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LESSON VI—Continued.

The banks of the New York Clearing House Aisociation

aneed that, for the purpose of enabling them to expand their

loani, the specie reserves held by them should be treated as a

conunon fund and, if necessary, should be equalized among the

banks by assessments laii*. upon the stronger for the beneUt of

the weaker; and that, fc. the purpose of settlirj balances be-

tween the banks a committee should be appointed with power

to issue certificates of deposit to any bank piacmg with them

adequate security in the shape of stocks, bonds or bills receiv-

able, and that these certificates should be received in payment

by creditor banks. The effect of this agreement was that any

bank which experienced an unusual demand for specie would

be supported by the whole of the common stock; and that the

debt to the others, which it thus incurred, could be met by a

pledge of its securities. This plan, in its essential form, has

been put into effect on several occasions of financial stress

since, and has worked well.

llie Aldrich-Vreeland Act of 1908 provided for the issue

of an emergency currency along similar lines. The country

was divided into districts for this purpose; and it was dwided

to permit banks who joined the association in each district—

the district corresponding fairly well with the sphere of the

clearing house in that region—to issue emergency notes based

on sound approved commercial paper, up to 75 per cent, of its

value. Banks could also directly deal with the Secretary of

the Treasury and receive emergency notes on certain classes

of municipal and corporation bonda, where such bonds were

approved. In this case the note issue was based on 90 per cent,

of the value of the securities. A definite limit is put on such

emergency circulation, and it is subject to a tax until it has

been retired. It is altogether likely, however, that the condi-

tions under which federal reserve notes can be issued will make

it unnecessary in the future to have recourse to note issues

under the Aldrich-Vreeland Act.

Questions for Review.

I. On Text.

1. Under what conditions did Canadian banks establish

redemption agencies?

2. State the arguments presented by the bankers, at the

revision of the Bank Act in 1890, against fixed legal reserves.

3. What were the reasuns for establishing the bank-note

circulation safety fund?



4. What wen the reMons advanced for 'log the emar-
ftney eirealation pri' ileve to the banke?

6. Under what eonditlona was the national banking lya-

tem establiihed in the United State*?

6. In what way did that ijritem provide a market for
United Statei bonds?

7. What were tlie requirements with respect to the legal

reserves of national banks before tho federal reserve act was
passed in 1918?

8. What is meant bjr "seasonal demands" for bank note
currency? In what way have tho bond-secured notes of the
national banks met that demend in the past? Show th ^upei^
iority of Canadian notes in these respects.

9. What difficulties arose owing to the lack of unity in the
national banking system?

10. What types of banks exist in the United States 7 Which
issue notes? What are, in general, the functions of each?

11. Distinguish between clearing-house certificates and
clearing-house loan ceitiftcates.

12. Are clearing-houses more important for chocks than
for notes? Why?

13. Why was the expedient of "combined reserves" re-

sorted to by the banks belonging to the various clearing houses
in the United States? Would it be of advantage to combine
the reserves of New York banks regularly and permanently?

II. On Ijesson.

14. Why have the national banks troubled themselves
about combined reserves? Is there really less money in the
country in time of panic?

16. State briefly the essential provisions of the Aldrich-
Vreeland Act of 1908 and explain their purpose. Contrast
with Canadian methods of issuing emergency circulation.

16. What are the arguments in behalf of a centraliz-d
banking system?

Quettions far Written Answer.

17. Compare the Canadian and American system of bank-
ing with respect to (a) examination of banks; (6) basis of
note issues; (c) ability to serve every part of the country.
(Note: Th^ national banking system as it existed up to 1913
should xorm the basis of comparison. The changes effected by
the federal reserve act of 1913 will be considered in the next
lesson.)



18. Why •» Idto bMUdnf fund, ^^ttwctad to New YoAT
Don thia itnngtlieii, or injor*, the buikinff of the United

StataiT

19. UntU tho pMiing of the federal reeerve »ct of 1918

the bMiki of the United SUtei could not eeUbltah br»nchei in

fbrelgn countries Wh«t effect had that prohibition on the

eountry'e fcvlgn t'ade?

20. Britg up any dlfflenltlei.



LESSON VII.

The Federal Reterve Act.

Read: Money and Banking. (Appendix: The Federal
Reeerve Currency Act).

Breckenridge, The History of Banking in Canada
Chapter 7.

o^
^^fAe TerferaJ Reterve Act, desJKned to furnish the United

States with a wide discount market, and an elastic currency
was passed in 1913. It provides that the country shall be di-
vided into twelve districts; each district to have a central bank
known as a federal reserve bank ; the capital 8t'<ck to be sup-
plied by the national banks in the district to the extent of 6pr cent, of their capital stock. Any national bank declining
to enter this system is to forfeit its charter, these district or
federal reserve banks are to have the right to deal in foreign
bills and to act as reserve agents for member banks. The re-
senres of the country banks, now held by banks in New York,
Ohicago and St. Louis, and other reserve cities, are to be
transferred gradually in eighteen months from thf date of
enactment, to these new federal reserve banks.

The following table shows the districts into which the
country has been divided, as well as the number of national

i9?4?.'"
^ district and their combined resources (June 30,

n,-.t,?i'*i'"/B <. X
No. of Banks. Resources.

District 1 (Boston) 441 | 930,170,805
District 2 (New York) 481 2 592R7!(nf)fl
Diotri't 8 (Philadelphia) ?B6 Smf^
District 5 (Richmond) 481 600,172,085
Distoct

g
(At'.""ta) 878 392,274,042

nuti-Vf « c!"?"^°\ ^^ 1,625,953,888

n ^JSff Q {Sf: ^""l, \ *S' 497,799,033
District 9 (Minneapolis) 699 608 293 216D strict 10 (Kansas City) 836 648 419 262
District 11 (Dallas) .

.' 740 455177 062
Distnct 12 (San Francisco) ... 518 798,078!827

These figures do not inclu.le the four national banks which
refused to accept the provisions of the Federal Reserve Act,
nor the five banks in Hawaii and the two banks in Alaska

The Federal Reserve Board took oflSce in August, 1914
and proceeded to complete its own organization. The directors'
of each of the several reserve banks are made up of govern-



ment appointMi and repreientativei of the member banki.

Two of tY government directom will be chairman and vice-

chairman itupectlvely. There will be nine dlrectorH for each

federal reger/e banks ; and they will choose other offlcera, in-

cluding a preiident, and engage whatever clerical force it

necessary.

The funcliont of the Board; Note /«« ca. Capital Stock.

The principal function of the bo.. ' *ill be to supervine

the iaaue of a new kind of bank note. It in to be called a irov-

emment obligation, and is to be redeemable at the United

States treasury and at the counter of any one of the federal

reserve banks. The notes are to be issued only upon the re-

Quest of a federal reserve bank, which must deposit as security

therefor some of th satisfactory commercial paper which It

has obtained by rediscount of the paper of member banks. A
feders' reserve bank must carry a 40 per cent, reserve in gold

again the notes it takes out from the central board. In order

to m 5 the retirement of notes certain and rapid a federal

rese. -e bank is not permitted to pay out the notes that have
been issued by any other federal reserve bank.

With respect to note issues a careful study should be made
of Sections 16-18 the Federal Reserve Act; (appendix.

Money and Banking It will be seen that it is expected that

the note issues of th .resent national banks will be gradually

retired ; and that thfe federal reserve banks will issue instead a

bond-secured bank note currency which shall be obligations of

the federal reserve banks procuring them. They shall be issued

and redeemed under the same terms and conditions as national

bank notes, except that they shall not be limited to the amount
of the capital stock of the federal reserve bank issuing them.
There will then be in circulation fedtral reserve notes, which
shall be obligations of the United States, and federal reserve

bank notes, which shall be obligations of the banks themselves.

The act provides that the capital stock of the federal re-

serve banks, if not subscribed by the national banks, may be
offered for sale to the public. It also gives national banks the
right to accept time drafts drawn against foreign shipments of

goods, the idea being to develop in the United States a discount
market similar to that found in several European countries,

particularly in England.

