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MEMORA NIUN
To: Dr. Tlexner

Trom: Mr. Riefler

There is an eppertunity fer the Institute fer Advanced Study to carve out
for itself a much mere unique pesition in ecenemics than seemed possidle as
recently as last autusm. To embrace the oppertunity, hewever, requires a
fairly definite connitment t¢ cultivate systematically tho field of finance
and to make additiomal appeintmentis and to create additional facilities to
that end. These commitments may be and probadly are mere definite than the
Ins titute desires to undertake at present. The situation is 2uch, howtvd,
that the whole subject deserves the deepest consideratien,
Reagons for Cencentration

The advantages of concentrated development of a particular phase of ecen-
omics, as contrasted with an attempt to cover the whole fleld, requirs little
comment for an institution dedicated to scholarship en an advanced plane, pro-
vided only that tae fleld chosen for cencentration be sufficiently important to
merit consistent and systemmtic development., I think you are resnonsidle fer
the observation that it 1’1 only at the undergraduate level that educational
institutions should seek te mert a primmry responsibdility for bdroad =2nd com-
petent training in all filelds of scholarship. In graduate schools and es-
pecially in an institution at the pest doctoral level, the main emphasis in-
stead should be placed upon achieving distinction in a limited number of care-
fully selected focal pointe rather tham upon droad coverage. Should such a
policy bde adopted generally in economics in tho graduste schooels of this coun-

Digitized f§grgSthe caliber of advanced work would de enormously forwarded. Instead eof

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



- 2‘

diffusing their energles trying teo cover the univeree, each leading university
would concentrate upon quality im seme one field with the result, say, that
advanced studente would train as a satter of course at Harvard if they were
interested iam general economic theory, at Vinneapolis or Btanford if they were
interested in sgricultumk economics, and at Princeton 1f they decided to spescial-
ize in finmance. I have consulted President Dodds informelly upon this aspect

of the subject and have found him not only sympathetic, but anxious to cooperate
by bullding up the Princeton graduate faculty in the same direction. The pro-
posal then is to endeaver to make Princdon as a locality, including beth the
Graduste School ef the University and the work in economice at the Institute

for Adwnced Study, outstanding in the field of finance.

The most important decision from the point of view of tha Institute does
not revolve around the relative advantages and disadvantages of concentration,
but rather around the cholice of fimance as a specific field for conoentration
rather than, say, economic theory. Here, certain minor advantages accrue from
the faet that the Princeton Graduate School has already achieved eminence in
that field and that the greater part of my own experience has been gained in
dealing with financial problems. In a2 much mere basic sense, however, even
without taking into account the specific oppertunity outlined below, the field
of finance has great merit from the point of view of the Institute.

1. It 1s of prisery social and economic importance. Problems of finance,
especially menetary poliqr, stand at the very center of the public
prodlems with which the world is wrestling and will in all probability
continue to wrestle during the next generation at the least. They are

Problems, furthermore, that call as a matter of course for insight and
guidance from the economist.
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2. There is no outstanding sducatienal institution in the werld which has
conceatrated heavily in this fleld. The scholars of ocutstanding reputa-
tion can almost be counted on the fincers of two hands. lMost of them
work in relative isolation and many of them such as ¥alter Stewart,
Henry Clay, Benjamin Anderson, R, G. Hawtry and Alexander Goldenweiser
have ne academic connections. Fairly well-defined groups of younger men
have grown up around J. K. Keynes and H. Parker Willis, but in neither
case are the facilities avallable sc comprehensive or balanced as to con-
stitute an zuthoritative center of training such asg is envisioned in this
progrean.

3. In finance the scholar must of necessity subject the resultes of his thinke
ing to the facts of real 1ife. If he is to bhe effective he must combine,
furtherzore, a broad theoreticsal btackground with s high degree of sheer
technical proficiency. It¢ is largely for this reason that so large a pro-
portion of the ocutstanding mepututions sre found outside the universities
and so few of the universities have been able to give their most promising
vrofessors sufficient fresdom to acquire the technical proficisency required.

4, An extraordinarily dbroad range of econoric rrodlems focus under the general
heading of finance. It reaches so far in fact that the Institute would be
in soxe danger of having selscted too broad 2 field for intensive develop-
pent rather than of having conmitted itself to activity that mizht prove
too limited in scope. To mention only = few of these ramifications, the
proper evaluation of financial amd monetary problems requires proficiency
not only in problems of centiral banking, monetary standards of wvalue, and
the foreign exchanges. In addition, the student must be expert in financial
organization, in the moretary phases of econemic theory, in questions ef
public finance and taxatien, in the theory and phenomena of price movements,
and in economic fluctuations <nd the theory of movements of the so-called
business cycle.

B O r i3

In addition to these general considerations which would in any case merk
the field of finance as one which the Irnstitute should canvass most carefully
before deciding upon the direction of {ts emrhasis in economics, I feel I have
located a very rich and in many senses unigue opportumity which the Instiiute
might grasp, if it is in a position to make its decision now. As this oppor-
tunity is still in the realm of an idesn with no commitments made on any side,
I can best desoribe it by relating persomml experiences in recent weeks..

In accordance with the epecific projects outlined in my memorandum of
last autuzm, all of which incidentally fell in the field of finance, I have
been endeavoring to see whether it was possible (1) to mgree on the individual
schelar best qualified to work on each of the problems, (2) to make arransements
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giving him access to needed materials mmd facilities, and {3) to detsch him leng
snough frem his current responsidilities to permit the executior of the project.
To date, the difficulties have revelved largely arsund the last point. I have
found the experts whom I had in mind not only willing but anxious to work on
these nroblems and the institutions affected ready to give maple access to
facilities. The sranting of a more or less indefinite leave of albisences to a
key individuel in a functioning organization, en the other hend, has presented
a stumbling block., ¥ith the dbest cooperation in the world, the fact remains
that experts of the type I have had in mind cannot leave their organizatioms
for six months, a year, or two yesrs without placing their positions in real
Jeopardy. I have not, therefore, felt justified in vushing the projects until
this major difficulty culd be removed.

This contact work, on the other hand, has suggesied the opportunity which
forms the occasion for this memorandum. In conferences at the Social Soience
Research Council, at the Faderal Reserve Bank of New York, at the Federal Re-
serve Board in Washington, and also in discussions with a consideradle number
of individuals who are intimr tely concemmed with the curremt confusion and cone
flicts in monetary and financial theory, it has been urged that the Institute
should undertake to provide leadership in organizing a comprehsnsive attack on
the theoretical and factual problems invilved. While the warious concepts as
to what might he gained from such 1 emdership are not at ail thought through
as yet, and could not be until the project was well under way, I think I oan
best mmmarise the common attitude which I have found by drawing sn analogy
showing the contrast between the state of informed thinking on financial and

monetary matters today and that which followed the crisis of 1907.
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After 1907, Congrese appointed the National Monetary Commission to make an
exhaustive investigation of the reasons for the crisis and the weaknesses in
our financial structure which it had exposed. This undertaking resulted even-
tually in a huge series of publications, many of which to be sure made relatively
little contribution to our thinking on the prodlem. At the same time a fairly
general agreement was reached am to the causes of the crisis, and as to the
main elements of reform in our financial structure that were indicated. This
diagnosis, which allayed the silver controversy of 1896 and which resulted
eventually in the creation of the Federal reserve system, was not confined te
eoonomists; it embraced legislators, financial 1 eaders, smd statesmen as well,
Without questioning too deeply the correctness or d epth of the diagnosis reached,
the fact remains thet the effort, taken as & whole, constituted a major con-
tribution to the ever recurrent problem of bringing the scholar in the social
scieces into effective contact with the real problems of modern social or-
gnimtion,

As compared with the recent world wide crisis, that of 1907 appears un-
important from slmost any point of view, yet no comprehensive attemvt has yet
been launched to evaluate it on anything like the authoriative scale that was
then undertaken by the Eational Monetary Commission. It is this leadership
which the Institute is being urged to undertake.

I have talked this proposal over with numerous key individuals who would
be involved and so far have found them wnanimously enthusiastic and urgent
that we proceed immediately, with the single exception eof Walter Ctewart whe
was friendly, but did not seem to me to be enthusiastic. A% the Social
Science Hesearch Council, for example, I was requested to frame up a specific
proposal immediately s thmt they could sound out the possibilities of fi-
mncing the project. At the Federal Reserve Bank of New York, I was urged to

and hearty cmoperation in making
go ahead promised ty oope contacts and obtaining
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material. At the Yederal Reserve Board in Washington, Dr. Goldenweiser was
equally enthusiastic and thought that the Doard might welcome the opportunity
to oooperate formally in a joint, far-recaching investigagion of the financial
criein, detailing its own expsrts to prriicipate and shouldering the heavy
expense that might ensue in the detailed examination of its owmn records. I
have aleo gone over the ganeral scope of the provossl with Stacy May who has
eade waluable suggestisne as to the best form in whieh an inguiry of this
kind should be set up. To sammerize these romarks so far: (1) the need for
a comprehensive inquiry of the type contemplated is, I think, almost umques-
tioned; (2) I have found not only enthusiasm for the ingquiry, but also an ex-
traordinary desire to coopzrztie on the part of thosa whose cooperation wuld
be most essential, so far as I‘ha.ve been sble i sound tnem out; and (2) I have
been urged from many sides to try to persuade the Institute to take the lea~
dorship in the undertaking.

This raiges, I think, two questions which should be decided before the
specific implications of the nroposal are exsmined. (1) Is the Institute
the best orgmniration to undertake lezderzhi- in thie undertaking, or should
leadership be stimulated sorevhare elcet! In the latter caze, I assume, the
Institute wuld still deeire to ceoperate and participate on a preoject as
close to its interests and 1deals as this. The considerations invelved in
answering these questions can best he formulated by canvassing alternatives.
A project of this kind th be muthoritative, disinterested, completely free
from suspicion of bias, and command the respect of the cemmunity. It requires
the eomplete coeperation of the parties at interest, but should not preferably
be directed or controlled by them. This rules out autom tically the use of
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the aegis of such organizations as the Chmamber of Commerace, the American Bankers'!
Association, end ths Stock Exchange. It also militates somewhat against the
use of a device such as a Cengressional Committee ef Inquiry or an ingquiry in-
aungurated wvholly and completely by the Federal reserve system. With these
sponsors eliminated there remain, (a) the universities, none of which is any
better equipped than the Institute and all of which are more committed to other
“,ctivitin. (b) special ru.oarch founda tions such as the Brookings Institution
and the National Bureau of Economic Research, and (c) the pessibility of organ-
izing a specisl Institute for the purpose in hand, with special Youndatiorn sup-
port. On balance, therefore, it would seem that the Institute for Advanced
Study is as well equipped as any other organization to assume leadership for
the wndertaking.

