SOME OBJECTIONS TO THE FEDERAL
FARM LOAN ACT
BY MYEON T. HEBEICK

THE original object of the rural credits movement was to
put the farmer on an equality with any other borrower in
money centers. The way.this was to be accomplished was
the organization of the farmers and the mobilization of their
resources.
But " mortgages with interest rates as low as those of
government bonds " became the keynote, and the movement
evolved itself into a demand for cheap loans through intervention and aid of Government The result is the Federal
Farm Loan act, which has started the Government off on a
use of public cash and public credit for private individuals
on a scale never attempted in any other country.
For the purposes of the act a bureau in charge of a
Federal Farm Loan Board, composed of the Secretary of the
Treasury and four other presidential appointees, has been
established at Washington in the Treasury Department.
"Within one month after it was opened it was swamped, according to press reports, with letters from over 100,000 applicants for treasury funds. At $1,000 apiece this first batch
of applications would be $100,000,000—a fair indication of
what the people may expect from the Government's going
into the farm-mortgage business.
And this is exactly what the Government has done,
despite protestations that the venture is temporary only,
and notwithstanding the complex system that will intervene
between the borrower and the Treasury Department. The
system covers all continental United States, except Alaska,
and its facilities are as freely available for aliens as for
citizens who own or seek to own farm land within States
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having satisfactory laws. The members of the Federal
Farm Loan Board and all its appointees and employees are
public officers or servants. The Government's obligations,
vdll arise from this fact, and from the direct participation
by a bureau of the Treasury Department in the organization
and administration of the system and especially in the issuance of " farm loan bonds."
The Secretary of the Treasury is to prepare these bonds.
They may bear any interest rate up to five per cent, per
annum and run for any period over five years. Government
officials are to appraise and hold their collateral, and certify
as to their form and issue being approved by the Federal
Farm Loan Board and regular and legal in all respects. The
bonds are lawful as security for all public deposits and as investment for all fiduciary and trust funds, and they may be
bought and sold by member banks and, with certain restrictions, by reserve banks of the Federal Reserve system. Finally the act expressly declares them to be '' instrumentalities
of the Government of the United States.''
The meaning of " instrumentalities " has not yet been
defined by the courts, but whenever the decision is made
it will undoubtedly be that the word, construed with its context, implies an ultimate if not a direct obligation of the
Government. No foreign nation would tolerate a different
decision, or to reverse the case, no administration at Washington would let a Central American country, for instance,
shirk or shift responsibility. So farm loan bonds is not a
correct name for them, in the sense that land values will
have anything to do with their salability or supposed soundness. Holders will buy them upon the good faith and honor
of the United States, and will have every warrant for believing they are guaranteed by it.
The act provides for tv/o kinds of institutions for issuing
the bonds, and for supplying the collateral for them, and
for receiving and paying out the money for their interest
and principal. These are to be any number of joint stock
land banks and twelve federal land banks. Farm mortgages
executed to any of them are also instrumentalities of the
Government of the United States to the same degree as the
bonds. So very naturally the act authorizes the Secretary
of the Treasury to designate both kinds of institutions to
"be financial agents and depositaries of the Government, since
the machinery for issue and redemption of their credit in-
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struments ought, of course, to be in keeping with their high
quality.
The circulation of the bonds may equal the full face
value of the underlying collateral and extend to fifteen times
the capital stock and surplus of joint stock land banks and
twenty times the capital stock and surplus of the federal
land banks. The Federal Farm Loan Board may permit
increases of capital stock indefinitely. In other words, a
bureau in an executive department is given absolute discretion to involve the Government in debt at an interest rate
higher than ever paid during peace or prosperity and without any limit on amount or period, and this in face of the
Constitution which says that only Congress can " borrow on
the credit of the United States." Wisdom would dictate
that such a power should not be delegated, even were it constitutional to do so.
There may be as many joint stock land banks as the
Board deems fit to charter. Each shall have a capital stock
of at least $250,000, and divided into double-liability shares,
and a territory of not over two contiguous States. The bonds
shall be distinctive in color, form, and markings; they are
not to be officially certified, but they shall be exactly like those
of the federal land banks in all other respects. The Government shall not subscribe to shares nor fill any of the
offices. The shareholders, directors, and officers will all be
private persons organized solely for profit. In view of this
fact, their right to issue farm loan bonds or to take mortgages of the kind specified is liable to attack in the courts
on account of unconstitutionality, or at least before Congress
because of the wrong and danger in allowing investors, possibly speculators, to use Government instrumentalities for
financing a private business or to enjoy the other special
privileges. Moreover, they are handicapped by defective and
carelessly worded clauses ambiguous at important points,
and have purposely been disadvantaged in various ways.
