FUNCTIORS OF THE COMMERCIAL BATIONAL BARE \
¥

Lecture by Mr. Joshua Evens, Jr. b e

Colonel Carr séemé te indicale that yos are under great
debt te me for coming dowr hevrs to talk. As I heve wraitten %o him and
to the Assistant Secretary, I look upon this as an opportunity for
service and each yesr as the occcasion erises it gives me s better chance
to improve and iIn mekaing any improvement it redounds Ho my persongl
benefit and to our institution. Last year I suggested that I thought
the best resulis could be obtained 1f, instead of trimgg to make s sel
speech, I talked to you lariggk} in s conversational way, and that will be
my practice todsy.

Bonks may be divided into four groups - savinge, commercial,
trust companies and investment banks or investment houses. Siriotly
speakkng, 8 savings bank gathers and invites the savings of the community
spd those savings sre invested in mortgages, bonds and securities of a
type which mey be prescribed in the state or jurisdiotion in which the
institution operstes. Thet type of bank under no circumstances should
fail. It gathers the savings of the people and it 18 not supposed to go
into commercaal firelds where business risks, or what we esll economio
business riske are teken. The method of anvesting its funds is one that
requlYes r@gid aslilersnce to the type of security that is purchssed. Time
is glven the bank in whioch %o meet the demands od its depositors in the
event the bank should require that time and consequently there is no
ocssgion for the officers of the bank te buy or invest the funds in any
class of securities that would produce more than the most conserva.ive
rate of interest. In Hew York some of the savings banks have increased

their rates of interest from 4 to 44% because they are feeling the call
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of the stock market and conseguently their deposits have decressed in
many instances rather than incressed. KRevertheless, they still want
to keep their investmente bamcked by assets that wont melt away. In other
words, they have mortgages mainly. They are meking a study now as to
whether, and to what extent, they might be permitted te buy Treesury stocks
ar & possibly sertaln types of common stooks because the economigis are
begirming t¢ teke a different viewpoiat as to the desirability or lack of
desirability on the part of isvestors o putting money into the common
stocks of industries and manufecturing conoerns that are sound and where
there is a large equity behind thess stocks, ¥Xou 21l read the newspapers
and know whet is going on xn the market. For two or three years the
bankers and econcmists have besn wondering when stecks will reach the
peint that 1s entirely too high and the results in the stock market have
?een pretty mueh the same as those at the beginming of the war., When
the war broke out exchange went agsinst us and there was grest apprehension
on the part of bankers ss to whether they should continue dealing in
foreign embhange. (Conversstion bet. #r. Jardine & Mr. Stillmasn deleted)
The commercial bank 1s a Yank that is supposed to lock afver
the commerecial needs of the commumity. It gathers the deposits that it
can get from pll sources. I mekes e play for the savings class because
it has a savings department. It appeals to the investment cless asking
the investment group teo put their money with i1t pending reinvestment.
It goes out to the business man and induces ham to carry a balence in
the bank so that when he wents credit he dan meke a claim on the bank
for sssistance in that connection. ¥e see the Commercial bank gebs 1ts

meney from sll classes fo depppitors but i1p the main it is expected to
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loan its money only to the olass of berrowers who use the money for
business ogerati;ns and give the h;nk paper that »ill be self-liquidating
because the commercial bank, as contrasted with the savings bank, must

pay 1ts deppsitors onm demand, 1If sll the deppsitors came into the bank at
one time the bank would close that afterncon. It has been said that if 2%
of the depositors of banks should at one time ask for their money the bank
sould pay it out with litfle difficulty. ‘¢ 2% more should come in they