The second question goes to the heart ef ocur problems hers, namely; from
the point of view ¢f the Instiitute for Advanced Study, hew does such an uder-
taking f14? Does it represent a unique oppoertunity to be grasped, or would it
dvert the Institute from its true purposes?! The answsrs here, I feel hinge
mainly arcund the question of whether the ‘Inltituto (1) desires to build up its
work in sconomics, and (2) if seo, does it desire to concentrate in finance. If
1% 43 in a position to answer these two questiens im the affirmative, it has
hers an opportunity to achieve distinction quickly in its chosen field that is
unparallelled.

Method of Procedurs

Should the Institute choose to cultivate fimance and undertsirs leadership
in this undertaking, it would need to proceed something as follows:-

1. It would need t0 meake provision for-
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a. The appointment in the near future of at least two
additional professors of outstanding reputation in
the field of finance.

d. The appointment later of two or three additional
professors and alee of assistants as need for a
more rounded faculty in finance developed.

¢c. The creation of additional clerical facilities.

d. The availability of offices and a certiain amcunt of

. facilities not only for the resident faculty, but
also for workers, visiting professors, teclmical ex-
perts, stc.

o. The avallability of modest travel and entertainment
funds for comferences.

2. With these provisions, which would require a total budget
possibly as great as éS0.000 next year and $100,000 annually
thereafter, thie Institute would be im a pesition to create a
distinctive gchool of finance. This school would then assume
leadershin in formulating a broad inquiry inte the causes and
phenomens of the financial crisis as indicated above. The in-
quiry would be set up as a project sponsored by the Institute
for Advanced Study, % be cerried out disinterestedly in co-
oparation with 211 of the agencies and interests affectsd, and
to be financed in part by the Rockefeller Foundation and in
part by the official agencles involved. While tne Inatitute
would be sponsor and assume leadership, little of the actual
investigation would te carried on here. The Institute would rop-
resent rather » center of intellectunl stimulus. Specific pro-
blems to be investigatad would be proposed here, their exact
formulation agreed upon here after full comsultation with
scholars and experts from outside, and the remults of the in-
vegtigations ss they were carried on would be subjected te
constant evaluation and advice from the Inst{tute which would
act as the rallying point for disinterested and competent
scientific opinion.

To make this suggested procedure effective womld require a
formal requsst for the occoperation of the offiscial agencies
involved, and a formal request to the Rockefeller Foundation
for supplementary fimancing to emable us to bring inte the
projoct experts and interested parties from outside the offi-
cial agencies and the staff of the Institute. The prejecst, I
think, should have a general ocommittes on which experts in
the official agencies, the Social Science Researech Council,
outstanding scholars from ether universities, and other par-
ties of interest were represented.
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- Further gspecifiec steps in procedurs cannot, of courss, Ye formlated &
the present time. As I see it, the project should not he oconcelved 23 a
specifiec inquiry to be published soms time later in the form of 2 shelf of
volumes, Fudlication of scientific results obtained will, of course, te
required, _but the method followed should be that of continuous and sesrching
inquiry. At all steps in the process svery sffort should be made to engage
the interest and obtain the criticsi help snd advice of scholars throughout
the field so that the ingquiry itself would constitute an educationsl process
in advanced scholarship, and the results would represent a rezl focus of com-
pstent and informed opiniom.

In driving toward this soal the Institute would, I Yelieve, hecome the
natural center for adwnoced wrk in finanes througshout the country. In the
prodess of carrying eut the imguiry, which wold $ake at the leact five years,
2ll of the leading schelars in finance, both here snd sbroad, would hmu“‘i:m
in contact with the Institute, most wonld have taken extended part in the
formulation of problems here and the evaluation of resulta, and meny would
have Been engaged in wrking en specific rhnses of srecific investimtions.
In addition, younrger mem at the post doctoral lavel who would be used as
assistants throughout, wuld be afforded an unrivalled onportunity for advanced

training in finance.
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Mar 31, 1936

Dear Professor Taussig?

Attached 1s the review for wiich you havo waited so
matiently. 1 mm truly sorry for the delay and feel that
on any objective basis of Julrwent it was inexousable,
Parscnnlly, however, I found myself in a situation =hich
was distinctly unecomfortable, for I roalized that these
wolumes fniled utterly to provoke in me anything of vare
ticular significance to say. As you will see, I have
Tinally m~de a sort of solution of the nrchlem by build-
ing the review around that »oint.

Pleage forgive ma,

Sincersly rycurs,

Hnfield W, Rieflor

Prefeszgor F. Y. Taussig

The {uarterly Jlournal of Teonomics
Harvard University

Carbridre, Massachusatts
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THE DILEMMA OF CENTRAL BANKING

Clark, Lawrence E. - Central Banking Under the Yeflernl Reserve System
The MacMillan Company, 437 pp, $5.00

Gregory, 7. B. ~ The Gold Standard and Its Future, (Third Edition)
E. P, Dutton & Co., Inec., 185 pp, $1.50

Gayer, Arthur D, - ota 1 d Econo Stabilizatio
The MacMillan Company, 288 0, 837% net

EB'tz‘y. Ro Go - ‘n
Longmans, Green & Company, 4G4 pp, 18/ net

Durdin, E, ¥, M. - The of Credit Po
Chepman & Hall, Ltd., 2067 pp, le 64 net
0w

Here are five volumes dealing with problems of money and of central
banking, all written during the “Great Depression®. Inevitably, therefore,
they are dominated by the complicatidnl of that period which witnessed at
one tims or another the collapse of nearly all of the financial arrange-
ments in terms of which banking theorists have been tmained to think.
These volumes have not been selected as the five most significant mono-
Braphs dealing with the crisis, nor as five studies directed toward any
varticular aspect of the collapse; they have not, in fact, been selected
at all, They comprise, rather, a typical reviewer's package of recent
publications, all by suthors of a high lsvel of competence, including two
of the most distinguished schokrs in the field. As such, they present a
pecullarly baffling problem to the reviewer, for, after one has stated
(a) that they are all concerned with central banking and (b) that they

have all obviously dbeen stirmlated by the repercussions of the financial
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collapse, one has very nearly stated all that is common to them. Taken
as a whole, they give little sense of dealing with a common range of pro-
blema; they neithsr agree nor supplement each other,nor, on the contrary,
do they clash directly. There is absent even the negative virtus of con-
troversy, a clean-cut diversgence of analysis leading to a clearer delines-
tion of the prodlem,

In view of these circumstances, some analysis of these volumes from
the point of wview of thelr diversity, some discussion of the considera~
tions which may have compelled these authors to take the differing direo-
tions which they do, may furnish the best common gtound from which to ap-
praise their work. In a sense, this is the most important as well as the
most available point of departure for the critic, for lack of agreement
anong experts on the subject of central banking has gone far beyond the
bounds of desirable and stimulating intellsctual controversy. It approaches
an intellectual scandal with shocking effeets of the gravest import upon
the formulation of pudblic policles.

How, what has been injected intc the field of monetary problems, what
has heen omitted to throw the several contributions cut of focus with each
other?! Why 1s it that a group of qualified and gifted students, each working
to explain a definite segment of a general problem, emerge, not with a mosaic
in which their separate contridbutions serve to delineate the problem as a
whole, but mther with a series of more or less isolated fragments, eamch

of which possesses validity within its own logic and in terms of its own

premises, but which, taken together, zive no sense of logical or cohereat
treatment and seem to increase rather than diminish the current state of

confusion in this impoartant area of human knowledge! To arrive at some
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sense of the complexities of this problem, let us take these five contri-
butions individusl ly, as samples of current work on central banking, and
attempt to state the point of view or background from which the analysis

in each case proceeds.

I. Mr. T. E. Gregory in his latest sdition of "Ths Gold Standard
and ite Future" again takes up the prodblem raised by the abandonment of
the international gold standard snd marshals the evidence to demonstrate
the necessity for its early reconstiruction. Within the limits of its
covers, this wvolume is at the same time more inviting, compelling and
convinecing than any other of these ‘ﬂve works. Inviting bacauge it
charts a course of future action in terms of an eccnomic and monetary
analysis which we are all equipped tc understand, ths analysis, in fact,
with which we have all been indoctrinated; compelling because the author
has at his command the logic of international trade and of the interna-
tional gold standard, a logic which has been pergocted for over a century
by some of the finest scholarship in the field of central banking; conw~
vinecing because Mr. Gregory himself anplies this analysis and this logic
to our current difficulties with the touch of the gifted expert, naver at
a loss for the argument or data needed to clinch a point. That it remains
convinecing only within i¢s covers, however, is amply illustrated, not only
hy the current contributions of other students, but alsc by the apathy
with which this wlole integrated series of concepts is now treated by lea-

ders in industry, finance and government, abroad as well as here.
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I1. Mr, Lawrence Clark in "Central Banking under the Federal Re-
serve Bysten” also writes from the background of orthodox banking theory.
He undertakes (1) to trace the growth of central banking functions within
the Federal reserve system during the first twenty years of its operations,
and (2) to classify these operations according to the extent to which they
ave exemplified or have diverged from the patterns of growth foreseen by
some of the chief banking experts who participat$d in the drafting of the
original legislation. A large body of material is assembled within this
restricted framework, but no real attempt is made to focus 1t either on
an evaluation of the performammce ¢f the rescrve gystem in terms of the
problems which 4t faced, or on an evaluation of the adequacy of the or\tho-

dox concepts in terms of which it was framed.

IIXI. Both of the writers so far described have chosen the more or-
thodox approach and both have concerned themselves diresctly with monetary
phenomena and their implimtions. Mr. R, G, Hawtry in *The Art of Central
Banking® also develops M s concepts largely in terms of the operations of
financial institutions, but he is really concerned with ths effects of
central bank operations upon the flow of income. Using his fine logicml
mind with the precision of a surgeon handling a scalpel, he dissects the
concept of a central bank as the bankers' bank, the lender of last resort
to the monsy market, and emerges with a new oconcept in which the central
bank 1s described solely in terms of its function as the lender of last
resort to the economic system as a whole., Undar the compulsion of this

concept, the myriad financial institutions of the marfket place become
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almost lay figures performing certain serviceable routine functions in
their own right, but important primarily as channels or canals hy which
the opemmtions of cemtral banks in pumping funds into or out of the mar-
ket at the center are directly reflected in an augmentation or diminution
in the purchases of final consumers at the periphery of the financial and
economic process. The central bank, accordingly, has onme and only ene
prime responsibility, namely to maintain a stable outlay by consumers;
all of its efforts should and mmust be directed toward thet end.

