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. OUR DEFECTIVE AMERICAN
‘ BANKING SYSTEM

THE periodic recurrence in
the United States of se-
vere financial crises, from
which the other great na-
tions of the world are near-
ly if not quite exempt, in-
| dicates that something is

——————=J fundamentally wrong with
~our banking system and credit machinery.

" It is, indeed, not uncommon to hear that

system denounced as the worst now to be
“found in any civilized land. To this ex-
tent has a glimmering of the truth begun
to penetrate our minds. A few of us
are beginning to sit up and rub our eyes,
and to ask whether it is creditable to our
prescience as a nation, or to the acumen of
our men of affairs, that such an incubus
upon our prosperity should be allowed to
continue.



This much fruit has come of the ups and
downs of the last sixteen years, and of the
active discussion of economic principles and
banking science to which they have given
rise. The nature of the disease from which
we suffer may now be said to be fairly well
understood. The amazing thing in con-
nection therewith is the widespread inabil-
ity to perceive what must be the remedy
if a remedy is ever to be applied. In large
measure this inability is due to deliberate
shutting of the eyes. But truth is not the
less vital because we are reluctant to rec-
ognize it. As the old adage puts it,
‘“ There are none so blind as those who
will not see.”” The bankers, in particular,
are resolute in their averted gaze. Their
attitude may be likened to that of men
afloat in badly designed and leaky craft
- that in stormy weather can be kept above
water only with the utmost difficulty, yet
who are unwilling to consider, even for a
moment, anything more efficacious than
some novel pump, and who repel with hor-
ror the idea of closing the seams, or of trans-
ferring their persons and property to
staunch and seaworthy vessels of approved
construction.

To some extent, it must be admitted, the
hostility of the bankers comes from unwill-
ingness to be thought unpractical through
advocacy of measures which they believe
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have no chance of adoption, since legisla-
tors are too ignorant of the intricacies
of finance to venture upon a complete
overturning of the present system, and
managers and owners of existing banking
institutions may be counted upon to oppose
with all their might any enactment likely to
have that effect. And so, while continu-
ally complaining of the ills that need cor-
recting, they are unable to propose any
effective plan for doing away with them.
If only some one could devise a reformation
that would leave things as they are! That
apparently is what many desire. They
might with as much reason expect the art
of swimming to be acquired without ven-
turing into the water.

‘What, then, should be done? Isitsuch
a simple matter? FHave not many of our
most experienced financiers puzzled their
heads over it for years without reaching any
conclusion? Are they not wise in hesitat-

ing to recommend innovations the conse- -

quences of which cannot possibly be fore-
seen ?

The last of these questions may be an-
swered first.  The placing of our banking
and financial system upon a thoroughly
scientific and eminently sound basis involves
no experiment whatever. There is not the
slightest need of trying anything that has
not been tried over and over again, that is
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not subject to the test of every-day use in
other countries of the first rank.

Before answering the question, ‘‘What
should be done?”’ it will be well to glance
at certain things in the situation with which
we have to deal.

