CHAPTER VII —BANKS
I. FUNCTIONS AND HISTORY OF BANKS

We have seen that the exchange of commodities is almost impos-
sible without the aid of certain intermediaries, called merchants or
traders. In the same way, trade in capital would be impossible
without the assistance of intermediaries called danlers.

The history of banking is closely connected with the history of
trade since the Middle Ages, and each great bank that has been es-
tablished marks a new stage in commercial development. The first
banks were those of the rich Italian republics, Venice (?1400) and
Genoz (1407). Commercial pre-eminence passed thence to Holland,
and we see the appearance of the famous Bank of Amsterdam (1609),
soon followed by those of Hamburg and Rotterdam. Finally the
establishment of the Bank of England, in 1694, shows how England
was about to succeed to the commercial supremacy of the world.
The Bank of France came much later — not till the beginning of the

" nineteenth century. But in 1716 Law had founded a remarkable
bank that was in advance of the time, but was famous mainly for
its sorry end.

Bankers were originally merely dealers in money — money-changers,
as they would be called to-day. In London, in the seventeenth
century, the goldsmiths played this part. But while money-
changers nowadays do a very insignificant business, being found
only in frontier towns or at railway stations, where foreigners need
to change their money, in the Middle Ages it was a very different
matter. The enormous variety of moneys (for each feudal lord had
the right to coin money), and the frequency of secret debasement
or counterfeiting, often committed by the sovereign himself, gave
great importance to these banks, where anyone could obtain good
money on payment of a premium.

Bankers are traders, just like other traders. While others deal
in merchandise, bankers deal in circulating capital represented by
credit instruments or cash. Other merchants buy in order to sell
again, and make their profit by buying as cheap as possible and
selling as dear as possible. Bankers borrow in order to lend again,
and make their profit by borrowing as cheaply 2s possible and lend-
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ing at the highest rate possible. But it is easy to understand that
these traders exercise an economie function of the highest importance,
for no goods are as important as money, at least in modern times,
and those who hold the money have the power to dispense fortune
or ruin — according as they grant money or withhold it — or at
least to render the merchant and manufacturer powerless. In
business, the suppression of credit means death,

Such, then, are the two fundamental operations of banking:
borrowing and lending. And since borrowing is generally performed
by means of deposits and lending by the method of discount, banks
are frequently deseribed as “banks of deposit and discount.”

But besides these two fundamental operations, banks perform
many others. Thus there is the loan made simply on the honour of
the borrower, which consists in his opening a credit, generally in the
form of a current account. The account is a debtor when the customer
draws more than he pays in, and a creditor when he pays in more
than he draws. At the same time, this method of “open” lending,
as it is called, is very dangerous, and offers no real security. As it
Tequires a very accurate estimate on the part of the bank manager
of what each of his customers 4s worth, some banks refuse to under-
take it. It is absolutely forbidden by the regulations of the Bank of
France,

Secondly, there is the method of advancing money on securities,
which is a loan made in return for the pledging of transferable se-
curities deposited by the borrower. These securities ought always to
represent a sum greater than the amount of the loan, so as to cover
the risk of depreciation.

Thirdly, there is the method of carrying over, which is also a loan
on securities, but a short-dated one. It is for the benefit of those
who have bought securities on the Stock Exchange, are not in a posi-
tion to pay for them on the appointed day, and wish therefore to
“carry over” the payment for their purchase till the following month.

Fourthly, there is the financing of industrial companies — a sharing
in the creation of businesses, either by advancing capital or by sub-
seribing shares — a speculative operation not generally undertaken
by the great French banks, but one that is practised on a large scale
by the German banks and has contributed not a little to the industrial
progress of their country.

And, fifthly, there is the method of morfgage. This is a special
operation that is incompatible with those just enumerated, and
that should be reserved for special establishments. (See my
Political Economy for mortgage loan societies.)
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Finally, banks are not limited to borrowing i order to lend again.
They also perform various services for their customers, whether
these be traders, States, or private individuals.

To capitalists they render the service of keeping their securilies
and receiving the dividends, which is a great convenience for them,
and they also facilitate the employment of their savings by recom-
mending good investments. This is a source of considerable profit
to the banker, not because of the very slight charge he makes, but
because in this way he becomes the steward of his customers’ wealth.
He controls the sale of their securities and the reinvestment of the
proceeds.

Another service that banks render to their customers is that of
facilitating their payments to their tradesmen and other creditors by
providing them with books of cheques payable out of their account,
and with letters of credit on foreign banks, when they travel abroad.

To States and great companies they render the service of bringing
their loans to the notice of their customers. As they do not do this
for nothing (far from it!), and as these operations sometimes run into
millions, this is a most profitable business for the banks.