How, up to this point the concept is still in focus with or at least
cen he reconciled with accepted theories and practices of central banking,
A sharp édivergence arises, however, in ¥r, Hawtrey's vigorous corrollaries,
the most important of which he embodies in the phrase "the inherent in-
stability of credit®, Taking this characteristic of credit as established,
he necessarily evaluates central bank nolicy from a point of view which is
ecsentially opportunistic and concerned primarily with short-run phenomena.
Yor if credit is inherently unsitable and tends to gether momentum rapidly,
there is little place in the appliocation of central banking poliecy for the
inclusion of long-run considerations such as the maintenance 6f economic
or financial equilibrium. It is unnecessary in fact, if not improper, for
a central bank to consider the long-run implications of financial tenden-
cies toward dlsequilibrium until they have expressed themselves in a dis-
tortion of consumers outlay. This is the most importsnt and far reaching
lesson that emerges from his logic. If one accepts the analysis as com-

pletel Tic 1s forced %o conslude that the course of cantral bank policy
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should be charted primorily on the basis of day to day developments in ore
der that operations may be initisted promptly to counteract fluctuations
in oconsumers' ocutlay. It is not sufficient that these operations gshounld
have a tendenay to counteract such fluctuations. If the policy is to dbe
Justified, they must succeed, for only then can the inherent inestability
of credit be prevented from gnthering momentum. The whole problem of cen-
tra.l_banking rolicy is focussed, therefore, upon Auhort-.nm developments
alone; the central banker must maintain immediate equilibrium, and, proe-
vided that he is successful in doing 30, the financial prodblems with which
he othe rwise would he concerned are elther greatly mitigated or tend to
disappear. Of the ability of the central bank to counteract distortions
in the consumers' outlay, there can he no question in Mr. Hawtry's analy-
sis, for his major premise rests basically upon the assumption that the
central bank 4s always capable of exertins sufficient pressure to force

& contraction im the consumers! dutlay and llkewise is always in a pesi-
tion to flood oonsumers with sufficient excess balances t© force an in-
creass in their expenditures. Thus, the fleli of vidon of tha central
banker is narrowed to the current phenomena of the market place; and the
correct criteria by which he judges that market are the indexes of whole-
sale commodity prices and of unemployment.

Suech, in brigf, is the analysis, develcped with penetrating insizht
and skill. Unda#ithomver. central banking, after having been emanci-
pated from excessive devotion to reserve ratics and raised to an Art, is
reduced once more to & Trade, and the position of the central banker is

again made analogous, not to that of the navigator wvho lays out the course,
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but rather to that of the helmsman nﬁo steers it.

IV. F¥Whereas Mr. Hawtry devotes most of his effort to proving that the
significance of central banic operations lies in their repercussions wupon
the flow of income, Mr. E. ¥. K. Durbin in "The Problem of Credit Policy*
assumes this conclusion almost as a matter of course. His analysis is in
foocus with ¥r. Hawtry's, therefore, to the extent that it also centers
upon fluctuations and distortions in consumers! outlay. He labors under
no illusions, howaver, concerning the necessity, in a successful develop~
ment of policy, of maintaining equilibrium on a long-run basis as well as
in terms of the current scene. He is also aware that the policies rsguired
to achieve these two objectives simulianeously may involve serious conflict.
Devoted, in the first part, to an abstraoct anmlysis of the effects of the
injection of new money upon ths income stream, he comes t¢ the conclusion
that a credit policy directed toward the maintenance of a constant money
value of consumers' income per head would best meet the various require-
ments of economic equilibrium involved. The most interesting section of
this part of the analysis is that which discusses the possibilities of
disequilidrium through profit inflation which are inherent in the com-
modity price stabilization programs that were so widely advocated in the
nineteen-twenties.

The lattar half of this stimlating study is dsvoted to sugzestions
for the execution of the policles proposed, On the side of diagnosis,
rather heavy reliance is placed upon the efficacy of six new and interest-

ing statisticeal indexes which are proposed as guldes to credit volicy, a
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reliance that ia surprising in view of the fact that they are nurely
hypothetical and have never been constructed or tested for rsliability.
Three of these indexes would be oonstructed to measure fluctuations, res-
pectively, in the three major categories according to which Keynes has
classified deposits--consumers' balances, industrial acounts, and finan-
cial acecounts--while the other three would measure debits to these same
types of accounts. By interpreting divergent or convergent trends in
these six series simultaneously, Mr., Durbin believes it would be possible
to maintain a fairly accurate current diagnosis of the major economic
strains making for disequilibrium, Now, movemants of these indexes would
undoubtedly be interesting and might well be decisive in their revelations
under certain conditions. Their construction, moreover, presents no in-
superable statistioal problem. It is extremely dowbtful, however, whether
thﬁy could ever be made to function ag the main guides to credit policy.
The indexes of debits, for example, would be uncertain at best because of
the difficult nature of the delicate seasonal adjustment required and be-
cause of the inclusion of many fortultous and duplicating transactions.
They could probably never be read with sufficlent precision to indicate
shifts in deposits as between the different categories of accounts except
in the case 0f drastic movements where the nature of the pliempmena involved
would already be apparent from other data. None of the indexes, furthery
more, would register shifts within any of the six general categories,
shiftes which also might have important implimtions tc the maintemance of

equilibrium,
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Toward the close of his study, Mr. Durbin tackles the same Gordian
knot that is adsorbing the attention of so many economists in Great Brit-
ain, nanmely, how %o use credit poligy to achieve and maintain full amploy~
ment in a system of free enterprise operating under the limitation of rigid
costs. 3By the time he gets through he has not only abandoned the mainten~
ance of foreign exchange parities, and been forced to stretch to the full
the possibilities of orthodox central bank open market and discount opera-
tions; in addition, he finds it necessary to add several new weapons to
the arsenal of control: namely, varlations in the quality of bank asaets
and variations in the Treasury budget designed alternately 4o inject funds
into the market through borrowing and then to reabsorb them through super-

taxation.

Y. One can comprehend the serenity of Mr. Hawtry's general position
in the face of considerations such as are raised y Mr. Gregory, since
all his conclusions are based upon the assumption that consclious stabili-
zation of economic activity through central bank action is mot difficult
of achievemeni. The slant that Mr. Durbin takes is more interesting in
that he holds as tenaciously as Mr. Hawtry to the latter's goal despite
great scepticlsm with regard to the effectiveness of the means of agction
at hand and full realization that the situation is fraught with possi-
bllities of devastating collapse, if credit policy, in its execution,
misreads the current scene and sacrifices lonz-run economic equilibrium
at the altar of short-run prosperity. Deeply concerned as he obwiously

is with this dilemma, and aware of its implications, he does not, at this
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parting of the ways, direct his attention to the requirements necessary for
the reestablishment of international equilibrium under the gold standard,
but chooses instead to push further into the potentlalities of credit con-
trol. Something of the same cholce is made by Ur. Arthur Gayer in™one-
tary Polioy and Economic Stabiliszation®, In this excellent analysis of
recent monetary comiroversies, Mr. Gayer first stresses with sympathetic
insight the genuine valuss of the position which Mr. Gregory defends, but
notes the impediments which economic nationalism has raised to the adoption
of effactive policies directed toward these ends. He also examines in de-
tail the ¢laims of the alternate objectives of credit policy now under
discussion and indicates the logical difficuliles which, in their execu~
tion, they must de prepared to surmount. Baving come also, then, %o much
the s~me parting of the ways as that Just noted in the case of Mr. Durbin,
he presents a strong defense of the right of peoples, under conditions re-
cently prevailing in thie nationallistic world, to ametiorate their ocondi-
tion through the sdoption of national policles guch as the large scale
expansion of public works, even though guch policies involve the sacri~-
fice of institutions as important as the 5old standard. He is judicious
and adept throughout in handling the logical implications of the raging
monetary controversies with which he deals, and, in addition, supportis
and i{llustrates his judgments with a nice handling of the factual data,

espacially that covering the prosperity erlod of the nineteen twenties.

To summarize ths five suthors briefly: Messra, Gregory and Clark
pursue their analysis in the common and more familiar terminology of ac-

tual banking and credit operations. Messra. Hawtiry and Durbin, on the
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other hand, are concerned with the stabilization of economic activity,
and their interest in central dbanking is secondary, except as central banks
nay So made an instrument toward the achievement of this goal. MNr. Gayer,
finally, who is attracted by the valuss in all these differing points of
view and is aware of their varying implications, solves their implicit
contradictions for himself by defending the right and duty of economista
{» advocata, and of responsidle ¢fficlals to pursus, unorthodox volicies
in unusual times,

¥ow ths desire to expand the functions of money is not a new phenom-
enon in central banking history. There have always been henrd the volces
of distinguished scholars urging control of the issue of money in one form
or another for the purpose of affecting certain social ends that lie some-
what cutside of the immediate field of monetary phenomena. What is dis-
tinctive about the current acene is that this purpose has finally become
part of the frame of reference of most scholars in the subject. Not only
mas$ they take it into account, a majority, at least, now feel that they
must pursue it, When their analysis shows that any particular line of
roliqr directed toward stabilization leads into difficulties or reaches
a complete impasse, they no longer drvp the goal as wmattainable, but are
forced by an inner necessity to invent new approaches to the problem. In
short, students in the field of central banking have hecome sensitive to
the demand thnt the central banks should expand their responsibilities to

include the stabilization of economic onnditions.
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Ag n regult, they now analyze the behavior of central barnks from
various points of view and criticize their actions, not against a single
background of defined and accepted responsibilitios and duties, but from
the several points of attack that economists are exploring in their ef~-
forts to find a clue toward a more stable sconomic ordsr. As a further
result, they Jjudge the same centrmml bank action to be either meritorious
or pernicious according to the particular line of reasoning which each
is pursuing at any particular time, A specific 1llustration is afforded
Yy the division of competent expertis on the wisdom of the Fsderal Reserve
Systam’s celebratsd decision to ease the money market in 1927‘}'.5'3 BEawtry,
for example, cites that decision as an exemplification of omtral bank
policy at ite 'but._}; IR.J.nr!'.vin does not comment upon it specifically, but
the logic of his approach lends strong support to the view of those who
have criticized it on the ground that 1t ran directly against the require-
ments of long-run equilibrium. Now, the aexperience of 1927 is sufficiently
recent to remain vivid and at the same time sufficisntly remote to permit
a full observation of ths consequences of that action. It fell in a period,
furthesrmore, characterized by the collection and organization of basic
sconomic data on a scale never hitherto availsble. 7The fact that after
nine yearg 1t can still be the smubject of sharp division among experts,
even amongz axper ts who are agreed that central banks can and should sta~
bilize business activity, throws into high relief the inndequate nature
of presant attacks on that probles.