Will Neij System Bring Inflation!

Will the new system give the United Staces what it most
needs—a real national system ofbanking? The national banks
certainly do not. Tl.e act which created them has made the

United States a country of local banks. In the proper sense
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of Uie word the Americans have had no national banlu. The
horizon of the United States banlter is the conmranitjr in which
he lives. He knows practically nothing about the needs and
resources of other communities, and is out of touch with the
powerful forces which move capital from section to section and
from country to country. His experience, therefore, has not
ntted him to be of assistance in the drafting of a truly national
system of banking, such as the country really needs. The
•inkers had little choice in the framing of the federal reserve
act. The majority of its framers were lawyers', and they had
the idea that banking can be made a safe business if it is only
properly hemmed in by law. They have assumed that a federal
reserve bank cannot over-issue or over-lend if it always main-
tams a prescribed cash reserve, and that certain smaller per-
centages of reserves will secure safety among national banks.
But experience has proven that the amount of a bank's cash
reserve is not the real test of its security. No matter what the
reserve, there cannot be safety unless there is wise control, and
an absolute union of power and responsibility.

There is an element of danger in the division of responsi-
bility between the federal reserve board at Washington and the

nSJJnn^ °J,^^^
country. There is in circulation about 1600,-

000,000 of lawful paper money which the banks may count as
part of their cash reserves if they can get it into their vaults.AH this will certainly go into the vaults of the federal reserve
banks, and its place in the circulation will be taken by the new
bank notes. Then the United States will be in the same posi-
tion as Canada, for all the currency used in daily business, one
and two dollar bills alone excepted, will be bank notes. The
banks with reserves increased by $600,000,000 will be able to
expand their loans and liabilities, by issuing their own notes
to the ertent of $2,000,000,000 without causing their reserve
to fall below the legal limit. It must not be forgotten that the
United States treasury is responsible for their redemption-
and any serious export of gold, when the circulation of notes
has been expanded to the limit, will put the treasury in a dan-
gerous position.

Moreover, in the opinion of competent critics, including
Dean Joseph French Johnson, the dividing of the country into
twelve districts will mean that these sections will pull against
one another, and that some of them will indulge in an over-
issue of notes and in an excessive expansion of discounts.

Bank notes under a proper banking system can
easily expand to meet the demand of the community
for them; and, under a prober method of redemp-
tion, they cannot remain outstanding in excess of
the needs of trade.. That is, they are properly
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• eUutie. On the other hand, by the very nature of

the government, by the fact tlutt it is not a bank, it

is impossible that it should know how much eireu-

lotion the cmintry needs, when to increase and when,

to contract it. This was seen as long ago as 1790

by Alexander Hamilton, when he said: "Among
other material differences between the paper cur-

rency issued by the mere authority of the govern^

ment and one issued by a bank payable in coin is

this: that in the first case there is no standard to

whicha/n appeal can be made as to the quantity which
wiU only satisfy, or that which will surcharge the

circulation; in the last, that standard results from
the demand. If more should be issued than is

necessary, it will return upon the bank." This

should be kept in mind in considering the retire-

ment of United States government currency in

favour of bank notes.

Advantages of System.

There are, however, jrreat compensating advantages.

These are to be found in (1) the creation of a general discount

market for commercial paper; (2) the systematic pooling of

reserves of existing banks ; and (3) the provision of an elastic

currency.
Hitherto American banking has been too largely an agency

in the service of speculation. This is borne out by the follow-

ing considerations: (1) the interest rates controlling the flow

of gold out of the United States have been dictated by the call

loan market, not by those prevailing in the commercial dis-

count market; (2) the funds which the banks desired to have
ready to hand have been customarily invested in demand loans

on stocks rather than in quick commercial paper or short-term

foreign exchange; (3) in times of crisis or pressure the banks
have shortened loans in the country instead of, as ia other

countries, enlarging them to accommodate legitimate borrow-
ers. Their primary purpose, hitherto, seems to have been the

upholding of the stock market, in a period of pressure.

The new act changes these conditions by (1) transferring

a small but necessary fraction of the ultimate reserve of the
national banks to government-inspection institutions, located

in various parts of the country, where they will be responsive

to, and in sympathy with, business necessities. It prescribes

by rigid rules that these funds shall be applied solely to com-
mercial needs, and to nothing else, the loans being narrowly
restricted in term and character; (2) it broadens the methods
of doing business allowed to national banks, so far as relates

to investments in legitimate commercial paper, and narrows
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them correspondingly so far as relates to investments in stocks
and bonds; (8) it mcreaseg the loaning power of a bank in a
given community, by permitting the issue of notes on commer-
cial paper; and (4) it gives to each bank the support it may
need by combining the reserves of all in a central institution
in the same community or region. Its effort is thus to promote
the growth of commercial credit and to protect that credit
when brought into existence.

Creation of a Wide Discount Market.

Under the Federal Reserve Act, national banks will be
able to rediscount the commercial paper of local concerns at
the reserve bank in their district. This will provide the na-
tional banks with funds with which they can continue to aid
local enterprises. Since it will be possible to secure funds by
rediscounting commercial paper the fluctuation of interest
rates from season to, season should be greatly minimized.
Moreover, as national banks can now procure federal reserve
notes by rediscounting the commercial paper they hold, there
will be no necessity of emergency measures to safeguard the
country from the possible results of financial panic or strin-
gency. Credit will be more simply available, cheaper, and more
equitably open to all.

The community will not, however, gain the greatest advan-
tage from the measure if it adheres merely to established types
of operation. The new act provides for the creation of a true
discount market, such as has existed for years in every Euro-
pean country. This means that every merchant of established
local credit may in the future count upon a free sale for his
paper throughout the reserve district in which he is situated,
and to a somewhat lesser degree throughout the country. The
rediscount principle, when fully worked out, taken in connec-
tion with the use of the acceptance system, will enable the
sound, even though small, manufacturer or trader to get the
advantage of the best rates of commercial paper that prevail
anywhere within his region of the country. If there is capital
to spare—unemployed and seeking occupation—he may expect
that, through the general sale of bills under the new system,
such capital will be available for the purchase of his paper,
and will be so employed. By the judicious use of the accept-
ance the local bank will be enabled to facilitate the movement
of goods into and out of the country, and will at once make the
utmost of Its own capital, and at the same time enable its
clients to gain the widest employment for their own resources.
The net results of these various influences should be: (1)
considerable reduction in average rate of interest on commer-
cial paper throughout the United States, (2) very great reduc-
tions in the rates in certain sections remote from commercial



centres; (S) stability and certainty in distribution of credit;

(4) creation of new and more convenient types of paper
arising through trade with foreign countries.

London has hitherto been the world's centre of
finance. Two of the main reasons for this have
been: (1) London has had practically the only
free supply of gold in the world. No restrictions

have been placed upon the flow of the yellow metal
either to, or from, London. This cannot be said of
the gold supplies of other European countries; and,
in the past, the gold supplies of the United States
have not been concentrated, owing to the decerv-

tralized banking system that has existed. (2)
London has afforded a great discount market in
the past. In the future we may expect New York
to compete on more equal terms with London for
the banking business of the world, not only because
of the harmony of action among the banks made
possible by the federal reserve act, but because of
the establishment of a great discount market there.

Reserves of National Banks.

An important feature of the new law is the economy of

gold that will be effected under it. National banks will hence-
forth be required to keep reserves of 18, 15 and 12 per cent,

against their demand deposits according as they are located

in the central reserve cities (New York, Chicago and St. Louis)

,

in reservf cities (of which there are about forty), and in the
country districts, respectively. In each of these districts

—

whether in central reserve cities, reserve cities, or in country
districts—6 per cent, must be held by way of reserve against
time deposits, by the national banks themselves. The part of

the reserves that national banks formerly kept with the central

reserve,or reserve,banks are to be held henceforth in the federal

reserve bank of the district in which the bank is situated.

