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I.

THE BANKS AND THE "MARKET" - THE CHIEF MODERN SYSTEM OF BANKING.

The Bank as Part of the Panking Orgaasization.

(a)

(b)

(c)

(4)

(e)

The functions of the bank -

The ciassical grouping - “iscount, deposit and issuee.
Thas grouping craticised - identity of "functiqns".
The modern view of banking - a process of obtaiming
credit, trading in 1t, and maintaining i1ts converti-
oi1lity into casn on demand.
The bank of comparatively minor intersst and considered
as a separate umt.
The real significance of the bark undsrstood when
viewed as ar elsment in the generali organzzation of

credat and exchange.

The Credit Structure of Economic Society. ’

(a)

(v)

(e)

The essential parpose of credit mechanism is that of
testing, comparing and ofisetting claims to wealth.
These cla.ms expressed in terms of money, and should
be kept convertidble into moncy.

The duty of the banks as a whole 1s to perform these
functions, but, at the same time, to add in their
collective capacity another - that of affording a

market for c~edat in whach claims upon banks and traders



(d)

(o)
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may be bought and sold wath the maximum of safety and
under substartially uniform conaitaons, thereby insuring
as nearly as possible umiformity of charge for banking
service, and for the use of capital.
A study of this market involves anslysis of several dise
tinct factors; tae methods and practices of tusiness men
in creating claims to payment, ths form given to such
claims; ths legal relationships involved in the creation
of such claims and in transaction therein, the mechanism
by which such clazms are dealt in; the relative value of
such claims and their relative cost from the standpoint
of banking, the bank mechanism needei'to carry®™ them and
offset them among themselves, and to "collect" them when due.
The credat st.ucture of today must also be studied and ana-
lyzed from the standpoint of aits constituents, involving a
study of, different types of banks and other financial in-
stitutions, their respective lines of business, their inter-
nal organization, their relations one to another, aﬁd their

dafferent places in the market of ths country.

3« Constatuents and Subdivasions of the Fanercial Market.
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(2) The discount market.

The discount market in¢ludes the market for
those forms of paper which are discountable,
1. @., which are based on commercial trans-
actions. It concerns atself with "live" com-
mercial banking overations, and paper growing
out of them. 1Its amportance lies in the fact
that commercial peper 1s the class of obla-
gation next to cash an its liquid character.
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(b) The investment market.

The i1anvestment market 1s concerned with obliga-
tions of long-term whicn have been created for
the purvose of financing or capitalizing under-
takings. It deals waih obligations whose most
imporitant element 1s yield and safety rather
than prorptness of payment. It may bs sub-
divaded into various classes according to the
characier of the investmsat, the underlying
cond tions under wh.ch pa;ment may be ox-
pected, and a variety of oivher considerations.

(c) Other divisions of "markei".

Various special kinds of markets, such as that
for stock, etc., must be recognized in any study
of bankang, both because of their own amportance,
and because of the influence they exert upon the
elements in the market with whach the banks are
directly concerned because of their interest

as makers and purchasers of credit instruments.

The Discount Markvpt.

(a) The discount market 1s that wath whach banks sn +he

(v)

(c)

proper sease of the word, ars most closely concernsd.
Two essentials to be studied in connsction w2th the
discount market - the origin and form of paper which
fagures there, and ths methods smployed by banks

to guarantee such paper and make .+ easily and
widely recognizable.

The fundamental requarement of paper in the discount
market i1s that it be short-term and grow out of
actual transactions, thus furnishing its own means

of payment.
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' (d) Analysid and explanation of papex of such descrip-

tion.

(e) Proeess by which banks broadew. salability of paper

in the discount market ~ acceptance and endorsement.
(f) Classes of concerns participating in the discount

market - makers of paper, acceptors, dealers or

brokers; purchasers; speculators, or those sho pur-
) chase paper as a msans of insurance.

S. Systems of Banking,

(a) Meaning of "system.™ A banking system 18 that or-
ganization of or relationship between banks which
ex1sts as a result of law or ocustom, and which results

g in unitirg the banks of a. country under definite rela-

tionships, wath a market resulting therefrom, and with

definaite arrangements for the holding of cash and the

conversion of liabalaties into casa.

—_— o

(b) Principal systems of to-day - ihree distinct types
of system - central banking system, independent charter
eystem, and "free" banking system. Difference lies in
conditions under which banks are chartered or incorpor-
ated, and in tne degree of combanation of resources and
centralization of control.

(c) Characteristics of different systems. The central

banking zystem provides complete mechanism for husband-
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a o
ing coin and currency, granting'relief in time of strin-
gency through note issue, and aflfording at all times a
market for paper growing out of coimmercial banking oper-
ations. In this case actual banking relations with the
2 public ars leit to .various independent instiitutions

which are united through the cemiral banxing mechanism,

(d) The independent charter system assumes that a variety
of banks, each with many branches, can perform the serv-
ice both of a central bank and oi cem.nunica.tion with
the public in the tramsaction of its business.

(6) The fres banking system asswumes that each bank is cap-
able of managing its own affairs without outside aid,
or, that if such aid is needed, it would be still,
through'informal action om the part of leading mem-
bers of ths banking community, designsd to bring about
commnity and harmony of poliey, and rélief when nec-

\ essary.
(£) Principies dsrived f.om experience. Expsrience shows
that every banking system needs a mode of "mobilizing"
' its. resources. Study of this mode of :nobilizatidn is
> equivalent to study of central banking principles.'
Need for mobiiizatiow res'ideé in the pecﬁiar character
of the baaking business, and the fact that banks can
never be in pnsition to pay ca:h to 211 who require it.

\
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Study of financial mobilizatinu has crysta.llxze’d
anto a.naJ‘.ys:Ls of prancaples goveinang note issue
and rederves, together with inquiry anto the ques-
t1on who skould hold reserves.
(g) Part or tinitad States. The United States up to 1913
was the lesading example of fiee banking principles,
By enacimort of the Federal lteserve Act, pranciples
of combinoo or centralized banking have been antro-
duced, whils fres banking mechanism 18 retained.
The effort 1s to retain free access to banxing busi-
ness for indivaduals, while at the same tiame provid-
ing machinery of control and cooperation of resources.
The United States is thus gaven a peculiar status,
> its barking buelness being analogous ain pranciple tn
those of the dentral banking cr..niries, whiale largely
uniqus in detail and adjusiment.
\ (h) Study of American banking sydtem. Includes two chief

branches, analysis of law and custom governing or-

ganizat.on of the system, and analysis of business
practice methods an connoccvion with operations under
at. Also implies comparative study of legislationm,
national and State, with a view to noting defects at

poants zt which readjustment 1s called for.
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6. Sketch of Bankiné Systems of World.
-(a) Chief features of English,'French,'Genman and Cana-
dian sttems; with special.reference to reserves,

note issue, aand purchase oI gcommercial paper.

fied, and praztice in the (nitsd Stataé, with respect
to each of tha chief elemenﬁs in. banking oper;tion.
(c) Geﬁerai conclusions as to test pracficé of to-day on
chief disputed points, and igdications of countries
most ne#rly conforming to yest priaciples.
(a) Anélysis of pcints:at whick Amgrican'methods do not.

coniorm to the -best practice as thus worked out.

2/9/17

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

41893

(b) Con@rast'betwasn practice in foreign couniries spsci- .




ORGANIZATION OF BANKS AED DIVISION OF THE FIELD AMONG INSTITUTIONS.

1. Egsentialg of Bankifig Organization.

(a) Relations bctween banks Jiyveloped as result of law
or custom; grouping oi banks on lsgal Or eco-
nomic basis. |

(v) Arrangoments for ;ombining resources, relieving neces-
sity or stringency or eéqualizing capital.

(¢) Assigment of functions to be performed on joint or
cormon basis.

(d)  These elements best studied by using our own banking

system as illustrative, with comparative analysis

of foreign systems, by way of contrast.thereto.

2. Qutline of American Banking Organization.

(a) ~ Three main classes of banks from the legal standpoint -
national, State and private - no necessary or es-

sential difference between them as to kirnd of busi-

l ness performed.

| 1

» (v) National banks constitute compact, central "core" of
banking system, partly because of more stringent

- general requirements, partly because .of wide geo-
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graphical distribution, partly because of Federal

reserve organization.

(¢) National banks are combined together for cooperativa

purposes in Federal reserve system, with such ad- .

ditional membership drawn from State barks as the

latter may choose to add.

(d) Pederal reserve sysiem composed of twelve banking organ-

izations, each cooperative, including all national

and some State banks in the district, all such
members being united under the sﬁpe:vision of the

Foderal Reserve Board.

3. Function of Federal Reserve System in Organizing Bank§ﬂ§f

the gguntfz.

(a) Combined reserves. Under former legislat;on & loose

(v) ¥ote

gL
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system of combined reserves was obtained by
redeposit of funds in specified citiss, and at
times by operation of clearing houses or, in later

years, of "ational currency associations." In

.place of this we now have compulsory deposit of

specified proportion of reserves in Faderal reserve
bankg.

issues. Under former legislation notes were issued
by national banks which deposifed bonds with Trea-
sury to »rotect such noetes. Under the Fedsral

reserve aystem notes are issued by Federal reserve
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banzs at the instance of member banks, primarily

on the basis of commercial paper or, under special
conditions, of gold. . Limitel amouats of bond-secured
notes called "Federal reserve notes," are also issued
ty Federal-reserve banks at discretion. Notes are

obtaineé by member banks fhrough rediscount of their

paper.

(c) Rediscounting process. As method of establishing re- -

serves or obiaining notes from Federal reserve btanks,
rember banks offer their paper of spscified kinds, .
with their cwn endorsement, to Federal reserve banks.
When such rediscount occurs a reserve deposit is
created on the books of the reserve bank, or notes
are issued. When paper matures the reserve bank re-
coives the cash or its own notes, or a claim on it-
self (check) thus reducing liabiliiies or strengthen-

ing reserwve holdings.

(d) Reports and examinations. Under former legislation the
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mafing of examinations and reports was in the haunds
of the Comptroller of the Currency. The new svstem
provides for regular reports to reserve banks on the
part of members and also examination of member dbanks
whenever deemed necessary. Such examinatioans likely
to be infrequent and umnecessary because of close re-

lationship between reserve banks and member bank;.



- 12 - 1012.

1997

l 4, Membership in Federal Reserve System.

) (a) As already seen, all national banks in continental United

% States are required by law to become membqfs.

i (b) State banks (i. e. banks organized under State law ) are

i permitted to become members upon complying with cer-

’ tain conditions. System may, therefore, include not
only national banks but State institutions of specified
kinds.

