of Mauach_ 
Ball, p.l05. 
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ately passed a vote to issue £3Q,OOO of bills and began to put them 
in ciroula.tion by buying goods from persons who were willing to 
take them. The bills recited on their face that they should be 
"equal in value to silver at sixteen shillings per ounce, or to bills 
of publick credit of this or the neighboring governments." There 
was no promise that money or anything should be paid for them, 
but merely that they should be accepted by the treasurer of the 
society "and in all payments in said society from time to time." 
The society had no capital, but the members had executed mort­
gages of land which were supposed to secure the holders of the 
notes. 

The bills of the New London company were eagerly accepted 
in trade; but, as soon as the fact of their issue came to the 
knowledge of Governor Talcott, he took steps to suppress them. 

. The colonial Assembly was called together to consider the subject. 
It declared that it was not legal for private persons to emit bills 
of credit to circulate as money without authority from the govern­
ment, and it repealed the charter of the New London company 
for violation of its provisions - particularly because it had no 
capital paid in, as the charter contemplated, but only mortgages 
as a basis of its trading operations. The company was accordingly 
dissolved, and the legislature made an issue of colonial bills of 
credit with which to redeem the company's bills, taking the mort­
gages in the hands of the company's treasurer to reimburse the 
government. 

Private Note Issues in 1731. Rhode Island in 1731 struck 
terror into the business communities of Massachusetts and Con­
necticut by a "new bank," with an issue of £100,000 in bills of 
credit as loans to individuals. An attempt was made in Massa.­
chusetts to forestall this issue by an agreement of the leading 
citizens not to accept them in trade. In order, at the same time, 
to preoccupy the field of circulation, a number of Boston mer­
chants of high standing formed a partnership and issued £110,000 
of notes intended for general circulation. They were issued as 
loans at interest, repayable in notesof the same kind or in coined 
silver of specified weight and fineness, at different periods during 
the next ten years. The details of the issue are interesting, but 
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the only fact of importance now is that this was an attempt to 
drive out a bad currency by issuing a better one to take its place. 
The result was in strict accord with Gresham's law. The Rhode 
Island bills came in, despite the efforts made to keep them out. 
They caused a further depreciation of the currency. The mer­
chants' notes, which had a fixed value in silver and were supported 
by the credit of wealthy and well-known citizens, commanded a 
premium and were consequently hoarded. 

A New Hampshire Experiment. This kind of banking found 
imitators in the Province of New Hampshire. In 1735 a number 
of merchants in Portsmouth formed a partnership and issued 
notes of various denominations, payable in ten years "in silver 
or gold at the then current price." The only important fact 
about this bank is that the Assembly of Massachusetts passed an 
act to prohibit the circulation of these notes in the latter province, 
and that the Lords of Trade in London disallowed it, on the 
ground that, since nobody was obliged to take them, "it would be 
& great hardship to set a public mark of discredit upon the per­
sons engaged in this undertaking." In other words, the Lords of 
Trade recognized the fact that the issue of notes by private 
persons to circulate as money was permissible, provided they 
were not made legal tender. 

The Land Bank of 1740. The next attempt to establish a bank 
in Massachusetts, and the one most disastrous to the projectors, 
was made in 1740 under the name of the Land Bank or Manu­
factory Scheme.' It was an outgrowth of the ideas which gave 
birth to the Projection of 1714 and to the New London Bank of. 
1732, The prospectus was published as a broadside on March 10, 
1739-1740. It proposed to found a bank with a capital stock of 
"£150,000 lawful money" but did not provide for paying in any 
money, except 4s. on each £1000, to meet the expenses of or-

I See A /eUer '" a merc1uJnt in LonMn r.tmcernifl{/ II /aU com1>iJlDtWn in 1M 
PTouineo of M .... acl"utU8 Ball in New EfI{/Umd '" lmpoa. t1r F",.. II pritJaN 
Cumncy called Land BanJc MOMy; printed!",. 1M publici< Good, 1741. This 
pamphlet is anonymous, but Andrew McFarland Davia aay& that it """ 
written by Dr. William Douglass. The style certainly rosemb1e8 that of 
Douglass. 
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ganiza.tion. Each subscriber was to .. make over an estate in 
lands" to the satisfaction of the directors and pay 3 per cent 
interest for the same, either in the bills of the company or in 
various manufactured articles, the produce of the provinces. The 
list of things so receivable included hemp, fIa.x, cordage, iron, 
wool, beeswax, ta.Ilow, cordwood, and a dozen others, at prices 
to be fixed by the directors. Five per cent of the principal of the 
subscription was to be paid each year in the same articles or in 
said bills. The form of the bills was appended to the prospectus, 
thus: 

TwENTY SHILLINGS 

We promise for ourselves and partners to receive this twenty shillicg 
bill of credit as so much lawful money in all payments, trads and business, 
and after ye expiration of twenty years to pey ye POl!l!ee8Ors ye va.lue 
thereof in ye manufacturee of this province. 

The wording of the bills was subsequently changed to the 
following form : 

We jointly and eeverally promiee, for ourselves and partners, to take 
this bill as lawful money at six shillings eight pence per ounce in all pay­
lI\ents, trade and business and for stock in our treasury at any time; 
and after twenty years to pey the same at that estimate on demand of 
Mr. Joeeph Marion, or order, in the produce or manufactures enumerated 
in our Bcheme, for value received. 

Although no method of issuing notes was described in the 
prospectus, it was understood that the capital stock of £150,000 
was to consist of bite of paper of the foregoing tenor, to be divided 
among the subscribers in proportion to their subscriptions, and 
that they were to buy goods with them, subject to the condition 
that they should accept them in trade, at the rate of 69. Sci. per 
ounce of silver - a phrase which, in the absence of any fixed 
prices for the goods traded in, was quite mea.ningle88. But even 
if this had been a solvent specie-paying bank, the net result 
would have been a donation of the face 41ue of the notes by the 
public to the bankers, without any return whatever, since the 
notes were payable only at the end of twenty years, and the pre­
vailing rate of interest was 5 per cent. At least one thousand men 
of Ma.ssa.chusetts saw this prospect of gain, for fully that number 
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subscribed for shares in the Land Bank or Manufactory Scheme. 
These men had large political influence. They soon acquired a 
majority in the General Court, but Governor Belcher and the 
council were bitterly opposed to the project. The governor issued 
a proclamation against it and cautioned all persons, especially 
all officeholders, against receiving the bills of the Land Bank, 
saying that they tended to defraud people of their property. 

Notwithstanding this opposition the Land Bank began to issue 
its bills in September, 1740. Their appearance in business circles 
caused much anxiety in Boston, whose merchants could not fail 
to see the mischievous and unsubstantial nature of the scheme. 
One hundred and fifty of them signed an agreement that they 
would not take the Land Bank bills on any terms or countenance 
their use in any way. The Land Bank now became the great 
issue of the day, overshadowing every other. Governor Belcher 
removed from office several persons who favored the bank after 
he had issued his proclamation against it. Many others tendered 
their resignations, among them Samuel Adams, Sr. The directors 
of the Land Bank sent a copy of their articles of association to the 
council for record. The council ordered the secretary not to re­
ceive it and voted that the presentation of it was an indignity. 

That the Land Bank was legal, in the absence of any prohibi­
tion by the General Court, does not admit of doubt. Governor 
Belcher, the council, and the Boston merchants knew this. They 
knew also that they could not get the lower house to join with the 
council in prohibiting it. So they turned to Parliament, and here 
they were more successful. On March '1:1, 1741, the House of 
Commons passed an act extending the provisions of the so-called 
Bubble Act of 1720 to the American colonies. The latter act had 
been passed in order to prohibit the trans&etion of business by 
joint-stock companies without special authority of statute, and it 
imposed severe penalties upon those who should do so. It was 
applicable ouly to the United Kingdom; yet ParIiament now 
declared that it .. did, does and shall extend to America," and in 
the preamble it referred expressly to the Land Bank as one of the 
offenders against it. This was ex poat facto legislation, based upon 
hiatorical untruth. Not only had the Lorde of Trade, in the New 
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Hampshire case cited above, refused to put the stamp of illegality 
upon a bank in the colonies, but the attorney genera.! in 1735 had 
declared in an oflicia.l communication that there was no objection 
in point of law to a land bank at that time projected "at Boston in 
the Massachusetts Bay." 

Before the news of the act of Parliament reached Boston the 
bills of the Land Bank had been somewhat discredited bi reason 
of the refusa.! of the principa.i merchants of Boston to touch them. 
Their action caused great exasperation in the rura.1 districts, and a 
movement was started to use mob violence against them. Gov­
ernor Belcher received information of the intended riot and sent 
the sheriff to arrest the leaders of it. 

The Land Bank men, in order to get their notes in circulation, 
had bought any kind of goods for which the owners would accept 
the notes in payment, and at such prices as the individua.! traders 
could agree upon. There was nothing like a uniform price of goods 
so bought. Now the Bubble Act altered the terms of these private 
contracts by giving the holders of the notes an immediate right of 
action against every partner for their face va.!ue. Many of the 
shareholders were ruined. Some of them withdrew to the neigh­
boring colonies, where they could not be reached,leaving a heavier 
burden upon others. The affairs of the Land Bank occupied the 
attention of the General Court for a quarter of a century, and the 
litigation growing out of its affairs was protracted till 1767 or later.' 

No step taken by the mother country in reference to the colo­
nies was more ma.1adroit than this. No other, not even the Stamp 
Act, caused greater bitterness. It was a.1so quite unnecessary, for 
the Land Bank was doomed to an early death by its inherent vices. 
Its weakness had a.iready been manifested in the early return of 
its bills to the company's treasurer and to individua.! members, to 
be exchanged for tangible property, lest they should fall in va.!ue. 
Just as it was beginning to totter by reason of its own feebleness 
the British government gave it an annihilating blow. All the 
educating and helpful influence that would have followed from a 

I The hisU>ry of the Land Bank of 1740, down to the .ma11 .. t minutiae, is 
given by Andrew McFarland Davis in Hillory 0/ Cu",OfIC!/ and Banking in the 
Prwi""" 0/ MaI.achuaella Ball. 
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natural demise was iost, and in its place was planted an undying 
animosity toward the mother country for an act of glaring in­
justice. Ma.ssa.chusetts was nearly ripe for revolution in 1741. 

EARLY AMERICAN BANKS 

BanI[ of North America. The first bank in the United States 
was the Bank of North America, at Philadelphia. It was planned 
and put in operation in 1781 by Robert Morris, the Superintendent 
of Finance of the Revolution, in order to give financial support to 
Washington's army. It had been preceded by a so-called "Bank 
of Pennsylvania," which was a private subscription of money, not 
for the sake of profit, but to supply rations for the army when the 
Continental currency was becoming wortbless. 

Morris conceived that a bank with a paid-up capital, on a specie 
basis, and in high credit, "would have the interest of a stock two 
or three times Ia.rger than that which it really possessed." By this 
he meant that it could lend its credit, and receive interest therefor, 
to an amount two or three times larger than its cash on hand - a 
sound conception. The project was approved by Congress, which 
granted a charter to the bank on May 26, 1781. The great diffi­
culty was to secure the necessary subscription. The capital stock 
was fixed at $160,000, with power to increase it, but only $70,000 
was subscribed in the first four months. Fortunately a French 
frigate arrived at Boston in September, bringing $462,862 in 
specie to the government. Morris brought it in wagons to Phila­
delphia and lodged it in the bank. He then increased the capital 
stock to $400,000 and made a subscription of $250,000 thereto for 
the government, paying in $200,000 of the amount. This brought 
financial support to the bank from private sources and gave it 
immediate credit, through which it was enabled to make large 
advances to the government, besides doing a considerable busi­
ness in the discount of commercial paper. Morris's anticipations 
were fully realized. The troops were regularly fed, clothed, and 
paid; industry revived; the bank's notes were redeemed in specie 
on demand; and it was found that there was no lack of a circu­
lating medium. This magical transformation took place after the 
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Continental currency had disappeared, w.d largely because of its 
disappeara.nce. 

Doubts existed whether Congress had the power, under the 
Articles of Confederation, to charter a bank. Consequently the 
Bank of North America sought and obtained another charter from 
the legislature of Pennsylvania. Mter the termination of the 
war the bank became very prosperous, paying dividends of 14 per 
cent per annum. These gains prompted the starting of another 
bank in Philadelphia; but the Bank of North America offered to 
enlarge its capital and take in the subscribers to the new bank, 
and the offer was accepted. 

Morris had remarked in 1784 that the bank had created a habit 
of punctuality in the payment of debts and that everybody felt 
the benefit of it, meaning all those who were in good credit. These, 
however, were far from being a majority of the people. Com­
plaints were made to the legislature that the bank was guilty of 
favoritism, of extortion, and of harshness to debtors, and that it 
tended to destroy that equality which ought to exist in a commer­
cial country. A petition embodying these and other accusations 
was presented from citizens of Chester County, with a hint that 
bills of credit issued by the state would be more beneficial than 
bank notes. This meant that bills of credit would be distributed 
according to population or political influence, whereas bank loans 
were at the service ouly of men who could repay them at maturity. 

The legislature took the matter into consideration and ap­
pointed a committee "to inquire whether the bank established 
at Philadelphia was compatible with the public safety and that 
equality which ought ever to prevail between the individuals of a 
republic." This idea, that the business of banking savors of 
aristocracy and tends to the overthrow of free institutions, had a 
strong hold on the public mind in the early years of the republio 1 

., "Pope, of Kentucky. in the debate of 1811. said that the Virginians ........ 
known to be very poor finanCiers •• for they were. a few years sinoe. frightened 
at the very name of a bank. • •• It required all the e1oquenoe of ••• [Brent of 
Virginia] to persuade the Legislature that the little Bank of Alexandria would 
not sweep away their liberties ... • - Sumner. Hillary of BankifIIJ in IhiJ 
United Stalu. p. 20. 
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and has not yet wholly disappeared, although it has undergone 
some modifications. 

The legislature of Pennsylvania was so far convinced of the 
tendency of banks to produce inequality among citizens that 
it repealed the charter of the Bank of North Americ&. on Sep­
tember 3, 1785, within three years of the time when it had ren­
dered inestimable services to the patriot cause. The bank 
protested that the charter was irrepealable and continued its 
business, but took steps to obtain a charter from Delaware, 
with the intention of transferring itself to Wilmington. Such a 
charter was granted early in 1786. Then Pennsylvania, fearing 
lest it should lose the bank, in 1787 granted it a new charter, 
which was renewed from time to time and under which it con­
tinued till the national banking law was passed. It declined at 
first to enter the national system, because, under the rules adopted 
by Secretary Chase, it would have been obliged to change its 
name. But a dispensation was granted to it, on account of its 
illustrious origin, to come in without such change. 

In the first hundred and forty years of the life of the Bank of 
North America it passed its semiannuaJ dividend only five times. 
The benefit it conferred upon the country, by setting an example 
of sound principles and practice in banking, is second only to its 
patriotic service in the Revolution; and for both we are in­
debted to Robert Morris, although h~ was never president or 
even a director of the bank} '. . 

Ordinarily it would not be good banking practice to advance 
large sums of money to the government or to have the government 
as a shareholder of the bank, but both these features were neces­
sities in the case of the Bank of North America. Within the limits 
thus imposed, the bank was conducted in a businesslike manner. 
The government paid interest and principal on its loans like a 
private borrower, and received dividends on its shares like a pri­
vate stockholder. It ceased borrowing and sold its shares as soon 
as possible. 

lA Hi6tmv 01 1M Bank of NortA Amorica down to 1882 bas boon writteD 
by Lawrence Lewis, Jr. An interesting accoUDt of ita origin and early y ...... 
is given in Sumner's FiTUJ1lCi6 ond Fi_ 01 1M A""'""- ReoolutUm. 
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Bank of Massachusetts. Next in point of time was the Bank 
~f Massachusetts. Its charter, granted by the legislature on 
February 7, 1784, contained no restrictions or conditions except 
the right of the legislature to examine its affairs. No mention was 
made of circulating notes, since the right to issue them was thought 
to be embraced in the right to be a bank, though a subsequent law 
was passed by the same legislature to punish persons who should 
counterfeit the notes. The first restrictions on the bank were 
imposed by a law passed in 1792. These were (1) that the bank 
should not issue notes smaller than $5; (2) that the outstanding 
notes and loans should not exceed double the amount of the capital 
stock actually paid in; (3) in case of violation of this law the di­
rectors were made personally li&ble for the debts of the bank, but 
those who were absent or had dissented might exonerate them­
selves by giving notice forthwith to the governor of the state; 
(4) statements of the bank's affairs were to be given to the gover­
nor and council every six months, but no form of statement was 
prescribed; (5) the bank was prohibited from de&ling in mer­
chandise or in the shares of any bank. 

Bank of New York. The third in point of time was the Bank 
of New York, founded - or, at all events, proposed - by Alex­
ander Hamilton in 1784, as an alternative to a land bank favored 
by Chancellor Livingston. Under the Livingston plan one third 
of the bank's capital was to be paid in cash and the remaining two 
thirds was to consist of landed security in New York and New 
Jersey. In March, 1784, Hamilton wrote a letter to J. B. Church, 
counseling him against this project and proposing a "money 
bank" in place of it. He dissuaded several city merchants from 
taking an interest in the land bank, and they then asked him to 
draw up articles for a money bank, which he did. This was the 
Bank of New York. It began business on June 90fthe same year. 
As its application to the legislature for a charter was refused, it 
began business without one; but the only penalty for doing BO 

was the condition that the li&bility of the shareholders for. the 
debts of the bank was unlimited. 

The bank, when organized, announced that the rate of interest 
on loans would be 6 per cent, that loans should run for thirty days 
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only, that no note would be discounted to pay a former one, that 
payments to the hank must be made in its own notes or in specie, 
and that overdrafts would not be allowed. Gold coins, which at 
that time were more or less clipped or ahraded, were to be received 
hy weight only. These regulations, especially the one requiring 
punctual payment of debts, made the bank very prosperous but 
very unpopular. 

The directors were charged with working in the intereet of British 
capitalists and traders and with refusing discounts a few days hefore the 
sailing of the European packet, that they, personally, might profit by the 
distress thus occasioned. The bank, it was contended, had destroyed 
private credit, as well as that confidence, forbearance and compassion 
formerly shown by creditors to their debtors. Such was the result of 
enforcing the payment of a note at maturity when lodged in the bank. 
And among the terrible consequences to follow, it was predicted that 
.. if their number is not restricted, should banks he permitted in America, 
after the profits they yield are known, we may not alone have one in 
every state but also in every county of the different states." 1 

In 1786 the state made an emission of bills of credit, with the 
result that the bank divided itself into two parts, a specie bank 
and a paper bank, keeping the accounts of the former in dollars 
and of the Iatter in pounds, making discounts in paper on Tues­
days and in specie on Thursdays, and issuing some of its circulat­
ing notes redeemable in paper of the state and others redeemable 
in specie. 

An application was made for a charter in 1785 and another in 
1789. Both were refused. A charter was finally granted to the 
bank in 1791. It provided (1) that the debts of the bank, "over 
and above the monies then actually deposited in the bank," should 
not exceed three times the amount of the capital actually paid in; 
(2) that it should not hold real estate, except such as might be 
requisite for the accommodation of its own business or such as it 
should have taken as security for debts previously contracted; 
(3) that it should not deal or trade in any kind of commodities or 
in the stocks of the United States or of any state, though it might, 
if necessary, sell such stocks pledged to it by way of security. 

1 Hil/ory of 1M Bank of N<U1 York, 1784--1884, by Henry W. Domett. 
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In the first list of shareholders of this bank are the names 
of Alexander Hamilton, Aaron Burr, and Rufus King. One of 
the depositors was Talleyrand, some of whose checks are still 
preserved. 

Question of Small Notes. The earliest regulations of banking 
enacted by public authority in the United States were those enu­
merated above. The first regulation of Massachusetts had refer­
ence to the denominations of bank notes. The question whether a 
bank should be allowed to issue notes smaller than $5 or $10 was 
a matter of controversy in most of the states during the first half 
of the nineteenth century. Legislation on the subject was not uni­
form. It was contended, on the one hand, that it was desirable to 
have a large amount of specie in circulation, in order to give 
stability to the currency, and that the way to secure this was to 
banish small notes. It was also argued, on the other side, that the 
circulation of specie, beyond the amount required for small change, 
was an inconvenience and involved an appreciable loBS by abra­
sion. Experience in the United States has now decided in favor of 
paper currency of denominations as small as $1. 

Restriction of Debts and Credits. The restriction of notes and 
loans to twice the capital stock actually paid in was intended to 
guard against undue expansion of both debts and credits. In the 
later legislation of Massachusetts, as will be seen, the restriction 
was changed so as to provide that neither the credits nor the debts 
of a bank (except for deposits) should exceed twice the capital, the 
deposits not being reckoned as debts for this purpose. (This re­
striction, as regards loans, was superseded in the national banking 
law by a requirement that a bank should not make new loans when 
its cash reserve was below a certain percentage of its deposits.) 
In case of violation of the law, the directors were personally liable 
for the debts of the bank unleBS they took immediate steps to 
make their diBSent known to the public authorities. 

The reasons for requiring periodical bank statements have been 
made clear earlier in this chapter, but the Massachusetts require­
ment was defective, since it gave opportunity to the bank's officers 
to make special preparations therefor. The prohibition against 
trading in merchandise was proper, since such trading would have 
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made the banker a rival in business of the merchant and to that 
extent would have incapacitated him for discounting the mer­
chant's paper. The two vocations should be co-operative, not 
competitive. It was inexpedient also for a bank to buy its own 
shares, since by so doing it impaired its capital. If bank A, for 
example, with a paid capital of $100,000, buys in all its shares, it 
stands just where it was before any was paid. If banks A and B 
buy each other's shares, the result is the same as though each one 
had bought its own shares. The community, in that case, has no 
more banking capital than if neither of them had ever existed. 

New York Restrictions. As the debts of a bank consist, for the 
most part, of its deposits and its circulating notes, the first legal 
restriction on the powers of the Bank of N ew York was practically 
that its note issues should not exceed three times the amount of its 
paid-up capital. If there was to be any legal restriction on note 
issues, this provision was sufficiently liberal. At the time when 
the charter was granted, and while there was no restriction what­
ever on its note issues, its paid-up capital was $318,250 specie, and 
its outstanding notes of the two kinds only $360,000 specie value. 
The clause in reference to the holding of real estate was a sound 
restriction. Since a bank's liabilities are payable on demand, its 
investments should be in quick assets. Real estate is not included 
in that category. The prohibition against trading in commodities 
is a repetition of the law of Massachusetts, and the reasons for it 
are the same. It does not, however, follow that the banker should 
not buy or sell bonds of the state or of the United States. Those 
are often highly desirable forms of investment for some part of the 
funds of banks, by reason of the facility with which they can be 
turned into cash in emergencies. 

Many students find these early experiences in American bank­
ing amusing and wonder why our ancestors did not understand 
banking better. Possibly our ancestors might be amused by our 
difficulties today and wonder why we have not learned more 
from their errors. Recent banking history in the United Ststes 
should make us reluctant to criticize the mistakes of others. A 
banking system which permits nearly one balf of its banks to 
fa.il in twelve years may not be 80 superior after all. 
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CHAPTER XIX 

THE FIRST AND SECOND BANKS OF THE 
UNITED STATES 

FIRST BANK OF THE UNITED STATES 

The next event of importance in the history of banking in this 
country was the organization of the Bank of the United States in 
1791. This institution was established on lines laid down by 
Alexander Hamilton, the first Secretary of the Treasury, in a re­
port dated December 14, 1790, made in obedience to an order of 
the House of Representatives. This report embraced a stat&­
ment of the principles which should, in his opinion, govern such 
an institution and of the reasons why it might be useful to the 
government in emergencies and to the business community at all 
times. Hamilton took ground against paper money issued by the 
government, either directly or through a bank owned by itself, but 
he saw no reason why the government should not be a partner in 
the bank, provided the management was in the hands of the pri-
vate owners. ' 

The Bank's Charter. The bank act passed by Congress fol­
lowed, for the most part, the plan which he proposed. The capital 
was to be $10,000,000, divided into 25,000 shares of $400 each. 
Eight millions of the capital stock was open to subscription by the 
public, one fourth to be paid in specie and three fourths in govern­
ment obligations bearing 6 per cent interest, the subscriptions to 
be paid within two years. The remaining $2,000,000 of the capital 
might be subscribed by the United States, payable in ten equal 
annual installments with interest at 6 per cent, and was so sub­
scribed. Each shareholder was entitled to cast one vote for one 
share, one vote for the next two shares, and so on, no shsreholder 
being entitled to cast more than thirty votes. Foreign share-

404 
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holders were not allowed to vote by proxy, and therefore practi­
cally could not vote at all. Not more than three fourths of the 
directors were eligible for the next succeeding year. The bank 
could not hold real estate exoept for the immediate accommoda­
tion of its business, but it was not forbidden to lend on mortgage 
security. The bank could not become indebted for a greater 
amount than its capital stock, over and above the amount of its 
deposits; that is, the deposits were not to be counted as liabilities, 
in estimating its right to contract debts. In case of excess, the 
directors were to be personally liable to creditors of the bank, but 
directors absent or dissenting might exonerate themselves by 
notifying the President of the United Ststes and the stockholders 
at a meeting which they should have the power to call for that 
purpose. There was no other limit on the note issues of the bank 
than this. It meant substantislly that the circulating notes might 
be equal in amount to the capital stock. The head of the Treasury 
should have the right of inspecting all the affairs of the bank exoept 
the a.ocounts of private persons and could call for reports as often 
as onoe a week if he chose to do so. The notes of the bank should 
be receivable for all public dues as long as said notes were payable 
in gold and silver coin. The Treasury was not required to deposit 
the public money in the bank. The bank might have branches 
wheresoever the directors should see fit. It might sell any part of 
the public debt of which its stock was composed, but could not 
purchase any public debt whatsoever, nor trade in goods exoept 
such as might have been pledged for money lent and not repaid. 
The rate of interest on loans could not exoeed 6 per oent. The 
government pledged itself to grant no other charter for a bank 
during the continuanoe of this one, which was limited to twenty 
years. The Bill passed the Senate Deoember 23, 1790, without a 
division. It passed the House February 8, 1791; yeas 39, nays 20. 
All the affirmative votes, exoept three, were from states north of 
the Potomac, mostly of Federalists; all the negative, exoept one, 
were from states south of it, mostly of Antifedera.lists, or Repub­
licans, as the followers of Jefferson were called. 

Constitutionality of "the Bill. President Washington called for 
the written opinion of the Attorney General, Edmund Randolph, 
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on the constitutionality of the bill. It was given adversely to the 
measure. He then asked for that of the Secretary of State, Mr. 
Jefferson. This was also adverse. Jefferson held that there was no 
warrant in the Constitution for the incorporation of a bank by 
Congress, and that it could not be considered "necessary" for 
carrying into effect any other power expressly conferred upon 
Congress. He admitted, however, that if, in the President's mind, 
the pros and the cons were pretty evenly balanced, the doubt 
ought to he resolved in favor of the bill, as a matter of respect and 
deference to the legislative branch of the government. The opin­
ions of Randolph and Jefferson were then sent to Hamilton for such 
answer as he might be able to make, and he replied at considerablo 
length and with great force. He held that the word "necessary," 
as used in the Constitution, did not mean absolutely necessary, 
but fitting and appropriate. He said that no power had been con­
ferred upon Congress to establish lighthouses and buoys. The 
power to erect and establish these things was inferred from the 
power to regulate commerce, and nobody questioned it; yet com­
merce could be regulated without lighthouses and buoys. Hamil­
ton's arguments prevailed, and Washington signed the bill. 

Reasons of Regulations. Of regulations in the charter of this 
bank additional to or different from those of the earlier ones, men­
tioned in the preceding chapter, the most important are those 
relating to the composition of the bank's capital and to participa­
tion of the government as a shareholder. In explanation and de­
fense of the provision which allowed three fourtbs of the capital to 
be paid in the 6 per cent obligations of the government, Hamilton 
said in his report: 

The chief objeet of this is to enable the creation of a capitalsufliciently 
large to be the basis of an extensive circulation and an adequate security 
for it. . .. To collect such a sum in this country in gold and silver into 
one depository may, without hesitation, be pronounced impracticable. 
Hence the necessity of an auxiliary, which the public debt at once pre­
sents. This part of the fund will be always ready to come in aid of the 
specie; it will more and more command a ready sale and can therefore 
be expeditiously turned into coin if an exigency of the bank should at 
any time require it. 
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The Government as a Shareholder. No exception need be 
taken to this argument, considering the time and circumstances of 
the case. Ordinarily it would not be considered good banking 
practice to accept anything but money as a part of the capital, 
even though some portion of it were subsequently invested in gov­
ernment bonds. Such investment should be left to the discretion 
of the directors after the organization is effected. Although, as 
Hamilton said, the bonds were intended to be the basis of circula­
tion and an adequate security for it, they remained under the con­
trol of the bank and might be converted into money at any time. 

The government's participation as a shareholder was not justi­
fied in this instance by necessity, as it had been, ten years earlier, 
in the case of the Bank of North America. Private persons were 
now eager to supply all the capital required. If pecuniary gain 
were a sufficient reason for the government's participation, it could 
have been obtained more easily, and without risk, by a tax. Even 
if we conceive it expedient for the government to have been a 
shareholder at all, the clause which allowed it a long credit in 
paying for its stock was indefensible. It was a speculation on the 
part of the government, and a succeBBful one as it turned 'out, but 
it set the example of paying for shares with '~stock notes," which 
was the poison of banking in the United States for the next fifty 
years. 

Other Provisions. The provisions giving to the small share­
holders greater voting power in proportion to their holdings than 
the large ones and requiring one fourth of the directors to retire at 
the end of each year were intended to prevent the bank from pass­
ing into the control of a clique. These methods of distributing 
power in the management of banks were very generally adopted by 
tbe state legislatures in the first half of the nineteenth century, 
but their importance was evidently overestimated, since they have 
been wholly abandoned without any harmful consequences. The 
provision which prohibited the foreign shareholders from voting 
by proxy was intended to exclude foreign influence from the man­
agement. AIl the owners abroad would not be likely to cross the 
ocean in order to vote, they would not be able to vote at all. For­
eign influence was very much of a bugbear at that time, but it 
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does not appear that the shareholders in Europe ever betrayed 
any desire to vote or to exercise any influence whatever on the 
management. 

The provision that the note issues of the bank should not exceed 
the amount of the capital stock seems to have been unnecessary, 
since no report of note issues exceeding $5,157,378, or a little more 
than half the capital, has reached us. Very few reports of the 
condition of the bank, however, were published. It is not known 
whether the Secretary of the Treasury ever exercised his right of 
iuspecting, or how often he called for reports of its condition. Only 
two such reports were submitted to Congress by Gallatin, both 
being in connection with the proposal to renew the charter. 

The Treasury was not required to keep the public money in the 
bank, but it kept about two thirds of it there, and the balance in 
state banks selected by the President. The parent bank was at 
Philadelphia. It bad branches at Boston, New York, Baltimore, 
Norfolk, Charleston, Savannah, Washington, and New Orleans. 
It transferred the public funds from place to place at its own ex­
pense and paid the money on the order of the Treasurer of the 
United States wherever wanted. C 

The prohibition p,gaiust the purchase of any public debt was 
adopted because it was believed that the bank would be able, 
with its large capital, to control the market and put the price . 
of government securities up or down at its own pleasure. 

Great Financial Success. The entire capital of the bank was 
subscribed for within two hours after the books were opened. It 
was a great financial success from the start. It began operations 
in December, 1791, and paid a dividend of 4 per cent in July, 
1792. In 1809 Mr. Gallatin reported that the government bad 
made a profit of $671,860 on the sale of its shares, besides re­
ceiving dividends at the average rate of 8j per cent per annum. 
Of the 25,000 shares, 18,000 were held abroad and 7000 in the 
United States. The outstanding circulation at that time was 
$4,500,000; specie on hand, $5,000,000; deposits, $8,500,000; 
loans and discounts, $15,000,000, consisting mostly of sixty-day 
paper. 

The government, at that time, did not require the payment 
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of customs duties on the delivery of the goods imported, but 
acoepted the bonds of the importers payable at a future date. 
The bank collected the payment of the bonds, and it refused to 
reoeive the notes of nOlHpecie-paying banks. It thus established 
a standard of commercial honor and enforced it upon the banks 
chartered by state authority. In this way it became a regulator 
of the currency, but it incurred the enmity of the slovenly and 
fraudulent bankers of the period and of the second-rate traders 
and speculators by the rigidity of its rules. 

Renewal of Charter Proposed. In 1809 Secretary Gallatin 
recommended a renewal of the bank's charter with an increase of 
its capital to $30,000,000. War with England was impending, and 
Mr. Gallatin proposed that the bank should be bound in the new 
charter to lend three fifths of its capital to the government if 
required to do so, and that it should pay interest on all govern­
ment deposits in exoess of $3,000,000. A contest of extreme bitter­
ness ensued. The bank had been established in the first instance 
by the Federalists, who had lost politicaI power during the past 
eight years, but were still strong in wealth and respectability. 
They had established the bank against Mr. Jefferson's ideas; 
and he, although yielding to Mr. Gallatin on practical measures 
and signing various bills supplementary to the origina1 charter, 
had remained, both in his administration and in his retirement, a 
consistent foe to it. President Madison, who, as a member of the 
House, had opposed the original charter on the ground of un­
constitutionality, was now disposed to look at the question as 
res adjudicata. He neither favored nor opposed a new charter. 
There was, however, a faction opposed to Mr. Gallatin which had 
its principal seat in Pennsylvania, its leaders being William Duane 
and Michael Leib. These men wanted to have certain changes 
made in the Federal offices in Philadelphia, which Mr. Gallatin 
refused on public grounds. The spoilsmen were determined to 
force Gallatin out of office if they could, and to this end they op­
posed everything that he favored. A clique in Maryland headed 
by the Secretary of State, Robert Smith, and his brother, Sena­
tor Smith, was equally bitter against Gallatin and consequently 
against the bank. 
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Opposition to the New Charter. Notwithstanding this fac­
tional opposition the usefulness of the bank was so manifest that 
there would have been a strong majority for the new charter, if 
the question had come to a vote when the subject was first taken 
up. On April 2, 1810, the House committee, to whom the peti­
tion of the bank for a recharter had been referred, reported favor­
ably. On the twenty-first of the same month a motion to postpone 
indefinitely was defeated; yeas 46, nays 67. Then the matter 
was laid over informally till January 4, 1811. The state banks 
took advantage of the delay to bring pressure on their local 
representatives againet a recharter. They wanted to secure the 
government's deposits for themselves and to get rid of the com­
petition of the great bank in other ways. Some persons who had 
more political influence than credit were incensed because their 
paper had been refused for discount at the bank. The RepUblicans 
seized this opportunity to be revenged on the Federalists. They 
denounced the bank as an aristocratic, and especially as a foreign, 
inetitution. One of the most vehement speakers againet the bank, 
on account of the foreign holdings of its shares, was Henry Clay, 
who said in a ,speech in the Senate on February 15;)811 : 

Seven tenths of its capital is in the hands of foreigners, and these 
foreigners chiefly English subjects. We are possibly on the eve of a 
rupture with that nation. Should such an event occur, do you apprehend 
that the English premier would experience any difficulty in obtaining 
the entire control of this institution? 

Mr. Gallatin had exposed this fallacy two years earlier by 
showing that the foreign shareholders had no vote in the man­
agement and that, if the charter were not renewed, the portion 
of the bank's capital held by foreigners (mostly Englishmen), and 
amounting to $7,200,000, must be remitted to the owners at once. 
This demonstration of the impolicy of liberating and sending 
abroad more than $7,000,000 of specie at a time when we were 
likely to need every dollar of coin that the country contained had 
not the smallest effect on the Antifederalist faction, except to 
increase their fnry. Mr. Desha, a representative of Kentucky 
(February 12, 1811), considered this foreign capital one of the 
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engines set to work to overturn civil liberty. He had no doubt 
that George III was a principal stockholder and that the latter 
would authorize his agent in this country to bid millions for a 
renewal of the charter. The new charter was not wanted except 
by a few speculating merchants who had become involved in 
debt and had borrowed money from "this foreign bank." The 
only way to save liberty, in his opinion, was "to assist iti strangling 
this infant Hercules in the cradle." He concluded by suggesting 
that, unless the British government should rescind its clandestine 
measures affecting our rights, rather than renew the charter of 
the bank we ought to confiscate the British capital in it and use 
it in conquering Canada. 

The government had sold its own property in the bank to for­
eigners at a large premium. The last sale of 2220 shares had been 
made in 1802 at 145 to Sir Francis Baring, who had resold them 
in England at 150. The purchasers bought them as shares in an 
active concern. Of course they were charged with knowledge that 
the charter would expire in 1811 and that it might not be renewed; 
but it was not creditable in congressmen to declaim against foreign 
holdings as a reason for refusing a charter, when the government 
had pocketed a bonus of nearly $700,000 from these same for­
eigners in the expectation that it would be renewed. 

Renewal of the Charter Refused. The bank was not without 
friends among the Republicans. The best speech made for the 
new charter was that of Senator Crawford of Georgia - a mas­
terly effort from nearly all points of view. Senator Lloyd of Mas­
sachusetts made a strong speech on the same side, supplying some 
interesting items of banking intelligence. As showing the great 
convenience to the government of an apparatus by which pay­
ments could be made at specie value everywhere, without cost for 
the transmission of funds, he said that Penobscot bank notes 
would not pass in Boston at all times, that Boston bank notes 
passed with difficulty in New York and Philadelphia, while those 
of New York were not readily current in Washington. Mr. Clay 
held that Congress had no power to grant the original charter or 
to renew it. On March 2 he presented a report denying a petition 
of the bank for an extension of its charter sufficiently long to wind 
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up its affairs. The report says that, .. holding the opinion (as a 
majority of the committee do) that the Constitution did not au­
thorize Congress, originally, to grant the charter, it follows, as a 
necessary consequence of that opinion, that an extension of it, 
even under the restrictions contemplated by the stockholders, is 
equally repugnant to the Constitution." Five years later he was a 
strong advocate of the charter of the second Bank of the United 
States, saying that" that which appeared to him in 1811 under the 
state of things then existing not to be necessary to the general 
government, seemed now to be necessary under the present state 
of things. Had he then.foreseen what now exists and no objection 
had lain against the renewal of the charter other than that derived 
from the Constitution, he should have voted for the renewal." 1 

The vote was taken in the House January 24, 1811, on a motion 
to postpone indefinitely, which motion prevailed by a majority 
of one, 65 to 64. The vote in the Senate on a similar bill (February 
20) was a tie, -17 to 17, - whereupon George Clinton, the Vice­
President, gave the casting vote against the bank. It was ac­
cordingly put in liquidation. It paid the shareholders $434 for 
each share of $400, that is, a surplus of nearly 9 per cent. Thus the 
country lost a most valuable financial institution. There was 
straightway a mushroom growth of new state banks to fill the 
void, so that one hundred and twenty were chartered and put in 
operation within three years. The government went to war in 
1812, leaning upon the state banks for financial support. Most of 
them suspended payments in September, 1814, after which the 
country wallowed in irredeemable paper for several years. If the 
charter of the great bank had been renewed in 1811, specie pay­
ments would probably have been maintained throughout that 
crisis. Mr. Gallatin, writing many years later, said: 

It is our deliberate opinion that the suspension might have been pi'&­

vented at the time when it took place had the fonner Bank of the United 
States been still in existence. The exaggerated increase of state banks, 
occasioned hy the dissolution of that institution, would not have occurred. 
That hank would as before have restrained within proper bounds and 
checked their issues, and. through the means of its offices (branches) it 

'Annall 01 C""f''''' 1816-1816, p. 11114, 
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would have been in possession of the earliest symptoms of the approach­
ing danger. It would have put the Treasury Department on its guard; 
both acting in concert would certa.inly have been able at least to retard the 
event, and as the treaty of peace was ratified within less than six montha 
after the suspension took place, that catastrophe would have been 
altogether avoided. 

By restra.ining the issues of the state banks within proper 
bounds Mr. Gallatin meant that the bank would bave presented 
their notes promptly for redemption, thus keeping their issues 
within the limit of safety. 

SECOND BANK OF THE UNITED STA.TES 

Financial DistreBB in 1814. The second war with Great Brit­
ain began in 1812. Specie payments were suspended in September, 
1814, by nearly all the banks south and west of New England. 
Their notes fen to a discount ranging from 10 to 30 per cent. The 
government had defaulted on the interest of the public debt. Its 
money was mainly in the suspended banks. The financial con­
dition of the country was desperate.' Naturally the statesmen of 
the day bethought themselves of the Bank of the United States. 
On October 17 the Secretary of the Treasury, Mr. Dallas, recom­
mended that a national bank be established with a capital of 
$50,000,000, of which one tenth should be specie and the remainder 
government securities of one kind and another. It was to begin 
under a suspension of specie payments. As Daniel Webster said 
in the debate: .. It was to commence its existence in dishonor; it 
was to draw its first breath in disgrace." Webster's speech of 
January 2, 1815, was fatal to this bill, for it was rejected by a tie 
vote. A reconsideration was moved and carned, and the bill was 
amended by striking out the clause requiring a specific loan to the 
government and the one authorizing the suspension of specie pay­
ments. In this shape it was passed by both houses; but it was 

1 "The government might POB8e8B immense resources in one State and be 
totally bankrupt in another; it might levy taxes to the amount of the whole 
Circulating medium yet have only its own notes available for payment of 
debt; it might borrow hundreds of million. and be none the better for the 
Joan." - Henry Adams, HiI""" 01 tho United S14ta, Vol. VIII, p.215. 
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vetoed by President Madison because it did not furnish sufficient 
financial aid to the government. The Senate thereupon took up 
the original Dallas Bill and passed it on February 11. But news 
that a treaty of peace with Great Britain had been signed at Ghent 
reached Washington on the thirteenth, and on the seventeenth the 
House, by a vote of 74 to 73, indefinitely postponed the measure. 

The Bank Charter of 1816. As the war had come to an end, 
the Treasury was no longer in the desperate condition of the pre­
ceding year; yet Mr. Madison, in his message of December 5, 
1815, suggested a national bank as an instrumentality for bringing 
about a resumption of specie payments. A bill for this purpose 
was reported to the House by Mr. Calhoun on January 8, 1816. 
It passed both houses and was signed by President Madison on 
April 10, 1816. The capital was to be $35,000,000, four fifths to 
be subscribed by private persons and one fifth by the United 
States. There were to be twenty-five directors, five of whom 
should be appointed by the President of the United States, by and 
with the advice and consent of the Senate, and twenty elected 
by those stockholders who resided in the United States. Foreign 
stockholders could not vote either in person or by proxy. Both 
the notes and the deposits of the bank were to be paid in specie. 
It was authorized to issue post notes not smaller than $100 each, 
payable not more than sixty days after date. No circulating 
notes were to be issued of less amount than $5. All notes were to 
be signed by the president and the principal cashier. The notes 
should be receivable in all payments to the United States. The 
bank was to provide facilities for transferring the public funds, 
without expense to the government, to any places within the 
United States where paymenta were to be made. Section 16, 
regulating the public deposits, provided 

That the deposits of the money of the United Ststes in p~ in 
which the said hank or branches thereof may be estsblished shaU be made 
in said bank or branches thereof, unless the Secretsry of the Treasury 
shaU at any time otherwise order and direct; in which case the Seeretary 
of the Treasury shaU inunediately lay before Congress, if in session, 
and if not, inunediately after the commencement of the next session, the 
reasons of such order or direction. 
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The bank was forbidden "to purchase any public debt what­
soever." In case the bank should fail to pay any note, obligation, 
or deposit in specie on demand, it was to forfeit 12 per cent per 
annwn on the amount of the claim. The government's sub­
scription of $7,000,000 could be paid either in money or in its 
own obligations bearing 5 per cent interest. It was, in fact, 
wholly paid by the latter, that is, by a stock note, and the note 
was not fully paid until 1831. The bank was to pay the United 
States the sum of $1,500,000 as a bonus for the charter, which 
was to be exclusive and was to continue twenty years. It was 
forbidden to pay dividends to stockholders whose shares were not 
fully paid for. The directors were authorized to establish branch 
banks wheresoever, in the United States or the territories thereof, 
they should see fit. 

Of the foregoing regulations the most important was the one 
which required the deposits to be paid in specie. Strictly speaking, 
all obligations payable in dollars were payable in specie. There 
was no other legal-tender money than gold and silver coin. Yet 
the conception prevailed universally that while a bank ought to 
lIay its notes in specie on demand, it might .properly pay its 
ieposits in the notes of other banks, near or remote, provided 
the latter paid their notes in specie. Consequently, even when 
the banks were solvent, there were two kinds of currency in cir­
~u1ation in every city: (1) specie and the notes of the local banks, 
which were at par; (2) the notes of banks of other cities and 
nates, which were at a discount greater or less according to the 
difficulty of securing their redemption. This discount was not 
observed by the masses of the people. To them one dollar was 
as good as another. Anything that would pass was gladly ac­
cepted. But to merchants the discount on out-of-town bank 
notes was a considerable expense, and they sought to recoup 
themselves by charging enough for their goods to cover the loss. 
Daniel Webster was opposed to the pending bill in any shape, 
but he struck a blow for sound principles of currency by securing 
the adoption of an amendment providing that the deposits as 
well as the notes of the Bank of the United States should be paid 
in specie, It did not abolish everywhere the bad practice of 
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having two kinds of bank notes in circulation at the same time 
and place, - one at par and the other at a discount, - but it 
abolished it in the operations of the great bank, and it established 
a standard of good banking which was never wholly lost sight of, 
and which reached its fulfillment in the Suffolk Bank system a 
few years later. Mr. Webster made another contribution to sound 
finance during this session of Congress by securing the passage 
of a bill requiring the payment of all government dues in specie 
or in Treasury notes or in notes of the Bank of the United States. 
Previously any bank notes that were current at the places where 
the duties and taxes were collected had been accepted by the 
Treasury, although no banks except those of New England were 
at that time paying specie. 

Post Notes. The power of the bank to issue post notes was 
curtailed in the charter, both as to the size of the notes and the 
time they should run. Post notes were bank notes payable, not 
on demand, but at a future time. They were a means of borrow­
ing money from the public for fixed periods with or without 
interest. They were in common use in' the first quarter of the 
nineteenth century. Sometimes the words containing the date 
of payment were printed in very small type, so that they were 
not readily seen and were accepted by some persons for demand 
notes. The recipients were thus defrauded. The restriction of 
post notes to denominations of $100 or more was made in order 
to prevent deception, since anybody receiving a note as large as 
$100 would be pretty sure to examine it carefully and to know 
whether it was payable on demand or otherwise. 

Branch Drafts. The provision reqliiring that all notes issued 
by the bank should be signed by the president and the principal 
cashier was adopted because that was the customary way of 
issuing such notes. There was a similar provision in the charter 

~'. of the earlier bank. The fact that there are physical limitations 
on the power of a man to write his name, and that this bank was 
three and a half times as large as the former one, did not occur 
to anybody until after the bank had gone into operation. Then 
it was discovered that no human being could perform the neces­
sary labor. The bank officers asked Congress to amend the law 
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so as to allow other persons to sign notes. There was no reason 
why the request should not have been granted, but Congress took 
no action. Consequently the hank adopted the practice of issuing 
drafts of $5 and $10 at the several branches, drawn on the parent 
bank. These drafts passed into circulation, to the amount of 
several millions. When the subject of a recharter of the hank 
came before Congress the issuing of these drafts was assailed as 
a violation of law, but an opinion had been obtained from Horace 
Binney,. Daniel Webster, and William Wirt, before any such 
drafts were issued, that they would be legal. 

The provision in reference to the deposit of the public funds 
in the hank became very important in the subsequent bank war 
in President Jackson's administration, and will be considered in 
connection with that event. 

Penalty for Suspension. The clause imposing a penalty of 12 
per cent per annum on any failure to pay specie on demand for any 
obligation of the hank was intended to make the suspension of 
specie payments unprofitable. There were in existence at that 
time many banks which were doing a flourishing business and 
actually paying dividends to their stockholders, but were not 
redeeming their own notes or paying their deposits, except· in the 
depreciated notes of other banks. H they had been under a penalty 
of 12 per cent per annum on all their defaulted paper, they would 
have made haste to resume specie payments. 
~ Bonus for Charter. It might not be good policy now to grant 
exclusive privileges to a private hank, but if for any reason it were 
granted, it would be proper to exact a bonus from the beneficiaries. 
The exclusive privilege granted to the Bank of the United States 
consisted of the deposits of the government without interest, of 
the right to establish branches without consulting the state gov­
ernments, and of the credit which those extensive privileges gave 
it in the eyes of the people and of foreign nations. 

Branch Banks. The bank established twenty-five branches 
under the authority granted to it. These were extremely useful to 
the country in the way of distributing the capital of the hank to 
the places where it was most needed. Thus, if there was a stronger 
demand for money at New Orleans than at PhiIadelphia, knowl-
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edge of that fact would be quickly conveyed by the branch at the 
former place to the parent bank, and funds could be quickly trans­
ferred, either from the parent bank or from any branch where the 
demand was less pressing. One advantage of branch banking con­
sists in the facility which it affords for gaining knowledge of the 
relative needs of business in different places and of responding 
promptly to those needs through agents already on the ground 
possessing the necessary local knowledge. The benefit is shared 
equally by the borrower and the lender. Branch banking tends to 
equalize the rates of interest among different localities in the same 
country. 

Scandalous Beginnings. The charter of the bank was made the 
basis of a shameful speculation, which brought it to the verge of 
ruin within two years. The law provided that the stock sub­
scriptions of individuals should be paid in three installments: 
30 per cent at the time of subscribing, 35 per cent in six months, 
and 35 per cent in twelve months. One fourth of the private sub­
scriptions ($7,000,000) were to be paid in specie and three fourths 
in specie or in the funded debt of the United States. When the 
second installment became due only $324,000 was paid in specie 
where $2,800,000 was due; and for the third, only & triJling 
amount of specie or of anything else. The bank bad discounted 
the notes of the stockholders on the pledge of their stock to the 
amount of more than $8,000,000. It also allowed the stock to be 
sold and transferred by the subscribers before it was paid for. This 
caused a great deal of trading in shares and a rapid advance in the 
price. When they rose above par the bank loaned more than par 
on them. In August, 1817, it authorized loans as high as $125 on 
$100 to shareholders who would furnixh other security for the 
extra $25. This was easily furnixhed, as the shareholders en­
dorsed for one another. 

The provision of the charter prohibiting dividends on shares 
"" that bad not been paid in full bad been systematically violated. 

The Baltimore branch bad been defrauded, by its president and 
cashier, of $1,600,000. The bank at this time was really insolvent, 
and it was held up only by the government's deposits, which 
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amounted to $8,000,000. It was saved from impending bank­
ruptcy by Mr. Langdon Cheves of South Carolina, who became 
its president in March, 1819. One of his measures of relief was 
the borrowing of $2,500,000 in Europe. Another was the require­
ment that the loans made on the security of the bank's shares 
should be paid at the rate of 5 per cent every sixty days. .. Even 
this amaIl reductIon," said Mr. Cheves in his first official report, 
"was the subject of loud, angry, and constant remonstrance among 
the borrowers, who claimed the privileges and favors which they 
contended were due to stockholders." 

The Bank in 1829. The bank was put in a solvent condition 
by Mr. Cheves, and in the course of the next ten years became 
established in the confidence of the business community and in­
terwoven in the policy of the nation as fully as the leading banks 
of the Old World are now in their respective countries. It had five 
hundred employees of high standing and social position. Nicholas 
Biddle of Philadelphia. became its president in 1823. 

Notwithstanding the cerulean aspect of the sky overhead, there 
was a cloud gathering 'on the western horizon which is depicted by 
one historian of the bank in the following terms : 

Democracy, devoted to the principle of equaJity, is oppcsed to eJl 
forms of privilege, and to none more than to a monetary monopcly. 
When it is recollected that the Bank of the United States was at that time 
the one great monopoly in the country, and that against it were directed 
eJl the passionate opposition and fear which tlHiay [1903] feJl upcn 
banks, railroad companies, and trusts, its danger from the rising pcwer 
of that fierce Democracy which, with Andrew Jackson, swept over the 
country, may be faintly measured. The Democracy was positive that 
the hank was a menace to the political and social interests of the United 
States; that it made the rich richer and the poor poorer; that it de­
pressed the weak and made the potent more powerful; that it accentu­
ated the differences of society, creating on the one hand a powerful 
aristocracy and on the other hand an impotent and beggarly proletariat. 
These opinions were espeeieJly prevalent in the West, where Democracy 
was most powerful.1 

I Catterall, TM Swmd Bank of the United SkJIa, p. 167. 
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Before he came to Washington as President, Jackson enter­
tained the opinion that Congress had not the constitutional power 
to charter a bank outside the District of Columbia. He had also 
expressed a dislike to all banks. l 

THE BANK WAR 

The Question of a Recharter. The charter of the great bank, 
granted in 1816, was to expire in 1836. Wben General Jackson 
came to Washington as President in 1829, the subject of a renewal 
of the charter had not been discussed either in CongreBS or in the 
preBS. Probably nobody had given it serious thought. There 
had, however, been some conflicts between the bank and the 
state legislatures of Ohio, Kentucky, and Georgia, prompted by 
the jealousies of the local banks. The latter had accused the great 
bank of "accumulating their notes" and then presenting them for 
redemption in coin, thus making money scarce and disabling them 
from lending freely to their own customers. But this accumulating 
of the notes of the local banks resulted ftom receiving them as 
deposits. Not to have received them would have discredited, and 
perhaps ruined, the banks issuing them. To have received them 
as deposits and not to have presented them for payment would 
have been to transfer the capital of the great bank to the local 
banks without interest. From this dispute had arisen hostile 
legislation and prolonged litigation; but the conflicts had ceased, 
and the bank was at the height of its popularity and strength at 
the beginning of Jackson's administration. 

The first visible sign of the coming trouble was contained in a 
letter written by Levi Woodbury, Senator from New Hampshire, 
to Samuel Ingham, Secretary of the Treasury, making complaints 
against Jeremiah Mason, one of the great jurists of New England, 
who was the president of the branch bank at Portsmouth. Wood­
bury and Mason were political rivals. The former accused the 
latter of bad manners, of partiality in the making of loans, and of 
using his financial influence for political ends. Mr. Ingham re­
ferred the letter to Nicholas Biddle, president of the bank, and 

1 Catterall. Th. Swmd Bank of tho United Stat.a. pp. 183-U14. 
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added some comments of his own, implying that he thought there 
might be some truth in Woodbmy's complaints. 

Three weeks later Mr. Isaac Hill of New Hampshire, second 
Comptroller of the United States Treasury, wrote a letter asking 
for a change in the board of directors of the Portsmouth branch 
of the bank and for the removal of Mr. Mason as president. The 
letter was addressed to two of Hill's friends in Philadelphia, who 
were requested to present to the parent bank two petitions to that 
end, signed by citizens of New Hampshire, which were enclosed in 
his letter. Hill had been the editor of a rancorous Democratic 
newspaper and latterly president of a smaIl bank in Concord, for 
which be wished to secure the pension deposits, which were placed 
by law in the Portsmouth branch of the great bank. 

A few months later Amos Kendall, fourth auditor of the Treas­
ury, wrote a letter to Ingham, making accusations, which were 
afterward shown to be false, against the Louisville branch of the 
bank, charging that it had interfered in an election there in 1825. 
These letters proved that there were politicians in Washington, 
near to the President, who had private and sinister ends to gain by 
attacking the bank. They accomplished their object, by persuad­
ing him that the bank was taking part in politics secretly and 
against himself. The charge was false; the bank never meddled 
with politics until compelled to do so in self-defense. It is p0s­

sible, however, that its enemies believed that it was doing so.' 
Jackson's First Message. Biddle was led to believe, by con­

versations with· Major Lewis, a close friend of Jackson, and also 
with Jackson himself, that the latter would favor, or at all events 
not oppose, a renewal of the bank's charter. Yet an undated paper 
in Jackson's handwriting, addressed to Biddle, was subsequently 

I -When, in any arena, a power is present which might be of decisi .... 
importaDoe .. an ally of ODe party or the other, it is inevitable that iIB 
alliance will be _tended for by them. lIB etrorta to remain neutral will be 
Yain and will expoee it to _ter danger from both than an alliance with 
either. Eitbel" party which thinks that it baa loot the chance of winDing the 
alliance will tum __ the interveDiDg party with fierce animosity and 
.. ill try to destroy it or drive it from the arena. This is .. bat bappened in the 
.... of tbe United States Bank." - Sumner, BUImy 01 Btmki.., m 110. 
United 8tDleo, p. 192. 
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found among his manuscripts, saying that he (Jackson) had read 
the opinion of Chief Justice Marshall affirming the constitution· 
ality of the bank, and that he could not concur with it. Biddle 
was greatly surprised to read in Jackson's first annual message to 
Congress, December 8, 1829, the following paragraph: 

The charter of the Bank of the United States expires in 1836, and its 
stockholders will most probably apply for .. renewa.! of their privileges. 
In order to avoid the evils resulting from precipitancy in a measure in· 
volving such important principles, and such deep pecuniary interests, I 
feel that I cannot, in justice to the parties interested, too soon present 
it to the deliberate consideration of the Legislature and the people. 
Both the constitutionality and the expediency of the law creating this 
bank are well f[U88ti.oMd by a large purtion at our Idlow-citizeM; and it 
must be admitted by all, that it has failed in the great end of establishing 
a uniform and sound currency. 

The statement that the bank had failed in the great end of 
establishing a uniform and sound currency puzzled everybody, 
since that was the very thing that the bank had accomplished 
with conspicuous success. It remains doubtful to this day what 
Jackson meant by it. Albert Gallatin tried to find out from Jack· 
son himself in what particular the bank had so failed, but could 
glean only mild surprise that such a question should be asked. 
Gallatin inferred that Jackson meant that the bank had not en· 
tirely abolished the rate of exchange between different commercial 
centers.' 

The bank had been established expressly to restore specie pay­
ments. This end had been accomplished mainly through its 
efforts and example. In order to facilitate resumption it had 
assumed at par $10,809,000 of government deposits then in sus­
pended banks, at a cost to itself of some $200,000.' The whole 
banking system of the country had been wonderfully toned up 
since it came into the field. The rate of exchange between the 

I The average rate was probably from par to 1 i per cent, the average for 
1829 being less then t of 1 per oent (Cattera\l, T/w, S""""" BaM of 1M United 
SkJIu, p. 141). 

I Clarke and Hall, Legi81atw. and DocummI4ry HiMmy of 1M BaM of 1M 
United SkJIu, p. 777. 
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most widely separated commercial centers ranged between par and 
one half of 1 per cent, - a condition which, according to a report 
of the Senate Committee on Finance, existed in no other country.' 

The McDuflie Report. On December 10 the part of the Presi­
dent's message relating to the Bank of the United States was re­
ferred by the House to the Committee of Ways and Means. Its 
chairman (McDuffie of South Carolina) made a report on April 13, 
1830, controverting, in respectful and temperate terms, the 
President's position at all points. The report was strong in its 
opposition to the statement that the bank had failed in the great 
end of estabIishing a uniform and sound currency. It was easy 
to prove by the market quotations how far superior the currency 
was then to that of any previous time, and especially to that of 
the period immediately before the establishment of the bank, 
when the paper currency of the middle states ranged from 7 to 
25 per cent below par. The report went beyond a mere statement 
of the fact tl!at the currency had been put on a uniform a.nd sound 
basis. It argued strongly that this improvement had been brought 
about by the Bank of the United States and would not have taken 
place otherwise. It said : 

The Committee are aW&l'e that the opinion is entertained by some 
that the local banks would, at some time or other, either voluntarily or 
by the coercion of the state legislatures, have resumed specie payments. 
In the very nature of things this would seem an impcssibility. It must 
be remembered that no banks ever made such !&rge dividends as were 
rea1ized by the local institutions during the suspension of specie pay­
ments. A rich and abundant h&rvest of profit was opened to them, which 
the resumption of specie payments must inevitably blast. Whi1e per­
mitted to give their own notes bearing no interest, and not redeemable 
in specie, in exchange for better notes bearing interest, it is obvious that 
the more paper they issued the higher would be their profits. The most 
powerful motive that can operate upon moneyed corporations would have 

I "Before this bank Went into operation exchange W88 from eight to ten 
per cent either for or against Chsrl .. ton, which W88 a los., to the planter, 
of that amount on aJl the produce of Georgia and South Carolina and indeed, 
you might say, aJl the produce of the Southem and Westem states."­
Letter of a Charleston merchant to the ehairman of the Committee of Way. 
and Mesns (Ibid. p. 760). 
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existed to prevent the state banks from putting an end to the very state 
of things from which their excessive profits proceeded. Their very I1&­

ture must have been changed, therefore, before they could have been 
induced to cooperate voluntarily in the restoration of the currency. It 
is quite as improbable that the state legislatures would have compelled 
the banks to do their duty .... The banks were, directly and indirectly, 
the creditors of the whole community, and the resumption of specie 
payments necessarily involved a general curtailment of discounts and 
withdrawal of credit which would produce a general and distressing 
pressure upon the entire class of debtors. These constituted the largest 
portion of the population of all the states where specie payments were 
suspended and bank issues excessive. Those, therefore, who controlled 
public opinion in the states where the depreciation of the local paper 
was greatest were interested in the perpetuation of the evil. 

The report of the committee was sustained by a decisive ma.­
jority of the House, and a similar one from the Senate Committee 
on Finance was sustained by that body. 

Biddle and Ingham. There was some correspondence between 
Biddle and Ingham in reference to the charges made by Wood­
bury and Hill against Jcremiah Mason. Biddle easily proved that 
the charges were without foundation. It would have been well for 
him if he had rested there; but he thought that he had detected 
in Ingham's letters the assertion of a right on the part of the ad­
ministration to control or influence the bank's selection of its 
officers, and he wished to let Ingham know that this was a mistake. 
He therefore added that the bank was under no responsibility to 
the Secretary of the Treasury respecting the political opinions of 
its officers. Ingham retorted that the Secretary had power to 
remove the government's deposits from the bank, and that he 
might exercise that power, if he were convinced that the bank was 
exercising political influence. In his literary and forensic zeal 
Biddle had overlooked the power of coercion that lay in the hands 
of the Secretary. He was worsted in this encounter, but his error 
of tactics was not necessarily fatal. 

Jackson's Messages. In his message of 1830 the President 
again alluded to the bank, and suggested that a bank might be 
established as a branch of the Treasury Department, in order to 
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avoid constitutional objections. Such a bank, he said, having no 
means to operate on the hopes,. fears, or interests of !&rge masses 
of the community, would be shorn of the influence which made the 
existing bank formidable. A motion was made in the House to 
refer this part of the message to a special committee, on the ground 
that the Committee of Ways and Means had already given its 
opinion in favor of the present bank. This motion was voted 
down, by 108 to 76. 

In 1831 the message took a milder tone, saying that the Presi­
dent had felt it his duty frankly to disclose his opinions on the 
subject in former messages. 

Having thus conscientiously discharged a constitutional duty [he 
continuedl, I deem it proper on this occasion, without a more particular 
reference to the views on the subject then expressed, to leave it for 
the preeent to the investigation of an enlightened people and their 
repreeentatives. 

The bank's charter ran till 1836. There is good reason to be­
lieve that if Biddle had postponed, until after the presidential 
election of 1832, his attempt to procure its renewal, he might 
have obtained it without any serious opposition and with the 
concurrence of the President. All the members of the cabinet, 
except Taney, were favorable to the bank, and two of them 
(McLane and Livingston, of the Treasury and State Departments) 
actively so. Both of these urgently counseled him not to stir up 
the fighting element in Jackson, and not to incur the risk of em­
broiling the bank in the political campaign. In a letter to James 
Hamilton (December 12, 1831), Jackson said: "Mr. McLane 
and myself understand each other, and have not the slightest 
disagreement about the principles which will be a ttine qua non 
in my assent to a bill rechartering the bank." 1 

Biddle was a headstrong character and was the autocrat of 
the bank. He had always maintained heretofore that the bank 
should not meddle with polities. He had once affirmed in writing 
that if the bill for a new charter were brought forward prema.­
turely, it would be "blended up with the election and become one 

• Catterall, Th4 Second Bank of Ike Unit«i Statu, p. 213. 
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of those political matters judged exclusively by party considera­
tions." He was warned by McLane that if the bill were forced 
upon Jackson before the election he would regard it as a challenge 
and would veto it. Why, then, did Biddle, with this enormous 
responsibility resting upon him, take the risk of giving the 
challenge? 

Henry Clay and the Bank. In the first place the party op­
posed to Jackson (the National Republicans) made the bank 
question an issue in their platform, adopted at the Baltimore 
Convention in December, 1831. They declared that the bank 
was a great, beneficent, and necessary institution, and that the 
President was "fully and three times over pledged to the people 
to negative any bill that might be passed for rechartering the 
bank." This convention nominated Henry Clay for President in 
opposition to Jackson. Mr. Clay, however, was not primarily an 
agent in dragging the bank into politics. Mr. Catterall shows 
that he deprecated the policy of making application for a new 
charter before the presidential election. He held to that opinion 
till the eve of the Baltimore Convention, but he sided with his 
party, whose candidate he was, when its platform was promulgated. 

The bank had been, until this time, a nonresistant, and that 
was one reason why Jackson's animosity had cooled. It was still 
reluctant to enter the political arena. Biddle hesitated, but was 
finally persuaded by the argument that the bank must put itself 
in the hands of its friends rather than of its enemies. Accordingly 
he wrote a memorial asking for a renewal of the charter, which 
was presented to the Senate on January 9, 1832. The old charter 
still had four years to run. The motion for a renewal of it at this 
time was premature, unless the friends of the bank wanted to 
make it a political issue against Jackson in the presidential 
campaign.' 

'''The position then was that Jackson bad made thecballenge, bad receded 
from it, and his opponents hsd taken it up and tumed it as .. challenge l1fII'inlIt 
him. What would he do? It seems that no one who knew the facta in his 
career could doubt what he would do. He would retum to the issue asd 
would fight it out regardless of all oonsicierations whatever, to .. definite and 
conclusive victory or defeat. That is what he did do." - Sumner, Hiotorv 0/ 
Banki1llJ in the Unil«l Stoia, p.200. 



FIRST AND SECOND BANKS 427 

Aifair of the 3 Per Cents. Before any vote was taken in Con­
gress, however, an incident occurred which led Jackson to think 
that the bank was financi&lly unsound. On March 24, 1832, 
Mr; Asbury Dickins, acting Secretary of the Treasury, notified 
Mr. Biddle confidenti&lly that the government desired to apply a 
portion of its money deposited in the bank to the payment of the 
outstanding 3 per cents, a remnant of the Revolutionary debt. 
The public deposits now amounted to $12,000,000, and the debt 
to be paid off was $9,000,000. Secretary McLane gave Mr. Biddle 
formal notice of this purpose on July 25, and Biddle replied that 
the bank would take the necessary steps to get possession of the 
bulk of the 3 per cents and would act in accordance with the 
wishes of the government. In the meantime General Cadwalader, 
a director t:>f the bank, had been sent to London to make a private 
arrangement with the Barings for postponing the payment of 
$5,000,000 of the debt. A contract was made with that house to 
extend as many of the 3 per cents as possible and to buy up the 
rest. This was a violation of the bank's charter, which prohibited 
it from purchasing any public stocks. It was equally a violation 
of the understanding with the Treasury, since, under the Baring 
contract, the 3 per cents would be kept alive, the bank paying 
the interest and being responsible eventually for the principal 
Money was worth 7 per cent to the bank, and by this scheme it 
would obtain the use of the government's money at 3 per cent. 

It was Biddle's intention to keep the matter secret, but the 
Baring circular was published in the newspapers in October. 
Biddle immediately disavowed Cadwalader's contract with the 
Barings, in so far as related to the buying of the debt, and pro­
posed a different arrangement. Secretary McLane called on 
Biddle for expla.nations, and the latter replied that he had taken 
this step for the public good. A visitation of cholera was ex­
pected, which threatened, he said, .. if it continued, to press with 
peculiar force on the public revenue, more especially as the demand 
on account of the foreign holders of 3 per cents on the first of 
October, at New York and Philadelphia alone, would have ex­
ceeded five millions of dollars." So the bank had interposed itself 
as a providence between the people and the government because 
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the cholera "Was expected, and had done so in a clandestine man­
ner. Jackson was fully justified in considering this a subterfuge, 
and was freshly exasperated by it; but it did not follow, as he 
supposed, that the bank was insolvent. 

The Charter Approved but Vetoed. The affair of the 3 per 
cents was going on while Congress was acting on the new charter. 
On June 9 the bill passed its third reading in the Senate, by 25 
to 20. Now the friends of the bank, who were also friends of the 
President; made one more effort to prevent a conflict. They 
entreated Mr. Biddle to pause and let the bill rest until after the 
election. IT he had had his choice, he might have taken this 
advice; but he was "threatened with opposition from the party, 
then his chief reliance, unless he went on." They said that 
Jackson would not dare to veto. the bill, and that if he did, he 
would be hurled from power by an indignant people. So they 
passed the bill in both houses and sent it to the President on 
July 6. Then one more challenge was given to him. The House 
on June 28 had voted to adjourn on July 9, and the resolution 
was not acted on by the Senate until the ninth. Then Mr. Webster 
said that there was an important measure under consideration by 
the executive, which he was not compelled to return in less than 
ten days. The resolution of adjournment was then amended to the 
date July 16. This was eqUivalent to saying to the President: 
"You must sign the bill or veto it. You shall not kill it silently." 

The next day, July to, the veto came. It was perfectly adapted 
to its purpose of winning votes. It dealt with the bank as a 
monopoly, ringing all possible changes on that term and in the 
most skillful manner. It is supposed that Amos Kendall wrote it; 
for, although Jackson was no demagogue, this was a most.dema.­
gogica.l appeal. The friends of the hank were in high glee when 
they saw it. Biddle wrote to Clay: 

I have always deplored making the bank a party question, hut since 
the President will have it so, be must pay the penalty of his own rashness. 
As to the veto message, I am delighted with it. It has all the fury of a 
chained panther biting the bars of his cage. It is really a manifesto of 
anarchy, such as Marat or Robespierre might have issued to the mob 
of the Faubourg St. Antoine; and my hope is that it will contribute to 
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relieve the country from the dominion of these miserable people. You 
are destined to be the instrument.of that deliveranoe, and at no period 
of your life bae the country ever bad a deeper stake in you. I wish you 
success most cordially, because I believe the institutions of the Union 
are involved in it.' . 

This was not the first time that Biddle's literary tslents had 
betrayed him. Four months later he and Mr. Clay and the bank 
went down with a grand crash, for Jackson was re-elected by 
219 electoral votes, to 67 for all others. Mr. Clay received 49. 
Nobody at the present day considers Biddle a good banker. Few 
persons regret the Bank of the United States; but if its taking off 
was a national misfortune, Mr. Clay and his party were as much 
to blame as Genera! Jackson and his party. They made the bank a 
political issue at a time when defeat to them meant destruction to 
it. The attempt to pass the bill over the veto fa.iled in the Senate, 
22 to 19. 

The bank war continued through the whole of Jackson's second 
administration, embracing severa! exciting episodes, but they 
belong rather to the political than the financial history of the time. 
Early in 1833 the President decided that the government's de­
posits ought to be removed from the bank. He suggested this 
project to Secretary McLane, who demurred. The matter was 
brought up in the cabinet, and two thirds of the members sided 
with McLane. A vacancy happening in the State Department, 
McLane was transferred to it, and William J. Duane was ap­
pointed Secretary of the Treasury. Duane had been opposed to 
the originaI charter of the bank and to the recharter, but he looked 
upon the public deposits as a part of a contract between the 
government and the bank. He declined to tranafer them, when 
requested by the President to do so. Consequently he was re­
moved from office, and Roger B. Taney, the Attorney Genera!, 
was placed at the head of the Treasury Department. Taney be­
gan, in the autumn of 1833, to draw out the money for ordinary 
disbursements, depositing the ordinary receipts in certain stste 
banks which had peen selected for the purpose. 

I Parton, Lif. of JadoItm, Vol. III, p.411. 
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The Pennsylvania Charter. When all hope of a renewal of the 
national charter had disappeared, Mr. Biddle sought and ob­
tained a charter from the state of Pennsylvania. An enormous 
bonus was paid to the state - $2,500,000 in cash and a promise of 
$100,000 per year for twenty years, besides various subscriptions 
to tbe stock of railroads, canals, and turnpikes in the state. Sena­
tor Benton said tbat every circumstance of its enactment be­
tokened bribery of the members who passed it and an attempt to 
bribe the people by distributing the bonus among them. The 
government was still a shareholder in the bank to the par value of 
$7,000,000, and there was some trouble in withdrawing this 
money, but it was paid in four annual installments at the rate of 
115.58. New stock was sold in place of it, so that the capital re­
mained at $35,000,000, which was a far greater sum than could be 
used in ordinary banking operations in its restricted territory. 
Jackson's plans were now fully carried out, except that the bank 
was not killed. The government had recovered every dollar of its 
own money, and the bank was on the way to kill itself more misel'­
ably than even its enemies could have wished. 

Final Collapse. When the bank found .itself, with its enor­
mous capital, restricted to Philadelphil{ and the neighboring 
country, it gradually changed its character. Hitherto it had con­
fined itself to its proper business, discounting commercial paper, 
buying bills of exchange, and dealing in coin and bullion. Now it 
advanced money largely on stocks. BeiQre March, 1836, it had 
$20,000,000 thus invested. The country was in the fever of specu­
lation which culminated in the panic of 1837, and the bank was 
the leading speculator. It suspended in 1837, in common with 
nearly all the other banks; again in 1838; and a third and last 
time in 1841. Its liquidation was protracted through fifteen years. 
It paid its creditors in full, principal and interest, but the share­
holders lost every penny. Biddle lost all his own money. His 
town house and his country house were sold by the sheriff. Old 
friends cut him on the street. He was even indicted by the grand 
jury for conspiracy to defraud the shareholders of the bank, but 
the indictment was quashed. He died in 1844, poor and broken­
hearted. 
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CHAPTER :xx 

MAKING THE BANK NOTE SAFE / 

THE SUFFOLK BANK SYSTEM 

The growth and development of banking in Massachusetts 
not only form an interesting chapter in our economic history, but 
give us suggestions of the highest importance in the consideration 
of current banking problems. 

Stock Notes. During the first half of the nineteenth century 
there was 0. struggle in Massschusetts, as in nearly all the states, to 
compel the subscribing shareholders of banks to pay for their 
shares. Banking was the favorite form of speculation. A bank 
lends its notes to borrowers and receives interest on them, but the 
notes are themselves debts of the bank. Thus banking presented 
itself to the public mind seductively as 0. method of living on the 
interest of the debts you owe. Bank charters were eagerly sought. 
The speculators in shares were not slow to perceive that, if they 
could put their own stock notes into the bank instead of cash, they 
might get something for nothing.' IT the bank survived, the divi­
dends would probably exceed the interest on the stock notes, the 
difference being a clear gain to the shareholders, without any in­
vestment of their own money. The policy of Massachusetts in this 
regard was generally sound, but it was variable, ehowing that 
some people could get inserted in bank charters privileges which 
others could not get. In 1795 the charter of the Nantucket Bank 
contained a provision that no stockholder ehould be allowed to 
borrow at the bank, as or after any installment should become due, 
until he should have paid bis full proportion of sucb installment. 
This did not, however, prevent borrowing the money after it bad 

, Profesoor Sumner (Hi8/Qry of Banking in the United S_, p. 61) found 
two .tate bank charters, both in Louisiana, which expresoly authorized the 
payment of the capital in .tock notes, one doted 1811 and the other 1818. 
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been paid in. In the following year the Merrimac Bank of New­
buryport was chartered with . a ca.pita.l stock of not less tha.n 
$70,000, nor more tha.n $150,000. Here we find a.n attempt to 
eva.de the principle a.ffirmed in the charter of the N a.ntucket Bank. 
No IO&n8 were to be ma.de to shareholders until they ha.d paid 
their proportion of $70,000. H they should choose to ha.ve a ca.pi­
ta.l of $150,000, they might borrow from the bank itself all except 
the first $70,000. 

Struggle to Compel Payment of Capital Stock. There was 
much contrariety of legislation until 1804, when several cha.rters 
conta.ined a.n express provision tha.t no money should be lent to 
a.nybody until satiBfa.ctory evidence was presented to the governor 
a.nd council "tha.t the whole ca.pita.l stock aforesaid is a.ctually 
paid in a.nd existing in gold, silver, or other coined metals, in their 
vaults." Even this provision was not sufficient; for it was proved 
in more tha.n one ca.se tha.t ba.nks borrowed the entire amount of 
their ca.pita.l in gold a.nd silver coin from other ba.nks a.nd, ha.ving 
exhibited it to the public officers, returned it to the rightful owners 
the same da.y. Accordingly, in 1811, a clause was inserted in bank 
charters requiring the· directors to take a.n oath tha.t the money 
paid in was intended to remain there as the capital of the bank. 
This proviso was considerably amplified a.nd strengthened in 1813. 
Three commissioners were to be appointed by the governor to 
count the gold a.nd silver a.nd take the oath of the directors tha.t it 
ha.d been paid in, bona fide, by the stockholders as the bank's 
ca.pital a.nd for no other purpose, a.nd tha.t it was intended to re­
main there. In 1822 it was ena.cted tha.t no dividends should be 
declared until the whole capital was pa.id in. 

Chaos of Banking in New England. The currency was now 
very chaotic. Country bank notes were at a discount of 1 to 5 per 
cent in Boston, a.ccording to the difficulty of sending them home 
for redemption. It was a.n a.dva.nta.ge to a bank to place itself at a 
long dista.nce from the centers of business a.nd on the worst pos­
sible roa.d, to avoid redemption.' Sha.rpers a.nd speculators seized 

• .. What New England did in the first decade of the century is what the 
middle states did in the second and the Southwest in the fourth and the Ohio 
states in the sixth." - Sumner. Hio/Qry of Banking in u.. United Stata, p. 37. 
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the opportunity to make gains. They bought or established banks 
for the purpose of putting notes in circulation at long distances 
fram their place of issue, in order to postpone the redemption of 
them. They swapped notes with one another for this purpose. 
The Boston Exchange Office was incorporated in 1804 to facilitate 
the business of swapping bank notes. One Andrew Dexter bought 
up the stock of the Exchange Office and used it as a machine for 
swapping the notes of different banks owned or contFoJled by him, 
till he brought ruin upon the banks, the community, and himself. 
His failure was one of the most direful events in the economic his­
tory of New England. 

The New England Bank, which was incorporated in 1813, gave 
the first impulse to what was afterward known as the Suffolk Bank 
system, by publishing an advertisement that it would receive 
country bank notes and send them home for redemption, charging 
only the actual cost. The average cost on those of Massachusetts 
was one half of 1 per cent. This became the rate of discount on 
such notes in Boston. On those of other New England banks it 
ranged from 1 to 5 per cent. 

The Suffolk Bank. The country banks discounted commer­
cial paper in Boston, as weJlas at home, paying out their own cir­
culating notes therefor. As these notes were below par in Boston, 
but were generaJly accepted by merchants, Gresham's law came 
in play; that is, the worse money drove out the better. The notes 
of the Boston banks were immediately returned to them by de­
positors, because they were received at par, but those of the coun­
try banks were paid out by manufacturers and traders for wages 
and as change, and thus kept in circulation. In the year 1818, 
when the Suffolk Bank was chartered, the Boston banks, seven 
in number, having more than half the banking capital of New 
England, had only one twenty-fifth part of the circulation. The 
New England Bank had reduced the cost of redeeming country 
bank notes to a minimum before the Suffolk entered the field, but 
the cost was borne by the noteholders. The Suffolk managers 
conceived the idea of putting the cost of redeeming them on the 
issuers, and of abolishing the discount entirely. The bank's object 
was to make a profit for itself, but it accomplished much more, as 
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the sequel will show. The plan proposed by the Suffolk was that it 
would redeem any New England country bank notes at par if the 
issuing banks would keep a permanent deposit of $5000 in the 
Suffolk Bank (the interest on which- should compensate it for 
doing the business), plus a further deposit sufficient to redeem such 
of their notes as should reach Boston in the course of trade. 

To the country bankers of that day nothing more exasperating 
than this plan could have been imagined. They declined it be­
cause it seemed likely to curtail their circulation and the profits 
derived therefrom. Then the Suffolk began to collect their notes 
systematically and send them home for redemption in specie. 
The country banks were furious. They said that the Suffolk was 
demanding of them an impossibility, that of redeeming their 
notes in two plaoes at OIlce. The Suffolk had demanded no such 
thing. It had merely offered them the alternative of redeeming 
their notes in Boston or at their own counters. The fight was 
bitter. The Suffolk maintained it at first singlehanded. In 1824 
the other Boston banks became convinced that it was time to 
put an end to the uncurrent money that was displacing their own 
notes in the field of circulation. They joined the Suffolk and 
contributed a large fund to enable the latter to extend its opera.­
tions to all parts of New England. The run on the resisti:ni banks 
was continued until they began to come in and make the deposits 
required. The terms offered were that each country bank should 
make a permanent deposit with the Suffolk of $2000 or upward, 
according to the amount of its capital, and such additional sum 
as might be necessary to redeem all of its notes that should come 
to Boston. From banks which complied with these conditions 
the Suffolk offered to receive at par the notes of any New England 
bank in good standing. In other words, the Suffolk would not 
require the country bank to remit drafts on Boston payahle in 
specie to make its balance good, but would accept as specie the 
New England notes which the country bank was habitually receiv­
ing in the course of its business. Thus the Suffolk became a clearing­
house for the notes of New England banks in Boston, balancing 
them against one another every day. The notes were sorted and 
redeemed and held subject to the order of the issuing bank. 
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In 1845 the state of Massachusetts passed a law providing that 
no bank should pay over its counter any notes but its own, and 
this law remained in force until the national banking system 
superseded the Suffolk system. As no bank could payout the 
notes of any other bank, it was compelled to send those which it 
took on deposit to the Suffolk at once for redemption. This law 
enforced the principle that everything paid over a bank's counter 
must be the equivalent of specie. The whole Suffolk system was 
based on this principle, and the battIe which it started was fought 
in order to enforce it. A slovenly idea had pervaded the whole 
country that specie redemption, although good in theory, was 
bad in practice. This conception was only slowly uprooted, first 
in New England, afterward in New York, and later in Louisiana 
and in some other spots, but it held the ground over the larger 
part of the country until the Civil War. Mr. D. R. Whitney, in 
his history of the Suffolk Bank, says: 

It was the underlying principle of the Suffolk Bank system, that any 
hank issuing circulation should keep itself at all times in a condition to 
be able to redeem it; that it should measure the amount by its ability 
so to do; and that the exercise at any time of the right to demand 
specie of a bank for its bills was something of whicn the issuing bank had 
no right to complain. 

Nevertheless, there were some complaining banks all the time, 
though after the system had been fairly established these were 
only a small minority. The panic of 1837 caused a general sus­
pension of specie payments. When the time came for a general 
resumption, the question of renewing the Suffolk system was open 
to debate. The banks of Massachusetts, New Hampshire, Ver­
mont, and Connecticut voted at once to sustain it, whilst those 
of Maine and Rhode Island came in soon afterward. The Suffolk 
Bank· system gave wide credit to the New England banks, and 
in consequence their notes gained an extensive circulation in 
remote parts of the country and in Canada. In 1857 five hundred 
banks were embraced in the system. 

Under such circumstances the Suffolk took upon itself the 
office of a comptroller of the currency. It did not admit a new 
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bank to the fellowship of the system merely because it had pro­
cured a charter, perhaps by favoritism, perhaps by bribery. It 
first satisfied itself that the shareholders were men of good charac­
ter and that the institution had been started in good faith. Of 
course the Suffolk could not prevent the newcomer from issuing 
notes, but it could withhold its passport and thus prevent it 
from getting any extensive circulation. The precautions which 
it took in admitting newcomers were taken for the credit and good 
name of New England banking. 

The Suffolk Bank suffered some losses in consequence of ad­
vances to country banks, but these did not prevent it from de­
c1aring dividends at the average rate of 11i per cent per annum. 
The losses which it incurred from counterfeits and alterations 
in notes were very small. From 1836 to 1846 the losses by 
counterfeit notes were only $1107, from alterations $766, and 
from counterfeit signatures on genuine notes $82, although the 
redemption at that time exceeded $100,000,000 per year. In 
1824 two clerks could do all the work. In 1855 seventy were 
required, and the redemptions reached $400,000,000 per year. 
As the circulation of the New England banks at that time was 
about $40,000,000, the whole amount was redeemed ten times 
each year, or about once in five weeks. 

The .. Banking Principle." Any person engaged in a legitimate 
trade, in any part of New England, could exchange his promissory 
note, running sixty or ninety days, for the notes of a bank, with 
which he could pay the wages of his employees or buy the ma­
terisls of his industry in any part of the United States or Canada. 
The notes would remain in circulation about five weeks, and then 
find their way to the Suffolk Bank, where they were offset by the 
notes of other banks which took their rise in the same way. 
The man whose promissory note the bank had discounted, and 
by means of which it had put its own notes in circulation, had 
meanwhile sold his products. If he had sold them in Boston, 
his draft on the Boston merchant would pay his note at the local 
bank, and this would enable the latter to keep its balance good 
at the Suffolk. If he had sold them in New York or Chicago, he 
would get his pay in a draft on Boston, which would answer the 
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same end. If he had sold them at home and had received New 
England bank notes in exchange for them, the local bank could 
use these to keep its balance good at the Suffolk. New England 
trade was carried on by an endless chain of offsets and book 
balances at the Suffolk Bank. The security for the notes con­
sisted of the bank's assets and the banker's moral character and 
business sagacity. Both notes and deposits rested upon the same 
security that deposits rest upon now, and the volume of both 
was determined by the wants of trade. 

The" Currency Principle." The foregoing method of issuing 
circulating notes is called the .. banking principle," a term used 
in contradistinction to the .. currency principle," which assumes 
that a certain amount of paper currency will be wanted by the 
community at all times and that the government may advan­
tageously issue it, either directly or through an agency like the 
Bank of England. As the latter principle was operative in Eng­
land, the average amount which would always circulate, and 
which the community would never send in for redemption if 
satisfied of its goodness, was first ascertained experimentally. 
If, in the progress of time, more notes were wanted than the 
ascertained sum, they had to be bought -with gold. Thus the 
Bank of England was required to give its notes for all the sover­
eigns offered to it or for gold bullion of equal value. 

Specie Reserve. Under the Suffolk system of bank-note re­
demption, specie was seldom asked for, but it was always paid 
when demanded. The metallic reserve was the touchstone of the 
whole business. The banks learned by experience how many 
notes would circulate and how much specie was needed. It was 
not until 1858 that the state of Massachusetts, in consequence 
of the panic of 1857, established a legal reserve of 15 per cent of 
specie against both deposits and circulation. Country banks 
might count their balances in Boston banks, payable on demand, 
as specie, for experience had shown that notes were best redeemed 
at a common center, where the gold reserve should be kept. 
Before the passage of the law of 1858 the specie reserve had been 
extremely variable, ranging from 44 per cent in 1843 to 7! per 
cent in 1851. There was a heated controversy over the passage 
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of this law. The bankers were generally opposed to it, on the 
ground that it was unneoessary meddling, but public opinion 
l!IlStained it. Mter the passage of the law the epecie reeerve rose 
considerably above the legal requirement and afterward oscillated 
around it, being sometimes a little more, and sometimes a little 
less, than 15 per oent. ·This law did not touch the other New 
England states, whose banks were integral parts of the Suffolk 
system. In 1859 Maine, Rhode IsIand, and Connecticut each 
had 10 per cent of specie as against circulation and deposits, New 
Hampshire 71 per cent, and Vermont only 6 per cent. 

The Suffolk Bank system continued until it was superseded 
by the national banking system, which required each bank to 
receive the notes of every other bank at par for all dues to itself. 

Massachusetts General Laws. Massachusetts enacted general 
ba.nking laws in 1805, in 1828, in 1835, in 1860, and in 1880. 
Her ba.nking law, as it existed before the national system came 
in force, consisted of two parts, one relating to chartered banks 
and the other to free banks. A free-ba.nking law, which allowed 
persons to organize banks at their own pleasure, on condition of 
depositing with the state officers bond security for their circulating 
notes, had been passed in 1851, but only seven banks were or-­
ganized under it. The following were among the provisions of 
law relating to banks in 1860: No individual could hold more 
than half the stock of any bank; no person could be a director 
of more than one bank; no person could be a director whose 
stock was pledged for debt. Neither the debts nor the credits of 
a bank could exceed twice the capital stock paid in, except for 
deposits and for debts to or from other banks. No bank could 
payout any notes but its own; or issue any notes, directly or 
indirectly, except at its own ba.nking house; or issue any notes 
with the understanding that they should be kept out a certain 
length of time. No bank could make a loan repayable in anything 
except specie or its own notes. In case of bank failure the note­
holders were to have a prior lien on the assets .• H any new banks 
should be chartered with greater privileges than those here enu­
merated, the same privileges were to extend to all other hanks. 
Three bank commissioners were appointed to examine all banks 
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once each year - or oftener if they deemed it expedient - and 
to publish the results of such examinations . 

./ THE SAFETy-FuND SYSTEM 

New York has made two contributions of the first importance 
to banking science: (1) the safety-fund system, or mutual in­
surance of circulating notes; (2) the free-bank, or bond-deposit, 
system for securing circulating notes, which was the precursor of 
the national banking system. 

Banks and Politics. During the first half-century banking in 
New York was an integral part of the spoils of politics. Feder­
alists would grant no charters to Republicans, and Republicans 
none to Federalists. After a few banks had been established, they 
united, regardless of politics, to create a monopoly by preventing 
other persons from getting charters. When charters were applied 
for and refused, the applicants began business on the common­
law plan. Then, at the instigation of the favored ones, the poli­
ticians passed a law to suppress all unchartered banks. The latter 
went to Albany and bribed the legislature. In short, politics, 
monopoly, and bribery constitute the key to banking in the early 
history of the state. 

The Bank of New York, described in a previous chapter, was 
controlled by Federalists. As the Antifederalists knew that the 
legislature would not grant a charte~ to them, Aaron Burr con­
ceived the idea of procuring one by stealth. The city had recently 
been scourged with yellow fever, the ravages of which were at­
tributed in part to the bad water. Accordingly a petition was 
presented for a charter for a company with a capital of $2,000,000 
to supply New York City with pure water. In it was a clause 
authorizing the company to use any surplus of capital, over and 
above the amount needed for the water works, in any moneyed 
transactions not inconsistent with the constitution and laws of 
the state or of tJu, United States. The Council of Revision (of 
which John Jay was president), whose approval was neces­
sary, did not suspect that banking powers were concealerl in the 
charter. The charter was granted, and the company applied one 
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haJf of its capital to water works and the other half to the bank­
ing business. This was the Manhattan Company, which ceased 
to be a water company in 1840, but bas continued as a bank to 
the present day. 

When the Republicans came into power they refused all ap­
plications for bank charters to FederaIists; and the existing banks, 
of which there were six in the state before 1804, made common 
cause to prevent any new ones from entering the field. In that 
year the Merchants' Bank of New York City, which was already 
in operation under the common law, applied for a charter. It was 
refused. The bank bought its way through the legislature amid 
scenes of excitement, which included fist fighting in open session. 
In 1811 the Bank of America repeated the operation on a larger 
scale. 

In 1821 the people of the state sought to put an end to these 
scandals by a clause in the constitution of that year requiring & 

two-thirds vote of both branches of the legislature to pass a bank 
charter, but the only effect was to increase the evil by rendering 
necessary a more extended system of corruption. 

In 1828 forty b8.nk ch8.rters were in force, out of forty-three 
which had been granted, three small country banks having be­
come insolvent. The charters of thirty of the survivors were 
about to expire, and all efforts to renew them had failed to secure 
the necessary two-thirds vote. The legislature was determined to 
impose on the banks some new conditions, in the public interest. 
At this juncture (January 24, 1829) Mr. Joshua Forman of Syre.­
cuse addressed a letter to Martin Van Buren, governor of the 
state, proposing a plan for the mutual insurance of banks. His 
suggestion was that each bank should be required to contribute 
annually to a common fund for the payment of the debts of such 
banks as should fail, this contribution to continue till it should 
reach haJf a million dollars and be kept up to that sum by further 
contributions when needful. 

Safety-Fund System. Mr. Forman's plan was adopted, and a 
law was passed providing that every bank whose charter should 
be granted or extended thereafter should pay into a .. bank fund" 
one half of 1 per cent of its capital each year, until the contribu-
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tions should be equal to 3 per cent of its capital stock. This fund 
was to be applied solely to the payment of the debts (exclusive 
of the capital stock) of failed banks belongihg to the systsm. The 
fund was not to be used, however, until the assets of the failed 
bank had been exhausted and the deficiency determined by judicial 
proceedings. Whenever the fund should be reduced in this way, 
the comptroller was to call on the banks for fresh contributions, at 
the same rate, as to time and amount, as the original ones. The 
same act provided for the appointment of three commissioners to 
examine all the banks three times each year, or oftener if required 
to do so. AJiy three banks might call for a special examinstion of 
any bank in the system. 