-

would, by resorting to the deppeits which the bank hed in the Federal Reserve

LI H

Bank, be able to meet their demands but after that 1t would probebly be the
'éreateat panic that was ever seen. That illustration is made te show you
how much the business of the country and its development depends uponr feith =
the faxth thet oae business man hse in another. 92% of the business of the
country is irsnsscted on oredit. Credit is the feith that one men has in the
integrety and capacity of the other fellow. 0ld J. P, Morgsn 1s always
ﬁuoted as saying he plaee&mgreater stress upon the charatter, capsoity
and capital - charscter of the individual, capscity mesning capability bto
eonduct business, and cupibtal, the original backing that you have in the way
of plant or fixed assets. .ﬁe said that of those three character was the
most wmportant. 1 quéstzon whether Mr. Morgan, were he slive today, would
Iaan\the stupendous sums of money that sre demsnded by individuals and
earperatlois today on charucier alone., In these days when the big institutions
deal 1n millions, cspatal in the way of fixed assets is the most important.
That is what the banker would rely on ~ what the man has 1n substantial assets
at the time he ask for his money.

The commereial Pank must keep its assebts liquid. It must bave e
larger aa?unt of bash thaaéla garried by the savings benk. It %ust heve its

bills recelvable of short ®rm snd self-liquidating. In theory, when s men
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borrows §560,000. this is what heppens. He says he needs §50,000. to

gbock up for Christmas and by the time the nots falls due he will have
«wsolé the goods =nd have been paid for it snd the money wiil be in the bsnk

rg;ﬁy to discherge the obligation which comes due - say 1n 3, 4 or & months.

In practice, the notes are renewsd many time if thereils a reasonable

i

cuftail, but then, in the types of investmenbts the cdmmercisl bank will
make, ard every bank maintains in its portfolio somﬁé&overnmanh securities,
these cen be taken to the Federsl Reserve Benk and reslized upom jJust the
same aa commercisl paper.

Thér they wiil buy shart—term@;ben&s, or oulside paper - paper
that is not affested by the business trend of the commumity and 1if
éé%gﬁ%%s should go down they will call in first the outside paper - that
paper the collection ‘of which would not have any demoraulizing effect
upon the locality. If the deposits go down further they would convert
some of the short term secutirres thet they heve. If tnere 1s still s
futher decline they would rediscount some of their paper with the Federal
Besé}va Bapk. Then, if it looks as 1f there is & business depression
comng slong they scan their assets and ull banks have some that are frozen,
and see what can be done to expeflate liguidadion of those assets. The
 commercial bank must keep ite assebe in liquid form quickly convertible inte
essh becsuse the depcsitors have the right to osll for thelr funds upon
demand snd they expect to get them, whersas the savings banks have 60 days
notice.

Apcther claes of financial institution is the trust company.
That is = misnomer. WMost trast companies teday coperate pretity much as

commercinl bsnks, that is, they do the class of business thet is donrd by
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commercial bankk but nol to the extent. The trust company will have

fhe greater portion ef its ussets invested in bonds, Government, municapal,
utility, railroad snd some industrial bonds and first morigages on real estate.
If it 18 doing s commercisl business 1t will have a relative portioa of
its asseis in commercial paper or in the notes of Lhe mercentile class
which mey deal with it. The trust company's funds are usuaslly paysble on
demand just the same as with the commereial banmk. Trust companies slso
heve savings departments. They issue certificates of ﬁepgalt payable at
definite, fixed times, three months, six months or a year. So to the
extant thet they have deéppeits of that nature they may be compared with
the savings banks, beoeuse they reserve the same right on savings deposits
as strictly savings bwmnks, but gemerally speaking the institution that
does not pay its savings depositors when they ask for the money or will
not snbicipate Lne payment of its certificates of deposit, notwithslanding
they may not be due for some months - the institution thet fuils to hand
the money out - is apt to be adversely advertised.