(¢) At present most State institutions remain outside, while
many always will so remain because of inability to
comply with requirements.

(d) Many private banks, savings banks and other financial in-
stitutions which have a direct relation to the finan-

cial market, and in many cases to the discount market,

are nevertheless unlikely to become members.

5. Relation Between Reserve System and Outside Institutions.
(a) Non-national banks have in the past kept balances largely

with national bdanks because of gonerally more strin<.

, gent oversight and greater power of the latter. This
relationship will contimue to a considerabls extent,
and may be accentuated because of greater powsr of the
reserve system to render relief in case of necessity.

(b) The reserve syster: is establishing definite discount mar-
ket, and in this all financial institutions do and

will participate. The reserve system will afford
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market for gogd paper created by outside institutions, thus
eaabling latter tgo market assets in time of necessity; and
to equalize investments and rates in ordinary times.

(c) Working ol the reserve systau Qill profoundly affect international
monetary and financial relations of the Unitsd States, and
in so doing will alter the tasis of business for larger
State institutions, such as trust companies.

6. Relation Between National and Other Banks.

(a) National banks organized under National Bank Act, State banks
and other institutions under State legislation.

(b) National banks inspected by Federal examiners; other institu-
tions by State examiners.

(¢) National banks allowed to keep reserves only in vault, or in
Federal recerve banks, or (temporarily) with other na-
tional banks in specified cities; State banks allowed
in many cases to keep reserves either with other State
banks in specified cities, or with national banks; trust
companies subject to sameé conditions where reserve require-

. ments are fully worked out.

! (@) Hence national banks may be regarded as the reserve-holding in-

| , stitutions of the country, the larger number of State banks
depending upon them for aid in case of necessity. National
banks also exercise the function of rediscount to some

extent for smaller State institutionsg.
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(e) Rzslations betwoon rational banks and cther financial in-
stitutions, such ar saviags baaks, insurance companises,
etc., are similér to relations with State banks, but

oven less wsll defined.

7. Relations Beiweon Othor Grours of Institutions.

(a) In scme States, State tunks ars organizei cu lines similar
..to those ¢f the national systor, with plans for the
redepositing of reserves, etc.
(b) Other institutions.may kesp therne State funls with the
sironger State tank or trust companies, which thus in
a; cortain m;asura act as reservd holders.
" (c) Most of the nen-commercial banking instutioas participate
| in and more or less deperd upon the disccunt market
(and investrent market as affected the:reby) in which .
rational banks act as the leading factcors.
'(d) These relationships vary consideradbly irom State to State

according tc legislation prevailing there. (Analysis

of State legislation).

-—

j (2)  Bank of England: (1) relation with other banks largely

| the result of custom rather than law; (2) reserves
maintaines iz hizhly concentrated form in Bank of
England; (3) relations with pubdlic divided between
Bank of England and other banks, but largely in hands

of other banks;. (U4) Bank of England devotes its chief
Digitized for FRASER
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‘effors te headship of the diséount market, rogulationg

oi international movements of specie, and other matters
of similar descripticn; (5) nots issue practically in
hands of Bark o{ Englapd,.security being Governmenrt
bonds and z0ld in normal times, with other classes of

protection in extraordizary times when bank act is sus-
pended.

of France: (1) relations with other banks based on

fact that Bank of France is practically a Government
institution stroﬁgly fortified with gold, and transacts
very conservative business; (2) other banks keep
deposits with it as they ses fit; (3) most important
function is note issue; (4) Bank doss a iarge business
on small unit tasis with individuals, thus occupying a
position different from that of many other central
banks; (5) Bank controls specie movements by use of

its rate of discount.‘

| . (c) Reichsbank of Germany: (1) relations with other banks -

partly result of cusdom and partly of law; (2) control
of note issue based on commercial paper, and adontion

of methods designed to centralize control of gold

stock give Reichsbank leadership in German international

affairs; (3) Bank leaves dealings with nublic,

especially of smaller vafieties, to other banks..

- (d) Canadian system! (1) each chartered bank is separate, inde-

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

pendsnt "systemf dealing with public and conserving its




2001

-»e 1012

- 16 -

own funds by agprepriate reser'.rc.; policy; () each
bank undertakcs, therefore, both large and small
.transactions, issuss its own notes, etc.; (3) note
issue is maintaincd by joint guaran-ty fund under con-
trol of the Govermment; (4) Govermment oversight
and ecxamination furnish additional bond between banks,
and infoimal consultaticns between them tend to estab-
lish uniform policies.

(e) Other bax;lking systems. Most other banking systems
are mcre or less’ closely modelad upon types already

enumerated, with variations intended to suit local or

national conditions,

9. Orggmization of the Bark as a Unit.

(a)  The commercial bank: (1) organization of board of
c.i'irec‘t;drs - interests represented - committee work -
president and "chairman"; (2) cificers-of bank,
their duties - variation in assignment of functions;

(3) division of bank between "departments," - princi-

pal departments enumerated and described.

| (v) The trust company: (1) banking department likely

- to be substantially similar to that of cormercial bank;

(2) other departments, number depending upon functions
TR performed.

(c) Savings banks: 2/15/17
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MAINTENANCE OF THE LIQUID CONDITION OF THE BANK.

Significance of Liquid Condition:

(a)
(b)

(0

(2)

Bark's essential function, as already seen, that

of insuring convertibility of cummunity's credit.
This convertibility implies capacity to pay eash _
on demand at any tire.

Maintenance of liquid condition of bank, thereifore,
has two aspects (1) The keeping of bank reserves
sufficiently high; and (2) The keeping of bank in-
vestments in form which can be uced to get cash
when needed.

From stan&point of community as a whéle, it also
implies provision of some means of converting assets
into cash generally, i. e., of suddenly increasing

money or "currency".

Theory of Reserves:

(a)

(v)

(c)

Reserve is-that part of a bank's funds kept in form
for immediate use.

Strictly speaking, this means ultimatse legal tender

. money.

Actual banking practice allows it to consist in part
&Y
of deposits with other banks, and in part of non

legal tender forms of money.



(d)

(e)

(1)

(g)

(h)

-

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

2003

1012.

{
=
w
1

Bank theoretically staris with 100% re.erve; then
putz out its own obligations, payable on demand; a
porticn of these obligatisns ars presented from

time tc time. Rescrve "percentage™ is the ratio

* of immodiate resources to demand liabilities.’

When rescrve falls, ratio may be restored (1) by
getting in caszh from out;ide; (2) by refraining
from further loans and ailowing cld ones to m

ture and be paid; (3) by "rediscounting” with

other banksi.

Purchase of coin. This.may be carried sut inter-
mtionally when country's supply of coin is short;
but domestically in periods of presure is out of

the question except on limited scale. Necessity
which makes purchése of coin desirable is likely to
be tendency of ths pudlic to hoard. -

Cessation of loaning or discounting. This hazard-
ous to community and may, if generally undertaken,
accentuate bad conditions,

Rediscounting. This is a process of throwing bank
resources togéther into a common fund. Moy be car-
ried on by cne strong bank for weaker units. Best
conducted cooperatively by banking commmity for all

banks that desire it.
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3. Theory and Praciice of Rediscounting:

(a) Rediscounting bank is subject to same laws and

. principles.as customers' bank.

(b) Difference in its position from that of other banks
must be twofold (1) must limit itself to specified
kinds of éhoice paper; (2) must practically elimi-
nate certain sources of dangér by confining its wvus-
iness to customers not affected by same conditions
which influence customers of other banks.

(¢) As rediscounting bank is primarily governed £y pub~
lic servicé considerations, must puf these fir;t;
and considerations of profit second. '

(d) Must be able to meet increased demands for currency
by supplying acceptabls medium of exchange without
weakeoning its own money stock too much. This re- .
quiremsnt meets provision for "elastic currency."

(e) Function of rediscounting bank is.thus'to ¢heck un-
due extension of.credit by testiﬂg soundness of bank-

ing situation, and raising rates for accommodation

_ when expansion is tco active.
4.  Function of Open Market.
. (a) By open.market is meant géneral markqt for paper.
(b) Object in ordinary times, a3 already seen, that of

equalizing rates and supply of capital.
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In 1nusual times enables rediscounting banks to
influeace conditions of oher banks indirectly by
drawing funds off from market or putting them in-
to market.

O»en market thus an adjunst of rediscounting pro-
cessg, ané must be operated in conjunction with

latter.

Fixed or Fluctuating Reserves.

(2)

(v)

(c)

(a)

(o)

()

Desirabie level of ressrves differs greatly accord-
ing tc hab;ts of comrunity and methcds of banking.
Must be settled in each case on bvasis of highest
judgment of banker.

Legal requirement can be only a minimum, and is
likely tc be at {fauls.

Legal fixed reserve is development of free banking
system - "rule of thumb" laid down for guidance of
inexperienced or reckless banker. . )

Most scientific mode of regulating liquid condition
of bank iz to prescribe classes of paper to be
bought so that "secondary reserve" is built up.
Many variations of reserve regulatisns exist, in-
cluding taxes on reserve-defigiencies, etc. These

rondered less and less necessary when ultimate de-

\
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cisicn as to rescrve policy is placed in hands of
stronz, central, regulating body.

Maintenance of "Confidence."

(a) Discussion of reserve based on existence of normal
degreo of "confidence."

(v) Any factor tending to destroy confidence throws
strain upon banks.

(¢) Maintenance of confidence is result of belief in
(1) sound banking condition; (2) ability of bank to
got emergency relief if necessary.

(d) Chief factor in maintai#ing confidsnce must be
adoption of sound and conservative banking policy.

(e) 1If confidcnce in banking system as a whole is lost,
no artificial means of restoration; when loss of
confidence affects only locality or group of insti-
tutions, situation secured by substituting crodit of
banks as a whole for that of individual institutionms.

Past Experience in Maintenance of "Confidence".

(a) Clearing house agreement and issue of "certificates".

(b) National currency associations (law of 1908).
(c¢) 1Issus of "emergency currency.”
(d) Joint guaranty of notes or deposit of bonds.

Function of Reserve System in Maintaining Liquid Condition.

(a) Reserve banks' primary duty that of safeguarding
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(o)
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reserves of community and standardizing forms of
commercial paper.

Secondary duty is that of relieving panics or emer-
gencies by rediscounting.

System may perform its functions by granting of de-
posit credits, or issue of notes.

Success in every plan dependent upon ability of other

banks to present paper of speedily maturing varieties,

s0 as to enable community to liquidate itself.