In answer to ths first of our two questions, then, "¥Yhat has been in-
Jmoted into the field of monetary problems to throw the ssvernl contribu~

tioms out of focus with each otherl®, we may at least say (1) that the
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desire to use central hanks as a medium for economic stabilization has
continued to gather momentum, and {2) that the analytical foundations re-
quiszite for the translation of this desire intc practice are still far
from secure. In addition, howaever, a certain shift of emphasis has taken
place which complicates the problem, a shift that ie more difficult to
define bacanse the authors themselves & not appear to be fully consclous
of its implications. Until fairly recently the possibility of using cen-
tral bank action as s merne towrd stabilization was regarded primarily
as an addition to the other and older responsibilities of ceniral bankers,
and not as a redefinition of those duties, It was 2till accepted, for
example, that maintenance of the currency and of liquidity in the money
market was 2 primary function of central banks, the requiremente of which
precaded in importance their responsibilities for more general economic
stabilization. It was, also, rather genemlly assumed that the most that
could be aaked of ceniral banks was that they use their great powers as
an influsnge toward economic stabilization, not that they be responsidble
for its achlevement. In much of the current writing on central banking,
however, the powers snd activities of central banks are treated primarily
a8 immedinte ingtruments of general stabilization, while their othor res-
ponsibilities tend t be relegated to a subordinate position.

This shift in emphasis supplies an amswer to our second question,
“What omissions are responsible for the lack of focus in these works?®,
Traditionally, students of monetary phenomena have been concerned prie
marily with the requiremente of financial stability and financial equil-

ibrium. They have assumed, moreover, almost as a matter of course, that
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a correct appraisal of these requirements constituted in itself a contri-
bution toward economic welfmrs, In these five works taken as a whole,
however, the implications of ths recent financial collapse recsive rela-
tively little consideration. Taken YLy itself, the collapse is either
neglected, or tends to be treated as & bhy-product of economic instability,
and almost no attention is accorded to the lessons which the experience
might be expected to contrilbute to ocur knowledge of financial organiza-
tion.

Fow, without financial stability and financial equilibrium there can
be no economic stability or economic equilibrium. Ve have, moreover, in
the exparisnce of the last fifteen years, a rish body of laboratory ma-
terial capable of being used to tewt sur theories and especially adaptz=d.io 2

with regard to

te;stm*r the adequacy of our concepts _J the dasic requirements of a fune-
tioning finaneial mechanism. It must De used, howsver, as a basgis for a
real testing, for a real evaluation of their relative merits, and not as
a boldy of material in wiich one can find abundant {llustrations to support
almost any point of view. ¥he fallure to recognize this opportunity and
to work this rich mine of experience has had the effect, consequently, of
omitting from the picture the vary phenomena with which stulents of mone-
tary problems are most intimately concerned. It has also left relatively
untouched the one field of activity which holds the grekto:t premise of
bringing foous and unity into their work.

For the deplorable conditi on of our financial machinery and the

of the svecifjic measures requisite
inadequagy of our imowledge /[ for its improvement constitute: a challenge
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to economists throughout the field of monetary prodlems. There is no
school of thought in the entire ronge of current controversy thini Goes
not require as a foundation for the supcretructure of its logic the ex-
istence of s functioning financial mechanism capable of swviving the
strains it may reasonably be expected to experience. Thrt mechanism
does not exist today, nor haeg it existed during any of the periods with
whic¢h current work in central banking is primarily concerned. The perti-
nent fact of this perlod is not that costs were too rigid, or that the
parities chosen for currency stabilization were out of line, or that
speculation existed, or that economic nationalism was rampant. These,
together with many other fundamental maladjustments, were all factors in
the situnstion and comtributed their gquota to the experience as a wholse,.
They 4o not account, however, for the appalling depth to which the de-
pression ran. The rate at which the eccnomic mechanism functioned for
long periods durinz the twentles ylelded abundant evidence that its
capacity was sufficient to withstand strains such =s these, uneconomic
though they were. The sutstanding fact of this depression is that qure
ing its course there occurrad the collapse at many key points of the fi-
nancial machinery of the world by mezns of which trrnde is sustained be-
tween countries, income 1s translated into consumption, and savings are
translated into jobs, The economic distortions that are uppermost in
our experience today and the utter stagnation of activity by which they
were accompanied, were inextricably bound up with that collapse. In no

sense can they be considered as iszolated phenomena, existing independently
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of their finencial counterpart. It is idle, moreover, to treat the fi-
nancial collapse passively as the result to be expected inevitably to
follow from the strains present in the economic situation. Of course,
it was "caused" Ly them in the sense that it occcurred under conditions
of pressure, and, of course, it was accentuated by the ensuing reper-
cussions. The point is that a financial mechanism capable of performing
its function in modern economic aociety must be oapable of withstanding
adverse economic conditions, oondl tions much more severe than those
vhich were present as early in the depression as 1930 when the finan.
cial structure first began to crumble. The appearance of hoarding as a
significant factor in the Amevican economic situation, for exammple,
dates not from 1932 and 1933 when the depression had reached such depth
that dank insolvencies were to be expected, but from the autumn of 1930,
In that year also the inability of the mechanism of our capital markets
to maintain the flow of investment became spparent, while in the inter-
national field serious doubts began to arise with respect to the strength
of the gold exchange standard. Now it is true that the world was in ths
midst of a depression in 1930, and tmt it was the decline in activity
from the levels of 1928 and 1929 which exposed these weaknesses in the
financial structure. The actual level of economic activity, however,
waes still fairly high, and the depression had not progressed anywhere
near a point that would Justify najor cracks in the pillars of an ade~

quate financial structure.
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Meanwhile
1 /in the absence both of fundamental reorganization of the finaneisl

siructure and of an acceptable aynthesis of current theories on the re-
lation of cemtral bank opsra tions to economlc stability, our central
banks ers impaled on the horns of a dilemma. ZPor the public has accepted
as a fact the thesis promulgated by economistis, not only thnt central
banks should, tut also that they kmow how to stabllize business nctivity,
and the quality of their performance will be Judged in accordance with
these standards. This is a type of responsibility that cannot be arzued
away, no matter how relevant the considerations adduced, and the officers
of central banks in the future, to a much greater extent even than in

the pagt, will be bound %o make their decisions in the light of that

responsidility,

-
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Bty -
Mr. Re Ge Ha%(rey/ e
London, England
W
Dear Mr., Hautrey:

During the past week I have been reading with rather more than ordinary
care "The Art of Central Banking", partly, I must confess, as the result of a
request from Professor F. W. Taussig that I prepare a broad article covering recent
literature in the field of money and banking. In the course of this experience, I
have become dissatisfied, more acutely than before, with the general published
article or review as an aid to the meeting of minds in our field. The guestions
raised in my mind by your article "Speculation in Wall Streetj particularly;are
of the kind which simply cannot be dealt with fairly, objectively, zg;‘adequately
within the scope of an article or review. I am twrning, consequently, to the
informality of direct correspondence to put myself in touch with your thought.

I was on the staff of the Federal Reserve Board in Washington during
the years covered by that article, with the responsibility of preparing a continu-
ing series of analyses of the current situation. The experience remains, in
consequence, particularly vivid in my mind, and as I pass from paragraph to
paragraph of your article I find myself frequently quickening with pleasure as you
analyze some difficult point with just the instruments that seem to me correct and
with the distribution of emphasis that corresponds with my own understanding of
the period. At other points, when your reading of the situation differs from the
one I had at the time, I ocannot help wondering whether you had the seme facts in
mind as I, and whether we can, in the light of subsequent events, now paint a
clearer picture of the whole experience.

As a specific case in point, you have in the background of your mind,

I feel, a general appraisal of the year 1929 as one in which the industrial situa=-

tion was fairly sound or at least not so unbalanced as to be a cause for special

apprehension apart from the stock market and the oredit situation. In this position,
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I am sure, you are in substantial agreement with the great majority of competent
American observers at that time. Now, it happens that my own feeling about the
situation was quite different. I had a host of apprehensions, especially over
the building situation, the foreign situation, and the extent to which the
relatively high rate of business activity reflected an unstable equilibrium én
which a high rate of cohsupption was based on the utilization of income arising
out of kxkm stock market profits.

I cammot possibly go into detail in this letter to indicate the wide
range of factual background upon which this judgment was based any more than you
could indicate, within the scope of your artiele, the background upon which you
arrived at your judgment concerning the total industrial situation in the United
States in 1929. I would like to go into considerable detall, however, in the case

/ﬂ4“ L{mvi«/ua/x
of the autamobile induspry. I choose this industry fart%? hecause I
S

//(/i YT I ./é-u.\, a/'? e o A Ay b )‘/’d, 9/{3 TR /'FW/' a2 1,,,{ /w e
e, ~p&rtly besause of its basio

importance in expressing the tempo of Americen business, and partiy-because it is
g Ot WAJ»J

the one really major industry in which we have builté—wp-a fairly wide coverage of
factses If you have the time and the inelination to do so, I would appreciate a
word from you on your reading of the situation in this industry in 1929, not as
you saw it then or as you saw it when you wrote your article, but as you see it
now in the light of all the available data, both that which I shall cover in this
letter and that which I may have missed or neglected.

Specifically, your article notes that the main decline in industrial
production in 1929 prior to the stock market breaek was concentrated in the building
and motor industries. Although I have not looked into this phase of the subject
recently, I am inclined to agree on this point, having written something to the

same effect in, I believe, the review of the month of the Federal Reserve Bulletin

for Wovember 1929. In a different section of the article, however, you make the
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parallel point that the stock market broke in the autumn of 1929 because the
preceding period of high money rates had impaired the prosperity which had given
rise to development of an excessive amount of speculation in common stocks. The
article is not explicit, however, on the relation of the motor industry to these
movements and permits the inference that the decline in motor car production
during the summer of 1929 reflected a decline in consumer purchases of motor cars
due to a restriction of consumer incomes, caused by the existence of high money
rates, It is to ascertain whether you had this particular inference in the back
of your mind or not that gives occasion to this letter. If you did, I would
appreciate your drawing of the situation as you'éggtit.