It is not necessary that one bank should carry on all the business
just described. The law of specislization and division of labour
applies in banking as in other branches of commerce. Some of these
operations, it may even be said, are incompatible with the others.
Thus banks of deposit cannot undertake the fnancing of industrial
companies, or even the discounting of long-dated bills, such as those
drawn by an exporter on his customers in distant countries, or any
kind of lending that involves & more or less permanent immobiliza-
tion of capital, not to mention loans on land: for such banks must
always keep their funds available for repayment on demand. So

special banks are required for assisting in the creation of business
undertakings and for developing the export trade.

The law of concentration, as it is called, makes its action felt in
banking no less than in other forms of commerce. It is natural that
the same movement that has led to the establishment of large shops
should lead also to that of large banks. This is very apparent in
France, where during the last thirty years several banking estab-
lishments in the form of joint-stock companies — notably the three
whose names are so well known: the Crédii Lyonnais, the Société
Générale, and the Comploir d'Escompte—have extended their
hranches over the whole country and subjected the local banks,
which are generally private undertakings, to overwhelming compe-
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tition. The same movement has taken place on a far larger seale in
other countries.!

The local banks, however, do not completely disappear, because
they are better able than the larger credit establishments to assist
and develop local industries. If their funds are insufficient for this,
they can combine aud form federations. Such a tendency was ap-
parent before the war, and will no doubt be accentuated now.

'II. DEPOSITS

The banker’s first task is to procure capital. How is this to be
done? He can, of course, to begin with, use his own capital, if he
has enough of it, and that is what most provincial bankers do. If
the bank is constituted 25 a joint-stock company, then its capital is
made up of the shares subscribed by all the shareholders, and may
amount to millions of pounds. The bank can use this capital for
its operations, and some great banks do this, but it is the exception
rather than the rule. Great banks, at least discount banks, do not
generally employ their own capital, whether privately owned or
subscribed by shareholders, for the purposes of their banking op-
erations. It appears omly 2s a guarantee fund? Why is this?
Because this capital is too expensive. It would have to be entered
in the hooks at the current rate of interest, 59 or 6%, and conse-
quently the bank could not lend it, except at a higher rate, without
loss. The banker must therefore conduet his business with the
money of the public, and ke borrows it for that purpose. There is a
cutting saying in a comedy which declares that “business means
dealing in other peopie’s money”; but in banking at any rate this
is the bare economic truth: it is the very essence of the banker’s
trade.

Moreover, the interests of trade require that it should be so; and
not only the interests of the banker, for, as we have just said, if the
banker employed only his own capital or that of his shareholders, he
could not discount bills at so low 2 rate as 8%, as is often done.

But how will the banker borrow this money? He will not borrow
as States or towns or industrizl companies do — borrowing capital
that the owners wish to invest for a long period, in the form of bonds

1 [Compare the corresponding movement in England, by which most of the local
banks have been gradually absorbed by the five great banking companies.]

? Most great banks invest their own capital either in real estate or in securities,
as a reserve or guarantee fund for their customers. Such is the case, for instance,
with the Bank of France. .
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or shares. This method requires a higher rate of interest than the
banker ean afford if he is to make a profit. What he asks the public
for is the circulating or floating capital that everyone has in his
pocket or his cash-box. In every country there is a large amount of
capital in this form — capital that is not yet fixed, which does nothing
and produces ncthing, but merely waits for employment. The
banker says to the public: “Entrust that capital to me until you have
found 2 use for it. I will save you the trouble of taking care of it
and will give it back to you when you need it, on demand. That in
itself is a service I will perform for you. But, besides that, I will
pay you a little interest on it — say 197 or 29..! That is at any
rate more than the money will produce for you, for in your posses-
sion it brings in nothing at all. Finally, I will render you yet a
third service, for I will be your treasurer, and pay your tradespeople
in accordance with your instructions, which will be a great conven-
ience to you.” That is what is called a deposit.?

When these offers are heard and understood by the public, bankers
can thus obtain a large amount of capital on very easy terms. De-
posits are therefore the source of a hank’s life: it is by them that
banks are fed, and by them that they, in their turn, feed industry
with circulating eapital.

Still, if it were necessary to wait for the public to bring along its
available money, as is done, for instance, in savings banks, the amount
of the deposits would remain somewhat limited. Deposits must
become automatic if the source or spring we have spoken of is to
flow abundantly. How, then, are they to hecome automatic?
They can only become so when capitalists, even the smallest of them,
make a habit of depositing all their wealth with the hanks and en-
trusting them with the duty of drawing the income from it. Then
their account grows by itself, every time dividends are payable, by
the amount of the coupons attached to the securities. In countries

1 Tt may even pay no interest. Some banks, such as the Bank of England and the
Bank of France, pay no interest on deposits, considering that the safe keeping of the
money is a sufficient service to depositors. And the fact that they none the less receive
enormous sums on deposit proves that they are right. Furthermore, it was formerly
the rule for those old deposit banks nlready mentioned to charge depositors for the
keeping of their money, because in those days the banks did not invest the money
deposited with them, and made no profit out of it.