Success deperds upon constant wisdom of management.

Contrast Between United States and Foreign Countties:

(a_)'

()

(c)

(d)

(e)

(f)

United States far less homogeneous financially.
United States lacks distinct national fimnancial
market.

Foreign central banks are largely outgrowth of past
commercial banks and exercise dominating control in
market.

Reserve banks ars nsw cooperative organizations, and
have not yet obtained strong hold on market.

tate banking sysiems and differences in legislation
tend to create independent groups of institutions
directly dependent upon the reserve banks.

Commercial paper in United States far less standard-
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ized than in cther countries.
(2) Periods of credit and open account system more lax
in United States than in Europe.

10. Future Devslopment of Liquid Condition.

(a) Basic problsm that of devcloping sound comvercial
paper practice.

(b) Developmant by experience cf accurate reserve pe.ceni-

aée policy.

(¢) Evolution of prompt officient rediscounting, ard note
issue process. .

(3 Establighment of sutisfactory number of branches,and'-
agencies at convenient points.

(¢) Gradual growth and confirmation of general national
discount markét? |

" (f) Evclution of distinct local market in each Federal

reserve ¢istrict, and adaptation of_faper, etc., with—

in that district tc locdl necessities.
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BANK OBLIGATIQNS AND RESERVE CONSTITUENTS — DEPOSITS AND NOTEQ

Question of Reserve Composition:

(a)

(®)

Problem of reserve implies in practice question of

composition of what is called reserve.

As alrsady seen, this in modern countries really in-

2009

10i2.

cludes large element of credit, although theoretically

reserves consist of cash.

Reserve Constituents - Deposits:

(2)

(v)

(¢)

(a)

Noxt to actual cash the most immediately available
resource is po@er to draw on another bank.

Henco National Bank Act grants authority to rede-
posit part of reserves, counting such deposit as
reserves.

Hence also uander Federal Reserve Act authority is
granted to.cchnt bglance with reserve bank as sub-
stantial part of reserves. '

So also in foreign countries, even where no legal
reserve is specified, actual reserve requirements

consist partly of credit, i. e., balances on books

'of contral bank in favor of other banks.

Regserve Constituents - Notes:

(a)

Notes theoretically identical with deposits, but

representing credit of issuer.
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(b) Hence often contended that bank notes should be
allowed to figure to specified extent in reserves.

(c) Difference of practice on this pﬁint, many svstiems
refusing to allow notes t; count on ground that they
may cause inflatlon.. .

(d) Essential differemce between notes and deposits as
reserve constiyuenfs lies in rapidity of “turnover“f
or rate of redemption, notes tending to have much

longer lifo.

Modern View of Reserves:

(a) Real test of reservec is power to liquidate.

(b) Cash can not be maintained at sufficient figure to
affect liquidation under all crdinary circumstances.

(¢) Sufficiently severe shock to national credit means
that joint power of the banks is attacked, just as
individual power is under difficulties of more
limited scope.

(d) Hence problem becomes that of maintaining succession
of prompt maturities sufficiently short in duration
to insure continuous flow of maturing credits, there-
by providing for cancellation of claims at adequate
rate.

Secondary Reserves:

(a) By secondary resssrve is meant that portion of the



(v)

(c)

(e)

- (£)

()

assots put into shape to be readily convertible intc
reserves.

Any paper immediately saleable figures as preper
element of secondary reserves.

This means that what may be secondary reserves for
one concern is not for another, and what is secondary
reserve for any baﬁk may not be for all banks simul-
taneously.

Ordinarily secondary reserves consist of-paper having
an unquestionable and early maturity.

Banking problem as affected by.reaervas thus becomes
that of arranging assets and liabilities in such a
way as, under all ordinary conditions, to offset one
another up to substantial high percentage.

When this policy is 3uccessfully carried out, the
question of providing a suddel currency resource is

largely minimized..

6. MEmergency Currency”.

l (v)

(c)
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(a)

Emergency currency has been provided in some countries
as a sudstitute for secondary reserves.

Its use signifies that the banking system has par-
tially broken down.

Use of emergency currency implies a subsequent return
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to normal conditions, frequently preceded by sz.xspen-
sion of specio payment.

(d) Hence use of emergency currency now considered lakt
resort, and its employment discredits ‘banking.s_ystem .

when resorted to.

efsfy. |
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V.

CENTRAL VS. DIFFUSED CONTROL OF BANKINC - THE RELATION OF THE

GOVERNMENT TO THE BANKS.

Préblem of Contrcl.

(2) By control of banking is meant oversight or
regulation designed to provent banks frém un-
duly expanding loans and placing themselves

- in a danger;;s position.

(b) Public oversight is ordinarily thought of as
a means of avoiding dishonesty. This, however,
is only incidental.

(c) The real problem of control is that of prevent-
ing expansion of liabilities (1) bosycnd the
point of safety as ccmpared with reserves; and

(2) in a way that involves undue or unfair dis-

tribution of credit.

Mathois of Public Control.

(a) Obvious means of control is that of reguiar
bank oxamination and reguldr reports. These
ordinarily made in specified form which is sup-

posed tc be uniform or standard.
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(b) Inspection, however, usually aims to insure that
banks are living up te legislative requirements.

(c) These legislativeé reguirements frequently include
(1) fixed reserve percentage; (2) prohibition
of ceftain classes of loans; (3) prohibitién of
excedsive loans to single individuals or coneerns;
(4) prohibition of loans intended to facilitate
the'opér;tions of interested persons.

Fixed Ry¢serve Requirements. .

\Y

(2) ‘First duty of public authorities in connection
wi{h reserve requirements is to ascertain extent
to witith observed.

(b) If requirement is violated, authorities usually
armed with power to penalize the bank or compel
it to suspend further operations pending restora-
tior of reserve.

(c) Exercise of this authority always hazardous and
more or less artificial except in isolated in-

stances.

Excessive loans.

(a) Books of banks show amount of loans to each bor-
rower.
(b) Public authorities cenmsure banks if limitation is

nct observed.
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(c) Difficulty found in fact that many ways of
evading the spirit of the requirement are
easily found.

Loans on Improper Security, or Over-Investment.

(a) Facts of this kind ascertained by usual methods
of examination, etc.

(b) Difficulty lies in fact that when commitments
are once made, rectification may involve not
only hardship to banks but to others.

Protection of Borrower by Regulating Rates of Interest.

(a) Usury laws found in most States and designed
to protect borrowers.

(b) These laws difficult of enforcement and usually
result in additional hardship.

(c) Application of such laws by means of legislative

control never easy or adequate.

Criticism of Foregoing Means of Control.

(a) Remedies generaliy come too late to relieve evil ~
hence developmént of bad conditions which are
impoasible completely to rectify.

(b) Greatest danger comes from general tendencies in
banking which are not revealed by examination of

individual institutions.
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(c) Honce Government or State oversight always un-
satasfactory, and usually serviceable only in
correcting dishonesty or enforcing manifest re-

quarements of safety.

Modern Methods of Control - Cooperative Banking.

(a) In central banking countries, general restraint
amposed by central bank (1) through regulation
of the discount rate; (2) through determination
of amount of credit to be obtained by danke on
given kand of paper, (3) through constant knowl-
edge of operations of specified banks, (U)
through adjustment of general means to require-
ments of specified cases.

(b) When no central banking mechamism 1s in exast-
ence, samilar results may be obtained through
anformal organizations, e. ge, central clearing

house associations of the United States whach

operate examination systems, regulate methods
of doing business, etc.

(c) In United States central banking control now
furnished by Federal reserve system (1) through
establishment of standard discount rate, (2)

through continuous analysis of credat of andav-
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iduals und condition of banks; (3) through
fegular reports from member banks; ~(4) through . '

special examination when necessary. '

Relation 6f Government to Banking.

(2)

(1v)

(e

Gonerally admitted that examination and in-
spection based on regulatory laws is necessary.

Question of direct control of actual banki ing

‘operatisns less well agreed. Vevertheless (1)

provailing practice'is to give Govermment power
to appoint either some or all of directors of
central bapking mechanisnm, 6r some or all of
exocutive officers; (2) also in some cases to .
have tho Government subscribe a portion of the
stock of the sentral bank, thereby becoming a
barty.in interest from the dividend standpoint;
(3) or, in some cases, to have the Government
own and 0peraie a cent?al banking institution

oi .its own.

Best consensus of opinion is that wisest control

~ is obtained through joint management by Govern-

ment and private capital; 1lcaving to private
cap1tal the business initiative and a substantial

part, or all, of the risk and proflt‘ and to Gov—
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ernment, exercise of conservative influence
and the emplorment of an absolute or partial

veto upor undesirable practices or policies.

Two Methods of Banking Control.

()

(v)

(c)

(a)

(o)

Regulation of discount rates in such a way as

t6 advance or restrict credit (1) geneéally;

{2) in special cases or industries so as to
eéualize demand with supply.

étandardization of ¢lasses of raper so as to
{nsure maintenance of proportion of bank re-
sources in a given form, thereby enabling com-
munity at all times to obtain necessary basic
accommodation for maintenancc and liquidation
of currer* operations.

Maintenance of control of directorates to such
an extent as to insure nonpartisan and disinter-
ested use of central banking funds of ¢ountry.
Pronibition and avoidance of operations that
would tend to jeoparlize the liquid cocndition
of banks, or would tend to place commercial re-
sources of the country at the disposal of specu-
lative or investment operators.

In general the maintenance of competipion upon

a legitimate basis throughout the ggne¥al bank-
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ing field.

Contrast beiween Central and Dif fused Control.

(a) Dif’usesd control, o. g., banking inspection by
the several States, may resu1£ at its best in
eliminating dishonesty.

(v) In applying strict regulations as to banking,
such control suffers from the competit;on of
the banking systems of the different States,.
it being desired to attract as many concerps
tn State incorporation as possible.

(¢) Central control, wﬁen properly app;ied, goes
further than diffused control by (1) applying
a-restrictive nversight of actual oéerations;
{2) tonstantly changing the underlying dondi-
tions of dbanking in éuch a way as to mhaintain
sqund methods and eradicate.any tendency to
undue eéxpansion or. over developmeﬁé.

Criticism of Govermment Control.

(a) Opponents of Government control contend that
banking is a competitive business, self-regulat-
ing, and not properly subject to any oversight
except what is necessary to insure honesty as

between banks and the public.
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Public takes the view that banking lies at
the bottom of all commercial conditions, and
the country as a whole must do what is nec-
essary to insure maintenance of a stable and
sound commercial situation.