So material amendments must be made, before land banks of
this kind can be seriously considered as permanent or effective parts of the system. However, they would be a good
base for revision, if the act is to remain in some form or
other on the statute books, since, differently from the federal
land banks, they may lend directly to the farmer without
requiring him (perhaps) to become a stockholder or subjecting him to all the other onerous conditions.
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The twelve federal land banks shall be established by the
Federal Farm Loan Board, which shall prescribe for each
a district embracing whole States, select its first board of
five directors, and order the Secretary of the Treasury to
supply, without dividends, all of its minimum capital stock
of $750,000 not otherwise subscribed. The Secretary of
the Treasury may make deposits with the federal land banks
provided the aggregate does not exceed $6,000,000 at
any one time. But deposits of public moneys made
under this provision, or under the general provision which
authorizes him to designate land banks of either kind as
Government depositaries, can not be invested in farm mortgages or farm loan bonds. They are available only for what
he may deem to be temporary uses^a peculiar restriction
to be explained later on. Only receipts from customs are
excepted from the public moneys that may be deposited.
Each federal land bank may issue certificates against deposits of public moneys, to be redeemed at the Secretary's
discretion with interest not to exceed the current rate
charged for other Government deposits. There is no regulation regarding interest or amount for Government deposits
with joint stock land banks.
As indicated above, the federal land banks can not
make farm loans directly. They are a fifth wheel in
the system. Although empowered to open branches
in the farthermost corners of their districts, nevertheless,
during the first year's life of the act they can lend to the
farmer only through national farm loan associations. These
are not independent associations. They can not issue bonds
nor raise money by any other means from outside sources
for farm mortgaging on their own part. Their sole functions are to guarantee mortgages executed by members, and
to indorse them over to the federal land bank of their district ; and to receive deposits from either members or nonmembers in any amounts, to be forthwith transmitted to
said bank for investment in farm loan bonds. Depositors
have twelve months in which to choose to take such bonds.
In the meanwhile they may draw interest at the rate of four
per cent, per annum. An association can admit only borrowers to membership. All directors and officers, except the
secretary-treasurer, shall be elected from among members,
BO member having more than twenty votes.
Each member must subscribe for one five-dollar dou'ble-
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liability share for every $100 of his loan or major fraction
thereof. On a $2,050 loan, for instance, this would he $105,
The shares shall be pledged along with the mortgage for
security. Then comes the complexity of the system. The
association shall contribute to the capital stock of the federal
land bank a like percentage of all money obtained from it
on the mortgage. The certificates issued for this stock shall
not be transferred or hypothecated. But they may, at the
bank's discretion, be retired upon return of the money, provided the bureau at Washington approves. They must be retired upon payment of the loan. In such case the association
shall pay off and retire the corresponding shares of its own
capital that were issued to the member. As a consequence,
the capital both of national farm loan associations and of the
federal land banks is variable. It may be increased to meet
demands, and decreased to any amount above the proportion
to liabilities prescribed for the minimum. This for an association is five per cent, of outstanding loans, and so it must
stop lending when the principal remaining unpaid on the
mortgages guaranteed equals twenty times the face of the
bank's stock certificates that it holds.
Only national farm loan associations and the United
States can vote in federal land banks. When the stock certificates of all the associations in a district equal $100,000,
they shall elect six directors (of whom one at least must be
a farmer) and the Federal Farm Loan Board shall elect
three directors. These nine shall replace the original five
and take over the management. When the certificates equal
$750,000, the bank shall apply semi-annually one-fourth of
all subsequent subscriptions to the retirement of the shares
representing its original capital stock. This, of course, with
the object of letting the Government withdraw as a stockholder. But over $180,000,000 of farm loan bonds could be in
circulation by the time this provision becomes eifective, and
many more could be issued before the last share can be withdrawn. So the right has very slight importance in relieving
the Government from responsibility. There is no limit on an
association as to number of members or total of all loans,
nor as to territory except the confines of a district. The only
reason to expect that it will be small is that its incorporators
may be ten or more natural persons applying for loans aggregating $20,000, and that the bureau at Washington is
urging that one or more of such associations be formed in
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every county in the United States. Charters can not be
granted, except by the Federal Farm Loan Board with the
consent of the district bank. So there will probably be
numerous small associations at the start, with consolidations
and greater size as time goes on.