Notes Made a Prior Lien. In 1837 three safety-fund banks, 
all in the city of Buffalo, were reported to be in difficulties. The 
legislature passed a law authorizing the comptroller to make 
immediate payment, out of the bank fund, of the notes of any in­
solvent bank whose liabilities, in excess of assets, should not exceed 
two thirds of the amount in the bank fund. This law was applied 
to the three Buffalo banks. There was no depreciation of their 
notes, and the bank fund was restored out of the assets of the 
failed banks. Two other banks went into liquidation soon after­
ward, and their notes were paid and the fund replenished in the 
same way: There were no more failures till 1840. During that 
and the two following years eleven banks failed. The fund was 
now about $900,000, of which $600,!lOO was applicable, under the 
.lawof 1837, to the immediate redemption of circulating notes, the 
remainder being reserved for depositors. The first three hanks in 
the order of failure exhausted this sum. The bank commissioners, 
in their annual report for 1841, said that the hank fund was pri­
marily intended for the protection of noteholders, not depositors 
or general creditors. The fact that the law put all ereditors on the 
same level was not understood by the public or by the hankers 
themselves, and its expediency was called in question. In 1842 the 
law was amended, so that after the payment of all the liabilities 
charged against the fund at that time the noteholders should have 
the first lien on it. 

In the constitution of 1846 notehol!iers were made preferred 
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creditors of all failed banks. This valuable principle had been 
adopted by the state of Colll!ecticut in 1831. The law of that 
state, however, gave the preference only to the holders of notes 
of the denomination of $100 or less. One reason why noteholders 
ought to be preferred creditors of failed banks is that usu&1ly it is 
not a matter of choice whether persons sh&Il or sh&Il not accept 
bank notes offered in payment. This is especially true of the 
poorer and more helpless classes 'of the community, who are liable 
to lose situations or favor or patronage, if they make objections to 
the kind of money offered to them, and who are less able to form 
opinions for themselves on the soundness and standing of particu­
lar banks. 

Unfortunately the charges against the bank fund before the act 
of 1842 took effect were sufficient to ahsorb everything it was 
likely to receive from the! per cent annual contribution for several 
years. Accordingly the state issued its own stock for $900,000 to 
make prompt payment to the creditors of the failed banks, taking 
a lien on the fund for repayment; and eventually the state's 
advances were all reimbursed out of the fund, principal and inter­
est. Moreover, the fund redeemed about $700,000 of notes fraudu­
lently overissued - a consequence of the lack, in the original act, 
of any system of public registration. The whole amount of pay­
ments into the safety fund was $3,104,999. 

Fanlts of the System. The faults of the safety-fund system 
were errors of detail. The fund should have been liable only for 
circulating notes. By attempting too much the system broke 
down. When a bank failed, the redemption of its notes from the 
fund should have been immediate, so that the noteholders should 
not lose by delay and depreciation, and the fund should have 
been reimbursed later out of the assets of the failed banks and 
the legal contributions of the solvent ones. On the assumption 
that the circulation only ought to be protected, the contributions 
to the fund should have been proportioned to the circulation, and 
not to the capita.! stock, of each bank. The notes should have 
been issued to the banks only by the state comptroller, and duly 
recorded. In his report for 1848 Millard Fillmore, the comptroller, 
said that "the Safety Fund would have proved an ample indem-
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nity to the billholder had it not been applied to the payment of 
other debts of the banks than those due for circulation." 1 

The Safety Fund -in Canada. Although thc safety-fund sys­
tem has passed away in the place of its birth, it is alive and in high 
esteem in a neighboring cOllntry. It was adopted in Canada in 
1890, in urder to secllre the prompt redemptiun of the notes of 
failed banb, that is, to avoid a discount on the no tes of slIch banks 
pending li'luiriation. Under the Canadian system the circulating 
notes are the first lien on the assots, and it is believed that the 
assets will always suffice to redeem the nole,; but the delay in 
converting them into cash, prior Lo the esL>tblishment of the 
safety fund, had led .to a temporary diRC01mt on such notes. The 
maximum amount of the fund is 5 per cent of the outstanding 
circulation of all the CaillJ.dian banks, and it must be kept up to 
this maximum, the Minister of Finance havinl!; power to clIll on 
the banks for additiollal Ulmtributions, when necessary, not ex­
ceeding 1 per cent in any- year. .When the assets of failed banks 
are paid in, however, refunds may be made to the contributing 
banks of the excess over 5 per cent. Under the Canadian law the 
notes of failed banks draw interest a~ 0 per cellt until redeemed. 
(The foregoillg paragraph was written before the act of July 3, 
1934. Gradual retirement of Canadian bank no~s will leave an 
amount equal to 25 per cent of the capital of the banks.) 

THE FREEl-BANK SYSTEM 

The Monopoly System. The llexL change in the banking sys­
tem of New Yurk was even more radical tha,n the one describerl 
in the preceding section. Until 1838 banking had remained a. 

1 L. Carroll Root CNew York Bank Cuneuc;)'," Smuul (}1..I;'Tr:;fU;Y, Val.lI, 
No . .5) verified Mr. Fillmore's statement by an independent cxaminlltion of 
the figures. (lIt is plain," he said, ~~as a. rp!<;J]1t of mt!CllIRt.ion from expeori_ 
ments of 36 years (1829-18U5), that, bad t.he Safety Fund BYBwm - as per­
f€cted prior to and ill the constitution of 1846 - been left untouched as that 
upon which New York State bank currency was ba8flrl, not memly woul(l 
every dollar of Circulation have been kept good, hut the total assessment to 
k€ep the fund good would have averaged less than! per cent on the banking 
capital, or about i per cent on the average circula~iun Qut1:!kwuing," 
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monopoly. Nobody could get a charter without a special act of 
the le"islature, and nubody could invest even $100 in a new bank 
without the consent of the bank commissioners of the state. When 
a charter was granted, these officials parceled out, as a matter of 
favoritism and partisan 'poils, the rights to subscribe for shares. 
Contention and hcartburning were the nece~sary consequence, and 
no perSOllS were more keenly alive to the disgrace than the bank 
commissioners themselves, who said in therr report of 1837 : 

The distrihution of bank stocks created at the last session has in very 
few, if ~ny, insw,ncp, heen productive of anything like general satisiaction. 
In most instanCEs its fruit,s have been viulent contention and bitter 
personal allimo~itie·~1 ~orrllpting to the puLlic mind and destructive of 
the peace and hHfIJluny of society. 

These scandale c",nsed nearly universal disgust and led to 11 

revolt in the Democratie party in 1 i\~.'i. A faction Spranl!; up call­
ing themselves the Equal Rights party, known afterward as thc 
Locofocos. They adopted a platform in which they declare,rl 
"hostility to any and alllIlunopolies by legislation, because they 
are violations of the equal rights of the people." As the Demo­
cratic party Gook no step" to reform the evils complttined of, the 
Locofocos joined the Whig" and carried the elections in the city of 
New York in the autumn of 1836 and the spring of 1837, as well as 
the state election in the autumn of the latter year, sccuring a large 
majority of the legislature. This victory led to the free-banking 
law of 1838, the motive for it being politic" I rather than financial. 
A suggestion for such a eystem had been made eleven years earlier 
by the Reverend John McVickar, professor of political economy in 
Columbia College, in a letter writLclI to a gentleman in Albany 
and published in 3. pamphlet. ProfeRsor Me Vickar proposed that 
any individuals or associations might. enter into the banking busi­
ness freely, but that nine tenths of their capital should be invested 
in goverllIllf;nL stock, of which the bank should receive the interest, 
though the principal shuulrl remain in the custody of the state as 
security for the circulating notes of the hank. The remainin" tenth 
of the capital mi"ht, however, bo investeri as the offieers of the 
bank should see fit, 
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Free-Banking Law. The free-banking law of New York was 
introduced in the legislature by Mr. Abijah Mann. As amended 
and passed it provided that any person or association of persons 
might receive from the comptroller circulating notes, and after 
signing them might issue them as money by first depositing with 
him stocks of the United States, of the state of New York, or of 
any other state approved by the comptroller, made equal to a 
5 per cent stock of the state of New York, or bonds and mortgages 
on improved, productive, and unencumbered real estate, worth 
double the amount of the mortgage, exclusive of the buildings 
thereon, and bearing interest at not less than 6 per cent per 
annum. The banks might deposit stocks only, or half stocks and 
half bonds and mortgages, and the printed notes should specify to 
which class they belonged. In case default should be made in the' 
redemption of any such notes, the comptroller was to sell the 
securities and apply the proceeds to the redemption of the notes. 
The state was not in any way responsible for the payment of the 
notes beyond the proper application of the securities to that pur­
pose. The persons or associations depositing the securities were to 
receive the interest on them as long as they redeemed their notes 
on demand, uuless in the opinion of the comptroller they had de­
preciated so as to be no longer adequate security. 

A Bad Beginning. The bill became a law on April 18, 1838. 
There was an immediate rush of people into the banking business. 
One hundred and thirty-three new banks were organized, and 
seventy-six started in business before December 1, 1839. Experi­
ence under the new system was at first disastrous. The Bank of 
Tonawanda failed in 1840, and its securities realized ouly sixty­
eight cents on the dollar of its outstanding notes. This example 
led to a change of the law regarding stock securities, which were 
now restricted, as to banks subsequently established, to those of 
New York. The mortality of the free banks was 80 great, by 
failure or voluntary liquidation, that in 1842 only forty-irix re­
mained in operation. In 1844 the comptroller reported that 
twenty-irix free banks had failed, and that their circulation had 
been redeemed at the average rate of seventy-irix cents on the 
dollar. 
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The practice of issuing. notes at interior towns by persons 
residing in New York City or even in other states was soon dis­
covered to be prevalent. Hence a law was passed in 1840 re­
quiring that all country banks should redeem their notes in New 
York City or Albany at a discount not exceeding one half of 
1 per cent. As they usually passed at par, a man could issue and 
lend notes in New York City, dating them at some remote place 
in the interior, and then redeem them at a discount of 1 per cent 
at the very place where he had issued them. The profit on $10,000 
would be $50 each time that amount of notes was put out and 
taken back, plus the interest paid by the borrower. This was 
more freedom in banking than had been contemplated. An act 
was accordingly passed in 1844, providing that nobody should 
transact business as a banker except at the place of his actual 
residence, but this law was evaded. The banker appointed a 
dummy in the interior town to sign the notes for him, and then 
went on as before. Banks established merely for the purpose of 
issuing notes were made the subjeet of examination and reproof 
by a committee of the senate in 1845. Three years later a law 
was passed requiring that all banking associations and individual 
bankers should be banks of deposit and discount as well as of 
cirouIation j but, as there was no means provided for enforcing it, 
this law was evaded also. In 1851 the legal discount on country 
bank notes was reduced to i per cent. 

Faults of the System. It was commonly supposed that security 
for bank notes was the same thing as redemption of them j and 
that, if the notes were secured, redemption would not be de­
manded, or if demanded would be easily met. All these supposi­
tions were erroneous. Redemption of the notes was just as 
necessary under this system as under any other j and when the 
test came, the security was found to be defective. The event 
proved that there were other conditions requisite to a good 
banking system - that the shareholders. must be men of sub­
stance and character, that the banks must have capital and local 
habitations, and that they must do a real banking business. The 
defects of the securities under the free-bank system were remedi­
able, however. Experience having proved that bonds and mort-
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gages were not quick assets and that they might become utterly 
unavailable in a panic, they were finally cast out altogether, and 
the stock securities were toned up to par by being restricted to 
those of the United States and of the state of New York. The 
state constitution of 1846 also contained important provisions. 
It made stockholders individually liable (after a specified date) 
for the debts of banks to an amount equal to their respective 
shares, in addition to the amount invested by them in the bank. 
It provided that in case of insolvency noteholders should be 
preferred creditors; that the legislature should not p&SS any law 
sanctioning the suspension of specie payments; that no special 
charters for banking purposes should be thereafter granted or 
extended; and that all future acts of incorporation, whether 
general or special, might be altered, amended, or repealed. All 
these provisions are traceable to the Locofoco uprising of 
1836-1837. 

The System Perfected. From 1839 to 1850 thirty-two free 
banks failed, with a circulation of $1,468,243, which was re­
deemed at various rates from par down to thirty cents on the 
dollar, the aggregate loss being $325,487. From 1851 to 1861 
there were twenty-five failures, with a circulation of $1,648,000 
and a loss of ouly $72,849. After 1861 there were no failures that 
resulted in loss to noteholders, except by some small delay in 
realizing on the securities. The system was now nearly perfect, 
so far as security was concerned. • 

Comparison of the results of the safety-fund system and-the 
free-bank system in the state of New York shows a marked ad­
vantage for the former in the matter of elasticity of note issues 
or the power to respond quickly to the demands of business. 
It was not necessary for the safety-fund banks to invest additional 
capital, to buy securities in the market and lodge them with the 
state comptroller, and to go through other tedious formalities 
before meeting the demand for more notes. They could respond 
immediately, and _in exact measure with the demand. The free 
banks, after buying their notes from the state comptroller, could 
not put out any more of them than the safety-fund banks could 
of theirs, which cost nothing, or keep them out any longer. 
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When the notes of the free banks came back to their counters, 
they became dead capita.!, earning no interest. Hence those banks 
would take out no more than the average amount which they 
oould keep in circulation. Thus they would. have no margin for 
special emergencies. Accordingly there was a regular rise and 
fall of the circulation of the safety-fund banks according to the 
seasons and the state of trade, while that of the free banks was 
oomparatively rigid.' 

Free Banks in Dlinois. The free-bank system of New York 
harmonized 80 well with the doctrine of equal rights and gave 
such promise of abundance of money that it became very popular. 
Sixteen states adopted it in whole or in part. The oontrolling 
motive in most cases was to secure circulating notes in the largest 
amount and with the greatest rapidity possible. The state of 
Dlinois passed her free-banking law in 1851. In November of that 
year it was submitted to a vote of the people and ratified. It 
provided that any number of persons might organize a bank, 
but that no bank should have a capita.! less than $50,000. It did 
not require that a bank should have any directors. The bank's 
capita.! might oonsist wholly of bonds of states or of the United 
States, deposited with the state auditor as security for its cir­
culating notes. The auditor could deliver to the bank in circulat­
ing notes 80 per cent of the market value of the securities. The 
banks were allowed to payout the notes of any specie-paying 
banks of the United States or of Canada. This was virtually an 
authorization to banks to pay their debts in something else than 
gold or silver and hence was unconstitutional; but, as it was in 
acoord with public opinion, nobody questioned it. One hundred 
and twenty banks were estahlished under this law. Most of them 
were banks of circulation only. The banking business, in their 
view, oonsisted in oonverting state bonds into circulating notes, 
getting these into the hands of the people for value, and pre­
venting noteholders from calling on them for specie. There were 

I L. Carroll Root, In his monograph "New York BBDk Currency" (800M 
Currency, Vol. II, No.5), presented a view of the working of the two systems 
B8 regards elasticity, by charts showing the rise and fall of the circulation 
under each from 1857 to 1861. 
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attempts at first to do a legitimate banking business in the large 
towns under this law; but they were ineffectual, because the 
notes of such banks would be returned for redemption, while 
those of remote and inaccessible places would remain in circula.­
tion. In practice it was hardly necessary for the bank to have a 
place of business, if its notes were secured. In some instances, 
where attempts were made in lIIinois to present notes for re­
demption at the bank's counter, no counter was found, but merely 
a hired room in some place remote from any railway station and 
situated on some bottomless prairie road. 

The panic of 1857 caused a suspension of specie payments over 
the greater part of the country, including New York and New 
England. With such illustrious examples before them, the closing 
of the banks of lIIinois was looked upon as a matter of course. 
Exchange on New York rose to 15 per cent premium in Chicago. 
The country banks of lIIinois had nothing except security bonds 
which were held by the state auditor. In many cases the bonds 
had been borrowed and the resulting notes had been handed over 
to the lenders. Nevertheless the people were tolerant and aIlowed 
the bankers time to recuperate. In 1861, when the Civil War 
began, there were a hundred and twelve so-called "solvent banks" 
in existence in the state, meaning those that had recovered from 
the disasters of 1857 or had been established later. When the 
clouds of the war began to lower, the security bonds, many of 
which were those of Southern states, began to decline in value, and 
the notes depreciated accordingly. There was now no real money 
and no currency in l1Iinois, but merely different varieties of un­
current notes passing at various rates of discount, the quotations 
varying from day to day, from place to place, and even from street 
to street. Lists of banks, with the rates at which their notes would 
be received in trade, were posted in all shops, railroad offices, and 
brokers' offices, and published in the newspapers. There was a 
merchants' list, a bankers' list, and a railroad list, and these were 
subject to change without notice. In August, 1861, the system col­
lapsed. At the end of the year only seven free banks remained, 
with a total circulation of $147,000. The legislature was bewil­
dered by the crumbling of the system on whose security such 
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extravagant hopes had been built. A law was ena.cted providing 
tha.t no ba.nk should ha.ve a circulation exceeding three times its 
capital, and tha.t the bonds deposited to secure its circulation 
should not be considered as evidence of capita.!; but the system 
never recovered from the shock. The circulation outstanding at 
the beginning of 1861 was $12,320,694. The average loss to note­
holders was 40 per cent. But for the advent of the Civil War it is 
probable tha.t free banking in TIlinois would ha.ve followed the 
same course as in New York - tha.t the securities would ha.ve been 
gradually toned up to par, the laws made more stringent, and 
central redemption required. 

Indiana and Wisconsin. The free-ba.nk system was adopted in 
Indiana in 1852 and in Wisconsin in 1853. The law of the former 
stste was very similar to that of illinois. The differences were that 
in Indiana. the auditor might issue circulating notes to the full 
amount (instead of 80 per cent) of the face value of the securities 
deposited, and tha.t each bank must have specie in its own. vaults 
equa.! to 121 per cent of its circulating notes, a requirement tha.t 
was not generally complied with. The downfall of the system in 
Indiana was even more precipitate and disastrous than in illinois. 

The free-banking law of Wisconsin allowed the bank comp­
troller to issue circulating notes to the full amount of the bonds of 
states deposited with him by banks. It allowed him also to receive 
the first-mortgage bonds of any railroad in the state twenty miles 
long, or divisional-mortgage bonds on sections of road of not less 
than forty miles, such road to be first inspected as to its physica.! 
condition by the governor, the attorney general, and the bank 
comptroller, or any two of them. On such securities 80 per cent of 
circulating notes could be issued, and one half of the securities of 
any bank might consist of railroad bonds of this description. Stock­
holders were required to give their persona.! bonds to the extent of 
one fourth of the amount of the circulating notes, as security against 
depreciation of the other securities. Except in this particular the 
shareholders were not liable beyond the amount of their capita.! 
invested. This law was no better than those of TIlinois and Indiana, 
but it was better administered. The comptroller was more careful 
about the securities he took, and as a consequence the banks were 
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better fortified when the strain came. Yet they ended in disaster 
and disorder, the city of Milwaukee being the scene of riots in June, 
1861, in consequence of the depreciated currency. 

Free Banking in Canada. The free-bank system was adopted 
permissively in Canada in 1850. There it was brought in competi­
tion with the system of chartered banks, which was then sub­
stantially the same as that of the New England states. Only six 
banks were organized under it, although special advantages were 
offered in the way of exemption from taxation. Their circulation, 
which reached $1,080,684 in 1856, ran down to $495,631 in 1860, 
and the next year three of the six practically withdrew from the 
field, and now not one remains. The reason for the failure of the 
system was that the free hanks could not compete with their 
neighbors and rivals in business. When the system was started, 
the Canadian government debentures paid 6 per cent interest and 
could be bought at a price which netted 7 per cent to the investor. 
The advocates of the system said that this would furnish an ample 
IIlIU"gin of profit, that the hanks would get 7 per cent on their de­
posited bonds, plus whatever they could obtain from the loan of 
their circulating notes. This was a half-truth. The fact was over­
looked that the other banks, having their capital free (not locked 
up in government debentures), could lend three or four dollars of 
credit for every dollar of cash in hand and could use their circulat­
ing notes as well as the free banks could use theirs. Thus the busi­
ness opportunities were in favor of the chartered banks. A similar 
competition, with similar results, took place between free, or bond­
deposit, banks and chartered banks in Massachusetts, Ohio, and 
Louisiana. The former were crowded out. 
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CHAPTER XXI 

BANKING CHAOS AND SOME NOTABLE BANKS IN THE 
NINETEENTH CENTURY 

The orderly conditions of banking at the beginning of the 
twentieth century could not be fully appreciated without a glance 
at the chaos which prevailed during the greater part of the nine­
teenth. Some of the disorders have been detailed in preceding 
chapters, but they give a very inadequate idea of the miseries en­
dured by the people before the second Bank of the United States 
was established and for some thirty years after it ceased to exist. 

Speculation in Bank Charters. The usual method of starting a 
bank was as follows: First a charter was obtained from the state 
legislature. This would form the basis of a speculation. It was 
customary to subscribe for a much larger number of shares than 
one expected to get. One bank is said to have had an authorized 
capital of $100,000, whereas the subscriptions amounted to 
$8,000,000. In Philadelphia the struggle at the windows of the 
offices where subscriptions were taken was often attended with 
severe personal injury. "The most disgraceful riots that occur in 
Philadelphia," says Gouge, "are those which are produced by 
the opening of the books of subscription for a new bank." H 
the competition had been very brisk, the shares would generally 
command a premium after the books were closed. This was the 
ebief aim of the speculators. Then the capital would be paid 
mostly in stock notes. The interest on the stock notes would be 
offset by the dividends on the shares, with a surplus to the specu­
lators, provided the bank did not break. H the times happened 
to be unpropitious and a suspension of specie payments followed, 
the state legislatures were lenient, the banking fraternity was 
powerful, and public opinion was so lifeless that the business 
might go on just as well as before or even better, since there would 

463 
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then be no restraint ~n the bank's issues. As the activities of 
banking at that time took the form of note issues rather than of 
deposits, the losses resulting from bank failures were widely 
diffused. They fell upon the whole community, but especially 
upon farmers, mechanics, wage-earners, washerwomen, and other 
poor people, who did not have bank accounts, but into whose 
'pockets the worthless notes had found their way. 

Bank Failures. There were general suspensions of specie pay­
ments in 1814, 1818, 1837, 1841, and 1857, besides the suspension 
of the Civil War period, 1861-1879. There were some crises in 
which the hanks which continued to pay specie were exceptions 
to the general rule. There were &!so many partial suspensions, 
where large groups, although not a majority, of banks failed; 
and there were individual suspensions without number, many of 
them fraudulent, and all entailing indescribable suffering on the 
poorer classes. Such misery was inflicted upon the country that 
some of the states in their constitutions entirely prohibited the 
existence of banks within their limits.' Most commonly, how­
ever, the banking fraternity controlled the state governments. 

Chaos in North Carolina. A report made to the legislature of 
North Carolina in 1828 disclosed the following fa.cts. The bank 
of Cape Fear and the bank of Newbern were chartered in 1804. 
The nominal capital of each was $800,000. In each case the la.w 
required that this should be paid in gold or silver, but it was not 
so paid. Upon this fraudulent basis they issued notes to the 

'The writings of W. M. Gouge and Candy Raguet, like the pages of 
Niles's Regiltor, are filled with particular instances of downright fraud, and 
of reckless speculation which can hardly he di8tinguished from fraud, in the 
establi8hment, operation, and closing of banks in the first baH of the nine­
teenth eentury. For example: the Towanda Bank of Penneylvania estai>-
1iehed ita credit and geined a large circulation by having an agent to redeem 
ita notes in Philadelphia. Suddenly the agent etopped redeeming them. 
"Hundreds of poor laborers," said the Public Ledger, "were to be seen 
running in every direction with tbeir hands fuJI of the trash and not able to 
induce a broker to give a sixpence on the dollar for them. We paased in the 
market a woman who makes her living by selling butter, eggs, and vegetables, 
who had almost all she was worth, about S17, in Towanda bank notes. When 
apprized that it was worthl .... she &auk down in agony upon her &tool and 
wept like a child." 



BANKING IN THE NINETEENTH CENTURY 455 

amount of more than $3,000,000, which they issued for discounting 
paper, drawing 6 per cent interest, "so that," says the report, 
"for the use of their notes, which, intrinsicaJIy, were of no value 
at all, the stockholders of these two banks have drawn from the 
people by way of interest something like $200,000 annually." 
The state bank of North Carolina was incorporated in 1810 with 
a capital of $1,600,000. In 1819 these three banks entered into 
an agreement with each other not to pay specie, and their cir­
culating notes immediately fell to 15 per cent discount. They 
then introduced a clause into the promissory notes which they 
discounted, requiring payment in specie; that is, they lent their 
own irredeemable notes to the public on condition that payment 
should be made in coin. The specie so received was used to buy 
up their own cireulating notes at a discount. At the time when 
the investigation was made the state bank had less than $1000 
specie in its vaults. In view of these shocking revelations tbe 
recommendation of the legislative committee was that the 
attorney general should be directed to institute proceedings for 
forfeiture of charter. Even that suggestion fa.iled; for, when the 
banks threatened to call in their loans, the legislature immediately 
became deaf and the people dumb. 

In Georgia. The state of Georgie in 1818 gave to the bank of 
Darien a charter, which provided that in every case where a 
demand was made on the bank for the redemption of its notes in 
specie the cashier might require the person making the demand 
to take an oath in writing "that such notes or bills so presented 
for payment are not the property of any other bank, company, or 
incorporation." The bank enlarged this privilege by adopting a 
rule that every person presenting its notes for redemption must 
take an oath in the bank, before a justice of the peace and in the 
presence of five directors and the cashier, that he was the owner 
of the notes and was not acting as the agent of anybody else. Of 
course, if it was very inconvenient for the bank to pay, it could 
thus protect itself; for it would be very difficult for the other 
party to bring a justice of the peace, five directors, and the 
cashier together. In other words, the bank assumed power to 
suspend and resume payments at its own pleasure. 



456 MONEY AND BANKING 

The exercise of this power as against strangers was favored hy 
public opinion, not only in Georgia, but throughout the South 
and West. Anybody coming from a distance to draw specie from 
a bank incurred the odium of the community. In such cases the 
bank was considered justified in paying the most inconvenient 
kind of coin and in taking the longest time to count it. In some 
cases persons who claimed their rights against banks in this way 
were threatened with tar and feathers. Public authority over 
banks was equally paralyzed.1 

In Michigan. A number of chartered banks existed in Michi­
gan in 1837. Early in that year Michigan passed a banking law 
which, in some of its features, anticipated the free-bank act of 
New York. It provided that any number of freeholders, not less 
than twelve, might organize themselves as a bank and open books 
of subscription to the capital stock thereof, 10 per cent to be paid 
in specie at the time of subscribing, and not less than 30 per cent 
before commencing business. The banks were required also to 
deposit security with the auditor-general of the state for their cir­
culating notes and other liabilities. The securities might be bonds 
and mortgages or the personal bonds of resident freeholders, to be 
approved by the treasurer and clerk of the county, and they were 
to be held for the debts of the banks in case the other assets should 
prove inadequate. In the following December another act was 
passed providing for the appointment of three commissioners to 
visit and inspect all the banks every. three months and especially 
to examine their specie. This act also inade a change in the system 
of deposited securities, by providing that they should consist of 
bonds and mortgages only. 

• "We search almost in vain through the Jaw reports for any decisions 
on the rights or authority of the state over banks, or the duties of banks to 
the state. It may be said that no attempte were made to test or enforce the 
rights of the state against banks and that, as a matter of praetiee, it bad none. 
The banks were almost irresponsible. Such decisions as bear at all on the 
authority of the state over banks proeeed from the attempts of the banks to 
resist the exercise of any authority whatever. For instance, the banka whieh 
bad charters resisted the appointment of Bank Commissioners, which was 
an exercise of visitorial power, and was the lever by which the state, after 
1840, began to reduee the banks to order." - Sumner, HiI/Qry of Banki1ll/ i" 
1M U"itsd Slata, p. 352. 
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The commissioners started on their journey in January, 1838. 
They found that the state had been plentifully littered with banks, 
but that the basis for most of them was one lot of specie, which was 
used in each c&se until the formalities of the law were complied 
with and then passed on to the next. In other cases no specie had 
been seen at any time, but incantations had been held with imagi­
nary gold in the form of specie eertificates and specie checks. The 
commissioners learned that a watch was kept on their movements 
and that when they were expected to visit a eertain bank the 
requisite amount of specie would be sent ahead one day or one 
night, SO that it might be inspected and then withdrawn for the 
use of the next bank. But, as the specie in circulation at that time 
was mostly of foreign origin, after a particular lot had been in­
spected two or three times it could be identified by the preponder­
ance of coins of this or that country or by special marks on some 
of them. In this way the commissioners easily discovered the 
deception. Yet in every case somebody was found to swear that 
the specie belonged to the bank and that it was intended to be 
kept there for the sole business of that bank. 

Wildcat Banks. Many of these institutions were located in the 
depths. of forests where there were few human habitations, but 
plenty of "lldcats. Thus they came to be known as the wildcat 
banks. Forty of these so-called banks went into operation under 
the law of 1837, with a nominal capital of $3,900,000, and all but 
four of them failed before December, 1839. The failure of the free 
banks discredited the chartered banks also and brought all of them 
down except three. The people of the state, who did not then 
number above 100,000 and were very poor, were left with $1,000,000 
of worthless bank notes in their hands, for which they had given 
their products and their labor. When an attempt was made to 
realize on the mortgage securities, the Supreme Court pronounced 
the free-banking act unconstitutional and void.' 

Counterfeit Notes. The bewildering state of the paper cur­
rency before the Civil War may be learned from the numerous 
bank-note reporters and counterfeit-<ietectors of the period. It 
was the aim of these publications to give early information to 

1 Felch, Early Banko and Banking in Michigan. 
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enable the public to avoid spurious and worthless notes in circula­
tion. These were of various kinds: (1) ordinary counterfeits; 
(2) genuine notes altered from lower denominations to higher 
ones; (3) genuine notes of failed banks altered to the names of 
solvent banks; (4) genuine notes of solvent banks with forged 
signatures; (5) spurious notes, such as those of banks that had no 
existence; (6) spurious notes of good banks, as 20's of a bank that 
never issued 20's; (7) notes of old, closed banks still in circulation. 

The number of counterfeit and spurious notes was quite ap­
palling, and disputes between payer and payee as to the goodness 
of notes were of frequent occurrence, ranging over the whole 
gamut of doubts-as to whether the issuing bank was sound or 
unsound, whether the note was genuine or counterfeit, and, if 
sound and genuine, whether the discount was within reasonable 
limits. All merchants kept" bank-note reporters" for ready refer­
ence. H there was a bank in the town, the cashier was appealed to 
constantly by citizens to pass upon the goodness of notes in 
circulation. 

Bicknall's Counterfeit Detector and Bank-Naill LiBl of January 1, 
1839, contained the names of fifty-four banks that had failed at 
different times; of twenty fictitious banks, the pretended notes of 
which were in circulation; of forty-three other banks, for the notes 
of which there was no sale; of two hundred and fifty-four banks, 
the notes of which had been counterfeited or altered; and enu­
merated thirteen hundred and ninety-five descriptions of counter­
feited or altered notes then supposed t(l\' be in circulation, of 
denominations from one dollar to five hundred. 

Twenty years later Nicholas's Bank-Naill RepurIer had fifty­
four hundred separate descriptions of counterfeit, altered, and 
spurious notes. The number of this reporter for November, 1858, 
described thirty different counterfeits of the notes of the Bank of 
Delaware, Wilmington. They were one 1, three 2's, twelve 5's, 
seven 10's, four 20's, two 50's, and one 100. The known counter­
feits of the Bank of Kentucky, Louisville, were three l's, two 2's, 
two 3's, one 4, two 5's, four lO's, seven 20's, four 50's, two 100's, 
and one 500 - twenty-eight in all. The same number were cata­
logued of the State Bank of Ohio, namely, four 1's, five 2'8, two 
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3's, four 5's, nine 10's, two 20's, one 50, and one 100, with the. 
remark appended to the last; "Bank never issued any." De­
scriptions of the latest counterfeits were inserted conspicuously on 
the first page of each number. Thus the first page of Thompson's 
Reporter for June ll, 1857, had warnings against fourteen spurious 
and altered notes which had made their appearance since its last 
issue. Extra sheets of the same publication in 1859 had notices 
like the following: 

1'a, 2'8, 3's and 5's of the Wisconsin Miner's Bank are in circula.tion; 
there is no such bank. 

Notes of the broken Farmer's Bank of Rhode Island are appearing 
altered to the other Farmer's Banks in various cities and States. 

Counterfeiters have become possessed of a large batch of the worthless 
notes of a concern called the Thames Bank, Laurel, Ind., and have com­
menced altering them to represent bills of various good banks - the 
Thames Bank of Norwich, Conn., and the Conway Bank, Mass., and' 
others. 

Bank of Mobile. Genuine impressions of the 20'8, 50'8 and 100's of 
this bank with forged signatures are in circulation. 

There was a publication called Monroe's Descriptive List of 
Genuine Bank Notes. This contained thirteen hundred and. 
twenty-three separate descriptions of notes. Frequently' the 
banks which found their notes successfully counterfeited would 
destroy the plates and get new ones engraved, with the result that 
they had two or three kinds of genuine notes in circulation at once, 
thus, of course, adding much to the confusion. There was also a 
list of broken, closed, and worthless banks. This was kept stand­
ing in all the reporters. There were forty such credited to New 
York City at one time and one hundred and twenty-five more to 
other parts of the state. Rates of discount on all bank notes that 
were not at par in New York were quoted in all the reporters. The 
auditor of Illinois advertised November 9, 1861, that he would 
redeem the notes of one hundred and thirty-nine banks named 
by him, at various rates ranging from 40 to 90 cents per dollar. 

Minor Abuses. Among the minor abuses of banking was the 
practice of requiring borrowers to leave on deposit a certain pro­
portion of the amount borrowed, - in some cases 4Q per cent, -
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so that the bank could lend the difference to somebody else and 
'thus get double interest. The practice of issuing post notes, pay­
able thirty or sixty days after date, - this feature being, in some 
cases, printed in very small letters so that an ordinary observer 
would not notice it, - has been previously referred to. Laws were 
enacted forbidding the issue of post notes; but they were evaded 
by the device of lending notes on condition that they should be 
put in circulation at a certain distance from the bank or should be 
kept out a certain length of time or should be used only as col­
lateral security for loans at other banks. One of the most common 
practices was to payout the notes of distant banks that were at a 
discount. This practice prevailed largely in Chicago and the sur­
rounding country from 1854 to 1859. Most of the bankers in that 
city owned banks in the state of Georgia, the notes of which they 
paid out for the commercial paper which they discounted. The 
same banks sold drafts on New York at i per cent premium in 
exchange for these nores; in other words, they paid out the notes 
at par and redeemed them at a discount. This practice was sanc>­
tioned by law and public opinion, and it turned out that these 
unsecured notes of banks in a distant and then rather inaccessible 
state, were intrinsically better than the bond-secured issues of the 
banks of Illinois. The former had assets without securities, and 
the latter had securities without assets. None of the Georgia.­
Chicago banks failed, nor did the discount on their notes ever 
exceed 1 per cent. The condition was similar to that which existed 
in New England before the corrective measures of the Suffolk 
Bank systsm were applied. '" 

SOME NOTABLE BANKS 

State Bank of Indiana. Notwithstanding the disorders of 
banking in the West and South described above, there were some 
bright spots in the prevailing gloom. The most notable of these 
was supplied by the State Bank of Indiana. This was a systsm, 
or group, of banks modeled, for the most part, upon the Bank of 
the United States. It was established by the state legislature in 
1834, after the bill to recharter the Bank of the United States 
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had been vetoed by President Jackson. The capital of the bank 
was $1,600,000, all of which was paid in specie ~ mostly in t 

Spa.nisb and Mexican silver dollars. One haH of the capital was 
owned by the state and the other haH by private persons; but 
the state advanced 62~ per cent of the private subscriptions 808 

a loan at 6 per cent interest, taking mortgage security and a lien 
on the shares for repayment. The persons subscribing for shares 
were required to pay 37~ per cent of their subscriptions in specie 
before the state advanced the remainder. The state procured the 
money by a 5 per cent loan negotiated in New York. The securi­
ties issued were termed .. bank bonds." These were to run a little 
longer than the charter of the bank and were specially secured 
by the state's shares in the bank and her lien on those of the 
private shareholders. The charter was to continue twenty-five 
years, and no other banking corporation was to be created or 
permitted in the state during that time. 

Ita Branch System. The hank was to consist of one parent 
institution at Indianapolis and ten branches. Each branch had a 
capital of $160,000. The parent institution had no capital under 
its immediate control, differing in this respect from the Bank of 
the United States. It consisted of a president and board of di­
rectors who supervised, examined, and controlled the whole. 
The president and four directors were chosen by the legislature 
to hold office five years, and one director was chosen by the 
private shareholders of each branch. The branches were man­
aged by the local shareholders, subject to the central board at 
Indianapolis. The number of br~ches was afterward increased 
to thirteen by additional capital, of which the state contributed 
one haH. The earnings of each branch belonged to its own share­
holders exclusively, but the dividends were declared only by the 
parent bank. Unpaid interest on 10&DB, whethe~ due or not due, 
could not be included in dividends. Each branch was liable for 
the debts of every other branch, and in case of the insolvency of 
a branch had to pay them within one year; but the state had a 
first lien on the 80BBets of any fa.iled branch for the reimbursement 
of its stock. The branches were independent of one another as to 
e.ssets, but were united as to liabilities.' Tbis had the effect of 
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inducing vigilance on the part of all the members in watching 
each other and of inspiring public confidence in the stability of 
the whole institution. 

Charter RegulaJ.ions. No branch could lend money on the 
security of its own stock. No officers or directors could borrow 
on terms unlike those offered to the public or endorse for one 
another or vote on questions wherein they were financiaUy in­
terested. On all applications for loans above $500, a majority 
vote of five sevenths of the board was necessary, and this was 
, to be entered on the minutes with the names of the directors so 
voting. Directors were individually liable for losses resulting 
from infraction of the law, unless they had voted against such 
infraction. The insolvency of any branch was to be deemed 
fraudulent unless the contrary were proved. In any case of in­
solvency adjudged to be fraudulent the directors were to be liable 
for the debts without limit j and after their eststes were ex­
hausted the other stockholders were to be liable for an amount 
equal to their shares, in addition to the amount that had been 
paid, or ought to have been paid, thereon.' The debts due to or 
from any branch (except for deposits) were not to be more than 
double the capital of that branch. TheoreticaUy, therefore, each 
branch might have notes outstanding to double the amount of 
its capital. Its maximum circulation was $4,000,000 (in 1851), 
the capital being then $2,000,000. The DOtes were signed by the 
president of the bank and were issued to the branches by the 
parent bank. Each branch was required to redeem its own notes 
in specie on demand and to .receive the. DOtes of all the other 
branches at par. The notes were usually taken from the parent 
bank by the presidents or directors of the branches traveling on 
horseback. Mr. Hugh McCulloch (afterward Secretary of the 
Treasury) was president of the Fort Wayne branch. He says: 

1 The clause of our National Banking Act which made the ahareholdera 
personaUy liable for aU tbe debta of a bank to an amount equal to the par 
value of their shares, in addition to the amount inveeted hy them in tbe bank, 
made its first appearance on thia eontinent in the charter of the Gore Bank 
of Hamilton, Canada, in 1,835. The provision in the charter of the State 
Bank of Indiana feU somewhat abort of that. 
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Fort Wayne WlI8 three good days' ride from Inliianapolis, mostly 
through the woods. For fifteen years I made this journey on horseback 
and alone with thousa.nds of doll&rs in my saddle bags, without the 
slighteet fear of being robbed. I WlI8 wen known upon the road and it 
WlI8 well known that I had money with me and a good deal of it, and 
yet I rode unharmed through the woods and stopped for the night at 
the taverns and cabins on the way, in perfect seJety.' 

Such were the leading features of this renowned bank. Its suo­
cess was due to the excellence of the rules adopted for its govern­
ment and to the saga.city and fidelity of its management. It was 
always under the eontrolof men of prudence and probity. The 
managers of the parent bank were empowered to examine the 
branches as often as they saw fit and were required to do so a.t 
1east twice each year. The examinations were usually made by 
the president. They were always thorough; and, as no notice was 
given of the time when the examiner would come, no special prepa.­
rations eould be made. Mr. McCulloch ascribed the success of the 
bank largely to the intelligence, thoroughness, and frequency of 
the examinations. 

Fi1ll1l Liquidation. The bank's charter expired in 1859, and it 
went into liquidation. The state of Indiana. realized a net profit 
of $3,500,OOO-over and above the interest paid on the bank 
bonds-from the bank during the twenty-five years of its ex­
istence. The private shareholders, on the average, reeeived 
$153.70 for each $100 paid in, besides the annual dividends. 
While the proeess of liquidation was going on, a bill was passed 
by the legislature to incorporate the Bank of the State of 
Indiana. This a4 was procured by certain scheming politicians, 
for the purpose of selling their rights under it to the owners of the 
expiring bank. In this they were suceessful. The old bank stepped 
into the new charter and entered upon a fresh career of prosperity, 
under the presideney of Mr. McCulloch; but the state had no share 
in it. It continued until 1865, when the Federal tax of 10 per cent 
on the notes of state banks erippled its operations. 

Its Memmtible Career. Considered as a continuous institution 
from 1834 to 1866, this was a memorable bank, of whose history 

, McCulloch, Men and M e/lIU,... 01 H u.lf a CentUf'l/. 
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the country may well be proud. It was another excellent illustra­
tion of the "banking principle." Its loans and discounts took the 
form of note issues, rather than of deposits, in the proportion of 
about seven of the former to one of the latter. This was due to ths 
nature of its environment, as it was situated in a sparsely settled 
agricultural country, where bank checks were not adapted to ths 
conditions of society. For a circulating medium bank notes were 
better adapted to the wants of the people than specie. Such a 
medium was supplied by the bank at all seasons of the year and in 
exact proportion to the demand, that is, in proportion to the 
offering of good paper for discount.' After 1842 the notes of the 
bank were always redeemed in specie, even during the crisis of 
1857, when all the banks in New England, and all in New York 
except one (the Chemical), were obliged to close their doors. It is 
true that public opinion in the West did not then require the pay­
ment of deposits in specie. If a bank redeemed its notes in coin, 
it might pay its depositors the same kind of currency that it ha­
bitually received from them; but the deposits of the State Bank 
of Indiana were so sma11 a part of its liabilities that it could have 
met that test also. 

When the bank began its operations in 1834, ths state had 
about one million inhabitants; and of these less than one thou­
sand were engaged in mercantile pursuits, and a still smaller num­
ber in manufactures. Accordingly the demands upon the bank 
were chiefly for mortgage loans. Such loans were made in con­
siderable amounts, and they proved embarrassing. When the 

1 "It is of oourse true that for more than thirty years the entire tendency 
of banking movements in the United Ststes was toward making the notes a 
preferred claim against the assets, and moreover against a certain portion 
of the assets, set apart in a particular form for the purpose of securing the 
notes. It goes without saying that the national banking system, the culmina­
tion of that movement, furnishes the country with the most reliable baoknots 
circulation it bas ever had. No one, of course, would think of returning to the 
chaos that prevailed when each State had its own system. Yet it is by no 
means certain that the national banking system can be made permanent on 
the present haaiB of bond security. If, then, it becomes necesasry to _r­
ganiz. the system, it will be worth while to examine the merits of this Indiana 
system of federal banks." - Harding, "State Bank of Indiana," Sound 
Cu1Te1lClJ, VoL V, No. 16. 
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troubles of 1837 came, tbe bank oould not realize on its mortgage 
securities. Its officers thus learned by their own experience that 
loans on land security, although generally safe in the long run, 
were not suitable for a bank whose liabilities were payable on 
demand. It acoordmgly disoontinued them as soon as practicable. 
It continued, however, to lend money largely to farmers and 
drovers on personal security and on bills of exchange drawn 
against shipments of agricultural products. Here it found its true 
source of wealth, and here the agriculturists found an ever-present 
help in time of need, in the harvesting and disposing of their crops. 

George Smith. About the time that the State Bank of In­
diana was started a Soottish youth named George Smith, twenty­
five years of age, found his way to this oountry. A native of 
Aberdeenshire, he came hither to seek his fortune, and he found 
it in due time. He arrived at Chicago in 1834 and invested his 
sma1l means in the purchase of real estate there. Then he re­
turned to Scotland, where he persuaded certain friends, among 
whom was Alexander Mitchell, to join him in the northwestern 
part of the United States. In 1838 Smith conceived the idea of 
establishing a bank. This, however, was not easy, for the Westem 
states and territories were at that time intensely prejudiced against 
banks. Smith knew that he oould not obtain a charter directly, 
but thought that he might do so oovertly. The legislature of 
lllinois had recently granted a charter for an institution called the 
Chicago Marine and Fire Insurance Company. Smith took a copy 
of this instrument to Wisconsin and prevailed upon the territorial 
legislature to pass a similar ODe, which became law on February 
28, 1839. This was a charter for a joint-stock oompany to transact 
the busineBB of marine, fire, and life insurance. It excluded "hank­
ing privileges" in expreBB terms from the powers of the oorporators, 
but it authorized them to receive money on deposit and to lend 
the same on satisfactory security. As the phrase "banking privi­
leges" meant the right to issue circulating notes, this was pro­
hibited. Neverthelese Smith and his associates began to iBBue 
certificates of deposit, in the similitude of bank notes, payable to 
hearer. These certificates were in denominations of $1, $3, $5, 
and $10, and were generally known as "George Smith's money." 
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They were at first redeemed in specie at Milwaukee; but as the 
business grew, Smith established agencies at Chicago, Detroit, 
Buffalo, Galena, and St. Louis, where New York drafts were 
given for them at the current rate of exchange. The paid-up capi­
tal of the company was $225,000, all of which came from Scotland. 

Efforts to Suppress Smith. As the legislature had never in­
tended to grant a charter for a bank, it had enacted no regulations 
for one. Smith and Mitchell were therefore "wildcatting" in 
the most barefaced manner, and the legislature was obliged to 
take notice of this fact. At the session of 1843 a committee was 
appointed to investigate the company. Its finances were found 
to be in a sound condition; yet, since it had issued certificates 
of deposit in a form not contemplated by law, the committee 
recommended that the charter be repealed. This recommendation 
was not adopted then, but three years later the legislature did 
repeal the charter by a decisive vote. The company contended 
that the question of a forfeiture of its rights must be determined 
judicially, and it published a notice that in the meantime it 
would continue its business and redeem its certificates in the 
usual manner at the head office and at the established agencies. 
The legislature took no further steps, being restrained perhaps 
by the belief that, although the business transacted by the com­
pany was irregular, it was beneficial to the infant community 
and that a sudden termination of it might prove disastrous. So 
the Wisconsin Marine and Fire Insurance Company's bank con­
tinued to exist. Its circulation under the charter of 1839 reached 
the sum of $1,470,235. There were rePeated runs on it for specie, 
but they were always successfully met.' 

.. George Smith's Money." This institution supplies a fresh 
illustration of the .. hanking principle." Smith discounted the 

1 .. During this fruitful period (1850 to 1860) of immigration, settlement, 
rapid growth and marvelous development of the resources of this great 
commonwealth, the Wisconsin Marine and Fire Insurance Company wu able, 
in spite of a dubious charter and h08ti1e \egislation, to supply all the ehannelB 
of money circulation in the Northwest and in the va11eyof the Mississippi, 
with a eonstantly increasing stream of currency, the integrity of which re­
mained to the last absolutely unquestioned!' - Hadden, Hiotory of SIaU 
Banko of WiBconsi ... 
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promissory note of Mr. A, a wheat-buyer, for, say, $10,000, by 
writing that sum, minus the interest for ninety days, opposite 
A's name in the bank's ledger and making a corresponding entry 
in A's passbook. That became A's deposit and the bank's liability. 
The act of writing was ipBo facto the issuance of the bank's credit. 
It was immaterial whether A exercised his right by drawing his 
checks and banding them to various people or by taking the 
whole amount in circulating notes, but he took notes because the 
people from whom he bought wheat could not use bank checks. 
He disbursed them among farmers, who paid them to country 
storekeepers, to farm laborers, teamsters, schoolteachers, clergy­
men, doctors, ete. By and by they reached the bands of the city 
merchaIit who wished to make remittances to New York or Bos­
ton. He took the notes to Smith and obtained drafts on those 
cities at the current rate of exchange. It was no advantage for 
him to draw gold for the notes, because he could not send it to 
the East as cheaply as he could buy Smith's drafts. The wheat­
buyer, meanwhile, had shipped his grain to a consignee in New 
York, taking a bill of lading from a steamboat. He had made a 
draft on the consignee, had attached the bill of lading to it, and 
sold it to Smith, thus paying his indebtedness to the bank and 
having something left over for his own profit. This draft had 
enabled Smith to have funds in New York to pay the drafts 
which he sold to the merchants. 

The farmers would have received gold for their wheat, if they 
had not taken Smith's notes; but they would have been obliged 
to wait till the wheat could be sent to the Eastern market and 
the proceeds returned, or else to secure advances of money from 
somebody who would wait for repayment till the crop had been 
sold. Thus, while Smith's profits were large, he did not alone 
reap the advantages of a paper medium of exchange, which was 
sound in fact, although unsound in principle. It was sound in 
fact because Smith and Mitchell were good bankers. It was 
unsound in principle because it was not accompanied by safe­
guards to protect the community against the doings of less hon­
orable and less prudent men. 

"George Smith's money" was an elastic currency. There was 
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no limit to his issues, except his ability to redeem them, of which 
he was the sole judge. Within this limit he discounted all the 
paper that he considered good. He gave his own paper payable 
on demand for that of merchants payable at a fixed time. His 
own paper passed from hand to hand and might stay out a whole 
year. In the fall, when the crops began to move, there was no 
lack of money for legitimate trade, because it was as easy to put 
out these certificates at one time as at another. In the winter, 
when lake navigation was closed, the certificates answered all the 
purposes of a local circulating medium. In the spring, when 
steamboats began to move on the Great Lakes, bringing new 
settlers and cargoes of goods, the certificates came back to head­
quarters mainly for the purchase of New York drafts, after which 
they took their usual round again. 

Smith's Retirement. In 1853 the state of Wisconsin passed a 
law requiring all banks to deposit security with the state comp­
troller for their circulating notes. As this kind of banking did not 
suit Smith, he sold his interest in the Wisconsin Marine and Fire 
Insurance Company and established at Chicago an institution 
called the Bank of America. He then bought two banks in 
Georgia, the notes of which he paid out at the Bank of America 
by discounting commercial paper. These notes he redeemed by 
giving drafts on New York for them' at I per cent premium. 
This was a strictly legal operation and a profitable one. The 
people had confidence in Smith, and the business prospered until 
the approach of the Civil War admonished him to abandon his 
connection with Georgia. He then retired to his native land, and, 
when he died in London in the year 1900, he left one of the most 
colossal fortunes in the United Kingdom. The Wisconsin Marine 
and Fire Insurance Company became a free bank under the stste 
law of 1853, and later became a national bank. 

Louisiana Bank Act of 1842. The state of Louisiana in 1842 
passed a general banking law which was fit to be a model for other 
states. Its principal features were as followa: (1) the specie re-

o serve was to be equal to one third of all liabilities to the public; 
(2) the other two thirds of the liabilities were to be represented by 
commercial paper having not more than ninety days to run; 
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(3) all commerclal paper to be paid at maturity, and if not paid, 
or if an extension were asked for, the account of the party to be 
closed and his name sent to the other banks as a delinquent; (4) all 
banks to be examined by a board of state officers quarterly or 
oftener; (5) bank directors to be individually liable for aU loans 
or investments made in violation of the law, unless they could 
show that they bad voted against the same, if present; (6) no 
bank to have less than fifty shareholders, having at least thirty 
shares each; (7) any director going out of the state for more than 
thirty days, or absenting himself from five successive meetings of 
the board, to be deemed to have resigned and this vacancy to be 
filled at once; (8) no bank to payout any·notes but its own; 
(9) aU banks to pay their balances to each other in specie every 
Saturday, under penalty of being immediately put in liquidation. 
This was the first law passed by any state requiring a definite 
percentage of specie reserve against deposits, and the proportion 
was larger than is now considered necessary. Under this law 
Louisiana became in 1860 the fourth state of the Union in point of 
banking capital and the second in point of specie holdings. It is a 
matter of history that the Louisiana Bank Act of 1842 was strictly 
and intelligently enforced until the city of New Orleans was 
captured during the Civil War, twenty years later. 

State Bank of Ohio. The State Bank of Ohio (established in 
1845), like the State Bank of Indiana, was composed of branch 
banks under a central board of control. The law of 1845 provided 
that any number of banks not less than seven, then existing or to 
be organized thereafter, might become branches of the State Bank 
of Ohio. It started with a capital of $3,300,000. Note-issuing was 
to be proportioned to capital, in the following manner: any 
branch might issue $200,000 of notes for the first $100,000 of capi. 
tal, $150,000 for the second $100,000 of capital, and so on. In this 
way a bank of $500,000 capital might issue $650,000 of notes. 
Each branch was required to deposit with the board of control 
10 per cent of the amount of its circulating notes, either in specie 
or in bonds of the state of Ohio or of the United States, as a safety • 
fund for· the protection of the holders of notes of all the branches. 
The board of control might invest any money belonging to the 
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safety fund in the bonds of Ohio or of the United States, or in 
mortgage on real estate in the county where the branch was situ­
ated, worth double the amount of the loan, exclusive of buildings 
or other destructible property. The interest on the invested fund 
was paid to the branch making the deposit. Each branch was liable 
for the circulating notes, but not for the general debts, of the other 
branches. In case of the failure of any branch to redeem its notes, 
the board of control was to make an assessment pro rata on the 
other branches and reimburse them as soon as the assets in the 
safety fund could be disposed of; and then the safety fund was to 
be reimbursed out of the assets of the failed branch before any 
other creditors were paid. The State Bank of Ohio had thirty-six 
branches and was highly suceessful. Its charter expired in 1866. 
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CHAPTER XXII 

THE NATIONAL BANKING SYSTEM' 

The National Banking Act was a product of the Civil War. In 
1861 Mr. Chase, the Secretary of the Treasury, conceived the plan 
of making the bank-note circulation of the country a means of 
enlarging the sales of government securities. In his report for that 
year he suggested that Congress should take control of the na­
tional circulation and require that it be secured by the deposit of 
government bonds in the Treasury. Among the advantages to be 
gained, he said, would be uniformity of style, uniformity of good­
ness, and a large demand for government securities. Of these 
three merits the last was not the most important, although it then 
seemed so. Uniformity of the currency, in both appearance and 
quality, was a boon of inestimable value, upon which rests Mr. 
Chase's title to fame; yet the expectation that the scheme 
would be a great financial aid to the government was the real 
motive for its adoption. In point of fact it contributed very little 
aid. The transition from the old system to the new was so slow 
that only $98,896,488 of national-bank: notes were outstanding on 
April 3, 1865, the month in which General Lee's army surrendered. 
This was less than 4 per cent of the money borrowed by the gov­
ernment for the war. 

The first attempt to pass a national-bank bill in the House was 
defeated on July 12, 1862. In the following December the Secre­
tary renewed his recommendation with great earnestness, and 
President Lincoln repeated it in his annual message, notwith­
standing which it was defeated again in January, 1863. Recourse 
was then had to the Senate, where it was passed by the close vote 
of 23 to 21. Then the House yielded and passed the Senate bill 
without amendment by 78 votes to 64. It became a law on 
'February 25, 1863. Mr. Hugh McCulloch of Indiana, who had 
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come to Washington to oppose it, became the first Comptroller of 
the Currency under it. He suggested so many amendments that a 
complete revision of the act was made by Congress the following 
year, and passed on June 3, 1864. There was no discriminating 
tax on the notes of state banks in the original act or in the amended 
act. In February, 1865, a bill imposing a tax of 10 per cent on such 
notes was passed in the House by a majority of one vote and in 
the Senate by a majority of two. It did not become operative, 
however, until August 1, 1866. The result of this tax legislation 
was that state banks began to transfer to national charters. On 
November 15, 1864, there had been organized only five hundred 
and eighty-four national banks with a capita.! of $82,000,000. Less 
than a year later, on October 1, 1865, there were fifteen hundred 
and sixty-six such banks with a capital of $276,000,000. 

The state banks tested the constitutionality of the tax, carry­
ing the case to the United States Supreme Court. The court 
upheld the tax in the celebrated case of Veazie Bank vs. Fenno, 
decided in 1869. In '1860 there had been fifteen hundred and sixty­
two state banks in the United States; by 1868 the number had 
fallen to two hundred and forty-seven. Mter 1870, with the rise 
of deposit banking, the realization that banking could be profitable 
without the right of note issues, and more liberal state laws, the 
state banks again began to increase. By 1895 state banks ex­
ceeded the national banks slightly in 'numbers and by 1900 had 
left them far behind. By the time of the passage of the Federa.! 
Reserve Act in 1913. there were practically twice as many state 
banks as national institutions. If private banks and trust com­
panies are added, the superiority in numbers was much larger. 

THE NATIONAL BANKiNG SYSTEM BEFORE 1913 

With the passage of the Federal Reserve Act in 1913 there 
CBme a series of changes in the national banking system. To bring 
about these changes was one of the objects of the reformation of 
our monetary and banking system instituted in that year. It is 
therefore advisable to present a description of the national bank­
ing system as it existed in and before 1913, with a general picture 
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of the methods by which it exercised its functions and the difficul­
ties engendered. 

There was a bureau in the Treasury Department having charge 
of a.Il matters relating to national banks, the chief officer of which 
was the Comptroller of the Currency. His term of office was five 
years. He was required to present to Congress an annual report 
showing the condition of each national bank and an abstract of 
the condition of a.Il of them. 

Any number of persons not less than five might form an asso­
ciation for banking purposes, to continue not more than twenty 
years. Mter the association was formed it was within the discre­
tion of the Comptroller to give it a certificate (which was the 
equivalent of a charter) or not. The law required that, before 
granting a certificate, he should satisfy himself that the persons 
forming the association were of good character, and that they had 
paid in the amounts of money required for the legitimate objects 
contemplated by the National Banking Act. He might ascertain 
these facts by means of a special commission appointed by him for 
the purpose, if he chose; and if, for any reason, he declined to 
grant the oertificate, he was not required to give his reasons for 
withholding it. 

Capital Stock. No national bank could be organized with a 
capital smaller than $25,000, and banks of this size could be or­
ganized only in places of three thousand inhabitants or less. 
Banks with a capital of not less than $50,000 might be organized 
in pIaoes of not exceeding six thousand inhabitants. In places 
of more than six thousand and less than fifty thousand inhabitants 
there could be no hank with a capital smaller than $100,000. In 
cities of fifty thousand inhabitants, or more, there could be no 
bank with a capital smaller than $200,000. The sanction of the 
Secretary of the Treasury, in addition to that of the Comptroller 
of the Currency, was required for the granting of a certificate for 
a hank of less than $100,000 capital, because greater precautions 
were supposed to be needed in the establishment of the sma.Iler 
banks. Yet experience did not prove until after 1920 that 
the former were more liable to failure than the latter. At least 
50 per cent of the capitsl had to be paid in before the bank could 
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begin business, and the remainder had to be paid in monthly in­
stallments of not less than 10 per cent each. If any instaUments 
were not so paid, the shares had to be advertised and sold to other 
persons. If no pw'chaser was found within three weeks, the 
amount already paid was forfeited to the association. The shares 
of the bank were limited to $100 each. 

Powers. The powers of banks were limited to the discounting 
and negotiating of promissory notes, drafts, bills of exchange, and 
other evidences of debt; receiving deposits; buying and selling 
exchange, coin, and bullion; lending money on personal security; 1 

and issuing circulating notes. They were not allowed to hold real 
estate permanently except such as might be necessary for the 
transaction of their business. If they acquired other real estate 
as security for bad debts, they had to sell it within five years. 
If a bank were allowed to hold, for indefinite periods, lands and 
buildings thus acquired, its whole capital might gradually be ab­
sorbed in that way, and thus, although solvent, it might cease to 
be a bank. 

Deposit of Bonds. Each bank, before commencing business, 
was required to deposit with the Treasurer of the United States a 
certain amount of registered bonds of the United States, whether 
it issued circulating notes or not. If the capital of the bank ex­
ceeded $150,000 it had to deposit at least $50,000 of bonds. If the 
capital were $150,000 or less, it had to deposit anamount equal to 
one fourth of its capital. The act of 1864 required all banks to de­
posit bonds to the amount of one third of their capital. The main 
purpose of the clause was to sell bonds in the exigency of war. 

J The act of 1863 authorized bank. to make loaD. "00 real and peroonaJ 
security." In the act of 1864 the words ureal and" were omitted. It W88 

therefore unlawful for a national bank to lend mooey on moJ1«age oecurity 
but it might, in order to oave a bad debt, take .ueb oeeurity for Ioana p ..... 
viouoly made in good faith. The prohibition of mortgage loana ao a feature of 
banking law is first found, OD this side of the oeesn, in the charter of the 
Bank of Montreal, dated March 17, 1821, where it otando in theoe worda .. 
one of the powe .. granted: "To take and hold mortgageo and h~ on 
real property for debt. eontracted to it in the ordinary eourae of ita dealiDI!II, 
but on no _nt 10 /end on laad, mtJTIgaq., or h1J1X1lhhpu, Dor to purchaae them 
on any pretext except ao here permitted." - Breekenridge, Cmwdima Bankitlf 
SyaUm, p. 24. 
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Mter the exigency had passed away, the clause was modified so 
that a bank of $10,000,000 capital was not required to deposit 
more than one ot $200,000. No good reason then existed for a bank 
without circulation to keep any permanent deposit of bonds in the 
Treasury. 

Directors. The business of a bank was managed by a board of 
not less than five directors, each of whom must own not less than 
ten shares of the capital stock not hypothecated or pledged as 
security for debt. H any director ceased to be the owner of ten 
shares, he thereby ceased to be a director. Vacancies in the 
board of directors were filled by appointment made by the re­
maining directors. 

State banks might enter the national system by conforming 
to the provisions of the National Banking Act, and any state bank 
having branches could continue to have the same branches after 
entering the national system. 

Liability of Shareholders. The shareholders of a national bank 
were held individually responsible for all the debts of the bank, 
to an amount equal to the par value of their shares, in addition 
to the amount invested therein. An exception was made in favor 
of any bank" now existing under state laws having not less than 
$5,000,000 of capital actually paid in and a surplus of 20 per cent 
on hand." There was only one such bank existing when the law 
was passed, - the Bank of Commerce in New York, - the share­
holders of which were accordingly exempt from the double lia­
bility clause. 

Circulating Notes. Each bank was entitled to receive from 
the Comptroller of the Currency an amount of circulating notes 
equal to the par value of the bonds deposited by it, but not 
exceeding the market value thereof, and not exceeding its capital 
stock actually paid in. Whenever the market value of the bonds 
deposited was reduced below the amount of the circulation, the 
Comptroller might demand the deposit of additional bonds or 
money equal to the deficiency. Bonds could be withdrawn by 
banks by retiring their circulating notes or by depositing lawful 
money to an equal amount in the Treasury. Only $9,000,000 in 
the aggregate could be thus retired in one month, nor could the 
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amount of bonds deposited be reduced below the limitations above 
stated. The notes were receivable at par for all dues to the United 
States except duties on imports, and were payable for all debts 
owing by the United States within the United StaUB, except for 
interest on the public debt and for redemption of the national 
currency. Every bank was obliged to receive the notes of every 
other bank at par in payment of any debt due to itself. No notes 
could be issued of less denomination than $5, and only one third 
of the amount issued to any bank could be of the denomination 
of $5. Each bank was obliged to redeem its circulating notes on 
demand at its own counter. It must also have and keep on deposit 
in the Treasury of the United States, in lawful money, a sum 
equal to 5 per cent of its circulation, to be held for the redemption 
of such circulation when presented in sums of $1000 or any 
multiple thereof. The cost of transportation and of assorting the 
notes was paid by the bank issuing the same. All defaced and 
mutilated notes received at the Treasury were replaced by new 
ones at the expense of the issuing bank. 

Retirement of Circulation. Any bank depositing lawful money 
in the Treasury for retiring its circulation had to pay in advance 
for transporting and redeeming the same a sum equal to the 
average cost of the redemption of national~bank notes for the 
preceding year. At the expiration of the charter of any bank all 
its outstanding notes were redeemed as they reached the Treasury; 
and if the charter was renewed, new notes of different design and 
corresponding amount were issued to the bank. At the end of 
three years from the expiration of the old charter the bank 
deposited in the Treasury lawful money sufficient to redeem the 
old circulation still outstanding. Any gain resulting from the loss, 
destruction, or disappearance of notes inured to the benefit of the 
United States.' No bank could issue post notes or any notes to cir­
culate as money except &8 authorized by the National Banking Act. 

'The gain resulting to the government after the expiration of the firot 
aeriea of twenty-year charters and until November I, 1901, from the non­
pn!8Ol1tation of hank notea for redemption waa $2,975,250. The amount of 
Dotea outotanding during the period lIuetuated between $100,000,000 in 1865 
and S340,OOO,OOO in 1875. The rate of deatruetion and 1oeo of Dotea in Ihe 
banda of the people may be roughly eatimated at 1 per cenl io Iwenty yeal"ll. 
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Redemption of Failed-Bank Notes. In case of default by any 
bank in the redemption of its circulating notes, the Comptroller 
declared the security bonds forfeited to the United States and 
gave notice to the holders of the notes to present them at the 
Treasury for payment, .. and the S&IIle shall be paid as presented, 
in the lawful money of the United States." Then the Comptroller 
might in his discretion cancel the bonds to an equivalent sum, 
or sell at public or private sale so much of them as might be 
necessary. In case of a deficiency in the proceeds of all the 
bonds to reimburse the government for the redemption of the 
notes, the United States had a paramount lien on all the assets 
of the bank (which included the liability of shareholders), and 
the deficiency had to be made good before any other debts were 
paid. When the notes were paid, they were canceled. 

Tax on Circulation. Each bank was obliged to pay to the 
Treasurer of the United States a tax of one fourth of 1 per cent 
each half year on the average amount of its notes in circulation 
when said notes were secured by the deposit of bonds of the 
United States bearing interest at 2 per cent per annum. When 
secured by bonds beariDg a higher rate of interest, the tax was 
one half of 1 per cent each half year. The tax did not apply to 
circulation, for the retircment of which lawful money has been 
deposited in the Treasury. 

All notes used for circulation as money other than those 
issued under these conditions by national banks were subject to 
a tax of 10 per cent, to be paid by the person, firm, association, 
corporation, state bank, town, city, or municipal corporation 
which issued or paid them out. 

Legal Reserve. Every bank in certain cities designated by 
the Comptroller, called reserve cities, was obliged to keep a 
reserve of lawful money equal to 25 per cent of its depoSits. All 
other banks were obliged to keep a like reserve of 15 per cent, 
but three fifths of the said 15 per cent might consist of balances 
on deposit in banks approved by the Comptroller, in the reserve 
cities. Any hank in the reserve cities might keep one half of its 
reserve as deposits in a "central reserve City," that is, New York, 
Chicago, or St. Louis. Both gold certificates and silver certifi-
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cates were counted as part of the reserve. The 5 per cent redemp­
tion fund on deposit with the Treasurer of the United States was 
also counted as part of the reserve. Failure to keep the legal 
reserve was followed first by notice from the Comptroller to 
make good the reserve within thirty days. In case of failure to 
do so, the Comptroller might, with the concurrence of the Secre­
tary of the Treasury, put the bank in liquidation. This clause 
was rather for warning than for immediate enforcement. No 
bank was excused for stopping payment of its deposits when it 
still had 25 per cent of the same in cash. Whether severe measures 
should be taken, in case the reserve were below the legal limit, 
would depend upon the general character of the bank and the 
nature of its assets. Banks when below their legal reserve were 
not allowed to increase their liabilities by making new loans or 
discounts otherwise than by purchasing bills of exchange payable 
at sight, or to make any dividend of profits until their reserve 
had been restored. 

Banks were allowed to charge such rates of interest on loans 
as were allowed by the law of the state in which they were situated, 
and no more, but in discounting bills of exchange on other places 
they might charge the current rate of exchange in addition. 

One tenth of the net profits had to be carried to the surplus 
fund of each bank until the surplus was equal to 20 per cent of 
the capital. 

Restrictions. A bank could not lend more than one tenth of 
its capital to one person, corporation, or firm, directly or indirectly. 
But the discount of bills of exchange drawn in good faith against 
actually existing values, and the discount of commercial or busi­
ness paper actually owned by the person negotiating the same, 
was not considered as money borrowed. A bank could not lend 
money on the security of its own shares, nor be the purchaser or 
holder of its own shares unless they were taken as security for a 
debt previously contracted in good faith, and shares so taken 
had to be sold within six months. 

No bank could become indebted to an amount exceeding its 
unimpaired capital except for circulating notes, deposits, drafts 
drawn against its own funds, and dividends due to its own share-
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holders. No bank could permit any part of its capital to be 
withdrawn in the form of dividends or otherwise. If the capital 
W8B impaired by bad debts or ·otherwise, the deficiency must be 
made good within three months aftsr receiving a requisition from 
the Comptroller, under penalty of being put in liquidation. No 
bank could certify a check for a customer for more money than 
he had on deposit at the time. 

Each bank W8B obliged to make to the Comptroller not less 
than five reports each year, showing its condition at dates, al­
ready past, to be designatsd by him, and he could call for special 
reports from any particular bank whenever he chose to do so, 
which reports were published in a newspaper in the place where the 
bank W8B situatsd, and at the expense of said bank. 

The shares of national banks were liable to taxation by au­
thority of the states in which they were situatsd, at the same 
rates 8B other moneyed capital owned by the citizens of such 
states, but the shares of any national bank owned by nonresidents 
of a state were taxed in the city or town where the bank was 
located and not elsewhere. 

The Comptroller of the CurrencY, with the approval of the 
Secretary of the Treasury, appointed suitable persons to make 
examinations of the affairs of every bank and to make full and 
detsiled reports thereon to the Comptroller. The fees allowed by 
law to the examiners were paid by the banks examined. 

In case of the insolvency of a national bank the Comptroller 
of the CurrencY appointsd a receiver, who took possession of its 
books, records, and aasets and proceeded to wind up its affairs 
and enforce the personal liability of the shareholders. A receiver 
might be appointed also in case the capital stock of a bank was 
reduced below the legal minimum and remained so for thirty 
days; also for failure to make good its Jawful money reserve 
within thirty days after notice; also for purchasing or acquiring 
its own stock except to prevent loss upon a debt previously con­
tracted in good faith; also for the false certification of a check. 

No bank could give or receive national-bank notes, United 
States notes, gold certificates, or silver certificates as security for 
a loan, or agree for a consideration to withhold such from use. 
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It was not lawful for any person to design, engrave, print, or 
use any handbill or advertisement in the likeness or similitude of 
the circulating notes or other obligations of any national bank, 
or intentionally mutilate, deface, or disfigure any such notes or 
obligations. 

The penalty of fine and imprisonment was impoeed for counter­
feiting bank notes or knowingly passing or attempting to pas8 

counterfeited notes; also for issuing the circulating notes of banks 
that had expired; also for falsely certifying checks; also for 
embezzling the funds of banks or putting the notes of a bank in 
circulation without authority from the directors; also for making 
a false entry in the books or reports of a bank with fraudulent 
intent, or aiding or abetting the same. 

Public: Deposits. A:ny national bank might be designated by 
the Secretary of the Treasury as a depositary of public money. A 
certain number were so designated, in p1acee where no subtreasury 
existed, for the convenience of the government in making loc:a1 
disbursements. These were called regular depositaries, and the 
deposits of the government therein were running accounts like 
those of private persons, upon which no interest was paid. De­
posits made in banks for the purpose of restoring funds to the 
money market were termed special deposits, for the withdrawal of 
whic:h notice was given in advance, and upon these the act of 
May 30, 1908, provided that interest should be paid at such rate 
as the Secretary of the Treasury inight prescribe, not less than 
1 per cent per annum. 

The National-Bank Note. The history of this note was dis­
cussed in Chapter VII. In 1882 the original requirements of the 
necessary amount of bonds to be bought was changed 80 that 
banks with a capital of $150,000 or less needed to buy bonds to 
one fourth instead of one third of their capital. Banks with a 
capital exceedinc that figure had to buy at least $50,000 in bonds 
for the purpose of securing note circulation. The act of March 
14, 1900, permitted the national banks to issue notes to the full 
amount of the par value of the bonds but not in excess of their 
market price. 

When the national banking system was created, Congress 
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limited the total &!Dount of national-bank notes which might be . 
issued to $300,000,000. Up to this sum two other factors had an 
e1Iect upcn the total &!Dount issued: government bonds available 
for purchase as security and the paid-in capital of the national 
banks. In 1870 the limit was raised by Congress to $354,000,000. 
Finally, by the act of January, 1875, providing for the resumption 
of specie payments, this restriction upon the circulation of na,.­

tional banks was removed. Originally national banks were re­
quired to keep the same reserves against notes outstanding as 
against deposits: 25, 25, and 15 per cent, depending upcn whether 
the bank was located in a central reserve, reserve, or other city. 
This reserve requirement against notes was removed in 1874. 

The original limitation upcn the &!Dount of notes which could 
be issued caueed considerable difficulty between 1867 and 1870, 
when banks found that they cOuld not issue notes to the amount 
desired, because of this restriction. By 1882 the &!Dount out­
standing had reached approximately $360,000,000. From that 
date until 1891 there was an almost steady decline to about 
$170,000,000 due to the fact that the government was.retiring 
its bonded indebtedness. Moreover, because of the improvement 
in national credit the price of government obligations was rising, 
which restrained the incentive of banks to purchase bonds for this 
purpcse. The long depression of the nineties and the Spanish­
American War made conditions again favorable for note issue, 
and the &!Dount outstanding ·had again reached $360,000,000 
by 1901. In 1909 the figure passed the $700,000,000 mark for the 
first time. H it had not been for the increase in money in circu­
lation resulting from the Bland-Allison Silver Purchase Act of 
1878, it is pcssible that the decrease in national-bank notes out.­
standing after 1882 might have had serious consequences. Had 
the government continued to retire its debt after 1891, the banks 
would have been forced to cease the issuance of their notes. 

In1iellibility of Note Issues. The principal defect of our na.­
tional banking system was the rigidity of its note circulation. In 
a broad sense the volume of notes was regulated, not by the wants 
of trade, not by the amount or kind of commercial paper offered 
for discount, but by the market price of United States bonds. 
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Even if the bonds were sufficient in amount and satisfactory in 
price, the note circulation would still be lacking in the elasticity 
which should characterize a good system. By elasticity is meant 
the capacity to increase or diminish in volume in accordance with 
the needs of the community, and simultaneously therewith. It has 
been shown in a previous chapter that where note issues are un­
restricted the amount of notes outstanding Oat any time depends 
not upon the volition of either the banker or the depositor, but 
upon the public demand. There were some seasons of the year, 
also, when a greater quantity was wanted than at otbers, and these 
familiar ebbs and flows varied in different localities and in different 
trades. A flexible currency is one which rises and falls in volume 
harmoniously and simultaneously with these trade movements. 

Seasonal Demand for Notes. Note-issuing is, to the banker, 
simply a question of profit. When he buys bonds and deposits 
them in the Treasury as security for circulation, he virtually buys 
notes from the government; and his question is whether he can 
get more profit by such an investment than by using his capital in 
other ways. Aside from the interest on the bonds his gains arise 
only from the average amount of his notes which the public will 
take and hold. There will always be ~me notes in transit to 
Washington for redemption and thence back to the bank; and 
after they come home, they will remain unused for a while. During 
this period they are unproductive capital. Therefore the banker 
will take from the government no more notes tban he thinks he can 
keep in circulation. He will hold none for emergencies. Thus the 
national-bank currency remains for long periods nearly uniform 
in amount, while in countries where notes are issued according to 
the "banking principle" there is a seasonal outflow and inflow of 
notes corresponding to the greater or less demand for them. The 
contrast between Canada and the United States in this particular 
was formerly very marked. 

In every country the alternations of seedtime and harvest have 
a marked influence upon the currency movement. During the 
spring and early summer, when the farmers are engaged in plant­
ing and tilling their crops, they usually incur debt tc the country 
merchants for household supplies; and the currency movement is 
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then sluggish. When harvest comes, a great deal of work must be 
done wi~ a short space of time, and this requires a large amount 
of cunency to pay the wages of laborers and to meet the various 
cIaims against the farmers which then mature. These seasonal 
demands are imperative. They come almost simultaneously in 
large sections of the country. Every other demand for currency 
is secondary to this, since the only time to harvest the crops is when 
they are ripe. 

The annual crop movement in Canada was marked by an up­
lift of the nota circulation, while no corresponding rise was 
observable in the United States. What took place among us was 
a withdrawal of the cash reserves of the banks and a transference 
of the same from the commercial centers to the farming districts, 
causing a contraction of loans and discounts to a much larger 
amount than that of the cash so withdrawn. A reverse movement 
took place after the crops were moved. It was the opinion of 
good judges that these alternate contractions and expansions ex­
ceeded two hundred million dollars in both instances. No such 
unsettlement of bank reserves took place in Canada, because the 
banks could issue their own notes without cost in the autumn 
and retire them without cost after they were sent home for 
redemption. 

Extending the Public Debt. When proposs\s were made in 
1892 and succeeding years for a bank-note circulation based on 
the aseets of the banks instead of government bonds, one of the 
reasons advanoed for the change was that with the extinction of the 
national debt the bond securit¥ of the notes would be withdrawn 
and that the existing system would necessarily come to an end. 

At that time nobody had conceived the idea of extending a 
public debt already matured if the government had the money 
with which to pay it and stop the interest. Nobody would have 
dared to propose it, for at that time the national finances were the 
leading issue in politics. But new political issues arose. The 
Spanish War eame. The public mind was no longer centered on 
finance. So the men in authority, who ought to have foreseen the 
coming crisis and made plans for bank circulation on some other 
basis. extended a large part of the maturing public debt for thirty 
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years, although they had the money in hand or in sight to pay it 
off and stop the interest. 

In preparation for this step Congre88 pl!.88ed the act of March 
14, 1900, authorizing the Secretary of the Treasury to refund the 
outstanding debt maturing in 1904, 1907, and 1908 into new bonds 
to run thirty years, bearing intereet at 2 per cent per annum. 
Prior to the PI!.88I!.g8 of this act it had always been the policy of the 
government to pay its interest-bearing debts as soon as po88ible, 
in order to avoid unneceBSe.ry burdens upon the taxpayers. To 
this end bonds redeemable at the pleasure of the government after 
some short period were generally preferred. Thus the 5-20 bonds 
issued during the war were made redeemable at any time after live 
years but payable at the end of twenty yean. Under this system 
the Treasury could use ita surplus revenues to pay bonds at par 
instead of buying them in the market at a premium, and the 
money would be restored to the channels of busine88 promptly. 

How this change of policy was carried into effect was shown in 
the Treasury report for 1904, in the following tabular statement: 

3 Pall Cans " PuC ...... a P .. c.Jrft Tor ... 

Amount refunded 
into 2 per cent 
oonaols of 1930. $119,260,000 $351,578,000 $72,071,300 $542,909,960 

Interest saved on 
oldbondoto ..... 
turity 27,283,662 89,852,710 13,050,355 130,186,727 

Interest to be paid 
on DeW bondo to 
maturity of old 
bondo 18,189,108 44,926,355 5,220,142 68,335,605 

Premium paid for 
old bondo ... 6,239,833 36,432,250 6,872,572 49,544,655 

Premium received 
for new bondo • 407,606 1,513,778 ..... 1,939,384 

Net JII06t .... 3,262,327 10,025,883 957,641 14,245,851 

In this way the policy of the government was revened, and 
nearly $550,000,000 of the public debt was put beyond the chance 
of extinction for nearly a quarter of a century, except by purchase 
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in the open market. For the privilege of making this swap the 
government paid a bonus of nearly $50,000,000 on the old bonds, 
of which it recovered less than $2,000,000 as premium on the 
new ones. 

The foregoing tabular statement purports to show a net profit 
on the refunding operation by ignoring the interest (amounting to 
$257,837,642) on the new bonds after the maturity of the old ones. 
After deducting the apparent profit shown above ($14,245,851), 
the lOllS on the whole transaction is enormous, but we cannot re­
duce it to exact figures, because we do not know how much of the 
extended debt we might have paid off if it had not been thus 
extended. We know, however, that a surplus of $240,000,000 was 
on hand in 1907, and that the interest on that amount might have 
been extinguished. Of course the ptemium on the maturing bonds 
would have extinguished itself. 

Loss of Interest. The 4 per cent bonds of 1907 were not all 
included in the list embraced in the Treasury report quoted above. 
Some of them were left to run to maturity (July 1, 1907), so that 
they might be paid if the government should then have the money 
in hand. The government did have the money, but instead of 
applying it to that purpose, $50,000,000 of bonds were extended 
for twenty-three years at 2 per cent interest, and the money 
which might have been employed in payment of debts was de­
posited in banks. The interest which the government was thus 
obligated to pay, and which it might have wholly saved in this 
instance, was $23,000,000 -literally cast away by a stroke of 
the pen. 

The excuse for this kind of financiering was that if the govern­
ment'B interest-bearing debt were paid, there would be a shortage 
of bonds to be held as security for national-hank notes. If that 
was a good reason for keeping $240,000,000 of bonds alive when 
the government had the money in hand to pay them off, then the 
same reasoning would justify the selling of new bonds when there 
was no use for the money which they brought in except to deposit 
it back in the hanks. And that is what the Secretary of the 
Treasury did in November, 1907. Leaving out of account the 
money paid for the bonds and redeposited in the banks (as equal 
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quantities on the opposite sides of an equation cancel each other), 
this was a case where the United States, in its capacity as a govern­
ment, gave the banker its note bearing semiannual interest, and 
payable at the end of thirty years and not before, and in its capao­
ity as a body of citizens took in exchange the banker's note payable 
without interest at no particular time. But even this device of 
extending a debt and continuing needlessly to pay interest on it 
did not suffice long, since population and trade grew more rapidly 
than our financiers could add to the public debt. Hence the pro­
posal to use other bonds than those of the government as security 
for national-bank notes. 

Secretary Shaw's Policies. In 1902 the Seeretary of the Treas­
ury (Leslie M. Shaw), finding the element of elasticity wanting in 
our currency system, sought to supply the defect without any 
change in the law. He first made a rule changing the security re­
quired for the deposit of government money in national banks. 
By the terms of the law this security was to be "United States 
bonds and otherwise," the word "otherwise" having been in­
serted, as the debates of Congress prove, in order to include the 
personal bonds of the bank's officers. No record could be found of 
any deposit having ever been made in a.J>ank on any other col­
lateral security than United States bonds, 'Until Mr. Shaw decided 
that the word" and" was equivalent to·the word" or." State and 
municipal bonds were accepted under the new rule. In making 
the announcement of this change of practice, however, the Secre­
tary stipulated that any government bonds released as security for 
deposits should be used as security for additional bank notes, and 
in this wayan artificial stimulus was applied to the taking out of 
new circulation. Two years later the Seeretary added railroad 
bonds to the Jist of securities acceptable for deposits. 

Simultaneously with the foregoing rule Secretary Shaw made 
another which released the national-bank depositories from the re­
quirement of keeping a cash reserve against government deposits. 
Although the law required the reserve to be held by each bank 
against "the aggregate amount of its deposits," the Secretary 
argued that the government was abundantly protected by the 
securities held, aud hence that a cash reserve was, in this case, a 
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superfluity. The New York Clearing House took the view that 
the law could not be repealed by the Secretary, and hence that its 
members should continue to maintain a reserve of 25 per cent 
against all deposits, including those of the government. The act of 
Congress of May 30, 1908, however, repealed the reserve require­
ment as to government deposits. 

In 1903 Mr. Shaw made a fresh ruling, that national banks 
which had been designated as depositories of public money 
were branches of the Treasury, and hence that public funds 
might be transferred to or from such banks at any time. This rule 
was of no importance except as showing the drift of the Secre­
tary's mind and his purpoee to get the public funds into shape, 
to be expeditiously moved hither and thither for what he con­
sidered to be the advantage of trade and commerce from time 
to time. 

In 1906 there was an international movement of gold toward 
this country, which-Mr. Shaw thought needed to be accelerated. 
He accordingly notified two New York banks privately that if 
they would engage gold for importation he would deposit an equal 
amount of the metal in their vaults so that they should not lose 
the interest during the time of transit from the foreign port to the 
United States, and a few days later he gave public notice that he 
would do the same for other depositary banks. This announce­
ment low.ered the gold-import point and hastened the arrival of 
the amount of metal which the conditions of international trade 
called for, but did not increase the amount in the aggregate. It 
had the effect also of giving the depositary banks an advantage 
over all other persons, firms, and corporations engaged in the 
business of importing gold. 

In the same year the Secretary made such_ arrangements for 
moving the crops in the coming autumn as he thought would 
avert the usua1 autumna1 pinch. He withdrew $60,000,000 of 
public money from the banks and locked it up, in order to have 
a supply to put out again in the harvest season. On September 27 
he announced that $26,000,000 would be put in the banks to 
relieve the money market, but that it should not be used to foster 
speculation in the stock market. It would be widely distributed 
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far from the purlieus of Wall Street, among the banks of the 
West and South. In spite of this elaborate plan of campaign the 
speculators had the best of it.' 

In his annual report for 1906 Mr. Shaw expreseed the opinion 
that the Secretary of the Treasury ought to be clothed with full 
power over the bank circulation, so as to expand or contract it at 
his own volition; and also that he ought to have authority" to 
require all banks, at certain times fixed by him, to slightly and 
gradually increase their reserves and hold the same within their 
own vaults, with corresponding authority to release the same 
from time to time, as in his judgment will best serve the business 
interests of the country." He did not claim as his exclusive p0s­

session the omniscience needed for the exercise of such powers, 
but generously conceded it to all his predecessors and all his suc­
cessors in office. Shortly after writing this report he ceased to 
be Secretary of the Treasury. 

AIl the acts above enumerated were either violations of the 
statute law or assumptions of power never contemplated by the 
lawmakers. They were glaring examples of "paternalism in 
government," which assumes that the holders of public office 
know how private business ought to be conducted better than 
businessmen themselves, and think that their powers ought to 
be made commensurate with their superior knowledge. The 
natural and immediate consequence of Mr. Shaw's action was 
that the speculators in WaIl Street cast prudence to the winds and 
clamored for "Treasury relief" whenever their own speculations 
had produced tightness in the money IIlI'fket. 

'''Notwithstanding his aDDouncement 88 to the cliatribution of the de­
poaita, it soon appeared that probably half of the $26,000,000 had found .. 
resting place in the bank. of New York. Amounts at &rat otlered to banka in 
other citiea were deelined, beeauae the bank. oouJd not supply the required 
oollateral, and other depceits aetuaUy made in interior cities were recoD8igned 
to New York beeauae of the higher rr.tea or profit there prevailing." - "The 
Treasury and the Bank. under Secretary Sbaw," by A. P. Andrew, in the 
Quarlor/¥ JmmJtJlo/ gcmunnia, August, 1007. . 
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TEE PANIC OF 1907 

Early in October, 1907, there were signs of trouble in the New 
York Stock Exchange. Prices of eecurities fell with great violenee. 
On the sixteenth there was a crash in the market, started by the 
failure of eertain speculators in copper-mining stocks. Public 
attention was thus directed to a group of banks in the manage­
ment of which these persons were influential. These banks fell 
under suspicion and the rumors extended to other speculators and 
banking institutions supposed to be afIiliated with them. On the 
twenty-first the National Bank of Commeree announced at the 
clearinghouee that it would no longer be responsible for ohecks 
drawn on the Knickerbocker Trust Company, one of the Iargest, 
and perhaps the most conspicuous, of the financial institutions 
of the city. On the following day there was a run on it by de­
positors, and it closed its doors after paying $8,000,000 over its 
counter.' 

With the failure of the Knickerbocker Trust Company the 
panio beeame general. Prominent bankers held a meeting at 
midnight to take measures to stop it, and the Secretary of the 
Treasury, Mr. Cortelyou, came from Washington and promised 
to assist. 

On the twenty-third a run on the .Trust Company of America 
began, and the hankers gave it assistanee, so that it was able to 
payout $13,000,000 in cash in one day without closing its doors. 
On the same day a run was started on the Lincoln Trust Company, 
but was successfully met. There was a renewed and heavy 
break on the stock exchange, and the rate for call money rose to 
90 per eent; time loans could not be had on any terms. The 
Westinghouee companies of Pittsburgh were placed in the hands 
of reeeivers for inability to meet maturing obligations. 

On October 24 the panio reached its height; call money was 
not obtainable. A bankers' pool was organized to deal with the 
situation. By offering $25,000,000 at 10 per eent they broke the 
deadlock. Secretary Cortelyou deposited $19,000,000 in the banks. 

I The Knickerbocker Trust Company waa .... uacitotod after the panic by 
new aubocriptioDB to ito capital .took. 
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The run continued on the two trust companies, but all demands 
were met by these banks. 

Drain on Bank Reserves. During this time there had been a 
heavy drain on the New York bank reserves from banks in other 
parts of the country. On the twenty-sixth the clearinghouse 
decided to issue loan certificates in the mode prescribed in the 
panic of 1893. This was virtually a general bank suspension, but 
while most of the banks used their discretion either to pay checks 
presented at their counters in cash or to stamp them .. good 
through the clearinghouse," several of them paid all checks pre­
sented without any discrimination whatever. The example of 
New York was followed almost instantaneously by all the clearing­
houses of the country, including that of Chicago, which had 
never before issued a loan certificate. A premium on currency 
made its appearance on November 2, as in the panic of 1893, 
and the various devices employed in that year for paying wages 
and carrying on retail trade by means of small certificates and 
pieces of stamped cardboard were repeated everywhere. The 
premium on currency increased gradually to 4 per cent, as quoted 
in the newspapers, but in fact it reached 5 and 6 per cent in some 
instances where large sums were imperatively required. This was 
a case where wholesale prices were higher than retail. The ex­
changes of the country were thrown into confusion. On Octo­
ber 29 Chicago drafts on New York were quoted at $2.50 per 
$1000 discount. In other places the usual country balances in 
New York had been so far drawn down that the banks in the 
interior, although having plenty of cash in hand, could not sell 
drafts on New York at all. '. 

Importation of Gold. It happened ,that we had been blessed 
with an abundant wheat harvest, while there had been a shortage 
in all European countries except France. The price of wheat was 
accordingly the highest that had been known for several years, 
and the export of this staple gave our bankers an abundance of 
commodity bills with which to command gold abroad. Sterling 
exchange fell to 4.82 on October 26 and to 4.80 on October 28, 
on which day $18,750,000 in gold was engaged in London for im­
portation. This movement continued until December 23, during 

II! 
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which time $107,000,000 in gold was imported, all of which was 
paid for with exported grain and cotton. During a part of this 
movement the quotations for. demand sterling were above par 
(4.866), and even went as high as 4.91, so that some people said 
we were buying gold at a premium. But the quotation 4.91 was 
not a quotation of cash, but of bank checks that were selling in 
Wall Street at about 96 cents on the dollar. The premium on 
currency continued until the last of December. During this 
interval of two months foreign bills of exchange drawn on Ameri­
can houses, banks, or corporations were of uncertain value. 
They might be paid at par or at varying rates of discount ac­
cording to the will of the debtor. Interest due on bonds and 
other obligations held abroad was subject to the same uncertainty, 
for although legally payable at par, few creditors could afford to 
lose time and hire lawyers to bring suit to recover the difference. 
This was the most humiliating feature of the panic. It justified 
the saying of a foreign critic that the United States was u a great 
international financial nuisance." 

Action of the Government. On November 17 announcement 
was made at Washington that the Treasury would come to the 
relief of the business community by issuing $50,000,000 of 
Panama Canal bonds and $100,000,000 of one-year 3 per cent 
certificates of indebtedness. As both of these operations contem­
plated the borrowing of money from a market already staggering 
with the demands upon it, the promised relief was never experi­
enced. The design of the President and Secretary was to issue a 
security which, by the offer of 3 per cent interest, would draw 

.hoarded money out of its hiding places, and also to increase the 
amount of 2 per cent bonds in the market which could be used 
as security for national-bank notes. There was a brief spurt on 
the stock exchange when this plan was promulgated, but on the 
next day the depression was as great as before, and on the three 
following days it became still greater. Critics said that the pro­
posed issue of certificates was not authorized by law, and that 
the proposed issue of bonds, if lawful and successful, would be a 
fresh drain on the cash reserves of the banks which could not be 
J.eoouped in months. Announcement was subsequently made that 
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75 per cent of the subscriptions for 3 per cent certificates would be 
allowed to remain as deposits in the vaults of the 8ubscribinr 
banks and 90 per cent of the subscriptions for Panama Canal 
bonds~ On that basis $25,000,000 of Panama Canal bonds were 
sold and $14,086,500 of 3 per cent certificates. Banking opinion 
was nearly unanimous that the government's intervention had 
not been helpful, but the contrary. 