Time is given to bring about these changes, a period of three
years from the passage of the act being granted to effect the
final adjustment. As the provisions with respect to reserves
are very complicated, the student should study with particular

care Section 19 of the federal reserve act, (p. 579, Money and
Banking) . This means that there will be a considerable re-

duction in the reserves of national banks ; for it will be recalled

that formerly the reserve banks were obliged to hold a reserve
of 25 per cent, against their demand liabilities and country
banks 16 per cent. This will release a great volume of money
after all new needs for the reserves of the federal reserve
banks have been complied with. The effect of this provision



will be far-reaching. The United States hu for many years

been obliged by its antiquated banking methods to ase much
larger gold reserves than any other country in the world, m
proportion to business done. Moreover, in times of stringency

there was a scramble among the banks for gold, to build up

their reserves. This tended to put a premium on the yellow

metal and make interest rates high. Now that the reserves

of national banks are pooled in the federal reserve banks, it

ought to be possible to control, to some extent at least, the flow

of gold out of or into the country by lowering or raising the

discount rate. This can be done through the federal reserve

board. In this way international exchanges can be effected

with less cost to the community. In this particular it is ex-

pected that the federal reserve board will follow the practice

of the Bank of England, which controls the supply of gold in

the United Kingdom by raising or lowering its discount rate.

When it raises its discount rate money becomes dearer, and

gold tends to flow to England to earn higher interest rates.

When the discount rate of the bank is lowered, money bee >.nes

cheap, and gold leaves the country. But this process will be

more carefully explained when we consider later the functions

of the Bank of tEngland, and the nature of the business i

Queetiom for Review.

I. On Text.

1. When was the Canadian Bankers' Association incoi*-

porated? What are its objects?

2. What is its j'lrisdiction over suspended banks? How
does it supervise nolo circulation?

8. What are the duties of the curators of failed banks?
4. What has been the effect of competition on (a) banking

profits, (6) the increase of branches?
5. When were Canadian clearing-houses organized? What

are the functions of the clearing-house?

6. What are demand deposits within the meaning of the

federal reserve act? (Section 19).

7. What proportion of (a) the demand deposits, (b) the

time deposits, must a national bank keep by way of a legal

reserve? (Section 19).
8. After three years from the passing of the act, how

much of their reserves must (a) country banks, (6) reserve

banks, (e) central reserve banks hold in their own vaults

against demand liabilities? Where shall the banks in the
respective districts keep the balance of their legal reserves,

after the three-year period shall have been reached? (Section

19).



9. What are the provisions of th-; federal reserve act with
respect to examination of banlcs? (Section 21).

10. What are the conditions under which loans may be
advanced on farm lands? (Section 24).

11. Under what conditions may national banks now estab-

lish branches abroad?
12. When may the Treasury of the United States deposit

government moneys with federal reserve banks?
13. What are the powers of federal reserve banks? (Sec-

tion 13).
14. What are the duties of the federal reserve board?

(Section 10)

.

16. What is the process of organization of federal reserve
banks? Why are state banks and trust companies permitted
to enter the system?

II. On Lesson.

16. Into how many districts is the United States now
divided for banking purposes? What are the objects in view?

17. What is the nature of the new currency issued by
federal banks? What advantages does it possess? What
dangers are involved?

18. How will a new discount market be created for the

United States? What advantages will it bring?
19. Will the federal reserve banks be able to regulate the

flow of gold into and out of the country? How will they do so?
What will be the advantages gained? .

QueFfiom requiring Written Answers.

21. What furnishes thr- security for the new federal

reserve bank notes? How are they rei^eemed? Will they
furnish an elastic currency to the Unitei " ates? Are there
any dangers of inflation ?

22. Why are the legal reserves of nai.anal banks hence-
forth to be kept in the district in which the banks are located?

Why did idle funds formerly flow to New York? What difll-

culties arose?
23. Will the United States henceforth have a "decen-

tralized" banking system? What advantages will ensue from
the supervision of the federal reserve board? Will the banks
in the various districts likely work together? Will district

compete with district, or will all work in harmony?
24. Bring up any difficulties.



LESSON VIII.

The British Financial System.

Read: Sections 489-493, cl.apter 29; also chapter 9 of

"Money and Banking."

The Bank of England is the most famous of the great mod-
public banks. While its capital has been subscribed privately

it stands in such close and intimate as.sociation with the Gov-
ment that it is always regarded as a public institution.

The Bankers' Bank.

The Bank of England stands at the centre of the whole
financial system of t^e United Kingdom. It is the bankers'
bank. To it the other financial institutions of the country Ic"'
for guidance and leadership. And they have not looked in vain.

As a whole the operations of this Bank have been conducted
with consummate skill and the desire to serve the best interests

of the nation, and not merely to make profits.

The other financial institutions of Great Britain are:

1. The joint stock banks.
2. The Scotch banks.
3. The private banks.
4. The merchant bankers and accepting houses.
6. The discount houses.
6. The postal and .trustee savings banks.

These institutions, as a rule, keep large deposits with the
Bank of England. In many cases they rediscount paper at this

Bank and leave the proceeds on deposit as "cash." All deposits

in fact, at the Bank of England are regarded as equivalent to

gold, and are therefore counted in as part of the reserves of the
financial institutions of the nation. It can easily be seen that
this throws an enormous responsibility upon the Bank. It virt-

ually holds the gold reserves of the whole of the United King-
dom. Moreover, as will be shown, the Bank holds practically

the only free stock of gold in the world, and it is drawn upon
heavily by other nations. The reserve in gold is not very large

at any time, in comparison with the gold held by the Bank of

FVance, the Imperial Bank of Russia, and the National and
State banks of the United States. In a word, the British people

support the greatest volume of credit in the world on the small-

est reserve of gold. Their credit system is the most nicely and
delicitelv balanced and operates with greater ease and with less

friction than that of any other nation.

For many years prominent financiers have pointed out the
dangers inherent in the credit structure of the United Kingdom,
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and predicted disaster at the outbreak of a great war. Yet no
other banlcinsr system stood the sudden shock and strain at the
outbreak of the war in Augfust, 1914, better than the banks of
Great Britain. The Bank of England raised its discount rate
for a short time to 10 per cent., but very soon lowered it again
to 5 per cent., and business proceeded on its normal course.
The government itself issued a legal tender paper currency in
denominations of 10s. and £1, redeemable in gold at the Bank
of England. This provided the business Community with the
currency it required, and in a remarkably short time business
settled down to its ordinary routine course.

The Act of 1844.

While the bank's history dates back to the seventeenth
century it was constituted, as we now know it, in 1844. Lead-
ing up to Peel's Act of 1844 was a controversy between the
leaders of the "banking" and "currency" schools—the former
maintaining that as long as paper money was redeemable on
demaand in gold its volume had no effect upon prices ; the latter
insisting that the expansion of credit in the form of note issues
increased the volume of the currency of the nation and hence
tended to raise prices. The Act of 1844 was a sort of compro-
mise between the leaders of these schools of thought. It was
provided that notes could be issued by the Bank of England up
to £14,000,000 on a security basis ; but after that limit had been
reached additional notes could be issued only on the basis of
pound for pound in gold. It may be s.- i here that the Bank's
uncovered issue—that is, the issue t ed on securities—has
slowly risen until it now stands at £1; »ei,000 sterling.

Although Peel's Act of 1844 is considered to have provided
the fundamental law under which the bank operates, it should
not be forgotten that, like all other British institutions, the
Bank of England is not only regulated by statute, but by a body
of customs and traditions which are no less binding than stat-
utes, and which are of as great economic importance.

By the Act of 1844 the Bank of England was divided into
two separate departments: (1) the issue department, and (2)
the banking department. The issue department is concerned
solely with the note issues of the Bank. It gives notes for gold
or gold for notes. Of course, as has been said, the Bank has
the right to issue notes on a security basis alone up to £18,450,>
000 sterling.