Public insists therefore, that banking is a
business carried on in public interes%, and
hence vested with public service qualities.
Refuses fo grant to banks the currency fuﬁc-
tion in so far as it displaces monef, on the
ground that circulation of money affects
prices, and that profit from such circulation
properiy belongs to ths nation at large.
Public also contends that modern goVernmeqts'
have large sums of their own which just be de-
posited in and handled by banks. Hence urgés
participation on the part of the-nation in
banking operations so far as based upon funds

which are the property of the public.

Status of Discussion at the Present.

(a) General oversight of all banks to insure honesty

(v)

and fair treatment of depositors.

Joint control and sometimes joint ownerwhip of

2020
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(a)
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central banking mechanism by Govermment and
tanks or individuals-

Separaticn of note i:suc power and concentra-—
tion of it in hands of central banking mechan-
ism.

Use of central banking mechanism as noncommer-
cial enterpriss designed as "balance wheel"

of financial market.

2021
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e
MLODES OF ECONOMIZING CASH AND PROMOTING LIQUIDATION -
THE CLEARING SYSTEM.

1. Thoory of Clearing.
' (a) Theory of clearing based on fact that if all pay-

ments made by bank check, process of liquidation

would be bookkeeping.
{b) Hence, the larger the percentage of payments off-

sett set.againgt oné another, the smaller the amount of
money used.
iy (¢) It is desirable to economize the use of money for
obvious reasons.
(d) Hence, clearing is not only mtter of labor-saving
) and conveﬂience, but also necessary factor in min-
tenance of bank reserves intact.

2. Relation of Clsaring to Central Banking,

(a) Clearing idca ossentially involves combination or

coopsration of banks in ordor to bring about gon-
i ’ oval participation in bookkscping procoss of off-
f gotting claims.

(b) Whsrs rogularly organized cloaring housas exist
r such offsetting may result in transfer of final
| balance in ca;h, or balance may be transforred in

l

form of claims on-cash in clearing house, or in

some designated bank.
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{(c) Where central banking anstitution practically acts
as clearing house, transfer of balances occurs on
books of reserve or central bank.
(d) Result 1s to bring about economy in use of reserve
cash.

Relation of Reserves to Clearing.

(a) As already seen, "ressrves" are not necessarily "cash",
but are a portion of bank resources put into shape
to perform function of meeting and liquidataing claims.

(b) "™Checks" or "drafts", wvich are items that figure in
clearing, are demand claims on ranks, hence plan for
lagquadating them 1s part of reserve funcition.

{(¢) Such demand claims may likewise, to certain extent,
figure in reserves of bank wathout causing serious
danger.

(d) Consequently National Bank system has allowed balances
with caty banks counted as reserves, to be composed
in part of uncollected checks deposited there for
purpose of collection or clearance.

(e) Under Federal Reserve Act question of allowang such
checks or claims to figure as part of "reserve credit"
on books of reserve banks, rests with Reserve Board.

(f) Up to date Board has declined to allow such checks
so to count, and has clesered them only on a time basis,

grving credat when collectea.




L.

5.

——_

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

2024
1012.
- 39 -

Problem of Uncollected Checks.

(2)

Where territory embraced in a clearing system is

large, time required in transmitting checks may also

be large.

{v) When such time exceeds period between close of business

day and beginning of another, so~called "float" is
created, during which if checks are credited by re-
ceiving bank before they reach bank on which drawn, pro-

vision must be made for "carrying® them.

(c) This is equivalent to an investment in uncollected
/

(a)

(e)

checks, but if such investments are practically equal
the country over, no harm is done through immediate
credit, although there may be theoretical loss to banks
on account of sacrifice of interest.

Such investments are not equivalent at all times, how-
ever, and hence there may be adverse currents of ex-
change involving eventual transfers of funds and
meanwhile a considerable float.

This situation may be pariially corrected by national

clearance.

Clearing System of United States.

(a) As already noted, clearing houses may exist else-

where, and in fact exist in more or less developed

form at over 160 places in United States.
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Each clearing house has its own set of rules, regu-
lations, etc., governing clsarance of items.

Every Federal reserve bank now receives checks on
all member banks, and on nonmember banks that will
clear them at par, and credits the same on its books,
after allowing designated time for collection. -
Gold Settlement Fund at Washington provides weekly
telegraphic clearance for Federal rese;ve banks
among themselves.

Bucleus of national clearance system thus developed
inasmuch as all national banks members of reserve
system, while reserve banks are usually members of
local clearing houses.

Problem of coﬁpleting national system of clearance
depends on obtaining aid of nonmember banks not now

included in system.

Theory of Exchange Chargeg.

(a)

(v)

Two views of this problem - one that bank's obliga-
tion should be equivalent to currency and collectible
at par everywhers 1t circulates; the other that par
payment is properly to be expected on}y at counters of
banks drawn upon.

In practice, checks of a solvent bank always cashable

at par in city where bank is located, and custom has
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made such checks so cashable at various other poants
ac result of competition.
Banks which make exchange charges do so on theory
that cashing checks means expense for clerical hire,
and loss of anterest during time check or draft 1s in
transit, as well as possible cost in providing funds
at distant points.
Those opposed to this view point out that function of
bank 1s to provade medium of exchange, and popular
agreement long ago made notes cashable at par, so that
checks should be on same basis. Under normal condi~
tions, many claim, exchange curreonts offset one another,
and loss 1s only theoretical - 1. e., a profit that
might have been made. Cost of clerical mre, etc., is
practically cost of conducting the bank.
Tendency 1s toward establishment of par collection with
either no charge, or uniform moderate service charge
based on number of atems.
Such charge as 1s made to public 1s in theory to be
placed upon drawer of check, and not on payee who as

presumably receiving a flat sum to which he 1s entitled.

Relation of Clearance to American Banking.

(a)

(v)

Check collection system has become closely interwoven
wath "redeposited reserve' plan.
Abolition of latter necessarily means provision for

former.

2026
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Hence effort of reserve syvstem to utilize machinsry
provided by 1t an order to take care of collectioms
for member banks.

In absence of such service, member banks would have
to go on paying city banks for performance of func-
tions now technically rendered by reserve banks.
Clearing thus an integral part of reserve system,
essential to smooth working of reserve ainstitutions.
Experience shows that work can be cheaply done by
regserve banks, and that eventually with all banks
joinang in collection plan, cost would be reduced to
low fagure.

Opposation of banks due to desare not te lose profit
from exchange on checks, and feeling that reserve col-
lection system subjects them to unnecessary oversight
or an extra eipense through keepang funds in cities in

addition to funds held wath reserve banks.

Clearance Systems Abroad and at Home.

(a)

(v)

On Continent problem does not appear in same form as
hére owing to preponderating use of note currency and
low development of check.

In England saituation i1s likewise different owing to

absence of fixed reserve requirements and small area

of countrvr.
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Clearing system, therefore, an Awmerican problen,
rendered special dbecause of (1) extensive use of
check system, (2) great size of country, (3) fixed
reserve requirsments, and (U4) difference of view as
to whether uncollected i1tems should or should not
fagure in "reserve balances.”

I; Umted States experience of widely diffused sys-
tem of competitive institutions without central or
combined banking, has until lately, rendered issue
dafficult of settlement.

Reserve system wath its arrangement for cooperation

will elaminate much of thas diffaculty.
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COMMERC1AL PAPER - ITS VARIETIES AND PECULIARITIES.

1. Meaning of Cormercial Papes.

(2) Comercial papsr is the material ir which baaks deal

(v) It 1s the evidence of cormercial transactions.

(¢) Hence no rizid definition of connercial paper can be
given apart from gensral principles on which bank is
conducted -~ 1. e., commercial paper in one country
may be different from commercial paper elsewhere.

2. Sagnificance of Commerc¢ial Paper.

. (a) Terms, condition and basis of commercial paper de-
terxains laiquidity of bank and abality to get aits
funds 1n hand when needed.

(b) Legal principles and practices surrounding commercial
paper determine validaty of bank's operations and re-
lation to business community.

(c) Volume of commercial paper offered at any given time
18 index to volume of transactions of community.

3+ Classes of Commercial Paper.

(a) Saingle-name paper - ordinary commercial note or

pramise to pay.

(b) Endorsed single-nams paper - additional signature

being merely additional evidence of goodness.
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(c) Bill of exchange drawn by seller on buyer, or™wo-
name" paper evidernding tommercial traﬁéaction.

(d) Hankers' acceptante 5111 of exthange drawn on
bank and accepted by latter on behalf of sozmeone
else.

(e) Endorsed acceptance - sams as abovs, bgt with addi-
.tional guarantee.

(f) Collateral note - single-=name papet sequred.by evis
dence of value - s;metimes éalle& ﬁcOmmodity paper"
when collateral consists qf claims to staple goods.
May be secured by stock; bonds, etc.

(g) Foreizn or domestic bill of exchange accompanied by
shipping documents, insurance receipts, etc.

(h) Miscellansous variations of foregoing (see regulations
of Federal Reserve Board attached hereto) .

Y. -Classification of Commercial Paper.

(a) By maturities - short-term paper usually regarde& as
outgfowth of live or liquid commercial oblizations;
long-term considered less liquid, but both dependent
on normal term of credif in community for validity.

(v) By proteétion. Two main classes of protection good
in process of pféduction, transit, delivery or sale

and existing values, such as shares, bonds, real
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property, etc. Pure personal credit not a separate
classification, but merely evidence of beliei in
eventual contr&l of propérty.

(¢) By maker or originator.. This relates to the form of
paper, although certain kinds or forms are closely
allied with certain kinds of security or protection.

51 Modes of Testing Commercial Paper.

(a) Test of value of commercial paper is test of two

elements - solvency of maker and liquid condition
of his assets.

(b) Both tests applied by obtaining satisfactory "state-
ment". Such statement calls for an underlying ac-
counting analysis which varies somewhat from business
to business.

(¢) Valuation of items or property is essential, and may
be- ef fected through outside appraisement by way of
checking validity of statement. .

(d) Ascertainment of reliability of commercial credit in-
volves elaborate study of variety of factors - this
accomplished through credit agencies and reports of
investigators.

(e) Commercial paper rating is composite product of judg-

ment as to solvency of maker, and judgment as to prompt-
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. hsé§ of payment, due to liquid condition 0f persons

diéeétly_iiable. '

Work 3f testing credit is important phase of banking
and usually entrusted to separate division in charge
of experts, while of ficers of banks spend much of
their time - in credit analysis.