Cause of the Panic. The cause of the panic was the existence 
of a large number of debts that could Dot be paid at maturity. 
Some debts are maturing all the time that cannot be paid. These 
cause a small crisis in each case, but it is Doticed only by the 
individuals immediately concerned. H all persons who are in 
debt could pay their obligations when they fall due, there could 
be no financial crisis, large or small. The cause of an excessive 
amount of debt that cannot be paid must be sought in the vary­
ing conditions of trade, which are simply the indices of varying 
states of the public mind. 

There are periods when all or nearly all men in business are 
very hopeful and enterprising. They are then apt to extend their 
business and take risks. They are eager to borrow money, pur­
chase goods on credit, enlarge their works, buy more land, erect 
Dew buildings, buy stocks on margin,""'; in other words, to 
speculate. The prices of the things bought are forced up by the 
oompetition of buyers, but the necessity always exists of paying 
for the things purchased and meeting the obligations incurred in 
terms of gold dolJars. 

A time come8 in the upward rush when this cannot be done, 
because the prices are too high. Then the speculators begin to 
fail. Those whose liabilities are largest in proportion to their 
capital fail first. Their failure brings down others, who, in ordinary 
times, would "pull through," even though they might incur 
losses through improvident ventures. Presently the whole busi­
ness community perceives a danger impending - the danger that 
any person owing money and not having it in his immediate 
possession may Dot be able to get it. This starts the panic. 

Perhaps the most striking phenomenon of the panic was the 
rush of the country banks to draw their money out of the central 
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~ cities, where the bulk of it was held. This proves that 
there is much human nature in bankers, but it proves even more 
conclusively that our banking system was behind the age and 
needed betterment. 

Ups and Downs of Speculation. Periods of confidence and 
periods of depression come and go in undulations. The business 
world has had its ups and downs, not exactly with regularity but 
with something approa.ching it, during the past three centuries. 
The essential fa.ctor and prime cause of a commercial crisis is spec­
ulation leading to inflated prices and the piling up of debts based 
upon such inflation, which the debtors cannot pay. The crisis of 
1907 was of this kind. There is no evidence that the crisis was due 
in any special manner to stock speculation. Douhtless stock trad­
ing ran pari pa88I/. with other trading; it generally does. The in­
flation which prevailed generally did not avoid the precincts of the 
stock exchange, but that institution was not a sinner above others. 
It was the most conspicuous sufferer, however. More columns in 
the newspapers were given to it, more eyes were turned upon it, 
than upon any other. So when the rate of interest went up mo­
mentarily to 125, there was a shock in the financial world. But 
the plight of the man who paid 125 per cent overnight or for a few 
days, in order to avoid a greater loss, was not so bad as that of the 
merchant or manufa.cturer who could not get his paper discounted 
at all. The benevolent usury law prevented him from paying more 
than 6 per cent, and there was no money to be had at that rate on 
a commercial basis-none except as a matter of favor. Banks 
find it to their interest to take care of their regular customers in 
times of panic, but they have the right to discriminate, and they 
exercise it. The temptation of 125, or even 25, per cent is not 
easily resisted. 

Shortly after the panic of 1907 began, a rumor became current 
that "Wall Street" had designedly caused it in order to depress 
the prices of stocks, to frighten weak holders, and to profit by the 
ruin of the community. This conception was erroneous, but it 
derived plausibility from the fa.ct that stocks had taken a sudden 
and violent downfall without any apparent cause and that this 
fall continued increasingly from day to day. The immediate cause 
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was the simultaneous seIling of securities by holders in all parts of 
the country, and in Europe also, who perceived that there was 
trouble impending and who wanted cash to meet maturing obliga.­
tions. There were more sellers than buyers at the prices prevailing 
on the stock exchange at any given moment, and that fact caused 
the decline. The remoter cause was a long course of overspecu­
lation, not only in stocks but in nearly all kinds of property here 
and elsewhere. 

Trust Companies in the Panic of 1907. A trust company, as 
its name implies, is a corporation organized to receive and perform 
trusts for a compensation fixed by law or agreed upon by the 
parties to the trust. One of the most common forms of trust is 
that of railway mortgages, where the trust company becomes the 
mortgagee in trust for the bondholders, registers the bonds, col­
lects the interest as it becomes due, pays it to the bondholders, 
and in case of default takes legal steps to protect their interests. 
But in the progress of time the trust companies drifted into the 
banking business, buying commercial paper, lending on coIlaterals, 
etc., so that in the large cities the trust business became an in­
significant part of their total business, perhaps not more than 5 or 
6 per cent of the whole. Thus they have become important rivals 
of the national banks in the prinCipal cities of the Union. One 
thousand and seventy-nine companies reporting to the Comp­
troller of the Currency in 1909 showed capital of $.362,763,223, and 
deposits amounting to $2,831,835,177. In the year 1905 the thirty­
three trust companies of New York City held $1,008,000,000 of 
deposits, while the national banks iIi the same territory held only 
$947,000,000, and a portion of the latter consisted of deposits 
made by and belonging to the former. The bulk of the reserves of 
the trust companies was kept as deposits in the banks, for which 
deposits they received a low rate of interest. They were thus en­
abled to pay interest to individual depositors, which the banks did 
not do, and in this way they attracted deposits which would other­
wise have gone to the hanks. Thus there was an ever-present 
temptation to incur demand liabilities resting upon inadequate 
cash reserves, and this constituted an element of danger in the 
Ji.nancial situation, upon which public attention was at once 
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focused when the first symptoms of panic were shown in Octo­
ber,I907. 

The inherent danger of a trust company's doing a trust husiness 
and a banking business simultaneously was shown by the sudden 
failure of the Knickerbocker Trust Company, which had 17,000 
demand-deposit accounts. This failure started the panic in New 
York, for which there was plenty of inflammable material. The 
demonstration of the weakness of truskompany banking made so 
great an impression on the public mind that Governor Hughes 
appointed a commission, with A. B. Hepburn, ex-Comptroller of 
the Currency, at its head, to investigate and report upon the sub­
ject, with a view to remedial legislation. In pursuance of the 
report of this commission the legislature passed a law requiring 
trust companies in the borough of Manhattan, New York City, 
to keep a cash reserve of 15 per cent against all deposits payable 
on demand or at less than thirty days' notice, except such as were 
seeured by New York State bonds. 

NATIONAL BANKING UNDER THE FEDERAL RESERVE ACT 

The Federal Reserve Act required all national banks to become 
members of the Federal Reserve System or give up their charters. 
Many of them objected strenuously to doing so and accused the 
government of attempting to intimidate them and bludgeon them 
into membership. The banks had favored the Aldrich PIan for a 
central bank, because it was largely under banker control. The 
currency commission of the American Bankers' Association at­
tacked the Federal Reserve System as a form of .. socialism," 
objecting to the dominant position of the Federal Reserve Board, 
with its membership appointed by the President. Many other 
objections to membership were raised; many dire prophecies of 
the results to follow were made. The Federal Reserve System 
was brought into existence in spite of the violent opposition of 
the great majority of the national bankers.' 

'See C. B. Tippetts, Stme Baw and 'ho Federal R ....... S~.tem (D. Van 
Nostrand Company), pp. 27-29, 60-100. 
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What was created was really not a central bank, but a system of 
twelve central (regional) banks, which operate on the whole in a 
manner somewhat similar to one central banking system. Some 
national banks refused to join and gave up their charters; the 
great majority, however, did join, many of them still protesting. 
Their objections may be listed as follows: 

1. Distrust of the administration of the aystem. 
a. Fear of political influence. 
b. Dislike of supervision by the Federal Reserve Board. 
Co Dislike of governments! interference, red tape, too many reports 

and examinations. 
2. No need for the facilities of the system; no advantage in member­

ship, since all that was necessary was to have a few large banks as 
members, and these could pass on to others the advantages of member­
ship by helping them. 

3. No interest was paid on the reserves which had to be deposited in 
the reserve bank •• 

4. Restrictions on lending and other policies. 
5. The small national banks would .till have to rely heavily upon their 

large city correspondenta for many services. 
6. The rediscounting feature was not of great value, sinoe redi&­

counting was an uncommon practice. 

It is impossible here to follow the history of all these objections 
and to relate how with the passage of time many of them lost 
much of their force. Probably the World War brought home to 
many recalcitrant bankers the necessity for such a system, even 
though they might not be satisfied with all the details of its struc­
ture and administration. 

One of the first problems confronting Federal reserve officials 
was the steps which should be taken to acquire a larger sta~ 
membership. It was realized that the national banks must be COD­

vinced of the necessity of retaining membership, while at the same 
time conditions must be made attractive for state banks. H re­
quirements were lowered for the state banks, to induce them to 
join, and not lowered for the national banks, there would be dis­
sension and many national banks might drop out. The lack of 
unity in our banking system was nowhere more apparent than in 
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this question. Dual control. by the states and the national gov­
ernment. has plagued banking in this country ever since the estab­
lishment of the first Bank of .the United States in 1791. It will 
not be settled until all banks are required to obtain national 
cbarters or at least to become members of the Federal Reserve 
System. 

Changes in the· National Banking Act. There have been a 
number of minor changes in the National Banking Act since 1912. 
but the important amendments are to be found in the original 
Federal Reserve Act (including its amendments), the McFad­
den-Pepper Act of 1927. the Emergency Banking Act of March 9, 
1933. and the Bank Act of June 16. 1933. 

1. The Federal Reserve Act reduced reserve requirements 
eventually from 25. 25. and 15 per cent respectively against all 
deposits to 13. 10. and 7 per cent against demand deposits (de­
pending upon wbether the bank was in a central reserve. reserve. 
or other city) and 3 per oent against time deposits. This was a 
great reduction and produced a situation favorable to an infla.­
tionary bank expansion. which later t~ok place. 

2. National banks were permitted. upon approval by the 
Federal Reserve Board. to establish trust departments to exercise 
the fiduciary functions which previously had been limited to state 
institutions. The most important of these trust powers are the 
right to act as executor or administrator of an estate. guardian of 
a minor. transfer agent or registrar of securities. trustee. assignee. 
and receiver. The trust eompanies objected vigorously to this 
broadening of the field of activity of national banks and tested its 
eonstitutionality in the oourts. The right of the national banks 80 

to act was upheld in 1917 by the Supreme Court of the United 
States. Extensive litigation developed in many states because 
state oourts were reluctant to permit the exercise of such functions 
by institutions not exclusively under state eontrol. In most _. 
however. the rights of the national banks were upheld.' Other 
Supreme Court decisions were necessary to settle points at issue. 

1 See C. B. Tippetts. "Fiduciary Powers of National Bank .... A....ncan 
Bconmnic &vi""" September. 1920; also, Thomas J. Anderson, FedmJZ and 
BIaI4 Control oj Banking, Chap. V. 
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By 1926 over twenty-one hundred national banks had been 
granted permission by the Federal Reserve Board to exercise vari­
ous fiduciary powers. Because of bank failures the number declined 
to eighteen hundred in 1933. Nearly 30 per cent of the national 
banks act in a fiduciary capacity today, and the total funds 
handled in this manner amount to approximately $6,000,000,000. 
Many national banks have found this profitable, and there will 
probably be a gradual extension of this field of activity. 

3. Previous to the Federal Reserve Act no national bank could 
make a direct loan on real-estate security. In many cases, how­
ever, a bank was willing to make a loan because it realized that the 
borrower had real-estate holdings which could be seized in case of 
default, and endorsers of notes were also frequently approved for 
this reason. But the fact that state banks competing with the 
national banking associations could lend 1arge sums on real estate 
led to a widespread demand that the national institutions should 
be granted this power. Consequently the act permitted these 
banks to lend an amount equal to 25 per cent of their capital and 
surplus or one third of their time deposits on improved and un­
encumbered farm lands within a radius of one hundred miles of 
the office of the lending bank. The amount of the loan could not 
be greater than 50 per cent of the estimated value of the land, and 
the loan could not run for more than five years. ' 

Loans could be made on city real estate under the same re­
strictions but for only a one-year period. However, this extension 
of their lending powers did not entirely satisfy the national banks, 
and during the years from 1924 to 1927 there occurred an alarming 
exodus from the national system. Many of the oldest and best­
known national banks either merged with state banks or trust 
companies or reorganized as state institutions. There were a num­
ber of reasons for this shift from national to state charters, one 
being that a state bank or trust company could do things that a 
national bank could not do. For example, there was no such strict 
limitation upon state banks in respect to rea1-estate loans as there 
was upon national banks. In order to satisfy the national banks in 
this respect the McFadden-Pepper Act of 1927 gave them more 
liberal lending privileges on real-estate security. 
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The McFadden-Pepper Act permitted the national banks to 
lend to 25 per cent of their capital and surplus or one IwJf of their 
time deposits in this manner •. The time limit on city real-estate 
loans was raised to ;{We years, the same as for farm loans. Many 
national bankers claimed that this was a great boon, since they 
could now compete with state banks on more favorable terms. It 
may be questioned, nevertheless, whether this was wise in view of 
what bas happened since 1929. It is true that the amendment pre;. 
vented some national banks from shifting to a state charter, but 
some authorities contend that this was accomplished by a general 
lowering of the standards of the national system. Again is revealed 
the difficulty we face in perpetuating our dual banking system, for, 
when we lower the standards of national banking to meet the 
competition of state institutions, the entire banking system is 
weakened. The depression has revealed clearly that lending on 
real estate is a very dangerous practice for commercial banks. 
Although a portion of savinge deposits may properly be so in­
vested, mingIing the 888ets behind demand and savinge deposits, 
instead of segregating them, has caused great difficulties. 

4. The original Federal Reserve Act left the time limit for the 
charter of a national bank at twenty years. In 1922, however, 
the limit was raised to ninety-nine years. One reason for this 
change was that national banks were definitely limited in their 
exercise of fiduciary functions by 80 restricted a life. In order 
to strengthen the national banks still further in this field of 
activity the McFadden-Pepper Act of 1927 made the charter 
indeterminate. The life of the Federal Reserve System itself was 
similarly extended. This does not mean that the charters run 
perpetually; they are merely indeterminate. 

6. A national bank had been permitted to lend to anyone 
person, firm, or corporation a sum not in excess of 19 ~r cent of 
its capital and surplus. But this limitation did not apply to 
bills of exchange drawn against actually existing values or to the 
discount of commercial or business paper actually owned by the 
person negotiating it. This provision was a great source of 
difficulty and these exceptions have to be interpreted, especially 
since, if the Federal.reserve banks decided that one borrower had 
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been granted loans in excess of the limit, no paper bearing his 
signature could be rediscounted at a reserve bank. Amendments 
in 1917, 1919, 1922, and 1927 endeavored to clear up the situa­
tion. The result is that it is now possible to exceed the 10 per cent 
limitation. For example, the limit may be legaIly exceeded on a 
loan secured by marketable, nonperishable staple commodities, 
if backed by an amount of these commodities somewhat in excess 
of the face value of the loan. The same is true with respect to 
livestock loans. On commodity loans the upper limit may be 
50 per cent of the bank's capital and surplus. In the case of 
livestock the loan may reach 25 per cent of the bank's capital 
and surplus. 

6. Before the Federal Reserve Act no national bank could 
accept a draft drawn upon itself. This meant that there could 
be no banker's acceptances bearing the name of a national bank 
as an acceptor. (It was feared that this practice might lead to 
an excessive use of bank credit in this form.) As a consequence 
much of our foreign trade had to be financed through foreign 
money markets, since there could be no adequate discount market 
in the United States. To remove this handicap, and because some 
state banks could accept drafts drawn upon themselves, the 
Federal Reserve Act permitted national banks to accept such 
drafts to an amount equal to 50 per cent of their eapital and 
surplus. In 1915 the limit on acceptances financing foreign trade 
was raised to 100 per cent, provided that the approval of the 
Federal Reserve Board was secured. Acceptances arising out of 
purely domestic trade were held at the lower limit. 

7. The Federal Reserve Act permitted national banks to con­
duct savings departments. The McFadden-Pepper Act of 1927 
stated that the interest paid on such deposits must not exceed 
the maximum rate set for state banks in a particular state by 
state law. The Bank Act of June 16, 1933, gives the Federal 
Reserve Board the power to establish an upper limit for the 
interest rate paid by member banks to savings depositors. 

8. The McFadden-Pepper Act permitted national banks to 
issue stock with a lower par value than $100. This act also 
.aIlowed banks with a eapital of $100,000 to be established in the 

X~ 
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outlying districts of a city of over 50,000 population, if the states 
granted to their banking institutions a similar right. The Comp­
tloller of the Currency must, however, give his assent. 

Since the Bank Act of June 16, 1933, no new national bank 
can be organized with a capital of less than $100,000, except 
that in a city of less than 6000 population a bank with a capital 
of $50,000 may be established. National banks a.Irea.dy organized 
are not affected by this amendment. From now on, then, the 
smaIlest capital that will be allowed for a new national bank is 
$50,000. The reason for this change was that it was believed 
that there had been too many banks of smaIl capital before 1929, 
mortality having been highest among them. 

Before the Emergency Banking Act of March 9, 1933, a 
national bank could issue only common stock. This act, in an 
effort to improve the financial condition of the banks, permitted 
an issuance of preferred stock for we to the Reconstruction Fi­
nance Corporation. The double-liability feature does not apply 
to this stock. 

9. The Bank Act of June 16, 1933, removed the double­
liablity requirement from all new common stock sold by a national 
bank. On stock outstanding before that date stockholders are 
atill liable for twice its par value if the bank gets into financial 
difIicultiea. 

10. The Bank Act of June 16, 1933, forbade national banks in 
the future to pay interest on demand deposits. The reason for 
this amendment was that this practice W!L8 believed to have been 
responsible for the placing of deposits in the large city banks by 
out-of-town banks in excessive amounts" when the out-of-town 
banks were not certain how otherwise to invest their funds. 
This led to a flow of these funds into stock-market speculation 
through the granting of call loans.' A number of Secretaries of 

'On this point Mr. White made the following intereoting oomment in 
previous editioDa of this book: .. It is customary for eountry baDka to keep 
CODlIiderable IUlD8 on depoait in city bank., for the conftllience of making 
remittenceo for customero and aIao for the 18ke of the interest allowed by the 
city banks, which is usually at the rate of 2 per cent per annum. It baa bean 
• question much disputed in this country whether it is good banking practiee 
to allow intereet on such deposita payable on de ...... d. It baa bean argued, 
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the Treasury had in years past recommended the abolition of 
such inte.est payments. 

11. On June 30, 1932, out of six thousand one hundred and fifty 
national hanks over a thousand had no notes outstanding. Not all 
government bonds bear the circulation privilege. For example, in 
the early part of 1932 the only bonds which could be used as 
security for note issues were the 2 per cent consols of 1930 (ap­
proximately $600,000,000) and the 2 per cent Panama Canal 
bonds (approximately $75,000,000). The 2 per cent consols of 
1930 were not required to be retired in that year, but could be 
called at any time after that date, at the pleasure of the govern­
ment. Since their retirement would have forced the automatio 
retirement of the national-bank notes, they were not called for 
redemption. The Panama Canal bonds mature in 1936 and 1938, 
all but $25,000,000 maturing at the earlier date. Approximately 
98 per cent of the consols and Panama Canal bonds were actually 
pledged to secure circulation. Therefore, even if the banks which 
had no notes outstanding had wished to issue some, it would have 
been very difficult for them to obtain the necessary amount of 
eligible bonds. 

As the depression which began in 1929 deepened, there came 
from many persons a demand for an increase in money in circuIa.­
tion on the ground that this would increase buying power and 
help to restore prosperity and prices. Prices had sunk to such low 
levels, and incomes also had dwindled to such a degree, that many 

in opposition to it, that it tends to the accumulation in the city hanks of 
large sums which are liable to be called for ,IIuddenly whenever anything 
unusual happens in financial circles elaewhere. Such deposits are aaid to be 
in a high degree 'explosive,' tending to cause paniCS, or to aggravate them 
when they oome. But it ia argued, on the other hand, that aomebody will 
a1_ys ~ found to pay interest on depoaits. If tbe bank. do not, the trust 
eompanies and private bankers, who keep their depoaits in the city banks, 
will do au; and they will draw their own deposita to meet the ea1la of the 
oountry banka as suddenly and as freely as the oountry bank. themselves 
would. The depoaits will then be as 'explosive' in the one case B8 in the otber. 
Th.refore the question to be oonsidered is wbether the city bank. ahaII reap 
the profits whicb arise from the deposits of the oountry banks or allow other 
parties to do BO. The 88me principles apply to the deposits of atste banks 
and trust companies, etc!' 
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debtors were finding it difficult to pay their obligations. Conse­
quently demands for some kind of infiation became persistent. On 
June I, 1932, a bill designed to lIiake all government bonds eligible 
as security for national-bank notes was favorably reported by the 
Senate Banking and Currency Committee. However, this was 
believed to be too extensive, and finally it was amended to permit 
national banks, for a period of three years, to use as collateral any 
United States government bond hearing interest at the rate of not 
more than 31 per cent annually. The notes so issued were taxed 
as if they had been issued on 2 per cent bonds. T)rls provision; 
known as the Glass-Borah rider to the Home Loan Bank Act, was 
enacted into law July 22, 1932. It expired July 22, 1935. 

Had it not been that the total of national-bank circulation was 
still restricted to the capital stock of the banks, an additional 
amount of $3,000,000,000 could have been placed in circulation. 
Actually, because of the limitation just mentioned, only another 
$1,000,000,000 was pOssible. This additional power of expansion 
rested, furthermore, chiefly with the larger city banks. In June, 
1932, country banks possessed only 30 per cent of the unused issu­
ing power. New York City, Chicago, and the reserve cities ac­
counted for the difference. Banks in New York and Chicago alone 
could have issued $300,000,000 more had they chosen to do so. 

In the middle of 1931 there were $650,000,000 of national-bank 
notes outstanding. This had risen to slightly over $700,000,000 by 
the time of the passage of the Glass-Borah rider to the Home Loan 
Bank Act. Those who expected a great increase in circulation as a 
result of the act were dissppointed, for by January, 1933, the total 
had risen only to $836,000,000. In late February, 1933, when the 
total money in circulation had increased to $6,545,000,000 because 
of the extensive demand for money to hoard, national-bank notes 
constituted only 13 per cent of the total. At the end of March, 
1933, the amount of bank notes in circulation was $922,000,000. 
The high point was reached in February, 1934, with a total of 
nearly $940,000,000 outstanding. Thus it can be seen that only 
about one fourth of the possible expansion was utilized. After 
February, 1934, there was a gradual decline, until by March, 
1935, the total outstanding was $810,000,000. On March 11, 

"" 
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1935, it was announced that all honds securing national bank 
notes wIlre to be retired, the consols by July 1, and the Panama 
Canal honds by August 1, i935. Thus the national bank note 
finally passes out of existence. 

12. Under the original Federal Reserve Act national banks 
could not establish new branches. State banks which converted 
into national banks could retain their existing branches. In 1914 
there were eleven hom~ity branches of national banks and 
seven branches outside a home city. In 1920 the Comptroller of 
the Currency permitted the opening of additional hom~ity 
agencies or offices for the receipt of deposits and the cashing of 
checks. These were known as .. tellers' windows" and not as regu­
lar branches. By 1926 there were three hundred and seventy-seven 
home-city offices and branches and only twenty-seven outside a 
home city. 

The McFadden-Pepper Act of 1927 permitted the establish­
ment of new branches within the city limits of the head office, 
provided the state where the national bank was located gave its 
state banking institutions the same privilege. But no national 
bank could establish an out-of-town branch. No branch could be 
opened in a city with less than 25,000 population, only one in a 
city with between 25,000 and 50,000 population, and two in a city 
with between 50,000 and 100,000 population. Ahove this the 
number rested with the discretion of the Comptroller. State banks 
could enter the Federal Reserve System and bring in already exist­
ing (before 1927) branches. State banks already members were 
permitted more extensive branch-banking powers than the na,­

tional banks. The Bank of Italy, the famous California bank, 
was converted into a national bank in 1927, adding nearly three 
hundred to the number of branches in the national system. 

In order to broaden the branch-banking privileges of the 
national banks, the Bank Act of June 16, 1933, permitted them 
under specific capital requirements to establish BIaU-wide brancha 
in states that allow their banks to do the same. On December 31, 
1933, there were 146 national banks operating 1121 branches. Of 
these branches 388 were in the county in which a head office was 
located. Outside of such a county there were 713 branches; of 
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these 460 were in California, where the greatest development of 
branch banking has taken place.' 4 

13. Other changes made by the Bank Act of June 16, 1933, 
were the following: . 

a. Cumulative voting for bank directors is prescribed. 
b. A holding-company affiliate must get permission from the Federal 

Reserve Board before it can vote the bank stock held. The bank 
msy be prohibited from psying any dividends to the holding 
compsny if the Federal Reserve Board rules that the holding 
company has violated the bosrd's rules and regulations. 

Co The requirement that there must be at least five directors remains 
the same, but in the future there can be no more tban twenty-five. 
The requirements regarding the amount of stock a director msy 
hold were cbanged to accord with the provision permitting stoc~ 
with less thaIl $100 par value. A director must now own $2500 
in stock, but in cities of not over 50,000 population it can be 
$1500; in cities of less than 25,000 population the amount owned 
must have a par value of at least $1000. 

d. The Federal Reserve Bosrd msy order any director or officer to be 
removed for cause. 

e. In the future no officer msy borrow from his bank. 
I. Security affiliates were required to be divorced from their relation­

ship with a hank within one year. 
g. No hank can in the future underwrite an issue of securities. There 

is to be no buying or selling of securities except on order of the 
customers. This does not apply to a bank's own investments. 

II. A very important stipUlation is tbat the Federal Reserve Bosrd 
(six members so voting) can fix for each reserve district the per­
centage of a bank's individual capital and surplus which may be 
lent on the security of stock and bond collateral. This must not 
be in excess of 10 per cent of the bank's capitsl and surplus for 
anyone loan. The Federal Reserve Bosrd is also given other 
very drastic powers to control speculative loans. 

In the middle of 1922 there were 8250 national banks; since 
then there has been & steady decline due to liquidations, fa.ilures, 
and oonsolidations, until today only about 5400 remain. 

I Further diBeussion of tbe development of br&ncb banking is postponed to 
Chapter XXIX. 



CHAPTER XXIII 

DEFECTS OF THE OLD NATIONAL BANKING SYSTEM 
AND THE MOVEMENT FOR BANKING REFORM 

The Central Banking Controversy in the United States. Prior 
to 1913 the experience of the United States with central banks was 
limited to the first and the second Bank of the United States, 
which existed between 1791 and 1836, except for a five-year period 
between 1811 and 1816. The first Bank of the United States, as 
was pointed out in a previous chapter, failed to be rechartered in 
1811 for reasons other than its not having been operated efficiently. 
Mter 1811 the lack of a central bank was keenly felt, and the 
second Bank of the United States was therefore chartered for a 
period of twenty years, in 1816. As was the case with the first 
Bank of the United States, this second central b~nking institution 
met. an "untimely death." Its rechartering became a political 
issue in the campaign of 1832 between the presidential candidates 
Clay and Jackson. Jackson was not in favor of rechartering the 
bank, and, as he won at the polls, the second Bank of the United 
States automatically went out of existence in 1836. Its assets 
were taken over by a private bank which later failed in the panic 
of 1837, was reorganized, and then failed again within a few years. 

Between 1836 and 1913, therefore, the United States was with­
out a central banking institution. In this regard our position was 
dissimilar to that of England, whose central bank, the Bank of 
England, has been in existence since before the beginning of the 
eighteenth century. France too has had for a number of years its 
Bank of France, and Germany its &ichsbank. Many other coun­
tries also have central banks. Canada was without a central bank 
until March, 1935, when the new Bank of Canada was opened 
for business. Why did the United States not follow in the foot­
steps of England, France, Germany, and many other countries 
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with regan! to a central bank? There are, no doubt, a number 
of reasons, some of which are peculiar to those periodS when 
agitation for a central banking system has run high. But one of 
the most important general reasons is that it has been widely 
believed that a central bank sponsored by the Federal govern­
ment was not in keeping with the democratic ideals which have 
been so strong in the United States and have shaped so many of 
our policies. At the very outset, in 1791, there was the intense 
conflict between the group led by Ha.milton, which hoped for strong 
centralized control by the Federal government, and the group 
which later became known as "the believers in states' rights," 
led by Jefferson. The very mention of the words "central bank" 
immediately aroused a certain amount of animosity. This feeling, 
of course, was no stronger in banking than in many other fields. 

The duties of central banks are not uniform in all countries, but 
there are a number of activities which central banks are usually 
expected to carry on. First, many central banks are known as 
"bankers' banks," and deal mainly with banks rather than in­
dividuals. The Federal Reserve System is outstanding in this 
regan!, and the Bank of England deals principally with banks and 
other financial institutions. The Bank of France and the Reich&­
bank, however, deal with individuals as well as banks. In this 
connection central banks usuaIly keep the reserves of the com­
mercial banks and, in times of stress, stand ready to aid the banks 
which do deal directly with the public. 

Second, the central bank is usually the fiseal agent of the gov­
ernment, serving as a depository of government funds as well as 
aiding in the collection and disbursement of all government funds. 

Third, if the central bank does not have exclusive note-issuing 
power, it usually directly issues a portion of the country's cur­
rency and exercises power which has a salutary in1luence on other 
institutions which supply the remaining currency. 

Fourth, the central bank usually serves as the guardian of the 
country's gold reserve. In the United States at the present time 
the Federal reserve banks hold only gold certificates which repre­
sent the gold held by the United States Treasury. 

Fifth, most central banks attempt to exert a stabilizing in-
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fluence on the money market. Every effort is made to prevent 
money panics and periods of monetary stress. To equalize interest 
rates for the various sections of the country and to prevent wide 
fluctuations in rates throughout the year are likewise central bank­
ing functions in some countries. 

Sixth, in addition to performing such a minor function as that 
of serving as a central clearance agency, the central bank is ex­
pected to furnish leadership to the financial community. It is 
expected to be the first to realize that bank expansion has gone far 
enough, and that remedial measures are in order. Likewise, in 
periods of extended contraction, the central bank is expected to 
initiate measures which will ease the situation. This function is 
frequently referred to as the central bank's control of credit; a 
subsequent chapter will be devoted to a discussion of credit con­
trol by the Federal reserve banks. 

Mr. White described the functions and feasibility of a central 
bank in 1911 as follows (Fifth Edition, pp. 433-436). It must be 
remembered that note issue was of more importance at that time 
than it is at present. 

The central bank of the Old World type is a bank of banks. Its 
primary function is to rediscount bills of exchange which have their origin 
in various parts of the country and which pass through inferior baw 
whose indorsement they bear. These bills of exchange must be backed 
by two or more names of undoubted solvency; must run not more than 
ninety days, and must represent actual businesll trans&ctions. All bills 
of this kind will be discounted by the central bank, which will give in 
exchange cash, or its own notes redeemable in gold on demand. The bank 
does not incur a deposit liability in the act of discounting bills. 

The bank also makes advances, in the discretion of the managera, on 
goods unsold and on securities, but not as a matter of course, and not 
to an unlimited amount. Such advances are placed in a different category 
from that of bills of exchange. 

The power of note issue is granted to the central bank in Germany 
on condition that it shall hold a cash reserve of not less than 33 per cent 
against the same. All the revenues of the government are deposited in 
the bank, and its disbursements are made by checks drawn on the bank. 
The shareholders of the bank are private individuals. In Germany the 
bank is managed by the government; in France by the government and 
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the shareholders togeth"", the government being supreme; in England 
by the shareholders alone. 
. The issue of the bank's notes, as above described, takes place in 
obedience to the demands of buSiness and simultaneously theTawith. 
The notes return to the bank in payment of maturing bills, or as deposits 
at the head bank or its branches. Thus the credit of the country is 
organized to carry on the business of the country with the minimum of 
cash. The currency is perfectly elastic. No inferior bank and no indi­
vidual has any motive to draw on the reserves of the centr&l bank for 
purpcees of internal trade. No drain upon those reserves can take place 
except when gold is wanted for export. In such cases, if the drain becomes 
heavy, the bank raises the rate of discount till it ceases. 

Drains on the bank reserves in the United States usually run in the 
contrary direction. They are internal, not externa.l. In the recent panic 
the depletion o.f bank reserves was most violent while we WeTe importing 
gold from abroad. The country banks were draining the city banks. 
Mr. J. B. Forgan said that during the week before the 28th of OctobeT 
the First Natioual Bank of Chicago &lone shipped $7,000,000 out of II 
1egaI reserve fund of $15,000,000 "for the purpose of taking care of 
eountry banks who feared that theTa was going to be II panic and mads a 
drive at the nearest reseTve city they had." This was hefore private 
depositors had made any run on the banks at all. Twelve thousand 
smaIl banks were drawing simultaneously from the large banks of the 
reserve cities, reducing the big piles of cash that the public were _ 
tomed to Bee reported in the newspapers, and accumulating twelve 
thousand small piles tbat the public nev"" saw or heard of. No wond"" 
if the private depositors took the alarm also. 

A centr&l bank of issue exists primarily in ord"" to keep the interual 
industry and barter of the country going on with the least possible 
friction, by supplying just the amount of currency needed at all times 
and keeping it at par with gold. It is no part of its aim to supply capita.l 
to stockbrokers or speculators, but it may properly use for that purpose 
any surplus which it has on hand, in order to llvoid II lose of interest for 
the time being. Neith"" a centra.l bank of issus nor any numbeT of banks 
can put out or keep out more notes than the country needs for hand-to­
hand circulation. /my surplus will come back promptly lind inevitably 
for redemption. Therefore no bank and no numbeT of banks can, during 
a period of gener&l inIIation, supply the demands of speculators by fresh 
issues of bank notes, whether the notes are secured or unsecured. Nothing 
but bank reserves of actu&l cash will answer that purpose. 
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It may be asked how we shall be secured against favoritism in the 
matter of discounts. Will not the central bank extend its favors to some 
customers and withhold tbem from otbers? The central bank, of the' 
Old World type, discounts all the paper offered to it that measures up 
to its standard of goodness. Why should it refuse any? II its legal limit 
of note issue has been reached, it is only necessary to buy thirty-three 
dollars of gold for each one hundred dollars of new bills discounted. 
Then it receives interest on the whole one hundred and pays interest 
only on the thirty-three. There is no motive for favoritism and dis­
crimination between persons and localities offering the same kind of 
bills. The only discrimination possible is between good paper and bad, 
between that which arises from mercantile transactions and tbat which 
results from kiteflying. The danger is not that the central bank would 
discriminate by extending its favors to some banke and not to others, 
but that there would not be a sufficient amount of bills of the type de­
manded to employ the resources of a central bank of $50,000,000 capital. 

Apparent obstacles to the adoption of the central bank system in 
this country are twofold: first, the wide extent of the territory to be 
served; second, the habits of our people, who are accustomed to a system 
based upon individualism. Are these difliculties insuperable? The 
Second Bank of the United States and President Jackson's war against 
it will doubtless occur to readers as a warning against fresh experiments 
of that kind. But President Jackson had no objection to a bank controlled 
by the government. In fact he recommended one to Congress at the 
time when he was fighting against .. Biddle's bank." Our habit of falling 
prostrate once in every ten years, and exposing ourselves to the jeers of 
mankind, is the worst banking habit we have, and the one which we 
could most advantageously lay aside. 

Although it has been stated that there was no central bank in 
this country between the years 1836 and 1913, several of the func­
tions mentioned above were carried on by the national banking 
system and the Federal Treasury. Others of the functions were 
simply left unperformed. The national banking system was estab­
lished in 1863. The serious defects of this system were not evident 
until it had operated for a number of years. These defects were 
probably brought home most forcefully to the people during the 
panic of 1907. 

Mr. Paul M. Warburg, who was vitally interested in banking 
reform at this time, relates the following conversation between 
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bimseIf and Mr. James A. St~a.n, president of the Nations.l 
City Bank of New York. Mr. Warburg, in 1903, prepared a 
memorandum outlining what .to him were the cardinal defects 
of the existing system. He showed the memorandum to Mr. 
Stillman, who said, 

"Warburg, don't you think the City Bank has done pretty well?" 
I replied, "Yes, Mr. Stillman, extraordinarily well." 
He then said, .. Why not leave things alone?" 
It was not without hesitation that I replied, .. Your bank is SO big 

and so powerful, Mr. Stillman, that, when the next panic comes, you will 
wish your respoDSlbilities were smaller." 

At this, Mr. Stillman told me that I was entirely wrong, that I had 
the mistaken notion that Europe's banking methods were the most ad­
vanoed, while, as a matter of fact, American methods represented an 
improvement upon, and an evolution of, the European system, America 
having already discarded its central bank. He had no doubt that progress 
would have to be sought, not by copying European methods, but by 
elabcrating our own. 

Four years later, in the midst· of the panic, I found Mr. Stillman 
once more standing over my desk; and when I looked up, he asked, 
"Warburg, where is your paper?" 

I said to him, "Too late now, Mr. Stillman. What has to be done 
cannot be done in a hurry. If reform is to be secured, it will take years 
of educational work to bring it about." 

This incident is related for the sole purpose of showing the status of 
banking and business opinion in those far-<>ff days. What Mr. Stillman 
had said was typical of the general attitude then prevailing.' 

A discussion of the defects of the nations.l banking system will 
aid in understanding many of the provisions which were later put 
into the Federal &serve Act. In fact, it may be said that the 
Federal &serve System was set up in order to eliminate the de­
fects of the nations.l banking system. 

Defects of the N ations.l Banking System. The defects attrib­
uted to the national banking system were many, but only the 
most important ones will be discussed here. 

Pyramiding oJ Re8erves. Although the terminology used in the 

'P~ul M. Warburg, TM FederaJ Rea ..... By.I6m, Vol. I, pp. 11"\. 19. The 
Macmillan Company. ri.I 
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statement of this defect varie;, most people have in mind the 
same underlying characteristics. Under the nationa.! banking 
system legal reserves were set up under a threefold classification: 
centra.! reserve city banks, reserve city banks, and country banks. 
Central reserve city banks included aU banks located in New York 
City, Chicago, and St. Louis. They were required to keep a 25 per 
cent reserve against deposits, aU of which had to be in the form of 
cash in their own vaults. Reserve city banks, located in cities 
other than New York City, Chicago, and St. Louis, with a popu­
lation of more than 100,000, 1 were required to keep a lega.! reserve 
of 25 per cent, half of which had to be kept in their own vaults in 
the form of cash; the other half might be redeposited in a central 
reserve city bank. Country banks were required to keep a 15 per 
cent reserve, three fifths of which might be redeposited in either 
a reserve city or a central reserve city bank; the remaining two 
fifths had to be kept in cash in their own vaults. 

Pyramiding resulted from this ability of a bank to redeposit 
part of its legal reserve. Since the redepository did not keep a 
100 per cent reserve against the redeposited resel've of its corre­
spondent bank, there was less actual cash reserve behind deposits 
than the percentages 25, 25, and 15 would indicate. This can best 
be shown by an illustration. Suppose that a country bank had 
deposits of $10,000. It must keep a total reserve of $1500, $900 of 
which could be redeposited in, say, a reserve city bank. The re­
serve city bank could in turn redeposit part of its legal reserve 
in a central reserve city bank. In tabular form the results would 
be as given on page 513. 

As a result, then, against $10,000 of deposits in a country bank, 
actual cash of only $740.60 was being held. This represents only 
about a 7! per cent cash reserve. The percentage is even less if 
figured on the basis of the total deposits which result from this 
method of carrying legal reserves, $740.60 against $11,012.50 of 
deposita. 

Just because this allowed a cash coverage of BOme 7 per cent 
instead of 15 per cent, it does not follow that the practice of re-

1 This classification was set up by the Comptroller of the Currency. The 
population figure was used as a rougb guide: it wae Dot .triotly adhered to. 
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- D......., Tor ... c... .. MIG1ft' Ru&POHl' -. 
Country. .. . . $10,000.00 $1500.00 1600.00 5900.00 (with reserve 

city orcen-
tral reserve 
city bank) 

Reserve city • • • 900.00 225.00 112.50 112.50 (with central 
reservecity 
bank) 

Central_city 112.50 28.10 28.10 -
$11,012.50 S1753.10 $740.60 S1012.50 

depositing part of the legal reserve was detrimental to the banking 
system. It was detrimental, but for this reason, that, during 
periods of stress, banks possessing deposits in other banks which 
they were counting as part of their legal reserves, would call for 
these reserves, but, since the redepository banks did not carry a 
100 per cent cash reserve against these redeposited reserves, it 
was embarrassing for them to experience this drain at a time when 
they likewise were in need of a.1l their cash reserves. Specifically, in 
our case, if general pressure were placed upon the eountry bank, it 
would ask for its $900 deposit in the reserve oity bank in cash. But 
the reserve city bank w&s keeping &S a minimum only $112.50 
against this deposit. The reserve city bank might likewise ask 
for cash for its $112.50 deposit in the central reserve city bank, 
but here, again, the central reserve city bank W&S holding only 
a portion of this amount in cash, $28.10. During stress periods, 
therefore, it W&S a distinct disadvantage for a bank to act as a 
redepository for another, because in addition to the pressure put 
upon it by its own public depositors it bad to meet the demands 
from banks carrying legal reserves with it. It is reasonable to ask 
why the banks which were keeping the reserves of other banks did 
not keep a 100 per cent cash coverage. The answer is tbat this 
would have been an expensive procedure; since the making of a 
profit was the primary re&son for their existence, they usua.1ly 
expa.nded their loans &S far &S possible. As a partial safeguard, 80 

far &S the individual redepository bank was concemed, it would 
frequently lend large amounts to security brokers but s~bject to 
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call. But for the entire banking system the calling of security­
market loans would not alleviate the situation. It would, how­
ever, cause money rates to soar, since the security brokers would 
experience difficulty in obtaining funds. The importance of this 
defect will be discussed again when the effect of the panic of 1907 
is considered. 

Inelastic Note 18m6. The principal currency before the estab­
lishment of the Federal Reserve System was national-bank notes, 
greenbacks, gold certificates, and silver certificates. Silver cer­
tificates were issued only on the basis of silver purchases, which 
were discontinued after 1894. Gold certificates likewise were 
issued only on the basis of 100 per cent coverage. Greenbacks 
could not be issued beyond the limit specified by law. National­
bank notes were issued by any national bank on the basis of 
approximately 100 per cent government-bond coverage. During 
various seasons of the year, such as the crop-moving period in the 
fall, when the demand for cash in circulation increased, it was 
difficult for our banks to take care of these added demands. H a 
national bank had to spend ten dollars in order to purchase a gov­
ernment bond on the basis of which it might issue a national-bank 
note, it was no .better off, except perhaps for the fact that it re­
ceived interest on the government bond, than if it had never issued 
the bank note. There was no elasticity. therefore, in any of the 
elements of our currency system. 

This system of national-bank-note issue has been referred to 
as the "double interest" principle, which means that if a national 
bank held $1000 in cash (other than national-bank notes), it might 
lend this for, aay, 6 per cent. However, if it purchased a govern­
ment bond for $1000 and on the basis of that issued $1000 worth 
of national-bank notes, it could lend the $1000 in national-hank 
notes for 6 per cent and in addition receive the interest on the 
government bond, which was securing the notes. One difficulty 
encountered in this procedure was that the law stated that the 
notes could not be issued for an amount in excess of the par 
value or the market value of the bond, whichever was the lower. 
This meant that if a national bank paid $1020 for a government 
bond, it could issue only $1000 worth of national-hank notes; 
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and if later the market price of the bond fell to, say, 95, the bank 
could issue only $950 worth of national-bank: notes. In addition 
to this the bank was forced to keep a 5 per cent gold (later changed 
to lawful money) redemption fuBd with the United States'l)easury, 
upon which it received no interest. 

Our currency system clearly did not provide for sufficient 
"streteh," which was necessary during the ClOJHIlOving aeason 
and various holiday periods. H the system was not sufficiently 
elastic to take care of aeasonal needs, it certainly was not able to 
prevent money panics. 

Clumsy and Wast4ul Check Clearanee. Before the establish­
ment of the Federal Reserve System local clearinghouses served 
as agencies for clearing a11locaI checks. There was, however, no 
central agency for the clearance of out-of-town checks. The 
principal means used to collect out-of-town checks was an arrange­
ment with correspondent banks. The smaller banks usually kept 
balances in the larger cities, such as New York or Chicago. H 
they received a cheek drawn on a bank in one of these centers, 
they would send it to their correspondent in that center and ask 
the correspondent to collect it for them. The banks, of course, did 
not have correspondents in all cities; so the colleetion routes were 
sometimes very roundabout. One of the stock: examples which 
have been used in describing this situation is that of a cheek drawn 
on a bank in Sag Harbor, Long Island, New York, and deposited 
in a bank in Hoboken, New Jersey, ninety-three miles away.' 
This check traveled some 1223 miles during a period of teo days, 
and passed through teo banks before it was presented at the bank 
upen which it was drawn. The check's journey was as follows: 

To New York City • 
To Booton .... 
To TOII&W1IIIda. • • 
To Albany ••••. 
To Poft Jeff........ . 

3 mil .. 
200 milea 
405 milea 
210 milea 
105 miles 

T. Far Roekaway • . 
To New York City .. 
T. Riverhead . • . . 
To Long Island City . 
T. Sag Harbor • • . 

45 milea 
20 milea 
75 mil .. 
70 milea 
\lO milea 

This, no doubt, is an extreme case, but it illustrates the peint. 
Part of the circuitous routing of checks was a result of "dodging" 

1 J. c. BaIlock, Jr .. m-v., OvI-of-T_ Ched:a, pp. 19-22. 
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exchange charges. It was known what banks made exchange 
charges, and an attempt was made to keep a check away from 
those banks. This probably explains why the check of the exam­
ple above went to New York City twice. 

The amount of money which was tied up in the collection of 
checks is usually referred to as the "Boat." Under this system 
the process of clearing checks by means of correspondent banks 
was very expensive because of the time involved. There were, of 
course, other charges, - for example, postage and clerical charges, 
- but the loss of the use of the money was the most important 
single expense. This "Boat," however, could be counted as part 
of the collecting bank's legal reserve. 

No Satisfactury Fi8cal Agent fm- the Government. During the 
panic of 1837 the government suffered large losses because it was 
carrying its deposits in state banks, many of which failed. In order 
to prevent a recurrence of such losses what was known as the In­
dependent Treasury System was set up in 1846. This sYstem was 
merely a network of vaults throughout the country in which the 
government kept a portion of its funds. This was inconvenient in 
many cases, and it likewise meant that the government could re­
ceive no interest on its idle funds. Banks throughout the country 
were also deprived of the use of whatever amount of cash was kept 
in these vaults; and during periods when government receipts 
were heavy, the money market was adversely affected. The 
national banks aided in collecting and disbursing funds and served 
as government depositories, but there was still a need for a more 
centralized agency to aid the government in all its fiscal activities. 

Lack of Leadership. The national banking system was estab­
lished on the basis of individual units. There was a Federal 
agency, under the directorship of the Comptroller of the Cur­
rency, which supervised their activities, but each bank acted in­
dependently of another. Consequently there were periods when 
leadership was sorely needed. Banking, as has been explained, 
perhaps more than any other business depends on unified action. 
If one bank tends to expand more than others, it always experi­
ences disastrous results. Unified action, therefore, is eminently 
desirable, and such action cannot be obtained unless there is 
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leadership. Spontaneous leadership ca.nnot be relied upon. AD.y 
organization made up of thousands of individual units, be it bank­
ing or any other type of business, finds large members unwieldy. 

Other Defed8. In addition to the foregoing defects of the old 
national banking system, the National Monetary Commission in 
its report in 1910 listed the following: 

No Prol«lion of N atimw.l Gold Reserve. 
We ha .... no instrumentality that can deal effecti .... ly with the broad 
questions which, from an international standpoint, affect the credit 
and status of the United States as one of the great financial powers 
of the world. In times of threatened trouble or of actual panic 
theee questions, which invol .... the course of foreign exchange and 
the international movements of gold, are even more important to 
us from a national than from an international standpoint. 

No Standardized Cummerciol Paper 
The lack of commercial paper of an established standard, issued for 
agricultural, industrial, and commercial purposes, available for in­
vestments by banks. leads to an unhealthy congestion of loanable 
fundo in great centere and binders 'the development of the produc­
tive fo ...... of the country. 

No Open Diswu.nJ. Markd. 
The narrow character of our discount market. with its limited 
range of safe and profitable investments for banks. results in 
sending the surplus money of all sections. in excess of reserves and 
loeal demands. to New York, where it is usually loaned out on call 
on stock~change securities. tending to promote dangerous specu­
lation and inevitably leading to injurious disturbances in reserves. 
This concentration of surplus money and available funds in New 
York imposes upon the managers of the banks of that city the vast 
responsibilities which are inherent in the control of a large propor­
tion of the banking resources of the country. 

Disparity in IMcmmt Ratea 
There is a marked lack of equality in credit facilities between 
different sections of the country. reflected in less favored com­
munities. in retarded de .... lopment. and great disparity in rates of 
discount. 
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No Cunliro! of DiB()(JIJm Rates 
Our system lacks an agency whose influence can he made effective 
in securing greater uniformity, steadiness, and reasonableness of 
ratea of discount in all parte of the country. 

No Facilities to Meet Emergencies 
We have no effective agency that can surely provide adequate 
banking facilities for different regions promptly and on reasonable 
terms to meet the ordinary or unusual demands for credit or cur­
rency neceesary for moving crops or for other legitimate purposes. 

No Uniform Sto:ndards fur Banka 
We have no power to enforce the adoption of uniform standards 
with regard to capital, reserves, examinations, and the character 
and pUblicity of reporte of all banks in the different sections of the 
country. 

No Fureign Agencies 
We have no American banking institutions in foreign countries. 
The organization of such banks is necessary for the development 
of our foreign trade. 

Narrow R .. tridion of Real E81Dk Loans 
The provision that national banks shall not make loans upon real 
estate restricts their power to serve farmen and other borrowers in 
rural communities. 

Such a formidable list of defects of the system under which we 
operated between the years 1863 and 1913 reveals it &8 woefully 
weak. But a general conclusion of th¥I kind is perhaps not accu­
rate. The national banking system W&8 certainly hetter than no 
system at &11, such &8 we had between the years 1836 and 1863, 
which have sometimes been referred to &8 the "dark ages" of 
American banking. It should be kept in mind also that only the 
defects have been stated, and none of the good points. 

To complete the background which antedated the passage of 
the Federal Reserve Act in 1913 a brief discussion of the events 
which led up to its passage will further aid in understanding many 
of the provisions of our Federal Reserve System. 

Immediate Events Leading up to the Passage of the Federal 
Reserve Act. It is not possible to select an exact dste &8-the time 
when the banking-reform movement for revising the national 
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banking system started. Probably the depression of 1893 was an 
important factor, for soon thereafter several reform proposals 
were set forth. The first of these was the Baltimore Pian of 1894, 
which embodied the proposals of the American Bankers' Associa.­
tion. Then there was the pian of the Indianapolis Monetary 
Commission of 1897, which embodied the reform proposals of a 
number of groups of businessmen. These earlier plans dealt 
almost entirely with conditions of note issue, for at tba.t time the 
ineia.sticity of note issues was believed to be the most important 
shorteoming of our banking system. 

The panic of 1907, however, brought the agitation for banking 
reform to a c1ima.x. During this panic, which has frequently been 
referred to as a money panic, two of the defects of the national 
banking system previously referred to operated in such a way as 
to make them causes contributing to the severity of the panic. 
The defect resu1ting from the pyramiding of reserves was espe­
cially important in the la.rger centers. New York City experienced 
the fa.ilure of one of its la.rgest banke, the Knickerbocker Trust 
Company, and many of the New York City banks were deficient 
in reserves. They could have been closed by the examiners be­
cause of their deficiencies, but tba.t would have only aggravated 
the situation. It has been sa.id that, although the New York City 
banke were expeeted to keep reserves of 25 per cent, this fell on 
the average to about 18 per cent. New York City banks ca.lled 
their loa.ns from brokers, and it was extremely difficult for brokers 
to obtain funds to ea.rry on their business. At one time call-money 
rates on the New York Stock Exchange went to 125 per cent. 
This, a.ga.in, showed the need for a more eia.stic currency. 

Because there was no elastic currency, clearinghouse loan 
certificates were resorted to in erisis periods. The New York 
Clearing House issued them in 1860, 1861, 1863, 1864, 1873, 1884, 
1890, 1893, 1907, and 1914. These interest-bearing certificates 
were issued by members of the clearinghouse and used in the 
place of cash to pay adverse balances at the clearinghouse. This 
prevented emba.rrassment to the bank having an unfavorable 
balance, since what little cash it did possess was conserved, and 
thus it was tided over the crisis period. '~ 
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As a result of this panic Congress passed the Aldrich-Vreeland 
Act, which provided for an emergency currency and the appoint­
ment of the National Monetary Commission to study banking 
reform. The Aldrich-Vreeland notes were to be issued only until 
such time as a permanent provision was made for a more elastic 
currency. These notes were issued by groups of national banks 
known as national currency associations. The members of each 
association, at least ten in number, had to have unimpaired capital 
and a 20 per cent surplus aggregating $5,000,000. The security 
behind these notes consisted of bonds held by the banks and two­
name commercial paper having a maximum maturity of four 
months. They were issued in restricted amounts and taxed at 
the rate of 5 per cent for the first month of their issue; an addi­
tional tax of 1 per cent per year was added each month thereafter 
until a 10 per cent yearly tax had been reached. This tax, which 
was reduced in 1913, was to force their retirement as soon as the 
emergency had passed.' 

The chairman of the National Monetary Commission was 
Senator Aldrich, who exerted a powerful influence in the Republi­
can party. This commission published its report in 1912, and 

, More specifically national-bank notes in 'addition to those already in 
existence might be iSBued under the following terms: 

1. By pledging any securities, including commercial paper, representing 
actual commercial transactions, bearing two or more responsible signatures, 
and running not more than four months. Sucb securities and paper to remain 
in the custody of the national currency association to which the hank applying 
for the circulating notes belonged. The amount of notes issuable thereon not 
to exceed 75 per cent of the cash value thereof. All the banks in the currency 
association to he jointly and severally liable for all the circulating notes 80 

wuro. ' 
2. By transferring to the custody of the Treasurer of the UnitOO States 

any bonds or other interest-bearing obligations of any state of the United 
States, or any legally authorized bonds of any city, town, county, munici­
pality, or district in the Unitro States. Against such aeourities cireulating 
notes to be issued not exceeding 90 per cent of their market value. 

The Aldrich-Vreeland Aet was continuro in force until June 30, 1915, by 
the Froeral Reserve Aet. When the World War broke out in 1914, there waa 
a crisis and a large export of gold from the UnitOO States. There oceurred & 

sudden demand for these notes, and $385,000,000 of them were issued before 
the end of Decemher, 1914. They were retired by the middle of 1915. 
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recommended a central banking agency which is sometimes re­
ferred to as the Aldrich PIan, and sometimes as the National­
Reserve Association, which was the name given to the proposed 
central bank. The expert for the House Banking Committee has 
summarized the proposal as follows: 

The Aldrich bill 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 institutions which owned stock. It so arranged things as to keep 
this "reserve association" relatively inactive except upon special occa­
sions of panic or disturbance. It lnade no direct provision for the shifting 
of reserves in part from existing banks to the proposed associations, but 
it relied upon inflation due to the placing of bank notes, issued by the 
central association, in the reserves of the stockholding banks for pro­
tection in time of danger.1 

All national banks were to be eligible for membership and like­
wise state banks and trust companies which conformed to the 
requirements of this bill. In the case of both types of banks, how­
ever, membership was to be optional. The subscribing banks were 
to be grouped in local associations, and these associations were, in 
turn, to be organized into fifteen district associations. Each dis­
trict was to have a branch office of the National Reserve Associa­
tion, but these offices were to be strictly branches and not sepa­
rate corporate entities. The National Reserve Association might 
assist the member institutions by (1) rediscounting commercial 
paper made at least thirty days previous to the day of rediscount 
and ha.ving not more than twenty-eight days to run, (2) the pur­
chase of bank acceptances of less than ninety days' maturity, 
(3) rediscounting commercial paper of from twenty-eight to 
ninety days' maturity upon the endorsement of the local associa.­
tion, and (4) discounting, upon the approval of the Secretary of 
the Treasury, the governor, and the executive committee of the 
Na.tional Reserve Association, the direct obligation of a depositing 
member bank, when secured by satisfactory collateral and en­
dorsed by the local association. 

1 11, P, Willis, The F¢fral Res.,... S~'I"", p. 68. Th, Ronald P_ 



522 MONEY AND BANKING 

The board of directors of the National Reserve Association was 
to consist of forty-six members, but there was to be an executive 
committee of nine, which was given broad powers and probably 
would have dominated the board. Thirty of these directors were 
to be elected by the banks and nine by the branches, and there 
were to be seven ex-officio members. 

Mr. White fully described the organization and functions of the 
proposed central bank as follows, while it was still being debated 
in Congress in 1911 (Fifth Edition, pp. 437-441) : 

The essential feature of it [the Aldrich Plan] was the establishment of 
a banking institution, which should be the fisca.J agent of the government, 
with a capital not exceeding $300,000,000. It was to be called .. The 
Reserve Association of America." Its stock might be subscribed for and 
owned solely by the national banks of the United Ststes, in exact propor­
tion to their capitsl, and was not to be transferable. The principal 
office of the association was to be at Washington City. The earnings 
were to be paid to the stockholders at first, to the extent of 4 per cent, 
and subsequently to the extent of 5 per cent, on the paid-in capitsl, all 
other earnings to go to the government. No bank was to be compelled 
to join the association. 

All subscribing banks were required to group themselves in 10ca.J 
associations, each association to have not Ie.... than ten banks with an 
aggregate capital of not less than $5,000,000. All the loca.J associations 
were to group themselves into fifteen divisions called districts. Each 
local association was to elect annually a board of directors, three-fifths 
of which were to be elected by each bank having one representative and 
one vote, without reference to the size of the bank. 

There should be a branch of the Reserve Association in each of the 
fifteen districts, and this branch should be governed by a board of 
directors chosen by the local assoeiations composing the district. Ad­
ditional directors equal to one-third the number of the 10ca.J associations 
should be appointed to represent the business interests of the locality, 
other than the banking interests. _ 

The Reserve Association should be controlled by a board of forty-six 
directors: seven consisting of the governor, two deputy governors, the 
Secretaries of the Treasury, Agriculture, and Commerce and labor, 
and the Comptroller of the Currency; the remainder to be chosen by 
the branches and the local associations; the governor and two deputy 
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governors to be selected by the President of the United States from a Jist 
submitted by the board of directors; each branch to have a manager 
and a deputy manager appointed by tbe governor with the approval of 
an executive committee of the central board of directors. 

Tbe government of the United States and those national banks 
owning stock in the Reserve Association should be the sole depositors 
in said association, and the business of said association should be con­
fined to the government and tbe subscribing banks. The Reserve Associ­
ation might rediscount any commercial paper bearing the indorsement 
of any bank having a deposit with it, provided said paper was made 
thirty days prior to tbe date of rediacount and had not more than twenty­
eight days still to run. It might also rediacount for any depositing bank 
any paper arising out of commercial transactions ruuning not more than 
four montbe, but such paper must be guaranteed by the local association 
of which the bank asking rediscount was a member. Any member of a 
local association might apply to that association for a guaranty of the 
commercial paper which it desired to rediscount. The total amount of 
guaranties by a local association should not exceed the aggregate capital 
and surplus of the banks forming the local association. 

The Reserve Association might also, in certain cases, discount tbe 
direct obligation of a depositing bank when accompanied by satisfactory 
securities, the loan not to exceed two-thirds of the actual value of the 
pledged securities. The Reserve Association could pay no interest on 
deposits. The rate of discount of the Reserve Association was uniform 
throughout tbe United States. The Reserve Association might buy 
from, or sell to, its depositors foreign bills of exchange arising from com­
mercial transactions, running not more than ninety days and bearing 
the signatures of at least three responsible parties. It might have agencies 
in foreign countries. AIl government funds were to be deposited with the 
Reserve Association, government disbursements to be made by drafts or 
checks drawn on it. 

National banks might maintain their existing issues of circulating 
notes, but there should be Do further issues beyond those then outstand­
ing. No notes voluntariIy retired were to be reissued. The Reserve 
Association, for a period of one year, was to offer to purchase at not less 
than par the 2 per cent bonds held by national banks as security for 
their circulation, with the currency privilege attached to said bonds, 
and was to assume all responsibility for said notes, it being the policy 
of the United States to retire such bond-secured circulation and to sub­
stitute therefore notes of the Reserve Association subject to certain rates 
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of taxation. All note issues of the Reserve Association were to be covered 
to the extent of one-third by gold or other lawful money, and the re­
maining two-thirds by United States bonds or bankable commercial 
paper of the specified kind. The circulating notes were to constitute a 
first lien upon all the asseta of the &serve Association. 

The institution here outlined is fitted to perform the essential func­
tions of a central bank, although it bears a different title. Probably 
&serve Association is the better name, since it indicates the principal 
object aimed at, and since it avoids certain popular prejudices which 
attach to the other name. Its first endeavor is to strengthen the whole 
body of banking hy economizing the cash reserves of the country and 
making them available for the protection of banks and bnsiness men at 
all times, and especially in squally times. Once put in operation, there 
would be no motive for banks to make runs on each other, or for de­
positors to make runs on the banks. 

The syxtem would not prevent trade reactions. It would not pre­
vent the hursting of bubbles of speculstion when overblown, but would 
probably have a steadying influence by standardizing the commercial 
paper admitted to discount, by inducing mutual supervision of the banks 
in the local associations, and by creating a higher sense of respoDBlbility 
on the part of bankers generally. It would thus curtail the fires of speeu­
lation and tend to keep them within limits, instead of allowing them to 
spread through the community at every considerable crisis. Since the 
ultimate banking reserve would be in the control of an institution too 
strong to fail, and since there can be no limit to the amount of currency 
issued except the power to redeem it on demand, and no delay in issuing 
it, there could be no paroxysm of credit, in which solvent and insolvent 
debtors might be involved in a common min. ' 

The Aldrich plan was workable. Objeetions were made to it that 
such a colossal institution might become a tool of politicians, or tbat it 
might fall under the domination of a few individuals in Wall Street. 
The answer is tbat it would be controlled by the participating banks 
of the whole country, and tbat they could not part with their shares, 
even if they should desire to do so. The objection on the score of politics 
lies equally against our form of government, and against all forms of 
government. H we can safely intrust our other national interests to a 
President elected every four years, we can surely trust him to select a 
governor and two deputy governors of the Reserve Association from a 
list of names submitted to him by the direetors thereof. This power of 
appointment has been exercised by the chief of the state in France more 
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than one hundred years under all governments - monarchia.!, republican, 
and revolutionary - without harmful consequences. Objections based 
upon the Bank war in President Jackson's time are groundless, by reason 
of the dissimila.rity of the institutions concerned and of tbe attendant 
circumstances. A war between the President of the United Statss and a 
tisca.! agency, or exchange ollice, owned by thousands of banks in all 
parts of the country, is unimaginable. By way of keeping the Reserve 
Association free from politica.l entanglement it was provided that no 
member of any nstiona.! or State legislative body should be .. director 
of it, or of any of the branches, or of any local association. 

By the time Congress was ready to vote upon this measure, the 
RepUblicans had lost control of the House and the Sena.te, and a 
presidentia.! election was at hand. In the presidential election of 
the fall of 1912 Woodrow Wilson was elected because of the Taft;.. 
Roosevelt split in the Republican party. It was to be expected 
that the new banking and currency committees, controlled by the 
Democrats, as well as the new chief executive, would reject the 
proposals as put forth by the National Monetary Commission, 
which the Republicans had dominated. This proved to be the 
case. After the opening of the first session of Congress in the first 
term of Wilson's administration, the Federal Reserve Act was 
passed, December 23, 1913. It was to be expected.that one politi­
cal party would not adopt another political party's suggestions, 
merely because it wished to be original, but there were also Bome 
personal reasons for changes in the act. William Jennings Bryan 
was President Wilson's first Secretary of State. He had always 
been a "champion of the common people," a great believer in 
democratic ideals, and in general a follower of the Jeffersonian 
principles of democracy. A central banking system with a single 
head ollice in Washington would be vulnerable to the criticism of 
being controlled by special interests, dominated by "Wall Street" 
and the "money trust." The Democrats wished to make sure 
that the system promulgated by them would not be open to such 
an attack. As a consequence they devised the regional system. 
Dr. H. Parker Willis relates that when he and Mr. Glass, then 
chairman of the House Banking and Finance Committee, conferred 
with the Presidentrelect at Princeton in December, 1912, no 
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definite number of districts had been decided upon, but it was 
believed at that time that there might be as many as fifty, one for 
each existing reserve city. 

The first complete draft of the bill, which was drawn after a 
second conference with President Wilson in February, 1913, pro­
vided for not less than fifteen districts. Mr. Paul M. Warburg 
was very much against a large number of districts on the basis 
that, contrary to current thought, the more districts created, the 
more powerful would be the influence of New York. He later 
wrote: 

To an careful students it should have been clear that the larger the 
number of reserve banks, the greater would be the preponderance of 
New York, rather than the reverse. Even if the territory of the New 
York Bank were cut down to the utmost, it would continue to over­
shadow the other districts, unless they should embrace very \arge ge0-

graphic areas. With a large number of reserve hanks, little or no personal 
and financial leadership could be expected from the smaller districts and, 
in the end, the Federal Reserve Bank of New York would become the 
pivot of the whole System. Such an outcome, while perhaps natural 
and from the point of view of efficiency not undesirable, might ultimately 
make the Reserve System an easy target for political attacks. The 
champions of a large number of reserve hanks, nevertheless, continued to 
assume that the creation of large districts, few in number, would mean 
the eacrifice of local self·government. They failed to realize that, by a 
libera1 and systematic development of hranches, an intensive decentrali­
zation of credit might be accomplished and real local self-government 
brought about.' 

After the Federal Reserve System had been operating some 
sixteen years, Mr. Warburg said, "The concentration of the 
country's money on the New York Stock Exchange is more 
pronounced to-day than ever before.'" 

Bankers in general were hostile to the new form of a central 
banking system as outlined in the Federal Reserve Act. The Cur­
rency Committee of the American Bankers' Association attacked 
it as follows: 

I Paul M. Warburg, TM Fetkral R ....... 8,,_, VoL I, p. 122 . 
• Ibid. p. 407. 
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There are a great many different kinds of socialism: but however 
the various theories differentiate, they all agree upon the fundsmental 
proposition that the government, that is the community as a whole, 
should own all the res! estate, all manufacturing enterprises, all banks, 
all trausportation companies - in short, all money-making utilities. 
This proposition of the Government to take the bank's capital in the 
manner provided, carried to the extreme, would easily accomplish, eo 
far as the national banks are concerned, this contention of the eociaJists. 
For those who do not believe in eocia1ism it is very hard to accept and 
ratify this proposed action on the part of the Government.' 

Some economists likewise joined the dissenters. Professor 
E. R. A. Seligman at a meeting of the Aeademy of Political 
Science in New York, October 15, 1913, said: 

Passing over a number of minor points which this would not be the 
place to discuss, because of lack of time, I shall simply call attention 
to the fundamental fact that the proposition of twelve regional reeerve 
hanks flies in the face of all eound theory. I venture to aeeert without 
fear of contradiction that if the economists and the thinkers of this 
country were called together in conclave to-day, there would scarcely be 
a dissenting voice on this point, and there would certainly be an over­
whelming majority to the effect that this proposition - the most funda­
mental proposition, in most respects, of the bill- is incorrect, and if 
persisted in will make the whole measure either a failure, or, at all 
events, very largely impotent to bring about the result which we all 
desire.' 

Mr. White had similar apprehensions. While the Federal Re­
serve Act was being debated in Congress, he wrote in his Fourth 
~tio~pp.484-486: 

The new banks are to be controlled by a beard of seven pereoos at 
Washington city, only one of whom need be a banker or acquainted with 
banking science, and none of the appointees are to be selacted by the 
bankers whose property they control. In other words, the cov.trol of bank 
property is separated from the ownership, contrary to all Anglo-Saxon 

'''Proceedings of the American Bankers' Aeecciation," 1913, In the 
CommercitJl aM F'fI4nciGl ChronU:k Supplement, October 18, 1913, p. 127. 

'Proceedings of the Academy of Political Scienoe In New York, October, 
1913, p. 136. 
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precedent and customs. This is the system of the Imperial Bank of 
Germany with the difference that the latter is less liable to change of 
personnel of the bank directorate. That mOl11bership of the Federal 
Reserve Board would eventually become a part of the spoils of politics, 
however free from that taint it might be in the beginning, all our ex­
perience shows. 

In regard to other features of the proposed system he wrote : 

That the framers of this bill had for their chief purpose the conserv .... 
tion and economical use of bank reserves is evident from the name which 
they have given to their measure. They have aimed to prevent the 
depletion of cash reserves in times of panic; that is, runs on banks by 
depositors and by some banks on others, leading to bank suspension, 
more or less complete. To this end they have provided twelve reservoirs 
for the collection of bank reserves, which is certai~ly better than twelve 
thousand. After the system goes in force there will be one reserve bank 
in each district to which the lesser hanks of the district can look for help 
in an emergency. There is no certainty that the twelve will not make 
runs on each other. 

. .. It is a grave objection to this bill that it makes a new issue of 
United States notes. Instead of retiring those already existing, and 
taking the government out of the banking business altogether, it pro­
poses to issue federal reserve treasury notes to the possible limit of 
$500,000,000 against commercial paper secured in certain ways. Most 
people will look upon these notes as a new issue of greenbacks, and we 
shall presently have a demand for more notes to be issued directly to the 
holders of cotton, hreadstuffs, and other property in warehouses, as was 
demanded by the Populists twenty years ago.' Such demands have 
already been made by influential members of Congress. 

• .. The question, therefore, is whether the existing bank is likely to 
acquiesce in a further mastery over its entire resources, which ite sequ;" 
escence now would imply. The banker will not be alone in deciding this 
question. Will depositors have confidence in the new style of banking 
here proposed? If not, they will silently draw out their money from the 
new ... tyle banks and deposit it elsewhere. 

There is serious danger that the passage of this bill may put an end 
to the national banking system, without giving birth to any other 
system.1 

I All references on the Federal Reserve System are given at the end of 
Chapter XXVI. 



CHAPTER XXIV 

THE ORGANIZATION OF THE FEDERAL RESERVE 
SYSTEM 

There have been a number of important changes and amend­
ments in the Federal Reserve Act sinoe it was passed in 1913. It 
does not seem necessary to outline all these changes; 80 through­
out this chapter the most reoent (1934) legislation will be con­
sidered unless otherwise indicated. For example, the reserve re­
quirements for Federal reserve notes as originally outlined in the 
act have been changed several times. In order to understand why 
the present reserve requirements for these notes are as they are, 
it will be neoessary to discuss the difficulties which arose in 
existing requirements and the solution of these difficulties by 
subsequent changes. The most important consideration, however, 
will be the present reserve requirements for the issuanoe of Federal 
reserve notes. 

Regional System. Onoe the regional system had been decided 
upon, the Federal Reserve Act 1 provided for an organization 

1 Sometimes referred to as the Owen-Glass Bill, na.med after Senator 
Robert Owen of Oklahoma, who was cha.irman of the Senate Ba.nking and 
Finance Committee, and Representative Carter Glass of Virginia, chairman 
of the Bouse Banking and Finance Committee. Mr. Glass was later elected 
to the Senate, where he continued to show a keen interest in all legislation 
relating to the Federal Reaerve System. Be was probably the heat-informed 
congreB8D1&D on Federal reserve banking mattel'B. With the return of the 
DemOCl'Bto to power in 1933 it was thought that Mr. Glass would he offered 
a more reBpcnsible pcsition, perhaps a csbinet pcsition as Secretary of the 
Treasury, but hiB ideas were not entirely in accord with those of the admin .... 
tration. BiB inlluence on New Des! banking legislation was therelore con­
siderably dintiniBhed, and he was at times most severe in biB attacks upon 
propcsed banking legislation. Be bitterly fought the creation of the Federal 
Deposit Insurance Corpomtion. 

One of the most interesting Federal reserve Btudies dea.ho with the conflict 
of personalities among those connected with the system. The men who are 

529 
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committee to set it up. This organization committee consisted 
of the Secretary of the Treasury, the Secretary of Agriculture, 
and the Comptroller of the Currency and was to apportion the 
districts "with due regard to the convenience and customary 
course of business." 

The act stated that there must be at least eight districts, but 
not more than twelve. The organization committee decided upon 
twelve (see the map on page 531). The considerations which helped 
to determine the districting of the country by the organization 
committee were these: 

1. Mercantile, industrial, and financial connections existing in each 
district. 

2. Ability of the reserve bank in each district to meet legitimate 
demands upon it. 

3. Fair division of capitel among the districts. 
4. General geographic and transportation situation of the districts. 
5. Population, area, and prevalent business activities of the district. 
6. Ability of the member banks of each district to provide the mini­

mum necessary capital. 

An examination of the total number of square miles contained 
in each distric.t will give some indication of the importance of the 
area factor in determining the various districts. The smallest 
district, PhiIadelphia, contains approximately 37,000 lIqURre 
miles, while the largest one, San Francisco, contaiDs 684,000 
said to bave bad the most influence in the establish'ment of the Federal 
Reserve System are Representative Carter Glass, President Wilson, Secretary 
of the Treasury William Gibbs McAdoo, Seeretury of State William Jennings 
Bryan, Colonel Edward M. House (the President's adviser), Professor H. 
Parker Willis of Columbia University, Professor .J. Laurence Laughlin of The 
University of Chicago, and Mr. Paul M. Warburg, 8 Kuhn-Loeb partner. 
Over ten years after the passage of the Federal Reserve Act, Mr. Glass and 
Colonel House engaged in a literary combat over the relative importance of 
themselves as eontributo .. to the new banking system. The respective argu­
menta are set forth in The Intimak Papers of Colonel HUUII., edited by Pr0-
fessor Charles Seymour, and An Adventure in Constructive Fino_, by 
Mr. Carter Glass. Professor Seymour refers to Colonel House as the "guard­
ian angel" of the Federal Reserve System. Mr. Glass vehemently denies any 
influence of Colonel House in the drafting of the Federal Reserve Act other 
than that due to his position of political go-between for President Wilson and 
those mast influential in drafting the bill. 
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square miles. In size, then, the San Francisco district is approxi­
mately nineteen times larger than the Philadelphia district. 
Population was likewise given as a determining factor. The most 
populous district, Chicago, contains approximately 17,500,000 
people, while the Minneapolis district has only ahout 5,500,000 
inhabitants. The population of the Chicago district is approxi­
mately three times greater than that of the Minneapolis district. 
Differences in size are justified, since the sparsely populated sec­
tions do not need the same banking facilities per square mile 
as the more thickly populated sections. These discrepancies are 
pointed out merely because area and population were given lIS 

factors determining the selection of the districts by the districting 
committee. In each district there is a reserve city which gives the 
district its name and likewise hIlS located in it the reserve bank 
of that district. The reserve cities are Boston, New York, Phila­
delphia, Richmond, Atlanta, Cleveland, Chicago, Minneapolis, 
St. Louis, Kansas City, Dallas, and San Francisco. 

One notices at the very outset that, although there are only 
twelve cities having reserve banks, two of them are located in one 
state (Missouri), St. Louis and Kansas City. These two cities are 
some four hundred miles apart, but thirty-five miles east of Kan­
sas City the St. Louis district begins.' This does not seem to be 
compatible with the "trade area" factor given by the organization 
committee. 

There were a number of intense conflicts over the choice of the 
reserve cities. One of the most important was that of the South­
ern districts, where the choice ultimately rested upon Atlanta and 
Dallas. Many persons thought that, because of the importance of 
cotton-growing in the United States, our principal cotton center, 
New Orleans, should have been given a Federal reserve bank, but 
it was given only a branch of the Atlanta bank. There was a 
three-eornered fight between Kansas City, Omaha, and Denver 
for the location of the reserve bank which ultimately was given to 
Kansas City. Denver is much more centrally located in this dis­
trict, but the fact that Denver had one of the Federal mints was 

1 Some have felt that the strength of the Democratic lead.,.. of MiBaouri, no­
tably Senator James Reed, waa pBrtially, at leaat, responsible for th ... choioea. 
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no doubt an important consideration in deciding against locating 
the reserve bank there. Omaha and Kansas City both claimed to 
be packing and grain centers; but Kansas City won, and Omaha 
had to be satisfied with a branch office. 

It should be remembered that the composition of the organiza.­
tion committee was politiea1 in nature, all members being ap­
pointed by the new Democratic President, who had just come into 
power. Some have felt that the cities which got a reserve bank 
were chosen on a basis of politiea1 patronage, and that the dis­
tricts were built around these cities. The attempt to satisfy as 
many interests as possible was, no doubt, an important considera­
tion in creating the ma.'umum number of districts. Very few 
changes have been made in the districts as they were originally 
set up. The Federal Reserve Board does possess the power to 
shift territories from one district to another, and it has used this 
authority in several cases, so that some of the present districts are 
sJightly diJIerent from what they were at the beginning. The 
New York district originally included only New York State, but 
it now includes small portions of Connecticut and New Jersey 
which bound New York City. 

In order to do away with some of the inequalities of area covered 
by the various districts, each reserve bank was authorized to estab­
lish branch offices. The following branches were in existence at the 
close of 1934: 

l
~:d 

San Francisco Spokane 
Salt Lake City 
Loa Angelee 

{

Birmingham 

Atlanta :;C':h,,;;r:;;.ille 
New Orleans 

{

Little Rock 
St. Louis Louisville 

Memphis 

• {Denver 
Kansas City Oklahoma City 

Omahe. 

{

E1 Paso 
Dallas Houston 

San Antonio 

{
Cincinnati 

Cleveland Pittsburgh 

. {Baltimore 
Richmond Charlotte 

New York{Buffalo 

Chicago{Detroit 

Miooeapolis{Helena 
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The Boston and Philadelphia reserve banks have no branch 
offices, since none has been thought necessary. 

The Federal Reserve Board. As there was to be a decen­
tralized regional setup, there would necessarily have to be some 
co-ordinating agency. The co-ordinating agency was to be the 
Federal Reserve Board. The Federal Reserve Board was to be 
composed of seven members, five appointed by the President, with 
the advice and consent of the Senate, and two ex-officio members, 
the Secretary of the Treasury and the Comptroller of the Cur­
rency. Later agitation for a direct representative of agriculture 
on the Federal Reserve Board led to an increase in the number of 
appointed members to six, one of whom is a direct representative 
of agriculture, frequently called a .. dirt farmer." The original 
act provided that of the five appointed members at least two must 
be persons experienced in banking and finance. This provision 
was deleted in 1922, so that at the present time it is not necesaa.ry 
for any of the board members to have had banking experience. 
Membership on the board is a full-time position carrying a salary 
of $12,000 per year. Members are appointed for a term of twelve 
years in a manner that will not permit more than one term to 
expire in any given year. The members may be reappointed. 
Two members of the board have served since its conception, 
Mr. Adolf C. Miller, who was a professor of economics at Stan­
ford University before his appointment, and Mr. Charles Ham­
lin, who was the first governor of the Federal Reserve Board. 
Mr. Miller was reappointed for a twelve-year term in August, 
1934. 

It was hoped that the board would be of a n'~npolitical char­
acter, ranking in this respect with the Interstate Commerce Com­
mission and the Federal Trade Commission. ProfeS80r Weyforth 
believes that the powers of the Federal Reserve Board should be 
eularged, but does fear that 

the policy of the Board may be influenced to too great an extent by 
considerations of political expediency rather than economic necessity. 
The histcry of the system indced indicates that such fears are not with­
out justification under a board organized acccrding to the present plan. 
But it is believed that this danger might be minimized by 80 reorganiz-
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ing the structure of the Board as to remove the Secretary of the Treas­
ury from membership and to provide for representation of the regioll&! 
hanks.' 

The offices of the Federal Reserve Board are in the Treasury 
Building in Washington, D. C. The Secretary of the Treasury 
is the chairman of the board, although one of the appointed mem­
bers is designated as governor of the board and another as vice­
governor. The governor is supposed to be the chief executive 
officer. Many writers question the ability of the $12,000-a-year 
sa1ary to attract the type of person who is needed for Federal 
Reserve Board membership. It is desirable that members should 
have considerable prestige. In this connection Professor Wey­
forth believes that 

the personnel of the Board on the whole has douhtless compared favor­
ably with that of other government commissions but in the main has not 
consisted of men of sufficient distinction so that the mere weight of their 
opinion could have a preponderant ·inOuenee upon the credit policy of 
the system. As a matter of fact, membership on the Board does not seem 
to have made any decided appeal to men of great ability.' 

Many changes have been proposed which are designed to 
strengthen the personnel of the Federal Reserve Board. The fol­
lowing proposal' is typical of many. According to it the mem­
bership of the Federal Reserve Board would be increased to nine, 
and would consist of the Secretary or Under Secretary of the 
Treasury, four members appointed by the President with the 
advioe and consent of the Senate, and four members elected by 
the Federal reserve banks. The Comptroller of the Currency 
would no longer be a member of the board, and the duties of his 
office would be taken over by it. The term of office of the four 
appointed members would be twelve years, with one term expiring 
every three years. In this way a President would not usually 
appoint more than one member during his term of offioe, or two 

I William o. Weyforth, Tho Federal R ....... Board, p. 213. Johns Hopkins 
PresB".> 'Ibid. p. 189. 

• Frederick A. Bradford, .. Political Banking Destroying the Raerve Sys­
tem; How it can b. Reetored," New York Ti""" An",,",,!, January 11, 1936. 
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in case of a double term, which would prevent anyone President 
from obtaining substantial control of the composition of the board. 

Four groups of three reserve banks each would elect four mem­
bers of the board, and the term of office for these members would 
be shorter than that of the apPointed members, say, three or four 
years. Each group of reserve banks would elect one member, 
then, every three or four years. 

Finally Professor Bradford suggests that the salaries of the 
members of the board be raised to something like $50,000 a year 
(their present salary is $12,(00) in order to make the position 
attractive to high-grade men. It is contended that a salary as 
high as this is necessary because there is little prestige attached to 
membership on the board, and financial inducement is necessary 
if men of the desired type are to be attracted. 

The duties of the Federal Reserve Board are extremely varied, 
and many of them are of a very general character. The following 
is a list of the more important duties: 

1. To approve qr disapprove changes in rediscount rates. There 
was some question previous to the fall of 1927 as to whether the 
Federal Reserve Board had the power to do more than pass upon 
rediscount-rate changes initiated by the individual banks: In the 
fall of 1927 the board forced the Federal Reserve Bank of Chicago 
to lower its rediscount rate from 4 per cen~ to 3! per cent. The 
usual procedure, however, continues to be for the individual banks 
to recommend a change to the Federal Reserve Board for its ap­
proval. In the spring of 1929 the board refused to allow the 
Federal Reserve Bank of New York to increase its rate from 5 per 
cent to 6 per cent. These two cases have been the outstanding 
examples of the board's refusal to ·approve the rediscount rates 
recommended to them by the individual banks. 

2. To review open-market operatwns. The board's position in 
regard to open-market operations is not entirely clear. The Bank 
Act of 1933 gives the board the right to sit with the open-market 
committee, composed of the twelve governors of the individual 
banks, when open-market operations are discussed. The governor 
of the Federal Reserve Board no doubt exerts a strong influence on 
the actions of the open-market committee. 
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3. To tietermi1Ul ana deji1Ul the character of the paper which ia 
eligible for rediscount wil.hin the limits of the Federal Reserve Act. 
Since the act is extremely vague in its definition of eligible paper, 
as will be noted in a subsequent section, the rulings of the Federal 
Reserve Board on eligibility have become very important. 

4. To permit or require one Federal reserve bank to rediacount the 
paper of another. Such an operation is usually referred to as an 
.. interdistrict accommodation." At only one time in the history 
of the Federal Reserve System has it been necessary for one dis­
trict bank to aid another. This was the period immediately fol­
lowing the World War. During 1921 the New York, Boston, 
Philadelphia, and Cleveland reserve banks extended loans to the 
Atlanta, ruchmond, Kansas City, Dallas, and Minneapolis banks. 

5. To 8U8pe1Id for a period of thirty days, ana re1UlW BUCk 8U8pe1l­

Ilion for periods not exceeding fifteen days, any reserve requirement 
specified in the act upon the payment of a graduated taz for the 
deficiency in reserve. The significance of this provision will be dis­
cussed later, but individual reserve banks have at various times 
resorted to the use of this provision. It has never heen ·necessary 
to suspend the reserve requirements for all twelve reserve banks 
at one time. 

6. To supervise the iasuance of Federal reserve notes. This the 
board does directly through its representatives on the directorates 
of the individual reserve banks, the Federal Reserve Agents. This 
power has become & mere formality because of the automatic way 
in ·which Federal reserve notes are issued. 

7. To supervise the Federal reserve banks ana to insure the sound,. 
ness of their operation. To carry out this provision the Federal 
Reserve Board is given a number of more definite powers, which 
include 

a. Power to examine the account books and affairs of each Federa! 
reserve bank. . 

b. Power to require statementS and repQrts of conditions. At the 
present time a detailed statement of the condition of each Federal reserve 
ba~ is published weekly. 

e: Power to suspend or remove any director or officer of any reserve 
hank for due cause. 
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d. Power to require any reserve bank to write off doubtful or worthl .... 
.... ets . 

•. Power to suspend any reserve bank for violations of the act. 
,. Power to liquidate and reorganize such banks. 

The Control of the Individual Reserve Banks. Each individual 
reserve bank has a board of directors made up of nine men. Three 
of these men are known as Class C directors and are appointed by 
the Federal Reserve Board. One of these three is the Federal 
Reserve Agent, who serves as the principal means of contact of the 
individual reserve bank with the Federal Reserve Board and like­
wise acts as chairman of the board of direetors of the individual 
reserve bank. The other six directors are divided into two groups 
of three each. The three Class A directors may be bankers, while 
the three Class B directors must be representatives of trade, agri­
culture, or industry. Thus the banks were to be represented by 
the Class A directors; business, by the Class B directors; and the 
public, by the Class C directors. 

The six Class A and Class B directors are elected by the mem­
ber banks. In voting the member banks are divided into three 
groups according to size, and each group elects two directors, one 
Class A direetor and one Class B director. This classified voting 
was put into the act in order to prevent so-called big-business 
control of the Federal reserve banks. The smaller banks are thus 
given two directors on the board, the medium-sized banks two 
directors, and the largest banks two directors. In spite of this 
precaution, however, it has usually been true that at least two of 
the men 1 appointed by the Federal Reserve Board represent large 
business interests. The Federal Reserve Board naturally appoints 
persons in the distriet who are well known, and who are connected 
with large business interests. Conceivably, then, although this is 
not of any particular importance in the history of the policies of 
the Federal Reserve System, big business may be represented by 
at least four members on the directorates of the individual re­
serve banks. 

The chief executive officer of a reserve bank is the governor. 

, The two Claas C directors other than the Federal Reeerve .\geot. 
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There was no provision in the original act for a governor, nor bas 
there been a subsequent amendment which provides for a gover­
nor. The board of directors usually elects &8 governor a person 
who is not one of its members. The governor, then, is in the unique 
position of being the chief executive officer of the bank and yet 
not a member of its board of directors, to say nothing of his not 
being the chairman of the board. 

The governors of the individual banks are in general the 
highest-paid officials in the Federal Reserve System. The Federal 
Reserve Bank of New York bas paid &8 high &8 $SO,OOO a year to 
its governor. The significance of this is that men of higher caliber 
are likely to be attracted to the individual governorships rather 
than to the Federal Reserve Board. Two governors of the Federal 
Reserve Board have resigned in order to accept the governorship 
of the Federal Reserve Bank of Boston.' 

The Federal Advisory Council. The Federal Advisory Coun­
cil is composed of twelve members, one member representing each 
Federal reserve district. The members of the council are selected 
annually by the boards of directors of the Federal reserve banks. 
Their compensation is determined by the individual directoratee. 
The council meets with the Federal Reserve Board at Washington 
at least four times a year, and has the following duties: 

1. To make recommendations concerning general matters pertaining 
to banking and credit policies. 

2. To diacusa general business conditions with the Federal Reserve 
Board. 

3. To make recommendations concerning matters within the jurisdic-
tion of the Federal Reserve Board. =-__ 

The Federal Advisory Council, although it actively .. fulfills its 
duties each year, bas not been a particularly important factor 
in the administration of the Federal Reserve System. To be 
elected to the Federal Advisory Council is usually considered 

1 W. P. G. Harding a.nd Roy A. Young. The late Governor Eugene Black 
of thll Federal Reserve Bank of Atlanta became governor of the Feder&! Be­
eerve Board in 1933, but later resigned, August, 1934, to return to his posi· 
tion .. governor of the Federal Reserve Bank of Atlanta. 
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as one of the honors which go with long-tem services on the in­
dividual directorates. 

Reserve Requirements. The Federal reserve banks are re­
quired to keep reserves against both their deposits and their 
notes. These will be discussed separately. 

ReserveJJ against Deposits. The Federal reserve banks may 
accept deposits of their member banks, of the government, and 
of foreign banks; but the deposits of the member banks are the 
most important. These deposits are the legal reserves of the mem­
ber banks and their only legal reserves. Not even "cash in vault" 
may be counted as part of a member bank's legal reserve. Against 
these deposits of the member banks the Federal reserve banks in 
tum must keep a reserve of 35 per cent, made up of gold or law­
ful money.' This requirement may be suspended, with the per­
mission of the Federal Reserve Board, under penalty. 

One of the principal reasons for the formation of the Federal 
Reserve System was to get away from the "pyramiding of re­
serves" defect of the old national banking system. Member-bank 
reserves are deposited with the Federal reserve bank but may not 
be redeposited with any other bank. In a sense the pyramiding 
still exists, but the reserves are carried with governmental non­
profit-seeking institutions, the Federal reserve banks, and they 
are supposed to be able to meet emergency demands from their 
member banks in times of stress. The amount of the legal reserve 
was decreased shortly after the reserve system got under way. 
The old classification of banks according to the size of the city 
in which they were located - country banks, reserve city banks, 
and eentral reserve city banks - still exists, but their percentages 
have been changed from 15, 25, 25, to 7, 10, 13, for demand de­
posits. Thus 13 per cent of the demand deposits of member banks 
located in New York City and Chicago' must be kept on deposit 
with the Federal reserve banks of these districts. Against the 
time deposits of all member banks a 3 per cent reserve in the form 
of a deposit with the Federal reserve banks must be kept. 

I The principal element of our currency which is not lawful money is the 
Federal reserve note. Gold certificates are now 8ubstituted for gold. 

'St. Lqui8 W88 taken from the central reserve city Il"'up in 1923. 
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We have noted previously that the amount of cash actually 
held behind a deposit under the national ba.nking system was a 
great deal less than the stated legal percentage required, because 
part of the reserve might be redeposited in another bank. At the 
present time the following situation exists with regard to the 
amount of cash which must be legally held against the deposits of, 
say, a reserve city bank: 

B ..... D_ TOTAL CAu MUIJ'l'DaPOtIftI Ron ... 

Reserve city bank $10,000 $1000 - $1000 (with Fed. res. bank) 
Federal reserve bank ~ 350 $350 -

$11,000 $1350 $350 $1000 

In our former example, under the national ba.nking system (see 
page 513), approximately a 7! per cent cash reserve was held 
against the deposit of a country bank. In this case the cash re­
serve is only 31 per cent. This gives some idea of the potentialities 
of bank-credit expansion under the Federal Reserve System. 

Perhaps a clearer way of showing the amount of bank credit 
which cash or gold certificates in the Federal reserve banks will 
support is as follows: Suppose a Federal reserve bank holds $100 
in gold certificates. These gold certificates ,will fulfill the legal 
reserve requirement for approximately a $300 Federal-reserve­
bank deposit. This $300 Federal-reserve-bank deposit in turn 
will support $3000 of member-bank credit, on the assumption that 
an average member-bank reserve requirement is 10 per cent. In 
this particular case, then, $100 in gold certificates held by a 
Federal reserve bank will support approximately $3000 in member­
bank deposits, a ratio of nearly 30 to l. 

This oversimplified statement will give at least some indication 
of the possibilities of expansion under the Federal Reserve Sys­
tem. It is important to note this situation when considering the 
adequacy of our present gold supply to support our credit struc­
ture. The Federal Reserve System without doubt economized 
the !Jse of gold, making it possible for a given amount of gold to 
support a larger volume of bank credit. At first this would seem 
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to bi a tremendous advantage, but it may be that the excessive 
expansion ,which took place between 1922 and 1929 would not 
have occurred, and therefore the subsequent collapse would not 
have been as severe, if there had been no Federal Reserve System 
with such potential expansive power. 