On the other hand, the real business, or at least th? main
business, of the bank is carried on by the banking department.
Here deposits are received and loans negotiated. To all intents
and purposes the two departments are separate institutions.
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NoU Ittut* of Joint Stock Banlct.

Prom the time of the foundtoB of *•,l^^^ ^n ^4 "pto

i«2« it enloyed the sole right to iMue notes. In 18Z8 It wm
dKiSl thSt the Bank had not been fl'*" •

'»»»S'lS5l,2J
SSStarStcwt in it. note iBSuine function. There foUowed

«Sn«W» movement to estabff.h joint stock bwitai rf de-

w^tTwhteh resulted in certain <»»«»»»<>«
,^>°«,«rfS*i.™JS

the Bank In 1826 the Bank consented to the establishment

^ 1.J-* .i/u-v hinlM of issue at a distance of more than sixty-

?vimU«^.Kto."n 1888 joint stock banks were au-

?horSed in London and vicinity, but they were not given the

?^m m(^.0o6 to £18,460,000 sterling. I* ^^ *°"«^*^Sj
tlTnote issuing function would steadily decline in ^ue with

III S^tthS cheque and deposit banking; and that the count-

i^bX^uldi^rtcoXue to regard their right of issue hjgh-

w Mneci^v as their noteb. unlike those of the Bank of Eng-

teifwre no? legal tender. As country banks have become

.mRlOTmated with London banks, or as they have opened up^S l!^ndorthey have, of course, been obliged to give up

their note issues.

Distinctive Funetiong of the Bank of England.

The distinctive functions of the Bank of England consist

of its acting as;—
(1) Banker to the British Government,

(2) Banker to the joint stock and private banks.

b. (a) Sole possessor of the right to issue notes which are

i.>„„i t.i,Vur in Enrfand- (b) sole possessor, „mong joint stock

a%"?S »^ffl4 in liidin, of tlTe right to issue notes at aU.

4. Provider of emergency currency.

B Keeper ofhe gold reserve for British banking.

6 Keeper of the gold reserve which is most readdily avafl-

able for the purpose of international banking.

These various functions fit into and suppement one an-

expolhas said:



"By the fact that it keeps the balance of the other banks,

the Bank of England is enabled to conduct the payment of the
interest on the Briish debt largely by transfers In its books.

By the fact that it keeps the balance of the Government and
has the monopoly of the legal-tender note issue, the Bank has
a great prestege in the eyes of the general public, which it

communicates to the other banks which bank with it. There
is an impression that the Ciovemment is always behind the
Bank, and that the Bank is always behind the other banks, and
this confidence has certainly done much to foster the confidence

of the British public in its banking system."

The British Credit Syttem.

A credit in the books of the Bank of England has come to

be regarded as just as good as so much gold ; and nearly all the

other banks state their "cash in hand and at the Bank of Eng-
land" as one item in their balance sheets, as if there were no
difference between an actual holding of gold or legal tender
and a balance at the Bank of England. From this it follows

that, when an increase of currency is desirable, it can be se-

cured by an increase in the balances of the other banks at the
Bank of England, since the joint stock and other banks thus
become possessed of more cash to be used as the basis of credit
Currency in England is made up chiefly of ehe<iueg\ and ex-

pansion of currency thus consists chiefly in expansion of loans
which in turn become deposits against which cheques are
drawn. Since there is no legal reserve requirement in Eng-
land, there is no fixed ratio between cash reserves and demand
obligations. The expansion of cheque currency, therefore, is

limited only by the proportion between deposits and "cash"
which the banks think fit to keep. So long as they can increase
their cash by increasing their credit in the Bank of England
the creation of currency can proceed without let or hindrance.
Their balances can be increased by borrowing from the Bank
of England and leaving the loans with the Bank as deposits.
The Bank of England is thus enabled to provide emergency
currency with great ease, by means of loans and discounts
which swell the reserves of other banks and become the basis
for further loans and deposits. The elasticity of the system is

thus remarkable. The '.^rchants and bill brokers of London
can, by taking approved security to the Bank of England, in-

crease in a few minutes the basis of "cash" upon which the
cheque currency of England is based.

This, of course, throws an enormous responsibility upon
the Bank of England. It can be easily seen from what has
been gnid that the gold reserves of the Bank, in last analysis,
support the whole credit structure of the United Kingdom.
The system is wonderfully economical and efiicient ; but when



It U remembewd that the B»nk must be looked to for the gold

reserve! of the United Kingdom, »nd th»t thl» gold ii alio

pr«!tic«lly the only "free" supply in the world, one ean under-

lUnd the enormous responsibility resting upon this great

iutitntlon.

The United Kingdom hat thue to a i<re-eminent

degree on "eliutie" currency—a eurrr"cy made up

of metal money, bank notes, govern, ent currency

notes and cheques. The greater part of its business

it carried on by cnecktng against deposits—deposits

which have, in the first instance, emerged as loans

or discounts. By the term "elasticity" as applied to

a currency is meant the capacity to expand and con-

tract with an increase or decrease in the demand

for it—that it, the adaptation of currency supply to

currency need. ' The English banking practice fur-

nishes the nation with just such a currency in the

enormoui extent to which the ch'.qve.tyttem has

been developed.

The International Gold Movement.

As has been seen the Bank of England keeps the balances

of the other banks. Thus the latter must look to it for gold or

legal tender notes at times when the local community requires

such. At the end of every month, especially at the ends of the

quarters or at times of national holiday, the Bank's note cir-

culation expands on the one hand and its gold holdings fall on

the other. These movements, however, are regular; and after

all the extensive and growing use of the cheque reduces their

importance.

Far more important is the Bank of England's duty as cus-

todian of gold reserves used for international banking. London

it the only European centre that is alwvys prepared to honour

its drafts immediately and to any extent in gold. Both silver

and gold are a legal tender in France, and the Bank of France,

therefore, can legally meet any demand upon it in either metal.

Indeed, the Bank of France often charges a premium on gold,

sufficient to check any demand for it. At Berlin and other

European centres credit instruments are not always easily and

freely convertible into gold. In the United States—at least be-

fore the passing of the Federal Reserve Currency Act—there
has been no unity of action between the banks, no central in-

stitution to regulate the cold supplies of the nation. TTie

thousands of national barks, state banks and trust companies

were, at a period of crisis, too busily engaged protecting the.r

own reserves to play any outstanding role in international ex-

change. Consequently the Bank of England has to be pre-
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rand W meet denundi upon it at »ny time from «bro»d. Such

dSSnAi are b««d upon credit, given to foreifner; by the

Enrilih baalting comiSunity. The Bank murt, tTierefore, ever

S^iln on the ilert'to obaerve the .Igns of flnanc.al weather

hTall parts of the world. It must, if powible. regulate the price

of money in London so that the exchanges may not be allowed

to become or remain adverse to a dangerous point. In per-

forming this task the Bank of England is confronted with very

great difficulties inasmuch as the English bankmg -lommunity

works independently of it. The other Umdon banks and Hnan-

cial institutions accept and discount finance P"?*' ""« g've

foreigners credits at rates wh'^h encourage further borrowing

—borrowing which very often eventuates in the exportation or

gold from the vaulU of the Bank of England.

Now, as has been said, the proportion of cash to liabilities

is wholly unregulated in English banking; and the so-called

"cash" consists for the most part of deposits m the Bank ol

England. This system enables the other banks to multiply

credits which are ultimately based on the Bank of England b

reserve; and the responsibility for maintaining that reserve is

left with the Bank. This it attempts to do by raising its rate

of discount when necessary. If the other financial institutions

follow money becomes dear in London; and this, of course, in-

fluences the rate of exchange in England's favor.