Direction of credit analysis varies according to pte-
ponderating activities of bank, whethef chiefly enm-
ployed in shortwterm commercial loans, loans on stock,

or other forms of enterprise.

Commercial Paper and Currency.

(a)

(1)

(c)
(4)

(g)

Sound theory of bank currency bases its volume on
volume of transactions.

Commercial paper is evidence of transaction, hence
kind and quality of commercial paper has intimate r;-
lation to currency.

Most modern banking systems regulate note issue by
relation to commercial paper.

Federal Reserve Act provides for segregation of 100% .
commercial paper behind notes.

Abgence of such protection deprives bank oif steady

flow of funds with which to provide for liquidation

of notes when presented for redemption.

2032
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Rediscount of Compercial Pacter.

(a) Reliability bof paﬁer increases ds riumber of sound
endorsements increases.

{b) Best férm of commercial paper is that gréwing out of
business transaétiong with- guarantee of strong finan-
cial institutions. |

(c) Rediscounted paper is paper discounted by one finan-
cial lnstitution for anothers Such paper constitutes
best protection of notes.

id) Bank rediscounting primarily concerned with solvency
of concerns presenting paper - only indirectly with

that of maker - work of Judging, as well as that of

carrying, responsibkility, is thus divided.

Purchase_of Commercial Paper.

(a) Different from rediscounting in that it must be paid
for, while in rediscounting proceeds are credited.

(b) Moreover, in purchase, paper may be bought with or
without recourse.

(¢) Such open market purchases are, therefore, a second-

- ary field of operation after rediscounting has besen
resorted to and fails to supply the volume needed.

(d) Purchase of paper necessary as expedient of market

in which bills and notes are freely offered for sale,
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and in whaich interest rates are fixed as the result
of competition.
9. Prancaples of Development of "Portfolio".

(a) Carefal selection of paper wath view to maturaty.

(b) Selection of paper with view to diffusion of liabrlity.

(c) Selection of paper with view to division of makers
between dirfferent industries.

(d) Selection of paper wath view to geographic distribution.

(e) Selection of paper with view to equalization of sizes
of unite.

(£) Main object 1s to secure compensating or balanced

holding of paper in whach risks offset one another.

3/15/17.
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VIII.

TESTING TFE CONDITION Of THE BORROWER - HIS

BUSLIPESS EuIGTRILITY.

Signifaicance of Borrower's Condition.

(a)

(b)

(¢)

(d)

(e)

(a)

From the preceding discussion 1t 1s evident that bank
dcpunds upon bo “rower for maintenance or contertibilaty,
of credit. Bank guarantees convertibility, burv guar-
antee can not be fulfilled unless average judgment of
cohdation of borrower is sound.

Ascertainment of actual condition of borrower is, there-
fore, sssential factor in benk's operations.

Borrower's analysis of his own condition and observance
of sound principles necessary in order to enable him

to meet obligations.

Two-fold problem thus presented (1) What is "soundnsss"
in condation of borrower, and (2) What method can best
be used by bank to protect itself against deceit and
imposition.

Questions thus raised partly those of accounting and

partly those of obtaining quick anformation.

Analysis of Borvower's Condi._on.

Question of solvency. Bank 1s, of course, pramarily
anterested to know that borrower is souna, but solvency

1s only one fundaneatal. It must be ascertained by

-n



2036-
037,

- 51 -
usual methods - correct accounting, proper valuation
of assets, suitable allowance for depreciation, etc.

(b) Banker declines ordinarily to have any relation with
concern which 1s either insolvent or on verge of 'n-
solvency.

(¢) Assuming solven 'y, banker's primary interest i1s an
question of liquidity - he wishes to know whether
concern 1s a8king for fixed capital or current ac-
commodation

(a) If concern wants capital practically on permanent
loan, amount banker 1s willing to extend would be
much smaller, 1f what 1s desired is ligquifying of
short term ¢ommercial claims, banker 1s walling to
go practacally to extent of his resources.

(e) Basis of analysis 1s relation betwsen tarn over of
capatal and investment, amount of outstanding obli-
gations, as compared with inccming or accruing claims;
"goodness" or liquadity of claims, and current ac-
tivities of business which mean salability of pro-
ducer's own goods. These factors differ from in-
dustry to industry in significance and relative im- ‘

portance.

(1) Question of commercial polacy. Sound business policy

essential factor, 1f concern i1s large but business
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sapped by excessive dividends or wrthdrawals, or if
expehse of carrying on business 1s unduly hagh, banker
will hesitate as to extent of loan. Fis effort as to
obtain details as to policy as accurate as possible.

3. Criteria of Banker's Choice.
(a) As already stated, solvency essential, although bank

may at times find a1t waise polidy to help a concern
technically ansolvent.

(v) Assuming solvency, banker's effert is to discriminate
betweeén long term loans which are liquad and short
tetm; or strictly commercial loans.

(c) In long term loans, banker 1s willing to go to extent
permitted by probabalaity of safety and ultimate liqua-
dation 1f forced. Regards such loans as undesirable
and to be made only for encouragemect of more satis-
factory business.

(d) In all applications for loans beyond this basic element
of long term investment, banker anxious to expand his
operations so far as resources will permt.

(e) Lamitation on operations furmished by desire not to ex-
pand beyond point of safety as indicated by capital and
reserves of institutions, also not to enlarge risk in

any one case beyond point of safety, also not to become
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involved too closely with affairs of any ome concern

or type of business. -

Desire of banker is to supply credit to dealers who

are most successful in rapidly turﬁing over capital,
not_only because of capacity to earn profits, and con-
sequent safety, but also because they are most profii—
able customers fér banks both aé to volume and character
of accommodation sought: Banker mé&kes profit Irom

rapid tuin 6vbr of funds; not from long term loans.

Relation 6f Bank to Aecounting System.

(a)

(v)

(e)
(d)

.(e)

(1)

As aldeady seen, correct accounting is essential.
Turther, uniform accﬁunting is urgent.

In addition, standardized accounting is desirable.
Business practice in ﬁni}ed States is loose as to ac~
counting methods.

Hence reliance upon sound firms of accountants who
examine books, criticize methods and reduce resulis to
a somewhat uniform basis, thus permitting of rough
standardization aﬁd comparison.

Banker calls first for statement of condition, and if
this is unsatisfactory or incomplete, obtains audit
or analysis, through accounting firm which advises

him of condition of affairs, as well as policy as

shown by. books.
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5. Pelation of Banker-to Credit Agencies.

(a) Fuanction of credit agency is to ascertain full facts
as to corduct of husiness man in connection with set-
tlemont of claims against him, state of his business
as repcrted by himsell, and tested by outside criteria,
and other matters.

(b) Result is body cf data indicating general trustworthi-
ness of business man.

(¢) Banker reliss on data thus furnished in making his loans.

(d) Credit agency data, however, not usually sufficiently
complete, and corsequenily banker supplements them by
data obtained through untfficial or private credit
agencies. These are compiled from a great variety of
sources with remarks indicating relative value of items
of information.

6. Organization of Credit Department.

(a) Credit department necessary feature of modern bank.

(b) 1In large banks consists of elaborate sys%em of files
in which are embodied all credit data tégether with
analyses of borrowers' capacity in regard to accommoda-

' tion and general financing of business.
(¢c) Effort of credit department is to furnish on short no-

tice tabulated, condensed view of situation of prospective
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borrower, showing varticularly liabilities and their
waturities, relation of liabilities to quick assets,
and contingent liabilities, if any, and general status
of borrower.

(d) Credit department alsoc includes outside staff of regu-
larly or sporadically employed individuals who furnish

data likely to be useiul.

" 3/22/17.
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IX.

BANK ORGANIZATION AND RELATIONSHIP IN INTERNATIONAL BUSINESS.

(a)

(b)

(c)

(d)

Function of "Forsign Exchangs'.

4As already seen, bank performs function of provid-
ing means of payment at a distance and collection

of resulting documents. This is fundamental service
in foreign sxchange opsrations.

As furthe; seen, bank furnishes credit for the nur-
pose of “Earrying“ goods, and this process may imply

the furnishirg of credit during a productive period

- or during a period when the goods are in transit,

hence commercially out of reach. ILatter phase of
this function is that performed by bank in foreign
exchange relationship.

Function of supplying capital for investment is per-
formed by many banks, and when undertaken by one
country for another must be carried out through bank-
ing mechaniap which can make use of foreign exchange
methods.

These functions are the 53mO when performed inter-
nationally as when performed domestically, exéept in
two particulars (1} Conversion of values from one cur-

rency to another, and (2) Transference of funds from
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one more or less isolated market to another. "Inter-
national trade" and “foreign exchange" between Maine
and Canada axre conducted on the sams principles as

“domesiic trade" between Majine and California.

Effoct of Variation in Money Standard.

(a) Money standard of different nations may differ as
to (1) basic material, or (2) unit valus of coin, or
(3) »oth.

(b) Where mater:al is identical but unit value is differ-
ent as, e. g., dollar and pound sterling, fundamental
function of bank is t; convert coined money or its
repregentaxiveé into one or the other kind of money,
buying and selling, according to demand.

(¢) ™here basic metal is different, as, e. g., American
dollar (gold) and Chinese dollar (silver), function
of bank is to deal in gold valus expressed in silver,
and vice versa, and at times to supply gold or silver,
as the case may be, for export, or to receive and
sell it.

(d) Wnere both elements enter, fumction of bank is -same

.

as last stated.

Organization of International Banking.

(a) If no established relationship between banks of one

country and banks of another, owing to fact that

L
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they belong to different systems, international work
of bank is merely that of buying and selling fofeign
currency and claims to credit.

If relationship established, basis for systemétic
trading is laid and credit begins to enter in.

In this case, ﬂank here may- act as agent or corréé\
spondent for a foreign bank, or foreign bgpk may
estailish actual branch office here, or may arrange

to conirol a local imstitution.

0

* -In every case fundamental change is introduction of

credit into relationship of bank in intermational deal-

ing, whnich means that paymeni may be postponed, and

that bank becomes merchant in international credit
instead of ﬁerchant in. goléd ani silver. .
From infernal standnoint this nedessitates opening of
"foreign exchange depariment™ in bank. .

Foreign depa-tment is usually organized on separate
basis with'separate set of records designed to pénmit
of ;tateﬁent of relationship in terms of foreign 2z
curren;y, i. e., bank account is altered to permit

change in basic unit of value, and periodical "conver-

sion™ must take place. Sometimes also definite por-

* tion of bank's resources is sot apart for trading in

foreizn exchange. Where foreign bdranch is established
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given "balance" is usually assighed to such branch)

.and transfers made f}om time to time to increase its

resources as occasion requires. Where foreign bank is
is designated as correspondent; balance is placed on
its books to credit of home institution. This balance
carried in terms of currency. of couniry where foreign

institutionlis iodated.