I have arranged the relevent date on the motor industry in the
accompanying table and charts to show, first, the total volume of activity in this
industry in 1929, and, second, the distribution of this activity as between the
various months of the year. The data seems to indicate:

A. That total new motor car purchases by domestic consumers in 1929
as a whole, including the low fourth quarter after the collepse in Wall Street,
averaged very large, __ per cent in excess of 1928 and per cent
in excess of the annual average during the period 1923-1928, when total new
asutomobile purchases by consumers were making a sort of plateau, indicating that
the industry was approaching a saturation point. We do not have the data to split
exports of American motor cars, so as to indicate the month to month rate of pur-
chasing by foreign consumers as distinguished from exports to build up tﬁe inventories
of foreign dealers. The aggregate of motor exports in 1929, however, was also very

large, per cent in excess of 1928 and per cent in excess

of the average for the years 1923-1928,
Be That the sharp decline in sales of automobiles to consumers in 1929

took place in the month of rather than the month of .

This would seem to indicate that this drop reflected the drastic cocllapse in stock
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market prices rather then a pressure on consumers' incomes arising out of credit
restriction.
Ce That production of motor cars in 1929 expanded by an even greater

margin than sales to consumers, for the year as a whole, by _ per cent

as compared with 1928 and per cent as compared with the average of

1923-1928., This increase, which was reflected in an expansion of dealers’
inventories, was particularly marked during the first six months of the year, when

production exceeded the corresponding months of 1928 by per cent, and

of the years 1923-~1928 by per cent.

D. That in consequence of these facts the sharp decline in automobiles
between July and October 1929 reflected primarily an excessive rate of output during
the first half of the year rather than a decrease in consumers'! demand, which in
fact continued at the highest levels in the history of the industry.

The life history of the situation, of course is only partly revealed
in this summary. To paint the picture correctly requires a host of impressions,
largely of & qualitative rather than a quantitive character. In so far as I have
been able to gather them, however, these additional details do not seriously qualify
the main outline of the picture indicated above. The three following examples,
which come to my mind as I write, will indicate what I mean.

I. In the surmer of 1929 we heard rumors that motor manufacturers had
seriously over-sold their foreign representatives and that no new orders were being
placed from abroade It may be that a drop in consumer purchases sbroad, reflecting
the first stages of the coming depression, played its part in this deecline. Inasmuch
as actual shipments abroad, however - presumably on old orders - continued at a
high rate during the summer of 1929, I do not see how this development can be used
to explain the decline in motor output in this country at that time, whatever its

implications mey have been with regard to future activity. Taking a different
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approach, it might be argued that the effect of this decline in the export market
upon prospective activity and profits was an important factor in the profit
outlook for the industry and might presumably account in part for the subsequent
drop in the prices of motor equities. If it had been such a factor, however, I
would have expected it to work out in the unleading of stock equities by insiders
during the summer of 1929, whereas one very importent distinguishing feature of
the 1929 market collapse, so far as I can judge, was the fact that insiders were
not, in the main, aware of the impending turn and had not unloaded their holdings
upon the public. 8o far as I can judge, therefore, the drop in the foreign market
for motors, although a fact of primary importance in the real outlook, did not bulk
large in 1929, either in the decline in actual motor output during the summer or
in the special market position of motor equities preceding the stock market break.
IT. There were also certain peculiarities in the internal sales
position of the industry which must be considered before anadequate picture of the
whole situation can be developed. Among these, the prevalence of installment selling
has probably attracted most attention. The attached memorandum shows that a very

large proportion, namely per cent oftotal sales to domestic consumers

in 1929 were financed on an installment basis, as compared with per cent

in 1928 and per cent on the average for the years 1923-1928. This

does not seem to me to have been an unsettling factor prior to the stock market
break, however, but rather a factor which might be expected to accentuate a decrease
in consumer purchases during any subsequent period when business might decline.
Though it has received less attention, I have personally always
felt that the stock market itself constituted an important element in consumer
demand in 1928 and 1929, particularly for motors. It is impossible to measure
satisfactorily the extent to which the increese in consumers' purchases of motors

in 1929 reflected semi-luxury expenditures by consumers in command of non=-recurrent
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or unstable income dependent upon a continuwation of a boiling securities market.
The volume of purchases of cars by individusls in receipt of stock market profits,
howevef, was obviously large and was augmented to a certain extent by the purchases
of individuals, such as brokers, customers' men, stock salesmen, etc., whose income
depended indirectly upon the continuence of an extremely active market. Granting,
however, that the presence of this source of buying may have represented a serious
potential threat to a continuance of the exceptionally high rate of activity in

the motor industry, there was no reason whatever for this potential threat to be
translated into an actual decline in consumers' buying prior to the bresk in
security prices. It cannot, therefore, explain the decline in activity during the
third quarter of the year.

III. The financial losses experienced by automobile dealers in a year
of exceptionally active sales certainly seems at first glance to point in the
opposite direction. As 1929 drew to a close it became increasingly apparent that
the industry was faced with a seriously impaired position on the part of automobile
dealers. Not only were dealers burdened with an over-large inventory of new cars;
in addition, it appeared that their inventories of used cars taken in partial
exchange for new cars had been allowed to accumulate at an alarming rate. Finally,
it was ascertained that dealers' earnings were also seriously impaired because, in
their attempt to market their quotas of new cars, they had resorted to a concealed
form of price cutting through the device of allowing excessive valuations on used
cars acquired as trade-ins. Considered alone, this type of marketing difficulty
would seem to point towards an interpretation of 1929 as a year in which consumer
purchasing power was impaired, due possibly to credit stringency. When the develop-
vment is considered in the light of all of the facts in the situation, however,
especially with reference to the fact that actual consumer demand reached new high
levels prior to the stock market break, this interpretation appears to me to lose

forcee.
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My own final interpretation of the whole series of developments,
consequently, would be something as follows:

1. Consumer demand for cars prior to the stock market break in 1529,
though based in part upon unstable factors, was large and showed a considerable
increase over what might normally have been expected in an ordinary year.

2. Large as it was, however, it was seriously over=-estimated both by
the more important motor producers and by their dealers, with the consequence that
dealers' inventories reached abnormal proportions by the middle of the year.

3¢ In their effort to sdjust the situation, dealers resorted to con=-
cealed price cutting in the form of increased trade allowances for used cars, while
manufacturers cut production schedules heavily beginning in July.

4. This reduction in motor output constituted arn importent factor in
the general decline in industrial production during the third quarter of the year
preceding the stock market break, and to the extent that this decline was reflected
in unemployment and & cut in consumers' incomespresumably had some effect upon the
market for automobiles = probably more on the market for used cars than new carse.

5. New car sales remained high until September, sustained (a) by the
relatively high, though falling, rate of general business activity, (b) by the
widespread use of installment selling, (c) by the continued release of funds to
consumers through stock market activities, and (d) by the highly favorable allow-
ances available on used cars.

6. These developments checked for the time the increase in dealers!
inventories of new cars but did not correct their inventory position with respect
to used cars, which continued to acecunulate.

7. During the last quarter of the year following the stock market
collapse, both the increase in unemployment and the drastic absorption of consumers!

balances in response to margin calls from security brokers were reflected in a
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a sharp decline in motor sales, with the result that dealers' inventories, both
of new and used cars, remained seriously high despite an inereasingly rapid
curtailment in the output of new cars.

8. During 1530, consumers! purchases of new cars were sharply lower
than in 1929, reflecting the deepening business depression and unemployment as well
as the absence of special support derived from stock exchange activities which had
characterized the first three gquarters of the preceding year. As compared with
years prior to 1929, however, consumers' demand made a somewhat more favorable
showing » being per cent of 1928 and __ per cent of the
average during the years 1923-1928.

9. This showing, though somewhat more favorable than the comparison
with 1929, did not contribute a corresponding degree of support to basic industrial
activity, however, due to the fact that per cent of these sales were
not supplied out of new production but instead from inventories accumulated by
dealers in 1929.

I realize that this analysis is long and may possibly bore you beyond
measure. I hope that it does not, that it may possibly add at places to the back-
ground of your analysis, and that you will welcome it for that reason. Personally,
I have become acutely conscious in recent years of the necessity for a more informed
and continuous exchange of impressions between the scattered handfuls of students
who are seriously engaged in the art of interpreting current phenomena from the
point of view of central banking theory. Now that I em free from official irhibitions,
it is my purpose to try to establish some of those contacts through correspondence
such as this. Please don't feel obliged to reply or consider this letter at all
unless you like the underteking and unless the spirit in which it is offered is
welcome to you and impels a response. If you do care to exchange your thoughts
informally I will be glad to undertake to uphold my end of the correspondence.

Sincerely,
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MEDIUM TEEM CREDIT

IN THE UNITED STATES

The ndequacy or inadequacy of existing financial arrangements for meet«~
ing the medium tarm credit needs of large industrial borrowers has naver
arisen in the United States in acute form. These borrowers are sufficiently
important to have a-cess to the large orivate banking housges, to the open
security markets, and to the large commercial banks in the financial centers.
They are in a position, therefore, to finance their medium term credif neels
elither on direct loans from the large private banks or the larze commercial
banks, or by selling notes in the carital market, (orovided the issue {8 of
sufficient size t2 justify the expense of underwriting). As such firms also
frequently maintain regular bankinz connections with a considerable number
of the larger banks in the smaller finanecial centers, thev ars also in a
position to shift short term loans from bank tn Y ~nk and thus meet their
medium term credit needs without =ny individual commitmenty running longer
than the customary credit term. T¥xcent for neriods of senuine crodit strine
gengy, therefore, or periods when the éapital markets have been relatively
closed to new financing, these larger industrial borrowers have not been
particularly conscicus of a need for more adequate facilities for the finan-
cing of medium term credit needs.

