ZINANCING GOVERNMENT LOANS,

The first offering of our Govermment's bonds to pro-
vide it with funds for the prosecution of the war, produced
$34035,000,000 of subscriptions from over 4,000,000 subscribers,
and the loan was a success beyond perallel in the history of

’vernmont finance, The appearont eazse with which the loan was
jeon end paid for must not, however, delude us into tho belief

" t succeedins lozns cem be subscribed without equal or grester

-

eredrt and certainly not without more thorough and extensivo pro-
paraﬁ“n than was possible last time,

\ It must be made clear to our people that loans of the
macnitulle nOw rejuired by our Government camnot be paid for in
cash, oﬁo as we cormonly express it, in "money" but they must be
subscribé@ by transfers of bank oredit to the Covermment in ex-
chenge fof 1ts bonds, which oredit the Government must at omce
disburse, order to avoid disordered money markets, Cash, wh'oh
we cormonly 471l "money" rust not bo confused with oredit, which is
2180 too often\oonfused in casuszl conversetion with "money."

Cash is what we \2rry in our pockets in order to mske hand to
hand payments m\\ia what banks carry in their vrults r8 resorve
in order thet gheﬂ’ depositors who re:uire cash for making pey
roll sni other cash\payments may be able to got it when needed,
Beric credit on the ; her hond is whnt is owing: by bonks of doposit
to their depositors, and™is not nccessarily created by’ depositiny
cash in boanks, but is, in x‘r—:ct.,\ principally crestod by loans which

banks make to their customers, aﬁd which ero entered on the books

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



Digitized for FRASER
http://fraser.stlouisfed.org/

-2

of the bank as a deposit oredit, owing to the dborrowers, or to
those to whom the borrowers have transferred the oredit by draw-
ing checks in their favor,

If subscriders for Government bonds paid for them in
"oash", all of the cash held by the banks as reserves, would
be transferred to the Government's vaultswhen payment was made,
the banks would be denuded of reserves and would be odliged to
liquidate their loans, or they would be unsble to meet the
demands of their depositors for oash.

The payment to the Government therefore of such a vast
sum as $2,000,000,000 must be made by transfers of bank balances
to the Government's oredit so tha.i; the Government in turn may
check on these bank balanoes and pay the bills whioh it incurs
for the support of a great army and navy.

But we must not overlook the fact that bank oredit
oonsists as a rule of two kinds of credit; omne being the liqgid
or working capital employed by business men’'and corporations for
business purposes, which they oamnot spare without impcirment of
the efficiency of their businesses, ani the other oonsists of
idle capital and of the savings of people and corporations who re-
ceive salaries or earn profits, which they do not need to spend
and some part of which they can spare and turn over to the Gov-
ernment in exchani;e for the Government's bonds. This process of
transfer of aredit to the Government camot very well exceed in
amount the total of idle capital and savings which is not required

for business purposes, unless, 0of course, the effective conduct
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of the business of the country is to decome impaired by too
great a redustion of the working capital now employed in busi-
ness affairs,

Without enlarging upon the imperativs necessity for
economy and the creation of savings in the form of bank balanses,
which may be transferred to the Government's use, it is well to
see Just what ochanges take place in dbanking affairs, when these
loans are paid for, and this may be illustrated by a brief de-
soription of the English system, which has proved suoh a striking
success during all of the three years of the war.

Practically 81l of the banks of England "olear" thelr
checks (that is settle the differences between those which are
presented for paymsnt and those that they hold for collection)
through the London Clearing House, which has only sixteen members,
outeide of the Bank of England. The membership consists of the
principal great London joint stock banks, which have many branches
throughout the Kingdom. They all carry reserve accounts with the
Bank of England, and what they receive or pay as a result of each
day’s "olearings" is simply settled by & oredit or debit in their
seoounts with the Bank. When a large payment is made to the
British Govermment by subsoribers to its loans, these subseribers
draw ohecks on their banks and pay them in to the Bank of England.
The payment of these ochecks by the sixteen clearing banks trans-
fers to the Govermment an immense oredit on the books of the Bank
of England from the reserve balances oarried with it by these
sixteen banks. If one Imidred million sterling is paid, it sim-
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Ply means that one hmundred million sterling which had formerly
8tood on the books of the Bank of England to the oredit of the
joint stook banks was transferred when these ohgoke wore paid to
the oredit of the British Govermment on the bokks of the Bank of
England. This transfer may at times so oonsiderably impair the
recserve balances of the sixteen banks with the Bank of Rngland,
that they find it necessary to discount bills with the bank in
order to restore thelr reserve balanses. At once that this great
oredit is transferred to the British Government, tho Govermment
draws checks to pay its debts, bdills for supplies, maturing obli-
gations and various items, the checks being rayable to Imndreds
and thousands of people and institutions, who are oreditors of the
Government. These checks are at once deposited by those to whom
they are payable with their banks, largely of oourse with the six-
teen clearing banks, which in turn re-deposit them with the Bank of
ingland , thereby restoring their reserve balances, or giving them
suffieient balanses to enable them to pay off their disosunts.