A last consideration in this connection has to do with the unique 
position of the United States with regard to reserves against de­
posits. Most other countries do not require that legal reserves be 
kept against bank deposits. In justifying this situation these 
countries point out that the amount of cash which a bank should 
hold should be left to its own discretion. There are no legal 
reserves against deposits in England, France, Belgium, and Ger­
many. A reserve is something which you should be able to use 
in an emergency, and yet, if legally you must keep at all times a 
certain amount on hand, then when the emergency arises you 
cannot use it. The situation is somewhat like that created by an 
ordinance regarding a water-pressure tank in a certain small town. 
The ordinance said that the pressure tank must be kept at least 
one-third full at all times, which legally meant that in case of fire 
the last third could not be used. 

The Federal Reserve System modified our former situation 
somewhat by making it possible to suspend the reserve require­
ments, under penalty, for short periods. But our banks are still 
in the anomalous position of having' to keep so-called reserves 
which cannot be used even in emergencies except \!Ilder penalty. 

Reserves against Federal Reserve N ote8. Another purpose of the 
establishment of the Federal Reserve System was to provide an 
elastic currency. The principal provision of the act toward this 
end is the Federal reserve notes. These notes, issued by the 
Federal reserve hanks, are backed lOOper cent, but only 40 per 
cent of the backing must be in gold 1 i the remaining 60 per cent 
may take the form of commercial paper, government bonds, or 
acceptances held by the Federal reserve banks. Theoretically, 
therefore, $1 of gold will support $2.50 of Federal reserve notes. 
Originally the 60 per cent requirement had to be made up of 

• Gold certificates have had to be used Bin .. February, 1934, because tbe 
United States Treasury holds all tbe gold bullion. 
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commercial paper, that is, rediscounts or acceptances held by the 
Federal reserve banks. 

An elastic currency was supposed to result from the 40 per cent 
gold requirement plus the 60 per cent commercial paper for the 
reason that more money is needed in times of greater business 
activity, as a result of which, it was believed, the Federe.1 reserve 
banks would have more commercial paper and therefore would be 
able to issue more Federe.1 reserve notes. This worked very well 
during the early years of Federe.1 reserve operations, and especially 
well during the war and the boom period which followed, when the 
volume of money in circulation accompanied the increase in the 
volume of business. Beginning with the summer of 1931, however, 
the volume of money in circulation 1 began to increase very notice­
ably, e.1though business activity continued to decline. This was 
due to what is caJled hoarding. Since the Federal reserve note was 
the principal element in our money circule.tion, the Federe.1 
reserve banks began to experience a shortage in the 60 per cent 
commercial-paper requirement, because the low ebb of business 
was providing them with very little commercial paper. This was 
the second case since the establishment of the Federe.1 Reserve 
System when money in circul&tion and the volume of business 
moved in opposite directions rather than in the same direction. 
During this period additionaJ Federe.1 reserve notes had to be 
issued on the b&sis of 100 per cent gold backing, because the law 
ststed that there must be 100 per cent backing of which at lee.st 
40 per cent had to be gold, and the reserve banks did not hold 
commercie.1 paper in sufficient volume to be used for the remaining 
60 percent. 

1n order to increase the limit to which Federe.1 reserve notes 
might be issued, Congress p&sscd the Gl&ss-Bteage.1l Bill of Febru­
ary, 1932. One of the principal provisions of this bill was to allow 
the Federal reserve banks to use their holdings of United States 
securities as part of the 60 per cent reserve requirement behind 
Federe.1 reserve notes. It happened that the reserve banks were 

I Money in circulation as officially reported means all money outside the 
vauitB of the United StBtee Tre&eury. It doee not mean that it is actually 
eiroul&ting. It may be in the vau\tB of b&nk. or in the hoards of individu&la. 
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holding a large amount of United States securities at the time of 
the passage of the Glass-Steagall Bill, and soon after its passage 
they began to purchase more government securities in very large 
volumes. The Federal reserve note was thus kept as an elastic 
currency in spite of the dearth of commercial paper. 

Between 1921 and 1934 the Federal reserve note constituted 
on the average about half of our total money in circulation. It is 
therefore our most important currency, and likewise our most 
elastic currency. The Federal reserve banks assume a passive 
attitude in the issuance of Federal reserve notes; that is, they 
issue them when the member banks require additional currency, 
and retire them when the member banks return currency to the 
Federal reserve banks. In short, they issue Federal reserve notes 
when they are needed and retire them when they are not needed. 
It is important to keep in mind this passive attitude of the Fed­
eral reserve banks in the issuance of Federal reserve notes when 
discussing the issuance of fiat money, greenbacks, or any of the 
other proposals which were suggested during the depression 
period. So long as. a new monetary issue did not exceed the 
volume of Federal reserve notes outstanding, such an issue would 
probably just displace Federal reserve notes, and would therefore 
have no effect on the total volume of money in circulation. Unless 
something happened which would cause people to demand more 
cash from the banks, Federal reserve'notes would be canceled to 
the extent that new currency was isSued. 

This principle may be illustrated 'iI.S follows: Periodically 
there is the suggestion that the soldiers' bonus should be paid in 
greenbacks. The amount owed the veterans is approximately 
$2,000,000,000. There are some $3,000,000,000 of Federal reserve 
notes outstanding, so that one of the most likely consequences of 
issuing fiat money to pay the soldiers' bonus would be the cancelJ&. 
tion of about two thirds of our Federal reserve notes. This, of 
course, assumes that the total amount of cash money outstanding 
remains the same, which is a logical assumption unless something 
happened to cause the people to hoard cash or to use cash money 
more (and fewer checks) in settling business transactions. 

Re&eroes against Federal Reserve Bank N Diu. In addition to 
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Federal reserve notes the Federal reserve banks have the power 
to issue Federal reserve bank notes. These bank notes have been 
issued under three distinctly different circumstances. They will 
be considered in order. 

1. In the origina.! Federal Reserve Act, of 1913, a provision 
was included for the issuance of Federal reserve bank notes to 
tske the place of national-bank notes. It will be reca.lled that 
national-bank notes were secured 100 per cent by government 
bonds, but these government bonds carried a very low interest 
rate. The framers of the act thought the national banks would be 
willing to ca.ll in their national-bank notes if they could find a 
ma.rket for the bonds which they were using as security behind 
them. So the act provided that the Federal reserve banks should 
purchase the bonds at par. The Federal reserve banks in turn 
were to issue Federal reserve bank notes with these sa.me bonds 
as co11a.tera.l. Mter the Federal Reserve System got under way, 
it was found that the national banks were not willing to discon­
tinue the issua.nce of their notes. As a consequence very few 
Federal reserve bank notes were issued under this provision. 

2. During the war India experienced a shortage· of silver, 
which was her primary circulating metal. England agreed to 
purchase additional silver for India and asked the United States 
if it wished to dispose of its holdings. Most of the silver which 
the United States held at that time was being used as backing for 
silver certificates. The Pittman Act, passed in 1918, provided for 
the sale of the silver which was used as security for our silver 
certificates to England for India's account. It also provided that 
the Federal reserve banks were to issue Federal reserve bank 
notes, backed by Pittman certificates, to take the place of the 
silver certificates which would be withdrawn from circulation. 
As soon as feasible, the government was to purchase silver and 
reissue silver certificates. This process began in 1921, when the 
government purchased silver at a dollar an ounce. As fast as the 
silver certificates were reissued, Federal reserve bank notes were 
canceled. 

3. 'The Emergency Banking Aet of March, 1933, passed during 
the bank holiday, provided for another issue of Federal reserve 
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bank notes. At this time $2,000,000,000 worth of Federal reserve 
bank notes were printed, and it was advertised that sufficient cur­
rency was now in existence to satisfy the demand on all banks 
which would reopen after the holiday. These notes were issued 
by the Federal reserve banks and secured by their principal earn­
ing assets: government bonds, rediscounts, and acceptances. 
Again only a few of these notes were issued, some $230,000,000, 
and steps were soon taken to call in the amount which had been 
iasued. Less than $90,000,000 were in circulation in May, 1935. 

Thus the Federal reserve bank note has been issued under three 
different conditions at three different times, but has never been 
an important element in our monetary system. 

Membership in the Federal Reserve System. Just what is 
the importance of the Federal Reserve System to the average 
bank? First of all, if the bank is a national bank, it must join the 
Federal Reserve System. If it is a state bank, it mayor may not 
become a member of the Federal Reserve System. If it becomes a 
member, it must live up to the requirements of the Federal Re­
serve System. As of June 30, 1934, the banks of the United States 
were classified as follows: 

Tot&! number of banks in the United States 1 <. 15.835 

Member banks . . . 6,375 
Mutual ssvings banks 578 
Others .. .. .. • 8,882 

15.835 

As of October 17, 1934, 6433 banks belonged to the Federal 
Reserve System. These included 5461 national banks and 972 state 
banks. To speak of membership in the Federal Reserve System 
purely on the basis of numbers is somewhat misleading. It is true 
that approximately only 41 per cent of the banks in the United 
States belong to the Federal Reserve System; but these banks 
do approximately 83 per cent of the country's commercial 
banking busineas. In other words, the larger banks belong to the 
Federal Reserve System. In the case of New York City every 
member of the New York Clearing House Association is a mem-

1 Licensed bank. only. 
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her of the Federal Reserve System. In general a Iarger per­
centage of the banks belong to the Federal Reserve System in 
the eastern and north-central sections of the United States than 
in the southern and western sections. On the basis of Federal 
reserve districts the membership is re1a.tively highest in the New 
York district. 

The following table gives a summary of Federal reserve mem­
bership since the inauguration of the system and the percentage of 
the total commercial banking business done by the member banks 
as measured by total loans and investments: 

1914' 
1915 . 
1916. 
1917. 
1918. 
1919. 
1920 . 
1921 . 
1922 . 
1923 . 
1924 . 
1925 . 
1926. 
1927 . 
1928 . 
1929 . 
1930 . 
1931 . 
1932. 
1933. 

Y ... 

P&BCIUITAO& or nB To­
TAL Non •• or BAXU 
.. '!'lUI U ....... D &rA'1'1C8 

WHICH BELORO '1'0 '!'lUI: 

hOBBAL Ru •• "a ST&­
nil (EXCLUuv. 01' Mu-

'l'lJAL &VlK08 B.oUfEB) 

29.3' 
29.3 
28.8 
28.5 
29.7 
31.5 
32.2 
32.6 
33.5 
33.9 
34.0 
34.3 
34.6 
35.0 
35.4 
35.5 
36.3 
37.4 
38.3 
41.1 

hac&IITAO. or TOTAL 
LoAn AND hrvB8TMBMTII 
or ALL BAJIU HELD B'I' 

Mallau BAIfU (Ex~v­
lIlY. 0 .. MUTUAL &VUfGB 

BAJOD) 

49.5' 
50.3 
50.7 

.52.4 
67.7 
70.8 
70.3 
70.3 
71.2 
71.1 
71.9 
72.0 
72.2 
73.5 
73.0 
73.4 
75.4 
78.0 
79.0 
82.7 

Whether or not a state bank for its own benefit should join the 
Federal Reserve System has always been a very controversial 

• TIle y ...... 1914-1D22 8801 June 30; 1923-193388 of December 31. 
'Th ... figuree are for national bank. prior to Federa.! reserve existence. 
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question. Many state bankers have claimed that there is no par­
ticular benefit to be derived from Federal reserve membership, 
since they can obtain the same accommodations from their city 
correspondent banks as they could from a Federal reserve bank. 
This is especially true of the smaller state banks. The advantages 
to a state bank of Federal reserve membership have been sum­
marized as follows: 

1. a. Rediscounting, to secure aid in time of emergency and remedy a 
temporary shortage of currency, and also to build up reserve. 

b. Ability to borrow on member bank's own fifteen-day promissory 
note, secured by commercial paper or government obligations. 

c. Feeling of security and peace of mind arising from tbe knowledge 
that """istance may always be had. 

2. Prestige which attaches to membership, and its value as an ad­
vertising feature to attract new business. 

3. Services performed free of charge by the Federal reserve bank. 
These are the payment of all expenses of transferring funds or curreney 
by mail, express, or wire. 

4. Assistance received from officers of the Federal reserve bank on 
many matters. 

5. Full benefit of a clearing-and-collection system for checks. 
6. Profit from more favorable rate on member-bank acceptances. 
7. Possibility of receiving larger deposits from other member banks 

and trust companies. . 
8. Can serve as a depository for postal-savings funds or as a govern­

ment depository.' 

Just what are the requirements for membership in the Federal 
Reserve System? First of all, a member must subscribe to the 
capital stock of the Federal reserve bank of its district to the ex­
tent of 6 per cent of its capital and surplus. Thus far, only half of 
this amount, 3 per cent, has been paid in, but the remainder is 
subject to call. Secondly a member bank must keep all its legal 
reserves on deposit with the Federal reserve hank. These deposits 
pay no interest, and this is one of the reasons why state banks 
have been reluctant to join. Lastly member banks are subject to 

• C. S. Tippetts, 8tat. Banko and 1M Fetleral Ru.",. 81/IItem, p. 196. This 
book is devoted to an analysis of the state-hank-membership controversy. 
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the supervision of Federal reserve banks at all times. In many 
cases this is a formality, as the reserve banks are willing to accept 
the examinations and supervision of the national-bank and state­
bank examiners. 

For the stock which the member banks hold in the Federal 
reserve banks the member banks receive a 6 per cent dividend. 
This dividend has not always been earned by all the reserve 
banks; when not earned it has been paid by drawing on past 
earnings. Originally the Federal Reserve Act provided that after 
the payment of this 6 per cent dividend to the member banks and 
after a Iarge surplus account bad been built up, the remainder of 
the earnings were to go to the government as a franchise tax. 
There have been years when this tax was an important source of 
revenue for the government. In 1920 the United States received 
approximately $61,000,000 from this source. The Bank Act of 
1933, however, provided that the Federal reserve banks should 
no longer pay a franchise tax. AIl earnings after the payment of 
the 6 per cent dividend to the member banks were to be carried 
to surplus. In the same act, however, the Federal reserve banks 
were required to subscribe to the common stock of the Federal 
Deposit Insurance Corporation to the extent of half of their 
surplus. 

One of the principal provisions of the Bank Act of 1933 was 
the formation of the Federal Deposit Insurance Corporation. The 
temporary form of this law lasted until July 1, 1935. Until 
July 1, 1937, any bank may participate in the guaranteed-deposit 
provision of the Federal Deposit Insurance Corporation. Mter 
July 1, 1937, however, only those banks which are members of the 
Federal Reserve System may come under the guaranteed-deposit 
provision. This provision will, no doubt, aid in forcing state banks 
to join the reserve system, unless the act is amended prior to that 
date.! 

• All referenoes on the }'eder&\ Reserve System are given at the end of 
Chapter XXVI. 



CHAPTER XXV 

OPERATIONS OF THE FEDERAL RESERVE SYSTEM 

As was pointed out in a previous chapter, the Federal reserve 
banks are primarily bankers' banks. Their dealings with in­
dividuals, corporations, ete. are very limited, although there are 
several provisions in the banking legislation passed during the 
years 1933 and 1934 which give the Federal reserve banks the 
power to deal directly with individuals under very special cir­
cumstances. For example, the Industrial Loan Act, passed in 
June, 1934, provides for the granting of Federal reserve bank loans 
directly to individuals in case those individuals cannot secure 
loan accommodations at their own banks. This act also pro­
vides that certain loans made by commercial banks may be 
partially guaranteed by the reserve banks. The operations of 
the Federal reserve banks discussed in this 'chapter, however, 
will be limited to the more important dealings of these banks 
with their members. 

Rediscounts. There is little question that the framers of the 
Federal Reserve Act intended redisCounting to be the principal 
means of access which the member banks would have to the 
Federal reserve banks. Rediscounting was to be carried on in the 
following manner: If a member bank grants a loan to a customer 
and takes a promissory note in return for the loan, this promissory 
note, if eligible, can be passed on to the Federal reserve bank. 
Suppose, for example, that a member bank holds a promissory 
note for $1000 due in ninety days and that the member bank 
advanced its customer $1000 less a 6 per cent discount for the 
period, $985. If thia note is eligible for rediscount, the member 
bank may send it to the Federal reserve bank and receive for it the 
face amount less the rediscount rate of the Federal reserve bank 
for the period. On the assumption that the rediscount rate is 

550 
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4 per cent, the member bank will receive $990 for the promissory 
note. Profit can usually be derived in this manner, since the redis­
count rate is almost always less than the rate charged by the 
member bank. 

But what would be the purpose of a member bank's rediscount­
ing with the Federal reserve bank? Is it not true that a com­
mercial bank is primarily in the money-lending business and there­
fore is not interested in acting merely as an intermediary between 
the Federal reserve bank and the borrower, as is the case in our 
example? It was intended that the member banks would not use 
the rediscounting privilege except in cases of emergency. Under 
the old national banking system, when banks kept a large portion 
of their reserves redeposited in otber banks, they called upon 
these other banks in times of stress. The Federal Reserve System, 
as the sole keeper of member-bank reserves, was to absorb these 
unusual demands; but, since a member bank could not draw upon 
its reserve beyond the legal minimum, rediscounting with the 
Federal reserve bank, which is in essence the selling of member­
bank assets to the reserve bank, was provided in order to aid the 
member banks in times of stress. The Federal reserve banks are 
not required to rediscount even the best paper for a member bank 

. unless they are "such discounts, advancements and accommoda.­
tions as may be safely and reasonably made with due regard for the 
claims and demands of other member banks.'" 

In the matter of administering aid to the member banks 
through the medium of rediScounts the interpretation of the act 
has been that member banks are not to borrow from the Federal 
reserve banks for too large amounts or remain continuously in 
debt to the Federal reserve banks. In other words, rediscounting 
was to be the exception and not the rule. 

Why would the Federal reserve banks be in any better position 
to aid member banks in times of stress than the redepository banks 
under the national banking system? First of all, the Federal 
Reserve System was not to be operated primarily for profit. One 

.. purpose of the previously discussed franchise-tax provision was 
to remove the profit motive as a principal factor in determining 

I Section 4, Federal lb!serve Aot. 
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Federa.1 reserve policy. In addition the Federal Reserve System 
was to be a quasi-governmental institution, owing to the influence 
of the Federal Reserve Boar~, which is appointed by the Presi­
dent, with the advice and consent of the Senate. Under the na­
tional banking system all banks found that it was good business 
policy to expand their loans as far as their reserves would permit; 
idle reserves meant loss of income. Even the redepository insti­
tutions were usually expanded to capacity at the time when the 
smaller banks were calling for their redeposited reserves. The 
Federal reserve banks, however, supposedly would hold them­
selves in readiness to take care of periods of stress, even though 
it were costly. It might be a normal thing for Federal reserve 
banks to have excess or idle reserves. 

Aside from the fact that excessive' or continuous rediscounting 
would be frowned upon by the Federal reserve authorities, why 
would it not be very profitable to the member bank to rediscount 
its customers' notes as fast as it granted loans? It is true that the 
rate which the member bank charges its customers is almost 
always higher than the rediscount rate which the reserve bank 
charges its member. Supposedly, then, at the close of each day, if 
the member bank were to send all the promissory notes which it 
had taken in during the day on a 6 per cent discount basis to the 
Federal reserve bank to be rediscounted at a lower rate, the mem­
ber bank would be the gainer to the IlXtent of the difference in the 
two rates. To illustrate: The bank, a6 per cent rate being as­
sumed, would give the borrower $97 for a $100 six months' note ; 
but if the rediscount rate was 4 per cent, then it could sell the note 
to the Federal reserve bank for $98. 

Aside from the previously mentioned limitation to the amount 
of rediscounting, there is likewise the eligibility limitation. There 
are, primarily, two conditions of eligibility: First the maturity 
of the paper must not exoeed ninety days from the time it is redis­
counted, except in the case of agricultural and livestock paper, 
where the time is extended to nine monthe. This exception for 
agriculture is easy to explain, since most crops have a growing 
season which is in excess of ninety days, and if, therefore, ninety 
days were the limit, most agricultural paper would not be eligible 
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for rediscount. It is important to note that this provision states 
that maturity cannot exceed .. ninety days from the time of re­
discounting," which would permit, for example, a note for one 
year that has eJrea.dy run for nine months to be eligible for redis­
count. The second requirement for eligibility deals with the 
nature of the transactions out of which the loan arises. The act 
states : 

Upon the indorsement of any of its member banks, with a waiver of 
dem&Ild, notice and proteat by such bank, any Federal reserve bank may 
discount notes, drafts, and bills of exchange arising out of actual com­
mercial tf&ll8&Ctions; that is, notes, drafts, and bills of excbsnge issued 
or drawn for agricultural, industrial, or commercial purposes, or the 
proceeds of which have been used, or are to be used, for such purposes, 
the Federal Reserve Board to have the right to determine or define the 
character of the paper thus eligible for discount, within the meaning of 
this Act. 

Just what constitutes industrial and commercial paper, of 
course, is extremely indefinite. That is why the rulings of the 
Federal Reserve Board on eligibility are so very important. 
For example, suppose that a building contractor is building It. 

number of residences in the hope of selling them. The Federal 
Reserve Board has ruled that if the contractor has borrowed 
money in order to build these houses, the note which he gives his 
bank is eligible for rediscount. If some private person, however, 
builds a home and has to borrow even a very small portion of 
the total cost of construction, this paper is not eligible, because 
it does not arise out of the board's interpretation of an industrial 
or commercial transaction. Various estimates have been made 
118 to the percentage of the total loans made by member banks 
which are eligible for rediscount. It is probably conservative to 
say that, on the average, less than a fifth of all member-bank loans 
are eligible. As of December 31, 1932, the member banks had 
loans of $15,204,000,000 but eligible paper of only $2,246,000,000, 
approximately 15 per cent. 

Tl\.e act specifically states that paper arising out of speculative 
transactions will not be eligible for rediscount: .. notes, drafte, or 
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bills covering merely investments or issued or drawn for the pur­
pose of carrying or trading in stocks, bonds, or other investment 
securities, except bonds and notes of the Government of the 
United States, shall not be eligible for rediscount." This regula.­
tion, however, does not prevent a member bank from rediscounting 
eligible paper at the reserve bank and then using all or a portion of 
the proceeds in speculative transactions. 

The rediscounting procedure has changed a great deal since the 
inauguration of the Federal Reserve System. During the war 
(1917) provision was made for the member banks to secure what 
is usually called an .. advance" from the Federal reserve banks. 
These advances were made on the basis of the promissory notes, 
of the member banks, secured by government bonds or eligible . 
paper. The maturity of such promissory notes could not exceed 
fifteen days but could be renewed. The primary purpose of the 
advance secured by government bonds was to stimulate the selling 
of United States securities and thus aid the government in financ­
ing the war. If the bank purchased government bonds, it could 
thereupon borrow on them from the Federal reserve banks on 
very short notice. In order to encourage further the purchase of 
government bonds by banks the reserve system offered preferential 
rediscount rates on the advances of the member banks which were 
secured by government bonds. This preferential-rate aystem was 
discontinued in 1921. Since the war most of the aid which the 
member banks have received from the Federal reserve banks has 
been on the basis of an advance rather than a rediscount (in the 
strict sense). This is especially true of the larger banks, which 
usually hold large volumes of government bonds. 

A great deal of controversy has arisen over this new method of 
obtaining aid from the reserve banks. Many writers, probably the 
most prominent of whom is H. Parker Willis, who was instru­
mental in framing the act, contend that the Federal reserve banks 
should extend aid only on the basis of commercial paper which is 
self-liquidating. To extend aid to the member banks on the basis 
of paper which did not arise directly from a commercial, indus­
trial, or agricultural transaction might mean that a reserve bank's 
credit was being used by the security markets, and this would be 
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opposed to the purposes of the Federal Reserve System. An in­
vestment portfolio consisting largely of government securities is 
considered by Professor Willis as being a nonliquid one. 

A peculiar practice has developed with regard. to advances 
secured by eligible commercial paper. The Federal reserve banks 
have, in many cases, required more than 100 per cent collateral. 
This means that if a member bank secures a $10,000 advance from 
the Federal reserve bank on the basis of its own promissory note, 
with its own eligible paper as collateral, the Federal reserve bank 
may require $20,000 of eligible paper as security. This does not 
seem to be in keeping with the intent of the act, because, if this 
commercial paper were actually rediscounted, the member bank 
would receive credit for the full $20,000.' 

Open-Market Operations. Federal reserve banks have the 
same power to buy and sell United States securities and accept­
ances in the open market as any other banks or individuals.2 The 
purpose of the open-market powers may be illustrated as follows: 
Suppose that during a period of prosperity Federal reserve au­
thorities feel that the expansion of loans by member banks is b&­
coming excessive. In order to prevent the member banks from 
securing too much aid from the reserve banks, the rediscount rate 
may be raised. This should discourage member banks from redis­
counting. In addition, however, the Federal reserve banks, if they 
hold any United States securities at the time, may sell them in the 
open market. On the assumption that the purchaser of the securi­
ties is a member bank, the securities will be paid for by reducing 
the deposit account which the member bank carries with the 
Federal reserve bank. Since this account is the legal reserve of the 
member bank, it will be forced to rediscount at the higher rate in 
order to replenish its reserve; otherwise the amount of loans and 

• For a more complete discussion .t this point see "Collateral at the 
FecIeraI Raerve Ba.nks" (Americ4n 'ECOIW71fic Review, March, 1932), by 
Ray B. Weoterfield • 

• Municipal warra.nta are likewise included, but the reserve banks' dealings 
in them thus far have been sligbt. 'l1te term "open market" as used bere 
has no teebnieaJ mea.ning; it includes any market in the iJnited States which 
the reserve bank. might choose to use for their purchases and sales of United 
States securities a.nd aeoeptan .... 
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hence deposits which it will be able to make will be curtailed. In 
either case the Federal reserve bank has accomplished its original 
intent. Even if an individual who is a customer of a member bank 
purchases the securities sold by the Federal reserve bank, the net 
result is the same as if the bank purchased them, because the in­
dividual will pay the reserve bank by a check on a member bank, 
and when the reserve bank collects this check, the member bank 
will pay by drawing down its account in the reserve bank. The 
member bank, in turn, will deduct a like amount from its cu&­
tomer's account. 

Contrarywise in depression periods when the reserve banks 
wish to stimulate an expansion of loans by member banks, the 
reserve banks can purchase government securities. If these are 
purchased from member banks, they are paid for by increasing the 
deposits of the member banks (their legal reserves) at the Federal 
reserve banks. An incentive is thus created for further member­
bank-loan expansion. During the five months' period from Febru­
ary to August, 1932, the Federal reserve banks purchased ap­
proximately $1,000,000,000 of government securities in order to 
stimulate member-bank-loan expansion. Mter the passage of the 
Inflation Bill in April, 1933, they again' purchased government 
securities in large volumes. During these periods, however, mem­
ber banks did not expand loans but rather allowed their reserves 
to pile up until they had an excess of over .$2,000,000,000 at the 
close of 1934. This could support a member-bank expansion of 
approximately $20,000,000,000 .. These figures, of course, show 
only the general trend. There were periods of very short duration 
when loans expanded. 

Some of the securities purchased by the reserve banks are 
bought under terms known as a "repurchase agreement." This 
means that the seller needs funds for only a short period, say, 
fifteen days, and does not wish to get rid of his government securi­
ties; so he may sell them to the Federal reserve banks, with the 
agreement that he will repurchase them at the end of the fifteen­
day period. 

The other tYPe of security which the Federal reserve banks may 
buy and sell in the open market is the acceptance. Their position 



OPERATIONS OF FEDERAL RESERVE SYSTEM 557 

with regard to the purchases and sales of acoeptances, however, is 
entirely different from their position with regard to United States 
securities. In the Federal Reserve Act the national banks were 
given the right to accept drafts for their customers, and in order 
to encourage the use of acceptances the Federal reserve banks 
stand ready to buy all acceptances which are brought to them at 
any time, in any volume. Any acoeptanoe house can therefore 
unload its entire portfolio on the reserve banks at any time. 
Furthermore, the Federal reserve buying rate on acoeptances is 
almost always lower than its rediscount rate. The reserve banks, 
then, assume a passive attitude, in that they usually do not go out 
into the market and openly bid for acceptances; instead they 
serve as a reservoir, for they are willing to purchase acoeptances at 
preferential rates at all times. Although the reserve banks may 
sell acceptances in the open market, they seldom do; usuallI_ they 
hold them until maturity. 

The open-market purchases and sales of United States securi­
ties are made through the open-market committee. Until 1923 
each reserve bank made its own purchases and sales of United 
States securities. This is still the case for the purchases and sales 
of acceptances. Sinoe the primary market for United States 
securities is New York City, most of the open-market operations 
are now carried on there. The open-market committee is com­
posed of one representative, usually the governor, of each Federal 
reserve bank. The members of the Federal Reserve Board have 
the right to attend the meetings of the open-market committee. 
After an open-market policy has been decided on, all securities 
are purchased through a special investment account. The securi­
ties, in the case of purchases, are then apportioned among the 
various Federal reserve banks. There is no .. rule-of-thumb 
method" of distributing the securities, but such factors as the size 
of a reserve bank and the needs of the bank in order to earn its 
6 per cent dividend on the member banks' stock are important in 
determining the volume allotted to it. 

As there are two principal powers possessed by the Federal 
reserVe banks, the question arises as to which is the more im­
portant or whether they are equally important. There seems to 
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be no doubt that the framers of the Federal Reserve Act intended 
the rediscounting power to be the more important. Early treatises 
on Federal reserve policy explained that the open-market op­
erations of the Federal reserve banks were to be used in much 
the same manner as the open-market operations of the Bank of 
England, merely to make the rediscount rate effective. The ex­
planation is as follows: Suppose that, in order to curb the exces­
sive expansion of member banks, the Federal reserve banks raise 
their rediscount rate, but, owing to the fact that member banks 
do not or are not forced to rediscount, the new rate is ineffective. 
In order to make it effective, the Federal reserve banks can sell 
government securities and thus reduce the reserves of the member 
banks to a point where it will be necessary for them to rediscount. 
The rediscount rate would thus be made effective. 

In .general, open-market operations were of little significance 
until after the war, but since that time many have felt that open­
market operations have been more important than rediscounting. 
Soon after the beginning of the depression, in 1929, rediscounts 
declined to a very low level. (There was a temporary increase just 
before the bank holiday in March, 1933.) The reserve banks' 
holdings of United States securities, on the other hand, steadily 
increased between 1930 and 1934. During 1934, for example, the 
Federal reserve banks held, on the:- &verage, approximately 
$2,300,000,000 of government securities,' while their rediscounts 
averaged less than $50,000,000. Even between 1921 and 1930 the 
reserve banks' holdings of United States securities averaged 
almost as much as their holdings of rediscounts. Many commen­
tators have pointed to this as a very unhealthy situation, wherein 
the Federal reserve banks are merely adjuncts to the United States 
Treasury. They state that the Federal Reserve System was 
formed in order to aid the commercial banks of this country in 
better serving the industrial, commercial, and agricultural inter­
ests by rediscounting self-liquidating paper. To deal primarily in 
United States securities is to deviate widely from this function. 

Clearings and Collections. One of the major difficulties men­
tioned in connection with the effectiveness of the national banking 
system ~as the lack of a central clearance agency. Collections 
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within the United States were handled in much the same manner 
as collections against foreign countries. For example, there was a 
quoted exchange rate between New York and Chicago. The 
Federal Reserve Act provides for a wire-uansfer clearance system 
through the medium of a Gold Settlement Fund. The reserve banks 
are the chief agencies administering the wire-transfer system. 

Gold Settlemem Fund. Each Federal reserve bank keeps a de­
posit of gold in the central Gold Settlement Fund at Washington. 
For one reserve bank to pay another it is necessary only for one 
reserve-bank account at Washington to be debited and another 
credited. These transfers are made at the close of each day's busi­
ness, when each Federal reserve bank wires the administrator of 
the Gold Settlement Fund the amounts of the checks and other 
items which it holds against the other reserve banks. After off­
setting items are taken care of, transfers then become bookkeeping 
entries. 

The checks which are to be collected, however, are ·not checks 
drawn directly on the reserve banks. The reserve banks merely 
receive checks for collection drawn upon commercia.! banks. The 
method is as follows: Suppose Mr. Jones, who carries an account 
with the Chase National Bank of New York City, receives a check 
drawn upon the First National Bank of San Francisco. The first 
steP.in the collection process is for him to deposit it with the Chase 
National Bank. The Chase National Bank mayor may not give 
Mr. Jones immediate credit for the amount of the check. The 
reason for this will be explained later. The check will pass through 
the ds.ily clearings of the New York Clearing House and will be 
sent to the Federal Reserve Bank of New York (which is a mem­
ber of the clearinghouse), since it is an out-of-town check. The 
Federal Reserve Bank of New York will then send the check to 
the Federal Reserve Bank of San Francisco, which, in turn, will 
present it to the First National Bank of San Francisco for col­
lection. If the check is honored by the First National Bank of 
San Francisco, the Federal Reserve Bank of San Francisco will 
receive its money by reducing the First National Bank's account, 
and'it will remit to the Federal Reserve Bank of New York 
through the medium of the Gold Settlement Fund. 



560 MONEY AND BANKING 

The Federal reserve banks do not entirely finance the clearing 
process. By this is meant that they do not give, in our example, 
immediate credit to the Chase National Bank.' The Federal 
Reserve Bank of New York does, however, give credit to the 
Chase National Bank before it actually receives the payment from 
the Federal Reserve Bank of San Francisco. Assume that it 
normally takes six days to collect a check drawn upon a California 
bank which is presented in New York. The Federal Reserve Sy&­
tem has a carefully worked-out schedule which will frequently give 
the bank presenting the check credit before the Federal reserve 
bank receives payment. This difference in favor of the bank pre­
senting the check is known as the "Federal reserve float." The 
Federal reserve float does not include all checks in the process of 
collection but only those which remain uncollected after the Fed­
eral reserve banks have given credit to the member banks. 

When a check is presented to a Federal reserve bank, it appears 
on its balance sheet as an asset known as an "uncollected item" 
and also as a liability known as a "deferred-availability item." It 
is a liability because the reserve bank has agreed to pay the bank 
which presents the check at a later date, the time being deter­
mined by the previously mentioned schedule. The Federal reserve 
float, therefore, is the excess of the uncollected items over the 
deferred-availability items. This excess exists because, in our 
previous example, the Federal Reserve Bank of New York- will 
give the Chase National Bank credit after five days, whereas it 
will take six days to collect the check. As a result of this check, 
the Federal Reserve Bank of New York has an uncollected item 
running for six days and a deferred-availability item running for 
only five days. 

Par-Collectitm SY8tem. Were the Federal reserve banks to act 
as a collection agency for ·all the banks in the United States or just 
for the member banks? The intent of the act seems to have been 
that they were to serve all banks, but a difficulty arose in the 
process of clearing checks which had not been anticipated. A 
number of the nonmember banks insisted on making a remittance 

I Under the old national banking system & bank might count a check in 
the pro .... of collection &8 part of its \egal reserve. 
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charge on checks presented to them by the Federal reserve banks. 
Since the nonmember banks did not carry accounts with the Fed­
eral reserve banks, this charge was to cover the expense of remit­
ting the funds to the reserve banks.' The Federal reserve banks, 
naturally, did not favor such a system, since it was impossible for 
them to know just how much would be deducted by the non­
member banks for the remittance charge. They appealed to all 
banks to remit to them at par for any checks which were collected 
through the Federal Reserve System, but such a voluntary scheme 
was unsuccessful. Consequently a drive was started about 1917 
by the Federal reserve banks to force all banks to join what was 
known as a par-collection system. Every member bank must be a 
member of this system, and nonmember banks might join if they 
would agree to remit to the reserve banks at par. In order to get 
the nonmember banks to join the par-collection system, the Fed­
eral reserve banks initiated the practice of presenting all checks at 
the counter of nonmember banks which had been making remit­
tance charges. This presentation of checks at the counter obliged 
the drawee banks to pay at par in cash. The Federal reserve banks 
could do this by establishing agents in the various towns and send­
ing these checks to the agents, who in turn would present them at 
the counter. In addition some of the Federal reserve banks would 
wait until a number of checks had accumulated and then present 
them all at once. This, of course, would embarrass somewhat the 
drawee banks. 

A considerable legal controversy grew out of these practices, 
which extended over a number of years.' The case which has re­
ceived more publicity than any other in the par-collection litiga.-

1 There are two typea 01 charges involved in the collection 01 check., 
which Bhould be differentiated.. One is an exchange, or collection, charge, 
which is made by the bank taking the check lor collection. This is to cover, 
primarily, the clerical expenses involved. Then there is a remittance charge, 
which is made by the bank drawn upon to cover the expenses of remitting to 
the bank which originally accepted the check for collection. It is this latter 
charge which was the subject of the controversy that &rOse between the 
reserve banks and the nonmember ba.nks. 

I tor a complete discussion of this legal controversy see e.S. TippetIB, 
S/alo BtmkI cmd tho FttkraJ Rea.,... SY'~' Chaps. XIII, XIV. 
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tion is the Atlanta case. In 1920 a number of Georgia banks asked 
for an injunction against the Federal Reserve Bank of Atlanta to 
restrain it from collecting checks drawn upon the plaintiff banks 
in any other manner than through the mails. This would prevent 
the reserve bank from presenting checks at the counter, and like­
wise it would allow the plaintiff banks to deduct a remittance 
charge, since they would remit by a draft drawn upon a corre­
spondent bank. The county court of Georgia issued the injunction 
as requested. The Federal Reserve Bank of Atlanta then secured 
the removal of the case to the United States District Court. The 
Federal court ruled that the case did not present cause for action, 
and it was dismissed. The plaintiffs then appealed the case to the 
United States Circuit Court of Appeals, and the decree of the 
lower Federal court was affirmed. Then the state banks appealed 
to the United States Supreme Court, and it affirmed on May 16, 
1921, the jurisdiction of the Federal courts, but the decisions of 
these courte were reversed, and the case was ordered back to them 
for retrial on its merits. This pleased the plaintiff banks, but 
on March 11, 1922, the United States District Court held that 
the Federal Reserve Bank of Atlanta had violated no rights of 
the plaintiff banks in presenting checks at their counters, and the 
Atlanta bank was cleared of the charge of using coercive methods. 
This decision was upheld by the United States Supreme Court. 

Without tracing the controversy and litigation farther through 
several other important cases a summary of how the problem was 
settled will be given. The Federal reserve banks soon realized 
that their methods were creating a great deal of ill will, and that it 
would be better for them to discontinue the practices. The courte, 
in general, however, had held that the reserve banks did have a 
right to present the checks at the counter, if they so desired. A 
compromise resulted which provided that any nonmember bank 
might join the par-collection system if it would agree to remit to 
the Federal reserve banks at par. This remittance might take the 
form of drafts drawn upon banks which were members of the 
Federal Reserve System, or it might be handled by speciaI ac­
counts which nonmember banks might keep with the Federal 
reserve banks expressly for the purpose of check clearance. The 
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Hardwick amendment, passed in 1917, made it impossible for 
banks to make exchange charges against the Federal reserve 
banks. They could, however, continue to make charges against 
one another. 
I At the present time the Federal reserve banks will not accept 
any checks for collection which are drawn upon banks that are 
not members of the pa.r-collection system. The par-collection 
system, however, has a wide membership. In the Boston, New 
York, and Philadelphia districts all the banks belong, and prob­
ably over 90 per cent of all checks drawn in the United States 
against out-of-town banks are drawn on banks which are members 
of the par-collection system. However, in point of numbers there 
are still many banks which do not belong to the system. At the 
close of 1933, of the 16,372 banks 1 in existence 13,677, or 83 per 
cent, belonged to the system, but 2695 banks did not j this neces­
sitates two types of check-clearing systems in the United States, 
which, to say the least, makes for complexity. The nonmember 
banks use the same system that was used by all banks before the 
establishment of the Federa.! Reserve System. 

Fiscal Operations for the Government. The Federal reserve 
banks serve as the principa.! fisca.! agents of the government. The 
last independent-treasury vault was Closed in 1921, and the reserve 
banks, a.!ong with commercia.! banks, act as government deposi­
tories. The reserve banks aid the government in collecting and 
disbursing its funds and in transferring funds from one section of 
the country to another. They are especially helpful to the govern­
ment in borrowing money through the sa.le of bonds. Each Federal 
reserve bank has a specia.! bond department which handles the 
purchases and sales for that district. 

Since the government took over all the monetary gold in the 
United States, the Federal reserve banks act as the medium 
through which the government converts this gold into purchasing 
power. When the government took over the gold from the Federa.! 
reserve banks, it paid them by issuing to them gold certificates in 
large denominations which could not be generally circulated. The 
resetve banks, therefore, at the present time are il.olding gold 

I Including bank. Dot licensed following the bank holiday. 
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certificates in the place of actual gold. The government profited 
to the extent of BOme $3,000,000,000 when it devalued the doUar 
approximately 41 per cent in January, 1934. It cannot spend this 
profit, however, by using the gold; BO it has to issue gold cer­
tificates to the Federal reserve banks against the gold which it is 
holding. The Federal reserve banks credit the government deposit 
account to the extent of the gold certificates which the Treasury 
issues to them. The government is then free to check upon this 
account. 

The government was given the power to nationalize gold in 
this manner by the Gold Reserve Act of January, 1934. Since 
that date nearly $2,DOO,OOO,OOO of additional gold has been im· 
ported into the United States, until the total gold stock in this 
country is almost $9,000,000,000 (at the new price of $35 an ounce). 
Even at the old price of $20.67 an ounce it would be the largest 
amount of gold ever held in the United States.' 

1 All references on the Federal Reserve SY8tem are given at the end of 
Chapter XXVI. 



CHAPTER XXVI 

CREDIT POLICIES OF THE FEDERAL RESERVE 
SYSTEM 

Under the modern banking system, if there is to be any eentral­
ized means of control, the control of credit is the important factor. 
In the United States the majority of our transactions are carried 
on by means of checks and bank deposits rather than by cash. In 
describing the specific duties of a eentra.! bank (see page 507) little 
was said about the control of credit as being one of its duties. 
Perhaps this should have been more fully discussed at that point; 
but, since it is so indefinite and likewise so important, only the 
more specific duties were enumerated, a fuller discussion being 
left to a separate chapter. It may be that all the duties of a central 
bank could be included under the one main heading of credit 
control. But just what the central bank would do to bring about 
proper credit control would still be a matter of some conjecture. 
Let us assume for the time being that the primary function of the 
Federal Reserve System is to control the volume or quality of out­
standing bank credit. What are the symptoms which would in­
dicate that the Federal Reserve System has or has not exercised 
the proper control? In order to. know how successful a eentral 
banking system is in controning credit one must first set up some 
objective to be used as a guide. 

Objectives of Credit Control. Owing to the inequality which 
price changes bring about between debtors and creditors many 
haye felt that the principal objective of credit control should be 
price stabilization. Still others, however, have contended that 
the movement of prices is much less important than the movement 
of general business activities and, more particularly, the volume 
of 8lllployment. In addition to these objectives there are a num­
ber of others, such as the maintenance of a stable money market 

566 
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and the elimination of seasonal monetary disturbances, which 
have been put forth as the guides that should be used by the 
Federal Reserve System in effecting credit control. A discussion 
of a number of these objectives follows. 

Price StabilizatiOn. There is nothing in the Federal Reserve 
Act which states that the Federal Reserve System shall use price 
stabilization as its chief objective of credit control. The act states 
merely that the rates of discount shall be set with a view to accom­
modate commerce and business. There have been a number of 
attempts, however, to amend the act so that price stabilization 
would be included as a definite objective. The first proposals of 
this character were embodied in the two Strong Bills, on which 
hearings were held before the Banking and Currency Committee 
of the House of Representatives in 1926, 1927, and 1928. These 
bills were partially, at least, an outgrowth of the activities of the 
Stable Money Association, which was organized primarily through 
the efforts of Professor Irving Fisher, who has always been a 
strong advocate of price stabilization. In addition to professional 
economists a number of leading bankers and businessmen were 
members of the Stable Money Association. 

The first Strong Bill was brief and verY much to the point. It 
provided that the Federal Reserve Banks should 

Establish from time to time, subject to review and determination of 
the Federal Reserve Board, a rate of discount to be charged by such 
banks for each class of paper, which shall be made with a view to accom­
modating commerce and promoting a stable price level for commodities 
in general. All of the powers of the Federal Reserve System shall be used 
for promoting stability in the price level.' 

Some of the chief opponents of this bill were officials of the Federal 
Reserve System and included W. W. Stewart, formerly head of 
the Division of Research and Statistics of the Federal Reserve 
Board, A. C. Miller, a member of the Federal Reserve Board, 
and Governor Benjamin Strong of the Federal Reserve Bank of 
New York. 

Mter extended hearings a number of changes were made in the 

1 Sixty-ninth Congreos, first .... ion, H. R. 7895. 
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original form of the Strong Bill, but even with these amendments 
it failed to pass Congress. A second Strong Bill met a similar fate. 
In 1932 the House of Representatives did pass by a vote of 289 to 
60 the Goldsborough Bill. ':The principal provisions of this bill 
were as follows : 

SEC. 31. It is hereby declared to be the policy of the United States 
that the average purchasing power of the dollar as ascertained by the 
Department of Labor in the wholesale eommodity markets for the period 
covering the years 1921 to ·1929, inclusive, shall be restored and main­
tained by the control of the volume of credit and currency. 

SEC. 2. The Federal Reserve Board, the Federal Reserve Banks, and 
the Secretary of the Treasury are hereby charged with the duty of making 
effective this policy. 

SEc. 3. Acts and parts of Acts inconsistent with the terms of the Act 
are hereby repealed. I 

This bill, however, failed to pass the Senate and therefore did 
not become law. One of the principal irurerences between this bill 
and the previous ones was that it specified the use of the Depart­
ment of Labor wholesaie-commodity-price index rather than the 
less definite .. price level" statement of the Strong Bills. Another 
diJIerence was that it selected a definite level to which prices should 
be raised. the average of the level during 1921-1929. 

Even after a definite policy of price stabilization has been 
decided upon, there still remains the very perplexing problem of 
selecting the type of price index which is to be used. In general 
there are three types of price indices: measurements of wholesale 
commodity prices. indices of the general price level. and cost-of­
living indices.' 

Probably the best-known price index is the index of wholesale 
commodities prepared by the United States Bureau of Labor 
Statistics. This index includes some eight hundred commodities 
and is the most inclusive commodity index in the United States. 
That it is so well known is no doubt the main reason why it has 

• Seventy-second Congreoo, first .... ion. H. R. 10,517 • 
• Perhaps a fourth typs of index should be added to make the list more 

nearlY ecmpiete, an index of retail pri .... There would be, however, a eertein 
amount of overlapping bet"""" this index and the index of the 008t of living. 
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been suggested, rather than some other type of index, as a guide 
for price stabilization. There are a number of disadvantages in 
using any wholesale-commodity-price index. First of all, if one is 
interested primarily in bringing ailgut justice between debtors 
and creditors, general purchasing power rather than purchasing 
power expressed in terms of commodities at wholesale is the most 
important consideration. After all, the average person does not 
deal directly in commodities at wholesale. In addition to com­
modities at retail, purchasing power is to be thought of in con­
nection with all items for which money is spent. This would in­
clude such items as rent, taxes, and services of all kinds. 

In order to get away from this difficulty, which arises from the 
use of a wholesale-commodity-price index as a guide to stabiliza­
tion policy, an index of the general price level has been suggested. 
Probably the best-known index of this kind in the United States 
is the index of the general price level as compiled by Carl Snyder 
of the Federal Reserve Bank of New York. This index, as it has 
heen revised, 1 is made up of the following twelve price groups. The 
weight given each group is likewise included. 

1. Industrial commodity prices at whol....... . 
2. Farm prices at the farm 
3. Retail food prices . • . . . • 
4. Rents ........• " ... 

5. Other cost-of-Iiving _ 
6. Transportation cost . . 
7. Realty values ..•.... 
8. Security prices. . . . . . . 

9. Equipment and machinery pri .... 
10. Hardware prices . 
11. Automobile prices 
12. Composite wages ... . . . . 
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As soon, however, as all items for which money is spent are put 
into a composite index difficulties immediately arise. For example, 
if one wishes to measure all prices, security prices must be in-

I See Snyder'. article in the R..uu. of EoononriI; BItJIWit:o, February, 1928, 
pp.4O-li2. 
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eluded; but once security prices are included, along with wages, 
rents, real-estste prices, freight rates, commodity prices, ete., one 
is immedistely faced with the task of showing the importanct! of 
the various items in making up the total index, and one can never 
be certsin, using Snyder's index as an example, that rents are 
only half as important as security prices in the making of a general­
price-level index. This difficulty has made the compilation of 
satisfactory indices of the general price level almost impossible. 

The third type of index which may be used as a guide to price­
stabilization policy is an index of the cost of living or an index of 
retail prices. This type has the advantage of showing any change 
in the purchasing power of the average consumer. Here again, 
however, as in the case of the general price level, a number of 
technical difficulties arise in the collection of comparable prices of 
consumption goods. Technological improvements are constantly 
taking place in the production of manufactured goods, although a 
good many continue to be called by the same name. For example, 
if you include the price of automobile tires in a cost-of-Iiving 
index, you will find that the tire of 1934, although costing no more 
than the same tire in 1913, or perhaps even less, is'several times 
more durable. In your cost-of-Iiving index, therefore, should you 
take account of this technologica.l improvement? Another diffi­
culty with the use of a co&t-of-Iiving index as a guide to price­
stabilization policy is that the standard of living varies from gen­
eration "to generation, and the things which should be included in 
a co&t-of-Iiving index of one generation may vary greatly from the 
things which should be included in a cost-of-living index of another 

, generation. 
There seems to be no doubt, then, that the index of commodity 

prices at wholesale is the most accurate price index, and yet, as we 
have pointed out earlier, commodity prices at wholesale are not of 
primary interest to the price stabilizationist who wishes to main­
tain equality between debtor and creditor. If it were not for the 
technical difficulties involved, an index of general prices or an 
index of the cost of living would no doubt be more useful than an 
index of wholesale commodity prices. An index of general prices 
does not reflect cyclical fluctuations as clearly as the other indices, 
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and it is the cyclical fluctuations which we wish to control. Retail 
and cost-of-living indices may move too slowly to be useful as 
guides to credit-control policy. So the choice seems to be not be­
tween something which is satisfactory and something which is un­
satisfactory, but rather among indices all of which possess certain 
disadvantages. Perhaps no one index should be used exclusively 
at all times but rather that particular index which seems to fit best 
the needs of the moment. 

The chart on page 571, which gives the movements of the three 
principal price indices between 1923 and 1934, will serve to show 
that the discussioll'of the differences in price indices is more than 
academic. It can be seen from this chart that the trend of the gen­
eral price level between 1922 and 1929 was upward, while the 
trend of wholesale prices was slightly downward. Between these 
two movements was that of the cost of living, which shows almost 
a horizontal trend between 1922 and 1929. As one would expect, 
.the fluctuations of the wholesale-price index are greater than those 
of the other indices. The depression period, 1929-1933, is no ex­
ception; the index of wholesale prices fell faster and reached lower 
levels than either the general price index or the cost-of-living index. 

The question still remains as to whether one should attempt to 
stabilize prices in any form. Before answering this question let us 
present other guides which may pe used by the Federal Reserve 
System in its credit-control policy. 

Stabilwuiun of Busines8 Activity. Some writers have felt that 
price stabilization was not nearly so important as stabilization of 
business activity or, more specifically, the 8tabilization of employ­
ment. This view of credit control, of course, does not have prima­
rily in mind the maintenance of justice between debtor and 
creditor, but rather that a constant volume of business activity 
is to be desired instead of fixed or at least narrowly fluctuating 
prices. Proponents of this view hold that, since there are periods 
when prices are slowly falling owing to technological changes, it 
would be undesirable to initiate measures to prevent prices from 
falling during a period when business might be operating on a 
very even basis. 

One of the difficulties in using business activity as a guide to 
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central banking policy is that, although one might have the same 
volume of employment, the wages of the workers might, in case of 
slowly rising prices, buy smaller and smaller amounts, and the 
reverse might be true in periods of slowly falling prices. The use 
of business activity rather than price stabilization as a guide like-
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wise would not prevent inequalities from arising between debtors 
and creditors over long periods of tinIe. 

N eulraJ,.M oney Policy. One of the most recent suggestions for a 
guide to central banking policy has been that of neutral money. 
Many European economists especially have opposed stabilization 
of purchasing power and have favored a neutral-money policy. 
Proponents of this view would have a currency system in which 
money was a passive factor, having little or no influence upon com­
modity prices. If this Jlolicy were followed by the central banking 
authorities, all nonmonetary influences upon prices would be 
allowed to run their course. An excellent summary of a neutral-
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money policy is given by Professor Alexander Mabr in his pam­
phlet M rrnetary Stability. 

Now if we follow the idea of neutral money to its last consequences 
we find that it is a question of not changing the supply of money whatever 
may happen on the side of the commodities. H there is, owing to a 
decreased supply of goods, a tendency toward a rise of average prices, DO 

counteracting decrease in the supply of money must take place, as would 
be necessary under a sYStem of stable purchasing power. Likewise, if 
the supply of goods increases for some reason or other, neutrality of 
money requires that no action be taken to prevent a fall in prices. Hence 
neutral money simply means a constant total supply of money. The 
expression "total supply of money" is here used in default of a better 
one to denote the quantity of circulating media multiplied by their 
velocity of circulation (turnover). It is obvious that 1,000,000 dollars 
changing hands twenty times a year buy the same aggregate value of 
goods as 2,000,000 dollars which change hands ouly ten times. Hence the 
aggregate amount of notes, commercial bills, cheeks, and other means of 
payment would have to be diminished under a sYStem of neutral money 
as soon as their velocity of circulation had increased, and vice verse. in 
the case of a decreased velocity of circulation. 

But here an insuperable difficulty arises. It is entirely impossible to 
determine the exact amount of all checks, bills of exchange, and other 
substitutes for money circulating during a given period of time; and it 
appears to be a hopeless task to measure the velocity of cireulation of all 
these different instruments of payment with any accuracy. Aceuracy, 
however, is absolutely necessary here. For if, on account of wrong esti­
mates as to the velocity of cirCulation, the quantity of money is increased 
too much, an inflationary upward movement will be started; if the quan­
tity is decreased too much, a business depression will ensue. Even errors 
of a few per cent as to the required volume of money and credit may 
have such consequences. 

This is in itself sufficient to render the policy of neutral money in­
capable of practiee.J application. Moreover, one may ask whether a 
monetary system which puts a brake upon economic growth is desirable 
in principle. For if the total supply of money is kept constant any ex­
pansion of production will lead to a fall in prices, and this will either 
prevent or retard further expansion.' 

, Public Policy Pamphlet No.9, University of Chicago Preoe. A more com­
pletediscussionof neutral moncymay be found in Hayek, PrieaaM Productilm. 
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Professor Goldschmidt, a German economist, gives a different 
definition of neutral money, thus: 

Neutral money, correctly defined, means a money economy which 
behaves like a barter economy in equilibrium. It does not imply a 
constant volume of money or credit nor - and still less so - a policy 
of BStisfying every so-called legitimate demand for credit coming from 
business. It implies, however, avoiding the creation of additional pur­
chasing power not accompanied by additional production, as well as 
counteracting hoarding or dishoarding movements.' 

0tIu!Jr Objectives. There are a number of other objectives of 
credit-control policy which have been suggested. Most of these 
have not been put forth as major guides but rather as minor 
objectives. Among them are 

1. Stabilization of the money market. 
2. Elimination of seasonal disturbances. 
3. Aid to United States Treasury financing. 
4. Assistance to foreign countries. 
5. Maintenance of reserves. 

The Federal Reserve System and especially the Federa.! Re­
serve Bank of New York have always felt some responsibility for 
maintaining a stable money market. One of the most disturbing 
factors in the money market is gold movements. There have been 
times when tremendous amounts of gold have left this country 
in a very short period.' H nothing were done to counteract the 
influence of the movement of gold out of this country, severe strain 
might be placed upon the money market and interest rates might 
soar to great heights. There are two means by which the Federal 
reserve banks may counteract the stress which otherwise might 
result from a gold outflow. They may extend credit to the member 
banks by rediscounting their commercial paper, or they may pur­
chase United States securities in the open market. The latter 
means, which can be initiated by the reserve banks, has been the 
more effective in stabilizing the money market. 

'R. W. Goldschmidt, The Chan¢fI{J Struclu,.. of Ammcan BankifI{J, 
.pp. 247-248. Gearge Routledge and Sons. 

• Probably the beet examples are the laJl 01 1931 and early summer of 1932. 
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Before the establishment of the Federal Reserve System a great 
deal of criticism was levied against our banking system because of 
its failure to meet seasonal needs adequately. Our most important 
seasonal need was that of financing the moving of our principal 
agricultural crops during the fall. The reserve banks have satisfied 
this seasonal demand through the issuance of additional Federal 
reserve notes and through their discount and open-market opera­
tions. The ease with which the Federal reserve banks can affect 
the total volume of money in circulation through the issuance of 
Federal reserve notes was discussed in Chapter XXIV. The dis­
count market furnished by the Federal reserve banks has likewise 
aided the member banks in meeting seasonal demands. 

Another objective of Federal reserve control is to serve as an 
aid to Treasury financing. The use of this policy by the Federal 
Reserve System was severely criticized during the period when the 
government was raising large sums to finance the World War. A 
more detailed explanation of the part played by the Federal Re­
serve System in aiding the Treasury will be discussed later in this 
chapter when the credit control policy of the Federal Reserve 
System between 1917 and 1919 is analyzed. 

When Benjamin Strong was governor of the Federal Reserve 
Bank of N ew York he co-operated with foreign countries in bring­
ing their monetary systems back, to a gold basis. This was espe­
cially true in the case of England when it returned to a gold 
standard in 1925. For these aotivities Governor Strong was 
criticized most severely from some quarters on the basis that he 
was paying too much attention to the monetary affairs of foreign 
countries and not enough to those of his own country. Before 
England set a date for her return to the gold basis, she negotiated 
for a $200,000,000 loan from our reserve banks. 

Early in the history of the Federal Reserve System a great deal 
was said about the maintenance of adequate reserves as a guide to 
Federal reserve policy. Since the reserve banks were to be the sole 
guardian of the reserves of the member banks, it was hoped that 
they would always hold themselves in readiness to aid the member 
banks in times of stress. On this basis some writers believe that 
the reserve authorities should watch the reserve ratio (the ratio 
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of gold certificates and lawful money to deposits and note issues) 
in order to make sure that it is kept above the legal minimum. In 
recent years, however, less and less attention has been paid to the 
reserve ratio as a guide to Federal reserve policy. This may have 
been due to the fact, however, that since the war the gold inflow 
experienced by the United States has except for short periods 
kept the Federal reserve ratio far above its legal minimum.' 

Quantitative versus Qualitative Control. If it be assumed 
again that credit control is desirable, there still remains the ques­
tion of determining whether or not the quantity or the quality of 
credit is the important consideration. Among the Federal.reserve 
authorities themselves there has been 8. difference of opinion on 
this subject. In general the Federa.! Reserve Board has main­
tained that the quality of credit is of prime importance, while the 
oflicia.\s of the Federal reserve banks, notably of the New York 
reserve bank, have held that it is not possible to extend credit 
control beyond the limitations of volume. The two groups have 
put forth their views with such emphasis that one frequently hears 
of the New York view of credit control, meaning the quantitative 
view, and the Washington view of credit control, meaning the 
qualitative view. Mr. Adolph C. Miller, a member of the Federa.! 
Reserve Board since its inception, has been the leader for the 
qualitative school, while Mr. Benjamin Strong, now deceased 
but governor of the Federal Reserve Bank of New York for 
8. number of years, was the chief proponent of the quantitative 
view. 

Followers of the quantitative school have not denied the desire,.. 
bility of considering the use to which a member bank puts its 
funds, but they have held that it is next to impossible to determine 
what use will be made of Federal reserve funds extended to the 

1 The law requires that the Federal reserve bank. keep a 35 per cent ...... rve 
in tbe form of gold or lawful money against deposito and at least a 40 per cent 
gold reserve against Federal reserve notes. When .peaking of a combined 
reserve ratio it is not pos.ible to calculate tbe lowest point to wbich it could 
II'> and .till keep within the law, but it would be in the neighborhood of from 
35 to 40 per cent. The lowest point to which this ratio hae ever gone was 
40.6 per cent in March, 1920. Since 1934 gold certificates have been eub­
atituted for the gold epecified by the reeerve requirements. 
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member banks. Governor Strong explained this difficulty as 
follows: 

Suppose bank "A" on a certain day makes a loan of $100,000 on 
PellDSYlvania Railroad stock, also buys $100,000 of foreign exchange, also 
buys $100,000 of banker's bills representing a movement of commodities, 
and buys $100,000 of government bonds, and sustains net 1088 of $100,000 
of depcsits. There is $500,000 of funds that it has paid out. It has 
$300,000 of its loans repaid. That leaves it still $200,000 short in its 
reserve, and it must borrow it from us. • •• SheJI we say that the $200,000 
borrowed from us was used for buying Pennsylvania Railroad stock or 
buying government bonds or buying foreign exchange or buying banker's 
bills representing movement of commodities or to make good a loBS of 
$100,000 of depcsits? There is no way of telling. It is all in the way you 
look at it.' 

The quantitative school has likewise been quick to point out that 
if credit is not extended in too great a volume, the quality will 
automatically take care of itself. 

Just which method would have been more effective in control­
ling the speculative activity during the late 1920's will always be 
open to question. Each school was in the "driver's seat" for a 
period. In general the followers of the quantitative view had their 
way during 1928 but gave way to the qualitative proposals which 
were introduced during 1929. The two warnings which were 
issued by the Federal Reserve Board during the first part of 1929 
were in keeping with the qualitative view. The board was desirous 
of preventing the extension of further credit to member banks 
which were making security loans. In ita warning of February 7, 
1929, it said in part: . 

The Federal Reserve Board neither assumes the right nor has it any 
dispcsition to set itself up as an arbiter of security speculation or values. 
It is, however, its business to see to it that the Federal Reserve Banks 
function as effectively as conditions will permit. When it finds that con­
ditions are arising which obstruct Federal Reserve Banks in the effective 
discharge of their function of 80 managing the credit facilities of the 

I Sixty-ninth Congrees, first .... ion. Stabilization Hearing on H. R. 7896 
before the Committee on Banking and Currency, Part I, pp. MO-Ml. 
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Federal Reserve System BB to acoommodate commerce and business, it 
is its duty to enquire into them and to take such measures BB may be 
deemed suitable and effective in the circumstances to oorrect them; 
which, in the immediate situation,. means to restrain the use, either di­
rectly or indirectly, of Federal Reserve credit facilities in aid of the 
growth of speculative credit. . 

It is assumed from this statement that the security markets 
absorb credit which otherwise would be used by commerce and 
business. Many writers on this subject have not been willing to 
conoede this point. They have held that the stock market serves 
merely as an intermediary agency in directing the funds back to 
industry. This view has been more widely held among European 
economists than among American economists, but it is now be­
coming more widely accepted by the latter. Professor Gustav 
Cassel, the Swedish economist, has been most emphatic in the view 
that the security markets do not absorb credit.' 

The Effectiveness of the Powers Possessed by the Federal 
Reserve System in Controlling Credit. After deciding on the 
particular type of credit control by a central bank which is desir­
able, the question immediately arises as to whether or not our 
Federal Reserve System possesses sufficient power to bring about 
this control. Even though the Federal reserve authorities may 
know exactly what they wish to accomplish, they may be ham­
pered by lack of power or by specific prohibitions against doing 
certain things. 

In general our Federal Reserve System may use four means of 
bringing about credit control: (1) the redIscount rate, (2) open­
market operations, (3) moral suasion, and (4) Bat refusal to aid 
member banks. These methods will be discussed in turn. 

The Redi8cou.nt Raie. The process of rediscounting has been 
described in the previous chapter. The question of importance 
here is whether or not the Federal reserve banks can change the 

I Profesaor Harold L. Reed of Comell and Professor James H. Rogers 
of Yale have been the leading American economists to oppose the contention 
that, in itaell, speculative activity absorb. funda which otherwise would be 
used by industry. A more complete discuaaion of this issue is presented on 
pages 61:HI16. 
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rediscount rate in such a way that it will effectively encourage or 
discourage rediscounting by the member banks. For example, 
when the Federal reserve banks feel that member-bank expansion 
has gone far enough, and they wish to prevent further expansion 
and perhaps even bring about contraction, they may raise the 
rediscount rate so that Federal reserve credit becomes more costly 
to the member banks. One handicap of this method of preventing 
bank expansion is that there are limits beyond which the reserve 
banks dare not go in their rediscount-rate increases. These limits 
are not set by law, for there is nothing in the act which would pre­
vent rediscount-rate increases to any level; they are set by what 
is considered "reasonable and fair." The Federal Reserve System 
is at least a quasi-public in.~titution, and for that reason it cannot 
go too far beyond the limits set by public opinion. Many writers 
have felt that it would be very impractical for the system to set a 
rediscount rate above 7 per cent. Even 7 per cent has seemed too 
high to some commentators. Only once in the history of the sys­
tem has there been a 7 per cent rate, during the postwar expansion 
period in 1920. Many of the state usury laws will not permit an 
interest rate above 6 per cent, and as a consequence we have come 
to look upon 6 per cent as a maximum rate of fairness. 

The effectiveness of the rediscount rate in preventing bank 
expansion is also tempered by the fact that the member banks do 
not have to borrow from the reserve banks to the extent of the 
loans which they grant. To illustrate: If a member bank now has 
the minimum legal reserve required and it wishes to grant another 
loan of say $10,000, which will probably increase its deposits by 

. $10,000, it will be necessary for it to increase its reserve at the 
Federal reserve bank by only $1000.' If the member bank then 
receives 6 per cent on the $10,000 loan and has to borrow from the 
reserve bank only $1000 in order to replenish its reserves, the 
amount of the rediscount rate is of little consequence. On this 
basis it might seem that even a rediscount rate of 10 or 12 per cent 

, H this anaJyais is not always true for the individual bank, it is a1wayo 
true for the oystem .. a whole. So long ao all banks are expanding together, 
an individual bank will not f""" an unfavorable .1eoringhouoe balance beca .... 
of a new loan. 
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would be ineffective in preventing member-hank-loan expansion, 
but such is probably not the case in the American system, which 
traditionally keeps the rediscount rate below the rate paid by 
commercial borrowers. 

Federal reserve policy during 1933 and 1934 gave us some indi­
cation as to the effectiveness of low rediscount rates in stimulating 
loan expansion. During these two years the rediscount rate of the 
Federal Reserve Bank of New York was as low as Ii per cent most 
of the time. In other districts it averaged between 2 and 3 per 
cent. In spite of these low rates the volume of rediscounting con­
tinued at unprecedentedly low levels. 

The impression that the height of the rediscount rate has noth­
ing to do with the volume of rediscounting would be as inaccurate 
as the impression that it entirely controls the volume of rediscount­
ing. During periods of rapidly expanding member-bank credit, 
such as 1920, increases in the rediscount rate may be very effective 
in controlling credit expansion. 

Open,-MtJf"ket Operoti0n8. The Federal reserve banks can affect 
the volume of member-hank expansion more directly through 
their open-market operations than by rediscounting. This is true 
because the reserve banks can encourage or discourage member­
bank rediscounting only by manipulating the rediscount rate. In 
the case of open-market operations, however, they can directly 
initials and carry through their program in such a way that 
potential member-hank expansion is affected. 

There have been a number of eases in Federal reserve history 
where the desired results of the open-market-operations policy 
have been counteracted by opposite changes in rediscounting. 
For eX&lllple, if the member banks were indebted through redis­
counting to the reserve banks to the extent of a billion dollars, and 
if the reserve banks decided to purchase United States securities 
on the open market, the total net result might be that, to the ex­
tent that United States securities were purchased, the indebted­
ness of the member banks at the reserve banks would be reduced. 
The total volume of Federal reserve eredit outstanding, therefore, 
would remain the same. Naturally, if the member banks receive 
funds from the reserve banks as the result of selling United States 
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securities to them or to their customers and find at the same time 
that they are indebted to the reserve banks, they will be likely to 
use these funds to reduce their indebtedness. When the Federal 
reserve banks began to purchase securities on the open market 
in 1arge volume in the spring of 1932, they found that member 
banks were using the funds to reduce their rediscount indebted­
ness, and that, until rediscounts reached a very low level, they 
were not able to inject more Federal reserve credit into the hands 
of the member banks. 

As has previously been stated, the framers of the act no doubt 
felt that the open-market operations of the Federal reserve banks 
would supplement their rediscounting operations, in which case the 
trouble due to one power's counteracting another would not occur. 
As measured by volume alone, however, open-market operations 
have been just as important as rediscounting, or even more im­
portant, since 1921. This has clearly been the case since 1931. 

Moral SUIJ8Um. The Federal reserve banks, in addition to 
exercising explicit powers to effect credit control, may likewise 
appeal to the member banks on the basis of moral responsi­
bility. Probably the first important use of this method was made 
in 1929, when the Federal Reserve Board issued two warnings to 
the member banks. In the first it said in part: 

During the last year or more . • • the functioning of the Federal 
Reserve system has encountered interference by reason of the excessive 
amount of the country's credit absorbed in speculative security loans. 
The credit situation since the opening of the new year indicates that 
some of the factors which occasioned untowanl developments during the 
year 1928 are still at work. The volume of speculative credit is still 
growing ..•• When it [the Federal Reserve Board] finds that conditions 
are arising which obstruct Federal Reserve banks in the effective dis­
charge of their function of so managing the credit facilities of the Federal 
Reserve system as to accommodate commerce and business, it is ita duty 
to enquire into them and to take such measures as may be deemed suit.­
able and effective in the circumstances to correct them. 

Again, in April of the same year, it issued a similar warning. Mter 
both these warnings the security exchanges reacted, but soon con­
tinued on their upward surge again. 
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FWt Ref'lUJ/lJ,. Whether or not the Federal reserve banks have 
the right flatly to refuse to rediscount eligible paper for member 
banks has always been a much-mooted question. Nothing has 
ever been made public which would indicate that the reserve au­
thorities have at times flatly refused to extend their credit to mem­
ber banks. No doubt some cases have existed. Several of the 
reserve banks established in 1919 and 1920 what they referred to 
as .. basic Jines." These basic Jines in general were determined by 
first ascertaining the total volume of reserve credit which a reserve 
bank could issue, and then apportioning the total sum among the 
various member banks of the district in proportion to their assets. 
On the assumption, then, that every member bank borrows from 
the reserve bank to the extent of its basic line, the reserve bank of 
the district would not be able to extend any further amount of 
credit. Rediscounts during 1920 reached an all-time high of ap­
proximately $2,800,000,000. Since 1921 rediscounts have seldom 
gone above $1,000,000,000, so that the problem of rationing 
the total volume of reserve credit has been less pressing. Even 
in their attempts to curb speculative activity in 1928 and 1929, 
so far as is known the reserve banks did not refuse to rediscount 
eligible paper for banks which were lending money on the security 
exchanges. This is the method of .. direct pressure." 

. In addition to rate increases the reserve banks have another 
method of discouraging rediscounting. This is the policy of re­
quiring additional collateral. In a previous chapter it was pointed 
out that there have been cases when the reserve banks have 
required as high as 174 per cent eligible-paper collateral against 
the borrowings of member banks. 

In the Bank Act of 1933 there is the following provision, which 
gives the board the power to refuse to extend credit to a member 
bank that is using its facilities to finance speculation: 

SEC. 3 (4). Whenever, in the judgment of the Federal Reserve 
Board, any member bank is making such undue use of bank credit, the 
Board may, at its discretion, after reasonable notioe and an opportunity 
for hearing, suspend such bank from the use of the credit facilities of the 
Federal Reserve System, and may terminate .uch suspension or may 
renew it from time to time. 
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It will be noted, however, that even in this provision, the board 
"may" refuse to extend credit rather than "must" refuse. 

Periods of Credit Control. It is not possible to discuss Federal 
reserve policy since 1914 as a unit. Owing to changes in the per­
sonnel of the Federal Reserve Board and changes in the adminis­
tration of the Federal reserve banks, policies at one time have 
almost diametrically opposed policies at another. Sometimes, 
even without changes in personnel, the Federal reserve authorities 
have pursued different policies at different times. Therefore an 
attempt is here made to segregate periods of Federal reserve policy 
according to the principal characteristics of the problems con­
fronting the Federal reserve authorities. The following periods 
have been selected: 

1. 1914-1917: getting under way. 
2.1917-1920: aiding the government in financing the war. 
3. 1920-1922: gold inflow and the contraction of Federal reserve 

credit. 
4. 1923-1926: less active Federal reserve policy. 
5. 1927: easing the money market. 
6. 1928-1929: the attempt to curb speCUlative activity. 
7. 1930-1934: the attempt to stop bank contraction and force 

expansion. 

These periods will be discussed in order. 
1914-1917: GeUing under Way. There is very little that may 

be said about Federal reserve policy between 1914 and 1917, be­
cause only problems dealing with routine matters arose. The 
member banks were not required to deposit their entire reserve 
with the Federal reserve banks until 1917, and the volume of re­
discounting during this period was almost negligible. Open­
market operations were not in use to any great extent, and the 
Federal reserve banks busied themselves mostly with routine 
matters of check clearance and note issue. The reserve banks' 
earning assets were so low during this period that they found it 
difficult to pay the 6 per cent dividend on their stock which was 
held by the member banks. 

1917-19SO: Aiding the GOliernment in Financing the War. 
Upon our entrance into the World War we were faced with the 
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problem 'of not only financing our own armies but helping to 
finance the armies of the Allied nations. This meant raising large 
sums of money in a very short time. "The Liberty Loan drives of this 
period and the "Borrow and" Buy" policy are a familiar story. 
The loans of member banks increased from $9,370,000,000 in 1917 
to $19,852,000,000 in 1920.' Even after the close of the war the 
government continued to borrow money and banks continued to 
expand their loans and investments. The question arose in 1919 
as to whether Federal reserve banks should not step up their re­
diseount rates high enough to diseourage member-bank redis­
counting; but, since the government was continuing to borrow 
money, it wished interest rates to remain as low as poBBible. The 
influence of the Secretary of the Treasury on Federal" reserve 
policy was probably greater than it had ever been before or than 
it was in any subsequent year up to 1934.' 

Should the reserve authorities have raised the rediscount rate 
earlier in 1919 or even in 1918 and prevented credit expansion from 
going as far as it did, or should they have kept interest rates down 
in order to make it easy and cheap for the government to raise 
funds? In general the latter policy was followed. Increases in the 
rediscount rate, beginning in November, 1919, were finally made, 
until a rate of 7 per cent was reached in 1920, but supposedly the 
expansion had already gone too far. 

t9eo-t922: Gold lnjfnw and the Contractioo oj Federal Reserve 
Credit,. During the latter part of 1920 and through all of 1921 
commodity prices fell drastically, and member-bank loans and 
investments fell from about $25,796,000,000 to approximately 
$23,482,000,000 in 1921. Even while this was going on, tremen­
dous amounts of gold were ftowing into this country. For the three­
year period 1920-1922 slightly more than $1,000,000,000 in gold 
came into this country. This gold was used by the member banks 
for the purpose, principally, of reducing their indebtedness at the 
reserve banks. Rediscounts fell from a high of approximately 

I It should be pointed out that this waa dUB in part to the fact thet more 
hanks joined the Federal Reserve Syatsm. 

• Ooly time will tell whether the present (1934) poweno of the Secretary 
of the Treasury are of an emergenoy or ~ent nature. 

~ 



584 MONEY AND BANKING 

$2,800,000,000 in 1920 to approximately $900,000,000 at the close 
of 1921, a very suhstantial decline. 

1928-1926: Les8 Active F'ederal Re8erve Policy. Very little 
happened during the period 1923-1926 to occupy the immediate 
attention of the Federal reserve authorities. They were, however, 
heginning to crystallize their attitude on credit control. Prohably 
the most concise statement which has ever been issued by the 
Federal Reserve Board was issued in 1923. This statement is so 
clear that a portion of it follows: 

Particular prominence has heen given in discussions of new proposals 
to the suggestion frequently made that the credit issuing from the Federal 
reserve banks should be regulated with immediate reference to the price 
level, particularly in such manner ae to avoid fluctuations of general 
prices. Entirely apart from the difficult administrative problems that 
would arise in connection with the adoption of the price index as a guide 
and entirely apart from the serious political difficulties which would 
attend a system of credit administration based on prices, there is no 
reason for believing that the results attained would be as satisfactory 
as can be reached by other means economically valid and administ ...... 
tively practicable. In saying this the board is not unmindful of the 
abundant evidence recent years have given of the economic and business 
disturbances occasioned by violent fluctuations of prices. But it must 
not be overlooked that price fluctuations proceed from a great variety of 
causes, most of which lie outside the range of influence of the credit 
system. No credit system could undertake to perform the function of 
regulating credit by reference to pricee without failing in the endeavor. 

The price situation and the credit situation are no doubt frequently 
involved in one another, but the interrelationship of prices and credit is 
too complex to admit of any simple statement, still I ... a formula of 
invariable application. An over-simplified statement of complex prob­
lems contributes nothing toward the development of an etrective ad­
ministrative procedure. It is the view of the Federal Reserve Board 
that the price situation and the credit situation, while sometimes closely 
related, are nevertheless not related to one another ae simple cau .. and 
effect; they are rather both to be regarded as the outcome of common 
causes that work in the economic and business situation. The same con­
ditions which predispose to a rise of prices also predispose to an increaeed 
demand for credit. The demand for credit is conditioned upon the busi-
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ness outlook. Credit is created in increasing volume only 88 the com­
munity wishes to use more credit - when the opportunity for the 
employment of credit appears more profitahle. Sometimes borrowers 
want to borrow more and sometimes they are content with less. Some­
times lenders are ready to lend more and at other times less. Why this 
ehould be so depende on all those multifarious conditions and circum­
etances 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 
commercisl 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 circumstsnces which has occa­
sioned it is well advanced on its course; that is, until a forward move­
mentofbusiness, no matter from what impulse it is proceeding, has gained 
momentum. 

Credit administration must be cognizant of what is under way or in 
process in the movement of business before it is registered in the price 
indelL The price index records an accomplished fact. Good credit ad­
ministration in times of active business expansion should not encourage 
or assist the excessive accumulation of forward commitments in business 
and banking which only later on will definitely reflect the rate at which 
they have been taking place in resulting changes of credit volume and 
changes of price levels; and in times of business reaction should dis­
courage enforced liquidation of past commitments which also will only 
later on reflect the rate at which it has been taking place in altered credit 
volume and price levels. The problem of efficient credit administration 
is, therefore, largely a question of timeliness of action. 

No statistical mechanism alone, however carefully contrived, can 
furnish an adequate guide to credit administration. Credit is .... intensely 
human institution and as such reflects the moods and impulses of the 
community - its hopes, its fears, its expectations. The business and 
credit situation at any particular time is weighted and charged with these 
invisible factors. They are elusive and can not be fitted into any me­
chauical formula, but the fact thet they are refractory to methode of 
the statistical laboratory makes them neither nonexistent nor nonim­
portant. They are factors which must alwaye patiently and skillfully be 
evaluated 88 best they may and dealt with in any banking administration 

't. 
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that is animated by a desire to secure to the community the results of 
an efficient credit system. In its ultimate analysis credit administration 
is not a matter of mechanical rules, but is and must be a matter of judg­
ment - of judgment concerning each specific credit situation at the par­
ticular moment of time when it has arisen or is developing .••• 

But the problem of credit and currency administration impliee the 
use not only of qualitative tests but also of quantitative tests. By what 
means may it be known whether the volume of credit provided by the 
Federal reserve banks is in any given set of circumstances adequate, ex­
cessive, or deficient? The problem in good administration under the 
Federal Reserve System is not only that of limiting the field of uses of 
Federal reserve credit to productive purposes, but also of limiting the 
volume of credit within the field of its appropriate uses to such amount 
as may be economically justified - that is, justified by a commensurate 
increase in the Nation's aggregate productivity. The Board is fully aware 
of the fact that the problem of credit extension involves the question of 
amount or volume as well as the question of kind or character; otherwise 
stated, it involves a quo,ntilative as well as a quolilalive determination. But 
it is the view of the Board that it is not necesaary to go outside of the Fed­
eral Reserve Act to find suitable methods of estimating the adjustment of 
the volume of credit provided by the Federal reserve banks to the volume 
of credit needs. The Federal Reserve Act itself suggests the nature of the 
tests, guides, or indicatore - whatever they may be called - to be used 
in gauging the need for and the adequacy of Federal reeerve credit. The 
provisions of the act •.• indicate that the needs for credit which are 
recognized by the act as appropriate are those derived from agricnIture, 
industry, and trade. It is the belief of the Board that there will be little 
danger that the credit created and contributed by the Federal reserve 
banks will be in excessive volume if restricted to productive uses. 

A characteristic of the good function of the economic system is to be 
found in the smooth unobstructed movement of goods from the pro­
ducer through the channels of distribution to their several ultimate uses. 
The characteristic of the good functioning of the credit system is to be 
found in the promptness and in the degree with which the Bow of credit 
adapts itself to the orderly Bow of goods in industry and trade. So long 
as this Bow is not interrupted by speculative interference there is little 
likelihood of the abuse of credit supplied by the Federal reserve banks and 
consequently little danger of the undue creation of new credit. The vol­
ume of credit will seldom be at variance with the volume of credit needs 
as they are reBected in the demands of productive industry 80 long as 
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(1) the volume of trade, production and employment, and (2) the volume 
of consumption are in equilibrium. Credit for short-term operations in 
agriculture, industry, and trade, when these operations are genuinely 
productive and nonspeculative in character, that is to say, credit pro­
vided for the purpose of financmg the movement of goods through any 
one of the successive stages of production and distrihution into consump­
tion, is a productive use of credit. But when the effect of the credit used 
is to impede or delay the forward movement of goods from produeer to 
consumer, uuJess such delay is made neeessary by some unavoidable cause, 
e. g., the interruption of transportation facilities, credit is not produc>­
tively used. The ;nthholding of goods from sale when there is a market 
or the aecumulation of goods for an anticipated rise in price is not a 
productive use. It is the nonproductive use of credit that breeds un­
warranted increase in the volume of credit; it also gives rise to unneces­
sary maladjustment between the volume of production and the volume 
of consumption, and is followed by priee and other economic disturbances. 
Administratively, therefore, the solution of the economic problem of keep­
ing the volume of credit issuing from the Federal reserve banks from 
becoming either excessive or deficient is found in maintaining it in due 
relation to the volume of credit needs as these needs are derived from the 
operating requirements of agriculture, industry, and trade, and the p .... 
vention of the uses of Federal reserve credit for purposes not warranted by 
the terms or spirit of the Federal Reserve Act. 

While statistical information coneerning production and distribution, 
covering the whole range of business activity from produeer to consumer, 
is not complete, it is sufficient to indicate currently the rate at which goods 
are being produced and marketed. Information of this character, as 
a result of the growing recognition of its value and of the activities of col­
lecting such information both by governments! and private agencies, is 
now available more currently and in more lines of industry and trade than 
ever before. The changes from month to month recorded in these figures, 
when brought together and interpreted, indicate the nature and rate of 
readjustments which are constantly taking plaee in the industrial and 
business situation. The activity of business, as measured by these cur­
rent statistics, is the outcome of the decisions and actions of a large 
number of individual business men. They are, to be sure, in form and in 
suhstsnee an account of the immediate past, but they also give indic .... 
tions of the conditions s.ft'ecting the course of business in the future. 
While this information does not make it possible to measure or estimate 
in advance the probable aggregate volume of credit needs or to combine 
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into any single formula the elements of judgment applicable to varying 
credit situations as they arise, it provides basic data needed in banking 
adminietration. No statistical analysis can ever be a substitute for judg­
ment in matters of credit adminietration, but such analyses of economic 
conditions are indispensable as furnishing the factual basis for credit 
judgment and for the development of credit policy.' 

There was a slight business recession in 1924, and the reserve 
authorities attempted to ease the situation by lowering rediscount 
rates and purchasing government securities. The years 1925 and 
1926 presented no important problems of credit control. Redis­
count rates were maintained around 31 per cent to 4 per cent, 
and government securities purchased were held at a level of approxi­
mately $350,000,000. It was during these two years that some 
attention was focused on the international factors because of 
England's and Germany's return to the gold standard. Governor 
Strong of the Federal Reserve Bank of New York was particularly 
active in attempting to assist England to return to the gold 
standard, and his actions were later severely criticized on the 
basis that he was paying too much attention to foreign affairs 
and not enough to those of his own country. The Bank Act of 
1933 specifically prevents any official of the Federal Reserve Sys­
tem from carrying on negotiations with foreign banking systems 
without permission of the Federal Reserve Board. This provision 
was no doubt an outgrowth of the criticism of Governor Strong's 
actions during 1925 and 1926. 

19e7: Easing the Mon,ey Market. There was another minor 
business recession during the latter part of 1927. Again, as was 
the case in 1924, the Federal reserve authorities initiated easing 
measures. The rediscount rates were lowered and the reserve 
banks' holdings of United States securities were increased from 
approximately $300,000,000 to $600,000,000. It was at this time 
that the Federal Reserve Board forced the Federal Reserve Bank 
of Chicago to lower its discount rate. The Chicago bank was not 
in sympathy with the easing measures which were being taken by 
the other reserve banks. Heretofore the Federal Reserve Board 

1 Annual Report of tbe Federal IU.serve Board (1923), "Guides to Credit 
Polley," pp. 29-39. 
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had merely passed upon rediscount-rate changes which were 
initiated by the individual reserve banks, but in this case it 
etepped in and ordered the Chicago bank to lower its rate from 
4 per cent to 31 per cent. Whether or not these easing measures 
were the cause of the rapid recovery, the fact remains that business 
did rebound quickly from the low point reached in the faJ/. of 1927 
and continued to improve until the summer of 1929. 

The single year of 1927 is treated as a separate period because 
many have felt that it was at this time that the stage was set for 
the speculative boom which followed. Professor H. L. Reed 
stressed the following facts in support of the conclusion that 
money was too cheap during the latter part of 1927: 

First, declining trade and production themselves help to develop credit 
ease without the assistance of any absolute enlargement in the credit 
supply. Second, the per annum rate of increase in the volume of credit in 
the ""cond half of 1927 was at least twice as great as the ""cu\ar growth 
in the physica.! volume of trade. Third, in the last two months of the 
year, the Board's Index of Industria.! Production declined so sharply as to 
indicate that adjustments outside the resJm of credit were required to 
restore production to norma.! dimensions.1 

An editorial in the New York J qurnal oj Commerce for October 
15, 1927, entitled "The Low Rate Fiasco," concluded: 

The proper thing to do is to reveroe the low rate policy and get back 
to a basis which recognizee the rea.! facts of the present money market 
and capita.! situation. So doing may give the markets a severe jolt, but 
not necessarily an injurious one. The sooner the policy is definitely taken 
up and eonsistently followed the better off we shall be and the less suf­
fering we sha.\l undergo. 

1928-1929: the Attempt to Curb Speculative Activity. Although 
speculative activity had been higher than normalliince 1924, the 
years 1928 and 1929 easily surp&SSed all previous volume records 
on the security exchanges. Security prices likewise went up in an 
almost uninterrupted fashion and reached heights far above any 
previous level. It does not seem necessary to describe in deta.il the 

1 Harold L. Reed, Fed<raI HOI.",. Policy, 1911-1980, p.]28. McGraw­
Hill Book Compaoy. 
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events of this period, since they took place such II short time ago. 
lt is now frequently referred to as the "New Era," so named by 
many commentators who at the time felt that conditions war­
ranted the higher security prices, and who expected them to con­
tinue as long as corporate earnings continued to increase as they 
did from about 1922 to 1929. 

During these two years, 1928 and 1929, the reserve authorities 
were disturbed over the situation. As was previously mentioned, 
many authorities felt that the damage was done during 1927 and 
in early 1928, when credit expansion was far in excess of the long­
term growth in business.' During the first six months of 1928 the 
reserve banks raised the rediscount rates from approximately 
3! per cent to approximately 5 per cent, and reduced their hold­
ings of government securities by the end of the year to some 
$250,000,000. These actions, however, failed to prevent increasing 
credit expansion and rising security prices. So, in early 1929, 
February 7, the board issued the following warning, a portion of 
which has previously been quoted: 

During the last year or more ... the functioning of the Federal Re­
serve System has encountered interference by reason of the excessive 
amount of the country's credit absorbed in speculative security loans. 
The credit situation since the opening of the year indicates that some of 
the factors which occasioned untoward developments during the year 
1928 are still at work. The volume of speCUlative credit is still growing. 

Coming at a time when the country has lost some $500,000,000 of gold, 
the effect of the great and growing volume of speculative credit has al­
ready produced some strain which has reflected itself in advances of from 
1 to Ii per cent in the cost of credit for commercial uses. The matter is 
one t~at concerns every section of the country and every business interest, 
as an aggravation of these conditions may be expected to have detri­
mental effects on business and may impair its future. 

The Federal Reserve Board neither assumes the right nor has it any 
disposition to set itself up as an arbiter of security speculation or values. 
It is, however, its business to see to it that the Federal Reserve Banks 
function as effectively as conditions will permit. When it finds that con­
ditions are arising which obstruct Federal Reserve Banks in the effective 

1 Professor Reed holds that correct timing of the restrictive measures dur­
ing 1928 was of the utmost importance to effective credit control. 
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discharge of their function of so managing the credit facilities of the Fed­
eral Reserve System as to accommodate commerce and businees, it is its 
duty to enquire into them and to take such measU1'eS as may be deemed 
suitable and effective in tbe circumstances to correct them; which, in 
the immediate situation, means to restrain the use, either directly or in­
directly, of Federal Reserve credit facilities in aid of the growth of specu­
lative credit. 

After this warning there occurred a slight recession in security 
prices, but they soon continued on their upward surge; a second 
warning very similar to the first was issued in April, and again, 
after a temporary pause, security prices continued to go up. 
Rediscount rates, or at least the rate of the Federal Reserve Bank 
of New York, were not again changed during 1929 until August. 
The New York bank eontinually petitioned for a rate increase 
from 5 to 6 per cent, beginning in February, 1929, but this in­
crease was not allowed until August. 

Business activity in the meantime bad reached its high point in 
the summer of 1929, and during the third quarter of the year began 
slowly to decline. Security prices on the average, however, did not 
reach their high point until early September, and they fell very 
gradually until the drastic declines began in late October, 1929. 
if one can say that the Federal Reserve System is charged with the 
duty of preventing abnormal speculative activity, then the con­
clusion that Federal reserve policy during 1928 and 1929 was a 
failure ·would seem to be irrefutable. In order to take care of a 
simiJar situation which may arise in .the future, the Bank Act 
of 1933 provides that the Federal Reserve Board may refuse to 
extend additional credit to any member bank which, in its judg­
ment, is making undue use of bank credit. The complete provi­
sion is as follows : 

SEc. 3 Cal. Each Federal Reserve Bank shall keep itself informed of 
the general character and amount of the loans and investments of its 
member banks with a view to ascertaining whether undue use is being 
made of bank credit for the speculative carrying of or trading in securities, 
real estate, or commodities, or for any other purpose inconsistent with the 
maintenance of sound credit conditions; and, in determining whether to 
grant or refuse advances, rediscounts, or other credit accommodations, 
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the Federal Reserve Bank shall give consideration to such information. 
The chairman of the Federal Reserve Bank shall report to the Federal 
Reserve Board any such undue use of bank credit by any member bank, 
together with his recommendation. Whenever, in the judgment of the 
Federal Reserve Board, any member bank is ma.king such undue use of 
bank credit, the Board may, at its discretion, after reasonable notice and 
an opportunity for hearing, suspend such bank from the use of the credit 
facilities of the Federal Reserve System, and may terminate such suspen­
sion or may renew it from time to time. 

The Federal Reserve Board likewise has the power 

to fix from time to time for each Federal Reserve district the percentage 
of individual bank capital and surplus which may be represented by loans 
secured by stock or bond collateral made by member banks within such 
district, but no such loan shall be made by any such bank to any person in 
an amount in excess of 10 % of the unimpaired capital and surplus of 
such bank. Any percentage so fixed by the Federal Reserve Board 
shall be subject to change from time to time upon ten days' notice, and it 
shall be the duty of the Board to establish such percentages with a view 
to preventing the undue use of bank loans for the speculative carrying of 
securities. The Federal Reserve Board shall have power to direct any 
member bank to refrain from further increase of its loaDS secured by stock 
or bond collateral for any period up to one year under penalty of suspen­
sion of all rediscount privileges at Federal Reserve banks. 