The piirchase of fertilizers and live stock and the
buying, improving, and equipping of fann land situated
within its territory are the only purposes for which a
national farm loan association may extend credit. But the
effect of this restriction is considerably modified by the fact
that the Federal Farm Loan Board may define the words
expressing the last two purposes, while the association may
lift the owner's debt contracted for the purposes mentioned,
or for any purpose if the debt existed at the time the charter
was granted. The amount to one borrower shall not be less
than $100 or more than $10,000. Nor shall it ever be larger
than one-half the land's value, plus one-fifth the value of improvements. This of course is too low, except in outlying
districts. The period shall be between five and forty years.
Payment shall be by annual or semi-annual installments including interest not exceeding by more than one per cent, that
borne by the latest series of bonds of the district federal land
bank, together m t h a part of the principal sufficient to extinguish the debt within the agreed period. Thus the interest
can not exceed six per cent, per annum. Prepayments in multiples of $25 are allowed, but only after the first five years.
Defaults shall draw eight per cent, interest per, annum and
render all unpaid principal due. No sale can be made, except with the bank's consent and unless the assignee assumes the borrower's obligations on his shares and contract.
In case of his death, his heirs or representatives have onlysixty days within which to assume these obligations.
Besides subscribing for shares and pledging them, the
borrower must give a first mortgage obligating himself, until
the debt is paid, to cultivate the property, to keep it
insured and free from all back taxes, liens, judgments
and assessments, and to surrender possession in case the
holder of the mortgage deems its security impaired or its
terms violated in any particular. So the conditions are more
than ordinarily severe. Should farm properties become
generally encumbered with such Governmental instrumentalities, serious consequences might ensue from thus tying up
their entire title for long periods for loans barely more than
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one-half their credit valne. The remedy most likely to suggest itself would be to extend the system's functions to making additional loans with inferior liens, if not indeed even
upon character security, just as Denmark has been obliged
to do in order to prevent the execution to private parties
of usurious second mortgages by borrowers who are in need
of larger sums than the Government originally intended to
lend them. But this would hardly be land credit.
If the borrower does not care to pay cash for his shares,
costs, and charges he may have them added to the loan, provided they do not increase its size above the prescribed
maximum^. The effect of this would simply be to shave off
from the loan a part of its usable principal and make the
actual interest higher than its written rate. Besides
accommodating borrowers individually in this way, a
federal land bank may also advance to any of its associations at six per cent, per annum whatever money it may
need for expenses; such advances to be repaid only out
of dividends belonging to the association. It must also
permit the association to deduct one-eighth of one per cent.
semi-annually out of the unpaid principal of every loan,
to be paid back from such dividends. Finally it may allow
the association to retain one-fourth of its total holdings of
the bank's stock, at a charge not exceeding six per cent, per
annum. The intention of subsidy and bounty in these clauses
is too evident to be mistaken. Government deposits may be
used for these purposes. And just as politics made Government aid the basic feature of the act, so such expediencies
will be the chief factor in determining the extent of the use
of that aid.
If, for these purposes, the bank should employ any of
its own capital stock it would have so much the less for true
land-credit operations. If it should recoup the shortage
from proceeds realized from sales of its bonds, it would
have to borrow to pay the holders. It can not take any
money from the mortgagors' repaym-cnts, since the act
specifically sets these aside, when trusteed, for the redemption of the bonds. Nor is the case answered by saying that
the bank is protected by the pledging of the shares. For the
share contribution cannot be recovered until the debt is paid
in full, while there will be no dividends if the system is to be
composed, as it is hoped, entirely of borrowers. Moreover,
the requirements for reserves and the scant opportunities
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for profits will prevent a normal accumulation of disposable
surpluses: wliiie heavy losses are not improbable because, altbougli an association may be called upon to make defaults of
its members good within thirty days, nevertheless, it can not
be declared insolvent until the defaults of all associations in
the district equal $150,000, unless it has been in default for
two years. Therefore, if the burea,u at "Washington shou.ld
pursue a policy of according these favors, the easiest means
of fi.nancing them would be by G-overnment deposits, unless
perhaps private depositors be induced by Government-guaranteed interest to risk their money in this benevolent work.