The four b class of bank 38 what is known s the investment bank
or investment houss. This type of benk 15 the one that does not deal in
assots of the quickly convertidle mature. The seeker of cepilul goes to
the investment house and says he wanis Lo enlarge his business. He is
doing & large volume of business and cennot borrow from the banks encugh
money to give hir the necessary operating funds. Take an ineg?ream manufac-
turer. He is runninsg along and hes plenty o oredit at the bank to dake
care of his ordinery needs. He dves nob require much borrewing because
his business is on & cash basis but there comes zn occasion when he must

rip out his mschinery mnd instsll an entirely new type. To do that he
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will reguive $200,000. He conld buy his machineyy on time amd in the
/
inﬁerv&n§ﬁgftimg there would be & chaitel mortgage agsinst the machinery,
A
He ﬁe&l@ mnph rather pesy for his machimery in cash., The investment bank
’ §

would say ‘"You have asaets of aboub $500,00v. in real estate, buildaings,

&to., you|have boen meking money and there is Justificatiom for enlarging

4

your plsnt and we will buy the bonds. You cam pub out an issue of bonds

T
and ws/wxil give you the cash right now and sell those bonds thoousbous
the %ﬁunﬁ&y‘“ Or the bank might finance him throuthan issue of preferred
i

s‘tw%.

ﬂi ;K@w comes the question of the pesition of the commerciasl bank
¢

Py

whetl wo géﬁ into war with our neighbors and there is & heavy demand made
uvpon the banks for ssslstance in earrying out the needs incident %o the
ra;aireménts of war. I can best doc that by going over the statement which
you have before you and briefly steting the relation between the bank

and the manupfscturer or man inm comrercisl business. The bank is in eneﬁ
sense in the seme position as the business map or retailer, On the cne
hand the merchant deals in commodities of & certein nature and the benk
donls ;n ~ not & tangible commedity, but in credit, The extent to which
the merchant can obisin this eredit frow ihe bank hinges very l-rgely

upon the abxlity of the merchent to show three things. Firsi, that he 1s
making money - whiéh indicates cg?aslty. Second, that the mensgement is in
good standing und good cherscber. Third, he must show thet he has some
definite tangible assets so that if the banker lends him some woney and

he puts that mone, in his poocket and does not try to inerease these assets
which he hes, the bank will have something to fall back on. That 18 a
very anaﬁ statement bit the banker wants to know that if the liguid assets

mell away there will be something left when the bankruptey eomes elong.
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If the mesnufasturer wants §100,000. the bank gives him & svatement
to 111 out from his records. If the borrower says he doss not know
whether He can give the bank 1l that infornetion the bank wanis to know
if ke iiﬂhaving his accounts audited by a C.P.A. If he ssys nc, the bsnk
knows tﬁgtfhis accounting system is bad. This atbitude on the part of
banks hés grompted business houses to keep their accounts in such shape
as to en;bﬂe therm to make statements &b the end of each month. I undcr-
stand/ﬁhat;gou have contact with the Harvard School of Business Adminisira-
tion.;rzt 1% generally known that through the operastions of the Harvard
Echopl theykhave worked oul idees and dabz that will eneble a msn 1in one
alaég of bhsiness to meas;re kis record with thst of a composite group
offséccﬁa;fui men or corporalions in thet perticuler line and the gross

aé}nﬁngs of tre businéss is divided up inbo pereentages and the costs of

,épeﬁatzcns @ivided und percentages made, and one merchant can see thet is

4%i§ %esting him so mush for he&%, rent, seleraes, ete,, and 1f he compares
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tﬁa& with these figures gotten out by the Harvard School he can get some

L 4
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idee as io whether he iz doing sc well as the average man in his line.
1

1 If hé is not, it is up to him to fird out why. The accounting systems of

t

i
@?encerns deing any volume of business must be kept ascordlng to the latest
/

%uazness methods becasuse the compstition 18 s¢ keen 1n r11 lines that udless
you know thet you are gettingxtha nost out of your energy and doing it as
cheaply as some ond else is deing it, you are apt Lo lag behind and find
yourself in trouble.