1930-1934: the Attempt to Stop Bank Contraction and Force 
Expansion. Almost immediately after the break in the security 
markets in the fall of 1929, the Federal Reserve System began its 
easing measures. By the end of 1930 the Federal Reserve Bank of 
New York had lowered its rediseount rate to 2 per cent, and 
further reduced it to It per cent in May, 1931. This was an alI­
time low for a rediscount rate. ! With minor variations, these low 
rates continued through 1932, 1933, and 1934. Business, however, 
continued to decline with minor interruptions until the spring of 
1933, and the volume of rediscounts did likewise. During the 
years 1932, 1933, and 1934 the volume of rediscounts held by the 
reserve banks averaged about $250,000,000. Considering 1934 
alone, it may be said that rediscounts during this year were almost 
nil.· At only one time during these three years did the volume 
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of rediscounts approach what might be called a normal level. 
During the bank holiday in March, 1933, rediscountS reached 
$1,400,000,000, but the decline was rapid when the banks be­
gan to reopen. 

On the side of the United States security purchases, however, 
the story is entirely different, as has been mentioned previously. 
Mter the passage of the Glass-Steagall Bill of February, 1932, the 
reserve banks began to buy government securities in large vol­
umes. In February, 1932, they held $742,816,000 in United States 
securities, while in August their security holdings had increased to 
$1,850,216,000. During the remainder of 1932 and the early part 
of 1933 these holdings changed very little, but after the passage of 
the Inflation Bill, which was a rider to the Agricultural Adjust­
ment Act of May 12, 1933, the reserve banks began to purchase 
United States securities in sizable volumes once more. Thus in 
March, 1933, they held $1,835,963,000 in government securities, 
while in August this form of Federal reserve bank assets had in­
creased to $2,128,772,000. The purpose of these purchases was to 
place the member banks in such a favorable reserve position that 
they would begin to grant loans to industry. 

In spite of these purchases, however, member-bank loans con­
tinued to contract. The total loans of all banks in the United 
States as of June 29, 1929, exclusive of mutual savings banks, 
were $35,639,000,000, and by the close of 1933 these loans had 
fallen to $16,168,000,000. This continued contraction in com­
mercial bank credit has been one of the most disturbing influences 
in the recovery program. Many have felt that recovery will not be 
possible, or at least that it cannot proceed very far, until bank 
expansion takes place. Facing the fact that bank loans were not 
expanding, the government during 1933 and 1934 passed several 
laws which provided for direct loans to industry by Federal 
agencies. The principal loans provided for by these laws were the 
direct loans of the Reconstruction Finance Corporation, the direct 
loans which could be made by the Federal reserve banks under the 
Glass-Steagall Act of 1932 and, more especially, under the Indus­
trial Loans Act of June, 1934, and the direct loans which were 
made through the Home Owner's Loan Corporation. These pro-
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visions will be discussed in more detail in a subsequent chapter on 
recent monetary legislation. 

Summarizing, then, the effectiveness of the Federal reserve 
policies during this period (1930-1934), we may say that, in spite 
of the extremely low rediscount rates and in spite of heavy pur­
chases of government securities, the loans of member banks con­
tinued to contract until 1933, and during the latter half of 1933 
and the first half of 1934 remained almost stationary. Beginning 
with the fall of 1934, bank loans began to expand in a moderate 
way, but this increase was again short-lived. Measured in these 
terms, then, the Federal Reserve System's policy was not succee.s­
ful during the depression period (1930-1934) in forcing member­
bank expansion, but it may have prevented further contraction. 

The Future of the Federal Reserve System. At this critical 
period, 1935, it would be extremely hazardous to forecast the 
future position of the Federal Reserve System as a credit-control 
agency. Mr. James P. Warburg, son of Mr. Paul M. Warburg, 
who was instrumental in setting up the Federal Reserve System, 
recently stated that our Federal Reserve System had been 
"emasculated.'" 

The following is part of an editorial that appeared in the 
Cllmmercial and Financial Chronick of August 18, 1934: 

WANTED: A CENTRAL BANI< 

For a good while past reports have also been emanating from Washing­
ton to the effect that plans were being formulated for the replacement of 
the Reserve system itself with a governmentally owned and operated 
"central bank," aIthough in all respects .except that of direct ownership 
the present system seems to be about what is reported as in contemplation. 

One of the most important problems with which this country will find 
itself faced when the New Deal collapses will be that of creating an or­
ganization or a system to perform the task traditionally assigned to a 
central bank. The present Reserve system has never been permitted to 
serve these purposes very well. It is now, except for ite clearing and 
collection system, nothing more than a servile adjunct to the Treasury 

• Address before the Financial Advertisers Association held at BuBaIo, 
New York, September 12, \934. 
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Department in Washingt.on, owning practically nothing but government 
obligatiollil, unredeemable gold certificates, and a number of pretentious 
bank buildings. 

It would, of course, be foolish to expect any governmentally owned 
institution to correct this situation. The state of affairs would be made 
worse by such a change. 

There is at present no apparent disposition to give the matter much 
thought, and in political circles, little or no understanding of the needs of 
the situation, yet the time will come, and the sooner it comes the better, 
when we shan realize our need of an institution of the kind the Bank of 
England once w .... 
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CHAPTER XXVII 

THE SECURITY MARKETS 

History shows that where there are articles to be traded, there 
will always be markets. The exchange of securities in the United 
States was unimportant during the early years of its' history for 
the very simple reason that there were few securities in the pos­
session of the colonists. In New York City, which was founded by 
the Dutch as a trading post, commodity markets were quickly set 
up. However, it was not until some hundred and fifty years later 
that securities existed in sufficient quantity to prompt the estab­
lishment of a market. As early as 1752 we read of the establish­
ment of a favorite meeting place for merchants at the foot of 
Broad Street in New York City for the purpose of dealing in 
water-borne products. Another market place was established at 
the foot of Wall Street, where manufactured goods from Europe 
were unloaded from the incoming boats and auctioned off to. the 
New York ~erchants. In 1766 the present New York Chamber 
of Commerce was organized. Even as late as the Revolutionary 
War, however, securities still did not exist in sufficient quantity 
in the United States to warrant the establishment of an exchange 
place for them. The Revolutionary War was important in bring­
ing about the establishment of a security market because it 
created a heavy national debt, the evidence of which existed in 
the form of government bonds. In 1781 the Bank of North 
America was created in Philadelphia, and several years later the 
merchants of Manhattan organized the Bank of New York. But 
a still more important step was the creation of the first Bank of the 
United States, which was established in 1791 under Secretary of 
the Treasury Alexander Hamilton, a New Yorker. • 

Although the records of early security trading are meager, it is 
probably true that securities were first traded on the same markets 
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as commodities. Traditionally the first emergence of anything 
that resembles an exclusive security market is said to be the daily 
meeting beneath a buttonwood tree of a number of New York 
stockbrokers. In 1790 this tree stood where 68 Wall Street now 
stands. In inclement weather the stockbrokers took refuge in 
some of the near-by coffeehouses. 

The first written evidence of an organization brought together 
by something more than mere customary meetings was an agree­
ment which was drawn up and signed on May 7, 1792, by twenty­
four of these so-called stockbrokers. The agreement was as follows: 

We, the Subscribers, Brokers for the Purchase and Sale of Public 
Stock, do hereby solemnly promise and pledge ourselves to each other 
that we will not buy or sell, from this day, for any person whatsoever, 
any kind of public stock at a less rate· than on~uarter per cent com­
mission on the special value, and that we will give preference to each 
other in our negotiations.' 

The organization grew very rapidly, and was aided by the War of 
1812, which resulted in a heavier government debt and hence more 
government bonds, so that in 1817 the organization moved into its 
first sheltered quarters and took for itself the name of the New 
York Stock and Exchange Board. The opening of the Erie Canal 
in 1825 definitely transferred the commercial center of the United 
States from Philadelphia to New York. In 1865 the organization 
adopted its present name of the New York Stock Exchange and 
moved into a building on the site of the present more spacious 
exchange building on Broad Street. The growth of the New York 
Stock Exchange after the Civil War and during the period of great 
industrial and railroad development in the United States is easily 
explained. In 1869 there were five hundred and thirty-three mem­
bers, and in 1879 provision was made for eleven hundred members. 

The New York Stock Exchange, however, is not the only mar­
ket dealing in securities in the United States. There are stock 
exchanges in all the principal cities, including Boston, Philadel-

• phia, Chicago, San Francisco, and St. Louis. The second largest 
exchange in the United States is the New York Curb Market. 

1 J. Edward Meeker, The Work oj the Stoek Exchange, p.63. 
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Frequently, in comparing the New York Stock Exchange and 
the Curb, one speaks of the former as the "big board," not because 
there are so many more securities listed there, but primarily be­
cause the requirements necessary for listing on the New York 
Stock Exchange are more difficult to fulfill than those of the Curb 
Market. Many new corporations first list their securities on the 
Curb and then later on the "big board." J. Edward Meeker, fora 
number of years economist to the New York Stock Exchange, de­
scribes the function of the Curb as follows: "The chief economic 
function of the Curb is as a preliminary market; frequently it 
anticipates the termination and even the opening of a published 
offering of new securities by allowing contracts for their purchase 
and sale to be made, 'when, as, and if issued. '" 1 It is difficult, 
however, to exaggerate the prominence of the New York Stock 
Exchange, and most of the subject matter of this chapter will 
deal with that organization. 

The Operation of the New York Stock Exchange. The New 
York Stock Exchange is made up in general of two parts: its 
physical equipment, consisting of its building at 1 Broad Street, 
and its membership, consisting of some twelve hundred brokers. 
The building not only contains a large trading floor but likewise a 
number of offices and facilities for the Stock Exchange Clearing 
Corporation. Members of the New York Stock Exchange are said 
to hold "seats." These seats may be sold to any person or any 
partnership which is acceptable to the Acceptance Committee of 
the exchange. The word "seat" is no longer descriptive, since 
there are no chairs on the trading floor; when the exchange was 
much smaller than it is now, it was poBBible for every member to 
occupy a specific seat reserved for him. 

Membership. Membership may not be held 'Ill the New York 
Stock Exchange by a corporate organization. lIi'must be held by 
an individual or a partnership. Only members are allowed on the 
trading floor except for a number of pages, reporters, attendants, 
and clerks. In 1930 there were in addition to the members some 
500 pages, 235 reporters, 142 attendants, 140 quotation clerks, 
and 80 bond clerks. In 1929 the membership was increased from 

• Th4 WorA: 0/ 1M Slock EuluJnq .. p. 92. The Rowel Pteeo. 
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1100 to a maximum of 1375. Usually not more than half the mem­
bers are on the floor at one time. Trading on the floor of the ex­
change by a member may be done without direct cost; of course 
the expenses of the entire exchange are prorated among the various 
members. Anyone wishing to purchase or sell a stock on the ex­
change must do so through one of the members, or, in more com­
mon terminology, a stockbroker, who is either directly a member 
of the exchange or bas an affiliation with a member. 

The membership of the exchange may be subdivided into 
several classes, the most important of which is that of the exchange 
brokers. This group of members, frequently referred to as com­
mission houses, executes orders for its clientele, which may consist 
of a few very wealthy customers or thousands of smaller accounts ; 
the latter are obtained by establishing branch offices throughout 
the entire country. The efficiency with which the ticker service 
operates makes it possible for orders to be executed from distant 
offices almost as rapidly as from offices within New York City. A 
Seattle broker once remarked that he executed an order after only 
thirty seconds remained before the closing time of the exchange. 
Some of the commission houses specialize in particular issues. It 
has been said that during 1929 there were live exchange members 
who dealt exclusively in General Motors stock. Broker specializa­
tion is sometimes on a broader basis, such as in railroad, oil, or 
steel stocks. 

Another class of exchange members is known as .. two-dolIar 
brokers." These brokers have no particular commission house but 
use their exchange membership to assist commission houses in 
executing orders, particularly when the market is so active that 
it is difficult for the regular commission broker to handle all his 
business. The business of the .. two-dollar broker" is sometimes 
referred to as "free-lance." 1 He gets his name from the charge 
which he used to make, which was two dollars for the purchasing 
or selling of a hundred shares of stock. This rate bas been changed, 
but the name still prevails. 

A third group of members is known as "odd-lot dealers." The 
unit of trading on the New York Stock Exchange is a hundred 

• J. Edward Meeker, Tho Work .,the Stock EzdIan{J', p. 82. 



THE SECURITY MARKETS 601 

shares. If it were not possible for less than this number of shares 
to be traded in, many persons would find it impossible to do any 
trading, at least in pa.rticui&r sh&res. A sh&re selling for $100 
would necessitate an outlay of $10,000 in case of outright purc\l&se. 
During 1928 and 1929 a number of shares passed the $300 limit. 
The "odd-lot dealer," in genera.!, purchases sh&res in units of less 
than a hundred j and when he has accumulated &S many &S a 
hundred, he may then sell them in the usual manner. On the other 
hand, he may purch&Se a hundred shares outright and sell them to 
customers in odd lots. The customer may expect to pay a slightly 
higher price for purchases of less than a hundred shares j usually, 
however, this does not amount to more than an eighth of a point. 

The fourth cl&Ss of exchange member is called the "Hoor 
trader." This person deals in all stocks listed on the exchange; 
and is usually willing to buy or sell any of them on his own account 
whenever he sees the likelihood of a profit. In other words, he has 
a membership entirely for his own purposes, and usually does not 
execute orders for others on a commission b&Sis. "Floor traders" 
serve the very important function of helping to maintain an active 
market and to prevent wide variations in successive purchases and 
sales of individual stocks . 

.A Concerdrated M arlee!. There is no central trading post on the 
Hoor of the exchange, but rather a number of posts, some twenty 
in all. The various stocks &re listed alphabetically, and each stock 
is traded in at a particular post. For example, American Can and 
American Telegraph and Telephone can be traded in only at post 
No.1, while United States Steel and United Aircraft would be 
traded in at, say, post No. 17. This system baa permitted us to 
say that the New York Stock Exchange affords one of the best 
examples of a concentrated market. Of course,--it is not true that 
all the shares of United States Steel are traded i.a on the New York 
Stock Exchange, but no doubt a very large portion of them &reo 
A person wishing to sell his holdings in United States Steel may 
merely shop around among his friends and business acquaintances 
of the community in order to obtain the best price for his securities. 
The usual method, however, is for a person to take his shares to a 
broker and have them sold on the New York Stock Exchange. 
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As of June 1, 1933, there were 1220 stock issues listed on the 
New York Stock Exchange. Of these 811 were issues of common 
stock, and 397 were issues of preferred stock. The small difference 
of 12 is accounted for by miscellaneous issues, such as voting trust 
certificates. If one picks up the daily paper, however, and counts 
the number of securities listed, one will find only about half this 
number. This is due to the fact that in the daily quotations only 
those stocks which are traded in that day are listed. 

Requirements jqr Listing. The principal requirements which 
must be fulfilled before a stock will be listed are the following: 

1. Reasonably full information concerning the financial affairs of the 
corporation, to show its financial stability. Thus while the Exchange does 
not guarantee the character of any securities, or s.ffirm that the state­
ments filed by the issuer are true, it does certify that due diligence and 
caution have heen used by experienced men in examining them. 

2. Agreement to maintain, in accordance with Exchange rules, a tra_ 
fer office or agency in the Borough of Manhattan, City of New York, 
where all listed securities shall be directly transferable, and the principal 
of all listed securities with interest and dividends thereon, shall be pay­
able. Also, a registry office in the Borough of Manhattan, other than the 
transfer office or agency, where all listed securities may be registered. 

3. Maintenance of a sufficient supply of stock or bond certificates to 
meet demand for transfer. Quality and engraving of certificates must be 
approved by the Exchange, 80 as to reduce danger of forgery, which 
destroys ready negotiability." .. 

4. Information on the distribution of securities, insisting on at least 
100 holders and in practice expecting many more. The purpose is to 
insure a free and open market. 1£ the supply becomes inadequate, trading 
in the issue may be suspended or it may. be stricken from the list, in 
order to prevent manipulation and corner .. ' 

5. Agreement "not to dispose of an integral asset or ite (the corpora­
tion's] interest in any constituent subsidiary, owned or controlled com­
pany, or allow any of said constituent subsidiary, owned or controlled 
companies to dispose of an integral asset or stock interest in other c0m­

panies, unless for retirement or cancellation, without notice to the Stock 
Exchange." It must also notify the Exchange of any substitution in 
collateral behind a listed bond issue. 

6. Agreement to publish once a year, or oftener if required, and submit 
to stockholders, at least 5 days in advance of the annual meeting of the 
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corporation, a statement of its financial condition, a consolidated income 
account covering the previous fiscal period and a consolidated balance 
sheet of the parent company and of aU constituent subsidiary, owned 01' 

controlled companies. The Exchange also favors quarterly earnings 
reports.' 

The New York Stock Exchange is still not an incorporated 
body. The Hughes investigation of 1909 refused to recommend 
incorporation, although the Pujo money-trust investigation fa­
vored it in 1912. Bonds as well as stocks are listed on the New 
York Stoek Exchange, but the importance of the bond transao­
tioljS has ste&dily decJined since 1900, until at the present time it is 
prohably true that bond transactions represent perhaps only 10 per 
eent of the total sales of bond issues listed on the exchange." 

A Iarge portion of the bond sales of this country are carried on 
through what is termed .. over the counter" transactions. By this it 
is meant that the buying and selling are conducted chiefly over 
the telephone by the New Yolk dealers and other dealers in the 
various centers of the country and likewise abroad. . 

Spettdation ver8U8 Investment. A great deal has been said about 
the speculative activity which is carried· on through the use of the 
New York Stock Exchange. It is probably not possible to dif­
ferentiate clearly between what is speculation and what is invest­
ment, but one usually thinks of investment as the purchasing of 
securities which are to be kept for their income-bearing qualities 
over a period of years unless exceptional circumstances warrant 
their sale. Speculation, on the other hand, as far as the security 
markets are concerned, is the purchase or sale of securities over 
short periods in the hope of obtaining a profit on the principal 
sum invested. The income from the securities is usually a minor 
consideration. To illustrate, if a person purchaSes a security and 
puts it away in his safety-deposit-vault box, we usually say that 
that person has made an investment, whereas if a person pUl'­
chases a security with the intention of selling it as soon as it 
appreciates in price, and probably during the interim does not 

, Steiner. MfIMI/ tmd BtmloifIfJ. PI'. 411-412. Henry Holt a.nd Compa.ny. 
I Willis and Bogen, [ .. _tmont BaflkifIfJ. pp. 49-50. 
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even have the securities in his physical possession, we generally 
consider this a speculative transaction. 

Margin Trading. If a person does not wish to have a security 
delivered to him, it is usually possible to purchase it witbout pay­
ing the entire market price. This method of trading is commonly 
referred to as margin trading. For example, a person may go to a 
broker and express the desire to purchase, say, a hundred shares of 
a stock selling at $50 a share. If he wishes to have the securities 
delivered to him, he will have to pay the broker $5000, plus the 
usual commission charge; but if he is buying them with the in­
tention of selling in the event of an increase in price, then he may 
not be required to put up the full $5000. Assume for the moment 
that the margin requirement is 33! per cent. This means that the 
customer will have to place with his broker only $1666.67 in order 
to obtain legal ownership of the stock. 

When the broker purchases these stocks for the customer, how­
ever, it is necessary for him to make full payment for them within 
approximately twenty-four hours. In other words, the rule on the 
New York Stock Exchange is that all transactions of one day must 
be settled in full by 2.15 P. M. the following day. It is clear, then, 
that the broker has had to furnish $3333.33 in this case. Where 
does he get it, and how much does he charge the customer for, in a 
sense, advancing him this amount 1. When the broker purchases 
the shares, he retains possession of them, and it is part of his agree­
ment with the customer that he may pledge them as collateral in 
order to obtain a bank loan. This $5000 worth of securities, then, 
may be taken to a bank and used as collateral for a $3333.33 loan. 
The broker in this case is not out a cent, because the amount which 
he does not receive from his customer he obtains from the bank in 
the form of a loan by using the customer's securities as collateral. 
While the securities are being held for the customer, he'is credited 
with whatever dividends accrue to them, and likewise he. ~ 
charged with the interest which the broker has to pay to the bank 
for the $3333.33 loan. 

The amount of the originally assumed margin of 33! per cent 
is, in general, determined by the percentage of the value of the 
securities which the banker is willing to advance to the broker. 
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For example, in our _ the banker is advancing 66f per cent of 
the value of the securities to the broker. If the banker were willing 
to advance only 60 per cent of the value of the securities, then the 
broker would probably require his customer to put up 40 per cent 
of the entire face value of the securities purchased. This is not the 
only factor which determines the amount of the margin. Other fac­
tors, such as the general credit standing of the customer, the nature 
of money-market conditions at the time, and the accessibility of the 
customer to the market, must be considered. The point should be 
made clear, however, that the broker is doing a commission busi­
ness, not a money-lending business, and acts as an intermediary 
in the transaction. The commission which the broker receives is 
his entire source of income. 

Since the broker is directly responsible to the bank for the loan 
which he obtains from it, it is necessary for him to have a definite 
agreement with the customer concerning the disposition of the 
securities. Stated in nontechnical terms, this agreement provides 
that as long as the customer sustains all losses, and maintains the 
required margin, he will have full jurisdiction over the disposition 
of the securities. If, however, the customer fails to live up to this 
agreement, then the broker may .. close him out," which in general 
means to sell his securities. 

If, in our example, the securities were to fall in price to $40 a 
share, the customer would be subject to a margin call. Since the 
securities were purchased at $50 per share, this me8.DS that the 
customer has a $1000 loss, and in addition he is still required to 
maintain the 331 per cent margin of the new price, which would 
be $1333.33, making a total of some $2300, $1667 of which he has 
already furnished; therefore his margin call would be for an addi­
tional sum of approximately $633. If the stOck goes up, as the 
customer anticipated ..,hen he purchased the securities, to, say, 
$60 a share, he may decide to sell them, in which case the broker 
would deduct the amount of the bank loan, plus a commission 
charge, and credit the balance to the oustomer's account, giving 
him a profit of $1000 minus all commission charges. 

Short SeUing. In addition to buying stocks on margin, which 
is in genera.! a means of making money when security prices 
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go up, it is possible to sell stock short, which is principally a means 
of making money when security prices go down. The procedure 
is briefly as follows: A customer believes that a certain stock will 
go down in the near future. He instructs his broker to sell it short. 
In order to do this, since the customer did not furnish the broker 
with the stock to sell, the broker has to borrow the stock from a 
third person and sell it for his customer's account. The margin 
requirements are usually the same as when securities are pur­
chased on margin; that is, the customer must sustain all losses 
and maintain the required margin percentage. H the stock goes 
down as anticipated, the customer will instruct the broker to 
"cover" the transaction, which means to buy back the same num­
ber of shares as he had previously sold. These shares which the 
broker buys back will then be returned to the person from whom 
they were originally borrowed, and this person will be out of the 
transaction, except for the fact that he may receive a fee for the 
use of his stock.' The customer is the gainer to the extent that 
the borrowed stocks were sold at, say, $50 a share and were 
bought back at, say, $40 a share, which makes his profit $10 
a share, less commission and interest charges. 

A great deal has been said about the undesirability of short 
selling. The exchange authorities, however, contend that it is 
desirable, since it helps to provide an active market; in addition 
short selling may reduce the .severity of variations in security 
price changes. For example, if there is a large volume of short 
selling, this will in itself depress prices; but when the transac­
tions have to be covered, then the repurchasing will tend to 
stop the falling security price movement, or even perhaps cause 
So price increase. It does seem clear, however, that for long down-

1 The lender of the stocks gets the use of wbstever sum of money is repr ... 
sented by tbe market price of tbe securities for tbe period of the loan. Btocks 
are lent under three conditions: '-with interest," which means that tu 
lender of the securities pays interest on the sum of money advanced to biD>! 
"flat," which means that the lender gets the use of the amount of money 
represented by the market price of his securities in exchange for lending them; 
and U at a premium, " which means that the borrower of the stocks pay •• 
premium to the lender in addition to furnishing him with tho amount of 
money represented by the market price of the securities. 
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ward trends in security prices it is not possible for short-selling 
transactions to be primarily responsible, because, as is frequently 
said, for every short sale there must later be a purchase. 

Brakera' Loans. The loans which brokers receive from the 
banks by using customers' securities as collateral are technically 
referred to as brokers' loans. Most of these loans are under con­
ditions of call, which means that if a banker calls a loan during any 
part of the day, it must be paid the following day. The customary 
practice is to call loans only during the morning hours, so as to 
allow brokers ample time for settlement. In addition the broker 
may notify the banker that he wishes to payoff the loan under the 
same time arrangement. A small portion of brokers' loans are 
time loans, that is, loans which the brokers obtain from the bank 
under definite maturity agreements. 

So far as the brokers' loans on the New York Stock Exchange 
are concerned, although they are all obtained directly fr!lm the 
New York City banks, the ultimate source of the funds is either 
the New York banks themselves or banks outside New York which 
send their funds to the New York banks to be lent in this manner. 
Before 1932 there was a third source of brokers' loans, which, 
during the speculative period 1924-1929, was extremely impor­
tant. This source was what bas technically been referred to as 
"brokers' loans for others." The "others" consisted primarily 
of corporations and individuals who wished to invest their funds 
upon the call-money market by sending them to the New York 
City banks. 

At the present time, 1935, the total of brokers'loans is approxi­
mately $500,000,000. At the high point in 1929 these loans reached 
almost $8,000,000,000, and at the peak period over half of them 
were for the account of "others." As soon as the market decline 
began in the fall of 1929, the "others" were the first to withdraw; 
the New York banks felt some responsibility for preventing the 
security markets from becoming demoralized, and therefore were 
forced to fill the breach created by the withdrawal of the funds of 
outside corporations and individuals. In the spring of 1932 the 
New York Clearing House ruled that they would no longer accept 
funds from others to be lent to brokers on conditions of call. 
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Call M oneg. The rate which is effective for the first day of all 
call loans is the call-money rate; the rate which is effective every 
day thereafter is the renewal rate. H a call loan is in effect, there­
fore, six days, the call rate applies for the first day and the renewal 
rate for every day thereafter. Both these rates are determined by 
a committee of the New York Stock Exchange. There is near the 
trading floor of the exchange what is called the money desk. At 
this desk the brokers make requests for loans, and the bankers call 
in the amounts which they desire to lend to brokers. At the b&­
ginning of each day the clerk at the money desk knows how much 
money is available, and how much is desired by the brokers. With 
these two figures in mind the committee decides the rate for that 
day. The renewal rate, which is set somewhat later in the day, is 
determined in much the same manner. The call-money rate, in 
general, fluctuates more than the renewal rate. 

At ope particular time during the panic of 1907 the call-money 
rate went to 125 per cent, and during the year 1929 it averaged 
almost 8 per cent, while during the year 1934 it averaged about 
1 per cent. This rate, therefore, is perhaps the most sensitive of 
all interest rates in the United States to changes in money-market 
conditions. 

The Speculative Boom of 1924-1929. A great deal has been 
written about the speculative boom which occurred prior to 1929. 
It is not possible to indicate the exact point at which the boom 
started, but, so far as the security markets are concerned, the 
year in which it started seems to have been 1924. During the 
latter part of this year there was a slight business recession, and, 
after the recovery started, security prices began an upward surge 
which continued almost without interruption until the fall of 1929. 

Many persons have felt that the World War played an im­
portant part in the security boom period. During the war and 
immediately thereafter people were encouraged, and in some cases 
coercive measures were used, to purchase government bonds even 
though they were not able fully to pay for them at the time. The 
purchaser of a government bond could make up the difference b&­
tween the face amount of the bond and the amount of money 
which he had in cash by taking the bond to his bank and borrow-
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ing from the bank. He would use the bond as collateral for the 
loan. The banks, in turn, if they were members of the Federal 
Reserve System, could receive preferential rediscount rates if they 
chose to rediscount such paper with the reserve banks. Con­
sequently they were able to make these loans to their customers at 
a rate which was lower than their usua1 charge to borrowers. 

Before the World War most people usually dismissed all 
thoughts of purchasing securities unless they could fully pay for 
them. After the public once got the habit of being able to pur­
chase securities without fully paying for them, it was easy to con­
tinue such practices. Mter 1922 we started to reduce the national 
debt, and there were no more new governinent-bond issues. 

Beme have felt, therefore, that people took to the security mar­
kets in order to give vent to their new investing habits. Moreover, 
in investing in corporate securities they believed themselves to be 
in a more favorable position than they had been in as holders of 
government bonds. The prices of government bonds fluctuated 
only within fairly narrow limits, while the prices of corporate 
securities, especially stocks, might rise to an almost unlimited 
extent. It soon became evident that the appreciation of the prin­
cipal sum invested was of more importance than the income from 
the securities. 

The foregoing may not be a complete explanation of the specu­
lative boom which started in the early 1920's, but the important 
consideration for our concern is that such a speculative boom did 
take place in the security markets. Many have felt that this was 
a genuine boom, supported by the increased earning capacities of 
corporations. A survey of the earnings records of corporations 
during these years will clearly indicate that, though there was an 
increase in earnings; it was not enough to support the much greater 
increase in security prices. So far as the volume of physical pro­
duction is concerned, the annual rate of increase during these years 
did not noticeably exceed the annual rate of increase which had 
been taking place since about the turn of the twentieth century. 

There are many very interesting stories which support the fact 
that new and inexperienced speculators were being "made" over­
night. Market "playboys" were common. Experienced speeu-
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lators viewed the situation with some alarm because of the new 
and inexperienced element that was being introduced into the 
scene. "The price of Steel" was a common topic of conversation 
among those attending all sorts of social gatherings. It was not 
difficult for almost anyone to pick a winner. There was little in­
vestigation before purchasing, as may be illustrated by the fact 
that brokerage houses reported sales of Seaboard Air Line to 
customers who thought they were buying stock in an airplane 
company. Fortunes were created out of paper profits, and a tip 
from a big operator's valet was considered more important than 
Moody's ratings. 

The general picture' of this period may be summarized by 
graphically portraying what happened to security prices, and also 
by showing the tremendous increase in the volume of business 
handled by the security exchanges, especially by the New York 
Stock Exchange. The following chart gives the course of security 
prices: 
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For the month of September, 1929, the average weekly index 
of stock prices stood at 225, while for June, 1932, this index had 
fallen to 34, a drop of 85 per cent. The severity of this decline is 
unprecedented in the history of the New York Stock Exchange. 
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In other words, the average stock that was selling for $100 in 
September, 1929, fell to $15 by June, 1932, which was less than 
three years later. During one week alone, the week of October 22 
to October 29, 1929, security prices fell on the average 28 per cent. 
The autumn of 1929 has been referred to as the stock-market crash, 
or the panic, of 1929. Although the average daily volume of shares 
traded on the New York Stock Exchange for the year 1929 was 
slightly in excess of 3,000,000, which was more than double the 
average volume of a few years previous, on one day during the 
panio over 16,000,000 shares were traded. The ticker service 
was inadequate and ran at times almost two hours behind the 
market. 

Probably no one knows the exact cause of the turning point in 
security prices, but it should be mentioned that business had been 
slowly declining for several months prior to the decline which 
began on the security market. Once the decline began, it is relllr 
tively easy to explain its continuance. The volume of margin 
trading, as has been previously mentioned, was very high at the 
time. As security prices fell, margin calls were sent out. The 
decline was so drastic that brokerage houses were not able to spend 
very much time in attempting to reach their margin customers 
whose accounts were deficient. As a consequence many accounts 
were closed out without even the knowledge of the customers; and 
naturally the more accounts were closed out, the more security 
prices fell. Similar to a rolling snowball going downhill, the de­
clining movement gathered momentum as it proceeded. The 
checking of this decline which took place in the spring of 1930 was 
of short duration, as were all upward movements which took place 
before the low point in the summer of 1932. 

The prices of certain common stocks were so high in 1928-1929 
that the corporations felt that they were out of !:each of the small 
investor. In order to remedy this situation many corporations 
split their stock. This was frequently referred to as "cutting a. 
melon." The proeedure was roughly as follows: A corporation's 
stock is selling at, say, $400 a. share, which places it beyond the 
reach of the small investor; therefore the corpora.tion ca.lls in ea.ch 
of its old shares and issues, say, four new shares for each old sha.re. 
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Since there are four new shares to represent what one old share 
represented, the market price theoretically drops to $100 a share. 
Together with the tremendous increase in security prices, there 
was a decided increase in the volume of eecurlties traded in on the 
New York Stock Exchange, as shown in the following chart: 
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The Absorption of Credit by the Security Markets. From the 
point of view of the financial observer, one of the most important 
considerations concerning the boom was whether or not the funds 
which were being used in the security markets were being drawn 
from what might be called more legitimate business uses. 

Brokers' loans, which have previously been discussed, are usu­
ally considered a measure of the amount of funds used by the 
security markets. The table on page 613 gives the average 
monthly volume of brokers' loans between 1926 and 1932. 

In addition to the increase in the absolute volume of brokers' 
loans, another important element was that most of the increase 
was the result of a rise in the volume of loans to brokers for the 
account of "others." These loans were made up primarily of SUI'­

plus funds posseseed by individuals and corporations that wished 
to invest them in the security markets on a call basis. In January, 
1926, only apprQXimately 19 per cent of all brokers' loans were for 
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MONTHLY VOLlllIB 01' BROXERS' LoANS BETWEBN 1926 AND 1932 
AS REPORTED BY '1'IIB NEW Y ORlt &roC)[ EXCHANGE 

(IN MILLIONS 01' DoLLARS) 

Mofta 1028 1027 1028 1929 1030 1931 1032 
------------

January . 3513 3139 4420 6737 3985 1720 512 
February 3536 3256 4323 6679 4168 1840 525 
March 3000 3290 4840 6804 4656 1909 533 
April . 2836 3341 4908 6775 5063 1651 379 
May. 2767 3456 5274 6666 4748 1435 300 
June. 2926 3569 4898 7071 3728 1391 244 
July 2998 3642 4837 7474 3689 1344 243 
August 3142 3674 5051 7882 3599 1354 332 
September 3219 3915 5514 8549 3481 1044 380 
October . 3111 3946 5880 6109 2556 796 325 
November . 3129 4092 6392 4017 2162 730 338 
December . 3293 4433 6440 3990 ~ 587 347 
Average for the year 3123 3646 5215 6563 3644 1317 "37l 

the account of "others," while in September, 1929, about 56 per 
cent of all brokers' loans were in this group. A summary of this 
increase is given in the following table (in percentages) : 

140 ...... 1926 1027 1028 1920 ----
Janl1&ry . 18.7 26.6 26.0 45.0 
February 19.4 27.5 29.5 47.8 
March 20.5 29.2 33.1 50.6 
April 21.4 28.1 30.6 52.8 
May 22.0 27.4 34.2 53.9 
June 23.8 27.5 39.8 54.6 
July 24.7 28.3 41.2 51.2 
August 25.7 28.5 44.1 54.2 
September . 24.5 28.0 43.5 55.6 
October . 26.9 28.3 43.5 55.4 
November . 28.6 28.7 44.0 
December . 28.3 26.5 '44.0 

In spite of this tremendous increase in brokers' loans, many 
writers have felt that the stock market does not absorb credit. 
This position is clearly taken by Professor Cassel, the eminent 
Swedish economist. His conclusions are as .stated on page 614: 
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We shall repeatedly come acroes statements to the effect that the 
loans to the New"York Stock Exchange have withdrawn money from 
productive uses. We find bitter complaints that industry and agriculture 
have thus been deprived of working capital. It has also been contended 
that the large demands of the Stock Exchange have forced up the rates 
of interest on capital for productive purpo.... And hopes have been 
expressed that it will eventually be possible, by restricting eredits to the 
Stock Exchange, to cause speculation to collapse and thus rele .... capital 
for productive uses. 

This whole view is in reality devoid of any foundation. If the New 
York member banks increased their loans to the Stock Exchange, in 
round figures, from three milliard dollars [$3,000,000,000] in July 1927 
to four and a half milliard dollars in June 1928, this by no means signifies 
that the enormous sum of one and a half milliard dollars has been with­
dTawn from industry and commerce. Viewed in the rough, what has 
happened is merely this, that speculators have borrowed one and a half 
milliard dollars in order to buy securities on the New York Stock Ex­
change, but that exactly the same sum has gone to the sellers of those 
securities, and has thus been placed at the disposal of the real capital 
market.' 

At the other extreme ia the view of Dr. B. M. Anderson, who 
replies to Professor Cassel's sta~d as follows: 

This argument is shot through with fallacies. An increase in com­
mercial bank loans, of whatever kind, whether. stock market loans, 
commercial loans, real estate mortgage loans, or loans of any other kind, 
tends to reduce the ability of the banks to make other loans, and tends to 
raise rates of interest to other borrowers. The point is that when a bank 
makes a loan, it must either payout cash from its reserves, reducing its 
ratio of reserves to deposits, or else increase its deposits, which again 
reduces the ratio of reserves to deposits, though at a less rapid rate. 
With declining reserve ratios, interest rates rise. Stock market loans 
have precisely the same effect here that any other loans have. Interest 
rates in the United States today would undoubtedly be a great deal 
lower for all purposes than they now are if four or five billion dollars of 
deposits were cancelled in the process of liquidating four or five billion 
dollars of bank loans against securities.' 

'SkandinavilJka Krtditakl.ieboIa{Itt QuD"",Zy &port, October, 11128, p. 68 • 
• Th4 CiwIJ. Eoonomil; Bulletin (May 8, 1929), VoL IX, No.3, p. 16. 
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Professor Reed has been one of the leading American exponents 
of the theory that the security markets do not aDsorb funds.' He 
supports his position primarily by citing the fact that an in­
crease in brokers' IO&nB is primarily due to an increase' in the 
"velocity" of circulation of fimds in the financia.l centers. The 
following cha.rt illustrates the pa.ra.llel movement: 

1'. . I 
I ¥~ j~ 

I---New York City ~ ~ V II Vi'{ 
velocity relatives 1.)(0..1 'I 

\..1\. 1 ' , 
"- -......../.~~r,J 'I 

IT, - l .I / -\/ /'f .... "V Shares traded on New York , I 
Stock Exc~nge-". 

1926 1927 1928 1929 

260 

240 II 

220~ 
200~ 

180·i 
180 1! 
140B 

l2O~ 
l00=" 

~ 
80Z 

80 

Tmo VBLOCITY or BAm: DEPOsrrs IN NEW Yo"" C1Tr CoMPARED WlTB 
TBB N'DIIBBB O. SIIAllIl8 TRADED ON TBB NEW YORK: SToCI: EXCBANOII, 

1926-1929 

The a.rgunrent advanced is that a more active security market 
merely ca.uses an existing volume of funds to be uSed more fre­
quently. For example, a four-million-share day on the New York 
Stock Exchange might mean that some shares had been bought 
and sold many times within the day rather than that four million 
sepa.ra.te sha.re transa.ctions took place. But the question might be 
a.sked whether or not, even though the stocks used in the market 
were used more frequently, some funds might not still be taken 
from business and industry t.o provide for the "necessary working 
ea.pita.!." If funds were absorbed in the New York security market 
from the outside, would it not be true that the deposits in New 

'FtMral lla..... Pol~, 19'1-1980. MoGraw-Hill Book CompaDY. 
Among oth .... who hold the same view are Prof .... r Jam .. Harvey Rogere, 
of Yale, and Dr. W. J. Eiteman, of Albion College. 
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York City banks would be increased? Light on this question is 
supplied by the figures of the following table: 

PERCENTAGES THAT TOTAL TIME AND DEMAND DEPOSITS OF NEW YORI[ 

CITY BANXS WERE OF THE TOTAL DEPOSITS OF ALL REpORTING MEMBER 

BANKS' 

MOIITB 1927 1928 1920 

January . 31.9 32.7 32.9 
February 31.2 32.3 33.3 
March 31.5 32.2 33.5 
April . 31.5 37.6 33.6 
May 31.2 32.7 33.7 
June 32.6 32.3 34.2 
July 32.1 32.0 33.6 
August 31.9 31.5 33.9 
September . 31.7 31.5 34.2 
October . 31.6 31.1 34.7 
November . 32.2 32.0 
December. 32.5 32.1 

Thus it will be seen that the percentages which the time and de­
mand deposits of the New York City banks were of the total 
deposits of all reporting member banks remained at approximately 
the same level throughout the period. 

Regulation of Security Issues and Security Markets. There 
was almost no security regulation of any kind in this country 
before 1911. Our general philosophy was that the purchaser 
ought to exercise whatever discrimination was necessary in order 
to protect his own best interests. This, in general, was in keep­
ing with our attitude of rugged individualism and with the theory 
that a man's money was his own to be used in any way he saw fit, 
so long as his actions did not harm others. In 1911 the state of 
Kansas passed the first "blue-sky" law. The only regulation 
prior to that time, if it may be called a' regulation at all, was that 
the mails could not be used to defraud. Blue-sky laws were passed 
by many of the other states in turn, until at the present time all 
parts of the country except Delaware and the District of Columbia 

J Monthly averages of weekly figures were lUIed to obtain tbe percentage& 



THE SECURITY MARKETS 617 

have such regulations. The primary purpose of blue-sky laws is 
to protect the investor against unscrupulous promoters who might 
organize a corporation with an enormous amount of issued capital 
stock, but with very little or no assets, sell the securities, and then 
depart. The name arose from its being said that these fly-by-night 
promoters capitalized their corporations out of the blue sky, which 
caused them to be called "blue-sky merchants." 

The two principal pPOvisions of such laws are the following: 
they require investment houses and security dealers to apply to a 
state securities commission for a license, and they also require 
them to notify the commission of any issues which they expect 
to sell, with detailed information regarding them. 

There are a number of reasons why the blue-sky laws have 
proved ineffective in preventing the issuance of fraudulent securi­
ties; among them are the difficulty of clearly defining what con­
stitutes a fraud, the fact that state laws apply only within their 
own boundaries, and the fact that there was no national jurisdic>­
tion over corporate formation. As a consequence a Federal blue­
sky law has been suggested, and since the advent of the New 
Deal two very definite laws dealing with the marketing of secu­
rities have been passed. 

The Securitie8 Act of 1999. The first of these laws was passed 
on May 'J:l, 1933, to become effective on July I, 1933. The chief 
precedent for the passing of such a law was the English Companies 
Act. We went farther, however, than the English law in placing 
liability upon persons connected with the issuance of securities. 
Our former philosophy of "Let the buyer beware" seemed to be 
changed by this law to "Let the seller beware." The principal 
provisions of the Securities Act are the following 1 : 

1. It is unlawful to offer for sale any security (securities in existence 
before July I, 1933, of course, are not affected) not registered with the 
Federal Trade Commission. The registration statement must contain 
the names of all persons concerned with the issue and the amount of 
their interest in the issuing company; the capitalization of the issuing 
company; the proposed price and expenses of this and previous issues ; 

• The full text of the Federal Securitiee Act of May, 1933, can be found in 
the Com.......,;"j and Financial Chronick of June 3, 1933. 
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and financial statements of the issuing company. In all, there are 
thirty-two different statements which must be filed with the Federal 
Trade Commission by any group issuing securities which fall under the 
provisions of this act. 

2. If there is any inaccuracy or omission in the registration statement, 
the commission may notify the applicant and allow an opporiunity for 
a hearing. If no action is taken within ten days, the commission may 
suspend the effectiveness of the application. (All statements must be 
filed with the commission twenty days before the issue may be offered 
for sale.) 

3. If the statement is later found to be inaccurate or incomplete, the 
purchaser may sue the corporation, its officers, or its directors. If the 
inaccuracy can be traced to the accountanta or engineers of the cor­
poration, they are likewise liable. Any individual, however, may be 
cleared of liability if he can prove "good intent" and "belief" in the 
accuracy of the statement. The corporation, however, as a separate 
entity, is still liable. The purchaser has no recourse if he was aware of 
the inaccuracy at the time of the purchase. 

4. Any person willfully violating the act is criminally liable to a fine 
of not more than $5000 or to imprisonment for five years or both. 

S. Among the securities which do not fall under the regulation of this 
act are railroad securities (these are regulated by the Interstate Com­
merce Commission), and government, state, and municipal securities. 

President Roosevelt expressed his satisfaction over the enact­
ment of this bill and said: 

It gives me much satisfaction to sign the Rayburn-Fletcher Securities 
Bill, and I know I express national feeling in congratulating Congress on 
its passage. For this measure at last translates some elementary stand­
ards of right and wrong into law. Eventa have made it abundantly clear 
that the merchandising of securities is really traffic in the economic and 
social welfare of our people. 

Such traffic demands the utmost good faith and fair dealing on the 
part of those engaged in it. If the country is to flourish, capital must be 
invested in enterprise. But those who seek to draw upon other people's 
money must be wholly candid regarding the facts on which the investor's 
judgment is asked: 

To that end this bill requires the publicity necessary for sound invest­
ment. It is, of course, no insurance against errors of judgment. That is 
the function of no government. It does give assurance, however, that, 
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within the limit of its powers, the Federal Government will insist upon 
knowledge of the facts on which alone judgment can be based. 

The new law will also safeguard against the abuses of high pressure 
salesmanship in security flotations. It will require full disclosure of all 
the private interests on the part. of those who seek to sell securities to 
the public. 

The act is thus intended to correct some of the evils which have been 
so glaringly revealed in the private exploitation of the public's money. 
This law and its effective administration are steps in a program to restore 
some old-fashioned standards of rectitude. Withont such an ethieal 
foundation, economic well-being cannot be achieved. 

Almost immediately after the passage of this bill a great deal of 
criticism arose against its provisions. The investment bankers, 
who in general are charged with the floating of the new corporate­
security issues, stated that they were not willing to assume the 
risk which was necessary if they were to sell new issues. Whether 
or not this feature is responsible for the extremely low volume 
of securities floated during the year 1933 is not entirely clear, but 
the fact remains that new capital flotations almost dried up. 

AVERAGE MONTHLY VOLUME OF NEW CORPORATE SECURITIES ISSUEn 

FRO .. 1925 TO 1933 (IN MILLIONS OF DOLLARS) 

1925 '. 
1926 • 
1927 • 

... 395 1 1928 . . . . . 651 11931 . . . 

. . . 442 1929..... 835 1932... 
r • . 610 1930 . . . . . 456 1933... 

. 216 
54 

• 14 

Proponents of the bill felt that the investment bankers were 
merely trying to discredit the Securities Act by attributing to it 
the dearth of new security flotations, whereas the real cause of the 
dearth was that during the depression period there were few cor­
porations which wished to undertake expansion programs, and 
even if there had been many, there would have been few purchasers. 
The opponents of the bill were able, however, to secure an amend­
ment to the Securities Act, which was included in the Securities 
Exchange Act of June, 1934. This amendment dealt chiefly with 
the reduction of liability under the Securities Act, and it made the 
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act more like the English Companies Act. An investment banker, 
under the conditions of the amendment, is no longer liable for a 
larger portion of the total issue than that which he alone seIls; 
and directors and officers are not responsible for mistakes which 
can be directly traced to an accountant or an engineer. The 
Securities and Exchange Commission which was set up to admin­
ister the Securities Exchange Act will administer the Securities 
Act instead of the Federal Trade Commission. 

The second phase of the securities regulation under the New 
Deal begins with the passage of the Securities Exchange Act in 
June, 1934. It is important to keep in mind that, although the 
titles of these two acts are similar, they apply, except for the 
amendment previously mentioned, to wholly different phases of 
security regulation. 

The Securitie8 Exchange Act. The Securities Exchange Act 
was not passed until extensive hearings had been held. Investi­
gations of J. P. Morgan and Company during the summer of 1933 
were widely publicized, but this was only one phase of the investi­
gating committee's work. As was previously mentioned, several 
amendments to the Securities Act were included in the Securities 
Exchange Act, and in addition the administration of the Securities 
Act was transferred to the commission which was set up to admin­
ister the Securities Exchange Act. This commission, cbarged with 
the enforcement of the Exchange Act, is known as the Securities 
and Exchange Commission. It consists of five members appointed 
by the President, with the advice and consent of the Senate. They 
must not be actively engaged in business and must not trade on the 
exchanges so long as they serve on the commission. The prin­
cipal provisions of the Securities Exchange Act are the following 1 : 

1. National, stste, and local government issues do not fall under the 
provisions of the act. . 

2. No security exchange may use the mails unless it heeomes a national 
security exchange. In order to become a national exchange it must abide 
by the provisions of the law, and give full information concerning its 
organization and operation. (This seems to be an indirect method of 

1 The complete text of the Securities Exchange Act can be found in the 
Commercial and Financial Chroni<k of June 9, 1934. 
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inducing security exchanges to register as national security exchanges, 
but it was probably the most effective constitutional me&llS possessed 
by Congress to accomplish this end.) 

3. All ID&rgin requirements are to be determined by the Federal Re­
serve Board. Congress suggested. minimum margin requirements which 
were only slightly above those generally in force prior to the passage of 
the act. 

4. All manipulation and pooling activities are prohibited. The com­
mission may set up rnIes governing short selling, stop-losses, 1I00r trading, 
and the operations of U speciaIists." 

5. All securities listed on the exchanges must be registered with the 
commission. In order to register with the commission, the corporation 
most agree to furnish it with complete information, such as information 
about the remuneration of all officers, directors, and underwriters, and 
about the amount of bonus payments and other profit-sharing agree­
ments; it most also furnish periodical profit..&nd-lo88 ststements and 
balan......meet information. In general the commission exercises the 
same control over all listed issues as the Interstate Commerce Commis­
sian exercises over railroad issues. 

6. To enforce the act effectively the commission has the power to 
suspend exchanges and likewise to suspend trading in particular issues 
listed on the exchanges. After hearings, its ,orders are to be enforced 
by the Federal courts. 

As can be clearly seen from the provisions given above, the 
primary purpose of the act is to furnish the investor with more 
complete information concerning the securities which are listed. 
It is true that the mere ability of the corporation to obtain list­
ing on the exchanges is not certification that the security is free 
from risk. Investors, however, may secure whatever information 
the commission possesses by asking for it and paying a nominal fee. 

The question still remains, and perhaps always will remain, as 
to the relative merits of the security-exchange business. Many 
have referred to the security business as being merely an outlet 
for the gambling instincts of the market operators. In behalf of 
the exchanges it must be pointed out that they serve a most useful 
purpose in our scheme of business organization. The present 
capitalistic system depends very largely upon the ability to obtain 
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funds in the open market. The exchanges aid materially in pro­
viding this market for long-term securities. All holders of cor­
porate securities are benefited by the ability to convert their 
securities into cash on very short notice. The holder of the com­
mon stock of the American Telephone and Telegraph Company 
who resides in, say, Seattle may convert his securities into caah 
almost immediately after placing them in the hands of a broker 
of that city. Corporations in issuing new securities may sell them 
directly to the public through the exchanges. Speculators who 
deal in securities in order to benefit from short turns do help to 
provide a more active market. In other words, if the last sale of 
American Telephone and Telegraph stock went through at 110, a 
holder of these securities has every reason to believe that he may 
purchase or sell a small number of shares at a price only fraction­
ally different. This, of course, is not always true. It was not true, 
for example, in the violently declining market of the fall of 1929. 
But there is usually sufficient volume of trading to prevent wide 
fluctuations of price in the important issues from one sale to an­
other. Short selling, of course, has contributed to this stability. 
It still may be debated, however, whether or not the price paid 
for such stability is too great. 

Most observers agree that the wide participation of the public 
in the "New Era" market was not warranted. Many of the criti­
cisms against the exchanges would apply equally well to horse 
racing and roulette wheels. It is clear that the security exchanges 
can and do serve a useful purpose. They, of course, may in addi­
tion serve as an outlet to activities which are sometimes referred 
to as parasitic in nature. 

The passage of the Securities Exchange Act in 1934 might lead 
one to believe that the New York Stock Exchange, particularly, 
was guilty of irregular practices. Such a view would be far from 
the truth. The New York Stock Exchange has done more perhaps 
than any other organization in the United States to keep security 
trading on a high plane. The supervision exercised by the New 
York Stock Exchange over all its listed companies was more thor­
ough than that of any other agency before the passage of the act. 
Th~ were certain very definite standards which had to be main-
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tained by all corporations that wished to have their securities 
Jisted on the exchange. These standards were 80 bigh that many 
companies could not qualify for listing and others refused to list 
their eecurities rather than undergo the scrutiny of the exchange. 
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CHAPTER XXVIII 

NONCOMMERCIAL BANKING 

The principal discussion of banking in this book relates to 
commercial banking, to those institutions which take care of the 
sbort-term-capital needs of business. In addition to commercial 
banks, however, there are many other types of institutions which 
are financial in character and which are usually included in any 
complete discussion of the banking field. There is, of course, no 
clear-cut dividing line between the nature of the business done by 
banks and that done by non banking institutions. For example, it 
may be stretching the meaning of the term "banking" somewhat 
to include in this chapter a discussion of investment trusts; yet 
investment trusts and commercial banking are closely related. 

One difficulty in discussing noncommercial banking institutions 
as separate units is that many of their functions have been taken 
over by the commercial banks. Most commercial banks, for ex­
ample, have savings or special interest deposits, and in this way 
they are doing the business of a savings bank. Before the Bank 
Act of 1933 most of the larger commercial banks had invest­
ment affiliates, and in this way they were doing an investment 
banking business. Many state banks are called trust companies, 
and, though there are some duties which only these banking in­
stitutions are allowed to perform, in most cases the so-called 
trust company's principal business is the same as that of a 
national or state bank - granting short-term loans and hence 
creating deposits. In one of our Western states there are a 
number of banks which are known by name as savings banks, 
although they are in every sense of the word commercial banks. 
In the eastern part of the United States, however, the savings­
bank business is carried on primarily by institutions bearing 
that name and doing exclusively a savings-bank business. 

624 
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The following are the principal types of noncommercial in­
stitutions which will be discussed in this chapter: 

Savings bank. 
Trust companies 
Investment bank. 
Agricultural credit agencies 
Private bank. 
Building 8Ild loan 8Bsociationa 

Investment trusts 
Commercial·paper and accept8llce 

hoUBell 
Industrial banks 
Labor bank. 
Credit uniona 

In addition there are the stock exchanges, which are discussed in 
n sepa.rate chapter, and it is conceivable that one might wish to 
include insurance companies, Edge Act corporations, and finance 
companies. The line, however, must be drawn somewhere in order 
to prevent the discussion from becoming too long; therefore only 
the list of noncommercial banking institutions given above will 
be discussed in this cnapter. 

Savings Banks. Savings banks accept deposits of small 
amounts, and, by collecting a large number of these small sums 
together and investing them in high-grade securities, they are able 
to pay interest to their depositors. Unlike commercial banks they 
do not gi-ant loans except on mortgages and long-term securities, 
and they do not attempt to create more deposits than the actual 
cash sums which have been deposited with them. The savings 
bank, therefore, acts as an intermediary for the thrifty person of 
small means. In New York State, for example, an individual sav­
ings deposit must not exceed $7500, having been raised from $5000 
in 1926 and $3000 in 1920. Most states have similar regulations. 

After collecting these small sums together, the savings banks 
cannot invest them as they see fit, for they must keep within the 
boundaries of the investments prescribed by law. The securities 
outlined by the laws regulating the investments of savings banks 
have come to be known as "legals." The laws of the states of New 
York and Massachusetts have served as models for most of the 
other state laws. "Legals" in New York State comprise the fol­
lowing groups of securities, and only these securities may be in­
cluded in the investment portfolios of savings banks 1 : 

• W. H. Steiner. Money and Banki"ll. pp. 438-440. Henry Holt and 
Company. 
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1. Bonds of the United States. 
2. Municipal bonds. 

a. Bonds of New York State and of other states which have not 
defaulted within ten years on deht incurred after 1878. 

h. Bonds of political subdivisions in N ew York State. 
c. Bonds of counties and incorporated municipalities in .tates ad­

joining New York having 10,000 population and not having 
defaulted within 25 years. 

d. Bonds of counties and cities, located in states who •• bonds are 
legal, having 30,000 population and incorporated for 25 years, 
and not having defaulted within 25 years. H place has less 
than 45,000 population, it must have power to levy unlimited 
taxes on real property. A debt limit of 12 per cent of valuation 
of real property is set for cities in (c) and (d), and five per cent 
for counties, unless assessed valuation is $200,000,000, popula­
tion is 150,000, and it has power to levy unlimited taxes on 
real property. Bonds of school districts included in (c) and (d). 

3. Railroad bonds. 
a. Certain classes only - direct mortgage, first mortgage on termi­

nal or depot, equipment trust obligation, or collateral trust 
obligation secured by equal face amount of legal rail ob­
ligations. 

h. Meeting certain tests: 
1. Operating 500 miles of road or having $10,000,000 operating 

revenues in five out of six last years. 
2. Income H times fixed charges in five out of last six years 

and in last year, and either dividends paid equa1 to one­
fourth fixed charges in five out of last six years, or, if 
not paid, income Ii times fixed charges in nine out of last 
ten years and in last year. 

3. No default in six years on'mortgage debt. 
c. Other assumed or guaranteed bonds, secured or unsecured, if 

income in five out of six last years and in last year equal to 
two times fixed charges, net income after charges $10,000,000, 
and dividend and principal and interest payments made as 
required above. 

4. Public utility bonds. 
II. Classes of companies - electric, gas and telephone - 75 per cent 

of gross operating revenues from eleetricity or gas, if Dot a 
telephon. company. 



NONCOMMERCIAL BANKING 627 

b. Meeting certain tests: 
1. Franchise indeterminate or expiring five years after bonds 

mature. 
2. Eight years old and no default in last eight years. 
3. First or refunding mortgage. 
4. Net earnings for last five years two times interest, and 

earned four per cent on a sum equal to two-thirds funded 
debt. 

5. Gross operating revenues averaged $1,000,000 for last five 
years and minimum size of issue $1,000,000 ($5,000,000 
in each case for telephone companies). 

6. Capital stock two-thirds of mortgage deht. 
7. Principal of bonds and all underlying bonds not in excess of 

60 per cent of value of physical property on books. 
5. Land hank bonds. 

II. Bonds of the Savings and Loan Bank of the State of New York 
(prior to 1932, termed Land Bank of the State of New York). 

b. Federal farm loan bonds issued by the Federal land bank of the 
first district. 

6. "Bonds and mortgages" on real estate in New York State. 
II. First mortgages not exceeding 60 per cent of appraised value of 

improved and 40 per cent of unimproved and unproductive 
property. 

h. May buy mortgage loans guaranteed by a title company; coun­
try banks thus lend in New York and other large cities because 
of the scarcity of local loans. 

7. Promissory notes payable to the savings bank. 
a. For 90 per cent of marketable collateral of the kinds the hank 

itself may purcbase. 
b. On demand to a New York savings and loan association that has 

been incorporated three years and has $50,000 capital. 
c. For 90 days and for 75 per cent of the value of a pledged first 

mortgage on New York real estate eligible for purchase by the 
bank itself. 

d. For 90 days and 100 per cent of the amount due, on the pass 
book of any New York savings bank. 

8. Bankers acceptances and bills of exchange. 
a. Eligible for purchase by a Federal Reserve bank. 
b. Accepted by a national bank located in New York or by a New 

York state banking institution. 
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Savings banks are of two general types, mutual and stock. The 
principal characteristic of a mutual savings bank is that it bas no 
owners other than its depositors, and in that sense it is a non­
profit-making institution. If there are earnings above the interest 
rate paid to depositors, these earnings will be returned to the de­
positors in the form of a higher interest rate, or else paid into a 
surplus fund in order to take care of "lean" years or extraordi­
nary losses. The management of a mutual savings bank is self­
perpetuating. The original trustees who organized the bank pro­
vided for a continuing trusteeship by authorizing existing trustees 
to elect new trustees to fill whatever vacancies occur during the 
life of the bank. 

A stock savings bank is operated on the same basis as any 
other corporation i that is, it has stock, and the stockholders con­
trol the bank in addition to sharing its earnings. In 1915 there 
were 1529 stock savings banks, mostly in Iowa, with deposits of 
$857,000,000, as against only 630 mutual savings banks, with 
deposits amounting to almost $4,000,000,000. Since that time, 
however, the number of stock savings banks has steadily declined, 
while the number of mutual savings banks has remained about the 
same. At the close of 1933 there were approximately 200 stock 
savings banks; with deposits amounting to $800,000,000, and 
there were 581 mutual savings banks, with deposits of almost 
$10,000,000,000. The importance of mutual savings banks may be 
seen when it is pointed out that their deposits amount to a little more 
than a fifth of the total deposits of all banks in the United States. 

There have been very few failures of mutual savings banks in 
the United States. During the last ten years, when so many com­
mercial banks have failed, the record of the mutual savings banks 
has been especially noteworthy. The maiority of the mutual sav­
ings banks are located in New England and in New York State. 

As at the close of 1933 the prineipal assets of the savings 
banks of New York State were divided as shown on page 629. 
Mortgages are the principal assets of savings banks, making up 
approximately 59 per cent of the total investment of the New 
York savings banks, as of the close of 1933. Bonds of various sorts 
made up an additional 32 per cent of the total investments. 
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PERCENTAGE DISTRIBUTION OF THE PmNClPAL ASSETS 01' NEW You 
SAVINGS BANKS (AS OF DECEMBER, 1933) 

Cash and due from bank •. 
Mortgages ..•••.• 
Bond investments 

United States securities • 
State and municipal . . 
R&iIroads ••••••• 
Publicutilities ... . 
Other bondo ... . . . . 

Banking houoeo ond real estate 
Other assets .•.•. . . . 

3.9 
58.6 

6.6 
9.6 

12.7 
2.4 
.8 

3.7 
1.7 

100.0 

Savings banks may require their depositors to give advance 
notice before withdrawing their deposits. In New York State, for 
example, the savings banks may require thirty days' notice, I?ut 
they have never resorted to the use of this privilege, because if one 
bank were to use it while the others did not, all depositors of this 
hank would inImedistely serve notice that they wished to with­
draw their deposits, and the bank would consequently suffer a 
heavy run at the end of the thirty days. For all practical purposes 
deposits in savings banks may be withdrawn on demand j but if 
withdrawals are made on other than interest-paying dates (most 
savings banks pay interest quarterly), the depositors will lose the 
amount of the interest from the last interest-paying date. 

P08tal Savings Sy8l.em. Very closely connected with the busi­
ness done by the savings banks in the United States is the business 
done by the postal savings system. Since 1910 the government, 
through the agency of its post offices, has been willing to accept 
small sums from individuals for safekeeping. The postal savings 
system is administered by a board of trustees, consisting of the 
Postmaster General, the Attorney General, and the Secretary of 
the Treasury. 

Postal savings certificates are issued in fixed denOIninations 
from $1 to $500. Deposits may not exooed $2500, and the de­
positor receives 2 per cent interest on his funds. Deposits may. 
be withdrawn upon demand. Of the total deposits of the postal 
savings system 5 per cent are kept in the Treasury of the United 
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States as a cash reserve, and the balance may be invested by the 
board of trustees in United States bonds, or deposited in banks 
qualifying as depositories for United States funds. In order to 
qualify, such depository banks must pledge specific types of 
United States bonds with the Treasury as security. Postal savings 
deposits, therefore, are as safe as United States bonds. 

Between July, 1930, and July, 1933, the volume of postal 
savings in the United States increased from $181,000,000 to 
$1,179,000,000, an increase of approximately 550 per cent. This 
tremendous increase was no doubt due to the unrest created by 
the large volume of commercial-bank failures during the period. 
There are cases during this period of deposits being withdrawn 
from commercial banks and deposited with the postal savings sys­
tem, which, in tum, redeposited them in commercial banks, there­
by preventing any embarrassment to the commercial banks. The 
depositor, however, secured government guaranty of his funds. 

Trust Companies. Trust companies originated in the United 
States as highly specialized institutions performing a variety of 
fiduciary functions distinct in nature from the operations of the 
commercial banks. Most so-called trust companies in the United 
States, however, have engaged so extensively in commercial bank­
ing operations that in most respects they are now commercial 
banks, performing trust duties as a minor function. On June 30, 
1933, there were 1029 trust companies in the United States, with 
resources of approximately $12,000,000,000. Some of the largest 
banks in the country are trust companies, such as the Guaranty 
Trust Company of New York. 

The fiduciary functions performed by trust companies may 
be summarized as follows I : 

I. Trusts. 
A. For individuals. 

1. Executorships and administratorships. 
2. Testamentary trusts (appointed by will). 
3. Court trusts (appointed by court). 
4. Voluntary or living. 

I W. H. Steiner, MOI1<1I and Banking, pp. 487-489. (A number of Steiner'1 
subheadings have been omitted.) 
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B. For corporations. 
1. Trustee for bondholders under deeds of trust and corporate 

mortgages. 
2. Trustee for voting trusts. 
3. Trustee under reorganisation plans, receiverships, etc. 

C. For individuals or corporations. • 
1. Receiver. 
2. Assignee. 
3. Trustee by deed of trust for any lawful purpose, sucb as 

under real estate deed. 
IT. Agencies. 

A. For individuals or corporations. 
1. Depositary or bailee. 
2. Attorney in fact. 
3. Fiscal agenci ... 

B. For corporations. 
1. Transfer agent and registrar of stocla! and bonds. 
2. Depositary or bailee. 
3. Fiscal agenci .... 

. Investment Banks. If the primary function of a commercial 
bank is to furnish abort-time capital to business, then it may be 
said that the function of investment banks is to furnish business 
with its long-term-capitsl needs. A retail shoe store, for example, 
may wish to increase its stock of aboes for a seasonal demand last­
ing probably not more than from thirty to sixty days; the usual 
procedure is for the aboe store to call upon a commercial bank to 
finance this operation. If, however, a steel corporation wishes to 
install a new unit involving the purchase of some very expensive 
equipment, it will no doubt issue stocks or bonds in order to 
finance this expansion. It is in this latter fioancing that invest­
ment banks are interested 

Although an investment bank usually buys the securities di­
rectly from the corporation, it is probably accurate to say that the 
bank merely acts as an intermediary, because it, in turn, sells the 
securities to the pUblic. Investment banks usually do not operate 
on a commission basis, because a corporation must have its money 
in order to carry on its proposed expansion. The public would not 
care to purchase the securities unless it was sure the project was 
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going through; so someone must advance the money to the corpo­
ration before the securities are finally distributed among investors. 

Some people have objected to calling these financial institu­
tions banks, because their deposit business was usually very small; 
indeed, since the passage of the Bank Act of 1933, investment 
houses must not accept deposits at all. For this reason it is com­
mon to refer to these institutions as investment "houses." 

The investment house depends for its profit on the spread be­
tween the price at which it purchases securities and the price at 
which it sells them. There are cases, of course, when investment 
houses are not able to resell some of the securities which they have 
purchased, and, with their money thus tied up in unsalable issues, 
they are limited in the number of new issues which they can buy. 

Common terminology refers to the sale of corporate securities 
by an investment house as "Boating" the securities. The volume 
of securities Boated in this country between 1921 and 1934, as 
reported by the Commercial and Financial Chronicle, may be 
summarized in the following table, which subdivides the total into 
three general groups - new and refunding, stocks and bonds, and 
foreign a.nd domestic issues: 

CORPORATE SECURITIES ISSUED IN TBI!l UNITED STATES, 1921-1934 
(IN M,LLIONS OJ' DoLLAllS) 

YSAB Tor." Now Rt:FUKD- CoRPORAn BONDI! l'oRsrox DOllunc 
CAPITAL .. 0 &rocs AJfD NOTES -------- - ---------

1921 4,204 3,577 627 279 3,925 578 3,626 
1922 5,236 4,304 931 624 4,612 760 4,376 
1923 4,990 4,304 685 736 4,354 360 4,630 
1924 6,352 5,593 759 866 5,486 1,245 5,107 
1925 7,126 6,220 906 1,311 5,815 1,307 5,819 
:926 7,430 6,344 1,086 1,318 6,112 1,350 6,080 
1927 9,934 7,791 2,143 1,773 8,161 1,724 8,210 
1928 9,912 8,114 1,877 3,627 6,285 1,577 8,335 
1929 11,592 10,183 1,409 6.921 4,671 780 10,812 
1930 7,677 7,023 654 1,568 6,109 1,134 6,543 
1931 4,023 3,116 907 343 3,680 268 3,755 
1932 1,721 1,191 530 24 1,697 64 1,657 
1933 1,054 710 344 153 901 62 992 
1934 2,215 1,420 795 35 2,180 61 2,154 
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There are a number of reasons for the tremendous drop in the 
volume of corporate securities floated in thie country in 1932 and 
1933, among which are the following: little need for long-term 
funds by corporations during periods of rapidly f&lling business 
activity, hesitancy on the part'of the investing public to purchase 
securities of any kind, and the Securities Act, which became e1Ieo­
tive July 1, 1933. The drop in the volume of stock issues and 
foreign issues is especi&lly noteworthy. During 1934, which was 
the first full year of the operation of the Securities Act, the volume 
of corporate securities issued was greater than in 1932 and 1933. 
Most of the 1934 securities were bonds and notes. 

Investment houses may be divided into two general groups, 
wholesale and ret&il. Probably the best-known wholesale invest­
ment house in the United States is J. P. Morgan and Company, 
while Kuhn, Loeb and Company is one of the older wholesale houses 
which has specialized in railroad securities. So active have these 
investment houses been in the formation of new companies that 
one frequently hears certain railroads called "Kuhn, Loeb" rail­
roads, such as the Pennsylvania Railroad, or one hears of a 
"Morgan" utility, such as United Corporation. These wholesale 
houses sell very few securities directly to the public; rather they 
sell them in large blocks to smaller, retail investment houses. In 
the case of "home" enterprises, the smaller local investment house 
usually floats the entire issue. 

Another common term used in connection with security flota.­
tions is "underwriting syndicate." Without becoming too tech­
nical, we may say that in general an underwriting syndicate is a 
combination of investment houses which get together for the pur­
pose of floating an issue of corporate securities, the number of 
houses forming the combination varying normally from four to 
twelve. Usually one of the investment houses acts as the manager 
for the syndicate. Although syndicates are formed on many dif­
ferent bases, each participant generally agrees to be accountable 
for a certsin proportion of the issue. 

As was previously pointed out when discussing the Bank Act 
of 1933, investment houses can no longer accept deposits. As a 
consequence of this legislation some of the former investment 
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houses have now become private banks. J. P. Morgan and Com­
pany, for example, will continue to accept deposits, and will 
therefore have to give up its 8ecurity-f1oating business, while 
Kuhn, Loeb and Company decided to drop its deposit business 
and to continue in the security business. 

Agricultural Credit Agencies. The commercial banking system 
of this country is not designed to aid agriculture, because farmers 
need funds for longer periods than the commercial banks consider 
wise. Between 1863 and 1913 national banks were not allowed to 
grant loans on real estate. The Federal Reserve Act allowed 
national banks to grant loans on real estate under very limited con­
ditions, and these conditions were broadened in the McFadden­
Pepper Act of 1927. Savings banks, insurance companies, build­
ing and loan associations, and mortgage companies have been the 
principal agencies lending on real estate.: The growing season for 
many agricultural crops is from six to nine months. In the Federal 
Reserve Act a special concession was made to the farmer by allow­
ing nine months' agricultural paper to be eligible for rediscount. 
Eligible commercial paper could not have a maturity which ex­
ceeded ninety days. A member bank, therefore, could grant a loan 
to a farmer for nine months and in turn rediscount it with the 
Federal Reserve System, if it so desired. The Federal Reserve 
Act also aided the farmer by providing a market for the sale of 
acceptances arising out of the financing of readily marketable 
agricultural products. These acceptances were secured by ware­
house receipts, and their purpose was primarily to bring about 
more orderly marketing throughout the year, so that the entire 
crop would not have to be dumped on the market at the end of 
the harvest period. 

In addition to this aid from the Federal government, special 
agencies were provided for the purpose of granting loans to 
farmers, the first important one of which was the Federal Farm 
Loan System of 1916. Only a summary statement of the agencies 
created before 1933 will be given at this point because of the con­
solidation of all agricultural credit agencies in the spring of that 
year. Between 1916 and 1933 there were three agencies created 
primarily for the purpose of extending credit to agriculturists. 
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These agencies were (1) the Federal Land Banks, 1916; (2) the 
Joint-Stock Land Banks, 1916; (3) the Federal Intermediate 
Credit Banks, 1923. 

Fetkral Farm Loan Board. The governing board of these 
agencies was the Federal Farm Loan Board, which consisted of 
six members appointed by the President, with the advice and 
consent of the Senate. In addition the Secretary of the Treasury 
was an ex-officio member and served as the chairman of the board. 
Not more than three of the appointed members could be members 
of the same political party, and one was designated by the Presi­
dent as the Farm Loan Commissioner, who was the active execu­
tive officer of the board. 

Fetkral Farm Board. The Federal Farm Loan Board is not to 
be confused with the Federal Farm Board, which was created 
under the terms of the Agricultural Marketing Act of June 15, 
1929, upon the recommendation of President Hoover. The Federal 
Farm Board consisted of eight members appointed by the Presi­
dent, together with the Secretary of Agriculture, who was an 
ex-officio member. The government furnished the Federal Farm 
Board with an initial revolving fund of $500,000,000. The primary 
purpose of the Federal Farm Board was to take steps to stabilize 
the prices of agricultural product~ and to make a study of CO­

operative-marketing problems. In order to do this the board 
created several agencies, the most important of which were the 
Grain Stabilization Corporation, to handle its wheat-etabilizing 
operations, and the Cotton Stabilization Corporation, to handle 
its activities designed to stabilize the price of cotton. These cor­
porations bought uD'large supplies of wheat and cotton in an effort 
to bring about higher prices for these commodities. Their opera­
tions, which were carried on primarily in 1930 and 1931, were most 
~ccessful, and both corporations have now been abolished. 
The Federal government is now using other methods to increase 
the prices of agricultural products. 

Farm Credit Administration. President Roosevelt issued an 
executive order effective May 27, 1933, merging all the various 
farm-credit agencies into the Farm Credit Administration. His· 
larder was as shown on pages 636-638. 
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1. The functions of the Secretary of Agriculture 88 a member of the 
Federal Farm Board, and the offices of the appointed members of the 
Federal Farm Board, except the office of the member designated 88 

chairman thereof, are abolished. 
2. The name of the Federal Farm Board is changed to the Farm 

Credit Administration. 
3. The name of the office of Chairman of the Federal Farm Board is 

changed to Governor of the Farm Credit Administration, and he is 
vested with all the powers and duties of the Federal Farm Board. 

4. The functions of the Secretary of the Treasury as a member of the 
Federal Farm Loan Board, and the offices of the appointed members of 
the Federal Farm Loan Board, except the office of the member designated 
as Farm Loan Commissioner, are abolished, and all the powers and func­
tions of the Federal Farm Loan Board are transferred to and vested in 
the Farm Loan Commissioner, subject to the jurisdiction and control of 
the Farm Credit Administration as herein provided. 

5. There are transferred to the jurisdiction" and control of the Farm 
Credit Administration: 

a. The Federal Farm Loan Bureau and the functions thereof; to­
gether with the functions of the Federal Farm Loan Board, including 
the functions of the Farm Loan Commissioner; 

b. The functions of the Treasury Department and the Department of 
Agriculture, and the Secretaries thereof, under Executive authorizations 
to give aid to farmers, dl\ted July 26, 1918, and any extensions or 
amendments thereof; 

c. The functions of the Secretary of Agriculture under aU provisions 
of law relating to the making of advances or loans to farmers, fruit 
growers, producers, and owners of livestock and crops, and to individuals 
for the purpose of assisting in folming or increasing the capital stock 
of agricultural-credit corporations, livestock-loan compsnies, or like or­
ganizations, except Public Resolution No. 74, Seventieth Congress, 
approved Dec. 21, 1928, providing for the Puerto Rican Hurricane Relief 
Commission; 

d. The Crop Production Loan Office and the Seed Loan Office of the 
Department of Agriculture, and the functions thereof; 

e. The functions of the Reconstruction Finance Corporation and its 
board of directors relating to the appointment of officers and agents to 
manage regional agricultural credit corporations formed under sec­
tion 201 e of the Emergency Relief and Construction Act of 1932; relating 
to the establishment of rules and regulations for sUch management; and 
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relating to the approval of loans and advances made by such corporations 
and of the terms and eonditions thereof. 

6. The funetioils vested in the Federal Fann Board by section 9 of 
the Agricultural Marketing Act are abolished, except that such functions 
shall eontinue to be exercised to such extent and for such time as may be 
necessary to permit the orderly winding up of the activities of stabili­
zation corporations heretofore recognized under authority of such sectiOD, 
and the Governor of the Fann Credit Administration shall take appro­
priate action for winding up at the earliest praeticable date the activities 
of such corporations and all affairsrelated to the exercise of such funetions. 

7. The records, property (including office equipment), and personnel 
used and employed in the execution of the funetions hereinbefore trans­
ferred are transferred to the jurisdiction and control of the Farm Credit 
Administration. 

S. The sum of $2,000,000 of the unexpended balances of appropri­
ations made to the Federal Fann Board by Public Resolutions No. 43 and 
No. 51 of the Seventy .... cond Congress shall be impounded and returned 
to the Treasury, which sum shall be in addition to the other savings to 
be effected by the Farm Credit Administration as a result of this order. 

9. 'The unexpended balances of appropriations to the Secretary of 
Agriculture, the Federal Farm Loan Bureau, and the Federal Farm 
Board for salaries, expenses, and all other administrative expenditures in 
the execution of the functions herein vested in the Farm Credit Adminis­
tration shall be transferred to and vested in the Farm Credit Administra­
tion as a eingle fund for its use for salaries, expenses, and all other 
administrative expenditures for the execution of any or all of such 
functions without restrietion as to the particular functions for the 
execution of which the same were originally appropriated. 

All other appropriations, allotments, and other funda available for 
use in connection witbl the funetion. and executive agencies hereby trans­
ferred and consolidated are hereby transferred to and vested in the F'II'D1 
Credit Administration, and shall be available for use by it, for the same 
purposee as if the Farm Credit Administration were named in the law 
or authority providing such appropriations, allotments, or other fundo. 

10. All power, authority, and duties conferred by law upon any officer, 
executive agency, or head thereof, from which or from whom transfer is 
hereinbefore made, in relation to the executive agency or function trans­
ferred, are transferred to and vested in the Governor of the Farm Credit 
Administration. 

11. The Governor of the Farm Credit Administration is directed to 



638 MONEY AND BANKING 

FARM CREDIT ADMINISTRATION 
Washinr°!fu:e 

I Governor I 
13 deputy governors 1 

1 general counsel 

Land Bank Production Credit Intermediate Cooperative 
Commissioner Commissioner Credit Credit 

Supervises- supervises- Commissioner Commissioner 
12 t.nd Banks 12 Production Credit 50....- 50....-
4662 National Farm Corporations 12Fod<nI leen .... BonIcfor 
Loan Associations Production Credit Intermediate Co-operativel 
46 Joinl-SloCk Associations Credit BaDks 12 Reaion.ll Banks 
t.nd&oks for(;o.operativel 
Commissioner's loans 

NATIONAL ORGANIZATION 

dismiss, furlough, transfer, or make other appropriate disposition of such 
of the officers and employees under his jurisdiction and control 88 are 
not required for the proper execution of the functions of the Farm 
Credit Administration. 

12. The Governor of the Farm Credit Administration is authorized to 
execute any and aU functions and perform any and aU duties vested in 
him through such persons as he shaU by order designate or employ. 

13. The Governor of the Farm Credit Administration, by order or 
rules and regulations, may consolidate, regroup, and transfer offices, 
bureaus, activities, and functions in the Farm Credit Administration, 
so far 88 may be required to carry out the purposes to which this order is 
directed, and may fix or change the names of such offices, bureaus, and 
activities and the duties, powers, and titles of their executive heads. 

This order shaU take effect upon the sixty-first calendar day after 
its transmission to Congress unless otherwise determined in accordance 
with the provisions of section 407 of the act cited above, 88 amended. 

The White House, March 'lfT, 1933 
FRANKLIN D. RoouV1l:LT 

The Farm Credit Administration is headed by a governor, 
three deputy governors, and four commissioners. The commis­
sioners are directly responsible to the governor, and are in eharge 
of supervising specific activities, as foUows: 
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REGIONAL AND LoCAL OaGANIZATION 

1. The Land Bank Collllllissi.oner is responsible for the supervision of 
Land Banks and the Joint-Stock Land Banks, and is in charge of com­
missioner's loans. 

2, The Intermediate Credit Collllllissi.oner is responsible for the 
supervision of the twelve Intermediate Credit Banks. 

3. The Production Credit Collllllissi.oner is responsible for the super­
vision of the Production Credit Associations and the twelve Production 
Credit Corporations. 

4. The Co-<>perative Credit Commissioner is in charge of the Central 
Bank for Co-<>peratives, located in Washington, D. C. There are likewise 
twelve regional banks for co-<>peratives. 

l\1r. Henry Moi>gentheu, Jr., was designated by President 
Roosevelt as the first governor of the Farm Credit Administration, 
and after he was made Secretary of the Treasury, Dr. W. I. 
Myers, formerly professor of agricultural economics and farm 
management at the New York State College of Agriculture, be­
came governor. Under this organization the Federal Land Banks, 
Joint-Stock Land Banks, and Intermediate Credit Banks have 
the same powers as formerly and are subject to the same regula­
tions, but they are now supervised by the Farm Credit Adminis­
tration. The Federal Farm Loan Board was abolished. 
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The Production Credit System and the banks for co-operative8 
were created by the Farm Credit Act of 1933. Professor Garis has 
aptly shown this unified Federal organization for financing agri­
culture in the graphs shown on pages 638 and 639.1 

The four principal agencies operating under the supervision of 
the Farm Credit Administration will be discussed in order. The 
first group includes the Federal Land Banks, the National Farm 
Loan Associations, and the Joint-Stock Land Banks. 

Federal Land Banks. Under the provisions of the Federal Farm Loan 
Act of July 17, 1916, the newly created Federal Farm Loan Board was 
instructed to divide the continental United States and Alaska into 
twelve districts (said districts to be apportioned with due regard to the 
farm-loan needs of the country, but no such district to contain a frac­
tional part of any state). The twelve Federal Land Banks were organized 
in the spring of 1917, and were located in the following cities (these cities 
will give a rough indication of the territory which each bank serves) : 

1. Springfield, Mass. 
2. Baltimore, Md. 
3. Columbia, S.C. 
4. Louisville, Ky. 
6. New Orleans, La. 
6. St. Louis, Mo. 

7. St. Paul, Minn. 
8. Omaha, Nebr. 
9, Wichita, Kans. 

10. Houston, Tex. 
11. Berkeley, Calif. 
12. Spokane, Wash. 

Each Federal Land Bank had to have an initial capital of at least 
$750,000, which was to be furnished by the government. As the banks 
received stock subscriptions from the National Farm Losn Associations 
and individuals, the government stock was to be retired. At tbe preeent 
time most of the $9,000,000 originally subscribed by the government has 
been paid off. In addition to the funds which tbe Land Banks received 
from their capital subscriptions, they may issue bonds and sell them to 
the public, using the mortgages which they have taken in as security. 
The amount of bonds which any Federal Land Bank may issue is limited 

I R. L. Garis, Priru:ipla 0/ Muney, Credit, and Ban1ci"l/, p. 1009. The 
Macmillan Company. Professor Garis's treatment of the agricultural banking 
eyetem is very complete. See Chapter 29, .. Our Agricultural Banking Sy&­
tom," pp. 999-1045. An even more complete treatise on the subject of farm 
eredit agencies i. a recent book published by the American Institute of 
Banking, Farm Cudil Adminislralion, written by W. I. Myers, governor of 
the Farm Credit Administration. 
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to twenty times its capital and surplus, and although the twelve Federal 
land Banks are jointly liable for these bonds, the government assumes no 
liability for the payment of either interest or principal. Under an amend­
ment to the Federal Farm Loan Act, passed in January, 1932, it became 
"the duty of the Secretary of the Treasury on the behalf of the United 
States, upon the request of the board of direetors of any Federal land 
Bank made with the approval of the Federal Farm Loan Board, to 
subscribe from time to time for such capital stock of such bank in amount 
or amounts specified in such approval or approvals, such subscriptions 
to be subject to call in whole or in part by the board of direetors of 
said bank upon 30 days' notice with the approval of the Federal Farm 
Loan Board." 

Under these provisions the Secretary of the Treasury has appropriated 
$125,000,000 for the purpose of subscnbing to the stock of the Federal 
land Banks. In addition to theee three methods of obtaining funds 
(original government subscription, sale of bonds to the public, and the 
special Treasury subscription), the Federal land Banks were authorized 
in 1933 to sell to the public for a period of two years beginning May 12, 
1933, a epecia\ issue of 4, per cent tax-exempt bonds, in an amount not 
exceeding $2,000,000,000. Originally the government guaranteed only 
the interest on these bonds, but President Roosevelt signed a bill on 
January 31, 1934, which guaranteed the principal too. These specisl 
bonds are not to be confueed with the regular bonds of the Federal 
land Banks, which are not guaranteed by the government as to either 
interest or principal. 

Each Federal land Bank is governed by a board of direetors con­
sisting of aeven members, three of whom are appointed by the governor 
of the Farm Credit Administration to serve for a period of three years. 
The following organizations, which will be described later, each elect 
one member, also for 'l-PeI"iod of three years: the Farm Loan Associstion, 
the Production Credit Associstion, aod the regional banks for co­
operatives. The Beventh direetor, "at large," is appointed by the 
governor of the Farm Credit Admioistration and may be removed by 
him at any time. The balance of power is thereby clearly placed in the 
hands of the governor of the Farm Credit Administration. 

All loans made by the Federal land Banks m~ be on an amortization 
basis, and must have a maturity of not less than five years, nor more than 
forty. The borrowers make annnal or semisnnual payments, which 
cover the interest in addition to a portion of the principal. Fanners 
may now borrow directlv from the Federal land Banks (such loans 
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being known as commissioner's loans) or through the agency of a com­
mercial bank or trust company or througb the medium of a National 
Farm Loan Association. In tbe original act this last agency was supposed 
to be the principal means of obtaining aid from a Farm Loan Bank, 
and there are now some five tbousand Farm Loan Associations in the 
United States. 

Natiunol Farm Loan A88ociations. Each National Farm Loan Ass0-
ciation is composed of at least ten farmers who wish to borrow not less 
than $20,000. The 888Ociations are chartered by the Land Bank Com­
missioner of the Farm Credit Administration. All members of an 88SO­

ciation must be borrowers from a Federal Land Bank, and 5 per cent of 
the amount of their loan must be subecribed to the stock of the 888OCi&­
tion. The 888Ociation, in turn, must subscribe to the stock of a Federal 
Land Bank an amount equal to 5 per cent of the loans which it obtains 
from that bank. So, in reality, each borrower is required to subecribe 
5 per cent of his loan to the capital stock of the Land Bank. Before 
1933 the stock assumed double liability, but this is no longer the case, 
and each stockholder is liable only to the extent of his subscription. 

Loans made by the Federal Land Banks are for the foUowing pur­
poses: the purchase of farm land; the purchase of equipment, fertilizer, 
and livestock for the mortgaged land; improvements; and the liquida­
tion of mortgages incurred prior to January, 1933. 

By the act of May 12, 1933, the interest rate on all loans made by the 
Federal Land Banks was reduced. For the five-year period ending 
July 11, 1938, all loans coming to the Land Banks through National 
Farm Loan Associations will bear an interest rate of 4i per cent, and 
direct loans made by the Land Banks will bear a 5 per cent rate. 

The Emergency Farm Mortgage Act of 1933 enabled the Land Bank 
Commissioner to make direct loans to farmers. These loans could not 
exceed $5000 to anyone farmer and might be made on real or personal 
farm property, with either a first or a second mortgage as security. 
Before this time only first mortgages were acceptable, which is still true 
of the loans made through the National Farm Loan Assoeistions. Total 
loans made under this provision conld not exceed $2,000,000,000. The 
amount of anyone loan could not exceed 75 per cent of the appraised 
value of the property. There were 298,719 commissioner's loans out. 
standing as of the end of September, 1934, totaling $516,276,385. 

On September 30, 1934, the capital stock of the Federal Land Banks 
amounted to $216,380,080, of which $117,874,935 was owned by the 
United States government, $95,022,780 by National Farm Loan Associ&-
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tions, and $3,482,365 by farmers with loans direct from the banks. 
Total farm-loan bonds outstanding amounted to $1,645,370,760, and in 
addition the Federal land Banks owed $115,891,884.92 in notes to the 
Reconstruction Finance Corporation. Total mortgage loans of the 
twelve Federal land Banks were $1,789,630,397 on September 30, 1934. 
The banks owned $96,213,177.10 of United States government obIiga.­
tions, $67,193,697.89 of real estate, and $39,298,017.42 of purchase­
meney mertgages and contracts, and their total assets amounted to 
$2,122,824,117.05. 

J airll-Stock L<md Banks. The act of May 12, 1933, provided for the 
liquidation of the Joint-Stock land Banks; so very little space will be 
devoted to them here. They came into existence at the same time as the 
Federal land Banks (1917), but differ from the latter chiefly in that 
they are entirely privately owned and organized. Each bank bad to 
have a subscribed capital of not less than $250,000. At the close of 
1933 there were forty .... ven Joint-Stock land Banks in operation in the 
United Statea, the number having declined from a peak of seventy in 
1923. The loans made by these banks had maturities of not less than 
five years and not mere than forty years (the same as loans of the Federal 
land Banks), and were secured by first mertgages on farm lands. The 
loans could not exceed 60 per cent of the appraised value of the land 
plus 20 per cent of the appraised value of the improvements. For the 
purpose of raising additional funds a Joint-Stock land Bank could issue 
bonds, secured by the mortgagee taken in, in an amount not to exceed 
fifteen times its capital and surplus. The interest rate on the loans made 
to farmers could not exceed by more than 1 per cent the interest rate on 
the last series of bonds whicb the Joint-Stock land Baok issued. Each 
bank was responsible for its own bonds, and there was no joint liability, 
as in the case of the Federal land Banks. In order to provide for the 
orderly liquidation ~f these institutions the Reconstruction Finance 
Corporation bas ~ to lend tbem $100,000,000 at 4 per cent. 

The volume of loans made by the Joint-Stock land Banks reached its 
peak in 1927, when, as of December 31, $667,344,359 of loans were out­
standing. By September 30, 1934, tbese loans bad fallen to $265,085,000, 
and will naturally contioue to decline until all the Joint-Stock land 
Banks have been completely liquidated. As of the close of 1933 theee 
banks still had $448,941,420 of their bonds outstanding. 

FtderallntmnediaU Credit Btlnk8.' The Agricultural Credit Act of 
• For a more complete treatment of these bank. see Ba.ird and Benner, 

T"" Years of FederallnJmneditJIB Creditl (Brookings Institution). 
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1923 provided for twelve Intermediate Credit Banks to be located in the 
... me citiee and in the B&me buildings with the Federal land Banks. 
Theee banks began with a capital of $5,000,000 each, eubecribed by the 
United Statee Treaeury. They now come under the supervieion of the 
Farm Credit Adminietration and are directly governed by the Inter­
mediate Credit Commissioner. 

The function of tbe Intermediate Credit Banks, as tbe name impliee, is 
to grant loans of intermediate maturity to farmers, ioalll which are too 
long for commercial banks to make and yct not long enough for the 
Federal land Banks. The loans made by the Intermediate Credit 
Banks may not beve a maturity exceeding three years, and are ueually 
for less than one year. The Intermediate Credit Banks do not deal 
directly with the farmers but rather through the various farm ageneies, 
including livestock and marketing associatiOIll. Their loans to c0-

operative marketing associatiolll are secured by warehouse receipts or 
other collateral acceptable to the Farm Credit Administration. They 
can likewise discount, for state and national bonks, agricultural credit 
companies, and livestock loan companies, the notee of farmers whose 
financial statements and collateral securities are acceptable. The In­
termediate Credit Banks are authorized to accept drafts or bills of 
exchange drawn by any co-operative association on security oimilar to 
that whieh is eligible as collateral for loans. They may rediscount their 
paper with the Federal reeerve banks and likewise sell acceptances to 
the reserve banks. 

The amount of a loan to a co-operative associstion cannot exceed 
75 per cent of the market value of the commodity pledged as collateral, 
and it usually varies from 60 to 75 per cent, Only certain commodities 
bendled by the co-operative associations are eligible to secure loans from 
the Intermediate Credit Banks. Theee eommodities include grains, 
cotton, wool, tobecco, bey, fruits, vegetables, sugar, and evaporated 
milk. 

In addition to the capital raised through government eubecription, 
the Intermediate Credit Banks are allowed to issue debentures having 
maturities of not more than five years, and under the limitation that no 
hank shall iseue debentures to exceed ten times its paid-up capital and 
surplUS. Theee debentures are the joint liability of all the Intermediate 
Credit Banks. The interest rate charged on the loans made by euch a 
bank cannot exceed by more than 1 per cent the rate borne by its last 
iseue of debentures. 

As of September 30, 1934, the Intermediate Credit Banks had out-
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standing loans of $191,390,681 and total resourees of $289,009,239. 
Their paid-in capital stock aggregated $70,000,000, and they had issued 
$181,770,000 of debentures. The amount of business done by the Inter­
mediate Credit Banks is decidedly less than that of the Federal Land 
Ba.oks. The latter banks had loans totaIing more than $1,750,000,000, 
88 of the """'" date. 