It will be seen that the British Government has taken
100,000,000 pounds of bank oredit which was originally owned by the
subsoribers to its bomds. This has been used in payment of Gov-
ernment bills and those to whom the bills are paid immediately de-~
posit the ohecks and so return the aredit to the banks from whioch
the oredit was originally drawn; the net result of the operation
is to leave the cash reserves of the banks sudbstantially unchanged,
although the government has borrowed 100,000,000 pounds and paid
100,000,000 pounids to‘ its oreditors. One may ask why this does na
oreate some inflation, or require some liquidation, or at any rate
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affect some oconsiderable change in tho banking position? Wiy
do not deposits suddenly shrink or suddenly expand, or why éo not
the banks loge ocash? The answer is that those who subsoribesd for
the bonds in the firat instance have been saving "money,” that is
gaving bank oreldit out of their earnings, for the purpose of sub-
soribing; they. have not been wasting the money in extravagant liv-
ing or by buying new houses or sutomodblles or luxuries.

It is to some suoh thoroughly soientifiec basis that our
'har;tnng system mnst now be develeped and it is only when people of
all classes are willing to economize, acourmlate their savings in
banks and then transfer them to the Govermment in oxchange for
government bonds, that we can ennble our government to meet the
huge finanoial obligations imposed upen it by its participation in
the war,

There is a vast difference between what is possible in

England and what is possible in this country in handling banking
transactions of suoh volume as those involved in war finance. In
England there are less three Imndred ocommerelal banks; practically
all of them carry accounts with the sixteen clearing dbanks in London
and these sixteen banks olear prastically 2ll bank chesks and bills
through the London Clearing House, so that the belances resulting
from these clearings ar‘o settled at onoe place, namely on the books
of the Bank 0f England. In this country we have nearly thirty
thousand banks, over two hundred and fifty Clearing Housea scattered
throughout the country and the twelve Federal Reserve Banks are only
able at the present stage of their development to olear a moderate
Digitized for FRASER
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proportion of the checks drswn on the banks of the United States,
Our oountry is of such vast extent, our banks are so numerous and
wo have 80 many reserve oenters, that the actusal settlement, that
is the bookireeping required in connection with these coredit trans-
fors, mmet be planmned and oondncted with the greatest possible
sicill in order to avoid disturbance of money rates and disorgmi~
zation of business in various sootions of the country, savery time
a Government loan is paid for. That it can be done was demon-
strated by the sucoess with which the transfers involved in the
lsst loan were conduoted.

To 41lustrate the difference between the operation of
the fairly simple English machine above desaoribed and the more
compliocated working of our system, an account of the transfers
resulting t.ran the loan of last Juno is necessaryt-

Prior to the offering being made it waa kmown that bank-
ing institutions throughout the oountry earried balances with New
York banks amounting to about $1,000,000,000 and in addition had
some lundreds of millions loaned on the How York Stock Exehange.
It was fully expested that in antiocipation of making payment for
the Iiberty loan, these interior banks would draw & large part of
their balances from New York, and transfer them to their respestive
Reserve Banks in their own distriots, so as to have fumnds avail=
able at homs with which to pay for the bonds subserided by their
customers. This movement of banit aredit frem Hew York to the in-
terior had to bde previded for. At the same time, inasmuch as the
greater part of the payments mede by our goverrment and by iis
allies to whom loans were being made, were to be disbursed in
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New York, interior sections of the country had reasen to expect
that large trsnsfers of bank oredit would be mede from the interior
to Hew York after the loan was paid for. In order to meet these
movements of eredit various expsdients were employed and somo were
arranged which it nover beoame necessary to employ. The prelimi-
nary withdrewnls from New York commenced adout June lst and ex~-
ceaded $500,000,000., They were met princlpally by the Reserve
Bank digcounting bills and making loans freely for its members,

its loan and bill asocounts inoreasing in the first twenty-eight
days of June from minimom to $
maximnm, At the same time the British Govermment, whioh had con-
siderable payments to make in this country, shipped §
of gold from Canada to New York, all of which was purchased by the
Federal Reserve Bank of Hew York, which correspimiingly inoreased
the reserve momey in New York City and made it so mmoch easier for
the Her York banks to meet the withdrswal of balansces made by
thelr interior correspondents. It was also arranged with the
Treasury Department to make certain trsnafers of Government de-
posits to New York, thereby somewhat offsetting the movement to
the lnterior. The fourth expelifent, a very effective one, it

never became necessary to employ. I'ach of the Reserve Benks, well
in advanoce of the ocoumencement of this movement, comploted all the
detalls of an arrangement by whisch any one of the Reserve Banks
might settle debi{ balamces owing to any of tho others, if found
necessary, by transferring loans and discounted bdills instead of
gold (that is its reserves) and under a simple plan by whioh these
®ills apnd loans need not even be shipped to the bank which pur~

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



73~

chagsed them, but conld be held in trust by an officer of the
borrowing dbamk who had already been appointed agent of the lend-
ing bank for that purpose.