The farmer and smaller industrisl entrepreneur, on the other hand, are
not in a position to use the open capital msrket and have historicslly relied
mainly on their local unit bank for financing of their medium term credit
needs, the loan sometimes being secured by a short term mortgage on their
real property acsets, (a demand mortgnge or a mortgage running for 1, 3, or

5 years), and sometimes taking the form of a short term promiscry note {90
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days to 6 months). These notes wers froquently unsecured, but it was not un-
usual in the case of small incorporated industrial concerns for securities of
the firm to be hypothecated as collateral. Frequently the notes also were se-
cured by the versonal endorsement of local individuals of wealth who were per-
sonnlly interosted in the borrowing enternrise. Although the term of these
notes was shoft -= 90 days to 6 months -= it was the expectation of both borrower
snd lender that they would be renewsed on maturity.

These a.r:r"nngements left much to be desired from the point of view of sound
eredit procedures, but, during periods characterized by relative economic secur-
1%y, they d1d have the effect of providing an efficlent and flexible mechanism
for intermediste or medium term credit advances té borrowers of moderate means.
The local unit bark was thoroughly integrated in the life of its conmmity bdoth
as to management and ownei-ahip. and the cpr-,eratiom; of potentinl borrowers for
intermedinte ter: credit were intimttely knom to the directorate, which ia
fact was freqguently directly interosted in the ventures beins financed. Assume
ing honest menagement, the local unit bank, therefore, was uniquoly situnted
to pass judgment on the lepitimate medium term credit needs of these types of
borrowers.

The glaring insdequacy of these proceduree became equally apwrent with the
advent of the serious credit strains which have accompanied recent devressions.
The most publicized defect, of course, was the appearance, in a faii-ly large
number of cases, of situations where the local bank was weakened by over-ex-
tensions of credit to borrowers directly or indirectly affiliated with the
management of the“ihank. Euminéung these situations, the almost complete ab-

sencs of liquidity in medium term creditsof this type proved to be highly
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embarrassing elements in bank portfolios during periods of drain. After banks
subject to drains through the clearings had exhausted their liquid open mare
ket;”;.esets. they found their medium term local loans completely unsuited either
for hypothecation or realization. From the point of view of hypothecation they
found that potentiasl ocutside lenders, unfamiliar with local conditions, ware
usually unable to form any considered judgment on the worth of l'ocal loans to
local concerns, the value of which dependedneither on the ability of the concern
to finnnce payrolls and purchase mnterials to meet orders on hand, nor on the
orderly liquid-tion of stocks of merchandise, but rather on such intangible faoe
tors as potential oprortunities for expansion, management, and the ability of
that ganagement to adjust to changing future conditions. #hen hynothecated,
therefore, aven the batter of these lc;ans were marked dqown ai extremely heavy
discounts. It was aqually found that realization on these loans, in times of
crisis, was difficult 4if not impossible, Their value, irrespective of whether
they were secured or nsecued, mested essentially upon the operations of the
borrowers as going concerns. / In case attempt was made to tnke nossession and
to renlize on the sacurity, they were found to have little im:aediate value. In
the cases of form rortgases this was due to the general asricultural depression;
in the case of mortgages upon small industrial properties, becnura of the special
purpnse value of tﬁe physical assets underlying the mortgage: and in the case
of pledged securities, because these securities, representing atocl{'in small
local concearns, were essentially unmarietable.

The attempt téz realize on small industrial medium term loans, moreover,
had other repercussions which, though less publicized, exerted strong ten-
dencies toward écoentuating the depression. Although essentially medium term
loanl." contracted to ﬁmoo medium term operationi. they were written, as
noted above, in the form of short term loans with the expectation on the part
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of ;oth borrower and lender that they would be renewed at maturity. Dnriac
periods of stability this practice appears to have operated in the direction of
conservative/éinanco. in that the lending dank, though @ected to renew the
loan, was not legally odlizated to do 30 and was in & position in consequence

to exert continued pressurs on the borrower in the interest of conservative fi-
nancial 'OPeraticns. During the crisis, on the other hand, this practice proved
definitely celeteriocus. Banks in straitened circumstances and particularly
closed baniks in the hands of receivers, were reluctant to .renew trese loans aml_
drought heavy pressure to bear looking toward their repsyment as they fell legally
dus. The result was that small entrepreneurial borrowers found themselves pressed
for repayment of commitments long before the industrial onerations, which hed
originally constituted the occasion for borrowing, were matured, They were
foroced, in consecuence, to make heavy sacrifices at a most inopportune time, a
phenomenon which has had persi__stant after offects in a dampening of the spirit

of enterprise and an accentustion of the tendency toward the maintemance of an '
exceptionally high degree of 1iquidity among industrial firms.

'?he-e phenomena constitute the background for the nroblem of medium térm
credii facilitios for agricultural and small entrepreneurial borrowers as it
appears in the Umﬁéd Btates today. The problem, itself, first became acute
in the eass of wr&cultnral borrowers during the agrimzltuml cﬁsis of 1920~
192%. At that tima tho sudden collspse of prices for farm products, coming

2t a time when farmern as a group were heavily overextended, resulted in a

wave of fallures: maong small unit banks in predoninant]y egricult.m-al com~

munities, Lax 'stan ards in extending credits and ovomhartoring of banks, fre-

quently on insuffi ient eapi-f-nl-, consti tuted the major factors in this collapse,
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but as the debris was c¢leared away three things decame gppm. one, that agri#-
cultural producers gould make relatively little use of genuine short term loans,
-~ their production eycle was longer than industry and required cbrreapondingiy
lemgu;/ loan commitments; two, that much of the short term paver in banks speo-
1alizing in loans to agricultural producers was in reality intermediate credit
paper in that it wes expected as a matter of ooﬁrso"by both borrower and lender
that the loan would be renewed on maturity; and three, that failures were ex~
ceptionally high among those banks which specialized in these loans, Recogniw
tion of this situation led to the first organized attemnmt in this country te
meet directly the legitimate neads 5f sgricultural dborrowers for intermediate
credit in a formwich would not collapse during acrisis and leave both the
loeal unit bank and the borrowing farmer in an impossidily weakumed position,

In the plan aloded at that time, the banking laws were agended to pnami't'" banks
apeniy to make, and the Federal res=rvs banks to rediscount, agricultural paper
of longer than 90 days maturity. Provision was s1s0 made by the Federal govern~
ment for the organization of intermediate credit banks to serwe asricultural
borrowers, such vanks to hawe ‘access to the onen market for the sale of deben-
tures to obtain funds with which to finance their crerations. These measures
were ehacted into law in 1523.

Admirable as was the disgnosis of the problem facing both fargers and
unit banks located in agricultural communities at that time, the intsrmédiate
oredit banks provided for found 1ittle opportunity to function during the im-
mediately ensuing years. .'.t‘hiu‘ was dus largely to.-imltanom developments in
the fa.rﬁr mnortgage field which had the effect, temporarily, of diverting the

moet pressing needs for intermediate agricultural lcans into the mortgage market.
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Prior to the crisis of 1920-23, the Federal government had maje provision for
& more 2dequete system of long term agriwltural mortsagze credit through the
organisation of the Federal land banks and joint utodr/{and banks, but due to
certain impediments, largely legal in charaster, these institutions had not
besn in a nosition to function effectively until after the post-war erisis had
made its anrearance. At that time, however, they entered intc operation and
made avallable non-local funds for long-term asricultural morigzapge loans at
interest rates and on terms more favorable than had previously nrevailed. As
the same time, the larger insurance comveanies in search of nutlets for an ex-
panded volume of investment funds adonted the -oliqy of incrersing their farm
mortgage loans, Under the impetus of these forces farmers made little use of
the new system cf 1nteme<uate credit banks., They preferred, on the whole, %
consolidnte their debts into long term mortgnges contracted with non-loeal
lenders. As a result they were able to pay off their local banks out of nonw
local funds without recourse to the new intermedinte credit facilities.

3pecific requirements for azriculturasl medium term credit pliyed a smaller
part in the more recent crisis of 1930-34., That erisis was s0 severe and reduced
the net income of so gany farmers to negative figures that all forms of agricul-
tural credit provided by private lenders collapsed under the strain, The situa-
tion was so serious that it required direct intervention on the vart of the Pedord
government armed with direct access to the Federal oredit to restore an orderly
functioning to the market, As early as 1930, fallures were widespread among
banks located in agricultural regions and credit curtailment in force in many.
banks which remeined open. By 1931, all types of institutions ealing with farm
nortoeges were hgving difficulty and new mortgage money was 4ifficult to obtain.
Under these circumstances, the ksdéral government through the Farm Board, the
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Parm Loan Board, and the Reconstruction Finanoce Corporntion at first organised
a variety of emergency institutions to alleviate different types of agricultural
oredit stringency, and later, in 1933, organized the Farm Credit Administration
to make a fundamental attack upon the whole problem of agricultural credit.

This organization backed by direct access to Federal funds took direction over
all of the different federally sponsored institutions dealing with agricultural
oredit and reorzanized them into a coordinated system of agricultural lending
{nstitutions capable of meeting all types of needs for agricultural loans.

Since 1933, therefore, the problem of medium term loans in the United
States has narrowed down largely to loans for small industrial entreprensurs.
Coincident with the financial and ‘ndustrial crisis of 1930-34, lo;:al banks, as
noted above, found thamselves embarrassed by their possession of such loans and
small industrial borrowers on their part found renewals of loans of this charae-
ter more difficult to negotiato'and new loans much more difficult to obtain.
SBince the crisie of 1933, hils situation has baen allevieted scmevhat by a return
on the part of many individual banks to their traditicnal lending practices with
respect t° credit demands originating in the medium term loan needs of small ine
dustrial borrowers., By and lﬁge. however, a2 vold has been creatsd in our fi-
naneial facilities which has not as yet been successfully filled. It has beem
srentod, first, because the more conservative local banking institutions, i.e.,
those which were most 1iquid during the crisis and were least involved in loans
of medium term character, have on the vhole showm by far the greater tendency
to survive, and eecond, dbeocause bankers in general are loathe to recommit them-
selves heavily in types of loans which brought them the greatest difficulties
during the crisis.