Dealing in Coin and Bullicn.

(a)

(v)

()

- Simplest "foreign" operatioh is purchase of coin of

Q

foreign country composed of metal same as aome;tid
standard. ' \

If metal unit of foreizn cpuntry contains, say;.h,8666
tiﬁes as much gold as home unit,bank may nurchase title
to a unit of such gold actually located in foreign

country. In such case, exchange is at "par" when dbank

-is willing to pay exact gold equivalent of foreign unit -

"in this case $4.8666 for one pound sterling.

Modification in problem seen when pound sterling is
located here and not abroad. In this case pufchasing
value may be $4.8666 less cost of con;ers;on into coin,
if any, loss of interest dus to time metal is idle, otc-
Assuming existence of such par exchange inhtwo éountries
simultaneously - England and America - theoretic#l price

to be charged by bank for supplying individual with
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title to pound sterling i8 gold equivalent plus cost

of transportation, plus interest in transit, plus
insurance and other charges, because individudd would
have to0 incur these expenses if he shipped local gold
and then sold it to English banks at par. In same way
theoretical amount home bank will give for title to
gold in England is gold equivalent less amount equal
to transportation, insurance, interest, etc., coming
in opposite directiom. -

Points above and below gold equivalent ei par which
will cover shipning and other costs, known as "gold
points?.

If exchange were at gold point, individual would not
need to rely on bank, but could effect his 'own deal-
ings.

Practical foreign exchange operations, therefore, are
concerned with fixing actual ratio of exchange at same

point intermediate between "gold points™.

Problem in foreign exchange is to adjust supply and
demand in such a way as to avoid shipment of gold.
Real function of bank is thus seen in offeetting or
clearing international claims with shipment ( and

conversion ) of as little gold as possible.
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5. Interchange of Gold and Silver.

(a) Foreign exchange operations between gold and silver
may be simply purchase of silver against gold and
vice versa. )

(v) 'Or, where credit relationships established, as above
explained, may be clearance or cancellation of seriesc
of credits and debits resulting in net balance which
is converted from silver into gold and vice versa.

(c) Bank's prcfits or losses during continuance of opera-
tion consist of charges based not merely on regular
exchange service, but also on conversion of gold into
silver units according to market variations of one
metal stated in terms of the other.

(d) In all such operations interchange of.metals does
not necessarily take place in fact, but liability for

“ interchange, in case payment <is demanded, is assumed
by bank.
6. Supply and Demand in International Exchange .
(a) Establishment of selling or buying point for one cur~

rency in terms of another evidently dependent on com-

parison of volume of claims on ore country, as compared
with demand for remittances.

(b) -Volume of remittances dependent on quantity of gobds
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purchased and requiring paymsnt, while voluxms of
claims depsndent on quantity of goods sold &nd to be
paid for.

"Gooas"™ as hers used include commodities, services,
interest and diviadends, travelers funds, and variety
of manor factors - anything giving rise to an indedt-
edness.

When such demand or supply 1s one-sided, artificial
resources may oe avarled of by arraazang to create
credit balances abroad.

Thas done through ordinary loan arrangements, eatab-
lashang loans ,or credits in favor of foreuign banks.
Thersfore, arrangements giving rise to artificial
credits suifice to bridge over period until paypent
made in "goods", or "goods" receivsd. ZExports and

wports eventually aqual.
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(Continued)

CLASSES OF PAPEZR IN INTERNATIONAL TRADE.

1. Fundamental Types of Papar.
(a) "Bill" or "bill of exchange" is ths underlying type

of document.
(b) This represents paper drawn against actual shipments
of goods from one country to another.
(¢) "Bill" in foreign, as in domestic trade, is order
. to pay sgecified sum at sight or at maturity.
(d) Differs from domestit bill chiefly in requiring more
careful protection and frequently in being stated
in terms of a foreign currency.

2. Documents.

4 (a) Foreign bills usually protected by "documents", in-
cluding bills of lading, properly drawn, certificates
of issuance, hypothecation powers, invoices, consular
and other certificates, etc.

’ (b) These documents must be made in accordance with local

law and administrative rsgulations, and must give to

the bank power to facilitate movements of goods, and

to retain control of them until released.
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"Complete set" of documents practically places in
hands of bank control over goods constituting basis

of credit extended.

Bills.

(a)

(v)

(c)

(a)

By "clean bills" are meant bills without documents

+

attached.

Protection of banker purchasing clean bills dependent
entirely on credit standing of persons against whom
drawn, and eventual liability of drawer.

In case of accommodation based on clean bills, ad-
vance is practically a loan on two-name paper.
Documented bill becomes identical with clean bill
when banker releases the documents to consignee of the
merchandise, though he may protect himself by so-.
called "trust receipts" which establish different

legal status for borrower.

4. Fipance Bills.

(2)

(v)
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By finance bill is meant bill drawn for purpose of
providing funds to meet requirements, independent of
actudl shipments of goods.

Finance bills may be drawn for the purpose of offset-
ting difference between exports and imports, or for

any other purpose requiring immediate funds.
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Such bills ars really drafts against 10ag§ negotiated
with foreign bankers.

Protection for finance bills may be collatoral of any
kind placed with concern agresing to make payment of

bills which are thus drawn.

5. Commercizl Lotters of Credit.

(a)

(b)
(¢)

(a)

(e)

‘ (a)

(v)
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By commercial letter of credit is meant authorization
issued to importer in order to enable him to obtain
goods abroad to be paid for by bank in foreign country,
which in turn collects from bank at home extending
credit.

This enables purchase of merchandise on cash basis.
Banker who furnishes the credit doss not ask for pay-
ment until maturity of draft and arrival of goods.
Banker is thus protected by ownership of goods until
their arrival and release to importer.

Confirmed letter of credit is one that can not be re-

voked without consent of payee.

6. Types of Paper in International Trade.

From foregoing it is seen that loans or advances in
international trade are same as in domestic trade.
Form, however, is different owing to closer adherence

to commercial movements of goods as basis for business.

2050
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' (¢) Protection 1s more thoroughly worked out than in most

(a)

(e)

4/5)17.
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bank loans at home, partly owing to varying legal re-
quirements of different countries, and partly owing to
uncertainty as to exact financial or business conditions
surrounding each transaction.

Technique of management of paper also differs, inasmuch
as complex relation between banks is introduced, and
hence the necessity for some provision protecting such
banks' interests against one another, as well as against
borrower.

Foreign trade also implies continuous maintenance of
given sum of banking capital in financing trade in

given district, and effort so far as possible to have

movements of goods and operations for financing such
movements offset one another s0 as to have cradits, as
well as shipments of goods, cancel as nearly as possible.
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D ¢

THE FOREIGN EXCHANGE.MABKET - ITS ORGANIZATION AND METHODS.

Idea of "Market".

(a) General conception is same as that.of any other market, .
i..e., aggregate of buyers and sellers wﬂb @eal with
one’ another.

(v) Analysis of market thus becomes analysis of supply of
bills drawn in foreign transactions, and analysis of
demand for such bills or remittances growing out of them.

(¢) 4ssociated with ‘this analysis of demand and supply is
analysis of agencies for performing work, including both

the methods of dealers and of middlexen and speculators.

Origin of Bills.

(a) Supply of foreign exchange is suprly of instruments of
value growing out of all those transactions which give
rise to claims by one country on another.

(b) 4As already seen these are claims originating chiefly as
follows: (1) raw or manufactured products purchased; (2)
sacurities bought; (3) interest upon capital invested
atroad; (U4) money torrowed; (5) expsnses of travelers;
'(6) freight and insurance.

(c), Demand for remittances is converse of above, i. e., is

due to the need of ‘meeting orligatione growing out of

e
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(2)

(v)

(c)

(4)
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transactions based on these same eleﬁents.
Distribution of control of foreign exchange naturally
adjusts itseli a;cording to character of operations,
one class of remittances originating with customers of

given kind of institution, another with another.

3. Commercial Banks and Their Operations.

4s seen in former analysis, foreign exchaﬁge function

of commercial bank is tpat of opening credits for pay-
ment of goods, and making transfers - latter function
grows out-of or is dependent on former.

Customers of commercial banks are exporters and importers
who want to have bank finance movement -of goods. Such
operatians give rise to balance in favor of or against
banks abroad, and to some extent."clear" on books.
Remittances called for may be necessitated in order to
ofiset or liquidate balances, or to enable individual
gimply to sell or transfer funds.

Commercial banks may purchase and sell bills or remit-
tances in this way, waiting for maturity of obligations
and pav.agiand of festting them then, or they may buy and
sell drafts or claims of different maturities, engaging
in exchange business with other banks in domesti&

field or abroad. This trading process may be intended

2053




2054

10l12.

- 69 -

either as a means of making earnings or as a means of
insurance against loss. .

4. Private Banker and "International Banmker".

(a) Operations of private and international bankers are

usually either brokerage or finance operationms.

(b) Concerns of this kind have connections or braﬁches
;broad, and find a profit in.transfers of funds in order
to take.advantage of wvarying rates of interest te pur-
chase or carry securities abroad, or to.use'fofeién
funds in home market; B

(c) 'Such operations give rise to "finance bills" which
do not grow out of any distinct commercial. operations,

:éithoﬁgh eventually 1iquidated by movement of.gpecie or
:éoods; - '

(d) Bankers' accepténces may be used in {nterpational-trade
-to create balaﬁcés for the purposes tefore mentione&,
.or'fhey may grow out of actual cammercial traﬁsactions,
and may then be marketed through private or international

bankers.

5. Brokers and Middlemen.

(a) Inasmuch as no definitely established market for foreign

exchange exists, there is field for service of broker or

middleman.
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This service may be merely conveying of information
from bank to bank and carrying through of transactions
necessary for in{erchange of claims. Or it may consist
in actual purchase of bills and sale to someone else,
in which case broker or middleman approximates to pri-

vate banker.

Some houses engaged in international trade conduct for- .
eign exchange departments which operate not only in exe
change growing out of business of the concerns, but also
out of other business, thus becoming practically foreign

exchange brokers in addition to other functions.