The possible expenditures of the Government, through
such a policy, would far exceed the $9,000,000 contributed
for the original capitalization of the system. Indeed the
outcome would be that, besides supplying the capital stocks
of the federal land banks, the Government would also supply
the initial and subsequent obligatory share capital of all
national farm loan associations, and bear a large portion of
the costs of their organization and lending operations. That
is to say, the Goverrunent would invest for a long and indefinite time one dollar for every twenty dollars of loans
in a way that would be of no practical benefit to borrowers.
These singular favors can be accorded only to and through
the associations. The provisions for them were inserted in
the act, mainly with the idea of assisting the colonization of
poor immigrants in rural sections through the aid of the
cash and the credit of the Government. Average American
farmers will have little use for the provisions. Nevertheless
they will affect all who resort to the system, because the
twelve federal land banks must mutually guarantee each
other's bonds, and the issues have a first lien on their
combined assets.
The qualifications for loans are the same for all units of
the system, with the exception that joint stock land banks
need not observe the restrictions respecting the purpose
of the loan, the amount to one person, or the cultivation
by the borrower of the mortgaged property. This, of
course, must be situated within the unit's area. Beginning with July 17, 1917, *. e., after the act has been in
effect one year, federal land banks will not be required to
confine their patronage exclusively to national farm loan
associations. It will then be lawful for them also to obtain
the qualified mortgages by indorsement from banks, trust
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companies, mortgage companies, and savings institutions
chartered by States and approved as agents by the Federal
Farm Loan Board. The total outstanding indorsements of
any such agent may equal ten times its capital and surplus.
But it must g-uarantee the mortgages. In most States savings institutions can not, and the best banks will not, make
guaranties. So the business will be left largely to trust and
mortgage companies. But it will not be very attractive even
to them.
The objections are: Such an agent can sell only mortgages containing the harassing conditions of the act; its
guaranties must run for five and may run for forty years
and be charged against its assets during all the period; the
liability so incurred will reduce its capacity for ordinary
and more profitable mortgaging; and its fee—one-half of
one per cent, at the most—can be paid only in semi-annual
driblets out of the unpaid principal, if the loan should bear
the maximum rate of six per cent, per annum. True, the
G-overnment could advance the fee before being earned and
charge it against the borrower to be paid back, however,
only out of his dividends. But this practice would not be
safe, particularly in case of long-term loans which might
be suddenly terminated by death or default. Moreover, the
mortgagor must contribute five per cent, of his loan to the
capital stock of the federal land bank. Yet, absurd though
it be, the shares which he is thus obliged to subscribe will
not give him any voting right; although involving him in
the risks of the entire system. No provision specifies that
these shares shall be retired upon the payment of the loan.
They may be a permanent investment. Agents, with State
charters, may be completely cut out whenever the Federal
Farm Loan Board thinks a district is adequately served by
national farm loan associations. So, quite possibly, some
too hopeful trust or mortgage company might unexpectedly
find itself deprived of access to Government funds, after
having piled up a big mass of long-term guaranties against
its assets. Nevertheless, it may be required to collect and
remit interest and principal payments without any compensation during all the time the loans are outstanding, and to
make defaults good upon thirty days' notice.
The system is supervised and directed and controlled
through the bureau at Washington. The Federal Farm
Loan Board shall appoint one registrar for each district.
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All applications to tlie treasury bureau for bond issues
must be made tlirougli Mm, and with liim must be trusteed
all their collateral. It shall appoint one or more appraisers
for each district. No loans on farm land can be made or
taken Y/ithout their approval. It shall appoint the examiners needed for proper supervision, and it may appoint
such attorneys, experts, assistants, clerks, laborers, etc.,
as it deems necessary. As for the board itself, members
are eventually to hold ofhce for eight years, subject to
removal for cause, their annual salaries are $10,000 with
traveling expenses, and no more than two of the four shall
be appointed from the same party. But with this slight
exception, the civil service rules have been set aside. All
appointments, dismissals, fees, and salaries are matters of
the board's sole will and pleasure, the Government being
compelled to pay all its outlays and the compensation of all
its appointees and employees, except the preparing of the
bonds and the salaries of the appraisers, which are to be
apportioned among' the land banks using them. Moreover,
the courts have been ousted of jurisdiction. The board is
vested with the power of granting and taking away charters,
of suspending the business, of declaring the insolvency, of
appointing receivers, and of winding up the affairs of land
banks and associations.