Produdion ~ Corporoliom and Auociotiom. The Farm Credit 
Act of May 12, 1933, provided for a eyetem of Production Credit Cor­
porations which ...".., to provide production credit to farmers in a manner 
simiIar to that of tbe mortgage credit provided by the Federal Land 
Ba.oks. Each Production Credit Corporation is located in the same city 
88 tbe Federal Land Bank of the """'" district, and the initial capital of 
each corporation is $7,500,000, all of which is subscribed by the governor 
of the Farm Credit Administration on bebaIf of the government. Loans 
are made through the media of Production Credit Aeeociations. Each 
of these 88IIOCiations is made up of ten or more farmers desiring to 
borrow for general agricultural plD'JlOl!l'!. Each borrower is required to 
BIlbscribe to the stock of the 888OCiation to the extent of $5 per $100 
bolTOwed.' 

The stock of the Production Credit Aeeociationa which is held by the 
borrowers is known 88 Class B stock. Class A stock is subscribed by the 
Production Credit Corporations to the extent of at least 20 per cent of 
the loans made by the aseociations. The borrowers and the Production 
Credit Corporations, therefore, provide at least 25 per cent of the volume 
of loans made, and the remainder is secured from the Intermediate 
Credit Ba.oks. The Production Credit Aeeociations are authorized to 
borrow from and rediscount with the Intermediate Credit Banks, but 
they are denied access to any other bank or agency except with the 
approval of the governor of the Farm Credit Administration. 

No borrower may,obtain a loan from an aeeociation equal to more 
than 20 per cent of the paid-in capital and guaranty fund of the aeeocia­
tion; an exception is made of colIateraled loans approved by the Pr0-
duction Credit Corporations. Loans may not be ~ for less than $50, 
and may not have a maturity of more than three years, if the aeeociatione 
expect to obtain funds from the Intermediate Credit Banks. An ass0-

ciation may eet ita own interest rate, except that it cannot discount a 
farmer's note with a Federal Intermediate Credit Bank if the interest 

'The act states that the borrower'. subscription must equal in fair book 
value .. determined by the aooociation, but in any case not to exceed par, 
15 for each 1100 borrowed. 
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rate charged the farmer exceeds by more tban 3 per cent the discount 
rate of the Intermediate Credit Bank. The principal differences between 
the Intermediate Credit B8ilks and the Production Credit Associations 
are that the latter agencies lend directly to the farmers and their loans 
may be used for general agricultural purposes. 

The capitel stock of the twelve Production Credit Corporations as of 
September 30, 1934, was $110,000,000. These corporations had, in turn, 
subscribed to the Cl8SS A stock of the Production Credit Associations to 
the extent of $79,848,575. There were six hundred and twenty..,ne Pra­
duction Credit Associations in existence as of the end of September, 
1934, and they had outstending loans amounting to $59,983,342. 

Banks f"" Co-operativ... The Farm Credit Act of 1933 authorized 
the esteblishment of a Central Bank for Co..,peratives, to be located 
in Washington, D. C. There is in addition a regional bank for c0-

operatives situated in each of the twelve Federal Land Bank cities. The 
initial capite! stock for the Central Bank for Co..,peratives, which was 
organized in September, 1933, was $50,000,000, and the law provides 
that the amount of the capite! of the Central Bank and the twelve 
regional banks for cO-<lperatives shall be determined by the governor of 
the Farm Credit Administration, who shall use as a guide the credit 
needs of eligible borrowers. The funds are to be supplied from the re­
volving fund which was created under the Agricultural Marketing Act 
of 1929, and the amounts may be increased or decreased from time to 
time at the discretion of the governor of the Farm Credit Administration. 
The function of the Central Bank for Co..,peratives i. to make loans 
directly to cO-<lperatives, to make loans directly to the national banks, 
and to discount the paper of the regional banks. Credit extended to 
eo-<>perative 8SBOciations by these agencies i. for the twofold purpose of 
(1) bringing about more effective merchandising of agricultural and 
food producte, and (2) providing for the construction or acquisition by 
purchase or lease of physical facilities for handling, preparing, storing, 
processing, and merchandising agricultural commodities and their food 
products. Loans granted for the purpose of providing physical facilities 
cannot be made when sniteble facilities are already available to c0-

operative 8SBOciations. Effective merchandising loans are to be paid at 
the close of the marketing season, and physical-facility loans are to be 
amortized within a period of ten years. The interest rates on loans are 
determined by the governor of the Federal Farm Credit Administration, 
but may not be lese than 3 per cent or more than 6 per cent. 

In addition to the capite! paid in by the government and by co-
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operative borrowers, the Central Bank for <»-operatives is authorized 
to issue debentures, the aggregate amount of which cannot exceed five 
timee ite paid-in capital and surplu8. 

The Central Bank is governed by a board of seven directors, and the 
<»-operative Bank Commissioner. is the chairman of the board and the 
executive officer of the bank. Each of the twelve regional banks for 
oo.operatives is governed by the same board of directors as the Federal 
Land Bank of the city in which it is located. 

As of September 30, 1934, the Central Bank for <»-operatives had a 
capital stock of $50,000,000, and had made loans to the twelve regional 
banks for co-operatives to the extent of $13,370,591. The twelve regional 
banks had a capital of $5,000,000 each, and had made loans aggregating 
a little less than $10,000,000, but they bad made commitmente for almost 
$5,000,000 more. 

Federal Farm M orIgag. CorptJf'tIlion. The Federal Farm Mortgage 
Corporation Act, approved January 31, 1934, established the Federal 
Farm Mortgage Corporation to facilitate the financing of loans to 
farmers by the Federal Land Banks and by the Land Bank Commis­
sioner. The capital stock of the corporation is subscribed by the governor 
of the Farm Credit Administration in behalf of the United States. 

The corporation is governed by a board of directors composed of the 
governor of the Farm Credit Administration as chairman and the Land 
Bank Commissioner and the Secretary of the Treasury or an officer of 
the Treasury designated by him. The directors elect the officers of the 
corporation, and have the power to adopt such bylaws, rules, regulations, 
and amendmente as they deem neceseary for the conduct of the business 
of the corporation. 

The corporation, with the approval of the Secretary of the Treasury, 
may issue, and have outetanding at any one time, bonds in an amount 
not exceeding $2,000,000,000. These bonds, known as Federal Farm 
Mortgage Corporation bonds, are fully and unconditionally guaranteed 
both as to principal and interest by the United States. The corporation 
had, as of September 30, 1934, capitel of approximately $200,000,000, 
and its resources includs the consolidated bonds of the Federal Land 
Banks taken in exchange for the corporation's bonds, and the farm 
loans accepted by the Land Bank Commissioner. 

Bends of the corporation are disposed of as follows: first they are 
issued to the Federal Land Banks in appropriate denominations in ex­
change for consolidated farm-loan bonds; second they are issued as loan 
proceede of Land Bank Commissioner's loans; and third they are sold 
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to provide the necessary cash to purchase consolidated farm-loan bonds 
and to supplement bonds enclosing Land Bank Commissioner's 10&IUl. 

The following table gives the amount of Federal Farm Mortgage 
Corporation bonds outstanding as of September 30, 1934: 

INBTITUTIONB TO AND TBBODOB WHICH IB8t7mD 

Federal Land Banks • . . . . . . 
Federal Intermediate Credit Banks. 
Banks for co-operatives . 
Postal savings unit. . 
In hands of investors. . . . • . . 

TorAL 
$457,469,300 

40,000,000 
50,420,000 
85,000,000 

100.045.300 
1732,934,600 

Private Banks. Private banks differ from public, or incor­
porated, banks in that they are conducted as an individual or 
partnership business. Before the Bank Act of 1933, private 
banks were not subject to state regulations in most states. The 
two best-known private banks in the United States are J. P. 
Morgan and Company and Kuhn, Loeb and Company.' Since 
July, 1934, Kuhn, Loeb and Company has no longer been classified 
as a private bank, but as an investment house. The Bank Act 
states that any enterprise lioating securities must not receive de­
posits also. J. P. Morgan and Company chose to give up their 
security-lioating business, although Drexel and Company of 
Philadelphia, a closely affiliated organization, continues in the 
security business. Kuhn, Loeb and Company elected to relinquish 
their deposit business.' 

Sufficient time has not elapsed since the security business was 
divorced from the private banking business to make it possible to 
give a general outline of the new and restricted duties of the 
private banker. During the Senate investigation in the summer of 
1933, Mr. J. P. Morgan personally testified as follows: 

If I may be" permitted to speak of the firm, of which I have the honor 
to be the senior partner, I should etste that at all times the idea of 
doing only first class business, and that in a first CM way, has been 
before our minds. 

We have never been sstisfied with simply keeping within the law, 

I Both these partnerohipe were also listed .. investment houses in .. prevI­
ous section of this chapter. Before 1934 most of the \arger private banka did 
an investment business in addition to their regu\ar banking bu.oiDma. 
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but have constantly sought so to act that we might fuUy observe the 
professional code, and so maintain the credit and reputation which hIlS 
been handed down to us from our predecessors in the firm. 

Since we have no more power of knowing the future than any other 
men, we have made many mistakes (who has not during the past five 
years 7), but our mistakes have been errors of judgment and not of 
principle. 

Another most important duty of the private banker is to take special 
care that his banking position in regard to his deposits is at aU times 
sufficiently strong, knowing lIS he does that none of the aids provided 
by the government for incorporated banks, such as the Federal Reserve 
System or the Reconstruction Finance Corporation, are at his disposal 

The private banker has at least one other duty; he must be ready 
and willing at aU times to give disinterested advice to his clients to the 
best of his ability. If he feels unable to give this advice without referring 
to his own interests he must frankly say so. The belief in the integrity 
of his advice is a great part of the credit of which I have spoken above, 
as being the best possession of any firm. 

Mr. Morgan later went on to testify more specifically as to the 
functions of private banks, among which he included both the 
deposit function and the function of providing business with 
long-term capital. 

There is no doubt that the business of J. P. Morgan and Com­
pany in the past was predominantly that of floating securities. In 
addition to merely selling securities for corporations, this partner­
ship has usually taken an active interest in the management of 
companies whose securities it 'has floated. This relationship is 
clearly shown by the chart on page 649, which was prepared by 
the Senate investigating committee during the summer of 1933. 

One of the most interesting features of this outstanding private 
bank is its partnership agreement, although a knowledge of this is 
not necessary to the understanding of the private banking busi­
ness. A number of the provisions follow: 

No transaction shall be made which shall be objected to by any 
member of the partnership. 

In case of a difference or dispute between members of the partnership, 
the same shall be submitted to the decision of Mr. John Pierpont Morgan, 
which shall be final. 
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The partnership may be dissolved at any time by Mr. John Pierpont 
Morgan, subjeet to the liquidation thereof; provided that partners 
representing a majority in interest in the profits of the partners shan 
consent to such dissolution. 

It is further agreed that Mr. Morgan may, at any time, compel any 
partner at once to withdraw and retire from the partnership, upon 
giving him written notice to that elIeet, and in that event, the amount 
due such retiring partner shall be forthwith fixed by Mr. Morgan, and 
thenceforth the interest of such partner shall be deslt with in the same 
manner as above provided for in the case of voluntary withdrawal by 
such partner. 

The books of the partnersbip shan be settled on the 31st of December 
in each yesr. One half of each partner's proportion of profits shan be 
placed to his credit. The other half shan be set aside and kept as un­
divided profits until such time as Mr. John Pierpont Morgan may con­
sent to its division among the various parties in interest as provided in 
Article 3. It is also understood that no partner shan draw from the 
partnership any money beyond the amount placed to bis credit, without 
the consent of the other parties hereto. 

It is understood and agreed that no partner shall engage in any other 
business or be a general or special partner in any other firm. 

Speeulation in stocks or anythiog else, by the individual members of 
the partnership is prohibited; but this clause shan not be construed so 
as to prohibit any partner from investing his private mesns in such way 
as he may see fit. 

Building and Loan Associations. The Federal agricultural 
credit agencies were formed to provide loans for agriculturists; 
building and loan associations provide a similar service for urban 
property-owners. ,co These latter institutions, however, are in no 
way sponsored by the government. They are mutual, co-operative 
organizations controlled entirely by their members. The first 
building and loan association was organized in the United States 
in 1831; hut it was not unt!i the World War period that these.as­
sociations began to increase in a phenomenal fashion, as shown 
in the table on page 652. 

The activities of building and loan associations may be classified 
under two heads: their activities as savings institutions and their 
lending operations on real estate. 
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Y ... NCMBIIB 0:1' TOTAL NUMB.a 
TOTALA .. IITI 

AI8OCIA.TrOQ O,M."B •• 

1900 0,356 1,495,186 1571,367,000 
1910 0,869 2,169,893 931,867,000 
1920 8,633 4,962,919 2,519,915,000 
1925 12,403 9,886,997 0,509,176,000 
1930 11,777 12,348,254 8,828,612,000 
1931 11,432 11,824,698 8,412,869,000 

Building and lAJan AssociationB as Savings InstitutionB. In 
connection with its function as a savings institution a building 
and loan association issues shares to its members. These shares 
require the payment of regular weekly or monthly sums and re­
ceive a compound dividend rate which is determined by the profit­
ableness of the association. The earlier forms of the shares of 
building and loan associations terminated at a definite date, and at 
that time an association would go out of existence. On a larger 
scale and covering a longer period these savings plans are com­
parable to the yearly Christmas Club fostered by many commercial 
banks, although Christmas Club accounts sometimes do not pay 
interest. Later, however, the permanent plan was introduced 
which allows a member to take out as many shares as he desires 
and at any time. These shares become paid up at a definite date, 
but the company continues in existence. The holder may either 
accept the cash value of his shares at maturity or else apply their 
cash value toward fully paid shares, 'I1Us procedure is similar to 
that followed in the case of endowment and paid-up life-insurance 
policies. 

Building and Loan Associations as Urban M ortglJ{le 1 nstitutionB. 
Most of the a:ssets of building and loan associations are in the form 
of mortgages. Each association is governed by the laws of the 
state in which it is incorporated, and so the regulations concerning 
their loans vary. In most cases, however, they are allowed to lend 
up to 60 per cent or 80 per cent of the value of the property and 
usually only on first mortgages. The rate charged on building and 
loan associations' loans is usually 1 per cent or 2 per cent above the 
rate of dividend which the association pays. This difference be-
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tween the rate charged and the dividends paid is to take care of 
operating costs and mortgage losses. The loans are usually repaid 
on an amortization basis, ranging over a period of from seven to 
twelve years. 

The building and loan associstions of this country, in company 
with other similar institutions, have experienoed difficulties during 
the last few years. They have been aided in some states by c0-

operative central agencies set up by all the building and loan asso­
ciations of the state. Up to December 1, 1934, the Reconstruction 
Finance Corporation had lent $114,972,092.54 to building and 
loan associstions; $92;000,000 of this has been repaid. Their 
failure record, although by no means perfect, has been decidedly 
better than that of commercial banks. 

The Home Owners' Loan Act of June 13, 1933, which supple­
mented the Home Loan Bank Act, permitted the establishment 
of Federal savings and loan associations. They are chartered by 
the Home Loan Bank Board and are members of the Federal 
Home Loan Banks, from which they secure their funds. The 
Federal government is permitted to subscribe one dollar to their 
stock for each dollar paid in by association members. A number 
have already been established and it is expected that there will 
soon be many of them. 

Investment Trusts. Prior to the speculative boom which began 
in this country about 1924, investment trusts were relatively un­
important. It is true, of course, that for many years we had had 
companies of this general nature, but they did not become promi­
nent in investment circles until recent years. The International 
Securities Compaby of America, which was chartered in 1921, was 
soon followed by numerous organizations of a similar nature. 
There were probably not more than a dozen investment trusts in 
this country before 1921, while at the close of 1930 there were five 
or six hundred of them. The chief reason for the growth in in­
vestment trusts was no doubt the profit which could be secured by 
their promoters. Investment banks were the principal promoters, 
and so we have had such investment trusts as the Goldman-Sachs 
Corporation, the Blue Ridge Corporation, and the Shenandoah 
Corporation, formed by the Goldman-Sachs trading company, 
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and numerous others promoted by J. and W. Seligman and Com­
pany, Dillon, Read and Company, Chase, Harris, Forbes and 
Company, and Lehman Brothers, to mention only a few of the in­
vestment houses which were active in promoting investment trusts. 

Mr. John T. Flynn has the following to say about one of the 
early promotions: 

Dillon, Read & Co. organize an investment trust - the United 
States and Foreign Securities Corporation. They bring together into 
this fund $30,000,000. They supply $5,000,000 of it themselves. For 
this they get all of the Second Preferred Stock of the company, which 
is worth $5,000,000 by itself for it pays a guaranteed dividend of 6 percent. 
They get, in addition, without paying any extra money, 750,000 shares 
of the common stock. In a single year, this common stock, for which 
they paid nothing, earned $5.86 a share. This amounted to $4,395,000. 
These earnings were not paid out in dividends but they remained in 
the assets of the corporation to fix the liquidating value of the common 
stock. This was the result from a single year. This was earned through 
the management of the golden eggs of other people skilfully assembled 
in that prolific incubator which the bankers called the United States 
and Foreign Securities Company.l 

Investment trusts are of two types: fixed and semi fixed trusts 
and general-management trusts. The general-management type of 
investment trust is sometimes referred to as the British type be­
cause organizations of this character had existed in England for a 
number of years. 

Fixed Investment Trusts. This type cif trust has a very simple 
organization. For every dollar invested in a fixed investment 
trust, securities mU8t be purchased in previously agreed upon 
proportions. In a semifixed trust a larger amount of discretion 
is given to the management than in a fixed trust. The table on 
page 655 illustrates the nature of the portfolio of one of our fixed 
investment trusts. The figures given for the number of shares of 
each security designate the proportions in which the stocks must 
be held. For example, every time this investment trust purchases 
one share of American Can, it must purchase two shares of Bor-

I John T. Flynn, 17W«Jtment Tnu!B Gune Wrtm(// pp. /HI. New II&­
,public, Inc. 
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NORTH Am:RICAN TRUST SlIARES 

(Each share rep ....... Ia -ch. part of a unit of deposited stock) 

NUMBBR OJ' SHABBB 

4. 
12 . 
4. 
4. 
4. 
8. 

16 . 
8. 
4. 
4. 
8. 
4. 

16. 
4. 
8. 
4. 
8. 
4. 
8. 
8. 
8. 
4. 
4. 
4. 
8. 
8. 
8. 

12. 
12. 
4. 

12. 
4. 
4. 
8. 

COMPANY 

American Gan Company 
American Radiator Company 
American Telephone and Telegraph Company 
American Tobacco Company, "B" 
Atchison, Topeka, and Santa Fe Railroad Company 
Borden Company 
Columbia Gao and Electric Company 
Conaolidated Gao Company 
Corn Produce Refining Company 
Drug Incorporation 
E. I. du Pont de Nemoura and Company 
Eaatman Kodak Company 
General Electric Company 
General Foode Company 
General Motore Company 
International Harveater Company 
National Biscuit Company 
New York Centre! Railroad Company 
North American Company 
Otis Elevator Company 
Pacific Gao and Electric Company 
Pennsylvania Railroad Company 
Proctor and Gamble Company 
Public Service Corporation of New Jersey 
R. J. Reynolds Tobacco Company, "B" 
Sears Roebuck Company 
Standard Brands, Incorporated 
Standard Oil Company of New Jersey 
Union Carbide and Carbon Corporation 
Union Pacific Railroad Company 
United Gao Improvement 
United Slat.. Steel Corporation 
Weotinghouse Electric Corporation 
F. W. Woolworth Company 

den Company, three shares of American Radiator, and four shares 
of Columbia Gas and Electric. 

General-Management Trusts. There are very few investment 
trusts in which the entire portfolio is left to the discretion of the 
management, but there are many which allow the management 
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some discretionary power. For example, half the investment 
trust's portfolio might be prescribed, and the remaining half left 
to the discretion of the management. This type of trust origi­
nated in EngIa.nd, and in general is the chief type which prevails 
there. 

The following are examples of general limitations placed upon 
the investing of general-management investment-trust funds : 

1. Not more than 5 per cent of the capitsl paid in to the trust may 
be invested in the stock of anyone corporation. 

2. Purchases of all stocks must be confined to an approved list, addi­
tions to which are subject to the approval of the advisory board. 

3. A sum in excess of 5 per cent of the net liquidating value of the 
trust fund cannot be borrowed without the approval of the advisory 
board. 

4. The holdings of non-dividend-paying common stocks must he 
limited to not more than 5 per cent of the trust fund. 

Security salesmen have always played up diversification as the 
principal guide to wise investing. As one writer puts it, .. Diversi­
fication is the alchemy of investment." 1 The small investor, 
however, is unable to diversify much, because the amount of 
his funds does not enable him to purchase securities in many 
enterprises. The investment trust can offer diversification to 
the small investor, because it may be said that even one share 
in an investment trust has as its backing a diversified list of 
securities which are the principal assets of the trust. If it is 
true that diversification is desirable, then the investment trust 
has that in its favor. The chief drawback is that the organization 
of the investment trust in some cases is so complicated and the 
securities of the trust so far removed from the operating companies 
that the expenses of operation may" eat up" the income on the 
securities held. The principal source of income to an investment 
trust is the amount of interest and dividends it receives on the 
securities it holds. If, by proper diversification, it can obtain an 
average return of 6 per cent, this would all go to the stockholders 
of the investment trust if there were no operating expenses. 

1 Chamberlain and Hay, l ..... tment _ .... Speculolion, p.67. 
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lfowever, if operating expenses amount to half the income re­
ceived, then even proper diversification will not net the investor 
in the investment trust a satisfactory return. 

In many cases investment trusts of investment. trusts were 
formed, which me&llS that the second investment trust was two 
steps removed from the operating companies and that the ex­
penses for the operation of two trusts had to be paid before the 
shareholders of the second trust received any return. Thereare 
cases where the pyramiding went even farther than this, and this 
factor is no doubt one of the reasons for the poor showing made 
by the investment trusts in the United States during the depres­
sion period. As of 1930 the United Founders Corporation, one of 
the largest of the pyramiding type of iIivestment trusts, con­
trolled the following companies: American Founders Group, 
Investment Trust Associates, Hydroelectric Securities, United 
National Corporation, Public Utility Holding Company, United 
States Electric Corporation, American and Continental, North 
and South American Corporation, Transoceanic Trust, Ltd., 
United States and Overseas Corporation, Aeronautical Industries. 
Most of these companies are one, and in some cases two, steps 
removed from the operating companies. 

In one respect the investment trust and the bolding company 
are similar; that is, they both have as their principal assets the 
eecurities of other companies. The holding company, however, is 
formed primarily for the purpose of obtaining control of the 
company whose securities it bolds, wbereas the investment trust 
is usually not interested in control but only in the returns either 
through interest"and dividends or through appreciation in the 
value of the security. 

After eeveral years of the depression many investment trusts 
were thoroughly discredited witli the investing public, until a 
situation aroee which might lead one to say that their eecurities 
were eelling too low. The eecurities of numerous investment 
trusts were selling below their liquidating value. By this it is 
meant that if the assets of these trusts were to be sold at their 
current quotations, the stockholders would be paid more than the 
current market price of the investment-trust securities. This may 
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be another case of the pendulum's swinging too far in one direction 
'after it had swung too far in the other direction. 

Although the prices of common stocks on the average fell 
about 86 per cent from their high point in 1929 to their low 
point in 1932, it was not unusual for the price of investment 
trusts' shares to fall from 90 to 95 per cent. The above-mentioned 
United Founders Corporation stock fell from a high of approxi­
mately $74 to a low of less than a dollar a share. Some well­
managed trusts fared very well during the period of drastically 
declining security prices, which would seem to aid in substanti­
ating the view that the principle upon which investment trusts 
'operate, especially general-management trusts, is sound, and 
,that, if the principle is properly applied, there is a place for the 
investment trust among our financial organizations. 

Commercial-Paper and Acceptance Houses. The work of 
,commercial-paper houses and acceptance houses is so closely re­
lated to that of the investment bank that a discussion of them is 
included in this chapter. Commercial-paper houses are separate 
and distinct institutions from acceptance houses; so they will 
be discussed separately. 

Commercial-Paper H OUSe8. The commercial-paper house deals 
in short-term paper in much the same manner as the investment 
house deals in long-term paper. If a corporation wishes to raise 
long-term capital, it usually issues stocks or bonds or both and 
sells them to an investment house, which in turn sells them to 
the investing public. On the other hand, if the corporation 
wishes to raise short-term capital, it usually has two methods 
open to it. It may go to a commercial bank and borrow the 
needed sum on the basis of a promissory note, or it may make out 
a promissory note and sell it in the open market. It is in con­
nection with this latter process that a need for commercial-paper 
houses has arisen. 

First of all, just any corporation would not be able to sell its 
promissory notes in the open market, for no one would be willing 
to purchase the promissory notes, especially unsecured promissory 
notes, of a corporation about which he had never heard. It is 
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therefore only the older and more reputable corporations which 
are able to use this direct method of raising short-term capital. 

Even when this direct method is used, there is an intermediate 
agency which first purchases the promissory notes from the corpo­
ration and then resells them to the public or in many cases to the 
commercial banks. This intermediate agency is the commercial­
paper house. Aside from a few loeal commercial-paper dealers 
who do business only intermittently, there are probably not more 
than thirty-five ·or forty commercial-paper houses in the United 
States. It is estimated that one half of all the paper sold in the 
decade ending in 1929 was handled by seven houses, five separate 
concerns and two cbaina.1 The larger commercial-paper houses 
are located or at least have their head offices in New York, 
Chicago, and Boston. 

The commercial-paper dealer is not a broker. By this it is 
meant that he, like the investment banker, usually does not work 
on a commission basis, but rather purchases the paper outright 
from the corporations and then resells it. The. margin between 
the purchase price and the selling price is, of course, his profit. 
There are some houses, however, which take paper on consign­
ment, remitting to the corporations as sales are made, but this 
method is rarely used at present. The spread between the price 
paid by the commercial-paper house and the price at which. it 
resells varies from about an eighth of 1 per cent to a half of 1 per 
cent, and it averages about a quarter of 1 per cent. This spread 
is usually referred to as a commission, but, as we have seen, it is 
not strictly such. 

Most of the paper held by commercial-paper houses is in the 
form of promissory notes the majority of which are unsecured. 
The maturities of this paper range from two to nine months, 
with four and especially six months occurring most frequently. 
The standard round-number figure for these promissory notes is 

1 One of the best descriptions of a commercial-paper business is contained 
in Com.....-ciJJl P,!ptJr Market (Bankers Publishing Company), by R. A. 
Foulke, and in Volume III of B. H. Beckhart's New York Mrmey Market 
(Columbia University Press). 
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$5000, but there are some notes of $2500 and $10,000 and a few 
of even larger. denominations. 

It is almost universally true that commercial-paper houses do 
not endorse the paper which they resell. The fact that they are 

. not legally responsible, however, does not mean that they are not 
extremely careful in the. choice of the paper which they buy and 
later resell. As is the case with investment houses, the commercial­
paper-house business is largely built upon the basis of "repeat 
sales." Many purchasers of this type of paper consider the name 
of the commercial-paper house handling the paper as important 
or even more important than the name of the signer of the 
promissory note. H a commercial-paper house aims at selling only 
paper which is paid promptly at maturity, then it builds up a 
reputation which is extremely valuable in bringing future busi­
ness to it. 

A large amount of capital is not necessary for the operation of 
a commercial-paper house. H the paper can be resold, then it is 
just a question of having sufficient capital to finance the period 
required for the marketing of the notes. In other words, if a 
commercial-paper house buys $100,000 worth of short-term notes, 
and can resell these within a period of a '!Veek, then it needs only 
to have the use of $100,000 for a week .. This capital is partly 
obtained from the partners in the case of a partnership, or from 
the stockholders if the commercial-paper house is incorporated. 
In addition the commercial-paper house frequently borrows for 
short periods from the commercial banks. 

It seems clear that the more business done by the commercial­
paper houses, the less there is for the commercial banks, except 
in so far as the commercial banks may lend money to the dealers 
or may be the purchasers of the paper from the dealers. Com­
mercial banks have frequently pointed out that when conditions 
are normal, many corporations will sell their promissory notes 
to the commercial-paper houses; but when stress periods come, 
and it becomes more difficult for corporations to sell their notes 
in this manner, they will resort to the more common method of 
securing their short-term-capitai needs from the commercial 
banks. Of course the principal advantage to the corporations of 
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the direct sale of their promissory notes to commereia.l-paper 
houses is that it is cheaper. The rates on such paper are usually 
less than the rates which the corporations would have to pay on 
short-term loans from commercial banks. 

The amount of business done by commercial-paper houses, 
however, in no sense rivals that which is done by the commereia.l' 
banks. At the close of 1934 there was $166,000,000 of this type 
of commereia.l paper outstanding in the United States, while the 
total loans of the banks, exclusive of mutual savings banks, 
totaled about $16,000,000,000. 

The following table gives, by years, the average monthly 
volume of commereia.l paper outstanding between 1925 and 1934 : 

y,...,. 

1925 . 
1926 • 
1927 • 
1926 • 

1929 • 
1930 • 
1931. 
1932. 

AVlCltAGB MOJn'BLY VOLtJIIB 
(milliou cl doIJan) 

743 
629 
585 
4M 

322 
.all 
2M 
105 

1933. 95 
1934 .•.•.•........ Ui6 

Acuptance HUU8eIJ. Before 1913 the acceptance business in the 
United States was of little significance, because national banks, 
and state banks in many states, were forbidden to carry on an 
acceptance business. The encouragement given the acceptance 
business by the liberalized provisions of the Federal Reserve Act, 
and the additional encouragement given it after the Federal 
Reserve System got under way, have led to a considerable growth 
in the volume of acceptance business in the United States, 80 that 
in the period 192&-1931 between $1,000,000,000 and $l,SOO,OOO,OOO 
of this type of paper was outstanding. 

Acceptance houses operate in much the same ~ as the 
commercial-paper houses; that is, they purchase acceptances in 
the open market and then resell them to, principally, the Federal 



662 MONEY AND BANKING 

reserve banks, commercial banks, savings banks, and corpora­
tions or individuals having temporarily idle funds. The Federal 
reserve banks stand ready to purchase these acceptances in any 
volume at 0. rate which is usually less than their rediscount rate. 
This makes the business of the acceptance dealer an extremely 
liquid one. 

In addition to the common type of acceptance houses there 
are also specialized accepting institutions. This latter business, 
which consists of accepting drafts for customers, is not nece&­
so.rily separate from the business of the dealers, for in many cases 
an acceptance house both accepts drafts and acts as 0. dealer in 
acceptances. 

The impetus given to the acceptance business in the United 
States under the Federal Reserve System still does not make it 
relatively as important as it is in England. For international 
acceptances London has always been considered the acceptance 
center, and has gone considerably farther than we have in setting 
up specialized acceptance houses. 

The acceptance husiness, although considerably larger than 
the commercial-paper business, still does not rival the business 
done by the commercial banks. The volume of bankers' o.ccept­
ances outstanding as of the close of each year. from 1925 to 1934 
is given in the following table: 

y ..... 

1925 
1926 
1927 
1928 

1929 
1930 
1931 
1932 

1933 
1934 

ACCBPTAlfCll8 OtJ'l'8TANDI'NO 
Cmilliou of doUan) 

774 
755 

1081 
1284 

1732 
1556 
974 
710 

764 
643 

Industrial Banks. There are 0. number of financial institutions 
which grant smo.Il loans to individuals or their fa.milies. The 
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pawnbroker is perhaps the oldest dealer of this nature, but his 
businesl! has recently turned in other directions, and, except for 
a few remaining "loan sharks," most of the smaIl-loan business 
is carried on by incorporated organizations. Under the sponsor­
ship of the remedial loans division of the Russell Sage Foundation 
a uniform Small Loan Act was drafted in 1916, and by 1934 
twenty-six states had adopted this act; eight other states had 
enacted laws of a different nature dealing with the same situation; 
but having materia.Ily different contents; anll fourteen states had 
passed no laws 'at all. One of the principal provisions of the uni­
form small-loan law is to set a maximum interest charge of 
31 per cent per month on all loans of $300 or less. 

The so-eaIled industrial bank is the most important single 
smaIl-loan agency. The principal industrial banking system in 
the United States is the Morris Plan banks. This organization 
began with one office in Norfolk, Virginia, in 1910, and now has 
offices in most of the states of the Union; it does an annual 
volume of busineBB of more than $100,000,000. The Morris Plan 
hanks grant loans of small amounts, usually between $100 and 
$300, to individuals and do not usually reqnire security collateral. 
They do reqnire, however, the endorsement of two other penlODB, 
called "comakers," who are jointly and severally liable with the 
maker for the payment of the note. In cases of collateral loans 
comakers are not neceBSary. The loans are paid off in weekly, 
semimonthly, or monthly instaIlments. 

The table on page 664 gives an idea of the charges made on 
small comaker loans of the Morris PIan industrial banks. The 
interest rate on these loans under the terms indicated in the 
table varies from 13 per cent to 15 per cent.' '." ",J 

The Morris Plan banks> likewise do a deposit busineBB by means 
of Morris Plan certificates, which in most cases have paid an 
interest rate above that of savings banks. Their principal busi­
neBS, however, is the making of installment loans. 

Mr. Arthur J. Morris, who founded the Morris Plan banks, has 

1 For 8 more complete 8.Jlo.lyais of the rate on theee loans, together with 
the coet of general ineto.llment purcbaa .... _ "Cost of Insto.llment Buying," 
hy Lewis A. Fromsn. in the HartJaTd Bwi ..... ReuietD for JauQBotr, 1933. 
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A_oUlft' or LoA. 

5108.00 . 
120.00 . 
156.00 . 
204.00 . 
252.00 • 
360.00 . 
400.00 . 
652.00 . 
660.00 . 
700.00 . 
900.00 . 

1008.00 . 
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TOTAL 
CaAaou 

58.64 
10.20 
12.48 
16.32 
20.14 
27.70 
34.42 
41.14 
48.70 
65.42 
65.50 
73.06 

BOMow •• 
Roc ..... 

599.36 
109.80 
143.52 
187.68 
231.86 
332.30 
421.58 
510.86 
6U.30 
700.68 
834.50 
943.94 

Twm.". M01ft'llLT 
PA.Y .... .,.. 

59.00 
10.00 
13.00 

'17.00 
21.00 
30.00 
38.00 
46.00 
65.00 
83.00 
75.00 
84.00 

written as follows concerning the purpose and the operations of 
these industrial banks: 

The Morris Plan was dedic .. ted to the proposition th .. t the non­
propertied classes of the community are entitled to "cce88 to the monied 
capital of the community through high-class financial institutions and 
.. t reasonable rates; .. nd was predicated upon the belief that the .. verage 
man .. nd woman is fin .. ncially honest and,.with depend .. ble earning 
power will repay the oblig .. tion if afforded proper opportunity to do so. 

It has long been .. n established economic fact that 80 per cent of the 
American adult popUlation was without .. c .... to commercial banking 
credit, and it has alwaye been the proud contention of the Morris Plan 
that it has brought legitimate and businesslike banking credit to tha 
masses. This is forcefully proven in this same llUI'vey of 10,000 loaM, 
which showed that SO.S per cent of Morris PIan borrowers had no bank 
accounts before becoming Morris Plan customers, and such a figure 
becomes especially significant when we consider the financial orderliness 
that comes to the individual who borrows or invests under the Morris 
PIan. Countless borrowers, once they have liquidated their obligations, 
continue their instaIment payments in the form of saving; and of this 
80 per cent who come in to the Morris Plan witbout other banking COnDee­

tioM, it is obvious that .. great number will come away vastly benefited 
by their experience and with a new appreciation of money values and 
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financial orderliness. Truly, Morris Plan has been a bank for the masses 
- for those IK) per cent who were without banking connections. 

The Morris Pian Bank is distinguisbed from the commercial bank by 
the fact that it does not carry checking accounts and does not accept 
demand deposits. It is a thrift institution which lends its money to 
those who agree to save with it systematically. No Morris Plan bank 
has ever fa.iled and no depositor has ever lost a single dollar in any one 
of these institutions. 

Our rates are, of necessity, somewhat higher than commercial bank 
rates for the reason that our business is a retail business, whereas that 
of the commercial bank is a wholesale business. Our average loan is 
approximately $300, whereas the average commercial bank loan is 
$10,000 or more.' 

Labor Banks. There have been a number of labor banks 
formed in this country, usually under the 8ponsorship of trade­
unions. The first bank of this kind was organized in 1920 by the 
International Association of Machinists. By the close of 1926 
there were thirty-five labor banks in existence, with total re­
BOuroes of $126,000,000 and deposits of $109,000,000. Many of 
these banks' carried on a regular commercial banking business, 
and most of them made some provision for thrift accounts. Labor 
banks, owing to inexperienced and incompetent management, were, 
in general, very unsuccessful, and by the close of 1932 only seven 
banks remained, with total resources of approximately $29,000,000. 
This does not mean that all the others had failed, as some of 
them were merged or taken over by other banking institutions. 

Those labor banks which have been 8uccessfnl have been 
managed by conservative bankers of long experience; but in most 
of the ill-fated banks positions of executive responsibility were 

, "The Morris Plan'. Contribution to the Economic Life and Welfare of 
the W_Earner," by Arthur J. Morris, in the America .. Federationial for 
April, 1932, pp.404-409. Thio article, only a omall portion of ""hieb is ..... 
produced here, is a very eomplete analysia of the aims of the Morris Plan 
system. 
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given to men who had been prominent in and sympathetic with 
the lahor movement, instead of to men who understood sound 
bank administration. Politics and animosities played havoc here 
and there. Some banks were overstaffed in order to give jobs 
to the faithful. Certain banks invested excessively in expensive 
office equipment in order to make an impressive showing. Some 
went too far to the other extreme. Frequently a bank had execu­
tives of ability who, however, were subject to the wishes of 
boards of directors composed of well-meaning but ignorant and 
inexperienced labor leaders. The International Ladies Garment 
Workers Bank in New York made loans of nearly $400,000 to the 
garmentworkers union, and the loans could not be paid. The 
opposition of commercial bankers in some centers made the road 
difficult, and lahor banks were frequently not permitted to join 
local clearinghouses. Some banks paid dividends before they 
were earned. It was impossible in some communities to secure 
profitahle business from businessmen who were opposed to labor, 
and many of the loans made by labor banks were to individuals 
who were unahle to secure loans from the commercial banks. In 
some cases there were not only inefficiency, ignorance, and bad 
judgment, but downright dishonesty. The..Dfficers of the Pitts­
burgh Brotherhood Bank concluded a record of mismanagement 
by buying Liberty Bonds at a large discount from a dishonest 
salesman, surrendering the money without receiving the bonds. 

Credit Unions. The credit union originated in Germany in 
1849 for the purpose of aiding small borrowers of all types, in­
cluding farmers, tradesmen, and artisans. It was not until after 
the beginning of the twentieth century that credit unions began 
to spring up in the United States. In 1909 Edward A. Filene, a 
Boston merchant and philanthropist, organized the Credit Union 
National Extension Bureau, the activities of which he has 
financed during the quarter-century of its existence. Massa­
chusetts passed a Credit Union Law in 1909, New York a simi­
lar law in 1913, followed by North Carolina in 1915. At the 
present time most of our states have such laws. __ 

The credit union is in the nature of a mutual savings and loan 
association that collects the savings of its members and lends the 
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funds thus accumulated to the members and to the members 
only. Its purposes may be outlined as follows : 

1. To enco1ll'8ge saving among members by providing a safe and 
convenient medium of investment. 

2. To afford the small borrower an opportunity to obtain funds at a 
reasonable cost. 

3. To train the members of the union in business methods and to 
show the value of co-operation. (This purpcse is probably incidental 
to the first two.) 

The Federal government encouraged the formation of credit 
unions by passing in June, 1934, a law enabling fifty or more 
persons to petition the government for the right to establish a 
credit union. The charter is granted by the Federal government. 
During the remainder of 1934, credit unions were formed at the 
rate of fifty to sixty a month, until by the close of the year there 
were some three thousand unions in existence in this country. 

The organization of the credit union is very simple. It receives 
its funds from shares which it sells to its members and from the 
deposits of members. Every member must be a shareholder, even 
though he may hold only one share. The shares run as low as $5 
and as high as $25, and may be purchased on the installment plan 
for as little as 10 cents a week. From the funds thus collected 
loans are made to the members. Applications for loans are made 
to the credit committee of the individual credit union. For a loan 
up to $50 cha.racter is usually the only collateral required, but 
for a loan over $50 the borrower must get cosigners among the 
members, or else he must have an account equal to the amount 
which he wishes to borrow. Interest of 1 per cent a month is 
charged on the unpaid balance of the loans in most unions. The 
borrower repays the credit union in installments, according to 
his ability, but while he is repaying he is required to deposit 
some of his income in a savings account. Members in a credit 
union are urged to borrow money rather than to decrease their 
savings account or shareholdings. Dividends are paid on the 
stock of the credit unions. 

Membership is usually limited to persons of a particular 
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group - for example, to persons connected with a particular fac­
tory or store, to those belonging to a particular parish, to a farm 
group, and to other closely knit units of society. Various groups 
of employees of Armour and Company, for example, had formed 
ninety-eight credit unions up to the close of 1934. The Federal 
government, although not directly furnishing any funds, has 
aided credit unions through the agencies of the Farm Credit 
Administration and the Reconstruction Finance Corporation. As 
of November 30, 1934, the Reconstruction Finance Corporation 
had granted loans to credit unions to the extent of $581,000. As 
of the close of 1933 there were 2016 credit unions in operation in 
the United States, with a membership of approximately 360,000~ 
Their capital stocks amounted to over $22,000,000, and they 
had loans outstanding of $26,319,000. Deposits amounted to 
$5,685,000. 
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CHAPTER XXIX 

BANK FAU..URES AND BANKING CONCENTRATION 

During recent years a great deal has been written about bank­
ing concentration in the United States.! Bank failures are closely 
connected with the general subject of banking concentration 
because the desire to avoid failures has been a factor of great 
importance in the concentration movement in the United States. 
Between 1921 and 1930, when the number of banks in the United 
States declined about 22 per cent, the total resources of banks 
steadily increased, which shows that more business was being 
done by fewer institutions. In such countries as Germany, 
France, England, and Canada concentration has progressed to 
the point where a few large institutions do most of the commercial 
banking business. In the United States the unit bank continues 
to predominate, although the number of units has decreased very 
drastically during the last decade. The first table on page 671 
gives the number of banks in the United States as of the close of 
each year from 1919 to 1933. Between December 31, 1921, and 
June 30, 1934, the number of banks in the United States 
declined from 30,560 to 15,835, a decline of approximately 50 
per cent . 

., Bank Failures. There are several causes of the decline in the 
number of banks, the most important of which are bank failures 
and bank consolidations and mergers. The number of bank 
failures which occurred in the United States each year from 
1921 to 1932 is as shown in the second table on page 671 • 

• See especially Branch, Group, and Clwin Booki1l(J (The Mamnillao Com­
pany), by Gain .. T. Cartinbour; Booki1l(J C~ion in 1M U"iUd 8_ 
(Bankers Publishing Company), by Josepb Stagg Lawren .. ; Crmuntration 
oj Booki1l(J (Columbia University Press), by John M. Chapman; and the 
section dealing with tbia genera1subiect in Th4 Booki1l(J Situation (Columbia 
University Press), by Willis and Chapman. 

670 
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NllKlIER or BAND IN TIIIII UNITED STATBS, 191!H933 (AS or 
DECEKBEB 31) AND 1934 (TO JUNB 30) 

y ..... ALLB.unm .IhllBJlaBuu NOlOmKBD BAlfD 

2'''''' N""-'I - J(~ 
CH.\or &rinQ. 

1919 28,600 8821 7779 1042 633 19,146 
1920 29,829 . 9298 8024 1374 631 19,800 
1921 30,560 9745 8150 1595 634 20,181 
1922 30158 9892 8244 1648 630 ~ 1923 29,505 9774 8179 ---rn5 ~ 19,101 
1924 28,806 9587 8043 1544 623 18,596 
1925 28,257 9489 8048 1441 621 18,147 
1926 27,367 ~ 7906 1354 618 ~ 
1927 26,416 9034 7759 ---ym-6i8" 16,764 
1928 25,576 8837 7629 1208 613 16,126 
1929 24,630 8522 7403 1119 609 15,499 
1930 22769 8052 7033 1019 603 14114 
1931 19,966 7246 6368 878 597 12,123 
1932 18,390 6816 6011 805 594 10,980 
1933 15,011. 6011 5154 857 581 8,419 
1934 (June 30) 15,835 6375 5417 958 578 8,882 

BANI< SUSPENSIONS IN TIIIII UNITBD STATES, 1921-1932 

y .... ALLB ..... M'mlBZBB~ 
Mo __ -

aoBAau D ........ 

2'0/01 N ........ -1921. 505 71 52 19 434 $172,188,000 
1922 . 367 62 49 13 305 93,043,000 
1923 • 646 122 90 32 524 149,601,000 
1924 . 775 160 122 38 61li 210151000 
1925 • 618 146 118 28 472 167,555,000 
1926 • 976 158 123 35 818 260,378,000 
1927 • 669 122 91 31 547 199,329,000 
1928 • 499 73 57 16 426 142,580,000 
1929 • 659 81 64 17 078 230,643,000 
1930 • 1,352 188 161 27 1164 853,363,000 
1931 •• 2,294 016 409 107 1778 1,690,669,000 
1932 •• ~ 331 276 05 1125 715,626,000 
Total 10,816 2030 1612 418 8786 14,885,126,000 
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During the twelve-year period 1921-1932 inclusive, nearly 
eleven thousand banks failed in the United States. During the 
same period the number of banks declined by more than twelve 
thousand. It would seem therefore that by far J;he most im­
portant cause of the decline in the number of banks in the United 
States was the number of failures which occurred. It cannot be 
said that failures account for eleven .twelfths of the reduction, 
because during the period a good many new banks were formed, 
and approximately 1600 banks which were reported as suspended 
later reopened. In addition many banks were absorbed by mergers 
and cODBolidatioDB. This failure record, however, is anything but 
enviable, and it has caused several commentators to refer to the 
.. collapse" of the American banking system in the years following 
the World War. 

There is no single official figure for the number of bank lIII&­

pensiODB during 1933. The Federal Reserve Board reports 462 
banks BUBpended between January 1 and March 15. Then 221 
liceDBed banks were suspended between March 16 and December 
31, and finally 1100 nonlicensed banks were placed in liquidation 
or receivership between March 16 and the end of the year. The 
total of these figuree is 1783, which is probably the most reliable 
estimate of the number of failures for 1933. 

The causes of bank failures cannot be definitely ascertained, 
but the Comptroller of the Currency has attempted to give the 
reasoDB for the failure of national banks. As to the apparent 
causes of their failure the Comptroller of the Currency classifies 
the 1417 national banks which failed between April 14, 1865, and 
October 31, 1930, as shown in the table on page 673. 

According to the Comptroller of the Currency the most im· 
portant causes of the failures of national banks between the 
dates just mentioned can be grouped under one title: incompe­
tent management, approximately 40 per cent of the total falling 
under this head. This figure does not include the banks which 
failed from a combination of causes. This is indeed a sad com· 
mentary upon the management of our banks. Local financial de­
pression from unforeseen agricultural or financial disaster accounts 
for another 28 per cent, not including the combination causes. H 
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Ineompetent maoagement . • . . . • . . . . . 
Dishonesty. . • • • • . . . . •.. • • • • • . 
LoeaI fiDaneial depreaaion from unfo","""" agncu1-

tural or fiDaneial disaster. . . . • : . . . . . 
Temporary BWIpOI18ion. • • • . . • • . • • . . 
Formerly in voluntary liquidation. . • • • . • . 
lIeceiver appointed to levy and eoIlect stock _ 

ment ooVering deficiency in value of .. sets sold . 
Receiver appointed to oomplete unfiniahed .busin_ 
moompetent management and disbonesty . . . . 
IneompelBDt maoagement and loca.l fiDancial dep ..... 

sion from unforeseen agricultural or fiDancial 
disaster •..••....•........ 

Diabonesty and loca.l fiDancial depression from un­
foreseen agricultural or fiDancial disaster. • . • 

Total .................... . 

N ....... 

572 
86 

396 
76 

6 

62 
3 

33 

In 

22 
1417 

J'aaemno ..... 

40.4 
6.1 

28.0 
&.3 

.4 

3.7 
.2 

2.3 

12.1 

1.5 
100.0 

the number of banks which have a combination of causes for their 
failure were apportioned equally among the single causes, incom­
petent management would account for 48 per eent of the total, 
and local financial depression for 35 per eent. 

Weaknesses of our Banking System. The causes given above 
by the Comptroller of the Currency are, of course, only the im­
mediate causes of the failures. The following considerations are 
offered as fundamental weaknesses of the American banking sys­
tem which have contributed to the large number of bank failures 
in this country. No attempt is made to provide a complete list of 
weaknesses, nor is an attempt made to list them in the order of 
their importance. The following, however, would seem to be the 
outstanding shortcomings of our banking system : 

1. Our commercial banks are regulated and supervised by forty-nine 
clliferent legislative bodies - the legislatures of the forty-e.ight states, 
and the national Congress for the national banks. The systeJn, bas been 
eomplicated even more by the supervision of the Federal Deposit In­
surance Corporation and the Reconstruction Finance Corporation. In 
addition bank-emminera have been subjected to political influences in 
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some states, and in most states the salaries paid examiners have not 
been high enough to attract really capable men. 

2. There are too many hanks, especially too many small banks. Our 
failures have been greatest among hanks with small capitalization, and 
also heaviest in small towns and villages. Some writers have referred to 
this situation as "overbanking," by which they mean that many com­
munities have more banking facilities than local business is able to 
support. 

The following classification, according to the size of their capital­
stock accounts, of the hanks which failed between 1921 and 1932 will 
give some indication of the importance of the smaller hanks- in this 
connection: 

BANK F AlLURES, 1921-1932 

CAPJ'I'''''' STOCK or SU8nNDaD BAKU 

525,000 or I... . . . : . _ . . _ . . 
More than 525,000 but I ... than S50,OOO 
$50,000 or more . . . . . . . . . . . 

6138 
il99 

3556 
10,693 

57 
9 

33 
00' 

Between 1921 and 1932, 57 per cent of aU the banks which failed had 
a capitalization of $25,000 or less. As of June 30, 1930, only 41 per cent 
of our banks had capital-stock accounts Of $25,000 or less. The failure 
rate of these small banks was especially high (relative to total failures) 
before 1930. The Banking Act of 1933 provides for a minimum capital­
ization of $50,000 for all new national banks. 

It may be, of course, that the 50 per cent reduction in the number 
of banks which took place between 1921 and 1933 bas taken care of our 
.. overbanked" situation. One difficulty at present is that what banks 
we do have are not properly distributed, so that many communities 
are left without banking facilities. 

3. Too many of our banks are outside the Federal Reserve System. 
The failure record of the Federal reserve member banks, although bad 
enougb, is somewhat better than that of nonmember banks. Between 
1921 and 1932 member banks constituted approximately 35 per cent of 
all the banks in the country, but of the 10,816 failures occurring during 
this period only 2030, or less than 19 per cent, were failures of member 
banks. 

, Figures not available on 123 banb. 
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4. Many banks which depend entirely upon the local community for 
their business have not been able to secure the proper diversification of 
their loan and investment portfolios. This weakness &hows up most 
among the banks which are located in communities that have highly 
specialized industries and little diversity. 

5. The management of many· of our banks has been &hown to be 
untrained, incapable, and inexperienced. The apparent causes of 
national-bank failures clearly &how this. We have not yet come to con­
sider banking as a profession which necessitates similar training to that 
required of accountanta, doctors, and lawyers. It has been suggested 
reeently that certain minimum standarde he set up for hankers similar 
to the requirements for public accountants. Thus we should have 
certified public hankers as well as certified public accountants. 

6. There has been a great deal of diahonesty shown by the managers 
of many of our banks. This, of course, cannot he completely overcome, 
hut in BOme cases it can he detected BOOner by more adequate examination 
and supervision. 

Bank Mergers and Consolidations. The merger movement 
among the hanks in the United States began at a later date than 
it did in a number of foreign countries, notably Germany, Eng­
land, and France. One of the most important reasons for this was 
the legal obstacles in the way of bank mergers and consolidations 
in the United States before the beginning of the third decade of 
the twentieth century. Only since 1921, and especially since 1927, 
has the merger movement in this country been of particular 
importance. 

Two legislative acts have aided materially in the movement. 
The first was the Consolidation Act of November 7, 1918, and 
the second was the McFadden-Pepper Act of 1927. Prior to the 
passage of the Consolidation Act a national bank could not con­
solidate with another national or state bank until one or both had 
gone into voluntary liquidation, in which case it-was possible for 
the continuing bank to buy the assets of the liquidating bank; 
or, if both banks went into voluntary liquidation, then a new bank 
could be organized which would take over the assets of \>oth the 
liquidating banks. The Consolidation Act permitted two or more 
national banks to consolidate directly without the liquidation of 
either or any. There was no provision in this law, however, 
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covering the merger of state and national banks, and as a conse­
quence, when state and national banks wished to consolidate, it 
was necessary for the state banks to liquidate and then be absorbed 
by the national banks. The McFadden-Pepper Act amended 
this provision so that there could be direct consolidation between 
state and national banks. 

Prohibitive branch-banking laws have likewise been a deterrent 
to the consolidation movement. Unless a bank may continue to 
operate as a branch the bank which it wishes to take over, there 
is, outside of our large cities, usually very little point in consoli­
dation, especially between banks which are located at considerable 
distances from each other. In those states, of course, which 
allowed their own banks to establish branches within the state 
boundaries, the merger movement and the branch-banking move­
ment have gone hand in hand. In the state of California, for 
example, the merger movement has proceeded to the point where 
most of the commercial banking business is carried on by a few 
institutions. In other states which do not allow branch banking 
the merger movement has been confined usually to banking in­
stitutions within the same city, except, of course, for the group­
banking and the chain-banking movement. 

The number of bank mergers and consolidations for each year 
of the period 1919-1931, together with the number of banks in­
volved in these transactions, is given . in the table on page 677. 

The reasons for the mergers which took place between 1921 
and 1929 differ somewhat from th~ reasons for the mergers since 
1929. Professor Chapman states the causes for the mergers taking 
place during the two periods as follows: 

The volume of totsl resources of hanks participating in mergers in­
cressed rapidly from 1925 to 1930, but registered a heavy drop during 
the two depression years, 1930 and 1931. In other words, the number of 
mergers incressed during the so-called prosperous years, as well as 
during the lean years; whereas, the resources of participating hanks 
dropped during the depression. 

Reasons for mergers during the two periods were different in many 
cases. The larger banks did not expand through mergers and consolida­
tions, to any great extent, after 1929. Smaller hanks were being abeorbed 
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in order to relieve "banks in cIistns" or to reIieve an "over-banked" 
oondition. Among the various causes for bank: mergers and consolidations, 
that of preventing bank: fa.ilures has become much more important since 
the beginning of the depression in 1929. The desire to secure branches 
and trust husiness has declined in importance. This is an extremely 
interesting and an important feature of the depression period of bank: 
mergers. The factors at work in 1929, especiaRy, were the desire to 
secure size, power, and prestige - in BOrne sections ambition to get a 
larger number of branches was predominant.' 

BANl<8 PABTIClPATDlG IN BANJt MERGERS AND CONSOLIDATIONS, 

1919-1931 

TO'I'.u.N~ TarALNmDlu 01' Y ... NVllBu or MDGaIUI uBAlIJEIIb' .. a... ... ABaoUID 

1919 . 178 34S 178 
1920 . 181 349 183 
1921 . 281 559 292 
1922 . 337 616 340 
1923 . 320 584 320 
1924 . 3IiO 668 362 
1926 . 362 667 366 
1926 . 429 814 429 
1927. 643 955 544 
1928 • 501 916 507 
1929 . 571 1,060 576 
1930 . 699 1,346 698 
1931 . 706 1,363 719 
Total 5453 10,232 6498 

Between 1918 and 1932 there were approximately 5500 bank 
mergers in the United States involving about 10,000 banks. The 
genera.I reasons for the consolidation movement in this country 
may be summarized as follows : 

1. To prevent bank: failures. 
2. To obtain branches. 
3. To secure trust business. 
4. To satisfy the personal ambitions of BOrne bankers who have 

desired to place their institutions among the Iargest.in their communities. 

, TM BanJr:ifl4} Situation, by WiUia and Chapman, p.369. 
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The remainder of this chapter will be devoted to a discussion 
of chain, group, and branch banking. 

Chain and Group Banking. Chain and group banking are con­
sidered together in this chapter, although there are technical 
differences between them. Chain banking usuaIly refers to that 
type of banking control and ownership in which an individual or 
a group of individuais own and control the majority stock of two 
or more banks. Group banking, on the other hand, refers to 
that type of banking in which a holding company controls the 
majority stock in the operating banks. The stock of the holding 
company in turn, of course, is controlled by an individual or a 
group of individuals or even by another holding company. 

HistoricaIly chain banking is much older than group banking. 
The use of this later form did not assume importance in the United 
States until about 1926. Some of the larger bank holding com­
panies which control group systems in the United States are the 
Transamerica Corporation of California, the Marine Bank Cor­
poration of Seattle, the Northwest Bancorporation of Chicago and 
Minneapolis, and the Marine Midland Corporation of New York. 
This latter holding company owns the majority stock of twenty 
banks within New York State, including the Marine Midland 
Trust Company of New York City. It is not possible to secure 
up-to-date statistics on the number of group-banking systems in 
the United States. A committee of the Federal Reserve Board, 
however, published a report in 1932 on .b~Dking groups and chains. 
The number of groups and chains in the United States as of 
December 31, 1931, classified by geographical areas, was as 
shown in the table on page 679. 

The two hundred and seventy-three group and ehain systems in 
existence as of December 31, 1931, owned some two thousand 
individual hanks. These banks had loans and investments of 
$9,641,000,000. The loans and investments of all commercial 
banks at that time amounted to approximately $39,000,000,000. 
Group and chain systems, therefore, control about 25 per cent of 
the loans and investments of the commercial hanks of this country. 

It is difficult to detect any advantages possessed by the group 
or the chain system which are Dot po88e88ed by the braneh system. 
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NUJIBER 01' GRoUPS AND CHAms, Cr.AssInED ACCORDING TO GEo­
GlI.APBICAL AREAs (AS 01' DECEMBER 31, 1931) 

New England . . . 
Middle Atlantic . . 
North Central. . . 
Southern mountain 
Southeastern . . 
Southwestern . • • 
Western grain. . . 
Rocky Mountain . 
Pacific . . . . . . . . 

Total in United States 

Nu ..... OJ' 08011''' Lo.a.JI8 AlfD I ...... ........ 
11 
43 
33 
4 

21 
35 
84 
17 
25 

273 

$1,030,000,000 
2,774,000,000 
2,138,000,000 

153,000,000 
399,000,000 
253,000,000 
900,000,000 
215,000,000 

1,779,000,000 
19,641,000,000 

It is true that most chain and group banking systems have 
grown up in states which have prohibited branch banking. The 
Marine Midland system of New York no doubt was formed for 
this reason. Soon after limited branch-hanking privileges were 
extended to New York State in 1934, this group system did away 
with severa.! of its units and made branches of them.l 

In group systems supervision is very difficult, as the holding 
company which controls the operating units is not subject to the 
same supervision as the units themselves. The group type of 
banking, of course, makes the double liability feature of bank 
stock practically meaningless. Chain banking has been very un­
successful in the United States, and the number of chains has 
declined drastically since 1925. Beginning in that year several 
small chains failed in Iowa, Colorado, and Illinois. The Ma.nley­
Witham chain, operating in the state of Georgia., failed in 1926. 
The famous A. B. banking chain of Arka.nsa.s and Tennessee failed 
in the latter part of 1930. The Federal Reserve Board states in 
its annual report for 1922 that the largest chain system, probably 
the Ma.nley-Witham chain, included some one hundred and 
seventy-five banks. 

1 Under the branch-banking law passed in.I934 New York State is divided. 
into Dine districts, and branch .. may be located only in the district where the 
home ollice is located. 
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One of the reasons for the nonsuccess of chain banking in this 
country has been the methods used in bUilding up the chains. 
Frequently the shareholders of one bank would pledge their own 
stock as security for bank loans, the proceeds of which would be 
used to buy up the controlling interest in another bank, and then 
the new stock thus acquired would be pledged again, and so on 
until a number of banks had been acquired. If anyone particular 
bank within this chain failed, then the other banks were usually 
dragged down with it. This truly is a good illustration of the 
saying that a chain is no stronger than its weakest link. 

Branch Banking. No doubt the greatest impetus to branch 
banking in the United States was the wave of bank failures which 
began in this country in 1921. Before that time branch banking, 
although a few states had extensive branch systems, had been 
looked upon generally as un-American. Branch banking, because 
of its monopolistic implications, and the trust movement were 
thought of in the same terms. Since 1921, however, the breakdown 
of our unit banking system has caused a change in attitude, 80 

that at the present time there is a decided tendency toward the 
extension of branch-banking privileges. 

Even before the national banking system was established in 
1863, some of our states had branch-banking systems. Our first 
central bank, the first Bank of the United States, as well as the 
second Bank of the United States, 'bad branches; but when the 
Federal Reserve System was established in 1913, the regional 
rather than the branch system was adopted. The Aldrich Plan, 
which was the recommendation of the National Monetary Com­
mission, had provided for a single central bank to be located in 
Washington, and it was to have branches throughout the country. 
The Democratic administration and Congress, however, which 
came into power in 1913 modified the suggestions of the National 
Monetary Commission by providing for a regional system of 
twelve Federal reserve banks. The National Banking Act did 
not authorize the establishment of branches. However, it did not 
specifically prohibit them. If a state bank which was operating 
branches gave up its state charter and became a national bank, 
then it might retain its branches. That is the reason why a few 
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uational banks had branches even before 1918, which was the 
date of the first legislative act dealing with branch banking and 
mergers. The Comptroller of the Currency, who was charged 
with the supervision of the uational banks, had consistently 
opposed the establishment of branches, and he was upheld in this 
attitude by the Attorney General. The best-known opinion in 
this connection was handed down by Attorney General Wicker­
sham in 1911, in which he held that the National Banking Act did 
not authorize uatioual banks to establish new branches. 

The first change made in the legal status of branch banking 
was brought about by the passage of the Consolidation Act of 
1918; this act permitted uational banks that absorbed other 
banks with branches to maintain the branches which were in 
operation at the time of the consolidation. In 1922 Comptroller 
of the Currency Crissinger modified somewhat the decision of 
his predecessors when he authorized uational banks to estab­
lish offices to serve as .. tellers' windows" for the purpose of re­
ceiving deposits or checks but not for the purpose of granting 
loans. These tellers' windows had to be situated within the 
city limits of the town in which the bank operating them was 
located. Mr. Crissinger did not consider the tellers' windows as 
branches. 

The next step in branch-banking development was the passage 
of the McFadden-Pepper Act of 1927. This act, among other 
things, permitted a uational bank to operate branches within its 
own city, provided the state banking laws permitted the state 
banks to establish branches. It should be made clear, however, 
that no uational bank could establish branches beyond the limits 
of its city; and if the state laws did not provide for branches 
under any conditions, then, of course, the national bank could 
not operate branches even within its own city. Under the pro­
visions of this law a considerable number of branches of national 
bimks were established. 

The most recent development of branch banking in the national 
banking field is the provision of the Banking Act of 1933 which 
allows the national banks to establish branches within those 
states which allow their state banks to operate branches, and 
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under the same terms. For example, if the state law provides for 
city-wide branches, then the national banks may have city-wide 
branches; and if the state law provides for state-wide branches, 
the national banks may operate state-wide branches. The only 
difference between the status of state and national banks operating 
in the same state at the present time is that the national law 
requires a minimum capitalization of national banks before they 
can establish branches. The minimum capitalization is $100,000 ; 
and if the state has a population of more than 1,000,000 or a city 
whose population is more than 100,000, then the national banks 
in that state must have a capitalization of at least $500,000 in 
order to operate branches. Most states do not require of their 
own banks such a high capitalization as a condition of their 
operating branches. 

The table on page 683 summarizes, by states, as of the close 
of 1933, the extent of branch banking in the United States. 
Of these 2752 branches 1651, or 60 per cent, were located in the 
cities of their head offices, and 388 more were situated in the 
counties of their head offices. The remaining 713 branches were 
located outside the counties of their head offices. 

Ail of the close of 1933 the legal status of branch banking in 
the several states may be outlined as follows : 

1. Ststes which prohibit branch banking ~ 

Alabama 
ArkanB88 
Colorado 
Florida 

Illinois 
KanB88 
Minneaots 
Missouri 

Nebraska 
New Mexico 
Te""" 
W .. t Virginia 

Four of the above-listed ststes, Alabama, Arkansas, Minnesots, and 
Nebraska, have a few branch .. in operation, but further extension is 
prohibited. 

2. Ststes which have no definite branch-banking legislation: 

Kentucky 
New Hampshire 

North Dakots 
Oklahoma 

Wyoming 

Both Kentucky and New Hampshire, however, have hanks which 
dperate branch ... 
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TIm ExTENT OF BRANCH BANltING IN THE UNITED STATES 

(AS OF DECE.MBEB 31, 1933) 

Sun NVIIBIilB or Rums NVKBIIB or 
0 ....... 'l'I.0 BB&JICIR8 BIWfCIIU 

Alabama. 1 1 
Arizona 3 13 
Arkansas. 6 6 
CalifomiB 36 783 

Connecticut 3 7 
Delaware 6 12 
District of Columbia 10 27 
Georgia 9 24 

Idaho. 2 23 
.Indiana 17 32 
Iowa 35 52 
Kentucky 7 24 

Louisiana 25 48 
Ma.ine. 16 62 
Maryi&ud 22 79 
Massacbusetts 39 102 

Michigan 20 141 
Minnesota . 2 6 
Mississippi . 10 24 
Nebraska 2 2 

New Hampshire 1 1 
New Jersey .. 47 105 
New York 66 619 
North Carolina • 19 51 

Ohio 28 164 
Oregon 3 27 
Pennsylvania . 28 82 
Rhode Isl&ud . 10 32 

South Carolina 5 24 
Tennessee 18 ~,-. 46 
Utah 3 --.. ~" 9 
Vennont. 9 12 

Virginia 40 69 
Waahington 6 23 
Wisconsin 21 30 

Total 675 2752 

"" . .: 
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3. States which permit branches on a restricted basis, usually within 
the cities or counties of their head offices : 

Georgia 
Indiana 
Iowa 
Louisiana 
Maine 

Massachusetts 
Mississippi 
Montana 
New Jersey 
New York 

Ohio 
Pennsylvania 
Tennessee 
Wisconsin 

4. States which permit state-wide branch hanking: 
Arizona Maryland South Carolina 
California Michigan South Dakota 
Connecticut Nevada Utah 
Delaware North Carolina Vermont 
District of Columbia Oregon Virginia 
Idaho Rhode Island Washington 

At the close of 1933 seventeen states plus the District of 
Columhia permitted state-wide branch banking. On June 30, 
1930, only nine states in addition to the District of Columbia. 
had such provisions. This gives some indication of the tendency 
during recent years on the part of more and more states toward 
liberalizing their branch-banking laws. 

New York State has recently (1934) passed ala.w which allows 
its banks, and hence national banks, to establish branches within 
certain geographical areas. The state is divided into nine districts 
according to counties. The metropolitan area of New York City, 
however, is split between two districts. :The New York la.w had 
previously allowed branches to be established only within the 
cities of the head offices. There is a provision in the new law which 
states that no branches may be opened without the consent of the 
superintendent of banks and the state banking board, and that 
branches may be opened only by taking over existing banks, un­
less the community has no banking facilities. In that case new 
branches may be opened. 

The table on page 685 gives the number of banks in the United 
States which were operating branches during the years from 
1919 to 1933. The total number of branches is likewise given. 

From 1919 to 1928 there was a gradual increase in the number 
of hanks in the United States which were operating branches; 
in 1928 the total reached 844. Since 1928 the number of hanks 
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NlllIBER 01' BANKS OPERATING BRANCHES AND THE NllIIBEB (w 

THEm BRANCHES, 191!H933 

Ym... NUMBBB 01' BAKU NUll ... 0 .. Ba.ufCBU 

1919 476 1082 
1920 524 1239 
1921 535 1366 
1922 608- 1715 
1923 673 2044 
1924 716 2299 
1925 784 2586 
1926 787 2796 
1927 833 3149 
1928 844 3307 
1929 816 3603 
1930 799 3567 
1931 737 3375 
1932 747 3290 
1933 575 2752 

operating branches has slowly declined, but before 1933 this de­
cline was not so rapid as the decJine in the tots! number of banks. 
The Jargest number of branches, 3603, was reached in 1929. The 
number of branches has decreased since 1929, but not in propor­
tion to the decrease in the number of banks operating branches. 

The table on page 686 gives the number of banks operating 
branches in the United States from 1919 to 1931, together with 
their loans and investments and the percentage relation between 
branch loans and investments and total loans and investments. 
The growth in the volume of business done by branch-banking 
systems ae measured by loans and investments was greatest 
between 1919 and 1927. Since 1927 branch systems have been 
doing about one half of our banking business. 

As of the close of 1931, group and chain banking systems po&­
sessed 25 per cent of the loans and investments Sf all commercial 
banks, and if branch-banking systems possessed anothel'..50 per 
cent, then the two groups (branch, and chain and group) were doing 
approximately three fourths of the commercial banking business of 
this country at that time. This assumes that loans and invest­
ments may be taken as a meaeure of the volume of business done. 
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THE RELATIVE VOLUME OF BUSINESS DONE BY BRANCH-BANKING 
SYSTEMS AS MEASURED BY THEIR LoANS AND INVESTMENTS, 1919-1931 

1919 . 
1920 . 
1921 . 
1922 . 
1923 . 
1924 . 
1925 . 
1926 . 
1927. 
1928 . 
1929. 
1930 . 
1931 . 

YIIAB NUMBER 01' BA.KU 

476 
524 
535 
508 
673 
716 
764 
787 
Baa 
644 
816 
799 
737 

PllOOIIHTAOa R.LA-

LoANIl AND IJlfVIIII'J'o TIOJf BJITW1Ia ... 
MllllT8 or BAlfQ BHANCR LoA •• AND 

WITil DBAwcue ~=~::: 

$5,779,000,000 
7,291,000,000 
7,904,000,000 
9,104,000,000 

11,338,000,000 
14,072,000,000 
16,430,000,000 
17,881,000,000 
22,484,000,000 
23,641,000,000 
24,731,000,000 
24 338 000 000 
22,263,000,000 

IJfVIIBTUIINTli 

18.2 
20.0 
23.0 
26.8 
30.0 
36.9 
39.8 
41.1 
49.8 
49.2 
50.6 
50.3 
50.0 

Adva'fliages oj Branch Banking. Mter setting forth a number 
of the advantages of branch banking as given by the advocates 
of such a system, we will discuss the disadvantages. It is interest­
ing to note that some of the arguments used in favor of branch 
banking are likewise used against it. The list of advantages 
which follows is not necessarily exhaustive: 

1. (heater diversifical.itm oj loans and invealments. There are two 
reasons why a hranch-banking system makes it possible to secure 
greater diversification of loans alld investments. First, from the 
very nature of the branch system a larger geographical area is 
covered. This fact alone would contribute toward greater diversi­
fication of the loans because more diversified business interests 
would be served. Second, the branch system has a larger volume 
of investment funds available, and therefore can obtain a more 
diversified investment portfolio if it chooses to do so. 

In the first part of this chapter it was pointed out that the 
Comptroller of the Currency gave .. Local financial depression 
.from unforeseen agricultural or financial disaster" as one of the 
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principal causes of the failure of national banks. This risk, of 
course, could not be eliminated by a branch-banking system, but 
loans and investments could be more diversified. Local land 
booms, such as those occurring in Florida and Iowa, might not 
demoralize the community so completely if branch-banking sys­
tems were in operation. Some proponents of branch banking 
likewise point out that the booms themselves might never have 
occurred if the granting of loans to finance such speculation had 
been partially, at least, in the hands of persons not exclusively 
guided by local conditions. Banks in the "thick" of a land boom 
or any other type of boom are naturally subject to the local 
contagion. Since the branch system extends beyond the limits 
of the boom, the head office might begin to curtail loans before the 
local manager of the branch or the local banker would feel it was 
necessary. 

It is true that unless branch banking were extended even be­
yond state lines, there would be no reason to assume that in.some 
states the branch system would obtain a very much more diver­
sified loan portfolio than the unit system. There are some states 
which are almost exclusively devoted to the production of two 
or three agricultural crops. 

2. Ectmmny in operation. There are several reasons why it 
inight be possible to operate a branch-banking system on a more 
economical basis than the unit-banking system. First, clearance 
of cbecks would be made even more simple than at the present 
time. There was a decided improvement in our check-clearance­
and-collection system with the introduction of the Federal 
Reserve System. The branch system, however, could carry this 
even farther. Checks drawn in one locality might be against the 
branch of the same bank in another locality. These checks could 
be very easily cleared by bookkeeping entries in the head office 
and in the various branches. Second, small branch offices could 
be operated in communities which really need some sort of pank­
ing facilities, and yet which cannot support an individu&l unit 
bank. The branch office might include ouly one or two employees 
carrying on mostly just the business of a teller's window. Tpe 
organization. of a unit system would require incorporation, a 
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board of directors, officers, etc. Third, a branch-banking system 
could obtain such advantages of large-scale business as are pos­
sible in the banking field. Small transfers of funds between 
various parts of the Unitcd States and between the United States 
and other countries could be collected together and provided for 
in a single transaction. Investments can be more economically 
made in large amounts than in small amounts. Similar examples 
could be cited from the many other activities of banks. 

The inadequate earnings of small banks were cause for concern 
even during prosperous years. The Comptroller of the Currency, 
Mr. John Pole, wrote in 1929: 

A study of bank earnings covering the last two or three years, which 
have been years of general business prosperity, shows that a large per­
centage of banks outside of the principal cities - constituting three­
fourths of our banks and serving the majority of our population - are 
operating with insufficient earnings . 

. . . The average earnings of all banks, national and State, in one of 
our great agricultural States for the years 1924 to 1928, inclusive, were less 
than I!% on invested capitsl. In four other great Middle Western 
States, comprising both agricultural and industrisl activities, 2,053 hanks, 
nationa.! and State, earned in 1927 less than 6% on invested capital.' 

Mr. Joseph Stagg Lawrence, who opposes banking concentra­
tion, admits the economies of large-scale banking, b~t remarks: 

In spite of BOrne of the very impressive economies of large sca.!e bank­
ing which our statistica.! study has revealed, it must be borne in mind 
that the greater portion of these are attributable to the excellent record 
of the great banks of New York City. The eXPansion of hanking in an 
agricultural community or in a region that shows less intense commercial 
concentration may provide a verdict of an entirely different nature.' 

3. More competent 'TTUlnagement. The management of a branch 
bank is not necessarily more competent than the management of 
a unit system. An a.naIogous situation exists in the field of retail 
groceries. Some grocery chains have been very successful, but 

'J. W. Pole, "The Need of a New Banking Poliey," CommerciaJ mul 
Financiol ChrtmU:h (October 19, 1929), Vol. 129, p.65. 

, • Joeeph S. Lawrence, Banking Conantralion in 1M UniUd 8_, p. 183. 
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there still exist situations where smaIl independents operating 
alongside a chain store have been able to retain most of the 
business of the community. It is true, however, that the branch­
banking system extends an opportunity for extensive training 
which is not possible in the unit system. The branch manager 
may not be more able than the executive officer of the local unit, 
but it is possible to give to the branch manager very extensive 
training in the various departments before he is put into an 
executive position. Many cases could be cited to show that the 
management of small unit banks is sometimes "bought," not 
earned. An example will illustrate this point: A successful young 
Middle Western farmer was told by his physician that, if he did 
not give up the strenuous labor of the farm, he would probably 
not live very much longer. The young farmer was perplexed, 
because he was not familiar with any other kind of work. There 
was an opportunity, however, for him to purchase the controlling 
interest in the bank of the neighboring town. This he did, and 
he became the cashier (the chief executive officer) of the bank. 

A branch system might be able to attract more able men be­
cause of the higher salaries which it could afford to pay. This 
does not necessarily mean that the branch managers would receive 
higher pay than the executives of the unit banks, but the officers 
of the branch system might be of a. higher caliber for this reason. 

4. Economy of re8eTIJe8. The establishment of the Federal Re­
serve System in 1913 led to an economy of reserves, because a.ll 
member-bank reserves have to be kept with Federal reserve 
hanks. The branch-banking system, of course, would have to 
keep relatively as large a. legal reserve as the unit bank, but the 
so-called secondary reserve might be made available to anyone 
particular branch in times of unusual stress. This secondary re­
serve, therefore, might not have to be as large.relatively for the 
branch system as for the unit bank. It is perhaps an exaggeration 
to say that the entire reso~s of the branch system may be made 
available to any particular branch, but a. great deal can be done 
in this direction. 

5. Mobility oj bank credit. One obstacle which has been en­
countered by the small unit bank has been its inability to lend 
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more than 10 per cent of its capital and surplus to anyone bor­
rower. This is a provision of the National Banking Act, and 
most state laws have similar provisions. A small unit bank 
situated in a community which is supported almost entirely by 
a hranch of a large industrial concern, such as a canning factory, 
is not able to secure the husiness of that local unit becsuse of the 
10 per cent limitation. If there were a branch system operating 
in that community, then the resources of the entire system, 
if necessary, could be made available to the loesl industrial 
enterprise. 

If the loans of a branch system were diversified, it is conceiv­
able that during certain times of the year most of the bank's 
funds might be made available to one group of borrowers, and 
during other times of the year the funds could be transferred to 
another community and be made available to a different group 
of borrowers. This would be especially advantageous if the 
business interests served by the branch system were such that 
funds were needed by the various groupe at different times of 
the year. 

6. Easier IfUperoision. The supervision argument is used both 
by the proponents of the branch-banking system and by its 
opponents. It is contended by the proponents of branch banking 
that by cutting down the number of banks in operation super­
vision could be made more effective. More thorough and more 
frequent examinations might be made of the head office because 
most of ihe information necessary is usually kept in the head 
office. More intimate contacts could be made between the ex­
aminers and the personnel of the banks. 

7. Shifts in pflJlUlation of less consequence. Many unit banks 
have suffered because of the "drying up" of their communities. 
This is especially true of small communities which have to rely 
almost exclusively on a single business. During the World War, 
for example, there was a small town in one of the Middle Western 
states which became the center for the purchase of mules and 
horses for the Allied armies. This was an extremely lively com­
munity from about 1916 to 1919, but the collapse which followed 
was almost complete. It would be easier to remove a branch 
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from a "decaying" center, and likewise less expensive, than it 
would be to liquidate completely a local unit. Canada has effec­
tively used this advantage of the branch-banking system. When 
mining towns are opened up, branch offices, sometimes with very 
meager physical facilities, are established; in this way, without 
undergoing large investments, the branch system may serve a 
community which perhaps will need banking facilities for only a 
short period. This is not impossible under the unit system, but 
it is more difficult. 

8. Uniformity of intere8t rates. Proponents of branch banking 
have for some time pointed to more uniformity of interest rates 
as one of the leading advantages of branch banking. More uni­
formity than exists at the present time would no doubt be desir­
able, but a condition of complete uniformity would not be 
desirable. Without getting into a theoretical discussion of in­
terest rates, it may be pointed out that the difference in interest 
rates is primarily due to a difference in risk. So long, therefore, 
as the risks on the different classes of loans throughout the United 
States are dissimilar, there should be varying levels of interest 
rates .. The Federal Reserve System has been instrumental in 
bringing about somewhat more uniform interest rates between the 
various sections of the United States and likewise less seasonal 
variations in interest rates. A branch-banking system might 
further aid in this development. Whether or not a branch­

. banking system would tend to lower the general level of rates 
would depend entirely upon whether or not it could operate 
more economic&!ly than the independent-unit system. 

Disodvan/n.ge8 of Branch Banking. Here too no attempt is 
made to list all the disadvantages of branch banking, but just 
the ones which are most frequently put forth by those who are 
not in favor of it. 

1. Banking not l!Uited to mt:I88 meth0d.8. There are a number of 
variations of this argument against branch banking. The most 
important one, however, is that banking cannot be conducted 
on an impersonal basis, as may be the case with a rets.il business. 
Character is an extremely important element in the list of qualifi­
cations of a borrower, and character can be evaluated only on the 
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basis of long acquaintance and continuous dealings. This requires 
that the local banker be not only a leader in the financial com­
munity but also a leader in the social activities of the community. 
And this, according to the anti-branch-banking group, makes it 
undesirable for branch managers who received their training in 
other communities to pass upon the loan applications of local 
borrowers. 

The importance of this "man of the community" qualification 
is often exaggerated. It may be desirable at times for the local 
executive banking officer to be able to pass upon loans on a very 
impersonal basis. There may be cases where a borrower has 
had a continuous and favorable relationship with a local bank for 
a number of years, and yet, for some reason or other, this borrower 
may not deserve another loan. It is extremely difficult for an 
officer who has dealt with him for a number of years to refuse him, 
although his better judgment may suggest that he do so. One 
of the banks in N ew York State recently wished to establish a 
branch in a small upstate community. In order to appear sym­
pathetic toward local management and civic spirit, and in order 
not to be accused of "absentee management," the bank suggested 
that an advisory committee consisting of local businessmen be set 
up to aid in choosing a local manager. The businessmen politely 
but emphatically declined, and said: "Local management was our 
trouble. Everybody was doing everybody else favors on the 
mutual-help plan and out of old association, and if you asked for a 
loan the whole town knew it." .' 

In some cases the branch manager has been accused of being 
an office boy and not a loan officer. This may be true in some 
cases, but it need not be so. It may be a convenient excuse, 
when the branch manager wishes to refuse the application of the 
borrower, to "pass the buck" to the head office. The local 
chain-grocery-store's manager frequently does this when his cus­
tomers ask for an extension of credit. 

2. Branch banking tend8 tmoard 1'IWnO'p011l. It is contended that 
an extension of branch-banking privileges would so greatly reduce 
the number of banks in this country that soon a very few large 
banks would control all our banking business. But one may grant 
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the truth of this and still not'be obliged to admit that monopoly 
would necessa.rily result. In the pioduction of low-priced auto­
mobiles at the present time there are only three principal pro­
ducers, and yet the competition of these three is extremely keen. 
Even at the present time less than 1 per cent of the banks of 
this country do more than half of the banking business. Canada 
furnishes a good example .of keen banking competition, and yet 
only a few branch systems control virtually all the banking 
business there. 

3. More difficult supervi8Wn, It has been pointed out by those 
who oppose branch banking that a large number of branches 
would make examinations very difficult unless the head office 
and each branch office could be examined simultaneously. Such 
a procedure would necessitate a very large examination staff. 

The failure record of our banking system during the last twelve 
years conclusively proves that we must revise our system. 
Whether or not branch banking is a solution of most of our present 
weaknesses cannot be said with any degree of finality. The experi­
ence of other countries would seem to indicate that the branch 
system is more effective for them than the independent-unit 
system has been for us, No other country in the world, however, 
which needs the amount of banking facilities that the United 
States needs, has as large a geographical area to be covered by 
its banking system. In some respects, therefore, our situation 
may not be comparable to that of other countries which have had 
great success with the branch-banking system. Our limited ex­
perience with the branch-banking system' does not furnish con­
clusive evidence one way or the other. To operate a branch 
system within a system which is predominantly made. up of in­
dependent units is very difficult. Therefore our experience, 
which some say is highly successful, while others point to it as 
proof of the ineffectiveness of the branch-banking system, may 
not be helpful in making a final evaluation. The legislative acts 
of the last few years, however, definitely point to a further ex­
tension of branch banking. We, no doubt, will see a greater 
extension of its influence in the future. 
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Few Comptrollers of the Currency have been as enthusiastic 
about branch banking as John W. Pole. In the spring of 1932 
he wrote: 

My idea is that it might be found feasible to permit national banks to 
extend brancbes into the trade area of the city in which they may be 
situated. I realize that while the term .. trade area" itself is susceptible 
of definition there may be found some practical difficulties in mapping 
out a given trade area. Theoretically, of course, every city, no matter 
how small, might be said to have a trade area but it would prove no 
solution at all to the rural bank situation to permit smaU country hanks 
to establish branches in such trade are88. 

The trade area which I have in mind may be called the metropolitan 
trade area. Such an area would circumscribe the geographical territory 
which embraces the flow of trade from the ruraI communities and smaU 
cities to a larger commercial center. Branch banking extended by met­
ropolitan national banks into such a trade area would naturaUy give to 
these outlying rural communities and smaller cities a strong metropoli­
tan banking service. 

It has been urged as a consideration against branch banking that 
legislation permitting ita extension to the rural districta would lead to 
the concentration of aU of the banking capital in the United States in 
the New York banks and under the control of a comparatively smaU 
group of financiers. 

It might be possible theoretically to conceive of this situation arising 
if Congress permitted the national banks to engage in nation-wide 
branch banking at the present time, although many students of banking 
and many practical bankers are of the opinion that even were nation-wide 
branch banking permitted by law its spread would be a 8low develop­
ment out from the various commercial centers; that the country is too 
large and ita financial operations on toO vast a 8cale to permit of com­
plete concentration in New York City. The banking resources of the 
United States are constantly increasing as the country develops indu .. 
trially and commercially. 

However, my proposal would, it seems to me, clearly tend to decen­
tralize banking capital through ;. system of regional branch banking. 
The metropolitan banks in the city of New York have always held a 
preeminent position and under any system of banking which would 
foUow the normal course of business they will continue to increase in 
size and influence. Notwithstanding this aspect of the matter, branch 
banking emanating from commercial centers outside of New York City 
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into SUlTOunding trade areas would call1lll the New York banks to de­
crease in relative importance. There would be concentration of capital 
hut it would be a regional concentration with local characteristics. 
Banks in Detroit. Cleveland. Boston, Atlanta. New Orleans. St. Louis. 
Buffalo. Minneapolis, and other such lo~ commercial centers would 
grow into institutions fuI1y capable of taking care of the financial re­
quirements of their trade area communities. Instead of nearly all of the 
\argest banks being situated in New York City there would be in every 
such commereial center banks whose resources would approach or exceed 
a hillion do11ars. Instead of being a menace. would not such banks be­
come a source of pride to the community in which they are situated. 
hringing prestige and new husinesa to the city and taking out to the rural 
communities a strong and highly developed banking service with safety 
to the depositors there T Would not such a system of branch banking 
lead to an active competition for busiuesa which would naturally result 
in the local community obtaining cheaper and better banking service T 1 
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,CHA,PTER xxx 
RECENT MONETARY AND BANKING LEGISLATION 

The primary purpose of this chapter is to collect at one point 
all the national monetary and banking legislation of the last few 
years and to list the enactments in chronological order. In addi­
tion there are included at the close of the chapter various monetary 
and banking developments which are only indirectly related to 
legislative enactments and, in some instances, such as that of the 
World Monetary Conference during the summer of 1933, are in 
no way connected with legislative acts. By recent legislation is 
meant, in general, only that which has been passed since the 
beginning of the world-wide depression in 1929. At the time of 
passage most of these laws were referred to as emergeney enact­
ments; some of them, however, have come to be regarded as 
reform measures of a more permanent character. 

It is difficult, if not impossible, to differentiate between strictly 
monetary and banking legislation and other types of legislation. 
In general all that is meant by the former is legislation of a 
financial character. The National Recovery Act, therefore, will 
not be included in this summary, nor will the Agricultural Ad­
justment Act, except for the legislative rider attached to it, 
which is usually referred to as the Inflation Bill. In addition to 
the provisions of these monetary and banking laws, which will be 
presented in a summary fashion, a brief discussion of their more 
important features will be given. 

National Credit Corporation, October 13, 1931. The National 
Credit Corporation was an ageney created by Congress primarily 
for the purpose of aiding banks. It was a mutual organization, 
obtaining its funds from the sale of interest-bearing notes to the 
banks of the country. It was authorized to issue these notes up 
to $1,000,000,000. One or more banking associations were to be 
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set up in each Federal reserve district. Each bank which became 
a member of the district association was asked to subscribe to the 
notee of the National Credit Corporation to a maximum amount 
of 2 per cent of its net demand and time deposits. The corporation 
itself was authorized, in turn, to make loans to individuaJ. banks, 
and these loans were to be Secured by a bank's own note sup­
ported by adequate collateral, and further secured by the joint 
liability of all the member banks of its association. 

The very nature of the organization of the National Credit 
Corporation foredoomed it to failure. Individual banks would 
naturally be very hesitant in asking for loans from an association 
made up of its competitors. Moreover, the obtaining of a loan 
from this agency might cause suspicion to fall upon the borrowing 
bank, with the result that its customers would start deposit 
withdrawals, while, on the other hand, the joint liability of all the 
member banks of the association caused loans to be made very 
sparingly. At this time very few banks felt that they could assume 
additional liability. From this setup it would seem that the 
stronger banks were to come to the aid of the weaker banks, 
and a number of the larger and supposedly stronger banks 
joined as a good-will gesture. The subscribers to the notee of the 
National Credit Corporation were called upon for a total of only 
$135,000,000, and it was soon realized that this organization 
would be ineffective in checking a bank panic involving a system 
which had deposits of more than $45,000,000,000. The adminis­
tration must have realized this situation, for it began plans for a 
much larger and more effective device before .the National Credit 
Corporation was well under way. As soon as the'Reconstruction 
Finance Corporation was created, steps were taken to liquidate 
the National Credit Corporation. 
. Reconstruction Finance Corporation, Janwuy 22, 1982. The 
Reconstruction Finance Corporation is a special type of banking 
institution owned and controlled by the United States govern­
ment. Its present resources make it the largest financial institu­
tion in the world. The precedent for such an organization was the 
War Finance Corporation, and the first chairman of the Recon­
struction Finance Corporation was General Charles G. Dawes, 
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who had been Vice-President of the United States from 1925 to 
1929. Although it was chartered for ten years, it was originally 
authorized to make loans for only one year. President Hoover, 
as authorized in the law, extended this period to January 22, 1934, 
and President Roosevelt signed bills extending the lending activi­
:ties of the corporation first to February 1, 1935, and later to 
;February 1, 1937. 

The corporation secured its funds by a capital subscription of 
$500,000,000, furnished by the United States Treasury, and, 
through the sale of its own obligations, it might raise more funds 
as they were needed, not to exceed $1,500,000,000. These obliga.­
tions, although not eligible for rediscount or purchase by the 
Federal reserve banks, are guaranteed both as to interest and 
principal by the Federal government. The Treasury is authorized 
to buy and sell them. The management of the corporation is 
vested in a board of directors of seven members, consisting of the 
Secretary of the Treasury and six other members who are ap­
pointed by the President for a term of two years, at an annual 
salary of $10,000. 

When the President renewed the life of the corporation for 
one year in January, 1934, he likewise increased its capital by 
$850,000,000, and authorized it to make available for new loans 
any repayments which had been received up to that time. Its 
lending power has been further increased by subsequent acts. 

During the early history of the corporation it issued very few 
statements of condition; but, when it was found that a large 
loan had been made to a Chicago bank in which the corporation's 
first chairman was interested, the act was amended by requiring 
monthly statements, and the corporation was prohibited from 
granting loans to any financial institution of which any member 
of the board of directors was likewise a director or officer, or if 
such had been the case during a twelve-month period preceding 
the approval of the loan. 

The corporation was authorized to lend to banks of all kinds, 
building and loan associations, credit corporations, and insurance 
companies. In addition it might aid in the temporary financing 
of railroads which were unable to obtain funds under reasonable 
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terms in the usua\ manner from banks and from the public. For 
these railroad loans the corporation must have the approval of 
the Interstate Commerce Commission. Loans of $200,000,000 
might likewise be made to banks in the proeess of liquidation, 
and the Secretary of Agriculture was allotted $50,000,000 for 
loans to farmers for crop-production purposes. The original act 
stated that all loans were to be fully and adequately seeured, and 
were not to exceed three years in maturity, although renewing 
privileges would make it possible for loans to be granted for a 
maximum of five years from the date of the original grant. Just 
what constituted full and adequate security, of course, was left 
to the discretion of the corporation's board of directors. 