¥e will look at the stabement. Under total liabrlities is an
item Reserve, Capital Stoeck, Common Stock, Surplus. “e look at the last
three 1tems - say, Capital Stoch §140,000. Cofmon Stock $100,000 and

Surplus §100,000. ¥e pay ho attention to the item of Reserve - 1t may

4
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run aiané eontinually, such as Depreciation.} We see $500,000,. net
wnr%%. Thet naéresents the net werth of the business. ¥nen a business
b&rra;sAer ocbligates itself fbr:%§§g§,ia excess of its caprtal, the
bank get'mary end & real danger signal goes up when the domand obligaty ons
equal the net werth of the business. Then we come %o curremt asscts and
> surrent iia%11i%ies. 1f these current assets are $400,000.snd the current
11&%&13%1@8 are less thaﬁgéﬁﬁﬁ,ﬁﬂﬁa thet is siraight. That i1s what is
regarded as & desirable rativ. That merchant has a rrght o come in ang
ask for more meney. Why the banks insist upon this guestiosn of huving
22, in ourrent ussets for every é}. in lisbilities no one seems to know,
but exéemiancs hes demeustrated that shen s soncers gets down to vhe peint
where 1is durrent asssbts are less then 1 snd z times the current lisbalities
then there is a denger signal out and the lender should loek for hirs money.
AS 8/ matier of faot, tvhe Federal Heserve Banks will not rediscount papger
" when the ration is less than 1 to 1. When we have 22. in current asseds
o $1. an current liebilities we think the risk s good one.

3

- Then we go further up on the paper and see what the cash on hand

is « cash in the bank, Say the cash in bank is $100,000. 4 man ought to

sarry & balance in the bank of 20% of the money he expests to borrow.

e

7 L do not knmow just why the banks reguire the balance to te 20% but i1t is
generally accepled thet u man, to feel entitled to credit from his bank,
should maintain during the period thei he is borrowing, an smount of money
equal to 20% of what he has borrowed from the bsnk. This man (on the paper)
has got $20,000, in cesh on deposit. That balence Justifies a lean of
$100,000. anf he then has $120,000., ¥e find “Hotes paysble for merchandise"
ée find out whether in borrowing this monmey frem us he 1s going to pay eff

" these notes. If he is, then we can drew our own conmclusions as Lo what he

.‘8”
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will ésiwzth the other. He has merchandise aecenn553§§§$ due and
\ A
ascaan&é\past due. If it s a close corporation we eay fyou ought %o

gonvert ﬂwur sccounts payeble into stock because «s that creers up you

. inorease bhis item of current lisbilities, for as soon &s the lisbalaly

matures 3t must be looked mpon as a demand liability. If you have a
morigage on youg plent and that mortgage is coming dus 1n one ;ear, the
Federal Reserve Bank requires that 1t be put up in the current lisbility
elnss. If we find he can pay off his notes for merchandise and pay off

|
his scgounts psyable and st11l have some money left, there se«ms to be a
logical reason for borrewing.

Merchandise finished, merchandise mnfinished snd rew maberials
represent the bulk of the surrent sssets. If this merchant has no notes
receivable that would show that h.s business has besn falling off, unless
he ig doxng a cash busaniess and in th-t event he would not want to bobrow
much money and that prompts us %o leag into the record of the trend of
%usﬁgeas in thet pertioular line., After s careful analysis we go ahead
iﬁlwé feel thet after lebting him have the money he can rebslance his
@éset side. 1If, on the other hand, the depositor shows the requisile

amount of sash on hand and showus he hss noles receivaeble from customers

ﬁq w111 know the terms under which he sells. Then we can draw connlusions

PR

' aslto whether he 18 giring us » olear indicabion of whet his business 1is.

Ié&;eneral, 1f we lesn $100,000 for 90 deys, we would expect his asgets
taﬁge of such type that when the 90 day peried rells arcund he would have
converted his asaets into cash or into such form that he could replace his
note wath cash or with paper of some one glse. It might be that he bed

some of hap cusiomers on s %hree or four months basis and in thet event

he mxght have taken from his customers "srede soceptances”. If his statement

- -
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Thet is, ﬁ?én o retailer buys from a wheleszler, he gives his "trade
moceptapde”, gc when his notes come due, he says "I do not have the cash,
I have short' Yerm trade scceptances®. Ve teke those very readaly.