A further factor of consideradle mghi tude has also operated
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during recent years, namely, a breakdown in the whole netwerk of local financisl
relationghip upon which the successful advance of medium term funds to local entre-
preneurial borrowers was formerly based. The small local sntrepreneurial borrower
1s not likely to be in a position to meet readily objJective standards for medium
term lending. If he is to represent a good credit risk over a medium term period,
1t 48 prefernble that he should be expanding. If he 1s exnanding, hovever, he
is Hrobably short of capital, his equity in the enterprises is soms'ﬁﬁt extended,
and his tangible asmets are more likely than not to consist of snecial-purpese |
plant and equipment that would be of negligible value on an auction basis, The
resl basis of medium term credit in such cases rests on ths nersonal financial
strength of the Yackars of the enternhrise as 7ell ag on the lender's judgment
of its'potential possibilities and the quality of 4ts mnnpsement. Prior to the
crisis, when the bank wa: owned end orerated by the most subst=ntial citizens
of the community, 1% was more than likely that the bank would have among its
own stockholders fhe responsible\backers §f those local industrial enterprises
that were most in noqd of medium term credit for expansion. :To a certain ex-
tent, therafore, the ultimate cushion of risk bofh for the bank and the local
industrisl aﬂterprisos went back tn the aaﬁo group of leading local intarests.
During the crisis thie. oushion’o¥f risk became seriously impaired for bank
ltodkhbldera and df¢rectors in genern) were ¢ompellied by circumstances to draw
very héhvily‘on their pri#ate reasurces, first, to make good assessments on
their bank stock in desperate efforts tc maintain the solvency of their banks,
and later to make good on the double 1iability which st thet time was attached

. %0 holders of bank stocks. After the criiic.;therarbru. the losses whigh these

{ .
local interests had sustained as stockholders and responsible directors in the
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various local banks were frequently sufficiently lsrge to impair the value of
their ondorsemei\t on the notee of the local enterprises in which they were in-
terested. In other words, the ccmumnity of interest and of financial responsi-
bility that had nreviously given great strength to the local unitary banking
system that yrevailed in this country wms comsletely wrecked in many communities
by the banking crisis iteelf., As a result, the banking crisis in and of itself,
geriously impeired the financinl standing of trose groups in each local community
upon whoce credit the soundmess of local medium term industrial advances had
formerly been ba-ad, and laca’ anterarises that hxd once represented favorable
medium term credit risks were no longer in a position to qualify for such ad-
vances.

Several attampts have bheen mnde to narrow the void in oravieucly existing
or~8it facilitiea thus created. Lerge national manufscturing concerns, suveh as
the sutomobile commanies, have in s me cases orgonized themselves to make availe
able medium term credit facilities to théir local dealers, The installment fi-
nanoe commanies also, in some cases, h~ve entered the businaszs of financing
purchases of industrisl equivment on an imstnllment bazis. The moat ambitious
attempts to £111 the void, however, have been made by the Pederal zovernment. .
As early as 1932, the sppearance of credit stringency in various localities at
a time when the national money market was quite 1ijuid led the Federal reserve
tanks to seek and to obtain nermission to mnke commercial loans directly to ine
dustrial and commercial borrowsrs. They were able to conclude only a small
volume of these loans, however, since very few of the applicanta/ierl able to
meet the high standards for cmercial_%rndustrial advances that had been writteam

into the law. By 1934, 1t was becoming generally recognized that such credit
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stringenqy a§ existed was not due to the unavailability of credit for needs

that met aéknovledged credit stondards, but rather to the unwillingness of banks
to continus to make borderline loans. In that year:r, consequently, the law

was nmended to pei’mit.both the Federnl res>rve banks and the Reconstruction Fi-
nange Corporation to make industrial loans oﬁ quite lidernl terms as to maturity,
interast charges and collateral, provided that thay conformed to the test of
possessing full and adequate secﬁrity. Both ingtitutions recéived a relatively
large number of spplircations as a'rnshlt of these amendments to the law, bdut
again found only a relativaly smnll number that could meet the standards es-
tablished. Recently the Raconstruction Finance Cornoration has been able to

sake a somewhat larger volume of mdvances of this kind by =donting the defini-
tion that such advances need have only reasonable securtty.l/ Meanwhile, ssveral
attempts have been made to encourage the commerciél barks to relax thé more rigid
eredit ;rocedure which they had adonted as a rasult of the erisia. In 1235, the
badkihg laws were amended to vermit the Faders! reserve danks to rediscount, under °
certain conditions, all tyves of paoef presented by théir members ﬁrovided this
paper met the test of scundness. More regcently examination orocedures have been
revised to fiistinguish more sharply betwesn "slow" assets and "doubtful® assets
in the portfolios of banks. As a result a bank can now makXe a mediuvm térn credit
loan as such and still meet examination requirements and also be in a position

to rodiﬁcount this paper with its Federal reservs bani, provided always that

the paper qualifies with respect tOrassuranzés”forfits‘tltimate»repayﬁtnt;

1/ In 1935 and 1936 the Federal Housing Administration in its efforts to re-
store activity to the construction trades, undertook to insure lenders
against losses on installment loans contracted for the nurpose of modern-
izing real properties. Certaln categories of these loans, i.e., those made
avallable to commereial and industrial concerns for the modernization of
thétr. real property, met needs that might ordinarily have been classed as
medium e credit demands. ' "
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Al though it is too early fo gtate what the ultimate effects of these mea-
sures may be; 1t 1s my personal judgment that they have apvroached, but have
not yet reached, the core of the financial probdlem posed by demands for meldium
term credits. I do belisve, on the nther hand, that we are now in a position
to define much more definitely what we mean by the problem of medium term credits
and to state some, at least, 5f the requirerments which a solution of that »nro-
blem must meet, The main Ies'sons which we have learned from our experience can
Ye itemized as follows:

A. The term "medium term credit" is much too vague. It must be brokon
down by categories of borrovers and by types 61‘ finaneial 213 required. From
the poinf of view of eategories of borrowers, there ia likely to be nc problem
of medium term credit a2s such with reapect to large borrowers, If csuch borrow-
wrs have access to open capital markets where they can sell their securitiocs and
% large barking institutions for financing treir ordinary credit meeds, these
sources of funds taken together habitually afford sufficiently fleridle finan-
clal facilities to meet all needs for medium term credit as such., If large
potentinl bérrowerl do not have access to open capital markets or to large
banking institutions, they sre faced with a general problem »f lack of finane
clal facilities, of whi¢h the need for specific medium term credit facilities
would constitute only a minor part,

It 1s likewise confusing to deal with agricultural neods for medium term
oredit separately from general agricultural credit requirements. The daslc
conditions under whifeh agriculture’ fimoctions vary so basically from those
oharacteristic of commerce and industry, that they require a com-letely separate

approach with respect t~r s~wmd and adequate financial facilities. For example,

! -~
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institutions specializing in industrial lending, either on short term, medium
term, or long term, 4o not gain from that exparience winciom in the granting or
withholding of their respective types of credit to agricultural producers. In-
stitutions specializing in arriculturel eredit as such, or the other hand, are
much better situstéd to deal with all types of credit needed by agricultural
producers.

Finally, the phresa ';medium term credit" as customarily used does not refer
to the medium term cradit needs of individuals or consumers, though these needs
are wi;!.ely existent, e.g£., installment credit needs, and needs for oredit to re-
palr and modernize homes. The rral aresa govered by the genercl phrase mediua
term cr-dit, when this phrase is used to define a current nroblam, usually nar-
rows down to the provision of facilities for medium term financinz to small and
loeal industrial and commercial entrenrensurs,

B. These needs hove lonz existed and ﬁave Hal access to funds in the past.
They have not, however, been recognized ovenly nor huve they had access to0 souroces
of funds orcanized for the purpose of meeting the s;moiﬁc and peculiar require-

ments of medium term finsncing. Instead, these loans have been concealed in the

‘form of mortgege loans or in the foi'm of short term industrial and comzercial
loans. Such practices are dsfinitely deleterious from the point of view of
sgonomic stability, deleterious both to the lender and the borrover: to the
1ondor:'becauso loans of this charagter do »nnt confofm to the standarde of, nor
a.fford tha securi ty - expocted in, mortgage loans or short term commercial and
1nduntr1a1 lonns; to tho borrower because at times of economic prassure, when
in w case the haeards of uucconml man&geunt are high, thorn may be added

to these hazarda prelsure to repay outstanding financial debts at p time and n
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a period that bears no relation $0 the original purpose of the commitment. If
an advance of medium term credit to a small industrial dorrower is 'juitiﬁed. it
is justified by the fact that he proposes to use the funds productively in an
operation which will regquire a medium term period -- 2 years, 5 years, possibly
€ years -~ to justify its extension, 1.e., to liquify the original loan with
interest and with profit. There is ordinarily no time within that period when
the loan can be called without embarrassment t¢ the borrower nor without under-
zinirg the origiral coperation upon which the adwvance of the funds was Justified.
It 13' a matter of prime importanée. therefore, that when credits for medium
tem purposes are advanced, they should openly take the form of medium term
credits with terms for amortization or revayment conforming to the expected
liquidationof the operation which the funds vere originally advanced to finanoe.
By this means. the pértfolio of the lending institution is made to fmﬂ-ec't the
genuine character of the ascets upon which its solveney 1s baséd; and the
eccnomic system as 2 whole is protected against wholly unnecessary accentuation
of the strains that are inherent in the cycliecal fluctuations of duesiness nove-
ments.

C. There is a genuine economic and soclal justific:tion for creating
facilities to make medium term funds available to emall entreprenesurial appli-
cants. Current opinion is ungertailn and in a state of flux with respect to
many of the problems of large as compared with small industry. It ia weighing
the advantages of mass production against the growth of practices that appear
monopolistic; the advantages of highly specialized, centralized c-ntrols as
compared with the flexibdbility of decentralized operations; the effects on our
population of the growth of large, highly congested urban areas. It is signifi-
cant that in the heat of this dedate there is no important body of opinion that
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advocates the dissolution of small ﬁdustrios. It is generally recognized,
rather, that the continuad existence of a fair proportion of emall industrial
organizations is necessary to the economic health of a free economw. There

are, for example, distinct social advantages in maintaining open the spirit of
individualism and enterprise that afo characteristically asscciated with small
enterpreneurial concerns;} there are also many localities snd areas in the modem
economic world that can only be organized efficiently by the smell entreprensur,
i.e., areas of resources and demand that require for their successiul organiza-.
tion the dstailed and intimate knowledge of local conditions which only the
small entrevreneur on furnigh. We cannot forget, finally, that the indusiry
which ies outstanding above all o.thers in the world tnday in the efficiency with
which it has a{lapted productive resources. to human needs, the automobile indus-
try, was d.ev_eloped antirely by small entrepreneurs. It is impertant, therefore,
from the point of view of public policy, to moke sure that ihe evolutionof our
financial mecha:ism in the direction of more specinlized procedures and more
soundly organized mechanisms does not slso have as ar» unferepeen by-product
the result of withdrawing from the small entrepreneur a scurce of finaneial
accommodstion which is necessary to his survival. .