Such is this governmental and frankly political system,
nearly all of whose expenses and risks are to be borne by the
people and to be met each year by appropriations, after
the Speaker of the House of Representatives submits its
report for consideration by Congress. Its special privileges
are unparalleled. The aid which it may receive from the
Government is unlimited. The unconstitutionality of the
joint stock land banks seems to be beyond question. The
same thing may be said of the federal land banks, since
they also are intended eventually to be composed of and administered by private individuals. The legality of the whole
act rests upon the very doubtful right of Congress to read
anything into the Constitution—to decide any object to be
a function of Government and then to construct, support, and
manage the machinery for that object, under the general
clauses which empower Congress to borrow or raise by
taxation and to disburse money and to regulate interstate
and foreign comm^erce.
In view of the governmental character, the system cer-
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tainly ought never to have been authorized to make loans to
aliens, especially since the taxpayers must foot the bill.
The first qualification of the borrower should have been
citizenship and he should not have been permitted, as may be
the case, to sell his farm and go back to a foreign country
with the profits realized from the Government's bounty.
But in spite of the cheap money to be supplied through the
Treasury Department and the Government's credit, the system has departed so widely from this course that not even
has the declaration to become a citizen been imposed on any
member, director, or officer of an association or joint stock
land bank, nor upon any of the successors of the first managers of a federal land bank. Japanese of the Pacific slope,
Mexicans on the southern borders, and other aliens who
are being colonized from Atlantic seaboard ports may resort
to it as legally as American farmers. Moreover, the system's
operations ought to have been confined strictly to farm
mortgaging, in exact accord with the promises and representations made to procure the passage of the act. But ulterior
motives, not related to that subject, prevailed while the public was asleep. Let us see if this is not so.
The federal land banks may open branches. They may
issue five-dollar non-assessable shares in any amount to any
individual, rich or poor, or to auy firm or corporation, large
or small, or to any government, national or state. The
shares can be retired, and they carry no voting right except
in the hands of the United States or national farm loan
associations. So they are practically deposit certificates.
The Federal Farm Loan Board may, at its discretion, prescribe the times and conditions of payment and the total to
be issued. Any stockholder, although owning but one share,
may deposit money subject to check or other-vvise. The associations may receive deposits at four per cent, to be transmitted to their bank. True, these are convertible only into
farm loan bonds, and the interest may run for no longer
than one year. But nothing prevents them from being
withdrawn at the end of the year and placed in a new account. The land banks may also borrow money without any
limit as to amount, interest, purpose, or period and give
security therefor. This is in addition to bonds, and permits
the assets to be encumbered with liabilities up to any extent,
contrary to the sane practice of any well-regulated savings
or land-credit institution. Such a blunder could have been
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committed only on the presumption that the Government
can and will guarantee all.
Thus every conceivable private and public source for
funds has been tapped, "What may be done with them?
Farm mortgaging is not an obligatory nor exclusive function; it is merely permissive. A federal land bank may
buy and sell United States bonds, and deposit its securities.
and current funds subject to check with any member bank of
the Federal Reserve systemj and receive interest at any
agreed rate. It may use United States bonds, instead of farm
mortgages, as collateral for its own bonds. It may redeem
its bonds with any lawful money, but require the farmer to
repay his loan in gold. Two very habitually heavy borrowers
indeed have been introduced into the system as competitors
of the farmer. The funds may be entirely withheld from
farmers and used for financing any project or necessity of
the Government, or for aiding private enterprises having
no connection with agriculture. Much of them must be so
used, because their withdrawable nature will prevent their
investment in long-term loans to individuals.