¢

I7 bis statement stands up well, we tell him he can have 100,000/

“

and if éﬁﬁﬁiﬁi&hﬁ remein as ususl, fie can heve %109,000. any time thilsg
|

year. That %; “extending » line of credat™ and is given when his sSatenent
corbinues ana/there 18 no radical change in assets or liabilitiss.
In order that we may keep track of him we ask thsat he send us his stabement
at the end of each month. We do not always get them very prompily =md the
practics is not gemersl but we mre trying to encourage our customers to
give us monuhly stetement. ’

How is the lime of oredit arranged® It is grranged when the
dealings with the bank have been of & sstisfactory meture una there 1s
' eonfidenoce in the characker, intsgf%%y and capacity of the management
and vwhen the business will show a ratvio of current assebs Lo current
liabilatiﬁs over 13, and the balsnce oarried im the bank is from 10 o 2%
ﬁaf the funds borrowed.

There is another aspect which enmters into the equation.
That 18 the type of business, Take the commission merohant who hos a
grest deal of smell businese. Shipments come in from all parts of the
country and he draws 2 or & hundred checks a day. Some of Lhe institutions
in Bgw York have to eet off a departaent Just to handle tne checks cf &
vaems of the companies there. In the case of the merchant Wko has = multi-
plicity of trenssctioms, there 1s &n activity in the sccount that is a
defimte cost for the bank to handls and we have our means of analyzing ghe

actividy. It costs us sbout 8 cents to handle eévery check that goes
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through ouy benk. That is the figure thet most of the besnks are

workang oh here. As the volume inereases that average might go down.

1

On one gogount recently we felt that O cents was a Pair cost.

k]

<+, There are soms panks who will not give a lime of credit.

They a@y “You have been doing business here and you can rely on us

H

but msw; will not give you s line of eredit”. That 18 rere, howsver,

. parﬁftzuhrl}v in large benke, bacauaevwhere s msn needs considerable
finan{e:ing 4o hendle his business he wanis definite assurasnce that as
loné as he 18 keeping up his end, he expects us to :?51 the same.

The fact thet a bank must meet its demands ‘for sredit 15 snother reason
m} 1t must have its assets of s liquid pature . frere are often
ﬁ;ﬁtazxaes where a benk has refuged to extend oredit woen the borrower
hels kept up his erd apd the borrower hes sug?ereé loss and the bank

('has been hold lisble. ¥Ye must keep our assets in liquid form and
i

’ }be sble to take care of the demsnds of our deposibors and also the demends

j 4f our borrowers as well.

2/ Ve sometipes find that when we send this stetement out to owr

-

borrowsr he pays no atbtention to it. ¥e 4o not want the borrower to feel

12

that he must of mecessity gave us ‘this information, The green form 1is

4

the one we send out to imdividuals. It is really just to have something

L}

in the files where the borrower ms steted he has definite assets. If he

J

*, h?s made any manifestly gross m egtatements we take #egal sction and
} k]

'"the borrower may fipd himself in the penitentiary , 1f it is necessury to
1] )

ng that Par.

r {
Thank you for the courieous attention you have given me,

%
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Qe 1s there any limit to the amount of monsy a benk may lloan,
or just how is 1% limitedy

-~

A In extending credit s bank cannct lean, gemerslly speaking,
gapital &

%o any one borrower, moee then 10% of the/surplus of the bank. For

instance, we have s capital of $1,000,000. and surplus of $800,000.

*e gannch loan more then §180,000. If we losn thaet much and the company

hed paper given it by its customers, it could bring the paper &n and

rediscount it. That is koown s "customers' paper” and we can buy thst

to sny amount becauge it is mot looked upob as a direet loan to the

oan
borrower. However, there are very few institutions that will la

more than 10% of their pepital. Im some jurisdictions the State banks

ars not restricted, but the hationsl penks are restricted to 10%, having

the leewsy of customers paper.