When the Bank's rate is not "effective"—that is, when the

Bank can not impose its will with respect to the rate of dis-

count upon the general money market in London—it attempts

to assert itself by going into the market itself and borrowing

some of the floating funds. In this way it lessens their supply

and force? up the price of money. By means of this borrowing

it diminishes the balances kept with it by the other banks,

either directly or indirectly—directly if it borrows from them,

indirectly if it borrows from their customers who hand the

advance to it in the shape of a cheque on them. The "cash in

the Bank of England" which the English banking community

uses as part of its basis of credit is thus wiped out. Money—
which in London genersllv means the orice at which the bank-

ers are prepared to lend for a day or for a short period to the

discount houses—^becomes dearer; the market rate of discount

tends to advance and the foreign exchanges tend to move in

favour of London. As a consequence, gold flows from abroad

to the Bank of England's vaults, and the drain upon the ''ank s

reserve'- *ipped.

Why t 1^ ilk of England Borrows in the London Market.

It will be admitted that this is at best a clumsy device

which the Bank is compelled to use. The Bank borrows money



that it doM not wMt. In wdar to dcpriv* tho outw markat of a
«an>lus which dtprcuM dlieoant ntM to s daniwroiu dtcTM—dangerrui bMsuie of ite elTacto upon the fonign axehangm.
The whole operation beeomai neccuary beeaute of the lack of
connection between the bank rate and the market rate. Inlormer days the London money maricet never had enouchmoney to meet lU needs without help from the Bank of Enav
fuj ifSiS^' '".]'• T^* "•"* "Lombard Street"—pub-
lished In 187»-«aid: "At all ordinary moments there is notmoney enough in Lombard Street to discount all the bills inLombart Street, without Uking some money from the Bank of

~..» ^'i '^"X.'* "",* ^" i"^! ""• ^"l* "*• o' discount largely
eontroHed the market rate for money. Since then, nowever.
the credit of Lombard Street has been so greatly extended that
the gennal money market is largely independent of the Bank
^i-V iP*?*".."*

othA- grea* hanks in London—three of these
giant institutions have deposits of more than $600,000,000 each

iv,^r.S5
"""'"""y <»" ''nd at rates below that of the Bank of

J^!, f~.^"»'3*"*^..'" ?"t!*"d eonsf't" largely of cheques

TW l!^i"fiil'??''^ "f? '" t»™i'«''e originated as loans.There is no legal limit whatever to the extent to which these

i« fhnllf nJ^? w.**.^" 1 ""'*'P"S* The only limits Imposed
are those of publicity and the prudence with which the biu^

to mrv. L*^!*
joint-stock banks often impels them to continue

to make advances or discount bills at ow rates when the Bank

a h?»W «tl *''^'"*iri'* °V^t '""'?' ^changes to imposea higher rate. This it does by borrow ng some of the craSt

SSS^tJ^*?"^ '"' **" other banks, in order to create an artSi
scarcity of money and make its own official rate effective.

In normal times the Bank of England, tht Bank
of France, and the Imperial Bank of Germany at-
tempt to protect their gold reeerves by raiting the
rate of discount. Upon the declaration of wartrance and Germany suspended specie payments',wiMe England continued to meet aU obligations in
gold. It shouH be noted that neither England
trance nor Germany produces gold; yet— aside
from war conditions— none of the banks has any
tropic m procuring and maintaining a sufficient
gold reserve The Bank of England, for instance
has an unwritten rule that the minimum of its re-

!w ??«"** '^*««» »*«« 6e in the neighbor-

o? ;1,1 « ^'L^V^-- **' " "oniervative reduction
Of loani the Rink increases the percentage of re-
serves to babUtties; and the void left by the loans



rttalUdUiaUdbyforttgneapiM. Thttnnuftrof
tuek fonign taeOoI to SngJmiA oeeariont afyUH
tht fortign tscMMM, and musk a fall chteka th*

outfUne of gold and in tkt tnd rtplaett U by gold

importatUm$.

Bank of England Stat*m»nt.

The following flgures ihow the condition of the Bank of

England ai on November 1, 1914:

USUI DIPAKTIIINT.
UMUHn. A—U.

I t

NotM Imid 87,1«8J)B6 Gtrnmmat dtU H^l^iSSOthar MCvrlUu T,4M,M0
Gold eolB ud balHoB... .tMltfiti

aT,li«.06S 87,IM*S8

BANKING DSPAITMBNT.
t *

lUit ianMd other McuritiH 10^M1,SM

0?h.r ATj^ritT UtfiUm Gold >nd SUwr coin ... . «023M
8iTen-d«y »nd othor bilU 14,7!B

A note of explanation may be given here regarding some

of the items on the above statement. "Public deposits include

exchequer, savings banlcs, commi .sioners of national debt, and

dividend accounts. "Other deposits" comprise individual de-

posits of banks. "Seven-day bills" are post-notes still issued

to a small amount. "Government debt" is the loan made by the

Bank to the government in consideration of securing its char-

ter. "Other securities" include loans and advances to custom-

ers upon security. "Rest" means the surplus profits on hand

—

called "reserves" by Canadian banks rnd "surplus" by the

national banks of the United States.

As has been said already the real business of the Bank is

carried on in the banking department. The issue department

merely regulates the issuing of notes—giving notes for gold or

redeeming notes in gold. It will be recalled that up to £18,-

450,000, notes may be issued on securities alone. It is obvious

that the notes held by the banking department are an asset, not

a liability, as they represent claims against the issue depart-

ment.

The only limit to the amount of notes that may be issued at

the demand of customers is the gold supplies of the Bank.

Now, at times of crisis, the Bank is placed in a serious position,



as it holds the gold reserves of the United Kinirdom and also
the only free supply of gold for international needs. Obviously
as these demands deplete its gold reserves its ability to issue
notes to customers is seriously curtailed. As its notes are a
legal tender m England and Wales there is a great demand forthem in periods of emergency. On three occasions, therefore,
It has been found necessary to disregard that provision which
limits the amount of notes that can be issued on securities
alone; and, further more than once this extreme measure has
been escaped with difficulty.

^OAA^"
*''* occasions when the limiting clause of the act of

1844 was suspended it was done so with the consent of the gov-ernment, and later an act was passed by parliament relieving
the Bank of any penalty it had incurred for disregarding the
provisions of the act. This was done because, as has been
explained, although the Bank of England is not a government
institution. It stands in very close relationship with the govern-

irr,?r
'?'*'"« clause, dealmg with the conditions of note

L«nt '-i^^^f'^'^f*''''*'^'*.*'*
''^"'''"8^ department merely pre

n?^^u^^''"'J!fl-^*'='J"*'" *° *•>« ''S"« department, instead

?hiif;,lHlf1'iH?:"*' '!°*l"u
^''*" customers were assured

infiL^J^Af' *" ^^^ "°*^' *''^y required on depositing propercollateral the panic passed away. A panic is; in great partpsychological in nature. When business men foundry couldget al the notes they required the demands upon the Bank
1Z'l"^"^"^••^•'5.'^=•'°."'<^ ^ remembered that the notes arelegal tender in England as well as the actual gold. Thus it wm
t^m'.^L*'"'*

\'"' ^""'^ •" ^"^''^ "°t ""'y furnishes in nor^atimes an asset currency to the country by means of the accran-modation it grants to other banks in the way of loansThThbecome in turn the bases for further loans, by means of wh ch

ft a?sofu",!n'i,\'"""''r
*"'"'*. ^*""' '=''^''"«^ '""y be drawrbut

of ?i».»i tT^'''*^
'" times of great stress an abundant supplyof legal tender money in the shape of its own notes.

The Joint Stock Banks.

FnQ.UnH Ttt ^''"'?"' '""<=«<>" of the joint stock banks of

,^^ „f f
*" receiving of money from customers, the grant-ing of loans and meeting cheques drawn against balancedCustomers place money with them either on current or deS

«nrr«™ °"
'""f"' "=?''""' 't ="" be withdrawn at any t°me

chargt for SLnfn
'*' "° '"*"*'*' ^"'"^ '""''*«- '"^eed, make ICharge for keeping money on current account unless £100 as a

wXrToi'JrPri'ft ^r^ '!." "" "'^''^ a"J^ usuflirf^ a
jr^^^, i> ''t^'

^"^ *''* ™'® P«'d on them, if placed for a week
18 generally IJ per cent, below Bank rati.