2 The word deposit must not be taken here in the legal sense. Strictly speaking,
a deposit is something sacred which the depositor must never withdraw, whereas a
deposit of money in the bank is a kind of loan that the banker has every intention of
utilizing and that he accepts only for that purpose. It is different in the case of &
deposit of securilies, which the owner leaves with his banker for him to take care of and
to draw the income. In this case the banker cannot dispose of them.
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like England and America where this habit exists, all idle money is
drained from circulation and pumped in by the banks where it can
be usefully employed.

But there are some countries, on the other hand, where having a
banker is a luxury reserved for millionaires. Such was the case till
recently in France, and it is so to some extent even to-day. The
small capitalist likes to keep his securities himself; he only feels that
he owns them if he can see them, and in spite of the trouble of stand-
ing in a queue before the cashier’s desk he prefers to draw his divi-
dends himself. A personal fortune deposited in a bank, of which he
only gets news every six months in a balance sheet, is an abstract
form of property that does not appeal to him. And since he keeps
the papers and draws the dividends, it follows of necessity that he
also keeps the money they yield in his own drawer or cash-box. So
instead of a productive deposit you have unproductive hoarding.!

Since a deposit represents a debt of which payment may be de-
manded at any moment, it is obviously a dangerous business for the
bank, for if it wants to make the deposited money bear fruit, it runs
the risk of not having it in its possession when the depositor comes to
claim it.?

But this risk is certainly not a sufficient reason for preventing
banks from utilizing the capital deposited with them, and compelling
them to keep it intact as a true “deposit,” as the old hanks of Venice
and Amsterdam did. Everyone would be worse off if this stringent
method were enforced.

In the first place, the depositors themselves would suffer, for it is
evident that if the bank had to keep their money in its vaults with-
out using it, it would certainly not be able to pay them any interest.
On the contrary, it would have to charge them with the expense of
keeping it safe — which is precisely what the old banks used to do.

Secondly, the country also would suffer, for the social function
performed by banks is that of collecting the capital that would re-
main unproductive as pocket money or as a reserve fund, and con-
verting it into an active and productive form. Now it would ob-

1 Since the war, however, the French rentier has altered his habits in this respect,
and has learned to make use of banks. So the amount of deposits has increased more
than threefold, and new banks are being opened at every street corner.

? The risk involved in the repayment of deposits is even more dangerous than in
the case of bank-notes, because the repayment of deposits is certain: it is certain
that sooner or later the deposit will be claimed from the bank, whereas it is by no means
certain or even probable that the repayment of a bank-note will be demanded. Most
notes circulate until they are worn out without ever being brought to the bank for
payment, and a great number never come back at all.
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viously be impossible for them to do this if they could not use their
deposits.

Consequently banks do not hesitate to employ the sums of money
entrusted to them. They merely take care to retain always a certain
cash reserve to meet any demands that may arise. It is impossible to
establish a priort any fixed proportion between the amount of this
reserve and that of the deposits. The less the bank’s credit and the
greater the number of its large deposits, the more considerable should
be its reserve, and it ought above all to strengthen its reserve in
times of commercial erisis, and when State bonds and other securities
are about to be issued — in short, whenever it foresees that deposi-
tors will need their money.’

III. CHEQUES

When a depositor wishes to withdraw his money, what does he do?
It he likes, he can simply go to the bank and receive it; bhut when
the “credit habit” has been acquired there is a different mode of pro-
cedure. He obtains a cheque-book from the bank — a beok contain-
ing a certain number of leaves and counterfoils printed with the
requisite form in which he can insert the sum that he wishes to with-
draw or to pay to someone else. Here he will write his own name
if he wishes to draw the money himself, or the name of the payee,
as the case may be, or even no name at all, if the cheque is a “bearer”
cheque — that is to say, payable to anyone who helds it.

The invention of this simple little instrument of credit has effected
nothing less than a revolution in economic matters. It tends, in-
deed, to make money unnecessary, as we have shown above (p. 286).
For what purpose do we actually need money? Simply to pay our
expenses. But cheques are precisely the most convenient method
of paying all expenses, for all that is needed is to write a sum of
money and a name on a slip of paper, tear it out of the cheque-hool,
and send it to one’s creditor or tradesman, or as a subscription to
come charitable society, or to the tax-collector, and so forth. In
England and America the habit of using cheques is so widespread
that a rich man never has any money on him or in his house. There

1 Tg lessen the risk involved in taking deposits, most banks grant a higher rate of
interest to depositors who are prepared to deposit their money for & certain minimum
period — six or twelve months, or even five years.