As originaJIy set up the corporation was not to be a competitor 
of the existing commercial and investment banks of the country, 
but rather it was to supply funds which could not be obtained 
through regular banking channeIB. Later, however, it was au­
thorized to grant loans directly to industry, and the chairman 
of the corporation stated on several occasions that if the banks did 
not lend more freely to industry the government would.1 

A statement of the business done by the Reconstruction Fi­
nance Corporation from February 2, 1932, to October 31, 1934, 
appears on pages 700 and 701. These detailed operations may be 
summarized in the following manner: 

Ao_cr AMOVRT PJD.acuTAG. 01' 
TOTAL 

Banks and trust companies (direct loans) S~.698.906,339.86 26.8 
Loans for pureh.... of preferred stock. 

capita.! notes, and debentures of banks 
and trust oompani.. . • . • . . . . 906.764.406.90 14.3 

Railroads ...••.••••.... 423.801.021.11 6.7 
Other credit agencies. • . . . . . . . 1.094.173.222.24 17.3 
Government agencies and states for relief 1.720.726.452.26 27.2 
All other Ioa.ns. . . • . . . . . . . . 485.081.479.90 7.7 

16.329.451,922.26 100.0 

eancell&tions and amounts still available 11.941.615.883.82 

1 See the eddress of Chairman Jesse Jones before the New York State 
Bankers Asaociation in January. 1934. President Roosevelt bed previously 
said at the American Bankers Association in Chicago in September, 1933. 
that the banks "can and will" extend more credit to industry. 
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STATEMENT OF THE RECONSTRUCl'ION FINANCB CORPORATION 

FEBRUARY 2, 1932, TO OCTOBER 31, 1934' 

To Govemmental agencies under provisions of existing statutes: 
To the Secretary of the Treasury to 

purchase capital stock of Home 
Owners' Loan Corporation . . 1200,000,000.00 

And capital stock of Federal Home 
Loan Banks ........ . 81,645,700.00 

To the Farm Loan Commissioner to 
make loans to farmers . . .. 145,000,000.00 

And to Joint Stock Land Banks . 2,600,000.00 
To the Federal Farm Mortgage Cor­

poration for loans to farmers . 
To the Federal Housing Administra­

tor to create Mutual Mortgage 
Insurance Fund . . . . . . . 

To the Secretary of Agriculture for 
crop loans to farmers (net) . • 

To the government of the Farm 
Credit Administration for .. 
volving fund to provide capital 
for Production Credit corpora-
tions ........... . 

To the Regional Agricultural Credit 
Corporations for purchase of 
capital stock ...••.•. 

For expenses (since May Zl, 1933) . 

For relief-

55,000,000.00 

15,000,000.00 

115,000,000.00 

40,500,000.00 

44,500,000.00 
6,904,289.73 

To States directly by Corporation 1299,934,999.00 
To States on certification of Fed-

eral Relief Administrator • •. 499,590,463.52 
Under Emergency Appropriation 

Act, 1935 •••••••••• , 215,000,000.00 ., 

$706,149,989.73 

1,014,575,462.5~2 
11,720,725,452.25 

, From the Commerrial aM li';1J4nci11l Chronicle for November 17, 1934, 
p.3090. 
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Loans under Section 5 -
To banks and trust oompaniea . 
lIailroads ••.••...•• 

. $1,698,906,339.86 
423,801,021.11 
278,130,180.70 
387,236,000.00 

Mortgage loan oompaniea. • • 
Federa.l Land Baoks • • . . . . • 
Regional Agricultural Credit C0rpo-

rations ........ . 
Building and loan associations. . • 
Insurance oompaDies • • • • • . . 
Joint Stock Land Baoks . . . . . 
Livestock Credit Corporations. • • 
Federa.l Intermedi&te Credit Baok •. 
State funds for insuranos of public 

moneys ••••••.•.•. 
Agricultural Credit Corporations. . 
Credit unions • • • • . . . . . . 
Prooesson or distributors for pay­

ment of processing IaJ: . • • • 

172,666,166.98 
114,972,092.54 
89,517,663.45 
15,393,767.34 
12,762,732.81 
9,250,000.00 

8,387,715.88 
5,261,130.27 

580,854.21 

14,718.06 

Disbursed for purchase of preferred stock, capital notes, 
and debentures of banks and trust eompani .. (in­
cluding $20,101,205 loans secured by preferred 
stock) . . . . . • . . • . . • . . ....• 

Loans secured by preferred stock of insurance companies­
(including $100,000 preferred .tock purchased) • 

Lo&DB to the Secretary of Agriculture to purchase eotton 
Loans for refinancing drainage, levee, and irrigation 

districta ••••.••. . • . . . . . • . . 
Loans to publie school authorities for payment of teachers' 

.. \aries ••.•...••.•....•••• 
Loans to aid in financing self-liquidating construction proi­

ecta (including 18,560,205.10 for repair and re­
construction of buildings damaged by earthquake, 
fire, and tornado) • . • • • • • "'. • • • • • 

Loans to aid in financing the sale of agricultural .urplus .. 
in foreign markets . . . . . . . . . • • • • • 

Loans to industrial and commercial busin...... • • • • 
Loans on _ of closed banks . . . . . • . . • . • 
Loans to finanoe the carrying and orderly marketing. of 

agricultural commoditi .. and livestock -
To the Commodity Credit Corporation for-

Loans on cotton • . 1148,951,771.13 
Loans on com . • . 121,Oll,084.76 
Lo&DB on turpentins 7.971.91 

1269,970,827.80 
To others. . • • • • 10,482,747.17 

13,216,880,583.21 

906,764,406.90 

25,975,000.00 
3,300,000.00 

11,146,845.88 

22,300,000.00 

118,767,961.55 

19,795,952.32 
3,318,645.18 

22,500.00 

280,453,574.97 
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During the two and three-quarter years (up to November 1, 
1934) of its operation the Reconstruction Finance Corporation 
lent approximately $6,300,000,000. Banks were the chief recipi­
ents of these funds. They received either through direct loans or 
through loans for the purchase of preferred stock, capital de­
bentures, etc., 41.1 per cent of the total loans made. Government 
agencies and states were next in line, with 27.2 per cent of the 
total loans made. Contrary to the usual impression, railroads, 
although receiving almost $500,000,000, came in for only 6.7 per 
cent of the total. The direct loans which the Reconstruction 
Finance Corporation made to industry were almost negligible. 
As of the close of October, 1934, of the total disbursements 
$4,608,726,470.01 had been expended for activities of the cor­
poration other than advances to government agencies and for 
relief, and of this sum $2,251,777,513.12, or approximately 49 per 
cent, had been repaid. Loans had been authorized to 7291 banks 
and 70 railroads. 

The Glass-Steaga.ll Act, February 24, 1932. The GJas&.Steagall 
Act was in every sense an emergency measure, although some of 
its provisions may later be drafted into permanent legislation. 
During the fall of 1931 the United States experienoed an un­
precedented volume of bank failures, 1360 banks baving closed 
their doors during the last four months of the year. In addition 
it experienoed its greatest gold outflow in history, losing approxi­
mately $400,000,000 during a six weeks' period.' The two pur­
poses of the act were to permit the Federal reserve banks to 
make loans to member banks under easier terms than were allowed 
under the Federal Reserve Act and to strengthen the position 
of the Federal reserve banks so that "they could more readily 
meet an external gold drain and an increased demand for domestic 
currency. 

In order to provide temporary relief for those banks which 
were unable to borrow from the reserve banks under previous 
requirements, the Glass-Steagall Act enabled the member banks, 
primarily, to obtsin advances on the basis of their own promissory 
notes. These notes did not have to be secured by eligible com-

I See pages 134 aDd 731. 
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mercial paper or government bonds; but security was required, 
and it bad to be satisfactory to the Federal reserve bank extending 
the loan and to at least five members of the Federal Reserve 
Board. Nonmember banks were benefited to the extent that they 
might receive aid from their city correspondents, which were in 
turn members of the Federal Reserve System, and under special 
circumstances nonmember banks might obtain funds directly 
from the Federal reserve banks. Closely related to this provision 
was the power given to the Federal reserve banks to make ad­
vances, under the same security as outlined above, to groups of 
banks for distribution to such banks within each group as needed 
aid. Both these provisions were limited to one year after the 
passage of the act, but have subsequently been renewed. 

Very few loans have been made under either of the above­
mentioned terms. During the year 1932 only $33,000,000 was 
lent under the first provision, and none under the second. It was 
not true that for the banking system as a whole a shortage of 
paper eligible for rediscount at the Federal banks existed. At the 
close of 1933, member banks held approximately $2,500,000,000 
of eligible paper, in addition to about $4,500,000,000 of govern­
ment securities - a total of over $7,000,000,000. This amount 
was more than ten times the volume of borrowings by the member 
banks from the Federal reserve banks at that time. It does not 
seem, therefore, that there was a general lack of ability of the 
member banks to secure advances from the reserve banks, al­
though there were no doubt a number of individual banks which 
were unable to obtain the accommodation they desired because 
of the lack of eligible paper. 

The second purpose of the act, and the more important pur­
pose, at least from a practical standpoint, bad to do with the 
security behind Federal reserve notes. Up to this time Federal 
reserve notes were backed by at least 40 per cent gold, and the 
remainder of the 100 per cent requirement could be made up of 
the commercial paper held by the Federal reserve banks. At the 
time of the passage of the act the reserve banks held such a smaIl 
volume of commercial paper that their Federal reserve notes were 
backed by almost 70 per cent gold. U this country were to 
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experience another gold outflow as large as that which occurred 
during the fall of 1931, with a continued increase in interna.\ 
circulation, the excess gold held by the Federal reserve banks 
would soon be exhausted. In order to remedy this situation the 
Glass-Steagall Act permitted the reserve banks to use their 
holdings of government securities as part of the commercial­
paper-reserve requirement behind Federal reserve notes, if the 
reserve banks did not hold commercial paper to the amount of 60 
per cent of note issues. The Federal reserve banks were thus en­
abled to purchase more government securities without jeopardiz­
ing their gold position. On February 14, 1935, the President, by 
proclamation, extended the life of this section of the Glass-Steagall 
Act to March 3, 1937. 

Just before the passage of the Glass-Steagall Act the amount 
of Federal reserve notes in existence was approximately 
$2,900,000,000, and the amount of eligible paper in the hands of 
the reserve banks was about $900,000,000. This meant that 
the remaining $2,000,000,000 reserve requirement had to take the 
form of gold. As a consequence, in spite of the fact that the 
United States was holding a larger amount of gold than any other 
country in the world, our "free gold" totaled only about 
$400,000,000. This means merely that we had only $400,000,000 
of gold which was available for export or for additional backing 
for Federal reserve notes. In addition to the gold which was be­
ing used as reserve for Federal reserve notes, the Federal reserve 
banks were using some of their gold as reserve for their deposits. 
Federal reserve bank deposits must. ,be backed by 35 per cent 
gold or lawful money. 

At the time of the passage of the act, however, the Federal 
reserve banks were holding approximately $750,000,000 of 
United States securities. By using these as a part of the reserve 
behind the Federal reserve notes, an equal amount of gold could 
be freed. The G\a.ss-Steagall Act, therefore, freed approximately 
$750,000,000 of gold, and made it possible for even more gold to 
be released if and when the Federal reserve banks purchased 
more government securities. Sixty per cent of the backing behind 
the $2,900,000,000 of Federal reserve notes could now be made 
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up of eligible paper and government securities held by the Fed­
eral reserve banks. The holdings of these two items by the 
Federal reserve banks totaled only approximately $1,150,000,000, 
while some $1,750,000,000 could be used for the 60 per cent 
requirement. 

Almost immediately after the passage of the Glass-Steagall Act 
the Federal Reserve System embarked upon the greatest open­
market purchaeing program which was ever known in central 
banking history. Over $1,000,000,000 in government securities 
was added to its holdings between March and August, which 
brought the portfolio at the end of the period to the all-time 
record level of approximately $1,850,000,000. For a number of 
weeks the reserve banks were purchasing government securities 
at the rate of $100,000,000 a week. The purpose of these pur­
chases, of course, was to put the member banks in a better reserve 
position, so that they would be more likely to grant loans to 
business borrowers. During this period, however, such loans 
continued to decline. 

Federal Home Loan Bank Act, July 22, 1932. This act pro­
vided for the establishment of twelve Federal Home Loan Banks 1 

for the purpose of rediscounting mortgages for the principal 
institutions holding home mortgages. It was likewise possible 
under this act for direct loans to be made to individual home­
owners; but very few were ever consummated, because of the 
unworkable terms under which such loans were to be made. 

Each Federal Home Loan Bank began operation with an 
authorized capital of from $6,000,000 to $20,000,000. The initial 
capital was furnished by the Reconstruction Finance Corpora­
tioD. The member institutions will ultimately own the banks. 

Only those institutions could borrow from the Federal Home 
Loan Banks which were members, and membership coDsisted of 
purchaeing stock in the district bank to the extent of 1 per cent 

'These banks are located at 
Boston, M ..... 
Newark, N. J. 
Pittsburgh, Pa. 
Win.ton...saIem, N. C. 

Cincinnati, Ohio 
Indianapolis, Inc!. 
Chicago, 1lI. 
Des Moines, Iowa 

Little Rock, Ark. 
Topeka, Kans. 
Portland, Oreg. 
Loa Angel.., Calif. 
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of the unpaid principal of a member institution's home-mortgage 
loans. Savings and loan associations, savings banks, and insur­
ance companies are the principal members, although their mem­
bership is voluntary. Federal savings and loan associations 
automatically become members. 

The management of the entire system was placed in the hands 
of the Federal Home Loan Bank Board, composed of five members 
appointed by the President, with the consent of the Senate. The 
control of each individual bank is in the hands of a board of 
eleven directors, two appointed by the Federal Home Loan Bank 
Board and nine elected by the member institutions. 

All advances made to member institutions must be secured by 
home mortgages. The maturity of these mortgages may not 
exceed fifteen years, the value of a home may not be in excess of 
$20,000, and a dwelling may not be for more than three families. 
The amount of the advance is limited to 65 per cent of the unpaid 
principal of the mortgage used as security, but may not exceed 
60 per cent of the value of the underlying real estate. The member 
institutions may not charge borrowers more than the legal interest 
rate of the state where the property is located or, in the absence 
of a maximum legal rate, more than 8 per cent per annum. 

In addition to the capital furnished by the Reconstruction 
Finance Corporation and the member institutions, the Home 
Loan Banks are authorized to sell bonds or debentures secured by 
mortgages. These bonds are the joint obligation of the twelve 
banks. During periods when there is an inactive demand for ad­
vances by members, the banks may invest their funds in govern­
ment bonds or in securities approved for the investment of 
trust funds. 

The Home Loan Banks have not done a very large volume of 
business .. As of September 29, 1934, their loans amounted to only 
$86,647,000. By April 1,1935, they had declined to $72,637,000. 

The Glass-Borah Rider to the Home Loan Bank Act, July 22, 
1932. The purpose of this bill was to allow for an expansion in 
the volume of national-hank notes. Before this time only certain 
issues of government bonds were eligible as the 100 per cent se­
curity behind national-hank notes. Issues totaling $675,000,000 
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were eligible, most of which bore interest rates of 2 per cent. 
This rider made all govemment bonds bearing an interest rate 
of 31 per cent or less eligible for the backing of national-bank 
notes, increasing the eligible amount of such bonds from 
$675,000,000 to $3,763,000,000. However, national-bank notes 
could not be issued in excess' of the paid-in capital stock of the 
banks. The latter provision set the maximum amount of' national­
bank notes which could be issued at $1,570,000,000, thus increasing 
the potential amount of additional national-bank notes which 
could be issued by slightly more than $900,000,000. Before the 
passage of· this bill there were $652,000,000 of national-bank 
notes outstanding, and by the close of 1934 there were slightly 
less than $900,000,000. The powers of the Glass-Borah rider ex­
pired July 22, 1935. AU national-bank notes are now being retired. 

Emergency Banking Act, March 9, 1933. On Monday, March 6, 
1933, President Roosevelt, who had been in office only two days, 
declared a national bank holiday. He immediately called Con­
gress into special session, and on Thursday of the same week the 
Emergency Banking Act was passed. The principal provisions 
of this act were as follows : 

1. Extensive power was granted the President to reg!1late all opera­
tions of Federal Reserve member banks and all foreign exchange tran&­
actions and gnld movements during the national emergency. In addition, 
the Secretary of the Treasury at his discretion might call in all gold 
bullion, gold coin, or gold Certificatee owned domestically. 

2. At his discretion, the Comptroller of the Currency might place a 
national hank in the hands of a conservator - a specialized type of 
receiver - whose fuDction was to conserve the assets in the'interest of 
depositors and creditors of the hank. Under his direction, a bank might 
be liquidated, reorganised, or opened without reorganization .. 

3. Reorganization was facilitated by making II plan effective when 
approved by the Comptroller and depositors and other creditors repre­
senting 75 per oent of such liabilities or owners of two-thirds of out­
standing capital stock. It was further facilitated by permitting national 
banks to issue cumulative preferred stock which might be sold to the 
public or to the Reconstruction Finance Corporation. 

4. The Federal Reserve Banks were authol'ized ,to issue emergency 
currency (Federal reserve bank notee) on the security of direct obljgil-
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tions of the United States or commercial paper and bankers' acceptances 
acquired under the provisions of the Federal Reserve Act. When backed 
by the United States securities, note issue might be up to 100 percent; 
but against other security, it was limited to 90 per cent. Such notes were 
redeemable in lawful money but not in gold. 

S. The Federal reserve banks were also authorized to make advances 
to member banks on the security of any acceptable assets; and by a 
subsequent amendment (March 23), this privilege was extended to non­
member banks during the emergency provided they complied with the 
requirements applying to member et&te banks.' 

The two most important provisions of this act had to do with 
the reopening of the banks and with additional currency. The 
Federal reserve bank notes which were to be issued under this 
act could be backed by the principal assets of the Federal reserve 
banks.' It was announced that $2,000,000,000 of these Federal 
reserve bank notes were being printed, and that there would be a 
sufficient volume of them to provide for the demands of all 
depositors who wished their money in cash. The fact was, how­
ever, that if the depositors, who had claims of some $40,000,000,000 
against the banks, had continued to ask for their deposits in cash, 
even the new issue of Federal reserve bank notes could not have 
satisfied their claims. But as soon as the public felt that all 
licensed banks were sound, it did not wish its deposits in cash. 
As a consequence only some $200,000,000 of Federal reserve bank 
notes were ever issued, and most of these were soon withdrawn 
from circulation. 

The banks started reopening under the licensing provision on 
March 13, and by March 29 almost 13,000 of the 18,000 banks 
operating before the holiday had resumed operations on an un­
restricted basis. As late as June 30, 1933, however, there were 
still 3078 unlicensed banks. At the close of October, 1934, there 

'Woodworth, in the 1934 supplement to Kilborn.'s Primipla of Mtmeg 
and Banki"ll (McGraw-Hili Book Company), p. 19. 

S On two previous occasions Federal reserve bank notes had been issued: 
in 1913, in order to replace nationaI-bank notes, and in 1918, in order to 
replace the silver certificates whicb were being eaIled in under the provisions 
of the Pittman Act, 80 that a large amount of silver bullion might be sold to 
England for use in India. 
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were 275 banks officially reported as unIiceused, but a number of 
these have since been taken from the list beeause of liquidation 
and receivership. There were 873 unIiceused banks placed in 
liquidation or receivership between January 1 and October 31, 
1934. At the close of September, 1934, 15,834 banks, including 
565 mutual savings banks, were open for business in the United 
States. Early in 1935 the total was about the same. 

Infiation Bill, May 12, 1933. The exact title of this bill was 
the Thomas Amendment to the Agricultural Relief Act. Certain 
broad powers were given to the President and were to be used at 
bis discretion. The principal provisions of the bill may be sum­
marized as follows : 

1. To allow for the purchase of $3,000,000,000 additional United 
States government obligations by the Federal reserve banks. 

2. To issue $3,000,000,000 of greenbacks (United States notes) which 
would have no backing other than that of being direct obligations of the 
United States government. 

3. To reduee the gold content of the dollar by as much as 50 per cent. 
4. To provide for bimetallism, that is, the unlimited coinage of gold 

and silver at a fixed mint ratio. 
5. To accept silver in payment of foreign indebtedness at 50 cents an 

ounce, and in an amount not to exceed $200,000,000. Silver certificates 
were to be issued, with the silver so taken in as backing, 

6. To authorize the Federal Reserve Board to change the reserve re­
quirement against time and demand depoeits. 

This bill contained almost all the suggested inflationary 
weapons. It was DO doubt a good political move on the part of 
congressmen to give these discretionary powers to the President, 
so that they could tell their constituents, who were clamoring for 
inflationary measures, that they had done their bit and that it 
was now up to the President. There seems to be no doubt that 
a use of all these provisions to the maximum extent would have 
produced tremendous inflationary results. However, only provi­
sions 1 and 3 were ever used to any very great extent. Provisions 
2, 4, and 6 have not yet been used. 

Although the Federal reserve banks had purchased tremendous 
volumes of United States securities following the enactment of the 
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Glass-Steagall Bill, they once more began to add to their holdings 
after the passage of this bill. By November of the same year 
their portfolios of United States securities had been enlarged by 
$600,000,000 to the new record total of $2,432,000,000. The 
President's gold-buying plan began late m October, 1933, and 
there was almost no change m the volume of United States 
securities held by the Federal reserve banks during the use of 
this new method of attempting to raise prices. The effect of these 
purchases was to mcrease the excess reserves of the member banks 
until by the close of 1933 this excess amounted to approximately 
$800,000,000. 

The first important use of either of the provisions dealmg with 
silver was made on December 21, 1933, when the government 
announced its readmess to purchase all newly mmed silver at 
64! cents an ounce. Silver at that time was selling m the market 
at approximately 43 cents an ounce. One half of all the silver 
purchased under these terms was to be coined immediately, 
while the other half was to remam m the Treasury m the form of 
bullion. It is mteresting to note that the portion of the silver to 
be converted mto money was to be coined at $1.29 an ounce, 
twice the rate.at which all the silver was being purchased. There­
fore, by coinmg one half of the amount purchased, the government 
was able to pay for all its purchases and have 50 per cent left over 
as profit. (The difference between the buying rate and the coiJi.age 
rate is technically known as a seigniorage charge.) This prao­
tice has continned, even since the ·passage of the Silver Purchase 
Act of 1934. The United States likewise received its $10,000,000 
war~ebt token payment from England on July 1, 1933, m the 
form of silver. 

The President did not use the provision which has to do with 
reduciJi.g the gold content of the dollar until a subsequent bill 
was passed, the Gold Reserve Act of 1934. 

At the time of the passage of the Inflation Bill the market ratio 
between gold and silver was approximately 70 to 1, but the Presi­
dent did not suggest any form of bimetalliam, as he might have 
under the provisions of the bill.-
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SecUrities Act, May 21, 1933. The principal provisions of the 
Securities Act may be summarized as follows : 

1. It is unlawful to offer for sale any security (securities in existence 
prior to July 1, 1933, of course, are not affected) not registered with the 
Federal Trade Commission. The registration statement must contain 
the names of all persons concerned with the issue and the amount of 
their interest in the issuing company; the capiteJization of the issuing 
company and the proposed price and expenses of issuing this and p"'" 
vioUB issues; and financial statements of the issuing company. In all 
there are thirty-two different statements which must be filed with the 
Federal Trade Commission by any group issuing securities which fall 
under the provisions of the act. 

2. If there is any inaccuracy or omission in the registration statement, 
the commission may notify the applicant and allow an opportunity for 
a hearing. If no action is taken within ten days, the commission may 
suspend the effectiveness of the application. (All statements must be 
filed with the commission twenty days before the issue may be offered 
for sale.) 

3. If the statement is later found to be inaccurate or incomplete, the 
purchaser may sue the corporation, its officers, or its directors. If the 
inaccuracy can be traced to the accountants or engineers of the cor­
poration, they are likewiee.liable; lilly individual, however, may be 
cleared of liability if he can prove "good intent" and "belief" in the 
accuracy of the statement. The corporation, however, as a separate 
entity, is still liable; The purchaser has no recourse if the inaccuraey 
is known at the time of the purchase. 

4. lilly person willfully violating the act is criminally liable to fine 
of not more than $5000 or imprisonment for five years or both. 

S. Securities which do not fall under the regulation of this act in 
general include railroad securities (these are regulated by the Interstate 
Commerce Commission), and government, state, and municipal securities. 

Even before the passage of the Securities Act the volume of 
new corporate securities which were being issued in this country 
had dwindled to almost the vanishing point~ During 1929 an 
average monthly volume of $835,000,000 of new securities were 
issued. In 1931 this fell to $216,000,000 per month, and in 1932 
it fell to $54,000,000 a month. During 1933, half of which. was 
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covered by the Securities Act,! the average monthly volume of 
new corporate securities issued fell to $14,000,000. 

Investment houses cIa.imed that the margin of profit under 
which they worked was too small to cover the risk involved in 
floating new securities under the provisions of the act. Almost 
immediately after its passage agitation arose for its amendment, 
and several amendments were made to it in the Securities Exchange 
Act, which was passed about a year 1a.ter. These amendments will 
be summarized with the provisions of the Securities Exchange Act.' 

Legal Tender Act, June 5, 1933. On June 5, 1933, Congress 
amended slightly the Inflation Bill, which it had passed on 
May 12, and in the same amendment it abolished all distinctions 
which had previously existed in the legal-tender power of the 
various elements of our currency. The following general power 
was granted: 

All coins and currencies of the United States (including Federal Re­
serve notes and circulating notes of Feder&! Reserve Banks and nation&! 
banking associations) heretofore or bereafter coined or issued, shall be 
legal tender for aU debts, public and private, public charges, taxes, duties 
and dues except that gold coins, when below the standard weight and 
limit of tolerance provided by law for the single piece, shall be 1egaI 
tender only at valuation in proportion to their actu&! weight. 

Abrogation of the Gold C1a.use, June 5, 1933. A joint resolu­
tion of Congress passed on June 5, 1933, express1y voided the 
gold c1a.uses in all public and private bonds, mortgages, and 
contracts. This was believed necessary in order to carry out 
effectively the reform of the monetary standard which the Presi­
dent no doubt had in mind at the time. "Gold c1a.use" refers to 
a statement which appeared in many obligations, to the effect 
that the debtor would pay the creditor, at maturity, in dollars of 
a standard gold weight and fineness or their equivalent. So 
long as gold was easily obtainable, such a provision was of no 
importance; but after our abandonment of the gold sta.nda.rd in 
the spring of 1933, gold was no longer obtainable. 

I The Securities Act went into eft"ect July 1, 1933 . 
• For a more complete diSCU88ion of these two act.I see pagea 617~23. 
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Many lawyers hold that this is a direct breach of contract, and 
is therefore illegal. Others feel that, even though it be legal, it is 
"immoral." Professor James W. Angell says: "I think that on 
a strict view the devaluation of the dollar and the abrogation of 
the gold clause were completely immoral. These acts were a 
flagrant violation of the solemn promises made in the Gold 
Standard Act of 1900, and of the solemn contracts made in subse­
quent government bond issues - notably the Liberty and the 
Victory loans." 1 On February 18, 1935, the Supreme Court by 
a 5 to 4 decision upheld the right of Congress to abrogate the 
gold clause in private, state, and city obligations, but not in 
those of the United States government (see Appendix). 

Home Owners' Loan Corporation, June 13, 1933. The Home 
Owners' Loan Corporation was established in order to assist dis­
tressed homeowners. The Federal Home Loan Banks have con­
tinued to provide for home-financing institutions, such as savings 
and loan associations, savings banks, and insurance companies. 
Under the original law the Home Owners' Loan Corporation was 
authorized to refinance $2,000,000,000 of home mortgages. This 
was increased to $3,000,000,000 in June, 1934. On November 13, 
1934, the corporation announced that it had granted loans and 
had on hand applications equal to approximately this amount, 
and it would therefore receive no more applications. Approxi­
mately $2,600,000,000 has been lent on 850,000 homes, and appli­
cations under consideration are expected to bring these totals to 
about $3,000,000,000 on well over 1,000,000 homes. 

The capital of the corporation was provided by the Recon­
struction Finance Corporation. The principal business of the 
corporation is to exchange its own bonds for home mortgages. 
The interest on ita bonds was originally guaranteed, but an 
amendment passed in April, 1934, likewise provided for govern­
mentguaranty of the principal. The maturity of the bonds is 
eighteen years, and the interest on them cannot exceed 4 per cent. 

The holder of a mortgage on a home whose owner bas been 
unable to meet either interest payments or principal payments or 

I"Gold, Bank. and the New Dea.l," by J. W. Angell, in the Political 
8citmce QuarlerIy for December, 1934, p.492. 
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both may, through the co-operation of the homeowner, exchange 
the mortgage for a bond of the Home Owners' Loan Corporation. 
In the event of the exchange a new fifteen-year mortgage is given 
to the corporation; the homeowner will therefore deal directly 
with the corporation, and the former mortgage-holder will have a 
bond which is guaranteed by the government as to both interest 
and principal. The mortgage must be paid off in installments, 
and tbe rate of interest may not exceed 5 percent. In addition to 
exchanging its bonds for home mortgages, the corporation may 
advance cash for the purchase of mortgages! but under the strict 
limitation that the amount of funds advanced shall not exceed 
40 per cent of the appraised value of the property. The corpora.. 
tion may likewise· make loans for the payment of taxes and 
assessments, and for· repairs. An amendment of April, 1934, 
authorized the use of not more than $200,000,000 for rehabilita.. 
tion, and the modemizi'ng, rebuilding, and enlarging of homes. 

As in the case of the Federal Home Loan. Bauk mortgages, only 
small homes are affected. The mortgage must be on a dwelling 
in which not more than four families live, and the value of the 
real estate cannot exceed $20,000. The amount of any mortgage 
exchanged for the bonds of the corporation, plus taxes, assess­
ments,accrued interest, and all other encumbrances, must not 
exceed 80 per cent of the present value of the real estate or 
$14,000, whichever is the smaller. . 

The Home Owners' Loan Act likewise created the Federal 
Savings and Loan Associations. After the Federal Deposit In­
surance Corporation went into effect in January, 1934, all deposits 
in the Federal Savings and Loan Associations were insured. 

One result of the Home Owners' Loan Act has been to place sav­
ings banks, insurance companies, and mortgage companies in a bet­
ter position, since they have been able to .. unload" some of their 
less desirable mortgages on the Home Owners' Loan Corporation. 

In June, 1935, the Home Owners' Loan Corporation was 
authorized to refinance an additional $1,750,000,000 of mortgages. 
This makes its total lending power almost $5,000,000,000. . 

The Bauking Act of 1933 (June 16). Preliminary work on this 
bill was begun long before even the bauk holiday of March, 1933, -
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occurred. Senator Carter Glass, soon after the break in the 
eeeurity markets in the fa.ll of 1929, started to work on a banking­
reform measure which would prevent a recurrence of the security 
market's boom of 1924-1929. In its early stages this bill was 
known as the Glass Bill, later as the Glass-Steagall Bill (not to be 
confused with the Glass-Steagall Bill which was actua.lly passed 
in February, 1932), and ultimately as the Banking Act of 1933. 

There is little doubt that the prime motivating force behind 
this legislation as it was orgina.lly planned was to prevent the 
recurrence of a speculative period similar to that of 1924-1929. 
Before it was finally passed, however, a number of other elements 
crept in, so that in the ultimate act there were eeveral provisions 
which were as important as and even more important than the 
provision dealing with the control of speculative activity. This 
change was to be expected, since defects other than the lack of 
control over the speculative activities of banks were not apparent 
until the depression becsme more severe. 

The Banking Act of 1933 has been hailed as the most significant 
piece of banking legislation since the Federal Reserve Act. Its 
principal provisions are as follows: 

1. Additional powers were granted to the Federal Reserve Board and 
to each Feders.I reserve bank in order to control more effectively the 
extension of speculative credit. The general character of this eontrol 
is II\lIIlID8rized in the following provision: 

Each feders.I reserve bank shs.Il keep itself informed of the genera1 
character and amount of loans and investments of its member banks with a 
yjew to aooertsining whether undue use is heing mode of bank credit for the 
epecuI&ti .. e carrying of or trading in securities, res.I estate, or oommoditi .... or 
for any other purposes inoonoiotent with the maintenanoe of sound credit 
Conditions; and, in determining whether to grant or refuse advan ..... redia­
oounts, or other credit accommodations, the federal reBerve bankB Bhs.Il give 
oonsideration to Buch information. The chairman of the federa1 reserve bankB 
eba1I report to the Federa1 Raerve Board any such undue use of bank credit 
hyany member bank, together with his recommendations. Whenever, in the 
Judgment of the Federa1 Reserve Board, any member bank is making such 
~ue use of bank credit, the Board may, in its discretion, after resoonable 
notioe and an opportunity for a hearing, suspend Buch bank from the use of 
~he credit .facilities of the Federal Raerve SYBtem and may terminate Buch 
liU8peDaion or may renew it from time to tim .. 
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Thus the Federal Reserve Board was directed to keep itself informed 
concerning an undue use of credit for speculative activity, including 
such activity with reference to securities, real estate, and commodities, 
and the Federal reserve hanks were to deny credit to any member hank 
which seemed to be making undue use of its funds in the direction of 
sPeculation. The Federal Reserve Board was also authorized to fix for 
ilI>ch Federal reserve district" the percentage of individual bank capital 
and surplus which may be represented by loans secured by stocks or 
'bond collatera!." Any member bank might be suspended by the Fed­
'!!ral Reserve Board from the use of the credit facilities of the system, 
.when, after official warning, it continued to make speculative loans. 
i'Ninety-<iay advances on promissory notes of member banks, secured by 
>eligible paper or government securities, became due immediately if col­
Jateralloans were increased in spite of an official warning to curtail such 
!'Ctivities. Member banks were prohibited from acting as the agent for 
any. nonbanking interest in making collateral loans to brokers. 
. ,~"'tIJe first national scheme for the guaranty of bank deposits was 
woorj>crated in that portion of the act which created the Federal Deposit 
Insurance Corporation. It was originally intended that the permanent 
plan 'o'f':hlS pdrtion of the act should become effective July 1, 1934, 
but by-'i.n 'act of June 16, 1934, the temporary plan was extended for 
another year. In the permanent plan deposits of all banks which belong 
to the corporation are completely insured up to $10,000, deposit amounts 
!)I!twe~' $10,000 and $50,000 are insured up to 75 per cent, and deposit 
illnoimts· in excess of $50,000 are insured up to 50 per cent. The tempo­
rarl' plan which was in operation between January 1, 1934, and July 1, 
1934, insured all deposits up to $2500. The temporary plan which eame 
into force on July 1, 1934, insured all deposits up to $5000 • 

.. There were three principal sources of funds for the corporation: first 
a subscription of $150,000,000 by the United States Treseury; second 
a suhecription of approximately $139,000,000 by the Federal reserve 
banks (half of the Federal reserve banks' surplus as of January 1, 1933); 
~hird a suhecription of one half of 1 per cent of the total insurable de­
posit.. of all participating banks. In the permanent plan new ......... 
ments, may be made upon participating banks whenever the net debit 
balance of the lund reaches a sum equal to a quarter of the total insurable 
deposits. Thus it will be seen that under the permanent plan participat,­
ing banks are liable without limit. This is the provision to which the 
banks have most vigorously objected. 
-, All' Fede..alreserve mem,\>eI: 'bl'nks are required to. participate, "l'd 
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qualified nonmember banks may join until July 1, 1937 (originally 
July 1, 1936, but this date too WBS moved up one year by the act of 
June 16, 1934). After July 1, 1937, all participating members must be 
members of the Federal Reserve System. This provision was a compro­
mise between those wbo favored forcing all banks in the United States 
to become members of the Federal Reserve System and those wbo still 
wished to retain our present system of voluntary membership for state 
banks. On June 30, 1933, ouly 709 state banks were members of the 
Federal Reserve System, but within a year this figure bad increased 
to 958, a gain of approximately 35 per cent. 

The management of the corporation was vested in a board of three 
directors, with the Comptroller of the Currency as an ex-officio member, 
and two other members appointed by the President, with the consent 
of the Senate, for a term of six years. In tbe event of the failure of a 
participating national bank the corporation immediately organizes a 
new national bank, and makes available an amount equal to the insured 
deposit liabilities of the closed institution. The corporation then liqui­
dates the closed institution, and finally debita the insurance fund with 
the exceBB, if any, of the insured deposita over the amount realised from 
disposing of the asset&. The new bank may subsequently be liquidated 
or taken over by another bank, or it may even continue in bUBineeB if 

. eu1Iicient capital is subscribed. 
As of October 1, 1934, 98.4 per cent of all the deposit accounte in the 

banks of the United States was fully insured, but only 44.4 per cent of 
the total volume of deposite WBS insured. 

3. The branch-ba.nking powers of national banks were extended in 
this act. In the original National Bank Act of 1863 nothing bad been 
said about branch ba.nking, but it WBS assumed that branches were pro­
hibited except in _ where national banks purcbased or merged with 
banks which bad branches. When, in the early 1920's, several national 
banks began to set up a system of city-wide branches, special legislation 
on this point was neClellB&l"Y. One of the provisions of the McFadden­
Pepper Act, whicb WBS passed in 1927, WBS tbat national banks could 
establiBb branches within the cities of their head offices when such cities 
were located in states that allowed state banks the privilege of settiog 
up branches. The Ba.nking Act of 1933 further liberalised the branch­
ba.nking privileges of national banks by allowing them to establiBb 
state-wide branches in states which expressly permitted such operations 
to stata banks. Any national bank establiahing branches outside the 
city of ite head office must have capital stock of not less then $500,000, 
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except that in statee with a pcpulation of less than 1,000,000 and with 
no city exceeding 100,000 only $250,000 is needed, and in statee with .. 
pcpul&tion of less than 500,000 and with no city exceeding 50,000 only 
$100,000 capital is necessary. The approval of the Comptroller of the 
Currency is necessary before any hranches can he opened. 

4. Complete separation of investment and commercial banking was 
provided in the following manner: 

a. AU security afliliates of member banks had to he divorced by 
June 16, 1934. 

b. Investment and security houses were forbidden to accept deposits 
unless they agreed to discontinue their underwriting and security 
business.' 

c. Directors, officers, and employees of member banks were forbidden 
to' serve also as directors, officers, and employees of any organization 
dealing in investment securities, except under a permit issued by the 
Federal Reserve Board. 
. d. Member banks were prohibited from dealing in investment securi­
ties, except such securities as they purchased for their own &ccoUllt. 
The following securities were exempt from this provision: obligations 
of the United Statee government, of a state, and of .. municipe.lity; 
Feder .. 1 Home Loan bonds; .. nd securities issued under the Federal 
Farm Loan Act. 

S. Prior to the passage of the Be.nking Act of 1933 holding compe.nies 
Controlling member banks were not subiect to regulation by the Federal 
Reserve System. The act subiects them to regulation, which includes 
detailed examinations; publication of individual and consolidated state­
ments of condition; and a limitation restricting the .. ggregate of loans 
to and investments in the securities of a single affiliate of a member bank 
to 10 per cent of ita c .. pital and surplus. 

6. The minimum capital requirements for national banks were raised. 
No national bank can now he organized with capital of less than $100,000, 

I One of the moat prominent investment houses in the United Stateo, 
J. P. MOrg&D and Company, baa chosen to continue ita deposit-banking busi· 
ness and give up ita security·fIoating business. This org&Dization, therefore, 
becomes a private bank. Drexel and Company, of Philadelphia, however, 
which is very closely affiliated with J. P. MOrg&D and Company, will oontinus 
in the security business. Most oC the investment houses, including Kuhn, 
Loeb and Company, Dillon, Read.and Company, Lehman Brotb ..... Gold· 
man, 8sclIs aIld Company, and LaZard.Freres;wi11 oontinus to operate in tho 
...,unty field.. 
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except in a place of which the population does not exceed 6000, in which 
case the capital may not be less than $50,000. If the population of the 
plaoe exceeds 50,000, then the capital of the new national bank may not 
be less than $:m,OOO. 

7. In addition to the provisions for the control of speculative activity, 
a number. of provisions were included in the act for the purpose of ob­
taining more effective control over other investment and lending policies 
of member banks. Member banks were prohibited from making loans to 
their own officers. A regulation similar to the existing one limiting the 
loans to any individual borrower to 10 per cent of a bank's capital and 
surplus was made, which limited the totsl amount of investment secu­
rities of one obligor that might be purchased to 10 per cent of the issue 
outstsnding, and to 15 per cent of the capital stock (plus 25 per cent of 
the surplus) of the member bank. 

Member banks could not cbarge customers more than the rate set 
by stste law, or more than 7 per cent in the absence of stste law, or over 
1 per cent above the ninety-day rediscount rate of the Federal reserve 
bank of the district, whichever might be the higher. Member banks 
were prohibited from paying interest on demand deposits, and the 
Federal Reserve Board was given the power to limit the rates payable 
on time deposits. 

8. There was a miscellaneous group of provisions, among which were 
the following: 

0. The franchise tax applying to the earnings of the Federal reserve 
banks was repealed, so that all earnings which were not paid out as 
dividends would be added to the surplus of each Federal reserve bank. 

b. Mutual savings and industrial loan banks were made eligible for 
membership in the Federal Reserve System. 

c. The open-market operations of the Federal Reserve System were 
brought more completely under the control of the Federal Raerve 
Board by changing the composition of the open-market committee so 
that it includee one representative from each Federal reserve him.k, and 
by allowing the members of the Federal Reserve Board to attend the 
meetings of the committee if they so desired. 

do No Federal reserve bank or officer thereof might carry on negotia­
tions with foreign banks or bankers, except under the supervision and 
regulation of the Federal Raerve Board. 

e. The Federal Reserve Board was authorized to remove any officer 
or director of any member bank which it felt was engaging in unsound 
banking practices despite official warnings. 
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f. Every diree.tor of a member bank must own at least $2500 in par 
value of the stock of the bank of which he is a director if the bank bas 
capits.I stock of more than $50,000. He may own as little as $1000 of 
stock if the capits.I of the bank is $25,000 or less. 

One of the most serious defects of the banking system of the 
United States is its lack of uniformity. In general it may be said 
that we are operating under forty-nine different systems: the 
forty-eight state banking systems and the national banking sys­
tem. A special train carrying two hundred and sixty examiners 
in addition to about a hundred clerical assistants from three 
different agencies (the national banking system, the state banking 
department, and the Federa.! Deposit Insurance Corporation) 
recently arrived in one of the larger cities in the United States, 
and the three examining bodies worked at the same time in all the 
banks of the town. The Banking Act of 1933 did not remedy this 
situation, except in so far as the participating banks in the Federa.! 
Deposit Insurance Corporation must become members of the 
Federa.! Reserve System before July 1, .1937, unless the law is 
amended before that time. Although branch-banking privileges 
were extended, our system is still predominantly one of independ­
ent units. 

It is true that good banking cannot be legislated, but some 
types of banking legislation are better than others. During the 
first ten months of the operation of the Federal Deposit Insurance 
Corporation six of its participating banks failed. The total deposit 
liability of these banks at the time of closing was $1,512,000, and 
the tota.! of insured deposits $673,837. More than 99 per cent of 
the 13,123 depositors in these six banks were insured in full. 

Gold Reserve Act, January 30, 1934. During the latter part 
of 1933 the President initiated a gold-buying policy. A committee 
under the chairmanship of the Secretary of the Treasury was 
empowered to set the price from day to day at which the Treasury 
was willing to purchase gold. The first price set was very near 
to that of London ($31.36 an ounce, on October 25), and from 
that time until the latter part of January the price was steadily 
increased until it reached $34.45. On January 30 the Gold Reserve 
Act was passed, and the dollar was devalued by presidential 
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proclamation the following day. The chief provisions of the Gold 
Reserve Act were: 

1. The President was empowered to lower the gold content of the 
dollar to between 50 per cent and 60 per cent of its old weight (the 
In1Iation Bill had aIreBdy given him the broad power to reduce·;j; by 
50 per cent). . 

By proclamation dated January 31, 1934, the President fixed the 
gold conteut of the dollar at 15/r grains of gold, nine-teuthe fine. In 
fine gold this me&IIS that the dollar contains 13.714 grains &8 compared 
with 23.22 grains in the old dollar, or a ratio of 59.06 per cent. This 
change made the commercial price of gold at the mints $35 an ounce; 
previously it was $20.67. 

2. All outstanding gold coin and gold certificates were called into the 
Treasury, including those held by reserve banks, and none were to be 
issued for general circulation. 

3. The r.>!elVe banks were to be paid for their gold in nonnegotiable 
gold certificates of large denomination. 

4. As a result of the reduction in gold conteut the Treasury _ 
cured a .. profit" of about $2,800,000,000 on its gold. Of this amount 
$2,000,000,000 was appropriated by the act &8 a stabilization fund, to 
control and reetrain fluctuations of the dollar in the foreign-eJ:change 
market. This fund is administered by the Treasury, and may be in­
wsted. in government eecurities of any kind when not needed for the 
purpoee of exchange control. 

5. The Secretary of the Treasury was empowered to ee11 gold or re­
deem paper money in gold, for export or other purposes, at his discretion, 
eubject to the approval of the President. Under this provision, redemp­
tion has been made for foreign shipment in the form of bullion. 

6. Provisions 1 and 4 are limited to two years by the terms of the act. 

Securities Exchange Act, June 6, 1934. The principal provi­
sions of the Securities Exchange Act are as follows 1 : 

1 .. ~ational, state, and local government issues d~.?t fall under the 
proVlB1Ons of the act. . • t,- . 

2. No eecurity exchange may uee the mails unless it ooco~ a na­
tional eecurity exchange. In order to do this it must abide by ihe pro­
visions of the law, and give full information concerning its organization 
and operation. (This eeems to be an indirect method of compelling 

1 This act is discussed in more de.t&iI on p_ 62!H123. 
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exchanges to register with the Securities Exchange ConuniBBion a8 
national securities exchanges, but it was probably the most effective 
constitutional means POB&eBBed by CongreBB to accomplish this end.) 

3: All margin requirements are to be determined by the Federal Re­
serve Board. Congress suggested minimum margin requirements which 
were only slightly above those generally in force before the p&BBage of 
the act . . 4: All manipulation and pooling activities are prohibited. The com­
mission may set up rules governing short selling, stop-loSBeB, floor trading, 
and the operations of .. specialists," 

5. All securities listed on the exchanges must be registered with the 
commission. In order to register with the commission a corporation 
must agree to furnish it with complete information, which includes the 
tacts as to the remuneration of all officers, directors, and underwriters; 
information about the amount of bonus payments and other profit­
sharing agreements; periodical profit-and-loBB statements; and balance­
sheet information. In general the conuniBBion exercises the same control 
over all listed issues as the Interstate Commerce Commission exercises 
over railroad issues. 

6. To enforce the act effectively the commission has the power to 
Buspend exchanges and likewise to suspend the trading in particnIar 
issues listed on the exchanges. After hearings, its orders are to be 
enforCed by the Federal courts. 

Silver Purchase Act, JUDe 19, 1934. The principal provisions 
of the Silver Purchase Act are stated in sections 2 and 3, which 
are as follows : 

Sec. 2. It is hereby declared to be the policy of the United Ststes 
that the proportion of silver to gold in the monetary stocks of the United 
Ststes should be increased, with the ultimate objective of having and 
maintaining one fourth of the monetary value of such etocks in silver. 

Sec. 3. Whenever and so long as the proportion of silver in the etocks 
of gold and silver of the United States is less than oDl~·fourth of the mon&­
tary value of such stocks, the Secretary of the Treasury is authorized 
and directed to purchase silver, at home or abroad; for present or future 
delivery with any direct obligations, coin, or currency of the United 
Ststes, authorized by law, or with any funds in the Treasury not other­
wise appropriated, at such rates, at such times, and upon such terms 
and conditions as he may deem reasonable, and most advantageous to 
the public interest: Provided, That no purchase of silver shall be 
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made nereunder at a price in ex.... of the monetary value thereof: 
. And provided further, That no purchases of silver situated in the con­

tinental United States on May 1, 1934, shall be made hereunder at a 
price in excess of 50 cents a fine ounce.' 

It is important to note that no time limit was set for the at­
tainment of a monetary base consisting of three fourths gold and 
one fourth silver; it was said merely that it would be our "ulti­
mate objective." Against the silver which is purchased the 
Secretary of the Treasury is authorized and directed to issue silver 
certificates and to place such certificates in circulation. 

The President was empowered, whenever in his judgment such 
action was necessa.ry, to "require the delivery to the United States 
Mints of all silver by whomever owned or possessed." This pro­
vision led to the executive order of August 9, 1934, calling for all 
stocks of silver to be delivered to the Treasury, for which 50 cents 
an ounce would be paid. This procIa.mation ha.s been termed the 
"Nationa.Iization of Silver Pian." In the ten months ending 
May 31, 1935, 283,000,000 ounces of silver were purchased. 
The price paid was 64! cents an ounce until April, 1935, when 
it suddenly rose to over 80 cents in a speculative flurry. 

To determine just how much silver should be purchased in 
order to make up one fourth of the monetary ba.se, it is neces­
sary to have a ratio between the two metals. After January 31, 
1934, the mint price of gold was $35 an ounce, but silver continued 
to be coined at its former price of $1.29 an ounce. The ratio 
between the two under these terms, therefore, is approximately 
27-1, which means that in terms of ounces we shall ultimately 
have nine times as much silver a.s gold, if silver is to become in 
value one fourth of our monetary ba.se. This holds, of coUrse, only 
so long as the monetary value of gold remains at $35 an ounce, 
and that of silver at $1.29 an ounce. As of the end of December, 
1934, the United States held approximately· $8,250,000,000 in 
monetary gold and approximately $720,000,000 in sil~r. Silver, 
therefore, made up about 8 per cent of our total monetai-y stock; 
it will be necessa.ry to increase this percentage to 25 in order to 
carry out the provisions of the Silver Purchase Act. 

I FeMral R ....... BuUetin, July, 1934, pp. 436-437. 
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Amendment to the Federal Reserve Act Providing for Direct 
Loans by the Federal Reserve Banks to Industry for Industrial 
and Other Purposes, June 19, 1934. The first section of this act 
states : 

In exceptional circumstances, when it appears to the satisfaction of a 
Federal Reserve bank that an established industrial or commercial 
business located in its district is unable to obtaio requisite financial 
assistance on a reasonable basis from the usual sources, the Federal 
;Reserve bank, pursuant to authority granted by the Federal Reserve 
Board, may make loans to, or purchase obligations of, such business, or 
may make commitments with respect thereto, on a reasonable and sound 
basis, for the purpose of providing it with workiog capital, but no obli­
gation shall be acquired or commitment made hereunder with a maturity 
exceediog five years" 

In addition the Reconstruction Finance Corporation Act W88 

amended in the following manner: 

For the purpoee of maintaiuing and increasing the employment of 
labor, when credit at prevailing bank rates for the character of loans 
applied for is not otherwiee available at banks, the Corporation is 
authorized and empowered to make loans to any industrial or commer­
cial business, wbich shall include the fishing industry, established prior 
to January I, 1934. Such loans shall in the opinion of the board of 
directors of the Corporation be adequately 'eecured, may be made 
directly, or in cooperation with banks or other lending institutions, or 
by the purchaee of participations, shall have maturities not to exceed 
five years, shall be made only when deemed to oIJer reasonable assurance 
of continued or increaeed employment of labor, shall be made only when, 
in the opinion of the board of directors of the Corporation, the borrower 
is solvent, shall not exceed $300,000,000 in aggregate amount at any 
one time outstanding, and shall be subject to such terms, conditions, 
and restrictions as the board of directors of the Corporation may deter­
mine. The aggregate amount of loans to anyone borrower under this 
eection shall not exceed $500,000. 

The power to make loans given herein shall terminate on January 31, 
1935, or on such earlier date as the President shall by proclamation fix; 
but no provision of law terminating any of the functions of the Cor­
poration shall be construed to prohibit disbursement of funds on loans 

• Federal Ruerve Bulletin, July, 1934, p. 430. 
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and commitments, or agreements to make loa.ns, made under this section 
prior to January 31, 1935, or such earlier date.' 

The volume of lo~ made under these two provisions was 
very sma1l up to December, 1934. The Federal reserve banks 
had approved 942 applications, totaling $47,645,000, while the 
Reconstruction Finance Corporation had authorized 423 direct 
loans to industry, aggregating $23,666,100. AB a number of these 
loans were made under conditions which would be considered 
unsound for commercial-bank loans, the small volume of loans 
made directly to industry by these agencies would throw some 
light on the question of whether or not the commercial banks 
were providing for the "legitimate" needs of business during this 
period. 

National Housing Act. June 27. 1934. The National Housing 
Act created the Federal Housing Administration. It did not 
create new lending agencies. but rather provided for a plan to 
make it safe for existing financial institutions to extend the 
needed credit to homeowners by partially insuring the loans 
made by these institutions for alterations, repairs, and improve­
ments of real property. 

The financial institutions eligible for the protection provided 
in the act include building and loan associations, commercial 
banks. savings banks, industrial loan companies, trust com­
panies, finance companies, mortgage companies,· and other finan­
cial institutions which are acceptable to the administrator of 
the Federal Housing Administration. A loan made by an ap­
proved institution is insured against loss up to 20 per cent 
of its aggregate face amount, and the administrator is authorized 
to incur a total liability for modernization purposes of not more 
than $200,000,000. This means that the loans made will total 
$1,000,000.000. 

The only security which the Federal Housing Administration 
requires before it is willing to insure up to 20 per cent of a loan 
is the personal obligation of the borrower; no cosigners or en­
dorsers are necessary, except husband or wife when the owner is 

I F..wal Rea ..... BulWi.., July, 1934, p. 432. 
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married. The signer of the note must have a regular income 
equal to five times the annual payment on the note. If the finan­
cial institution directly granting the loan is located in a state 
which prohibits the granting of unsecured loans, then the lending 
institution may require the legally necessary collateral. 

In order to be eligible the loans may not run for more than 
five years. The financial institution making a loan is authorized 
to determine the proper period for the loan, but is advised that 
it should be liquidated within the life of the improvement. 

The charge that may be made by a lending institution is an 
amount not to exceed the equivalent of a $5 discount per $100 
original face amount of a one-year note payable in monthly in­
stallments. Since repayments are made on a monthly basis, the 
total cost to the borrower on a yearly basis may not exceed 
slightly less than 10 per cent. The monthly payments must 
be of equal amounts, and a rebate will be granted for prepay-
ments. . 

The act likewise provides for a mutual mortgage-insurance 
fund, which started with $10,000,000 of government money. but 
is maintained by premiums collected from each homeowner bor­
rower. Under certain restrictions, such as that the mortage shall 
be limited to not more than 80 per cent of the appraised value 
of the property. and that the mortgagor shall have no other un­
paid obligations contracted in relation to the mortgaged property, 
the National Loan Association will insure the mortgage. The 
insurance fund is kept up by levies upon the owners of the mort­
gaged properties. 

Monetary and Banking Legislation between 1914 and 1929. 
At the beginning of this chapter it was said that" recent legisIa,. 
tion" was to be understood as meaning, in general. only that 
passed since the beginning of the world-wide depression in 1929. 
It seems desirable, however, for the sake of completeness, to 
summarize at this point the principal provisions of two other 
acts which carry our discussion as far back as the establishment 
of the Federal Reserve System in 1914. It is not accurate to say 
that the Pittman Act of 1918 and the McFadden-Pepper Act 
of 1927 were the only monetary and banking acts of this period, 
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but they were the outstanding ones. Between 1914 and 1929 
there were a number of amendments to the Federal Reserve 
Act, and most of these are discussed' in the chapters on the 
Federal Reserve System. In addition there were the Agricultural 
Credit Acts of 1916 and 1923, which are discussed in the chapter 
on noncommercial banking (Chap. XXVIII). Both the Pittman 
Act and the McFadden-Pepper Act have been referred to in 
previous chapters, but their salient features will be summa.. 
rized here. 

PiUman Act, April fS, 1918. The Pittman Act of April 23, 
1918, authorized the Secretary of the Treasury to melt and sell 
as bullion, at not less than a dollar an ounce, a maximum of 
350,000,000 silver dollars. The silver dollars which we possessed 
were mostly being used as the backing for silver certificates. In 
order that the total circulating media would not be affected, the 
act provided for the issuance of Federal ,reserve bank notes to 
take the place of the silver certificates which were being retircd. 
These Federal reserve bank notes were to be issued by the Fed­
eral reserve banks, and were to be backed by Pittman certificates, 
which were 2 per cent Treasury notes. 

The Pittman Act was passed primarily to accommodate the 
British government, since 'silver was needed in India. We ulti­
mately sold, under the provisions of this act, approximately 
200,000,000 fine ounces of silver at $1.015 an ounce. Two hun­
dred and fifty-nine million silver dollars were melted, and ap­
proximately $330,000,000 of certificates were withdrawn from 
circulation. Some $235,000,000 of Federal reserve bank notes 
were issued. 

If the act had stopped at this point, the United States would 
have been able to get rid of a needless element in our currency. 
The' act further provided, however, tbat every silver dollar 
which was melted should be replaced later. The purchase price 
was to be $1 an ounce, and purchases were to be made only from 
American mines. Starting in 1921 the Tleasury replaced all the 
silver which we had sold over a period of about two years. Dur­
tng the time when the government was purchasing silver at $1 
an ounce, the world price averaged about 70 cents. 
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McFatJden,.Pepper Act, February te5, 19te'l. Prior to the pas­
sage of the McFadden-Pepper Act there was no provision in the 
national banking law for the establishment of branches by na­
tional banks. This act very definitely established the powers 
possessed by the national banks in this regard. There were other 
provisions of the McFadden-Pepper Act which are no doubt as 
important as the branch-banking provision, or even more so, but 
it was the branch-banking problem which prompted the act. The 
provisions may be summarized as follows : 

1. National banks were allowed to establish branches in those states 
which allowed their own banks the branch privilege. Branches, how­
ever, were forbidden in cities other than those where head offices were 
located; and it was further provided that the number of branches was 
to be controlled by the size of the city, thus: 

In cities of less than 20,000 .. No branches 
In cities up to 50,000. . . . . . 1 branch 
In cities up to 100,000 . . . . . 2 branch .. 
In cities of more than 100,000. • Comptroller of the Currency's discretion 

All branches which were in existence before the pa8IIIIg6 of the act 
were approved. 

No bank could establish a branch if its capital stock amounted to 
less than $100,000. If the state has more then 1,000,000 inhabitants or 
a city with a population of 100,000, then the national bank must have 
·capital stock of at least $500,000 in order to operate branches. 

2. Before 1913 national banks could riot make loans on real estate, 
and the Federal Reserve Act authorized loans of this nature to only a 
very limited extent. The McFadden-Pepper Act liberalized the previous 
provision dealing with reaI-ilState loans by national banks, SO that loans 
may be made under the following conditions: 

. G. The property must be otherwise unencumbered, which means 
that the lien must be a first mortgage. 

b. The property must be improved. In the case of urban property a 
structure must stand on the property, and in the case of farming land 
the property must be in condition for farming. This provision, of course, 
eliminates construction loans. 

Co The property must be situated either within a hundred miIes of 
the bank or within the Federal reserve district. 

d. The loan cannot exceed 50 per cent of the actuaI value of the 
property. :, 
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.. Ma.mnmn maturity is bed at fiw ~ but the loan may be 
JeDeWed f<r a IIimiIM period. 

/. No bank may grant real-<!state Ioaos to an extent greater than 
25 per cent of its unimpai!ed capital and surplus or one half of ilB savings 
deposita. 

3. The Federal resene banks,.ere chartered io 1913 for twenty yeara, 
and prior to 1922 each national bank bad to renew ilB charter every 
twenty years. In 1922 a law was passed which ga .... national banks 
ninety-nine-year cbartem. The McFadden-Pepper Act made the char­
tom of national banks and Federal ............ banks iodetermioate. or con­
tinnous, aubject only to forfeiture for violation of the law or to termioation 
by Coogress. 

NQD1egislame Monetary and Banking Developments. As 
important in lII&1ly respects as the monetary and banking legi&­
Iation enacted during the past few ye&nI are a number of develop­
ments in the general field of money and banking which preceded 
some of the legislative acts, and other developments which were 
entirely independent of any of the reeent laws. The international 
chameter of the depression causes one to look beyond the con­
fines of the United States in order to secure an explanation of 
happenings which later took place in this country. The starting 
point is arbitrary, but there are some who feel that if grave 
financial disturbances had not taken place in Europe during 
the summer of 1931, that year might have marked the low point 
of the depression in the United States. Our discussion of non­
legislative and banking developments will begin therefore with 
these happenings. 

Failure uf ths C~AtI8talt, May, 19S1. In May, 1931, the 
Credit-Anatalt, one of the larger private banka of Austria, un­
able to meet ita obligations, sought and obtained aid from the 
Austrian government and from the Austrian National Bank. 
This action, however, by informing the public of ita condition, 
·Btarted a run on the bank, and in order to meet witIidrawals it 
.as forced to rediscount bills with the National Bank, wh~ 
IInanciaJ. condition was likewise impaired. The situation was 
.-.de ID01'8 critical by the fact that the Austrian banka at that 
time owed $115,000,000 to foreign creditors; in additiol! tilL 
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Austrians themselves began to transfer funds to foreign hanks 
which they believed to be more secure. Complete depletion of 
the reserves of the National Bank was avoided by loans from 
the Bank of England and the Bank of International Settlements, 
and by legislation controlling the purchase and sale of foreign 
exchange. All the banks of Austria were placed under a similar 
strain. In StiUhaUung ("standstill") agreements foreign creditors 
of the Credit-Anstalt and other Austrian banks acceded to a two­
year moratorium of their obligations, and so complete collapse 
was averted. 

SpreaD. of the Crisi8 to Germany in the Summer of 1991. This 
situation soon spread to Germany. Because of the advance of 
the Hitler party in the elections, foreign creditors were aroused. 
Runs began on banks both by internal depositors, and by ex­
ternal creditors who held short-term credits which had to be 
met in gold or foreign exchange. It was soon discovered that 
foreigners held more short-term credits in Germany than could 
possibly be paid in gold. On July 13, 1931, the Darmstadter 
und National Bank suddenly closed, and shortly therea£te.f. a 
general bank holiday was declared. The government and. the 
Reichsbank adopted measures providing for the reopen~"of 
the banks. These measures were principally an extension; of 
credits in domestic bills, a special provision of agricultural cred" 
Jts, and the beginning of an Acceptance and Guaranty Bank, 
backed by the Reichshank, to uphold the weaker credit institu­
tions. To meet the excessive outflow of gold the Reichshank in 
July borrowed $100,000,000 from the Bank of England, the Bank 
of France, the Federal Reserve Bank of New York, and the 
Bank of International Settlements. It also drew $5O,O!lO,OOO 
-from an American contingent credit. These aids, however,. did 
not keep the cash reserve above the 40 per cent minimum, nor 
did they keep exchange from rising above par. In order to ~ 
cape a devaluation of the mark in terms of foreign currency, the 
government in July, 1931, centralized all exchange .transactiol1ll. 
foreign currencies, and claims to the Reichshank. This actipn, 
accompanied W "standstill" (StiUhaUung) agreements, keplLtJ:w 
mark at its approximste gold value and avoided inftatioll.. ': •. 
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Abandonmel)t of t1uJ Gold Standard by England, September SO, 
19t11. From Germany the scene shifted to England, where, in 
June, 1931, iarge gold withdrawals were made by foreign coun­
tries. This action threatened the gold reserves of the Bank of 
England, which appealed to the Bank of France and the Federal 
Reserve Bank of New York for aid. It received from them a joint 
credit of about $250,000,000. As soon as it was publicly known 
that the gold reserve of the Bank of England was in jeopardy, 
internal drains and a flight of capital from England to other 
countries necessitated a further credit of $400,000,000. Gold 
continued to be exported in such quantities that on September 
20, 1931, England announoed its suspension of the gold standard. 
Subsequently the foreign-exchange value of the pound fell below 
par, and as a result those foreign banks which held credits in 
London lost heavily. This was especially true of the Bank of 
France, whose embarrassment was tempered by government aid. 

Various other countries, including Norway and Sweden, also 
abandoned the gold standard in 1931. 

Gold Outjiqw and t1uJ W /We of Bank Fat"lures t"n t1uJ UnUed S!ate8, 
Fall of 19S1. On June 20, 1931, President Hoover declared a 
moratorium on international debts and reparations in an at­
tempt to ease the financial strain throughout the world, but 
more particularly the strain on Germany. This action merely 
added to the unfavorable occurrences of the first half of the year. 
Prices in the United States, and especially security and agri­
cultural prices, again began to drop precipitously. Banks began 
to fail in Iarge numbers j in October alone 522 banks were foroed 
to close their doors. The total bank suspension for the year was 
2294, or approximately 10 per cent of all banks which were in 
existence at the beginning o( 1931. A rapid rise in the official 
figures of money in circulation showed that, as a result of general 
distrust, currency hoarding was spreading. At this time foreign 
CoPntries were holding a iarge volume of short-term' credits in 
New York City. The a1arm over the situation spread to them, 

... "and they began to withdraw these credits. As a result, in a six­
week period, including most of October and the first part of 
November, we exported approximately $725,000,000 in gold, 
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but our imports during the same period amounted to about 
$300,000,000, so that our net loss was only some $400,000,000. 
The importance of this exported amount may be shown by re­
calling that this was more gold than any other country in the 
world had at that time except France. Approximately three 
fifths of this amount was shipped to France, and most of the 
remainder to Belgium, Switzerland, and Holland. 

Second Gold Run, May, 1935. Beginning in May, 1932, a sec­
ond run was made on this country's gold supply. Again in ap­
proximately a six-week period this country lost over $400,000,000 
of gold, but soon afterward regained most of this amount, our 
imports being $275,000,000 between June and September, 1932. 
During the remainder of 1932 a business revival occurred, and 
the fall in commodity prices was temporarily checked. The be­
ginning of the next year, however, brought a fresh outbreak of bank 
failures and the complete demoralization of our banking system. 

The Bank Holiday, March, 1933. One event which seems to 
have aggravated the situation was the decision on the part of 
Congress to make public the loans which the Reconstruction 
Finance Corporation had made to banks. As soon as depositors 
found out that their banks were borrowing from the Reconstruc­
tion Finance Corporation, runs again increased. President 
Hoover had failed to be re-elected, and the "lame duck" Con­
gress was in session. Knowing that his term of office would soon 
be over, but realizing that action was needed, President Hoover 
summoned President-elect Roosevelt to the White House for a 
conference, but Mr. Roosevelt apparently did not wish to intro­
duce his proposed remedies until he had been sworn in. 

The banks were closing with Buch rapidity that the governors 
of various states began to declare bank holidays. The first of 
these was in Nevada on October 31, 1932, when the lieutenant 
governor declared a twelve-day bank holiday because of the 
difficulties of twelve of the state's twenty-five banks; ':other 
states in the West and the Middle West soon followed. A state­
wide holiday was declared in Iowa on January 20, 1933, and next 
came the one-,day holiday on February 3 in Louisiana. These 
bank holidays brought more fear to the public, and deposits 
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were withdrawn in greater volume. With the declaration of 
Michigan's holiday on February 14, 1933, a general bank: holiday 
became inevitable, in the best interest of depositors of the banks 
in other states and especially of the banks in adjoining states. 
On February 25 Maryland declared a bank: holiday, and when 
President Roosevelt came iDto office on March 4, 1933, tbe 
majority of the banks of the United States were closed. 

On March 6, 1933, President Roosevelt, on the basis of & 

wartime measure of October, 1917, which gave the President 
wide control over banks and currency and which had never been 
repealed, declared a general bank: holiday in the United States. 
This action not only gave the new administration a breathing 
spell in which to plan for the future, but stopped the depletion 
of our gold stock through enormous foreign exports and the drain 
of gold into circulation as it was withdrawn and hoarded. Our 
gold supply had declined 18 per cent between February 1 and 
March 4. On March 9 the President issued an order continuing 
the holiday, but on the next day, March 10, he issued another 
decree which permitted those banks which were sound to re­
open. Member banks had to apply to the Secretary of the Treas­
ury for a license, and state nonmember banks to the proper 
state authority. Banks began to open, so that by the end of 
March about two thirds of aU our banks were open on an un­
limited basis. By this time the currency panic was over and 
hoarding began to subside, until, by April 5, over $1,225,000,000 
had been returned to the reserve banks. The total reserves of 
the reserve banks rose from $2,800,000,000 on March 4 to 
$3,490,000,000 on April 5. 

Abandonment of the Gold Standard in the United States, April SO, 
19S5. Several steps were taken before the "official" abandon­
ment of the gold standard in April, thus: 

.MarcA to, 19S5. The President forbade the export of gold except 
under license from the Treasury. Gold" earmarked" for foreign owners 

_eontinued to be exported, however. 
- April 6, 19S5. A detailed antihoarding order was issued by the 
President, requiring aU gold (except that owned by foreign central banks 
and industrial stocks) to be surrendered by May 1, 1933. 
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April SO, 19S5. Final prohibition of tbe free movement of gold; this 
date is thus usually referred to as the .. official" date when the country 
left the gold standard. 

WOTld Economic Cooje:rence, June, 1988. The World Economic 
Conference convened on June 12, 1933, and a tariff truce for the 
period of the conference was soon adopted. It was felt that a 
currency truce would likewise be desirable. At the time France 
was the principal gold-standard country, and it was necessary 
to fix the ratios at which the dollar and the pound should be 
stabilized in reference to the franc, if fluctuating exchange rates 
were to be prevented. This would require the closest co-operation 
of the central banks of the countries involved. The United 
States entered the conference in a co-operative frame of mind, 
apparently having approved the principles of monetary stabili­
zation. Mr. James P. Warburg was the President's chief unoffi­
cial representative at the conference, and he had received full 
instructions before sailing. The conference developed to the 
point where it was rumored that stabilization had been effected. 
The direct result of this in the United States was that our se­
curity markets were depressed, which would seem to indicate 
that stabilization was not looked upon with favor by certain 
groups within the United States. Soon thereafter President 
Roosevelt withdrew Mr. Warburg from the conference and sent 
Professor Moley, who had been given very different instructions, 
to take his place.' 

The new attitude of the administration on currency stabiliza­
tion was clearly set forth by President Roosevelt in the following 
statement of July 3, which rejected a number of very mild pro­
posals (suggested at the conference) dealing with the ultimate 
retllI"D: to the gold standard by each signatory country : 

The world will not long be lulled by the specious fallacy of achieving 
a temporary and probably an artificial stability in foreign exchange on 
the part of a few large countries only. 

1 Mr. Warburg describes this incident in detail in his recent book Tire 
M07I07I Muddle (Alfred A. KnopO. Another excellent description of the 
World Economic Confefence is given in Pasvolsky'. Cu,..ent M tmd4ry I ....... 
Mr. Paavol8ky ..... in London during the conference in an unofficial capacity • 

• -'1t 
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The sound intemal economic system of a nation is a greater factor 
in ita well-being than the price of ita currency in changing terms of the 
currencies of other nations. 

It is for this reason that reduced costs of government, adequate gov­
ernment income, and ability to service its government debta are so all 
important to ultimate stability. So, too, old fetishes of so-ealled inter­
national bankers are being replaced by efforfa to pIan national currencies 
with the objective of giving to those currencies a continuing purchasing 
power which does not greatly vary in terms of the commodities and need 
of modern civilization. Let me be frank in saying that the United States 
seeks the kind of dollar which a generation hence will have the same 
purchasing and debt-paying power as the dollar value we hope to attain 
in the near future. That objective means more to the good of other 
nations than a fixed ratio for a month or two in terms of the pound 
or franc. 

After this blunt refusal of co-operation on the part of the 
United States, the conference soon adjourned, although some 
attempts were made to reach agreements in other !firections. 

TM Gold.-PurcMae Plan, October, 1988. On the recommenda.­
tion of Professor Warren, who advocated increasing the price of 
gold in order to increase the price level, the President put into 
operation on October 25 a gold-purchase plan. When the United 
States left the gold standard, the price of gold was $20.67 per 
ounce. The first official price was set at $31.36 per ounce, and this 
figure was gradually increased until it reached $34.45 on January 
16, 1934, where it remained until the presidential proclamation 
following the passage of the Gold Reserve Act. The significance 
of this program is discussed on pages 107-109 and 140-142. 
I Nal.ionalizati<m of Silver, AU{/U8t, 1984. On August 9, 1934, 
the President, under authority given him in the Silver Purchase 
Act of June, ordered that all silver stocks in this country he de­
livered to the Treasury. The government would pay the hold­
ers of such stocks 50 cents an ounce. It was announced that 
tIiis was the first step in carrying out the provision of the Silver 
POrchase Act, which called for the purchase of silver until it 
equaled one quarter of our total monetary base. Newly mined 
silver, however, continued to he purchased at 64! cents an ounce. 

Retirement of Fedmal Reserve Bank NaI.e8, March, 1985. At the 
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time" of the bank holiday, March, 1933, Congress provided for 
the issuance of $2,000,000,000 of Federal reserve bank notes.' 
Only some $225,000,000 of these notes were ever issued. This 
was a natural result, for as soon as the public was given some 
indication as to the solvency of the banks which were allowed to 
reopen, it not only discontinued cash withdrawals, but returned 
approximately $2,000,000,000 of cash to the banks during the 
months of March, April, and May, 1933. After the summer of 
1933 these Federal reserve bank notes were slowly reduced in 
volume until by March, 1935, only about $85,000,000 were still 
in circulation. 

RetiremerU of National,.Bank Notes, Spring and Summer, 1996. 
On March 10, 1935, the following announcement was issued by 
the Treasury Department: 

Secretary of the Treasury Morgenthau announced today (March 9) 
that the 2% consols of 1930 would be called by the Treasury on March 11 
for redemption on July 1, 1935, and the 2% Panama Canal loan bonda 
of 1916-36 and 1916-38 for redemption on August 1, 1935. About 
$600,000,000 of the consols and about $75,000,000 of the Panama Canal 
Bonds are now outstanding. These bonds hear the circulation privilege. 

At the time of this announcement there were over $800,000,000 
of national-bank notes in circulation. Approximately $675,000,000 
of these were backed by the Panama Canal loan bonds and the 
consols referred to in the above announcement. The remaining 
national-bank notes in circulation (about $150,000,000) were 
backed by government bonds given the circulation privilege under 
the Glass-Borah rider to the Home Loan Bank Act of July, 1932." 

On March 2, 1935, the Comptroller of the Currency, J. F. T. 
O'Connor, made the following a!lllouncement: 

In accordance with the opinion of the Attorney-General, dated 
August 12, 1932, and the Act of Congress of July 22, 1932 [the Federal 
Home Loan Bank Act], the circulation privilege on United States bonds 
conferred by the Act of July 22, 1932 would expire with respect to such 
bonds on July-22, 1935; that National banks will, therefore, be required 

• There had been two previou8 issues of these DO,,",. Bee page 708 . 
• PrevioU81y diacueaed in this chapter, p. 707. 
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either to withdraw these bonds, placing with the Treasurer of the UDited 
States lawful money in lieu thereof, or place in substitution therefor 
with the Treasurer of the United States bonds bearing the circulation 
privilege, namely, 2% consoIs of 1930 or 2% Pa.na.mas of 1916--1936 and 
1913-1938. 

These two announcements provided for the retirement of a.Il 
national-bank notes. 

The Treasury Department stated that it would retire the 
$675,000,000 of bonds by using the remainder of the "gold 
profit" resulting from devaluation. It explained this action as 
follows: 

At the time the gold content of the dollar was reduced, a gold incre­
ment of $2,812,000,000 was realized. Of this amount, $2,000,000,000 
was placed in the Stabilization Fund. Congress bas appropriated 
$139,000,000 for loans to industry through the Federal Reserve banks, 
some $13,500,000 of which bas been used for that purpose. Congress 
bas appropriated an indefinita sum to meet losses in melting gold coins 
estimated at $8,000,000, and bas authorized an appropriation of over 
$23,000,000 for the Philippine currency fund. This leaves free gold of 
$642,000,000, which will now be used as " basis for debt retirement. 

The only way by which the government can spend its gold is 
by issuing nonnegotiable gold certificates in large denominations 
to the Federal reserve banks. The Federal reserve banks pay 
the government by crediting its account, and the Treasury De­
partment is then free to draw upon this balance for whatever 
purposes it deeires. 

With the elimination of the gold certificate in 1933 and the 
national-bank note and the Federal reserve bank note in 1935, 
the currency system of this country is very much simplified. 
Only Federal reserve notes, United States notes (greenbacks), 
and silver certificates remain as important parts of our paper 
currency. A few Treasury notes of 1890, some Federal reserve 
bank notes, and some gold certificates are still officia.Ily reported 
as in circulation.' 

I See Appendix A for the Banking Act of 1935. 
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CHAPTER XXXI 

FOREIGN BANKING SYSTEMS 

THE BRITISH BANKING SYSTEM 

In order to obtain money to carry on a war in which the fate 
of the dynasty and of the Protestant religion was supposed to 
be involved, Parliament in 1694 passed an act creating a cor­
poration for ten years, to be caJled the Governor and Company 
of the Bank of England. On condition that the said corporation 
should lend to the government at once the Bum of £1,200,000 
the government was to pay 8 per cent interest, plus £4000 per 
year for expenses - a rate much less than the Treasury had been 
accustomed to pay. The bank was empowered by its charter 
to deal in bills of exchange, to buy or sell coin and bullion, to 
lend money on the security of goods, wares, and merchandise, 
and to sell such goods if the loan was not repaid. It was not 
permitted to incur debt exceeding £1,200,000 or to deal in goods, 
wares, or merchandise except as above stated. 

Successful Beginning. The subscription to the capital was 
completed within ten days after the books were opened, and with 
the money thus obtained the war was brought to a successful 
termination. The scheme was well conceived, for it established 
a credit by means of which the wealth of the community could 
be mobilized for the use of the army. The bank advanced its 
capital to the government, but recovered it presently by issuing 
an equal amount of its own notes, which the public accepted at 
par because they had confidence in the bank. The notes of the 
bank were to pass by endorsement, were payable at such times 
as the bank might determine, and were not legal tender. An 
amendment to the charter passed in 1697, providing for an in­
crease of the capital stock by £1,001,171, authorized the issue 
of notes to the same amount, payable to bearer on demand, anll 
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required that they should have a mark to distinguish them from 
toe earlier issue. The first notes issued were post notes drawing 
interest. The next batch (those of 1697) were demand notes 
drawing no interest. The people accepted them at par, and the 
bank again lent an equivalent amount of specie to the treasury. 

Monopoly of Note Issues. In 1709 Parliament granted a 
quasi monopoly to the bank by a provision that no other cor­
poration and no private partnership composed of more than six 
persons should exercise the right of issuing cireulating notes 
"in that part of Great Britain called England." This was re­
enacted in 1742, with the added provision that the said Governor 
and Company of the Bank of England were thereby "declared 
to be and remain a corporation with the privilege of exclusive 
banking as before recited." The terms used show that in common 
acceptation the word "banking" was inseparable from the issue 
of circulating notes; and, in fact, for more than a hundred years 
everybody understood that this was a prohibition against deposit 
banking, as well as against note issues, by stock companies. 

The Restriction. The charter was renewed from time to time, 
on varying conditions, usually on the condition of fresh loans to 
the government or a reduction of the rate of interest on former 
ones. It passed through many vicissitudes, the most important 
of which was the suspension of specie payments for a period of 
twenty-four years, from 1797 to 1821. This suspension of cash 
payments is commonly called the "Bank of England Restric­
tion," because the bank was restricted, first by the Privy Coun­
cil, and afterward by Parliament, from paying specie for its 
obligations. The suspension was no~ due to commercial causes 
but to the large subsidies advanced bi the bank, and paid by the 
government to Continental powers, for carrying on the war 
against revolutionary France. 

Until 1829 bank notes of the denomination of £1 were in 
common use in all parts of the United Kingdom. In consequence 
of the panic of 1825, which was attributed to excessive issues of 
bank notes, an act was passed prohibiting the issue of notes in 
England smaller than £5. It did not apply to Scotland or Ire­
Ie.nd. The intention and effect of this act were to saturate tbe 
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currency with a Ja.rger infusion of gold. This gave greater sta­
bility to commerce but also entailed loss resulting from the abra­
sion of coin, which was a source of anxiety to English statesmen 
and financiers. 

In 1833 Parliament passed an act making the notes of the 
Bank of England, so long as they were redeemed in gold on de­
mand, legal tender at all pla.ces in England and Wales exoept at 
the bank itself. 

Sir Robert Peel and the Act of 1844. Not until the year 1844 
was any novelty introduced into the bank's methods of business. 
At that time the opinion prevailed generally that commercial 
crises were caused by exoessive issues of bank notes. The ex­
clusive right of issue granted to the bank in 1709 and 1742 had 
been so far relaxed in 1826 that joint-stock banks were allowed 
to issue notes at a distanoe of sixty-five miles from London; 
and seventy-two such banks had been established. England had 
been afHicted with commercial crises in 1825, 1836, and 1839. 
These were ascribed to overissues of bank paper. Sir Robert 
Peel, the prime minister, was of the opinion that bank notes 
ought to be kept under rigid limitations, although book credits 
in the form of deposits might be safely left to the discretion of 
the banker. At his instanoe the charter of the bank (which was 
about to expire) was amended in the following manner: The 
issue department was to be wholly separate from the banking 
department. The sum of £14,000,000 of securities, including the 
government's debt to the bank, was to be transferred to the issue 
department, which should thereupon turn over to the banking 
department £14,000,000 of notes. This was the average amount 
of the bank's notes then outstanding. Any person should be 
entitled to reoeive notes from the issue department additional 
to the aforesaid sum, in exchange for gold coin or for standard 
gold bullion at the rate of £3 17s. 9d. per ounoe. Banks and 
banking firms having the right to issue notes at that time might 
continue to issue the same average amount; but if any should 
cease to do so, the Bank of England might be authorized by the 
Privy Council to issue two thirds of the amount so withdrawn, 
by adding an equivalent sum to the government securities in the 
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issue department. Under the operation of this clause the circu­
lation of the bank against securities was raised to £18,450,450. 

The effect of the act of 1844 was to make the issue of notes 
automatic. Nobody had any discretion as to the amount of 
notes which should be in existence at any time. Setting aside the 
fixed sum issued against securities, the remainder of the circulation 
was just what it would be if it were composed of gold exclusively. 
The additional notes represented merely the superior convenience 
of paper over coin in the way of manipulation and carriage. The 
bank itself could not get notes on terms different from those open 
to the public. To get fresh supplies it must take gold out of the 
banking department and transfer it to the issue department, and 
to recover the gold it had to reverse the process. 

Suspension of the Bank Act. The restriction put upon the 
credit circulation in England in 1844 was coincident with a great 
increase of deposit banking, and it produced no immediate pinch. 
As population and trade enlarged, more media of exchange were 
needed. These came partly in the form of gold and of notes 
issued for gold, but chiefly in the form of bank checks. As the 
latter were the creation of trade, they were always commensu­
rate with the wants of trade among urban populations and in 
places where banking facilities existed. It was an advantage 
also that they were available in sums smaller than £5. So Peel's 
Act gave general satisfaction. Yet it has been the object of 
attack by some of the foremost English economists and writers 
on banking.' No other economic question, not even that of free 
trade, was so hotly and persistently debated. The opponents of 
the act contended that it prevented the bank from using its 
credit in the only mode available for quelling panics, that is, 
by the free issue of a currency that everybody would accept. 
They pointed to numerous crise~ prior to 1844 where the bank 

1 For an argument of great force against Peel's Act, see that of H. D. 
Macleod in the HiIl!ory of Banki"" in All NaliontJ, Vol. II, pp. 173-183. 

John Stuart MiD, when called as a witness before the House or Commoll.l 
Committee in the crisis of 1857, said that he was against any restrictions by 
law of the issue of Dates, except that of ooDvertibility. He was in favor of 
removing the restrictiOIl.l from the Bank of England and from all other 
&oks. - Levi, HiIl!ory of Brilillh Cmnmerce, p. 399. 
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averted disaster by the policy of expanding its note issues. They 
pointed to three crises since 1844, - those of 1847, 1857, and 
1866, - in each of which the government suspended the restric­
tive clause of the act and authorized the bank to issue notes at 
its own discretion.' In all these instances the panic subsided as 
soon as it was known that notes could be had at a reasonable 
price. Suspension of the Bank Act, however, did not mean ' 
suspension of specie payments, but merely that the bank might 
issue notes at its own risk without a corresponding deposit of 
gold. Whatever notes the bank put out at any time it had to 
redeem in gold on demand. 

The Argoments Pro and Con. Thus the opponents of the act 
contended that it worked well only in fair weather, but that in 
times of stress and danger it prevented the use of an adequate 
existing remedy, namely, the credit of the Bank of England. In 
such cases, they said, safety can be found only by annulling the 
act. The defenders of the act were compelled to admit this; 
but they maintained that the restriction on note issues tended 
to check, although it did not altogether prevent, the speculations 
which lead to panics and crises. They thought erroneously that 
notes are different from other forms of bank credit in their effect 
upon the prices of commodities and upon the foreign exchanges, 
and should therefore be restrained by law, even though they are 
immediately redeemable in gold. This was the main contention 
of Sir Robert Peel when he brought in his bill. It was repeated 
by Professor Jevons in 1875.' Mr. H. D. Macleod overthrew the 
argoment of the former, in 80 far as it rested upon cited instances 
of experience." The argoment of the latter is inconclusive, to 
say the least. Yet, whatever the statesman of the present day 
might wisely and safely do if he had a tabula rasa on which to 

• In 1857 the extra note., if issued, were to be lent at not 1 ... than 8 per 
oent interest; in 1866 at not 1 ... tban 10 per cent; and the inter .. t was to 
inure to the benefit of the government, not of the bank, so thet.the public 
should not seek and the bank should not issue more note. than were actually 
necessary. In 1847 and in 1886 the bank did not make use of its permission 
to issue extra note., but the panic ceased. 

• M""",, and the MechlJnism of Euhange (American edition), p. 314. 
• T"-1J and Practice of Banking, Vol. II, p. 150. 
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write the bank's charter, he must have regard, first of all, to the 
fact that British commerce and British modes of thought have 
fashioned themselves UpOIl the present system. It must be said 
also that with the passage of the act all anxiety respecting the 
goodness of the circulation disappeared. 

The Bank Keeps the Gold Reserve of the Nation. Another 
peculiarity of the Bank of England is that it holds the reserves 
of the other London banks and practically those of the whole 
United Kingdom. All British banks, including those of Scotland 
and Ireland, keep a portion of their reserves in London. All the 
joint-stock and private banks of London deposit in the Bank of 
England all their money except the small amount needed for 
paying over the counter. It is more convenient for them to keep 
it in the vaults of the bank than in their own. Their reserves 
range from 10 to 15 per cent of their liabilities. The bank, in 
order to make a profit for its own shareholders, lends to borrowers 
about 60 per cent of its deposits. If a country bank keeps one 
half of its reserve in a London joint-stock bank and the latter 
lends 85 per cent of this to its customers, while the Bank of 
England lends 60 per cent of the remaining 15 per cent to its 
customers, it follows that only 6 per cent of the country bank's 
deposit in the city bank is available anywhere in the form of cash. 

Probably the ultimate reserve of the British banks reckoned 
in this way is less than 6 per cent of their demand liabilities. The 
remaining 94 per cent is credit. It is possible to transact the 
business of the United Kingdom on this small percentage of cash 
because the credit of the Bank of England is so good. Neither 
the great bank nor the lesser .ones are required by law to keep 
any fixed percentage of reserve, but keep such proportion as 
experience shows to be needful. The Bank of England found 
that its line of safety ranged between 33 and 47 per cent. The 
other London banks found their needs to be much less.' The 

... 1 Mr. Goschen, when holding the office of chancellor of the exchequer, mad. 
s public speech &t ~ arguing that the London ioinwtcck hank. ought to 
have much larger reserves than they habitually keep, and intimating that if 
they did not voluntarily adopt that policy he should bring before Parliament 
a measure to compel them to do 80. Not one of them ever adopted this advice, 
nor did Mr. Goochen ever bring in any me&IIU1'I! to eompel obedienoe to it. 
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system under which this bank among many has become the keeper 
Q{ the ultimate reserve of all, and under which the amount 
has so dwindled, is the growth of centuries. It was never in­
vented by anybody, and if it did not now exist would be pro­
nouneed impossible. When the bank finds its metallic reserve 
running low, it raises the rate of discount in order to attract 
gold from abroad or to retain it at home. It sometimes happens 
that the London joint-stock banks continue lending at the lower 
rate after the great bank has raised its rate. In such cases the 
bank sends its agent into the street and borrows all the floating 
money that can be found, giving consols as security therefor. 
In common parlance "the bank borrows from the market," and 
thus creates & vacuum which can be filled only by money from 
foreign countries. 

The use of the bank rate to control the gold reserve has been 
one of the chief functions of the Bank of England in the past. 
Some critics elaim that it has too largely dominated banking 
policy, since variations in the bank rate should be based on other 
factors as well. 

The Bank of England has branches, eleven in number, in the 
principal commercial cities of England. It pays to the govern­
ment a fixed sum for the privilege of note issue, and it manages 
the public debt for 1m agreed compensation. It receives all the 
collections of revenue of the imperial government in England, 
pays the interest on the government's obligations, and, in gen­
eral, performs the duties which in this country are carried out 
by the Federal Reserve System. Although it performs these 
functions, it is & private corporation managed by twenty-four 
directors chosen by the shareholders. These directors choose the 
governor and deputy governor. Formerly the governor held of­
fice only two years, but Mr. Montagu Norman has been re­
peatedly re-elected during recent years. The bank's public duties 
are regulsted by contract. Aside from these duties the govern­
ment has no more control over it than over any other Londoii' 
bank. The bank pays no interest on deposits, and the joint.1!tock 
banks are not required to keep any specific reserve with it or in 
their own vaults. The bank, then, acts as banker to the country 
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as a whole, and also as a clearinghouse, and it stands at the 
center of the British discount market. 

It is important to note that none of the directors of the Bank 
of England may be connected with the commercial banks, which 
are called joint-stock banks. They may, however, come from 
investment banks, private banks, and other financial institutions. 
The reason for this practice is that since the Bank of England 
is a central bank, whose operations must not be conducted 
purely for profit, it is unwise to permit commercial bankers to 
dictate what it should do. Frequently it must take steps which 
run contrary to the immediate profit-making activities of the 
joint-stock banks. Comparison could well be made at this point 
with the organization and policies of the Federal Reserve System 
in this respect. It raises this highly important question: Who 
should have final control over the policies of a central banking 
system - the government, the commercial banks, or an impar­
tial board divorced from politics? Another important question 
arises: Should a central bank follow the practice of the Bank 
of England, which also does a commercial-banking business, 
thereby competing to some extent with the joint-stock banks, or 
should it be primarily a bankers' bank, having contact with the 
public only through its open-market operations? These are prob­
lems with which the American people are faced at this time. 

Other Banking Institutions. British commercial-banking ac­
tivities, aside from those carried on by the Bank of England, are 
in the hands of a small number of large joint-stock banks with 
approximately ten thousand branches: ·Five of these, known as 
"the Big Five," practically dominate' commercial banking in 
England. In order of size they rank as follows: Midland, 
Lloyd's, Barclay's, Westminster, and National Provincial. These 
and the National City Bank, the Guaranty Trust Company, and 
the Chase National Bank, all three of New York City, are the 
eight largest banks in the world today. In spite of its prestige 
and power, the Bank of England ranks considerably lower in size 
than even the smallest of" the Big Five" British joint-stock banks. 

In addition to the joint-stock hanks there are a number of 
other types of banking institutions in England. These are known 
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as discount houses, bill-brokers, merohant bankers, acceptance 
houses, colonial banks operating largely in British colonies, head 
offices of British foreign banks which operate chiefly in foreign 
countries, branches of foreign banks, trustee savings banks, and 
the postal savings banks. The Bank of England has dealings 
primarily with the discount houses and bill-brokers rather than 
with the joint-stock banks directly. 

EIIects of the World War. The World War brought little in 
the way of a drastic change in the British banking system. The 
provisions of the Bank Act of 1844 regarding notes were BUS­

pended again in 1914, and the "Bradburys" (currency notes) 
were issued through the Bank of England. When England 
adopted a gold-bullion standard in 1928, the Bank of England 
notes became redeemable only in gold bars instead of in coin. 
All gold is now concentrated in the Bank of England. In 1928 
the "Bradburys" were amalgamated with the Bank of England 
notes, as has been previously described; so that today the fidu­
ciary (bondofiecured) issue is much larger than before the war, 
amounting to £260,000,000. Legislation clarifying the methods 
by which the Bank Act may be suspended has also been enacted, 
giving the British cabinet large powers in this respect. The 
tendency toward banking concentration, evident in most coun­
tries in the postwar period, was pronounced in England. One 
important change in the policy of the Bank of England should 
be mentioned. Before the war the public knew next to nothing 
about the policies and activities of "the Old Lady of Thread­
needle Street." Only a short financial statement was published, 
with no explanation. In 1928, however, the type of statement 
was changed, especially with regard to the note-issue section, so 
as to afford more information. Other statements regarding the 
bank's activities are also issued now occasionally. The veil of 
secrecy bas not yet, however, been completely lifted, so that the 
American public still knows far more about the functioning of 
the Federal Reserve System than the British public does about 
the Bank of England. 

The Bank Act was again suspended in 1931, when England 
departed from the gold standard. The history and causes of this 
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spectacular incident have been related elsewhere in this volume.' 
To what extent the bank, with its large stabilization, or equaliza­
tion, fund, has been deliberately controlling the pound's foreign­
exchange value is a disputed point. 