'



The currency used in England consists of coins, notes and
cheques. The coins are minted by the government, gold coin
being legal tender to any extent, silver up to £2, copper up to
Is. The silver and copper coins are mere tokens, passing at a
conventional value which is far above that of the value of the
metal contained in them. The use of this metallic currency is

almost entirely confined to the poorer classes which can not
afford the luxury of a banking account. After the outbreak of
war government notes in denominations of £1 and 10s. were
put in circulation ; but this paper currency is also largely used
by the poorer classes.

The cheque has largely displaced the use of the bank note
among the business classes. This explains why the joint stock
bank-note currency is declining in volume in England. Notes
of the Bank of England are extensively used by the other banks
as reserves, and for till money. No legal reserve is required

;

and, as has been said, the joint stock banks regard their bal-
ances at the Bank of England, on which their loans to a large
extent are based, as equivalent to so much "cash." Thus the
English abnking system works with extreme elasticity, and
banking facilities can be provided with extraordinary ease.

The English Cheque System.

Something should be said of the form of checues which
the English banks provide to their customers as currency.

Legally a cheque is a bill of exchange drawn on a bank and
payable on demand. The form, however, can be varied in dif-
ferent ways, increasing or diminishing the ease with which
the cheque can be turned into cash. The cheque can be made
payable to A. B. or bearer, and can thus be turned immediately
mto cash. When drawn to A. B. or order a cheque has to be
endorsed on the back by A. B. before the bank drawn on will
pay it. A still further restriction is the English system of
crossing cheoues : that is to say, of drawing two lines across
the face of the cheque, by which mark it is shown that the
cheque is not to be paid in cash across the counter by the bank
drawn on, but must be paid into a bank by the payee, and so
only becomes credited to him in his own banking account
through the operations of the clearing house. It is obvious
that this system greatly increases the safety of the cheque.

llmnch Banks in England.

A remarkable development of English joint stock banking
IS the rapidity with which they have covered England with
branch establishments. This multiplication of branch offices
has been carried out partly by the absorption of the smaller
institutions of the country, whether private or joint stock, and



partly by the rapidity with which they have opened op
Branches in the trreat provincial cities and their subaits, and
to a moderate extent in the small country towns. This rapid
development of branch banking has increased competition be-
tween the banks perhaps to an excessive degree; but it has
brought banking facilities and accommodation to all parts of
the nation.

The Private Barks.

Any differences that exist between t. ; private and joint
stock banks of England lie in their ownership rather than in
their functions. Their functions are the same ; but the manner
in which they carry them out is influenced to a slight extent by
the fact that the private banks are owned by a few partners
who generally conduct' the business themselves, or exert more
or less influence upon it, while the joint stock banks are man-
aged by salaried directors and oflicials on behalf of a large body
of shareholders formed into a public company, the shares in

which are bought and sold on the London Stock Exchange.
The private banks are now few in number, having been ab-
sorbed for the most part by joint stock banks or reorganized
as such.

The Merchant Bankers and Accepting Houses.

The most important function of the merchant bankers is

not that of banking, but of accepting. In the strict sense of
the word they do not engage in banking at all. Their function
is that of bringing into being those important credit instru-
ments known as bills of exchange. A bill of exchange, origi-

nally drawn on a merchant by a correspondent, from whom he
has bought goods, directing him to pay the consideration for
them at sight or at date named, has become, by process of evo-
lution, an instrument by which credit can be raised against
any form of security or collateral, or in some instances against
no security at all but the credit of the parties named upon it.

The business of acceptance has thus grown up as an im-
portant and separate function which is largely in the hands
of the lenders among the old merchant flrms, whose acceptance
of a bill stamps it at once as a readily negotiable instrument.
A bill of exchange drawn against an English buyer of Cana-
dian or American wheat might not find a ready sale in the dis-

count market in London. But if it is drawn against a well-
known merchant banker his signature at once makes the bill

a first-class security for investment purposes. Hence, the
English purchaser of wheat or any other commodity generally
arranges with an acceptance house to accept a bill of exchange
drawn upon it; the purchaser guaranteeing to put the accept-
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ance hotise-in funds to meet the bill when it is due. The ex-

porter in the United States, let us say, can at once tret his

money by discounting the bill at his own bank ; the American
banker can in turn, aiter having had the bill accepted in Lon-
don, sell it in the discount market; the English buyer can get
his wheat, sell it, and meet his obligation at the acceptance
house when it is due. This is but typical of a host of bills that
may come into being in a similar way, and which find a ready
sale because of the names of well-known bankers being found
thereon.

The London banks, however, control the situation in last

analysis, for they may discriminate ag:ainst the paper of any
merchant banker who has been accepting bills too freely. It

should be observed, also, that the London acceptance houses
conduct the same kind of business for continental, as well as
for English, dealers. At the outbreak of war in August, 1914,
they had become responsible for millions of pounds sterling
arising from bills of exchange which they had accepted for
German importers. The war prevented German dealers from
meeting these obligations as they became due; and this ex-
plains in large measure why it was necessary to declare a
moratorium in England. The discount houses were given time
to secure the funds necessary to meet their maturing obliga-
tions on German fc ount.

The Scotch Banks.

The functions performed by the Scotch banks are essen-
tially similar to those undertaken by the joint stock banks of
England. The diiferences between the currency systems of the
two countries are in degree rather than essence.

The growth of note circulation north of the Tweed has
been slow, while in England note issues among the joint stock
banks are nearing the vanishing point. In Scotland notes may
be issued in denominations of £1 and upwards, whereas in
England the smallest note is for £5. (This, of course, applies
to the banks. As has been said, the government is now issuing
a paper currency made up of £1 and 10s. notes. ) It is thus seen
the bank note circulates among all classes in Scotland; and so
has gained and retained a hold upon a wide circle in the com-
munity. In this respect, as in others, Scotch banking is more
democratic than English, and provides its facilities for a poor-
er class in the community.

Especially in their early days Scotch banks encouraged
the small tradesman and farmer and granted accommodation
against securty, or an absence of security, which would have
been regarded as feasible in England only under quite excep-
tional circwnstances. The system known as "cash credits"



has been largely used in Scotland, by which borrowtra go to

banks and get accommodation against the joint personal secur-

ity of themselves and one, or two, or three friends. Thus very

poor borrowers were able to gain loans ; and many frugal,

thrifty and enterprising men were able from humble begin-

nings to build up large and important interests.

The banks of Scotland have a further advantage over

those in England in their system of note issue. By Peel's Act

their total "uncovered" circulation was fixed at £3,087,000,

which has since been reduced by the failure of two banks to

£2,676,000. Bank notes up to that limit may be issued on se-

curities alone; every note bpyond that sum must be based

pound for pound on gold. Now the Scotch banks hold a cer-

tain amount of gold as n reserve against their deposits; and

they have chosen to regard it also as a basis for note issues.

There is nothing in the act to prevent their doing so. Now, as

a bank note does not become an obligation until it is issued, the

Scotch banks make a very great saving on the "cash" used as

till money, by holding their own notes instead of gold. It has

been estimated by competent authorities that the banks of

Scotland thus economize to the extent of at least £10,000,000

on the gold that they otherwise would be compelled to hold.

That is to say, they save the interest on this vast sum of

money which would otherwise be lying idle in the shape of gold

in their vaults. In England, on the contrary, where the joint

stock banks make little use of their own notes, they must hold

as till money large sums in gold or Bank of England notes to

meet the requirements of business.

As has been said, the law is silent concerning the cash

that should be held against deposits. The gold reserves held

against deposits, in the Scottish banks, are probably extremely

slender, if the cash held against notes is set on one side. But

it is impossible to detect its actual amount since the Scotch

banks include with their cash their balances at the Bank of

England—^balances, be it remembered, that may have resulted

in loans from the Bank. And the net result is, that when the pro-

portion of their cash to their total liabilities on notes and de-

posits is worked out it is found to be low, even when compared

with English practice. The Scotch banks—with one excep-

tion do not follow the example of English provincial banks in

including in their cash on hand loans at call or short notice.