6. Work of Commercial Houres.

(a)

(b)

s (c)

(d)
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Normally commercial house merely opens credit with
necessary, or disposes of drafts as case may be.
Commercial house may, however, foresee fluctuations of
exchange market, and hence contract with bdank for pur-
chase or delivery of exchange at future dates in specified
amounts at contract rates.

Commercial house may actually purchase bills and hold
thém in order to ;upply itself with remittances at

future time.

In all such cases commercial house becpmes speculative

factor in exchange market.
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Te Mechanism of Market.

As just soen, market contains several classes of factors
differently c¢rganized.

No definite mesting placs or 'basis of interchangs.
Neveriheless stable quotations established through action
o£ large dealers in fixing thei} rates.

Competi;ion then results in "shading" of rates with
modification for various transactions because of special
conéitions influencing them.

Govermment interference with movement of specie, or Gov-
ernment action fof suprlying or withholdiné remittances
establishes artificial conditions, aﬁd either introduces
new factor in market, or sets limit to fluctuations, as

case may bte.
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INTERNATIONAL DISTRIPUTION OF CAPITAL.

Character of Demand for Capital:

(a) Rate of interest a payment for carital not money.
(v) BRates to be earned determine rates tnat will be offered.
(¢) International competition the same in theory as com-

retition between individuals or loczlities.

Form of Fgreign Loansg.

(a) When short.in form; merely give rise to.bankers' talances
carried on books; or short term paper of o;dinary "fin-
ance™ varieties.

(t) When longer; are represented, by bonds as in case of
other loans.
(c) In either case require to be placed with investor or

holder.

Mode_gf Payment of Foreign Loans.

" (a) This best approached by comsidering purpose of such

loans.

(b)  Such purpose is-not that of getting control of:monev
except 'in rare instﬁnces. '

(¢) It is rather the getting coﬁtrol of goods either for

consumption or production.
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(d) Foreign loans are thus essentially transfers of goods
(although sometimes of money) in exchange for obliga-

tions.

Effect of Foreign Loans on International Balance of Trade.

(a) Creates permanent item of intsrest.

(v) To the extent or amount of such items it becomes no
longer necessary to ship goods to make up full mer-
chandize balance.

(¢) Loan. operations affect exchange market directly by
leading to necessity of supply of exchange to mest

obligations.

Coﬁ?rgl of Exchange and Monetarx-!évements.

(a) Method is to supply exchange-or withhold it.

(b) This method practiced on short term basis by bankers
in order to equalize temporary differences in supply
of bills growing out of commercial shipments.

(c) Wnen movement of specie is continuously against a

country, Government may undertake to supply exchange

through the placing of putlic obligations or through
other artificial methods of meeting demands (illustra-

tion afforded by "gold pool" established in the United

States at opening of European war).
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(d) At times ths practice of artificially furnishing ex-
change may be adopted as regular basis of control of
monetary relationships by Government, as seen in the

case of India and the Philipn»ine Islands.

tfiect of Specie Movement.

(a) Eventually it is necessary to liquidate trade balance
which is continuously unfavorable by shipment of specie
due to fact that conditions of sale of securities are
likely to be unfavorable if plan of such sale is carried °
too far. !

gb) When specie moves from one country to anothe} it usually
goes into bank reserves.

(c) Effect is to increase lending power of banks, hence to
reduce rates of interest.

(d) Eff?ct of this reduction is to supply buying power and
to raise prices, while through influence on the invest-
ment of capital the tendency is to cut rates of interes£.

(e) 1In consequence country tends to increase in cost of
production and loses its competitive advantage.

(f) * Under ordinary conditions this results in gradually ren-

storing balance of trade.

Debtor and Creditor Countries.

(a) Creditor countries are those in which process of saving
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and investing capatal has resulted in more or less com-
plete utilization of domestic resources leaving invest-
ment surplus for use abload.

Debtor countries are those in which funds have been needed
for local use, and because ordinary ainterest returns have
been higher.

Credator countries are able to maintain their lold on
trade of debtors by dictating form in which remittances
shall be made, and by offering satisfactory financial
market for disposal of bills.

Thas ordinarily means that credator countries are bankers

for others.

International Position of United States.

(a)

(v)
(c)

Before war - borrower not engaged in financing foreign
trade - in debt about 2 billions.

Since war - lender and financier of foreign trade.
Future - depends on intensity of desire to develop own

country as against operations in foreign ccuntraies.
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X1I.

RATES AND COMPETITION FOR CAPITAL.

Distinction Petween Long Term and Short Teim Competitign.

(a) Long term capitdl is sup#iied throﬂgﬁ mechanish alrsady
studied, and distritution depends upon conditions govern-
ing investments. .

(b) Short term capital is supplied for temporary or short term
operations, and may not require or presuppose any long term
investment.

(c) Intermational money market may, therefore, be afforded by
country which has no surplus capital for investment, al-
though ordinarily country which is large lender of capital
.also develops banking machinery for short term operations.

(d) Short term compet;tion primarily a matter of discount rates

and banking facilities; long term is matter of investment

and financing.

Mechanisim of International Money Market.

(a) Essential factor is rate of discount which can be allowed
on the use of banking funds for facilitating movement of

goods.
(b) Second essential factor is ability to furnish actual bank-

ing conveniences for collections, opening of credits, etc.

Federal Reserve Bank of St. Louis O
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(¢) Third essential is ability to operate banks under most
economical method and with approved types of paper.

(d) TFourth escential is satisfactory trade relations with for-
eign countries so that "market" is not disturbed by undue

difficulties with trade balance.

Methods of Intetpational Payments.

(a) These ate selected by agreement or contract.

(b) Effort of bankers conhected with giveh market is to have
merchants settle balances by "bills" drawn on market with
which such bankers aré donnetted.

{e) in times past “sieriihg pil1" was standard method of settle-
ment betduse df facilitles heid bt by England:

(d) Selection of money unit in which to draw bills is determined
by conditions governing sale of such bills.

(e) Bills drawn'usually distributed dy currency unit according
to market on which they are drawn in fir;t instance, while’
bills which would ordinarily be drawn on minor marketg are
shifted to major markets according to facilities for sale

or disposition as already indicated.

Conditigns Determining Location of Financing.

(a) Fundamental consideration is level of discount' -rates for

first class commercial paper.

Federal Reserve Bank of St. Louis _
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(b) pevelopment of banking with branches and agencies and other

’ internatlonal connections, has important infliuvence.

(c) Extent of country's financial interests abread, investments
in foreign countries, etg., has underlying influence in
directing business to home market.

(d) Character of country's foreign business ;nd degree of per-

manence tend to influence permanence of foreign financing

which comes to it.

5- nternational Competition Among Bankers.

(a) Bank which has abundance of funds desires to have bills
drawn on it and thus keep its funds employed.

(b) When funds are fully occupied, banker endeavors to secure
assistance of some intermediary country by arranging to
draw bills on it (illustrated by present position of United
States and Great Britain).

(¢) Selection of intermediary country depends on cost of estab-
lishing bankers' balances there. This depends somewhat on
international arrangements, and somewhat on prevailing rates

> . of interest.

(d) Onme determining influence at any given time may be condition
of balance of trade which affects exchange rates, and so

alters basic cost of providing remittances.

>
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6. Influence of Balance gof Trade.

(a)
»
(v)
(c)
(d)
)
o
)4'/27’,‘17
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In general, in ordgr to carry on financial relations with
any country, basis must be laid by establishment of good
cormercial relations.

This means that extension of banking business abroad is
associated with extension of salé of goods.

Financial facilities also react, as already seen, upon
development of commercial business.

Summary: - Basic considerations influencing short temm
financing and current sale of goods found in relative dis-
count levels of trading countries and in conditions sur-

rounding export of capital.
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XIlI.

- MONEY PRICES, AND CREDIT.

1. Definition of Money Value.

(a) Price a statement of relationship between goods ard money.
(t) Money not a final good in itself, but a means of trans:.-
tion to some other good.
(c¢) Hence price really a mode of expressing the value of any
one good or article in terms of all other goods or articles.
(d) "™Value of money" is converse of other expressions of value

which state such value in terms of money.

2. Theory of Prices.

i _ (a) Theory of prices is analysis of factors governing rela-
tionship between money and goods.

(v) If "money" were an abstract purchasing power or unit
representing control over an aggregate of different gocds,
theory of prices would be theory of values in general.

(c) Wnen money is introduced, peculiarity of the amalysis is
seen in fact that it is narrowed so as to bear specially
upon olements relating to the exchange power of the mc :iny-

article.

(d) Most discussions of prices thus tend %o teccme special

s discussions of factors directly influencing the value of
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money itself. .While factors of value which are commown

to all classes of goods are taken for granted.

Corflicting Views of Pricesi

(a)

(b)

(c)

(d)

Original "quantitative" theory of money states that
prices vary according to variations in supply ef money.
As economic activities became more complex, this nacec-
sitated various refinements upon definition of "quantity
of money."

Eventually there was developed the so-called "credit
theory of prices," which regarded price as outcome of
aggregate of factors representing purchasing power.
Principal difference betwsen conflicting theories found
in definition assigned to term money, and in analysis

of factors influencing its supply.

Nature of Credit..

(a)

Federal Reserve Bank of St. Louis

Various dafinitions but two chiefly in opposition:

(1) That crcdit is a "short sale of money", i. e.,
merely a deferred agreement to deliver. money. (2)
That cradit is purchasing power tased on the possession
of goods and merely stated in terms of money. The

latter idea the correct one.

(b) Object of using credit to dispense with use of money (1)

2066
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' because of expense of using it, (2) because of greater

speed and convenience without it.

5. Effect of Use of Credit.

(a) Two primary or.original views on the topic. (1) That
use of credit is equivalent in effect to use of money and
affects prices in same way. (2) That credit acts as
substitute for money,.and relieves money of deménd which
would otherwise fall on it, prices béing simply trans-
ferréd to credit exchanges from the money exchange.

(b) Electric view more recently developed is combination of
foregoing and is that credit and money normally operate
together as media of demand for commodities; relation
between money and commodities bsing established by com~
parison of demand and supnply in exchange system of which

credit forms integral part.

6. Relation of Credit to Prices.
(a} Under any given conditions if mew volume of goods comes

into existence they lead to creation of credit ai banks

~and elsewhere sufficient to effect their exchange. In

such case no influence on prices,'but some strain which wouli..

have fallen on money is lifted off.

(b) In certain cases credit may be granted out of proportion
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to real values created or exchange work to bte dohe. Such
exchange of credit may lead to undue amount of purchasing
power in certain hands, and this tends to inérease demand
for commodities, hence causes rise of prices.