In recent years the Labor party in England has been advocat­
ing drastic reforms in the banking system. It desires a larger 
measure of government control, and some of its members demand 
that all banks should be nationalized. To what extent this de­
mand will be successful it is yet too early to tell. 

THE SCOT'l'ISH BANKING SYSTEM 

The monopoly of banking which existed in England from 1709 
to 1826 did not prevail in Scotland. In the latter country there 
was room for a development unrestrained by legal enactment, 
and this freedom led to interesting results. The Bank of Scot­
land was chartered in 1695, with unlimited powers of note issue 
and with monopoly privileges for twenty-one years. When the 
monopoly expired in 1727, it was not renewed, but the bank 
continued to exist. In that year the Royal Bank was chartered. 
This institution, finding a scarcity of commercial paper in the 
market, devised a new method of using its unemployed capital, 
known as the system of cash credits, which forms a peculiar 
feature of Sccttish banking. 

Cash Credits. A cash credit is a permission extended by the 
bank to a borrower to draw money as it is wanted, not exceeding 
a certain sum, the borrower paying interest for the time and 
amount actually used. The principal difference between a cash 
credit and an ordinary discount is that the former is .. accomm()o 
dation paper," that is, not based upon any completed commercial 
transaction. For this reason personal security, in addition to 
that of the borrower, is required. The endorsers, or .. cautioners," 
as they are termed in Scottish law, are never less than two in 
number and frequently three or more. The cautioner has the 
right to inspect the account of the borrower at any time, and to 
stop the credit at any point, if he wishes to terminate his liability 

• See Chapters V and vi . 

• 



FOREIGN BANKING SYSTEMS 749 

there. Cash credits are based upon knowledge of the character 
of the borrower and of the responsibility of the cautioners. By 
means of cash credits young men of enterprise and integrity are 
enabled to make a start in the world without waiting to accumu­
late capital from their own earnings. Sometimes, too, a business 
opportunity presents itself which a man would not undertake 
unless he could be sure of finding a certain amount of money 
before its completion. He may need it or he may not. A cash 
credit enables him to go forward with confidence. If he needs 
the money or some part of it, he pays interest for what he uses. 
Otherwise he pays nothing. Cash credits have played a large 
part in the development of agriculture in Scotland .. The money 
advanced to farmers is not, however, lent on mortgage, but on 
personal security, and the accounts are not allowed to stagnate. 
As a corollary to the system of cash credits, the Scottish banks pay 
interest on the time deposits of their customers and thus stimulate 
among the people the habit of saving. 

The Branch System. Another peculisrity of Scottish banking 
is its remarkable development of the branch system by which 
deposits are secured from every nook and corner of the country 
and by which capital is transferred easily and quickly to the 
places where the demand for it is greatest. There are eight banks 
in Scotland, and they have over a thousand branches. The sys­
tem has been so developed and extended that banking facilities 
reach every town and hamlet in the land. Whatever assistance 
banks can give to industry is available to the poor and to the 
rich on equal terms. In no other country has the principle of 
equality in bank favors been carried· fw:ther. In no other have 
greater pains been taken to bring banking facilities to the poor 
man's door. 

Note Issues. Until 1845 there was no lega.! limitation upon 
the note issues of Scottish banks. When Peel's Act was passed 
in England, as described above, the principles embodied in it 
were applied to Scotland in a modified form. It was ena.c1;ed '.. 
that each bank might have an issue of notes equal to the amoUnt 
of notes and coin then issued and held by it. For any additional 
notes it was to hold an equal additional amount of coin, but it .. 
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was not required that this coin should be held specially for the 
redemption of the notes; nor was there any provision for ascer­
taining whether the law was complied with in this particular. 
Since 1845 no new bank has been established in Scotland. The 
Bank of England's monopoly of note issue does not extend to 
Scotland, all eight banks issuing notes. Four of the Scottish banks 
are owned or controlled by British joint-stock banks. 

Notes are issued in denominations of one pound and upward. 
They are exchanged daily at the Edinburgh clearinghouse, and 
settlements are made between banks by drafts on London. The 
notes remain in circulation on the average eighteen days after 
each issue, the whole circulation being redeemed twenty times 
each year. No deposited security for bank notes has ever been 
required in Scotland, but noteholders have a prior lien on the 
assets. Moreover, the liability of shareholders for note issues is 
unlimited. For these reasons the note issues of insolvent banks 
in Scotland are always accepted at par by the other banks and 
are never depreciated. There have been only three bank failures 
of any importance in Scotland: those of the Ayr Bank in 1772, 
the Western Bank in 1857, and the City of Glasgow Bank in 
1878. These might perhaps have been prevented by proper public 
examinations. . 

Although deposits are received and loans are made at each 
branch, the branches payout only the notes of the parent bank, 
which are redeemable at the head office. So it is necessary to 
have real money only in one place, instead of in perhaps one 
hundred different places. f Thus the maximum of business is 
done with the minimum of gold, which is the raison d'etre of 
banking. Credit has been systematized in Scotland to the last 
degree, and has been found to answer all purposes. 

The Scottish banking system is closely affiliated with the Lon­
don money market, since all the large Scottish banks have offices 
in London. The Scottish system must now be regarded as a part 
of the British system as a whole. Willis and Beckhart, in their 
noteworthy volume Fqreign Banking SyskmB, have summarized 
their views on the Scottish system as follows I : 

I Foreign BarrJci"ll Svet-, p. 1178. Henry Holt and Company. 
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The Scottish banks, besides realizing the advantages of note issue, 
have developed the check system on the same lines as have been fol­
lowed in England. They have thus ava.iled themselves very fully of 
the possibilities of banking as an aid to industry and commerce, and it 
is because of this completeness of their system that it has been called 
the classic banking system of the world. Judged by the success with 
which it has mobi!i%ed and used all the available capital for the further­
ance of economic development, and by the comparative freedom from 
fina.nciaJ crises which Scotland has enjoyed, there would appear to be 
good grounds for this description, and certainly the Scottish system is 
the one which has been moet widely copied in other countries. This, 
however, does not necessarily mean that the Scottish system should 
have been followed in England, or that the English system has not 
proved well adspted to the country's particular creeds and eircumstances. 

THE BANK OF FRANCE 

The Bank of France was founded, with a capital of 30,000,000 
francs, in the year 1800, at the instance of Napoleon Bonaparte, 
then first consul. It was an ordinary bank of discount, deposit, 
and note issue, like the first and the second Bank of the United 
States, which chara.cte:r it still retains; but the government has 
never been a shareholder in it. It was placed under the IIl&IIlIg&­

ment of fifteen regents and three inspectors, called .. censors," 
chosen by the shareholders. In 1803 the exclusive right of note 
issue in the city of Paris was conferred upon it. In 1806 a law 
was passed providing that the chief of the state should appoint 
from among the shareholders a governor and two deputy gov­
ernors of the bank. Under the preBElnt law the governor must 
be the owner of one hundred shares of 1000 francs each, and 
each deputy governor must hold fifty shares. The governor has 
general direction of the affairs of the bank, presides at all meet­
ings of the regents, and may veto any of their acts. No paper 
can be discounted that he disapproves of. He also appoints all 
the employees. This feature of the bank's organization has been 
retained under all changes of the government of France. The 
bank performs the same duties in the management of the public 
debt that the Bank of England performs in England. 
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The governor and two deputy governors are now appointed 
by the President upon the recommendation of the Finance 
Minister. The general assembly, which elects the regents (di­
rectors), is composed of the two hundred largest stockholders, 
each of whom has only one vote. Three of the regents must be 
chosen from officials of the Treasury, five from manufacturers 
or merchants who are stockholders, and one from agriculturists. 

Note Issues. In 1848 the exclusive right of note issue in the 
whole of France was conferred upon the bank, but it was required 
to buy the other note-issuing banks, which it did by increasing 
its own capital stock to 91,250,000 francs. The monopoly of 
note issue was bestowed upon the bank in order to give greater 
stability to the paper currency, and it had that effect. The good­
ness of the notes of the Bank of France is never questioned, and 
its monopoly is not complained of. In consideration of the bank's 
services to the State, the government exacts no special compen­
sation for the right of note issue, but requires it to pay the same 
taxes as other banks are liable to and also exacts a small stamp 
duty on its notes. The amount of notes issuable is fixed by law 
from time to time. The legislative body usually anticipates the 
demands of commerce by extending the limit before the maxi­
mum is reached. The restriction upon its issues is, therefore, 
more apparent than real. Before the World War the Bank of 
France was perhaps the most notable example and illustration 
of the .. banking principle" of .. note issues that the world had 
ever seen. 

Charging a Premium on Gold. The amount of the bank's un­
covered notes is relatively small. Before the World War about 
one fourth of the specie consisted of silver five-franc pieces, 
which were available for the internal traffic of the country but 
not for foreign trade, since their metallic was much less than their 
nominal value. As they were legal tender, the bank had to re­
ceive them as the equivalent of gold, but it might also pay them 
out at par for all claims against itself. Accordingly, when de­
positors wanted gold for exportation, the bank was enabled to 
charge a premium for it, the alternative being payment in silver. 
This premium was a source of profit to the bank, but it had the 
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effect of raising the gold-export point in the foreign-excha.nge 
market and keeping gold at home. Some authorities have criti­
cized this policy vigoro1ll'ly, claiming that it was equivalent to 
a temporary departure from the gold standard, since one of the 
tests of such departure has usually been a premium on gold. 
The limit to the possible premium was the cost of collecting gold 
coins, of which there was always a large amount in circulation, 
and which brokers were ready to supply if they were paid for 
their trouble. Usually the bank charged no premium, but at 
times it charged a fraction less than the cost of obtaining gold 
from brokers. H it charged more, the public would sell its gold 
to brokers and deposit only silver at the bank. 

Sometimes it was said that the Bank of France or the Im­
perial Bank of Germany was buying gold with its notes and 
allowing the importer of the metal interest during the time of 
transit from the United States. This could be done without loss 
whenever there was a fresh demand for its notes, provided the 
demand kept the notes in circulation during the time the gold was 
in transit. Of the probable duration and extent of this demand 
the bank was well able to judge through the knowledge, which it 
derives from its branches, of the internal trade of the country. 

Suspension of Specie Payments. In the revolution of 1848 the 
bank suspended specie payments, and its notes were made legal 
tender, but it was prepared to resume at the end of three months. 
The government, however, prevented it from doing so until 
August, 1850, at which time resumption took place and the 
legal-tender act was repealed. The bank suspended again in 
1870, at the beginning of the Franco-Prussian War, and its notes 
were again made legal tender. The bank at that time held 
specie nearly equal in amount to its outstanding notes, and equal 
to about 75 per cent of all its demand liabilities; and its officers 
were prepared to meet a run, besides making the usual advances 
to the mercantile community and the unusual ones which, it 
was foreseen, would be required by the government. Rumors 
had, however, gained credence that specie was flowing out of 
the country in large amounts to Prussia, and so public opinion 
demanded thet the bank should stop payments and that its 
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notes should be made legal tender. On August 12, 1870, a law 
was passed to that effect. The same act limited the note issues 
to 1,800,000,000 francs. Two days later the limit was raised to 
2,400,000,000 francs, and by subsequent steps to 3,200,000,000 
francs in July, 1872. The bank advanced to the government 
during the war with Germany and the later conflict with the 
commune 761,000,000 francs, and continued to make advances 
while the new republic was establishing itself, until they reached 
the maximum sum of 1,530,000,000 francs. About one half of 
the sum thus advanced was specie. The premium on specie at 
any time was, however, slight. Once it was as high as 4 per cent, 
but only for a short time. Mter the suppression of the commune 
it fell to 1 per cent. 

While Paris was besieged, the parent bank could do nothing 
to assist the government, but the branches were able to do so. 
The Morgan loan of October, 1870, of 250,000,000 francs was 
guaranteed by the Bank of France. Specie payments were re­
sumed on January 1, 1878, but the legal-tender quality of the 
notes of the bank was not repealed. It was retained at the in­
stance of the business community outside of Paris, as a matter 
of convenience in the handling and transfer of money. 

Branches and Discounts. The Bank of France is required by 
law to have at least one branch in eacIr department of France. 
It has also a large number of subsidiary offices in places too small 
to support a branch with the usual complement of officers and 
employees. The total of such branches and offices is now over 
six hundred. The rate of discount is uniform at the parent bank 
and at all branches and offices. During recent years it has been 
usually 2! to 4 per cent, and is less fluctuating than in any other 
country. No paper is rejected on account of its smallness, but 
this paper must not run for more than ninety days and must 
be three-name paper. Two-name paper is acceptable only if 
hacked by collateral. The Bank of France, like the Bank of 
EngIand, is, therefore, not only a central but a commercial bank 
as well, engaging in competition with other banks. 

Commercial-Banking Activities. Although the Bank of France 
has a monopoly of note issue, it has numero.U8 competitors in 
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the field of commercial banking, the largest being the credit 
Lyonnais. Three other large commercial banks with many 
branches are the Societe GeneraJe, the Comptoir d'Escompte, 
and the Credit Industriel et Commercial. The Bank of France, 
although a bankers' bank as well, engages more widely in gen­
eral commercial banking than does the Bank of England. As 
has been seen, it is more subject to political control; in fact, 
the bank has been sometimes accused of giving way to political 
considerations. Another difference is that the Bank of France 
has customarily kept a much larger specie reserve and changes 
its rediscount rate much less frequently than does the Bank of 
England. Like the Bank of England it pays no interest on deposits. 

The period of postWILl" i:nfi&tion in France and the part played 
by the bank in this episode have been discussed elsewhere.' When 
France adopted the gold-bullion standard in 1928, similar to 
that selected by England in 1925, she devalued the franc by 
nearly four fifths. Contrary to the practice of most central 
banks, the Bank of France cannot engage in open-market opera­
tions. The Bank of France note no longer can be used as an 
example of a pure-asset currency. Since 1928 the bank has been 
required to hold a gold reserve of 35 per cent behind the notes. 
During the WILl" and the years following, the maximum limit on 
note issues was gradually raised. Today it stands at approxi­
ms.tely 60,000,000,000 francs, a tremendous increase over pre­
war days. 

THE GERMAN BANKING SYSTEM 

The Reichsbank, or Imperial Bank of Germany, was grafted 
upon the stem of the Bank of Prussia in the year 1875. Before 
that event there had been five different monetary systems in 
the Germanic confederation, with a heterogeneous coinage, a va.­
riety of legal-tender notes issued by the several governments, 
and numerous banks whose circulating notes were generally at 
a discount except at their place of issue. The establishment of a 
central bank was one of the measures adopted to bring order 
out of this financial chaos, and it was successful even beyond 

1 See Chapter VIII; aJso Chapters V an~ VI. 
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the expectations of its promoters. The Bank of Prussia was 
originally owned by the government, which had contributed its 
capital of 2,000,000 talers, but it had grown to 20,000,000 talers 
by the admission of private stockholders. The government, how­
ever, continued to control it. The German Empire bought the 
Prussian government's interest, raised the capital to 120,000,000 
marks, and disposed of the whole by private subscription­
retaining, however, absolute control over it by means of an im­
perial board of directors, subject to the chancellor of the empire. 
By the Bank Act of 1875 the president and the members of the 
board of directors were appointed by the Kaiser for life, on the 
recommendation of the federal council. The officers of the bank, 
although paid by it, were considered government officials, and 
they were not allowed to hold shares in the bank. The share­
holders chose from their own number a central committee, who 
acted in an advisory and supervisory capacity, but received no 
salary. The central committee elected three members from its 
own number to sit with the imperial board of directors in an 
advisory capacity, and they were authorized and required to 
inspect t,he books and acco\lnts of the bank .. in the presence of a 
bank director II and to make reports thereupon to the central 
committee. 

Note Issues. At the time when the Bank Act of 1875 was 
passed there were thirty-two independent banks in the empire 
which had the right of note issue. The general provisions of the 
act applied to them as well as to the Reichsbank. They were 
allowed to issue in the aggregate 135,000,000 marks and the 
Reichsbank 250,000,000 marks of uncovered notes. It was pro­
vided also that, if any of the independent banks should for any 
reason cease to issue notes, their rights of issue should pass to 
the Reicbsbank. All but seven of them either abjured the right 
of issue or lost it by expiration of their charters on or before 
January I, 1894. The uncovered issues of the Reichsbank were 
later raised to 550,000,000 marks, which was called the .. con­
'tingent circulation." 

Some provisions of this prewar German system were of great 
importance, and should be compared with the English system, 
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as established by the Bank Act of 1844. The German law, like 
the English, required that, for all note issues above the foregoing 
limits, the banks must have an equal amount of cash in their 
reserves, but it did not require them to hold this cash as a special 
redemption fund for the notes. Nor was the regulation an in­
flexible one, like that of the English act. Any bank might exceed 
the limitation of the cash reserve by paying to the imperial 
treasury a tax of 5 per cent on the surplus issue, provided that 
the Reichsbank maintained at all times a reserve equal to one 
third of its notes in circulation - the other two thirds to be 
covered by bills or checks running not more than three months 
and having at least two endorsements of undoubted responsi­
bility. The tax was originally imposed for the purpose of re­
stricting the note issues, but experience led to the abandonment 
of that motive, as was shown by the fact that frequently the rate 
of interest charged to the borrowers was less than the tax. Each 
note-issuing bank was required to publish, four times each month, 
a report of its assets and liabilities, showing particularly the 
state of its note circulation and of its reserve fund. H the note 
issues were in excess of the limitations above described, the tax 
was imposed immediately, and was repeated each week as long 
as the excess continued. Evidently this system of note issue 
was modeled upon the English one, but modified by English 
experience in the crises of 1847, 1857, and 1866, when it was 
found necessary to "suspend the Bank Act." To avoid the ne­
cessity of breaking the law on such occasions, the German act 
was made flexible, and was found to avert trouble in times of 
severe stringency .• It must, therefore, be considered preferable 
to the English act. 

Imperial Bank notes were legal tender. At first circulating 
notes could not be issued smaller than 100 marks ($23.80), but 
notes of 50 and 20 marks were later authorized. The Reichebank 
was obliged to give its notes in exchange for gold bullion, and to 
redeem them in gold coin. Banks might count the notes of other 
specie-paying banks in Germany and notes of the Imperial TreSS" 
ury as a part of their cash reserve. The Reichsbank had hun. 
dreds of branches, divided into classes according to the importance 
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of the places where they were situated and the kind of business 
transacted by them. The rate of interest was uniform at the 
head office and all branches. The ReichsbaDk usually redeemed 
its notes at its branches, as well as at its head office in Berlin. 
The independent banks were required to redeem their notes at 
an agency either in Berlin or in Frankfurt, as well as at their 
own counters. AIl note-issuing banks were required to receive, 
in payments to themselves, the notes of other banks, and had 
at once to present them (except those of the Reichsbank) for 
redemption, or use them in payments to the issuing bank, or in 
other payments in the town where it was situated. 

Dividends. The annual profits of the Reichsbank were ap­
portioned in the following manner: (1) 31 per cent on the capi­
tal stock went to the shareholders; (2) 10 per cent of the excess 
went to the surplus fund; (3) the remaining surplus was divided 
between the shareholders and the Imperial Treasury in the ratio 
of one fourth to the former and three fourths to the latter. H 
the net profits fell short of 3t per cent on the capital stock, the 
residue was to be taken from the surplus fund. Dividends not 
called for within four years after maturity were to be canceled in 
favor of the bank. 

The Imperial Bank was required to take charge of the business 
of the Imperial Treasury without compensation. 

German Banking since 1914. Shortly after the beginning of 
the World War, Germany suspended the gold standard and ap­
pealed to all Germans to turn in their gold to the Reichsbank. 
The discount of treasury bills (government obligations) for the 
government was an important contribution of the Reichsbank 
toward the financing of the war. At the end of the war the 
Reichsbank note issue had increased to 19,000,000,000 marks, 
backed largely by treasury bills. It was the continuance of this 
practice which was largely responsible for the bad inflation of 1923. 

In 1919 the newly established German Republic took over the 
• control of the Reichsbank without changing its organization. 

Three years later control was transferred from the chancellor to 
the directors, thereby removing, temporarily, governmental domi­
nance over its management. The monetary and financial vicissi-
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tudes of Germany during the inflation of 1922 and 1923 have been 
described in Chapter VIII. Had the Reicbsbank not adopted a 
passive attitude during those years, it is possible that the inflation 
would have been much less disastrous. The officers of the bank 
seemed to have little understanding of the causes of the inflation. 

The notes of the Reicbsbank became almost worthless and 
disappeared from circulation in Novembir, 1923. Their place 
was taken temporarily by the notes of an emergency institution, 
the Rentenbank, which were backed largely by real-estate se­
curity. The Dawes Plan for reparation paymente went into effect 
late in 1924, and the life of the present Reicbsbank (which re­
placed the Rentenbank) dates from August 30 of that year. a­
many returned to a fonn of the gold standard in 1924. 

The New Reichsbank. One striking feature of the orga.nization 
of the new Reicbsbank was that until recently the government 
exercised less control than in prewar daye. Under the act of 
1924, while the government had to confirm the appointment of 
the president selected by the directors, it lost this power of con­
firmation if it rejected three successive presidential nominees. 
The general assembly of the shareholders selected a central com­
mittee of twenty-one members of different professions to exer­
cise general supervision over the bank. Actual management was 
centered in a general council of fourteen. Under the Dawes 
Plan, because of the close relationship between the Reicbsbank 
and the payment of reparations, the original members of the 
council were named by the Dawes Commission. Seven of them 
were required to be foreigners representing the Allied govern­
mente. The Young Plan of 1929 provided for the withdrawal 
of foreign supervision over the Reicbsbank. "' 

The bead office of the Reicbsbank is' in Berlin. There are 
nearly a score of main offices in the leading German ci.tie&. with 
over four hundred branches in. all portions of the country. "The 
main business of the bank consiste of the following activities: 

1. Buying and selling gold and silver bullion. 
2. Discounting bills of not more than three months' maturity, pM­

vided they are endorsed by three respollSlbIe persons. The tbird endorse­
ment may be dispensed with if adequate collateral is furnished. The 
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two-name paper must not exceed one third of the total amount of dis­
counted bills held by the bank. 

3. Buying and selling government obligations of not more than three 
months' maturity. One person in addition to the government must be 
liable for these obligations. The maximum amount which may be held 
at anyone time is limited to 400,000,000 marks. 

4. Granting loans of not more than three months' maturity on the 
security of shares of German ra.ilways, mortgage bonds of German 
agricultural and land-credit institutions (up to three fourths of their 
market value), obligations of the government or a German state and 
obligations whose interest payments are guaranteed by the government 
or a German state (up to three fourths of their market value), obliga­
tions of non-German states, obligations of sta~nteed foreign 
railways (up to 50 per cent of their market value), and the pledge of 
warehoueed commodities. 

5. Buying and selling certain foreign securities. 
6. Buying and selling various types of securities for private persons. 
7. CoUecting and transferring funds. 
8. Receiving deposits and issuing its own notes. 

The Reichsbank was granted the right of note issue for fifty 
years. It does not, however, have a monopoly of note issue, 
since four other note-issuing banks remain, one each in Baden, 
Bavaria, Saxony, and Wiirttemberg. The Reichsbank notes must 
be covered by a reserve of 40 per cent in gold or foreign exchange. 
Three fourths of this amount was required to be held in gold. 
The bank was required to redeem its notes on demand either in 
German gold coins, gold bars, or in foreign bills of exchange. The 
reserve and redemption requirements are now (1935) in abey­
ance, since there is practicaUy no gold left in the vaults of the 
Reichsbank. The mark is held at its foreign~xchange gold 
parity only through drastic governmental control over the buy­
ing and selling of bills of exchange. As a result of an effort to 
induce tourist and other expenditures by foreigners in Germany 
it has been possible during the last three years to purchase marks 

• in other countries at less than the figure quoted in the exchange 
~ markets. Because of this situation Germany is probably really 

oti ~ .gold standarQ. 
, The Reichsbank is an example of a central bank which, unlike 
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the Federal reserve banks, does an extensive business with pri~ 
vate business enterprises. Unlike some other European central 
banks it does not control an important interest in a number of 
large industrial enterprises. It is also an example of a central 
bank whose profits above a certain amount go largely to the 
government. The shareholders are entitled to a yearly dividend 
of 8 per cent. Mter this is paid, the government receives one 
half of the first 5O,OOO,OOO-mark surplus, three fourths of the next 
5O,OOO,OOO-mark surplus, and nine tenths of the remainder. 

Other GemUJn Bankil'/fl InstitutionB. The German Gold Dis­
count Bank was established in March, 1924, to serve as a centra.! 
bank for foreign transactions when the activities of the Renten­
bank were confined largely to domestic transsctions. Since 1925 
the Gold Discount Bank has been a part of the Reichsbank. The 
present Rentenbank-Kredit-Anstalt is a partial successor to the 
Rentenbank, formed for the purpose of liquidating the credits 
given to agriculture by the Rentenbank. It also grants new 
credits to agriculture, under government supervision. Its board 
of directors consists of the representatives of important agricul­
tural organizations and (l(H)peratives. It may be regarded as a 
central bank for agriculture. 

There are also state banks which operate under the supervi­
sion of the various German states and act as fiscal agents for 
them. All their profits go to the state treasuries. They have 
only limited dealings in personal credit; they do, however, ex­
tend credits on land mortgages and to certain corporations and 
(l(H)peratives. Their activities are confined within the boundaries 
of the state in which they are located. The Prussian State Bank 
and the Prussian Central Co-operative Bank"a.re examples of this 
type of institution. 

The Landschaften have a long history. They are ci-eQ1t unions 
which have been organized by landowners for the purpose of secur­
ing long-time loans secured by land mortgages. They may secUre 
funds for lending by issuing bonds upon the security of the mort­
gages taken in as security for loans. This is the same method as' 
that used by the Federal Land Banks in the United States. 

There are also various types of city-mortgage and private-
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mortgage credit institutions, as well as savings banks. It is not 
necessa.ry to go into detail concerning them. 

Willis and Beckbart state in their monumental work, Foreign 
Banking SY81em8,' that "Germany to a much greater extent than 
England, for example, dispenses with banks and relies upon the 
typical German cooperative organizations, savings institutions, 
etc. Without doubt the German Grossbanken, in respect to the 
variety of their activities and the rapidity of their development 
since the middle of the preceding century, are among the most 
astonishing phenomena of German economic life." These banks 
are called ·joint-stock banks to distinguish them from the Reichs­
bank and other institutions. Their rise has taken place with the 
industrialization of Germany. The most important of them were 
until recently the Deutsche Bank, the Dresdner Bank, the Dis­
conto-Gesellschaft, and the Darmstaedter und National Bank. 
They receive deposits and engage primarily in commercial-banking 
activities but in addition take an active part in the reorganiza­
tion of and promotion of industrial enterprises. Commissions 
secured from dealings in securities constitute an important por­
tion of their annual income. They make practically no loans on 
urban or agricultural real estate. The Darmsta.edter und National 
Bank was amalgamated with the Dresdner Bank in 1931. The 
Deutsche Bank and the Disconto-Gesellschaft have also been 
merged. 

The Giro system, a most efficient system for the transfer of 
funds, must be mentioned. While the use of the bank check is 
comparatively unknown in most of Germany, it is possible to 
make a payment anywhere in Germany by requesting a bank to 
move funds from the account of one person to the account of 
another. Payment may also be made to a bank or its branch in 
cash with instructions to pay the amount to another person 
elsewhere. 

The concentration-and-combination movement in banking 
which proceeded rapidly in many countries following the war 
was also evident in Germany. By 1928 that country had made 
an amazing economio recovery from the ravages of the inf\a.. 

I Pag .. 691Hl97. Pub1iahed by Henry Holt and ComJl8DY. 
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tionary period, much of this progress being due to foreign loans ; 
but as the depression which began in 1929 deepened, the govern­
ment graduaJly began to extend its alrea.dy broad control over 
German economic life. The grave international banking and 
financial crisis of 1931 resulted, as in the United States, in a bank 
holiday and forced the government to come to the aid of the 
banks. One of the largest, the Darmstaedter und National 
Bank, failed in thai panic but was subsequently reopened. 

The German government was foreed to buy stock in a number 
of the banks in order to prevent their failure, so that by early 
1934 it held 70 per cent of the capital of the large banks. Adolf 
Hitler became chancellor in January, 1933, and the Reichsbank 
since that time has been subject to drastic governmental control. 
Hjalmar Schacht, the president of the Reichsbank, is also Min­
ister of Economics, and under this dual control the Reichsbank 
has become an important instrument in the carrying out of gov­
ernmental policy. The last four years have witnessed a rapid 
development in the socialization of banking in Germany. 

A new act covering the German banks went into effect on 
January 1, 1935. It is called the Reich Credit Act and applies 
to all German banks except the Reichsbank and certain small 
institutions. A Reich commissioner of credit was established by 
the act, with power to license banks and subject them to rigorous 
control. 

To CANADIAN BANKING SYSTEM 

Canada has long been regarded as a country with an excellent 
banking system, a country with but few bank failures. Since 
1914 there has been but one failure, that of the Home Bank in 
1923. There are only ten banks in Canada, all chartered by the 
national government, but they have approximately: thirty-six 
hundred branches, stretching from the Atlantic to the Pacific, 
carrying banking service to remote towns and villages. At one . 
time there were forty banks; twenty years ago there were still 
nearly thirty. The concentration movement, similar to that 
which has occurred in many other countries, has proceeded 80 
rapidly since 1900 that only ten remain. 
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The note issue of the Canadian banks was believed by those 
who framed the American Federal Reserve Act to be a splendid 
example of an elastic currency of a pure-asset type. American 
respect for the Canadian system increased greatly after 1929 
because, while American banks were failing by the thousands, 
not one Canadian bank suspended. The depression did reveal, 
however, that Canada as well as the United States was somewhat 
overbanked. As a result the Canadian bankS closed about three 
hundred branches, mostly in the western provinces. Though 
there was no central bank in Canada, this was not generally 
regarded as a serious defect. It was with surprise, therefore, 
that American observers learned that Canada was planning to 
create a central bank. It was well known that the number of 
central banks throughout the world had increased following the 
war. England, France, Finland, Holland, Norway, Austria, Den­
mark, Portugal, Spain, Belgium, Greece, and Italy were coun­
tries with long experience in central banking. Germany, Rumania, 
Japan, Serbia, Bulgaria, Uruguay, Egypt, Switzerland, and Aus­
tralia joined the list after 1870. Since 1919 central banks have 
been established in Czechoslovakia, South Mrica, Latvia, Peru, 
Danzig, Poland, Hungary, Ecuador, Chile, New Zealand, Estonia, 
and India, among others. Approximately forty countries now 
have central banks in operation. 
~I In 1933 a royal commission composed of Lord Macmillan 
(chairman of the committee which drafted the famous British 
Macmillan Report), Sir Charles Addis, and several Canadians 
recommended that Canada establish a central bank. Much of 
the support for a Canadian central bank came from the agricul­
tural West, which believed it had not been given adequate credit 
facilities by the chartered banks. There may have been a basis 
for this complaint, but it was not, primarily, the fault of the 
chartered banks, since they were forbidden by law to make loans 
on real-estate security. Probably the strong inflationary senti­
ment in portions of western Canada was also responsible. There 
was, too, a widespread feeling .that, since most other countries 
now had central banks, Canada must follow the example to be 
in style. It was believed, furthermore, that the bank could 
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control the foreign-exchange value of the currency, assist in 
steadying the money market, and assist in preventing bad busi­
ness fluctuations. These were some of the things that Americans 
were told over twenty years ago the Federal Reserve System would 
accomplish. 

Canada bas now joined the list of countries with central banks 
in operation. The act establisbing the new Bank of Canada, the 
name by which the central bank is known, became law on July 3, 
1934. Let us tum for a moment to an outline of the Canadian 
commercial-banking system. 

Canadian Commercial Banking. All banks in Canada must 
be chartered by the Parliament at Ottawa. The minimum capital 
required is $500,000, one half of which must be paid in before 
opening. The leading Canadian banks now in existence are the 
Royal Bank of Canada, the Bank of Montreal, the Canadian 
Bank of Commerce, the Bank of Nova Scotia, the Imperial Bank 
of Canada, and the Dominion Bank. The first four do approxi­
mately 70 per cent of the banking business in Canada. The 
majority of the head offices are located in Montreal or Toronto. 
Branches are subject to strict supervision by their head offices, 
but the head offices themselves do not do a banking business. 

The banks do a general deposit and commercial banking busi­
ness similar to that carried on in the United States. The use of 
the bank check is general throughout Canada. On the whole, 
however, Canadian banks have held borrowers to more strict 
requirements than have many American banks. Canadian banks 
cannot make loans on real-estate security. Had American banks 
been held to a similar limitation during the past twenty years, 
bank failures in the United States would probably have been 
much fewer in number. 

Each Canadian bank was, until 1935, permitted to issue notes 
up to the amount of its paid"in capital. No reserve was required 
against these notes except a 5 per cent redemption fund· depos­
ited with the Minister of Finance at Ottawa. They weJiE,J how­
ever, backed by the general assets of the bank and we~a famous 
example of pure-asset currency. An emergency note issue of an' , 
additional 15 per cent of a bank's capital and surplus was per-
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mitted, being subject, however, to a tax. Notes of a failed bank 
bore 5 per cent interest until they were redeemed. 

On the whole, Canadian banks have been much less subject to 
government control than have American banks. There was, until 
1935, no requirement of reserves against deposits. It was not until 
1924 that provision was made for adequate government inspection. 

Canada has had few bank failures, but one reason for this 
has been that other banks have usually taken over a bank which 
was on the point of closing. Therefore there have been a number 
of mergers in the past, with little or no loss to depositors. 

The Canadian Bankers' Association is a semiofficial regulatory 
body, quite different from its American counterpart. If a bank 
is found to be insolvent, the association may place a "curator" 
in charge of its affairs to restore it to solvency or to liquidate it. 
The association also has control over clearinghouses and the 
printing and distribution of bank notes. 

One criticism that has frequently been made of the Canadian 
system is that it is too impersonal, lacking greatly the human 
touch. It is argued that too little freedom has been given local 
branch managers, who must constantly refer all applications for 
loans above a small amount to the head office. This tends, so 
it is claimed, to render the system "cold-blooded," with little 
interest in local industries, making it unsympathetic with the 
needs of the various areas in which the branches are located. 
, In spite of this criticism, the system has been excellently 
managed and has carried banking facilities into remote sections 
of the Dominion. Frequently 8' small branch office is placed in 
a town which would otherwise bave no banking services open to 
it. And there have been practically no bank failures during the pa8l 
thirty year8. To an American this is a fact of utmost importance. 

It has frequently been said that since the Finance Act of 1914 
Canada has had in operation a mechanism which has performed 
certain central-banking functions. The Minister of Finance re­
discounted commercial paper for and made advances to the char­
tered banks, making payment to them in'Dominion notes. This 
act was made permanent in 1923, but is now superseded by the 
act of 1934. 
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Every ten years it has been the practice to amend the Cana­
dian banking law to take care of necessary changes. This was 
to have taken place in 1933, but action was delayed until 1934 
in order to provide for the creation of a oentral bank. 

The Bank of Canada. The new central bank of Canada began 
operations in March, 1935 •. The purposes for which it was es­
tablished may be found in the preamble to the act establishing 
it, as follows: . 

Whereas it is desirable to establish a central bank in Canada to regu­
late credit and currency in the best intereste of the economic life of the 
nation, to control and protect the external value of the national mone­
tary unit and to mitigate by ite influence fluctuations in the general 
level of production, trade, pricee and employment, so far 88 may be 
possible within the scope of monetary action, and generally to promote 
the economic and financial welfare of the Dominion, ... 

This preamble should be read carefully several times in order 
to gain an adequate comprehension of the heavy responsibilities 
entrusted to those who are to manage the Bank of Canada. The 
bank is specifically given the task of attempting "to mitigate !Jy 
its infl'Ue1lClJ fluctuations in the general level of production, tratk, 
price8 and employment, 80 far as may be possible within the scope 
of monetary action." This is as important a task as has ever 
been given to a central bank in recent times. How successful 
the bank will be in this respect only the future can reveal. 

The capital of the Bank of Canada is $5,000,000. In contrast 
with the American Federal reserve hanks, which are owned by 
the member banks, the Canadian bank is privately owned. Its 
shares have a par value of $50, pay a 4l per cent cumulative 
annual dividend, and have been already purchased by over 
12,000 persons. No bank may own any shares. They m~ be 
held only by British subjects residing in Canada, and no one 
person may own more than fifty shares. No director, officer, or 
employee of a chartered bank may become a shareholder in the 
Bank of Canada. Had an insufficient number of shares been 
Bold to the public to raise t,he necessary capital, the Minister of; 
Finance would have been required to subscribe for them with 
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public funds. The government, therefore, would have been a 
partial owner until the shares so acquired could be distributed 
to the public. Branches may be established as the need arises. 

The first governor, deputy governor, and assistant deputy 
governor were appointed by the governor general in council. 
Subsequent appointments are to be made by the directors (seven 
in number, chosen by the stockholders), with the approval of the 
governor general in council. No director, officer, or employee of 
a chartered bank may be a director. 

One of the most important changes in the Canadian banking 
system which will result from the establishment of the Bank of 
Canada is that of the gradual retirement ·of the majority of the 
notes issued by the chartered banks. These banks will retain the 
right to issue notes up to 25 per cent of their capital. The central 
bank will, therefore, not have a monopoly of note issue. Its notes 
will replace the issues of the chartered banks to the propOrtion 
just mentioned, will be full legal tender, and a first charge upon 
the assets of the bank. Its notes will also replace the Dominion 
notes, which in the past were issued to the chartered banks by 
the Minister of Finance at Ottawa upon the security of gold, 
silver, various bonds, and commercial paper. Dominion notes 
formerly constituted the paper money of small denominations in 
Canada, the banks paying them out after receiving them from the 
government. 

The chartered banks must now maintain a reserve of 5 per 
cent against all deposits within Canada. This reserve consists 
of a deposit in the Bank of Canada and of the notes of that bank 
held by the chartered bank. The central bank pays no interest 
on such deposits. Unlike the reserve requirements of the Fed­
eral Reserve System no distinction is made between time and 
demand deposits; moreover, Federal reserve notes may not be 
counted as legal reserve by the member hanks. 

All gold held by the chartered banks and the government must 
be turned over to the central bank. The act provides for the 
ultimate return of Canada to the gold-bullion standard, permit­
ting the sale of gold bars containing .approximately four hundred 
ounces of fine gold in exchange for Bank of Canada notes. 
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The' central bank: must maintain a reserve of gold coin and 
bullion to the amount of 25 per cent against both its outstanding 
notes and its deposit liabilities. An additional reserve may be 
made up of silver bullion and of foreign exchange - balanceB 
with the Bank of England, the Bank for International Settle­
ments, the FederaJ Reserve Bank of New York, or any central 
bank: in a country whose currency is redeemable in exportable 
gold; trea.Sury bills or other obligations of the United Kingdom 
or the United States, with a maturity of not over three months; 
bills of exchange having a maturity of not over ninety days. 

The Bank of Canada rediscounts commercial paper for the 
chartered banks, and also serves as the fiscal agent for the Domin­
ion and provincial governments, making loans and advances to 
them. It may also engage in open-market operations, buying and 
selling cable transfers, bills of exchange bankers' acoeptances, 
and certain types of securities. 

The general powers of the Bank of Canada are stated by see­
tiona 21, 22, and 23 of the act of J uiy 3, 1934, to be as follows: 

BOSINEss AND POWERS 0" TBl!I BANK: 
21. (1) The Bank may 
(a) buy and sell gold, silver, nickel and bronze coin and gold and 

silver bullion; 
(b) effect transfers of funds by teIegrs.m, letter or otber method of 

communication, and buy and sell transfera effected by such means, 
trade acceptances, bankers' acceptances, bankers' drsfl-.s, and bills of 
exchange drawn in or on places outside of Canada and baving .. maturity 
not exceeding ninety days excluding days of grace, or not exceeding 
ninety days after sight excluding days of grace, from the date of acquisi­
tion by the Bank; 

(0) buy and sell or rediscount short-term securities issued or guara~ 
teed by the Dominion of Canada or any province, baving .. maturity 
not exceeding two years from the date of acquisition by the Bank; 

(d) buy and sell securities issued or guaranteed by the Dominion of 
Canada or any province, baving a maturity exceeding two years from 
the date of acquisition by the Bank but the Bank shall at no time hold' 
such securities (exclusive of securities transferred to the Bank under 
paragraph (0) of subsection three of section twenty-five) of .. par value < 

in exceee of three times the amount of the paid-up capital of the Bank; 
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(e) buy and sell short-term securities issued by the United King­
dom, any British Dominion, the United States of America, or France, 
having a maturity not exceeding six monthe from the date of acquisi­
tion by the Bank; 

(f) buy and sell securities issued by the United Kingdom or the 
United States of America, having a maturity exceeding six months from 
the date of acquisition by the Bank, but the Bank shall at no time hold 
such securities in excess of one-half of the amount of the paid-up capital 
of the Bank; 

(0) buy and sell or rediscount bills of exchange and promissory notes 
endorsed by a chartered bank drawn or issued in connection with the 
production or marketing of goods, wares and merchandise as defined in 
The Bani< Act, excepting those mentioned in paragraph (h) of this sub­
section, and having a maturity not exceeding ninety days excluding 
days of grace, or not exceeding ninety days after sight excluding days 
of grace from the date of acquisition by the Bank ; 

(h) buy and sell or rediscount bills of exchange and promissory notes 
endorsed by a chartered bank, drawn or issued in connection with the 
production or marketing of products of agriculture, the forest, the quarry 
and mine, or the sea, lakes and rivers, as defined in The Bani< Act, and 
having a maturity not exceeding one hundred and eighty days excluding 
days of grace from the date of acquisition by the Bank: Provided 
that the Bank may by regulation limit to a percentage of its total 
assets the amount of such paper having a maturity in excess of ninety 
days excluding days of grace but not exceeding one hundred and 
eighty days excluding days of grace, from the date of acquisition by the 
Bankj 

(i) make loans or advances for periods not exceeding six months to 
chartered banks or to banks incorporated under the Qwhec Saving. 
Bani<B Act on the pledge or hypothecation of the foregoing classes of 
securities, bills of exchange or promissory notes, or of Canadian munici­
pal securities, or of securities issued by a school corporation or parish 
trustees, or of securities issued pursuant to the statutes of a province 
making provision for the payment thereof and the intereBt thereon by 
the province, or of gold or silver coin or bullion, or documents of title 
relating thereto ; 

W make loans or advances for periodB not exceeding six monthe to 
the Dominion Government or the government of any province on the 
pledge or hypothecation of readily marketable securities issued or guar­
anteed by the Dominion of Canada or any province; 
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(k) make loans to the Dominion Government or the government of 
any province, but such loans outstanding at anyone time shaIl not, in 
the case of the Dominion Government, exceed one-third of the estimated 
revenue of such government for its fiscal year, and shall not in the case 
of any provincial government exceed one-fourth of such government's 
estimated revenue for its fiscal year; and sucll loans shall be repaid be­
fore the end of the first qusrter after the end of the fiscal year of such 
government; 

(I) for the purpcse of its open market operations, buy and sell in the 
open market from or to any person, either in or outside of Canada, 
securities, cable transfers, bankers' acceptances, and bills of exchange· 
of the kinds and maturities defined in, and subject to the limitations, if 
any, contained in, paragraphs (6), (c), (d), (e), (g), and (h) of this sub­
section with or without the endorsement of a chartered bank; 

(m) accept from the Dominion Government or the government of any 
province or from any chsrtered bank or from any bank incorporated 
under the Qutbtc Savifl{/' Banko Act deposits which shall not bear 
interestj 

(n) open accounts in a central bank in any other country or in the 
Bank for International Settlements and act 88 agent, depository or 
correspondent of such other central banke or the Bank for International 
Settlements ; 

(0) acquire by purchase or Iease and hold resl or immovable property 
for the actual use and occupation of the Bank in connection with its 
business and sell and diopcse of the same; 

(P) do anything ancillary to all or any of the above purposes. 
(2) The Bank may acquire from any chsrtered bank and hold any 

warehouse receipt, bill of lading and other security, held by such char­
tered bank pursuant to the provisions of TM Bank Act, 88 collateral 
security for the repayment of any bill of exchange or promissory note 
acquired by the Bank under the provisions of the next preceding sub­
section; and the Bank may exercise every right and; ~y in respect 
of such collateral security 88 could have been exercised by the chartered 
hank aforesaid. 

22. The Bank shall not, except 88 authorized by this Act, 
(0) engage or have a direct interest in any trade or business what-. 

soever; 
(b) purchase its own stock or the shares of any other bank except 

the Bank for International Settlements or make loans upon the security 
thereof; , 
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(e) lend or make advances upon the security of any real or immovable 
property; provided that in the event of any claims of the Bank being 
in the opinion of the Board endangered, the Bank may secure itself on 
any real property of the debtor or any other person liable and may ac­
quire such property, which shall, however, he resold as soon as practicable 
thereafter; 

(d) make loans or advances without security; 
(e) accept deposits for a fixed term or pay interest on any moneys 

deposited with the Bank; 
(f) allow the renewal of maturing bills of exchange, promissory notes 

• or other similar documents purchased or discounted by or pledged to the 
Bank, provided that the Board may make regulations authorizing in 
special cit1lumstances not more than one renewal of any such bill of 
exchange, promissory note or other document. 

23. (1) The Bank shall act as fiscal agent of the Government of 
Canada without charge and, subject to the provisions of this Act, by 
agreement, may also act as banker or fiscal agent of the government of 
any province. 

(2) The Bank, if and when required by the Minister 90 to do, shall 
act as agent for the Government of Canada in the payment of interest 
and principal and generaDy in respect of the management of the public 
debt of Canada. 

(3) The Bank shaD not make any charge for cashing any cheque 
drawn on the Receiver General or on his account or for cashing any 
other instrument issued as authority for the payment of money out 
of the Consolidated Revenue Fund or upon any cheque drawn in favour 
of the Government of Canada or any department thereof and tendered 
for deposit in the Consolidated Revenue Fund. 

Like the Federal reserve banks, the Bank of Canada is pri­
marily a banker's bank. Only in it3 open-market operations may 
it have dealings with individuals. 

Those who sponsored the new central bank made much of the 
argument that it would place Canada on the same plane 88 other 
countries, giving it autonomous control over its own eurrency 
and bank credit. The private chartered banks would, it WB8 

claimed, lose their dominant power and Wan Street would no 
longer fix the rate of Canadian exchange. Canada would cease 
to be a financial vassal of New York. 
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"The chartered banks fought some of the provisions of the Bank 
of Canada Act vigorously and protested against being compelled 
to turn in their gold at $20.67 an ounce. They claimed they should 
have $35 an ounce, as Canada proposed to revalue its gold supply 
at that price. (In June, 1935, Canada did so revalue its gold.) 

Some critics of the new central bank claim that it will become 
merely an adjunct of the Bank of England. Others claim a great 
mistske was made in not providing for government ownership of 
the bank. 

The statement of July 3, 1935, showed that the Bank of Canada 
had just made its first advance to a chartered bank, $1,000,000. 
It had previously lent $4,000,000 to the Dominion Government. 
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CHAPTER XXXII 

SOME CONCLUSIONS 

The reader of the preceding pages must now be convinced 
that, with the exception of short periods of relative calm, the 
important nations of the world have experienced during the past 
one hundred and fifty years a continual succession of baffiing 
monetary and banking problems. If we were certain that we 
had learned from this experience what should be done and what 
should not be done, we could feel that it was well worth the cost. 
How fervently we wish that this were true I 

As we enter the summer of 1935, monetary and banking chaos 
is the rule rather than the exception in many lands. Controversy 
knows no geographical or political boundaries, and what the 
immediate future will hold is most uncertain. 

Exactly what caused the great depression beginning in 1929 
is not much more clear than it was five years ago. Whether 
natural or economic forces alone would have brought us all back 
to prosperity may possibly never be known, for few nations have 
permitted the depression to run its course. Dictators have l!eized 
power in country after country, and democratic peoples have 
demanded that their governments should force recovery through 
various kinds of legislation. It was politically impossible to con­
tinue a policy of /n,1.8sez Jaire. 

In their efforts to appease their suffering citizens some gov­
ernments have fought the depression by means of monetary 
weapons. Others have chosen different means. Whether or not 
the world is moving permanently toward a more thoroughly 
socialized economic system is a matter of universal debate. 

We are told by some authorities that our salvation lies in a 
more intelligent control of our monetary and banking systems. 
If we refuse to adopt this policy, they assert, modem nations will 

t. n. 
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go either Fascist or Communist. Other authorities deny these 
statements with vehemence, and the public remains in a state of 
bewilderment, with a growing distrust of most so-called experts. 

The silver policy of the United States remains in a .state of 
confusion. Is its ultimate goal the restoration of bimetallism? 
No one knows. During the latter part of April, 1935, silver mar­
kets behaved in a spectacular manner. The government had, 
through its silver-purchase policy, forced the price of silver to 
81 cents an ounce by April 26; or possibly this was due to the 
work of speculators. Then came a decline, but when the price 
wi1l ultimately reach its goal, $1.29 an ounce, no one can foretell. 
The chief result of this unfortunate policy has been to launch 
China into a serious depression, to close many Chinese banks, 
and to bring serious trouble and a bank holiday to Mexico, forcing 
that country to recoin its money. 

It wi1l be remembered that silver was to be bought until the 
price reached $1.29 an ounce or until silver constituted one fourth 
of our total metallic reserves .. But gold has been coming to the 
United States so rapidly that a much larger amount of silver 
must now be bought than was originally planned. The only 
beneficiaries so far of this policy are the silver-miners and the 
speculators. Did we learn nothing from our silver-purchase acts 
of 1878 and 1890? 

Will the world move again to gold? H so, when? The num­
ber of nations comprising the gold bloc becomes steadily smaller. 
The spring of 1935 saw the development of another flight of 
gold from Belgium, Holland, and France. Belgium devalued 
her currency overnight on March 30 by 28 per cent. The obli­
gation of the National Bank of Belgium to redeem its notes in 
gold or gold exchange has been suspended.. indefinitely. Gold 
then Bowed back to Belgium, and temporarilY her difficulties 
decreased. Devaluation' has been almost the rule rather than 
the exception since the war, and the list of nations which have 
decided to reduce the gold content of their monetary units stead­
ily lengthens. 

With France, Holland, and Switzerland as the only countries 
in the world now on the gold standard in the originally accepted 
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sense of the word, it may be of interest at this time to recall the 
list of suspensions by nations which have not since returned to 
gold. The list should be prefaced by Brazil, Costa Rica, Hon­
duras, Iran, Spain, Turkey, and Uruguay, which went off gold 
prior to 1929 and remained off. With this in mind, the chronology 
follows: December 16, 1929, Argentina and Paraguay; December 
17, Australia; July 25, 1931, Mexico; September 21, Great 
Britain, Colombia, Egypt, India, British Malaya, Palestine; 
September 25, Bolivia; September 26, Irish Free State; Sep­
tember 27, Norway, Sweden; September 28, Denmark; October 
8, El Salvador; October 12, Finland; October 19, Canada; 
December 13, Japan; December 31, Portugal; February 9, 1932, 
Ecuador; April 20, Chile; April 26, Greece; May 11, Siam; 
May 18, Peru; October 17, Yugoslavia; December 28, Union of 
South Africa; April 19, 1933, United States of America (re­
turned January 31, 1934); June 28, Estonia; March 30, 1935, 
Belgium. Germany, Italy, and Poland claim to be still on gold, 
but this is doubtful. 

How long can France withstand the spiral of deflation now 
ceaselessly operating in that country? Clinging valiantly to the 
gold standard, late in May and early in June, 1935, she is again 
undergoing a severe political crisis. Those who argue that a 
country should always hold to the gold standard rigorously and 
that eventually all will be well should study the experience of 
France. The present plight of that country gives support to 
the conclusion of Douglas Copland, the well-known Australian 
economist, that "in a crisis when values are collapsing rigid 
adherence to a gold standard is the most restrictive of all forms 
of regulation.'" 

The Australian experience is illuminating. One of the first to 
encounter the depression, Australia abJ1ndonedthe gold stand­
ard suddenly on December 17, 1929, so that her currency de­
preciated in the foreign-exchange markets, which resulted in an 
increase in exports and a decline in imports. Then the govern­
ment forced through a quick deflation by reducing wages, rents, 

I Douglaa Copland, 4U8lralia in 1M World Crim, 1919-1988, p. 177. The 
Macmiu.., Company. 
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and interest rates. The Austra.iia.n policy was to reduce costs 
quickly and restore equilibrium, almost the exact reverse of the 
policy pursued by the United States during the past two years. 
Australia now eeems to be well on the road to a moderate pros­
perity. However, even if the United States had wished to follow 
this example, it did not possess the political means to do so. 

H France abandons the gold standard and devalues, will the 
other nations engage in a great international monetary struggle 
with her? Will some of them again devalue? What will England 
do? Statesmen of England, France, and the United States have 
repeatedly said in recent months that international currency 
stabilization is necessary, but no one seems to be willing to take 
the lead. The United States stabilized the dollar early in 1934 
by returning to a fixed price for gold. Other nations wonder 
whether this is to be permanent. IDtimately stabilization of the 
leading international currencies will be essential. 

Meanwhile the United States is again debating proposed 
changes in the Federal Reserve Act. Governor Marriner S. 
Eccles of the Federal Reserve Board is ardently advocating the 
concentration of greater authority in the hands of ~t body. 
Opponents of the amendments argue that the result would be a 
socialization of the American banking system. What the Ameri­
can people must decide is whether or not they wish to attempt 
to prevent future depressions by more stringent monetary and 
banking control. The time to prevent a depression is in the 
period of prosperity, before boom conditions have developed 
which will make a depression inevitable. H we desire to attempt 
this, control must be centralized somewhere, and the logical 
place is in the Federal Reserve Board. But we are told that this 
will inject politics into the Federal Resepve System, with fatal 
results. This may be true, but we shall never learn whether 
depressions can be prevented by such a method unless we are 
willing to experiment. Experimentation is dangerous, but in 
what other manner can the country learn whether such control 
is feasible? 

Some critics of the Federal Reserve Board maintain, however,' 
that it has administered the Federal Reserve System with so 
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little intelligence that it should not be given additional powers. 
Professor H. Parker Willis of Columhia, who assisted in the 
drafting of the Federal Reserve Act, has become a bitter critic 
of the way in which the Federal Reserve System has heen man­
aged. Its rediscount policy, he says, has heen characterized hy 
vacillation. He further accuses it of having been weak and un­
successful, of having denied or minimized dangerous tendencies 
in the decade following the World War. He claims that its major 
occupation came to be the financing of speculation and that 
today the system "stands as a menace rather than as an assistance 
to the banks of the country"; that it has completely disregarded 
the principle of liquidity. The present banking situation, with 
the commercial banks and the Federal reserve banks holding 
approximately 50 per cent of the debt of the national government, 
is, in his opinion, an extremely dangerous one. The" frozen" 
state of bank assets is growing. Consequently, "there is need for 
complete rectification and reconstruction, even of the very foun­
dation upon which the present-day banking system of the United 
States rests." 1 Such statements as these have added to the state 
of confusion existing in the minds of the American people. 

Plans for reforming our monetary and banking system have 
appeared in great numbers during the last four years. Stamped 
scrip, originally proposed by Silvio Gesell, has many ardent sup­
porters, as does the social credit system of Major Douglas. But 
Major Douglas has never satisfactorily explained just how his 
National Dividend Account is to be originally created. Because, 
according to Major Douglas, depressions are caused by a chronic 
shortage of purchasing power, he would have the government 
draw checks upon the National Dividend Account to be disbursed 
to individuals for various purposes. The amount of the National 
Dividend Account would equal, roughly, the value of all the wealth 
in the country. Hence, he argues, there could be no inflation! 

Professor Irving Fisher, also an ardent stamped-scrip advocate, 
now proposes that the principle of partial reserves should be 
abolished and that we should require a 100 per cent reserve 

I Willis and Chapman, TM Banki7l{/ SilUJJlion, pp. 4, 11&-117. Columbia 
University Press. 
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behind bank notes and deposits. This, he believes, will give 
greater safety and prevent undesirable variations in the amount 
of bank credit outstanding.' 

Most of the problems which now torment us would be solved 
temporarily by the return of world prosperity. In the United 
States there seems to be a race between business recovery and 
some kind of inflation. The American people must set their 
faces sternly against proposals for currency inflation. If there ever 
was a time during this depression to suggest such a step, that time 
is past. The lessons from our monetary history prove this point. 

With over $9,000,000,000 in gold in the United States, with 
excess reserves approaching $2,500,000,000 held by the member 
banks in the reserve banks, with member banks holding large 
amounts of government bonds upon which they can borrow, the 
stage is set for a great bank-credit inflation, but let us hope that 
control of a drastic sort will be exercised by the Federal Reserve 
Board before bank credit expands to anything like the amount 
permissible. The fact that large potential inflationary power is 
present does not mean that it will always be used.' 

The huge new public-works program, proposing an expendi­
ture of nearly $5,000,000,000, will be worth the cost if it succeeds 
in restoring prosperity. It may lead to bank-credit inflation, 
but that can be controlled if the Federal Reserve Board has the 
courage to do so and the American people support the board. If 
prosperity does return, income taxes must be maintained at high 
levels in order to retire our national debt as rapidly as possible. 

Only one thing appears to be certain: as yet we know very 
little about the economic forces which dominate Our lives and 80 

frequently bring disaster. Shall these forces control us or shall 
we control them? Is an attempt to control them through mone­
tary and banking policy worth while? If not, what is the alterna.­
tive? What will be the future of democracy if we fail to try? 

'Irving Fisher, 100% Munt:y. Adelphi Co • 
• The diflicu1ti .. which will be experienced by any program for credit oon­

trcl have been ebly described by A. C. Pigou, lruIUltritJl Fluduationo (The 
Macmillan Company); C. O. Hardy, Credit Policiu of tho Fedora! Rea.,.". 
SyBlem (Tbe Brookinge Institution); and W. E. Dunkman, Qua/itatius Credit 
ConIroI (Columbia University Preoo). 



APPENDIX A 

PROPOSED BANKING ACT OF 1935 

(As submitted to Congress) 

The Banking Bill of 1935 was submitted to Congress early in 1935. 
It waS sponsored chiefty by Governor Eccles of the Federal Reserve 
Board. Secretary of the Treasury Morgenthau and Comptroller of the 
Currency O'Connor complete the group which repreeented the admin­
istration in the attempt to secure passage of the bill. The bill had been 
debated in Congress some time before the President actively endorsed it. 

The bill is very clearly divided into three parts, known as Titles I, 
II, and III. Title I deals exclusively with amendments to the Federal 
Deposit Insurance Law. Title II covers a variety of provisions increas­
ing the powers of the Federal Reserve Board, and making the board 
more directly respollSlble to the administration through the agency of 
the President. Title III includes miscellaneous technical amendments 
to existing banking laws, most of which are of minor importance and 
against which there is very -little criticism. On the whole, Title I is 
acceptable to all interested groups; therefore the controversy centers 
around Title II. The three titles will be considered in order. 

TITLE I 
1. In order to remain an insured bank under the Federal Deposit 

Insurance Corporation, a bank must become a member of the Federal 
Reserve System by July I, 1937. (This provision is contained in an 
amendment to the Bank Act of 1933, which was passed in June, 1934.) 
Title II has a provision which waives the capital requirements for 
membership in the Federal Reserve System in the case of banks applying 
for Federal reeerve membership which previously have been admitted 
to deposit-insurance benefits. 

2. ~posits are insured only up to $5000. The permanent provision 
of the previous law insured 

100 per cent of the net amount not exceeding $10,000 
76 per eent of the amount by which such net amount exceeds $10,000 but 

does not exceed 150,000 -
50 per cent of the amount by which such net amount exceeds $60,000 
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The temporary form of the previous law, which was extended for one 
year in June, 1934, insures deposits to & maximum amount of $5000, 
as in this bill. 

3. Each insured b&nk shall be assessed at the rate of one twelfth of 
1 per cent per annum upon its total deposits. This assessment is based 
upon the average deposits as of tbe close of busin ... of the last day of 
June and December of each year. It is important to note that this 
assessment is on the basis of total deposits, without any deductions for 
indebtedness of depositors or exemptions of an;y class of deposits. The 
board of directors of the Federal Deposit Insurance Corporstion is 
authorized to fix a lower rate, or to provide for a refund, not to exceed 
50 per cent, upon the last annual assessment. A lower assessment rate 
may be made for mutual savings banks. 

4. In addition to the capital of the Federal Deposit Insurance Cor­
poration, secured at the time it was organized, the corporation may, 
with the approval of the Secretary of the Treasury, issue its own notes, 
debentures, bonds, or any other such obligations in an amount not 
exceeding three times the amount received by the corporation in pay­
ment of its capital stock and of the first annual assessment upon insured 
banke. 

S. The board of directors of the Federal Deposit Insurance Corpora­
tion may terminste the insured status of any b&nk which it believes to 
have knowingly or negligently permitted unsound b&nking practices. 
The deposits of any bank which voluntarily or involuntarily withdraws 
from the Federal Deposit Insurance Corporation shall continue to be 
insured for a period of two years, and the bank shall continue to pay 
annual assessments to the corporation. 

TITLE II 

1. The President shall designate one of the six appointive members 
of the Federal Reserve Board as governor, and one as vice-governor. 
The bill further states that the President may terminste any designa­
tion as governor or vice-governor, and when this is done, such a person 
shall be deemed to have served the full term for which he was appointed. 
This last provision, perhaps, has caused more controversy and criticism 
than any other section of the bill. Critics point to this provision as 
making posSIble complete political domination of the Federal Reserve 
Board. The Supreme Court decision in the Humphrey case, May, 1935, 
would seem to prohibit the President from removing an;y appointive 
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member of the Federal Reserve Board other than the governor, who is 
treated separately in this bill, without showing due cause. 

2. The President shall choose persons well qualified by education or 
experience or both as the six appointive members of the Federal Reserve 
Board. Originally (1913) the Federal Reserve Act stated that at least 
two members should have banking experience. Later the basis of selec­
tion was changed to one of a fair ·representation of financial, agricultural, 
industrial, and commercial intereste, and of geographical divisions of 
the country. Not more than one of the appointive members shall be 
selected from any 'one Federal reserve district, except that this limita.­
tion shall not apply to the selection of the governor of the board. This 
bill increases the sa\ary of the Federal Reserve Board members from 
$12,000 to $15,000 a year, together with necessary traveling expenses. 
This gi_ board members the same sa\ary as the members of the Presi­
dent's cabinet. There is likewise a retirement-pension provision for each 
appointive board member who has reached the age of seventy, and who 
has served on the board for as long as twelve Years. Such a person will 
receive $12,000 a year for the remainder of his life. Those who have 
served for less than twelve years on the Federal Reserve Board will 
receive a pension upon retirement, but a smaller amount, depending 
upon the length of active service. 

3. The membership of the Open-Market Committee is changed to 
five, consisting of the governor of the Federal Reserve Board, who shall 
be the chairman of the committee, two other members of the Federal 
Reserve Board selected by the board, and two governors of the Federal 
reserve banks selected by the governors of the Federal reserve banks. 
This committee is given complete control of open-market policies. In 
addition the committee is required to make recommendations to the 
Federal Reserve Board regarding the discount rates of the Federal 
reserve banks. The board apparently is not bound by the rec0mmenda­
tions for rediscount-rate changes of the Open-Market Committee. 

4. The position of the Federal Reserve Agent for each Federal reserve 
bank is abolished, and the governor is made chairman of the board of 
directors of the Federal reserve bank. (The agent formerly was chair­
man.) The governor, who is the chief executive officer of the Federal 
reserve bank, shall be appointed annually by the board of directors, 
subject to the approval of the Federal Reserve Board. He shall not 
take office until approved by the Federal Reserve Board, and upon 
approval he becomes one of the C1ass C directors of the bank. 

5. Any Federal reserve bank may discount any commercial, agricul-
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tural, or industrial paper and may make advances to any member bank 
on its promissory notes secured by any BOUnd asBets of such member 
bank. This amendment makes permanent an emergency provision con­
tained in the Glass-Steagall Act which was used very little. 

6. The Federal Reserve Board, in order to prevent injurious credit 
expansion or contraction, may change the reserve requirements to be 
maintsined against time or demand deposits or both, by member banks 
in any or all Federal reserve districts and in nonreserve, reserve, and 
central-reserve cities. 

7. The provisions under which a national bank may make loans on 
real estste are liberalized. The McFadden-Pepper Act of 1927 was the 
first step in the direction of liberalizing real-estste loans for national 
banks. The Banking Bill of 1935 provides that any national bank may 
make loans secured by first liens on improved real estate, including 
improved farm land and improved business and residential properties. 
For loans of three years' duration or less, the amount of the loan may 
not exceed 60 per cent or the actual value of the real estste offered for 
security. If, however, complete amortization is required within a period 
not exceeding twenty years, the loans may be made in an amount not 
to exceed 75 per cent of the actual value of the real estate offered for 
security. The bill further provides that real-estste loans of anyone 
bank may total a sum equal to the total amount of the capitsl stock 
and the total unimpaired surplus of the bank, or a sum equal to 60 per 
cent of the bank's time and savings deposits, whichever is the greater. 
All real-estste loans continue to be subject to the general limitations 
relating to the amount of indebtedness of anyone person to a national 
bank, that is, not more than 10 per cent of the bank's paid-up capital 
and surplus. 

8. Each Federal reserve bank may issue Federal reserve notes, which 
shall be obligations of the United Ststes, secured by a first and para­
mount lien on all assets of the issuing reserve bank. These notes shall 
be legal tender for all purposes. The requirement of 35 per cent gold 
certificates and lawful money as a legal reserve against Federal reeerve 
bank deposits, and likewiee the 40 per cent gold-certi1lcate requirement 
against Federal reserve notes, are unaltered. It is not altogether clear 
from the bill whether specific assets of the reserve banks in addition to 
the gold certificates are pledged in order to provide a total hacking of 
100 per cent. This is probably of minor importance, since Federal reserve 
notes are given the first lien on all assets. 

9. The Federal Reserve Board in its diseretion may waive in whole 
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or in part the minimum capital requirements for Federal reserve mem­
~p for any ineured etste bank or trust company (inslll.'ed by the 
Federal Depoeit Insurance Corpor&tion) applying for membership in 
the Federal Reserve System at any time before June, 1937. In the 
Bank Act of 1933 it was provided that etste banks and trust compa­
nies situated in placee with a population of less than 3000 must have 
capital of not Ieee than $25,000 in: oroer to become Fe4eral reserve mem­
bers. Banke located in larger cities were required to have a larger 
minimum capitalization. 

. TITLE ill 

Title m contains a number of miecellaneous provisions, omy a few 
of which will be given here. No attempt will be made to list them in 
order of importance. 

1. After July I, 1937, ebareholders in national banks will not be 
liable for more than their original investment. The Bank Act of 1933 
etsted that all newebares of national-bank stock would not carry double 
liability. This act applies to ebares in existence before June, 1933. 

2. Nonmember banks and private banks are permitted to deal in and 
underwrite investment securities to the extent permitted to national 
banks and state member banks. 

3. No officer, director, or employee of any corpor&tion or unincorpo­
r&ted association, no partner or employee of any partnership, and no 
individual primarily engaged in the issue, flotation, underwriting, public 
sale, or distribution at wholesale or retsil, or through syndicate partici­
pation, of stocks, bonde, or similar securities eball serve at the same time 
as an officer, director, or employee of any member bank except in special 
cases in which the Federal Reserve Board may allow such service by 
general regulations when, in the judgment of the Federal Reserve Board, 
it would not unduly inftuence the investment policies of such member 
bank or the advice it gives its customers regarding investments. 

4. Natioual and etste member banks are permitted to buy and sell 
stock solely upon the oroer and for the account of customers. 

5. No national bank.hall be authorized to commence business until 
it eball have a paid-in surplus equal to 20 per cent of its capital, except 
that the ComptroUer of the Currency may waive this requirement for a 
etste bank converting into a national bank. 

6. At least one tenth of the net earnings of a national bank must be 
paid into its surplus fund until the surplus is equal to its common capital. 

7. Loans by member banks secured by obligations of the United 
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States shall not be governed by the limitation which prolnbite a hank 
from making a loan to anyone person in excess of 10 per cent of ite 
capital and surplus. 

8. Member banks may deduct from the amount of their gross demand 
deposita the amounte of balances due from other banks (except Federal 
reserve banks and foreign banks), including cash items with Federal 
reserve banks and other banks in the process of collection, checks on 
other banks in the same place, and exchanges for clearinghouses. The 
effect of this amendment would be to place in a more favorable position 
the banks having large deposite with other banks but holding on deposit 
only a relatively small amount of the funds of other banks. 

9. Member banks are permitted to pay interest on demand deposits 
of funds of the United States, any territory, district, or possession thereof 
(including the Philippine Islands), or any public instrumentality or 
agency of the foregoing, with respect to which interest is required by 
law to be paid, and on demand deposits of trust funds, if the payment 
of interest with respect to such deposita is reqnired by state law. 

10. No director, officer, or employee of any member bank of the 
Federal Reserve System shall be at the same time a private banker or a 
director, officer, or employee of any other bank, banking aseociation, 
savings bank (other than a mutual savings bank), or trust company, 
except in 1imite4 classes of cases in whicb the Federal Reserve Board 
may allow such service by general regnlations when in the judgment of 
the_board such classes of institutions are not in substantial competition. 

As was previously stated, Title II is the controversial section of this 
bilL The principal criticism is that the Federal Reserve System will be 
suhjected to undue political infiuence because of the control which the 
President will have over the Federal Reserve Board, and especislly over 
the governor. Another objection is that this bill deviates from the origi­
nal principle of decentralized control. H there were assurance that the 
Federal Reserve Board would be as free from political p""'""'" as, say, 
the Interstate Commerce Commission, then the latter objection would 
be less damaging. 

There has been some agitation, principally from the administration, 
for a governmentally owned central bank in the United States. The 
pros and cons of a governmentally owned central bank will not be pre­
sented here, but it should be pointed out that BOme of the most successful 
eentral banks in foreign countries are not even owned by the commercial 
or joinHtock banks, but are owned and controlled by private persons. 

I 
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CHANGES IN THE BANXING ACT OF 1935 

MAnE BY SUB-CoAWITTEE 01' SENATE BANKING AND 

CmmENCY CoAWITTEE 
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After the House of RepNSelltatives had passed the Banking Act of 
1935 in approximately the same foni> as given on the preceding page!!, the 
Senate Banking and Currency Committee referred it to a sub-committee 
under the chairmanship of Senator Carter Glass. This sub-committee, 
after more than two months of hearings, made drastic changes in the 
hill as it was passed by the House and reported it back to the Senate 
Banking and Cunency Committee on July 2, 1935. The Banking and 
Currency Committee, without a record vote, favorably reported the 
revised bill to the Senate. 

The principal changes recommended by· the Senate committee will 
be discussed in the order previously ueed. Most of the changes deal 
with Title ll. 

TITLE I 
1. Ouly those banks with deposiIB of $1,000,000 or more will be re­

'Inired to heeome members of the Federal Reserve System by July 1, 
1937, in order to continue operating under the provisions of the Federal 
Deposit Insurance Corporation. 

2. The one twelfth of one per eent assessment for participation in the 
insurance fund is to continue until the fund reach .. $500,000,000, after 
which the assessmenIB will cease and will not be resumed until the fund 
hae been impaired 15 per eent. 

TITLE II 
1. The present Federal Reserve Board is dissolved and in iIB place is 

substituted a bedy known as the Board of Governors, compoeed of 
seven members appointed by the President. The Secretary of the Treas­
ury and the Comptroller of the Currency are not eligible to member­
ship on this beard. At least two of the members must be persons of 
teeted banking experience, and not more than four of the members of 
the beard .hall be afIiliated with the same politieal party. Members 
on the beard are appointed for a term of fourteen years at an annual 
oalary of $15,000. A beard member who hae served a full term ohalI not 
be eligible for reappointment. A chairman and vice-chairman are ap­
pointed by the President to serve for terms of four years. 
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Memb'ers of the Board of Governors may be removed only for" cause." 
This provision is intended to remove the political pressure which might 
be brought to bear upon the Federal Reserve Board under the original 
act, where it W&8 provided tbat the governor of the Federal Reserve 
Board might be removed by the President at will. 

2. The chief executive officer of each Federal reserve bank is the 
president, who is appointed for a term of five years by the board of 
directors with the approval of the Board of Governors of the Federal 
Reserve System. 

3. The Open-Market Committee is to consist of the seven members 
of the Board of Governors and five representatives of Federal reserve 
banks cbosen annually by the twelve presidents of the Federal reserve 
banks. No regional reserve bank is forced to participate in open-market 
operations &8 outlined by the Open-Market Committee. 

4. The Board of Governors may not lower the present deposit reserve 
requirements for member banks, but it may increase them by &8 much 
&8 100 per cent. 

5. The Federal reserve banks may not buy bonds direct from the 
Treasury. 

6. Each Federal reserve bank is required to restate its rediscount 
rate every two weeks, regardless of whether a change is recommended. 
These rates must be approved by the Board of Governors. 

7. Real estate loans by member banks are more restricted thanm the 
original form of the act. Real estate loans may be made only within 
the Federal reserve district, or within a one-hundred-mile radius of the 
bank. The loan may not be made for more than 50 per cent of the ap­
praised value of the real estate offered &8 security, nor made for longer 
than a period of five years, except on a loan which provides for 50 per 
cent amortization within a period of not more than ten years. 

TITLE III 

The principal change in this section grants permission for commercial 
banks to resume the function of underwriting securities. No mention 
W&8 made of this phase of commercial banks' activity in the original 
draft of the Banking Act of 1935, but the Banking Act of 1933 pro­
hibited all underwriting privileges. 

1. Banks are permitted to underwrite single issues up to 20 per cent 
or not more than $100,000, so long &8 this does not exceed 10 per cent of 
their unimpaired capital and surplus. A bank's aggregate underwritings 
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at anyone time may not exceed 200 per cent of its unimpaired capital 
and surplus, and it is allowed to sell to customers, other underwriters, or 
correspondent banks. 

If this provision is retained in the bill when it passes the Senate, then 
it will be necessary for a conference committee of the House and Senate 
to iron out the differences. It has been suggested that this provision 
may have been inserted in order that the Senate could yield on this 
point rather than on aome others which it considers more important. 
This provision is likely to draw strong administrative criticism. 

Although the revision was officially carried on by the sub-committee of 
the Senate Banking and Currency Committee, most commentators agree 
that it is principally tbe work of the suh-committee chairman, Carter 
Glass .. Since Senator Glass was ao active in drafting and securing passage 
of the original Federal Reserve Act of 1913, he is most interested in any 
changes affecting the provisions of that act. When the Banking Act of 
1935 was first introduced, Senator Glass was most vehement in his 
criticism of it, but, although it was necessary for him to compromise on 
some points, he was in the main satisfied with it in its revised form. 
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Important paragraphs from .the decision of the Supreme Court of 
the United States (February 18, 1935) on the abrogation by Congress 
(June 5, 1933) of the gold clause in government bonds and private 
bonds and contracts. 

L UNITED STATES GOVERNMENT BONDS 

The question is necessarily presented whether the joint resolution of 
June 5, 1933 (48 Stat. 113), is a valid enactment so far 88 it applies to the 
obligations of the United States. The resolution decJared that provisions 
requiring" payment in gold or a particular kind of coin or currency" were 
"against public policy," and provided thst .. every obligation, heretofore 
or hereafter incurred, whether or not any such provision is contained 
therein," shall be discbarged, "upon payment, dollar for dollar, in any 
coin or currency which at the time of payment is legal tender for public 
and private debts," 

This enactment was expressly extended to obligations of the United 
States; and provisions for payment in gold, .. contained in any law au­
thorizing obligations to be issued by or under authority of the United 
States," were repealed. 

There is no question 88 to the power of the Congress to regulate the 
value of money, that is, to establish a monetary system and thus to 
determine the currency of the country, 

The question is whether the Congress can use that power SO 88 to 
invalidate the terms of the obligations which the government has there­
tofore issued in the exercise of the power to borrow lIloney on the credit 
of the United States, 

In attempted justification of the joint resolution in relation to the 
outstanding bonds of the United States, the government argues that 
.. earlier Congresses could not validly restrict the 73rd Congress from ex­
ercising its Constitutional powers to regulate the value of money, borrow 
money, or regulate foreign and interstate commerce"; and from this 
premise, the government seems to deduce the proposition that when, 
with adequate authority, the government borrows money and pledges 
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the credit of the United States, it is free to ignore that pledge and alter 
the terms of its obligations in case a later Congress finds their fulfillment 
inconvenient. 

The government's contention thus raises a question of far greater 
importance than the particular claim of the plaintiff. On that reasoning, 
if the terms of the government's bond as the standard of payment can 
be repudiated, it inevitably follows that the obligation as to the amount 
to be paid may also be repudiated. 

The contention necessarily imports that the Congress can disregard 
the obligations of the government at its discretion and that, when the 
government borrows money, the credit of the United States is an illusory 
pledge. 

We do not so read the Constitution. There is a clear distinction be­
tween the power of the Congress to control or interdict the contracts of 
private parties when they interfere with the exercise of its Constitutional 
authority, and the power of the Congress to alter or repudiate the sub­
stance of its own engagements when it has borrowed money under the 
authority which the Constitution confers. 

In authorizing the Congress to borrow money, the Constitution em­
. powers the Congress to fix the amount to be borrowed and the terms of 
payment. By virtue of the power to borrow money .. on the credit of the 
United States," the Congress is authorized to pledge that credit as an 
&SSIll'&Ilce of payment as stipUlated - as the highest assurance the gov­
ernment can give, its plighted faith. 

To say that the Congress may withdraw or ignore that pledge is to 
assume that the Constitution contemplates a vain promise, a pledge hav­
ing no other sanction than the pleasure and convenience of the pledgor. 
This Court has given no sanction to such a conception of the obligatioD8 
of our government ••• 

We conclude that the joint resolution of June 5, 1933, in so far as it 
attempted to override the obligation created by the bond in suit, went 
beyond the Congressional power. 

The Question of Damages. In this view of the binding quality of the 
government's obligations, we come to the question as to the plaintiff's 
right to recover damages. That is a distinct question; because the 
government is not at liberty to alter or repudiate its obligatioD8, it does 
not follow that the claim advanced by the plaintiff should be sustained. 

The action is for breach of contract. As a remedy for breach, plaintiff 
can recover no more than the loss he has suffered and on which he may 
rightfully complain. He is not entitled to be enriched. 
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Plaintiff seeks judgment for $16,931.25, in present legal tender cur­
rency, on his bond for $10,000. The question is whether he has shown 
damage to that extent, or any actual damage, as the Court of Claims has 
no authority to entertain an action for normal damages ••• 

plaintiff demands the "equivalent" in currency of the gold coin prom­
ised. But" equivalent" cannot mean more than the amount of money 
which the promised gold coin would be worth to the bondholder for the 

o purposes for which it would legally be used. That equivalent or worth 
eould not properly be aseertained save in the light of the domestic and 
restricted market which the Congress had lawfully established. 

In the domestic transactions to which the plaintiff was limited, in the 
abeen .. of specia1lieense, determination of the value of the gold coin 
would necessarily have regard to its use as legal tender and as a medium 
of exchange under a single monetary syetem with an established parity of 
all currency and coins. And in view of the control of export and foreigo 
exchange, and the restricted domestic use, the question of value, in rela­
tion to transactions legally available to the plaintiff, would require a 
eonsideration of the purchasing power of the dollars which the plaintiff 
has received. Plaintiff has not shown, or attempted to show, that in 
relation to buying power he has sustained any loss whatever. 

On the eontrary, in view of the adjustment of the internal economy 
to the single measure of value as established by the legislation of the 
Congress, and the universal availability and use throughout the eoun­
try of the legal tender currency in meeting all engagements, the pay­
ment to the plaintiff of the amount which he demands would appear 
to eonstitute not a reeoupment of loss in any proper sense but an un­
justified enrichment .••• 

In the view that the facts alleged by the petition fail to show a cause 
of action for actual damages, the first question submitted by the Court 
of Claims is answered in the negative. It is not necessary to answer 
the second question .. 

II. STATE AND LOCAL GOVERNMENT BONDS AND 
PRIVATE BONDS AND CONTRACTS 

The question before the Court is one of power, not of policy. And 
that question touches the validity of these measures at but a single point, 
that is, in relation to the joint resolution denying effect to .. gqlcl clauses" 
in existing contracts 0 0 • 
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When these contracts were made they were not repugnant to any 
action of the Congress. In order to determine whether effect may now be 
given to the intention of the parties in the face of the action taken by the 
Congress, or whether the contracts may be satisfied by the payment 
dollar for dollar, in legal tender, as the Congress has now prescribed, it is 
!lecessary to consider: 

1. The power of the Congress to establish a monetary system and the 
necessary implications of that power. 

2. The power of the Congress to invalidate the provisions of existing 
contracts which interfere with the exercise of its Constitutional 
authority. 

3. Whether tbe clauses in question do constitute such an interference 
as to bring them within the range of that power ••• 

The instant cases involve contracts between private parties, but the 
question necessarily relates as well to the contracts or obligation. of 
.tates and municipalities, or of their political subdivisions, that is, to such 
engagements as are within the reach of the applicable national power. 

The government's own contracts - the obligations of the United 
States - are in a distinct category and demand separate consideration. 

Here, the Congress has enacted an express interdiction. The argument 
against it does not rest upon the mere fact that the legislation may cause 
hardship or loss. Creditors who have not stipulated for gold payments 
may suffer equal hardship or loss with creditors who have 80 stipUlated. 
The former admittedly have no Constitutional grievance. And, while 
the latter may not suffer more, the point is pressed that their express 
stipulations for gold payments constitute property, and that creditors 
who have not such stipUlations are without that property right ••. 

The principle is not limited to the incidental effect of the exercise by 
the Congress of its Constitutional authority. There is no Constitutional 
ground for denying to the Congress the power expressly to prohibit and 
invalidate contracts although previously made, and valid when made, 
when they interfere with the carrying out of the policy it is free to 
adopt. 

H the gold clauses now before us interfere with the policy of the Con­
gress in the exercise of that authority, they cannot stand ... 

Despite the wide range of the discussion at the bar and the earnest­
ness with which the arguments against the validity of the joint resolution 
have been pressed, these contentions necessarily are brought, onder the 
dominant principles to which we have referred, to a single and nsrrow 
point. 
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That point is whether the gold clauses do constitute an actual inter­
ference with the monetary policy of the Congress in the list of its broad 
power to determine that policy .•• 

The Congress is entitled to its own judgment. We may inquire 
whether its action is arbitrary or capricious, that is, whether it has rea­
",mabie relation to a legitimate end. If it is an appropriate means to such 
an end, the decisions of the Congress as to the degree of the necessity for 
the adoption of that means is Iinal ..• 

The Congress in the exercise of its discretion was entitled to consider 
the volume of obligations with gold clauses, as that fact, as the report of 
the House committee obeerved, obviously had a bearing upon the qu .... 
tion whether their existence constituted a substantial obstruction to the 
Congressional policy. 

The estimates submitted at the har indicate -.that when the joint res0-

lution was adopted there were outstanding seventy-five billion dollars or 
more of such obligations, the annual interest charges on which probably 
amounted to between three and four billion dollars. 

It is apparent that if these promises were to be taken literally, as call­
ing for actual payment in gold coin, they would be directly opposed to 
the policy of Congress, as they would be calculated to increase the de­
mand for gold, to encourage hoarding and to stimulate attempts at 
exportation of gold coin •.• 

The devaluation of the dollar placed the domestic economy upon a 
new basis. In the currency as thus provided; states and municipalities 
must receive their taxes; railroads, their rates and fares; public utilities, 
their charges for services. The income out of which they must meet their 
obligations is determined by the new standard. Yet, according to the 
contentions before us, while that income is thus controlled by law, their 
indebtedness on their" gold bonds" must he met by an amount of cur­
rency determiced by the former gold standard. 

Their receipts, in this view, would be fixed on one basis; their interest 
charges and the principal of their obligations, on another. 

It is common knowledge that the bonds issued by these obligors have 
generally contained gold clauses, and presumably they account for a large 
part of the outstanding obligations of that sort. It is also common 
knowledge that a similar situation exists with respect to numerous in­
dustrial corporations that have issued their "gold bonds" and must now 
receive payments for their products in the existing currency. 

It requires no acute analysis or profound economic inquiry to disclose 
the dislocation of the domestic economy which would be caused by such a 
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disparity of conditions in which, it is insisted, those debtore under gold 
clauses should be required to pay one dollar and sixty-nine cents in cur­
rency while respectively receiving their taxes, rates, charges and prices 
on the basis of one dollar of that currency .•. 

The judgment and decree, severally under review, are affirmed. 

m. DISSENTING OPINION 

Justice McReynolds, dissenting in all cases, said: 

Mr. Justice Van Devanter, Mr. Justice Sutherland, Mr. Justice Butler 
and I conclude that, if given effect, the enactments here challenged will 
bring about confiscation of property rights and repudiation of national 
obligations. 

Aquiescence in the decisions just announeed is impossible; the cir­
cumstances demand statement of our views ...• 
~ Just men regard repudiation and spoliation of citizens by their sove .... 
eign with abhorrence; but we are asked to affirm that the Constitution 
has granted power to aceomplish both. No definite delegation of such 
power exists; and we cannot believe the farseeing framere, who labored 
with hope of establishing justice and securing the blessings of liberty, 
intended that the expected government should have authority to annihi­
late its own obligations and destroy the very rights which they were 
endeavoring to protect .. : . 

Tbe Federal government is one of delegated and limited powers which 
derive from the Constitution. "It can exercise only the powere granted 
to it." Powers claimed must be denied unless granted; and, as with 
other writings, the whole of the Constitution is for consideration when 
one seeks to ascertain the meaning of any part .... 

Four cases are here for decision. 
'Two of them arise out of COrpol'8te obligations containing gold 

clauses - railroad bonds. 
One is based on a United States Fourth Liberty Bond of 1918, called 

for payment April 15, 1934, containing a promise to pay "in United 
States gold coin of the present standard of value" with interest in like 
gold coin. 

Another involves gold certificates, series 1928, amounting to $106,300. 
As to the corporate bonds the defense is that the gold clause was 

destroyed by the resolution of June 5, 1933, and this view is sustained 
by the majority of the Court. 
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It is insisted that the agreement, in the Liberty Bond, to pay in gold 
also was destroyed by the act of June 5, 1933. This view is rejected by 
the majority; but they seem to conclude that because of the action of 
Congress in dec1aring the holding of gold unlawful, no appreciable damage 
resulted when payment \herein or the equivalent was deuied. 

Concerning the gold certificates it is ruled that if upon presentation 
for redemption gold coin had been paid to the holder, as promised, he 
would have been required to return this to the Treasury. He could not 
have exported it or dealt with it. Consequently he Bll8tained no actual 
damage ••• 

The authority exercised by the President and the Treasury in de­
manding all gold coin, bullion and certificates is not now challenged; 
neither is the right of the former to prescribe weight for the stand­
ard dollar. These things we have not considered. Plainly, how­
ever, to coin money and regulate the value thereof calls for legislative 
action •••• 

This Court has not heretofore ruled that Congress may require the 
holder of an obligation to acoept payment in subsequently devalued coins, 
or promises by government to pay in such coins. The legislation before 
us attempts this very thing. If this is pennissible, then a gold dollar 
containing one grain of gold may become the standard, all contraet 
rights fall, and hugs profits appear on the Treasury books. Instesd of 
$2,800,000,000 as reoently reported, perhaps $20,000,000,000, maybe 
enough to cancel the public debt, maybe more I 

The power to issue bills and "regulate values" of coin cannot be so 
enlarged as to authorise arbitrary action, whoee immediate purpoee and 
neceesary effeet is destruction of individual rights. As this Court has 
said, a "power to regulate is not a power to destroy" (154 U. S. 362, 
398). 

But we must not forget that if this power exists, Congress may readily 
destroy other obligations which present obstruction to the desired effeet 
of further depletion. The destruction of all obligations by redueing the 
standard gold dollar to one grain of gold, or brass or nickel or copper or 
lead will become an easy possibility. 

Thus we reach the fundamental question which must control the 
result of the controversy in respeet of corporate bonds. Apparently in 
the opinion of the majority the gold clause in the Liberty Bond withstood 
the June 5th resolution notwithstanding the definite purpoee to destroy 
it. 

We think that in the circumstances, Congress had no power to destroy 
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the obligations of the gold clauses in private obligations. The attempt 
to do this was plain usurpation, arbitrary and oppressive ... 

Congress may coin money; also it may borrow money. Neither 
power may be exercised so as to destroy the other; the two clauses must 
be so construed as to give effect to each. Valid cpntracts to repay money 
borrowed cannot be destroyed by exercising power under the coinage 
provision. The majority seem to hold that the resolution of June 6th 
did not affect the gold clauses in bonds of the United Ststes. 

Nevertheless we are told that no damage resulted to the holder now 
before us through the refusal to pay one of them in gold coin of the kind 
designated or its equivalent. 

This amounts to a declaration that the government may give with 
one hand and take away with the other. Default is thus made both easy 
and safel 

Congress brought about the conditions in respect of gold which ex­
isted when the obligation matured. Having made payment in this metal 
impossible the gcvernment cannot defend by saying that if the obligation 
had been met the creditor could not have retained the gold; conse­
quently he suffered no damage because of the non-delivery. Obligations 
cannot be legally avoided hy prohibiting the creditor (,rom receiving the 
thing promised. 

Counsel for the government and railway companies asserted with em­
phasis that incalculable financial disaster would follow refusal to uphold, 
as authorized by the Constitution, impairment and repUdiation of private 
obligations and public debts. 

Their forecast is discredited by manifest exaggeration. 
But, whatever may be the situation now confronting us, it is the out­

come of attempts to destroy lawful undertakings by legislative action; 
and this we think the Court should disapprove in no uncertain terms. 

Under the challenged statutes it is said the United States have realized 
profits amounting to $2,800,000,000. 

But this assumes that gain may be generated by legislative fiat. To 
such counterfeit profits there would be no limit; with each new debase­
ment of the dollar they would expand. Two billions might be ballooned 
indefinitely - to 20, 30, or what you will. 

Less of reputation for honorable dealing will bring US unending humili­
ation; the impending legal and moral chaos is appalling. 
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IV. PRESIDENT'S MESSAGE OF JUNE 27, 1935 

Because of the fact that a number of suits were soon hrought 
against the United States by holders of government' bonds who be­
lieved that theY/llOuid prove damage, President Roosevelt, on June 27, 
1935, sent a mE SS&ge to Congress asking that body to withdraw the 
consent of the government to 'be sued upon its currency or securities. 
Several par&gt'&phs from the messsge follow: 

Before the termination of this session of the Congress, I believe that it 
is important thst definite action be taken to eliminate any uncertainty 
with respect to the right of holders of gold clause bonds of the govern­
ment to sue for payment either in gold or else in legal tender with an 
additiona.l sum of 69 eents on every dollar. 

To this end, I urge the withdrawa.l by the United States of its consent 
to be sued upon its currency or securities. 

The question of the effect of the so-caIIed gold clause, in the light of 
the monetary legislation of the 73rd Congress, came before the Supreme 
Court at the term just closed. 

A snit for additiona.I payment under existing circumstances, the court 
said, would .. constitute not a recoupment of loss in any proper sense but 
an unjustified eurichment." 

[Bonds of the United States containing gold clauses - all of them 
issued, sold and payable wholly within the United Ststes - have been 
continuously quoted on the exchanges at no higher prices than bonds not 
containing such clauses. But the continuing possibility of actions by 
litigious persons leaves open the continuing possibility of speculation.] 

There is no public interest, under these conditions, in permitting a 
handful of private litigants to exploit the genera.l public in the hope of a 
wholly speculative private profit. 

This conclusion will hold 80 long as the Congress adheres to its de­
clared policy, now more than a third of a century old, to maintain the 
equa.l va.lue of every dollar in the market. 

I recommend, therefore, the enactment of legislation which will make 
clear that it is our fixed' policy to continue to treat the bondholders of a.Il 
our securities equally and uniformly, to afford any holder of any gold 
clause security, who thinks he could by any possibility sustain any 1088 

in the future, an opportunity to put himself immediately in a position to 
avoid such future loss, and to remove a.Il possibility of any suits designed 
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to hamper the government in administering the public debt and in financ­
ing its ordinary and emergency expenditures. 

There is no Constitutional or inherent right to sue the government. 
On the contrary, the immunity of the sovereign from suit is a principie of 
universal acceptance, and permission to bring such suits is an act of grace, 
which, with us, may be granted or withheld by the Congress. 

The courts, it is hardly necessary for me to add, will always be open 
to those who seek justice, but they were not established for use by a few to 
enrich themselves at the expense of the many, nor to enable a few to 
harass and embarrass sovereign action by the government when taken 
for the benefit of all. 
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