The Scotch banks, it may be said in conclusion, have

avoided the excessive competition which is a characteristic of

English banking. Indeed, in Scotland co-operation among the

banks is carried to an extreme of which the mercantile com-

munity frequently complains. The banks are few in number,

there being eight only. They stand together like a close cor-

poration; they agree among themselves as to the rates they



will allow to depositors ; the rates at which they will make ad-
vances or discounts ; and the terms and commissions for which
they will do business for customers. Yet they are wonderfully
economical and efficient in operation ; and by their system of
"cash credits," and the liberal aid they have driven to every
sort of industry, have done much to place Scotland among the
most prosperous nations of the world.

I. On Text.
Questions for Review.

1. What is the relation between foreign and domestic ex-
change?

2. What is the relation of credit balances to intern: itional

exchange?

3. What are the functions of the bank in making pay-
ments on international exchange?

4. What determines the cost of currency shipments?
5. Why are bankers willing to purchase foreign drafts?

6. Trace the progress of a bill of exchange, covering the
sripment of wheat from the United States to England, from
the time it is drawn until it is paid.

7. What determines the minimum and maximum gold
points in foreign exchange?

8. What is the relation of foreign commerce to interna-
tional exchange?

9. What are the 'invisible items" of foreign trade?

10. Name and classify the chief varieties of foreign ex-
change.

11. What is meant, precisely, by "finance bills"?

12. What are commercial letters of credit, and how do
they originate ?

13. Describe the main provisions of the Bank Act of 1844.

14. What is the relation of the Bank of England to the
government of the United Kingdom?

II. On Lesson.

15. How does the Bank of England provide the country
with an elastic currency?

16. What is the nature of the work performed by the mer-
chant acceptance houses ?

17. To what extent is branch banking developed in Eng-
land and Scotland?

18. In what sense may it be said that the Bank of Eng-
land has the only "free stock" of gold in the world?
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19. Describe tbe British credit system.

19. Why does the Bank of England borrow in the London
money marlcet?

20. Describe the meaning of the various items in a Banlc

of England statement.

21. What are the functions of the English joint stock

banks?
22. What is the difference between the private banks and

the joint stock banks of England?

Questions for Written Answer.

23. Describe the main features of the Scotch banking
system.

24. (a) How does the Bank of England provide addi-

tional currency in tiihes of crisis? (b) Should the other
banks regard their balances with the Bank of England as

equivalent to "cash"?

25. What are the measures adopted by the Bank of Eng-
land to protect its gold reserves?

26. Bring up any difficulties.
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LESSON IX.

The Bonk of France; The Imperial Bank of Germany.

Read: Money and Banking, Chapter 29, Sections 494-602;
Chapters 28 and 29.

The Bank of France is a bank of the simplest type^—a type
therein a bank is authorized to practice discount, deposit, and
the issue of notes without any special provision for the safety
of one class of liabilities over another. Among exiscins banks,
the Bank of France is a remarkable instance of this free or-
Stanization of banking, surviving, prospering and enjoying the
merited confidence of the French people, long atter the public
opinion of other leading countries required special and elabo-
rate provision for the safety of all bank debts which take the
form of notes.

The Bank of France Eatabliaked, 1800.

The Bank of France was established in Paris in 1800, with
the encouragement of the government and even with Napoleon
as one of its stockholders. There were other banks in exist-
ence in France at that time, all having the right to issue notes.
In 1808, however. Napoleon announced a complete change of
policy. The Bank of France was given the exclusive right to
issue notes in Paris until 1818, and its capital was fixed at
45,000,000 francs,—?9,000,000 in Canadian money. Banks of
issue could be established outside of Paris with tne consent of
the government, but none were formed until aftr the Restora-
tion. All other issues of notes were at once withdrawn. One of
the rival banks in Paris was absorbed by the Bank of France,
and another acted merely as an intermediary between the bank
and its customers. With the existing habits of business, credit
in the form of notes was so strongly preferred that the mono-
poly of note issue gave the Bank a commanding position in
French finance which has lasted to the present day.

The Bank of France and the Government.

Although the Bank still chose its own officers and enjoyed
a nominal independence, it was now becoming involved in the
operations of the French treasury. It passed through a crisis
in 1806, which resulted in connecting it more closely with the
government. In the spring of 1806 a measure was adopted
which definitely settled the character of the Bank as a public
institution, but did not alter the essential principles of its
"rganization. By the doubling of its capital and the extension
>^f its privileges to 1848, not only its pre-eminence in the finan-
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eial affairs of France, but its position in European finance was
assured. In 1840 its privileges were extended to 1867 ; in 1857
to 1897; and in 1897 to the end of 1920. Since 1848 it lias en-
joyed a complete monopoly of the right to issue notes. Uwing
to the comparatively slight development of deposit banking in
France until recent times it has had the largest share of the
banking business of the country.

The relation of the Bank to the government is such that
it may be regarded as a state institution, notwithstanding the
fact that its capital is owned by private individuals. The min-
istry appoints its governor and two sub-governors; and the
legislature is enabled completely to review its affairs on the
occasions that it asks for a renewal of its charter, and at other
times, if it is desired. The fact that its capital is invested
chiefly in public securities, and that it serves as the financial
agent of the government, has given it a large interest in public
affairs and made its' good management and safety matters of
great importance to the State. It is, however, comparatively
free from legislative, as distinct from governmental, regula-
tions pertaining to the details of its business. The govern-
ment has on many occasions used the Bank for its
own ends. Napoleon made it an engine of the State. Under
him it was a private organization merely with respect to the
ownership of its property, but a public institution so far as the
actual employment of that property was concerned. Succes-
sive governments have used the Bank in different ways as the
case has seemed to require; but such as Napoleon made the
Bank in 1806 it has remained ever since—an institution sub-
ject to the control, and often available for the needs, of the
government of the day.

History of Growth of Bank of France.

The revolution of 1848 found in existence the Bank of
France with fifteen branches and also nine independent bank.'^

of issue. No system of redemption at a common centre had
been adopted by the latter; even the branches of the Bank of
France redeemed each other's notes only at pleasure. France
had, in a word, a system of local banks whose notes had only a
local credit. For this and other reasons the provisional gov
emment in the spring of 1848 made all the independent bank^
branches of the Bank of France. Their shareholders, in ex-
change for their old stock, received shares in the Bank, and the
capital of that institution was increased to 91,250,000 franc.
By subsequent legislation many branches and agencies of th'
Bank have been established in all parts of France.

The branches so established, however, have not adequate!; •

filled the functions of local banks. Each branch has its capite!
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allotted to It by the Bank, and is then required to carry on its

business strictly under the supervision of the latter. It does
not engage in any operation with the other branches except
by special permission. Its business, even to the rate of dis-

count, is directed by a policy settled at Paris, and not with
reference to local wants. Its board of directors is selected by
the governor of the Bank from a list of candidates made up,
in some cases, at Paris, and in some by local stockholders
where the latter represent half of the capital allotted to the
new branch. The real authority is in the hands of a manager
appointed by the government who is assisted by subordinates
sent from the capital. That one half of the discounts of com-
mercial paper is made by the branches, however, seems to show
that they are performing services of great value to the nation.