D, The establishment of credit procedures calculated to minimize risk in

medium term loans to small entrepreneurs is attended by unusual difficulties.

In fact, the specific relevant considerations attending each loan application

are 80 various and differ so widely {rom one applicant to another as to make

any routinized procedure hazardous and essentially inapplicable. For exmmple, these
loans are not oomparablo:. %0 comnercial loans to finance receivables cr goonds in
traneit, or stocks of ‘merchandise awaiting sale, nor to industrial loane to fi-
| nan¢e payrolls and "‘_rmreh'un ¢f raw materials needed to make up goods t0 meet
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orders already on hand. They 40 not, in general, thersfore, fall into categzories
where their validity can be justified by quick reference to easily ucerfainable
facts and their renayment more or less guarantead by Ansistence upon definite
documentary assisnments. On the contrary, in the ma,jority of cases, these ap~-
plicatioin are for loans that are essentially loans of capitnl. Very often in
fact 1t would be imnroper to grant thes: arplications in the form of loans at
all._ in as much as the need of the enternrise is rather for _equity capital, or
at the least for an increase in its eauity capital cofncident with and supple~
mentary to the borrowing of medium te~m funds. This means that the institutions
advancing medium term funds must be ixi a position to make a balanced judgment
concerning all of the immonderable factors that in the end will cCetermine the
prdﬁtahiiity to the borrower of the provosed advance. In other words, the ine
stitution advancing medium term funds to small borrowers should actudlly be as
careful and meticulous in hlf; procedures as the investment banker who under-
takes to under—rite an issue of securities for flotation in the capital markets.
l/t should also be in a position to form a judgment on the same range of elements
/of risk. Unfortunatoly; howeve;', the average size of medium term credit lbmt

is simply too small to Jjustify the expense of thie type of meticulous investigation.

At . the. same ' time these ioanS'aref %00 large, and the loss invclved in any one

default would ba too great, to Justify the lender in resorting to more routinised

procedures such as are successfully used to minimise risk in the case of personal

loans, installment loans, and mortgage loans on homes.

It is for thei; reasons that in American experience the local unit bank
has been in a better position to pass judgment on medium term advances to small

industries than other potentially competing financial institutions. The local
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unit bark simply did mot have to moke an extended investication of » local ap-
plicant for a medium term advance because it wac¢ already, as a matter of cowr ‘.’,
in intimate touch with his business. It is for this reason 2lso that non-local
lenders have been relatively unsuccessful in filling the void left in recent
years by the partial withdrawal of the loenl bank from this field. Outside pri-
vate lenders who have experimented with these 1oang report that the experses, of
preliminnry investiration nnd also of frllowing up the loan after it has beén madé
.rare frequently prbhibitive, unless, As in the case of avtorobile companies

that finamce their locz)l deslers, the outside lender 1; already in a rosition :
because of oiher conlacts to be ntiwntely in touch with the horrowing enter-
prise.

B. The fact thsi the real needs for medium term a’vancaes on tﬁe rart of
small entreprenourial bofrowers ususlly corresosond more closely to needs for ade
vances of cnn>ital then advances of credit and frequently border on = need for
squity capitnl, leads to four further major conclusicns with respect to the type
of financial orgaﬁization which could most provmerly speeialize in advancing funds
to meet thic need;

Pirgt, it is an axtremely difficult field for diroct governmental advances.
Bxperience has gnown that governmental finangial institutions carn supnlant prie-
vate lénding agencies with a considerable degree of success in the case of ad-
vances which are adacted to routinized crédit procedures. In thesa cases the
government can protectviﬁself and its onerating persomnel against corruption
ané undue pressure for advances by applicants possessing nolitical influence
through the adoption 6f centralized qontroll and the promulgation of definite

cradit stendards which all applications must meet, In the case of advances of
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A capital nature, however, i.e, advances which frequently border 3:\ equity funds,
the adontion of definite oredit standiards centrally established fraquently has
the effect of eliminating Automntieally a great portion of thoss apulications
which constitute the main need for this tyve of advance. The proriencg of
the Pedaral reserve hanks and the Reconstruction Finance Oorporztién with indue~
trinl loans in this country has amnly demonstrated this vpoint. Both instifutions
found that the great majority of the aprlications simply 4id not nrovide that
tyne of s~rcuridy or the relative certainty of favorable outcome which a conscien
tiocus civil servant Gesires and needs if he is to be {n a vosition to Jjustify
the im-ersonnl nature of his decision to advance funds. The grent majority of
the annlications, rather, wore of ~ tvve which ideally needed consideration by
private lending
£/ institution that would he risking its own funds and its own conital on the
outcoms of the advancee which 1t granted. | |

Second, . finnreisl inctitution srecializing in advances of this character
should not be ¢mfined to the loan of fumds, Provision should 2iso he frankly
rmade for the advancing of equity canit~l, thnt is, the nurchnee of common stock
in the enternrice desiring additional financins, Such purchase mizht be pade as
an alternative to a loan, or as supnlement~ry te it. In t-ic way, the borrow=
ing entarprise would he protected against over-oxtenﬁcn of 1ts equity and the
institution advancing medium term funds would be in a better wosition to aver-
age 1ts gains againe=t its losses. |

Third, the lending institution advancing medivm term funds ehould have a
capital ratio higk;‘er thaﬁ customerily prevails among banking institutions in the
Un§t~d States, Ai vresent in this country, commeroial banks endeavor to maine

taln a ratio of capita) equal to at least 10 per csnt of their deposit 1iabdilities
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Betios ns low as these aie safe wher the assets of the lendirg 1nsf1tution aro
closely guarded against risk. A moderately high degree of risk, however, is
almost inevitable in the casge of institutions advancing medium term funds, if
these institutions are renlly to serve the need that sxisis among small enter-
prises. To make such lending sound, thersfore, the lending institution should
protect itself by mainteining a higher caniial ratio, say, between 25 and 40
per cent,

Finally, any mechanism created %0 meot the need for iod:um term advances to
small enterprises should have access for nart of iis rescurces at lcast to nua-
local sources of funds. It should be éble to obtain fundz to finance its overs-
tions by, for example, the sale of its iebentures eithgr to outside banks or in
the canit~l markets, This ia necassary for a variety of reasonms, (=) to avoid
the necessity of relying unon funds as unsuited to zedium Vtem advencas as
those revresented by local deposit accounts, {b) tn have access t cheaper sources
of medium term funds then is custom~ry in expanding communitics that are relae-
tively deficient in savings, and (¢) to avoid a general fraering of credit ia
periods of industrial otg@ation when a ~articulsr locelity az o whole may be

under severe pressure and subject to serisus drains through the exchanges.

Thess five main heuds summarize moet of our ‘experiente with thie nroblem
to dage. As I have indicated above, I do not believe that we have solved it as
Yot in the United States. OQur traditiomal approach,through the use of the locsl
uwnit Uank, bad the advantage that that tmk was in a prime positicn to Judge
quiakdly and without undue inveotigatibn the legitimacy of a given credit applica~
tion It could also follow the subsequent fortunes of the borrowing enterprise
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without undue effort. Becmause of the fact that its omn stockholders, with their
doudble 1isbility, were also likely to be personally interested in the fortunes
of the borrowing concern, it conformed in an indirect and concealed fashion %o
aany of the equity requirements noted above, i.e., losses on these capitrl loans
many of which bordereﬁ on equity commitments, were balanced in a2 sense by equity
g&inu on successful loane, not gains orenly and legally to the banks as such,
but of!‘oétive none the less because they accrued to the stockholders baek of
the Yank, The wenknesses of this syztem, however, were equally avparent, (a)
in the writing of medium term commitments in the fﬁrm of short term notes, (b)
in the exclusive reliance uncn local funds to meet canital requirements in an
expanding community, (c) in the tying up of deposit money in non-liquid médhg
term commitments, (d) in the low capital ratio characteristics of banks of de-
posit, and (8) in the ever present possibility that unjustifisd rdvances would
‘be made to enternrises in which the omership of the bank was personally inter-
osted. The attempts, on the other hand, to fill the vold left by the withdrawe
al - 0f the local wnit bank from this field have been only pnrtially veffeotivo
because nublic asencies have not been in a position to advance equify funds a1~
rectly nor to make capital loans which border on equity advances, nnd because
most non-local private agencies have found that the costs invclved in the inves-
Sigation and control of these advances is too great.

A renl stlution of the problem, therefore, requires a tyve of financial
mechanism different fron any that has yet operated in this field in this country.
Among our existing ﬁ.nancial institutions the large installment finance compan-

ies approach mors gemersldy than any other to the type of organisation that
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might be expected to spescialise successfully in this field in that they sre
capitalized at a much higher ratio than danks, their financial standing is high,
and 1& deriving their investment funds they are sble %o supplsment their own
eapital by the sale of debentures carrying very low rates to a wide variety of
banks and alco in the open market. Of all finaneial organizations operating en
a national scale in this country, furthermore, the large m-tallmenf finanoe
companies come nearer than any other to having that kind of intimate local con-
fwct and intimate knowledge of local conditions that is a prime prerequisite of
sugoess in the field of mll?aodlm term ci'sdits.' These same commanies, howgver,
hnq achieved their present high oredit standing and success in larze part ba-
cause the installment finance business lends itself to'highi,v routinized procedures
and standards under which a central office management is in a positiox to keep
‘highly decentralized lending cutlets under effective centralized control. Thoy
have not, therefore, met tianneement tests as different as tho-:ae which vrould b'or
posed were organized financial institutions %0 undertake to specinlize in medium
term credit loans.

The group banking aystﬁai which flourished in this country in the decade
prlor;-to 1929 may also carry a clus to the answer to this problem, In these sys-
tems which, from the point of organization, {¢1l halfway between n unit banking
system snd a branch danking system, there wAa combined through a variety of Qe-
vices a certain degree of local responsibility and local management on the part
of the local comnonent banks with centralized ownership and the possibility of
omtralized access to outside funds. As commercial banking systems, these or-
ganizations had a bad record during the crisis snd have proverly been subjected
to heavy criticism. It may Ve, honnﬁ. that their expsrience has mors positive
contributions to make toward the prodlem of organizing a financial mechaniem
really capable of meeting the needs that exist for medium term advances.
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