The same powers have been given to joint stock as to
federal land banks, except the former can not open branches
or receive deposits. The federal land banks and national
farm loan associations, excluding real estate but including
capital and reserve and income derived therefrom, are exempt from federal, state, municipal, and local taxation. This
is also the case with the bonds of both kinds of land banks
and with mortgages executed to them. The system will be
in fact a veritable network of exceptionally privileged and
offieialty managed banks, branches, and local agents for
centralizing at Washington the country's savings and stock
of gold for such uses as may be determined by a bureau in
the Treasury Department. The system will cause credit
inflations and give fictitiously high values to farm land. It
will upset the business of mortgage companies and brokers,
perhaps tempting them to take mortgages secondary to the
Government's lien but at excessive interest rates. It will
disturb banking under State laws, forcing many institutions
into the Federal Reserve system in order to regain access
to deposits in this roundabout way. Indeed State banking
could be badly crippled if the Federal Farm Loan Board
should act with the Federal Reserve Board to that end.
As for any good the system can do farmers, this could
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have been brought about as effectively through properlysupervising, regulating, and encouraging private enterprise.
So from the farmer's standpoint, the system is unnecessary
and will prove harmful insofar as it may accustom him to
depending upon the Government instead of relying upon
himself. Having once been assisted by the Government in
mortgaging, he might want such assistance for all other
purposes. This could be done by a simple and very probable
amendment, authorizing funds to be lent on security other
than real estate. Then a long farewell would be given to the
hopes for co-operation in which the rural credits movement
was born. However, only time and bitter experience can
fully awaken the people to the dangers of the system, while
the farmers likewise may be slow to realize what they have
lost through its detrimental effect on co-operation.
The system was established on the claim that it would be
co-operative and managed exclusively for and by the farmers
themselves. The claim is based on the provisions which permit borrowers in an association to elect its directors, and
the associations of a district to elect the majority of the
directors of the federal land bank, one or more to be engaged
in farming. But as shown above, an association can not
handle its own funds, or make any loans without the consent
of Government appraisers. Nor can the bank make any
loans without such consent, or issue any bonds unless authorized by the Federal Farm Loan Board. So the farmers
would have no control even if they elected all the directors.
Moreover, any investor may buy shares and participate in
profits.
All this violates cardinal principles of co-operation. The
system is purely governmental, with a scheme by which each
borrower may be made liable for all the loans in a sum equal
to ten per cent, of his own. The purpose of the scheme is,
of course, to create a guarantee fund. Such a purpose, however, could have been served equally well by forbidding
bonds to be issued in excess of ninety per cent, of their collateral, or by requiring all the reserve or one-fourth or more
of capital stock to be invested in liquid securities. This
would have been the better way because the borrowers, inasmuch as they can not manage the system co-operatively
nor receive all the profits, ought not to be held mutually
responsible for its losses.
MYBON T. HEERIGK.
VOL. cciv.—NO. 733
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THE ELECTION AND PROHIBITION
BY L. AMES BROWN

A BE-AssBSSMENT of the strength of the prohibition movement is necessitated by the recent elections. Because of the
advances the prohibitionists have made and the substantial character of the progress they anticipate, it is the part of
wisdom for the American public to take stock of the issue
anew, and prepare to deal with it wisely. The radical political changes in the country, evidenced so graphically in
the election returns, surround all active public questions with
a new atmosphere and alone would demand a more modern
determination of the potential importance of the prohibition
issue along with the others, even if no striking increases in
the strength of the movement had been revealed.
The outcome of the elections, as affecting the prohibition movement, is set forth in the following paragraph from
a statement issued by the Legislative Committee of the AntiSaloon League following a meeting at Washington in November, at which the election retui-ns were analyzed and
plans made for a new campaign:
Michigan has voted for State-wide prohibition by 65,000 majority, Nebraska by 35,000, Montana by 20,000, South. Dakota by
25,000, and Alaska by a large majority. Idaho has adopted a prohibition constitutional amendment by a majority of three to one,
after ten months' experience under statutory prohibition. Utah and
Florida have elected legislators and governors pledged to State-wide
prohibition. Washington, Colorado, Arizona and Arkansas have
defeated attempts of the liquor people to secure the adoption of
proposals which would have crippled their prohibitory laws, and
Oregon not only did this, but greatly strengthened her law. Thus,
twenty-five States out of forty-eight—over half the States in the
Union—have now adopted or declared for State-wide prohibition,
and over sixty per cent of the population and over eighty-five per
cent of the area of the country are now under prohibition law. I n
less than two years just passed, prohibition laws have gone iuto
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