On more than one occasion the government found, after
1814, that the Bank could not effectively serve the business of
the country and was forced to bring state capital to the aid of
private business. This was notably the case after the revolu-
tion of 1848. By a combination of private capital with public,
discount houses were established in Paris and the departments.
Their organization and powers made them .strongly resemble
independent banks, having the state as a shareholder. Many
of these offices continued to transact business for several years
after the revival of affairs under the Second Empire. Some of
them were finally reorganized as banks of discount, repaying
to the State its share of the original capital. One of these be-
came the Comptoir d'Escompte of Paris, with a capital of
80,000,000 francs, and prospered ftr many years. It failed
disastrously in 1889, upon the collapse of the great copper ssm-
dicate, but was reorganized under its present name, the Na-
tional Comptoir d'Escompte de Paris. The number of inde-
pendent banks of discount in France has greatly increased, not
merely in the great cities but in the provincial towns. In addi-
tion, as has been pointed out, the Bank of France itself has
branches in every department. The Bank requires three signa-
tures upon all paper discounted by it, unless accompanied by
certain specified collateral. This necessarily, in some cases,
brings in a third party between the borrower and the Bank.
However, the other banks of discount are able to meet the com-
mercial needs of the community. They would doubtless have
Krown up sooner in France but for the monopolv given to the
Kank m 1848 with respect to the right to issue notes. This is
the form of credit most needed in remote districts. The use of
cheaues drawn against deposits grew more slowly in France,
too than in the United Kingdom and the United States. This
explains m part the need for state aid in establishing banks of
discount.
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The Bank it now in much elofer relationthip with th«

nMil!tndMmMi,too,thaainitiMrii«rhi«tor7. Itiitnivthat
toadcimen'i panir for tmmll lunu rrvehc* iU bill cm* lanelr
throuch its ndlieount by other brake; but the fact remains
that the Bank advaneei money on paper which itanda for very
email sumi indeed—much of it for 100 fiance or under. The
proportion of email paper diieounted has risen steadily in re-
cent years.

Tfce Bank of France During the War of 1870.

It is not possible v^ follow the fortunes of the Bank durinr
the kaleidoscopic political changes in France up to 1870, but
the conduct of its affairs at this period merits special attention.
Three weeks before the outbreak of hostilities it had a reserve
of cash almost equal to its notes, and amounting to nearly two-
thirds of all its cash liabilities. The approach of war caused
a heavy pressure upon the bank for loans. Both notes and
specie were drawn from it ii. iarge amounts, and either hoard-
ed or sent abroad. Very soon the government suspended the
collection of commercial obligations, and the suspension of
specie payments by the Bank followed. On the 12th of August,
1870, four weeks from the declaration of war, the Bank was
authorized, then, to refuse payment of its notes in specie. For
the second time in its history the notes of the Bank were made
a legal tender for all debts, public and private. On August 13
was passed the first of the measures which postponed all com-
mercial debts for one month, and then, by successive extensions
of time, until July, 1871, Without other burden to the debtor
than liability for interest until the final payment. And finally,
on August 14, the limit of note issue by the Bank was raised
to 2,400,000,000 francs. This completed the series of measure.^
under the authority of which the Bank was administered dur-mg the war.

The State obtained several advances from the Bank dur-
ing the course of the struggle. During the siege of Paris the
branch at Tours became the agency by which considerabli'
advances were made to the provisional government at Tours,
while the Bank continued to aid the government in Paris.
After war with Germany ended the Bank found itself in a
serious position because of the demands of the Commune thi'
revolutionary government in Paris—upon it. After the sup
pression of the Commune the Bank once more came to the airl
of the government, which received from it, from first to last,
(up to July, 1871), 1,425,000,000 francs. Its notes had been
increased by 800,000,000 francs above the highest point ever
reached before. But its affairs were managed w'"-*! such bril-
liance that there was but a slight depreciation . the paper.



Th« government wu not able »t once, (lowever, to repay iti
loani to the Banknk, so that tiie latter might retume specie
payment*. France had to face the problem of paying to Ger.
"^'.l?. *"• "•"* '•"' y**"> the great Indemnity of Ave thoui-
and millioni of franca.

In these circumstances the Banic found its flrst duty in
extending aid to the trade and commerce of the nation ; for it
was in the production of wealth that France had to And the
means of escape from the economic misery caused by the war.
The Bank, therefore, for the moment did not attempt to resume
specie payments, but bent all its energies towards reviving the
production and exchange of goods. It rapidly enlarged its dis-
counts and advances to individuals; and, as the cheque system
had not been as vet highly developed in France, its loans were
largely made in the form of notes. To this end, July, 1872, the
government raised the limit of note issue to 3,200,000,000
francs, and permitted the Bank to issue notes as low as 6
francs.

Thus, while the government was borrowing in all the
markets of Europe, including that of Germany lUelf, to raise
funds to discharge the indemnity the Bank looked after the
commercial interests of the nation. Although the government
reduced to one per cent, the interest on its own debt due the
Bank, the latter made great profits during these years—divi-
dends of 20 per cent, being paid for the second half of 1871,
32 per cent, for 1872, and 35 per cent, for 1873.

D J".!?''* *?* government began to repay its debt to the
Bank at the rate of 200,000,000 franca per year. The payment
of the mdemnity to Germany was completed in August, 1873-
and ra 1874 the Bank prepared to resume specie payments. It
reduced its discounts and accumulated specie, at the same time
withdrawing a large part of its circulation. Notes of 25 frwics
and ess were withdrawn from circulation, and specie allowed
to take their place in the hands of the people. The specie (gold
and silver) m the Bank reached its highest point in June, 1877,when It stood at 2,281,000,000 francs, the Bank having accu-
mulated over 1,500,000,000 francs in three years. Of thisamount about 60 per cent, was in gold; it being the policy of
the Bank to hold much gold to meet the demands of foreign
trade and also to safeguard itself against a rapid decline in the

isTo* °L -^- ^P*f'* Payments were resumed January 1,
1K7S. The notes continued to be a legal tender for al! debts,
as they are to-day. The final instalment of the government
debt was paid the Bank March 4, 1879.

Reserves of Bank of France.

„ Sufficient has been said, perhaps, of the history of the
i.ank to show how it was established and why it became the
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dominant flnaneUI inititation of Fnnn. It it not neeMtary,
therefor*, to follow in dttall th* further carter of the Bank

;

rather it win be neetttaiy to analyie the powen and funetiona
which it hat gradually developed. To follow the diMuttion
intelligently the financial condition of the Bank thould be eon-
tidertd. The following ttatement ihowi the condition of the
Bank at the outbreak of war and a year before that date. (The
flguitt art in pound* cterling.)

July 80, 1914 July 81, 1918
Auett. I i

Coin and bullion—gold 166,6M,(|00 184.489,000
Coin and bullion—lilvtr 26,018,000 26,096,000
Government Beeuritin 15,704,000 15,704,000
DIteount* and advance* 128,119,000 102,926,000

Liabilitiei.

Note* 267,827,000 •27,078,000

Government depo*ita 16308,000 16,624,000
Private depoiiU 87,908,000 26,287,000

A itriking feature of this statement is the immense metsi
reeerve* of the Bank of France. And yet the Bank is not, as
might be supposed, directly or personally interested in posses-
sion of enormous specie holding*. The note i**ues baaed onthese
cash reserves do not represent clear profits ; far from it. A
dead lian L i :curred in the holding of Idle gold; and in increas-

ing its gold reserves the Bank is working against the intere.st!<

of its shareholder*. In other words, the circulation which
alone can yield a profit has nothing to gain from the increase
in the circulation which is covered by a metallic reserve. If

smaller reserves were held the Bank could, at times, charge
higher discount rates, and might even be compelled to do sq to
protect its gold supply. If the note issue covered by gold were
reduced its Droflt-yir.iding circulation would not be decreased,
and it would be relieved of very heavy stamp duties, of the ex-
pense of manufacturint notes it would not be called upon to
issue, and of the chargi;^ for safekeeping the corresponding
amount of metallic currency.

But from 1870 up to the present time the holdings of the
Bank of France have not ceased to grow, not because of its own
volition but in great measure to forces beyond its control. The
exchanges are usually In favor of France owing to the interest
payments made yearly on the enormous sums that country has
invested abroad, and to the extent of its exports. This for
many years has resulted in the continual flowing of the pre-
cious metal into the vaults of the Bank of France.

(Continued in next Bulletin) .