The arrangements just described facilitateithe movement
of oredit from Hew York to the interior without disturbance in
the money market, but the roetuxn of this oredit to those parts
of the country frem whioh Liberty Loan payments have bsen trans-
ferred to Rew York is a gradusl process, depemding upon many
faoctors, and brought about largely by the country's ococmmerce
and trade. The funds subsoridbed for the purchase of liberty
bhomis on the Pacific slope will ultimmtely be largely expemnded
there by the Government in the construotion of ships, the pur-~
chase of cattle, grain and food stuff, canned produce and the
other products of that section. On the Eastern slope of the
Rocklies the produnotion of oil, sugar, graing, oattle and of the
mines will likewise find their way into the hands of ocur Gov~
ernment, or of its allies, and the proceeds of subsoriptions
to the lom in that district will gradually return to that sec~-
tion of the country. In the same way, the products of the
sotton and woolen mills, shoe factories, mmition plants, etc.,
of New England, whioh are largely purchased by the Governmemt,
will inevitably drew back to that seotion the funds that have
been temporarily transferred to the Govermment and disbursed
principally in New York.
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The twelve Reserve Banks settle balances owing between
themselves once every week and for that purpese they carry in
the neighborhood of $500,000,000 of gold in Washington, the
omerchip of which changes from week to week, acoording to the
amount owing by or to the respective banks, It will be seen
that the machinery above deseribed which operates by telegraph,
is simply a moans of overcominz the dimadvantages of distances
apd mail time and svoiding too heavy interior shipments of cash,
or reserve money. Considering the unprecedented ampunts of the
t2ansfors of eredit involved in these govermment transactions,
it may be considexred to be a fairly effestive machine and one
whioch 6an be relied upon to accomplish the objests for which it
has been created.

But after 2ll, those who buy the bonds of our Govermment
are not so much intereasted in the detalls of this compliocated aso-
counting, whioh becomes neocessary every time the Government ple oes
a large losn, as they are in more specific statements of the pro-
bable amounts to bo borrowed and to what extent these borrowings
may prove a financial burden and involve sscrifioce and hardship.
It 18 impoasible for any one to state what may be the financial
requirements of our Govermment in comneotion with the war, If
the war sontinues, we must simply expect that these regquirements
will be beyond all precedent and likely beyond those of our allies
in Europe. Ve must not only finance our own armies and navy, but

ag the tremendous natural reeources of this country must produse
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a part of the supplies required to sustain tho armies and home
people of our allies, we must prepare to raks great outlays in

the way of loans to those governments that f£ind it necessary to

buy supplies in tils country., The problem is not so much to
convert the wealth of the nation so that it may be inwvested in
Government loans, Our wealth is largely fixed property. We

rust arrive at a oorrect understanding of vhat incorme the capital
wealth of the nation produces, how much of that income is absolute-
1y essential to the comfortable support of our people and, lastly,
how much ih e..cess of that may bo saved ani tun;ed over for use

by the Government; it is undoubtedly a vast sum. The capital,
weoalth and income of this nation erceocds that of any other nation

in the world and probably thaut of an two nations in tho world, dut
we are an extravagant and wasteful people, /e have lived in a land
of such abundant prosperity, that we have reckoned less on the cost
of things than we have on the profits resulting from the application
of our enorgies to develdping our resources, The time has now come,
however, w.en this great oapital woalth of tho United States will not
avail us to meet our obligations incurrod in the war unless we see
to it that it produces the greatest possible incore and that that
income is not wusted,

Various estimates have been made as to the amount of loans
whioch it would be possible to plase in this cowntry., It is stated
that as England has a wealth of less than $100,000,000,000 and can
borrow $20,000,000,000 or more, therefore this cowntry with a
national wealth of from $175,000,000,000 to $226,000,000,000, should
have no difficulty in borrowing $40,060,000,000. But such
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statements are rash, if they fail to take into consideration the
hebits and purposes of the people. The French peasante sim to
gave from 25% to B5O% of their incomes. How many of us, rich or
poor, oan say that we are inflnenced by any such purpose? In
France esconomy is hardly less than a national kmti&w, the
tredition of ssving is so deep-rooted in tho minds of the people.
T:he Idberty Loan just placed brought forth a Line ex-
hibition of patriotism and self-sacrifice by those who gave freeoly
of thelr time and services without compensation, in oxdor to en-
sure 1ts success; but no effort, however energetisally applied or
intelligently directed, san be expected to enjoy contirmed sue-
cess, unless our people spend less than they earn, and very mmch
less than they earn, and employ the differemnce in the purchase of

government bonds.
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