In either case oversconscrvatism or "panic" may lead to
withholding of c;edit whi¢h would otherwise have been
granted. This may lead to lessenhing of demand for com-
modities, hence fall of prices.

In some cases derangement of normal credit arrangements
may result in unusual call for money to settle with;

prices, howsver, remaining unchanged.

7+ The Bank and the Money Supply.

(a)

(v)

(c)
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Two views regarding the function of.bank in relation to
money, (1) éne treats it as a means of providing a sub-
stitute for money. (2) the other as a means of effecting
transactions without the necessity of any referencs to
money .

First effect of banking operations is to provide means

6f exchange which economize or reduce necessary use of
money .

Secondary effect is to render circulation of money mach
more rapid, thereby enabling a given quantity of money

to perform larger number of exchanges.



2069

1012.

(&) Incidental effect of banking is to equalize stocks of
money, and hence to bring about equilibrium of prices

both locally and internationally.

8. Relation of Banking to Price levsl.

(a) Banking cecmos into existenze on basis of established
price level. Relation of bank to this existing price
level is one of steady and constant modification.

(b) Effect of bank operations is to stimulate exchange and
production, while encouraging use of money stock as égnk-
ing reserve. .

(c) Rise or fall of reserve tends to affect supply of credit,
hence to increase or decrease means of transferring goods.

(d) Fluctuation in supply of bank credit also tends to in-
fluenge direct payment fotr goods, henée to affect prices.

.(e) Such influence on prices tends to bring about readjﬁstment
of money domestically or intermationally, hence to estab-

lish similar relationships between money and goods through-

out world.

(f) Bankine is thus direct influence through which price level

i is altered (1) by reflecting change in activity of the
' process of exchange and in the conditions of supﬁly of
| credit, (2) by directly affecting the supply of bank

credit itself through changes in reserves, and hence in
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the volume of credit which can be extended by bank at

given time.

9. Ultimate Prcblem of Prices as Influenced by Banking Credit.

' (a) If hank credit merely eliminates certain transactions

from entering into money exchangs, effect of banking upon
price prublen is negligitle frcmlung-range stgndpeint al-
though significant temporerily, and prices aré ?asical;;
éstablished in that range of operatioﬁs which are conducted
on a money basis.

(b) If bank credit is merely a substitute for money, foregoing
conclusion must hold generally good.

- (¢) 1If bank credit is regarded as one element among factors of
demznd, coordinate with money, fluctuations in bank credit
are real fluctuations in demand for goods, hence bank
credit may be regardei as playing the same pari as
additional "money" supply, and prices may be considurad
with bank credit treated as an essential element in equation.

(d) From this standpoint, analysis of price becomes largely
analysis of all factors tending to influence activities
of exchange, and convertibility of goods into pﬁrqhasing

power.
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X1v.

PANKING AND ITS RELATION TO MONEY AND PRICES
(Continued)

Mechanism of Money ang Panking.

(a) Under coaditions where money is used as medium of ex-
change, “ut no banking or credit system in operation,
assume creation of banking mechanism.

(b) Immediztezeffect is to withdraw nortion of circulating'
meiium and simuitaneously provide a ¢redit mechanism
capatle of supplying a means of effecting exchanges as
needeld, up to much larger amount.

(c) Banks stand ready to provide this circulating medium by
convefting claims wupon wealth into means of payment, or,
in cther words, "extending ¢redit."

(d) This cystem enables owner of wealth to make direct pay-
ment for other wealth in form acceptable to owner therect.

(e) Process dobs not create new wealth, but renders process
of exchange more active and siﬁple, than would be true
without it.

(f) Process makes a dexand for a given sux of money in the
first instance for use as "reserve", but also facilitates
transactions which might otherwise have required use of
money, and at the same time renders possible or brings

into existence transactions that otherwise would probably

2074
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not have teen wundertaken.

Credit mechapism thus both ronstitutes demand for money
and influences supply of it, by obviating the necessity

for as larg. a coinage as would otherwise occur.

2, Adjustment of Tevel of Money Supplv.

(a)

(a)

(a)

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

Banking system undertakes to pléce money where it will
yield largest returns, in convenience as measured by
interest rate.

Hence if bank reserve has been undily lessened in any
country, owing to growth of credit structure with re-
sulting increase in discount rate, banking mechanism
shifts specie to that point.

Effect is to prevent undus iycrease in price level re-
sulting from cost of bank credit as element in.cost of
production, or from temporary curtailment of demand due
to inability or indisposition of local bank to provide
additicnal amounts of credit on books.

Process of readjustment 6f spscie supply thus carried

out establishes stable relationship between credit dystem

of world and underlying money basis.

3. Relation of Reserve to Amount of Credit.

This relationship not constant either geographically or

2072
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Ehronologically.

Amount of credit which can be safely sustained by a
given reserve varies widely in accordance with several
factors.

Hence rno positive statement to e made concerning extent
to which credit is'“subst;tute“ for money.

Credit instruments as medium of éxchzrge also vary in
ability 4o satisfy wishes of community, public being at
some tines nicra ready to emnley credit instruments than

at others.

4. Relation of Credit System to "Ranidity of Circulation".

(a) BRapidity of circulatio:n recoznized by all economists

as factor in real meney "suprly."

Must likewise berrecognized as factor in credit supply,
sinee efficiency and availatility of credit are rendered
greater when given amount of credit is rendered more atle
to excrange goods, through impréved methods.

Hence variation in activity of credit mechanism implies
variation in extent and effectiveness of current or im-

mediate demand.for goods.

5. Credit System and Prices.

- (a,)
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Credit system is thus eeen as an arrangement or mechanism
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which opefatas to:affect the strength of every.factor
entering into the determination of prices.

Méy correctly be regarded as affording means of providing
a "substitute for mopey" at times, or as rendering money .
more efficient.

This, however, is only incidental effect of its operation.
Credit system affords entirely new medium wjthin which
different factors influencing demand and supply of goeods
and money act upon.one another.

Eéen if conceded that change in quantity of money pro-
puces an exactly corresponding change in prices, this
could be t?ue only under stable or assumed condition as

to use of credit, because éhange in such condition changes
relationship betwesn othér faciors in price equation.
Credit itself, as already seen, does not donstitute
"demand for goods"; but demand is, at ieast potentially,
present in some form before credit is extended.

Money must be included among gbods, not only beéause of
circulation power, dut because constituent metal has a
value of its own.

Money, however, not to be regarded as a medium through
which all exchangs must ultimately or theoretically be
effected, but as simply an element entering into the gen-

eral equation of demand and supnly.
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6. General Summary.
Banking and bank credit are to be regarded as proces-

ses or means whereby exchange system of the world is
facilitated and demani for goods is rendered more
steady and effective. Inasmuch as extsnsion of bank
crédit, and credit system as a whole, are processes
without any eventual value in themselves, they are not
substitutes for money, but are means of creating a
condition of exchange in which morey occupies a place
different from that otherwise to be assigned to it.
Priced can not be discussed without reference to
credit sitbation since tkis tends to intluence them
both absolutely-and relatively because it affects the
conditions under whick demani is exerted. Money is‘
one element in a great aggregate of goods. It has

a vzalue dependent upon a variety of different elemeasts
of use. Prices can not be regarded as based upon a
theoretical comparison of the total valume of money

> in existence with a given total of goods to be ex~
changed. Neithe; element in such an equation is

stable at any moment, but both are variable.
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Xv.
CURREND BAYK.NG PROBLeMS COF "™YE UNITED STATES.
1, Problem of a Combined Gold Reserve.
, (2) Effect of Federal Reserve Act (1) Establishment of partial

and incomplete syster of orgszization shared an by about
one-half hanking capital and svrplus of country. (2) Crea-
t20on of a partial corbination br concentration of gold
reserve. (3) Inauguration of system of Federal oversight
which, howevor, has no msans of direct cooperation with
Stale authorit-es.

(b) VNew system has shown 1tself sffective as stabilazer of
credat in peaceiul times Not tested as yet by panac or
international nressure or by severe government financing.

(¢) Question now to be mwet in this connection is the meane of
securing organization of complete system able to carry the
load of public demands and maintaan convertibality of

whole credat structure.

2. Problem of Elastic and Sound Currency.

I (a) Coexistence of variety of different kindo oi mnote issues,
' including three classes of bank note.

(b) Dafficulty of eliuanating bond securiily heh-nd n.tes, = d

‘ *putting 1ssues upon a basis of sound comne “caal Jarsr.

(¢) Failure to recognize dank note as forr of crad.t, hesce
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tondency to include it as bank reserve in State institutions.
(d) Difficulty of securing note issue based solely on commer-
cial paper instead of on bonds or long term investments.

3. Problem of Introducing Spound Method of Financing Business
l With Commerciai Paper.

(a) Prevalence of single name paper type of loan.

(v) Obvstacles to introduction of trade acceptance and bankers
acceptance.

(¢) Special conditions under which discount market must be
developed.

s (d) Federal Reserve system provides for several technically

separate discount markets, connected by the Federal Reserve

system of oversight. This is a new mode of éealing with the

banking question and requires the application of new methpds.

4. Problem of Relation of Government to Banking System.
(a) TFederal Reserve system, though technically fiscal agent of

Government, not yet performing more than routine functions.
. (b) With peace maintained, problem would have been that of
gradually taking over subtreasury duties.

(¢) In view of condition of war, chief problem becomes that

0
of aiding in flotation of loans and in keeping banking

. system as sound and liquid as possible as outstanding obli-
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gations increase.

In mpdern government leoans, public obligations tend to be-
come a staple banking paper, and hence the basis of advances.
Problem of reserve system 18 to prevent dangerous ainflation

based on such advances.

5« Problem of Uniform Collection and Clearance System.

Maintenance of erronecus collection system by comsaderable
number of banks based on faulty reserve plan has containued
down to date.

Retention of deposats of country bank funds in cities where
they are baned on call leads to a desire to use these funds
to "ecarry® the collections.

Opposition to prompt and cheap collection owang to existence
oi large number of artificially created imstatutions, lakely

to persevere.

6. Problem of Uniform Management, or Oversight, of All Classes
of Banks.

Conflicting State laws and regulations differing from those
of national Government.

Lack of any accepted pranciple of classifying different kinds
of banking operations and dividing them among different (and

mutually exclusive) types of instatutions.
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. (c) Lack of uniform policy regarding loans, discount rates, and

L banking policy throughout country.

(d) Competition for retention of institutions under State super-
’ vision, resalting in concessions regarding reserves, manage-

ment and otner details of operation.
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