On the day when war was declared in 1914 the government thought it was its duty
to decree a moratorium, or a postponement of repayment. This measure was intended

to prevent a panic, but it wes an unfortunate step to take, for it risked destroying
eredit in order to save the banks. Moreover, the banks would have stood the shock

well enough, and there would have been no paaic.
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is an oft-repeated anecdote that relates how some robbers plundered
a millionaire, and were balked by finding on him only 27 cents, be-
sides the inevitable cheque-book.

In France, however, though cheques are freely employed in busi-
ness, they are very little used to-day in the payment of everyday
expenses, and the efforts made to educate the public in this respect,
especially since the war, have not yet had any considerable effect. -

The reason for this is that cheques certainly have their drawbacks,
though these are easily remedied.

(1) To begin with, anyone who receives a cheque has to take the
trouble to go to the bank to cash it, and is it not natural that he should
prefer to be paid directly by his debtor? That is certainly the case
in France, and it is one of the chief obstacles to the extension of the
cheque system. But it is not the case in a couniry where everyone
has a ewrrent account at a bank — the man who receives a cheque
as well as the man who sends it. In this case the creditor or trades-
man who receives a cheque does not take the trouble to cash it, but
sends it to his bank, which undertakes to cash it and to place the
amount to the customer’s credit.

(2) Secondly, a cheque may be lost or stolen. That, indeed, is a
risk it shares with the bank-note, but there is a means of guarding
against it which is not possible in the case of the bank-note. This is
the method of the crossed cheque — a cheque having two parallel
lines drawn obliquely across it. Not only can this cheque be paid
only at 2 bank, like all cheques, but the money can only be received by
a banker — by the banker who is expressly named between the lines
of the crossing; or, if the drawer has not inserted his name, then the
creditor who receives the cheque will insert the name of his own
banker; but, however it is done, the cheque can only be presented
to the debtor bank by another bank. Now the curious thing is that
the banker whose name appears on the cheque never receives the
amount of it in money; he always uses it in settling his accounts with
his fellow-bankers. The crossed cheque, therefore, can only be used
for payments by the method of compensation. So it has been humor-
ously defined as a cheque that is intended never to be paid. A Ger-
man law of 1908 even allows the drawer absolutely to forbid the
payment of a cheque in cash, by marking it “payable by compen-
sation,” or “to be carried to account.” The advantage of this
kind of chegue is that it cannot be used by anyone except the banker
whose name it bears: consequently it matters little if it be stolen or
lost, for the wrongful owner would not know what to do with it —
unless we suppose the thief to be in league with the banker who is
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to receive the cheque, and that he has the effrontery o induce him
to place it to his credit! But even ir this case the fraud would be
quickly discovered.

(3) Lastly, and above all, there is the risk that the cheque may not
be paid on presentation because the drawer has dishonestiy neglected
to deposit sufficient funds to meet it, or has withdrawn them before
the presentation of the cheque.

TWhat can be done to avert or mitigate this danger? The law must
punish as a fraud the act of drawing a cheque without having sufli-
ciently provided for it, as the legal term goes. That is what the
legislator has decided to do in France, but only by the recent law of
the 22nd June, 1917. The war, in fact, has made it imperatively
necessary to try to reduce to a minimum the number of notes in
circulation, and consequently to increase the use of cheques with
that object.?

But what is particularly required is 2 standard of public morality
sufficiently high for the act of remitting an uncovered cheque to be
regarded as a dishonourable one, entirely disereditable to the mean
who is guilty of it. That is why the extension of the cheque system
in any country should be considered a mark of economic education
and advanced public morality.®

A good many conditions must be fulfilled, therefore, if the cheque
system is to become universal in any courtry, but the one primary
and essential condition is the habit of depositing money in the bazk.
In this case alone can the chegue bring akout the economic revolution
to which we have referred — namely, the elimination of cash pay-
ments. This revolution is already on the way in England and
America. All the bankers in these countries are debiors and credi-
tors of each other for enormous sums, and so their London and New
York agents have nothing to do but to halance their accounts.
That is done every day when they meet together in the Clearing
House. This is an institution of long standing in England, for it
dates from 1773. Transactions are settled there, by the simple

1 There is a tendency nowadays for cheques to take the place of bills of exchange.
This is unfortunate, for it means the suppressior: of an admirzble instrument of credit
which enabled the manufacturer to renew his capitsl continually.

* [The mere drawing of a cheque without having provided for it does not appear to
be an offznce in English law.]

3 The extension of the cheque system a2mong persons not given to reflexion may,
however, become a dangerous stimulus to expenditure, for wher any fancy cso be
gratified by the mere signing of a slip of paper it iseasy to yield to the temptation. The
sight of the money that is paid away is a restreining influence toat is absent in this

case.