There are in the United States about
21,400 banking institutions, national, state,
and private. Theoretically, each of these
stands upon its own feet, so to speak; prac-
tically, all are made mutually dependent
upon each other by the practice of deposit-
ing and redepositing a large part of their
reserves with one another. By this prac-
tice, which is an outgrowth of the necessity
of carrying balances for exchange purposes,
all are tied together in a complex credit
structure inberently weak and certain to
break down under any unusual strain. The
consequences of this practice are most per-
nicious. Virtually it amounts to a pooling
of the reserves, and to the making of the
banks in the city of New York the final
reserve agents for the banks of the entire
country. And as these reserve agents do
not set the reserve funds apart and hold
them in cash as ‘‘special deposits,’’ but
merge them with their other deposits and
pay interest upon them, they must lend as
nearly as possible seventy-five per cent
of the total to make the transaction profit-
able. Thus it will be seen, when a crisis
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arrives, the actual reserves of the banks of
the interior consist of little more than the
cash in their own vaults; for, while their
balances in the hands of reserve agents are
ordinarily available, they become unavail-
able in time of stress, as any general demand
for currency to the extent of twenty-five
per cent of the total of such balances
would exhaust the entire amount of cash
held against them by the New York banks.
Experience shows that, as was the case in
QOctober, 1907, a demand for much less than
this percentage may force suspension of
cash payments, not only by the New York
banks, but by those in the other so-called
““central reserve cities.’”” Nor, when a
pinch comes, can the banks in the interior
avoid making such demand. Usually it is
accompanied by urgent requests for redis-
counts, one inevitable consequence of the
practice of redepositing reserves being that
banks everywhere throughout the country,
except those in the city of New York, which
have nowhere to turn unmless it bhe to
Europe, are tempted to lean upon some
other bank’s credit to save their own. Just
before the panic of 1907, 6,178 national
banks not located in “‘reserve cities’’ show-
ed balances aggregating $420,000,000 due
to them from reserve agents in those
cities,but only about $201,000,000 cash in
their own vaults. That they could not
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avoid calling upon these reserves plair
appears from their published statemer
as of December 3, 1go7, which show tl
they did not withdraw, or, to put it blm
ly, were unable to withdraw from th
reserve agents as much as was withdrat
from them by their own depositors.

As the balances due to other banks for
only about forty per cent of the total d
posit liabilities of the New York banks,
may be wondered why the withdrawal of
moderate portion of these balances shou
have such far-reaching effects. Ordinari
it does no more than form one of the co
tributory causes that bring about the recu
rent stringency in the ‘‘money market
that is experienced every autumn. B
when it is the result of disturbed confiden
in the financial equilibrium, the normal ¢
fect of the pressure for liquidation that
produces is greatly intensified, with resul
ant marked increase in the stringency, ar
heightened alarm which may easily rea
the proportions of panic. In considerir
these things, it should constantly be bori
in mind that any pressure upon the ban]
is instantly and of necessity transferred
the business community as a whole, usual
with the effect of increasing the pressu
upon the banks and in turn upon the con
munity, in a vicious circle,—~a movemei
which, when once fairly started, can only t
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checked by general liquidation and very
considerable curtailment in the volume of
commercial transactions.

It should also be borne in mind that in
the modern financial fabric the principal
function of money-—actual cash that is,
which should be clearly distinguished jrom
loanable capital in the form of credit—is to
furnish the basis for credit, and, through the
medium of the banks, to make money, cap-
ital, and credit to alarge extent convertible
terms. The loaning power of the banks,
therefore, is closely related to the percent-
age which the actual cash on hand bears to
their deposit labilities, all credits in open
account being in American parlance spoken
of as ‘‘deposits.”” Thus it comes about
that when the banks in the interior send

their surplus funds to their correspondents

in New York, so that these funds may earn
a little interest during the dull season of
the year, when, for lack of borrowers, they
cannot be employed at home, the loaning
power of the New York banks is, in the
aggregate, increased not merely by the
amount of such cash, but by nearly four
times that amount. This would not be
true were the New York banks to lend to
foreign borrowers who would call for the
cash and take it away; but it is true to the
extent that loans are represented by cred-
its upon the books of the banks, which,
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when withdrawn by check, are redeposited
to the credit of other customers. What-
ever the experience of any individual bank,
the result for all is a considerable increase
in both loans and deposits.

Now, as the New York banks have estab-
lished the custom of paying interest upon
balances of other banks at a rate fixed for
the entire year and not governed by market
conditions as is customary in other coun-
tries, they must find employment for nearly
all of their loanable funds if they are to
avoid loss. And in forcing these funds
into use at the dull season of the year, the
inevitable consequence is that the funds
find their way into the hands of speculators.
This is true of the other reserve cities as
well as of New York, the difference being
chiefly one of degree. Thus it is that our
banking system becomes a colossal machine
for fostering speculation; a machine in which
each bank is carrded along by the general
current, without power successfully to resist
its sweep or to avert its consequences.

The banks have been severely criticised
for their part in this procedure. It has
been justly stigmatized as a disgrace to a
civilized community, and to the banking
fraternity in particular, that so large a part
of the free loanable capital upon which the
commerce of the country is dependent
should be locked up in stock exchange or
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