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Preface

Vera Smith’s The Rationale of Central Banking invites us to
reassess our monetary institutions and give reform propos-
als due consideration. The decades since it first appeared in
1936 have restored its themes to relevance. Government-
dominated monetary systems have continued to perform
poorly. Other experience, as well as the work of James Bu-
chanan and the Public Choice School, has heightened skepti-
cism about government generally. People are now willing to
discuss what Vera Smith set out to examine: "the relative
merits of a centralized monopolistic banking system and a
systemn of competitive banks all possessing equal rights to
trade’’ (p. 3).

After a biographical sketch of Vera Smith, I survey the
leading themes of her book. I then offer some embroidery
on them and consider how they bear on current issues of
money and banking reform.

Vera Smith wrote The Rationale of Central Banking as a
doctoral dissertation at the University of London School of
Economics under the supervision of Friedrich A. Hayek.
She received her Ph.D. degree there in 1935, having en-
rolled as an undergraduate in 1930. She studied with
Hayek, Lionel Robbins, T. E. Gregory, J. R. Hicks, and Den-
nis Robertson; in 1933-34 she was Hugh Dalton’s research
assistant. Thanks not only to the school’s faculty but also to
a group of students who, like herself, were to become re-
nowned economists, Smith experienced the London School

xiii



xiv THE RATIONALE OF CENTRAL BANKING

in what were perhaps its golden years. In 1936-37 Smith
served as economic assistant at the Imperial Economic
Committee.

In April 1937, Smith married the German economist
Friedrich Lutz, who was an assistant to Walter Eucken in
Freiburg and had held a fellowship of the Rockefeller Foun-
dation in England in 1934-35. In the year of their marriage
Friedrich Lutz received another Rockefeller fellowship, and
the couple traveled to the United States. After a year and a
half back in Europe, the Lutzes returned to the United States
just before the outbreak of World War II. {Lutz’s traditional-
liberal orientation blocked him from an academic career in
Nazi Germany.) During the war Vera Lutz served on the re-
search staffs first of the International Finance Section of
Princeton University and then of the League of Nations, also
in Princeton. In the latter post Vera Lutz worked with such
noted economists as Alexander Loveday, Gottfried Haberler,
and Ragnar Nurkse.

From 1939 to 1953 Friedrich Lutz held positions from in-
structor to full professor at Princeton University. After a year
in 1951-52 as visiting professor at Freiburg, in 1953 he
moved to the University of Zurich, where he taught until
retiring in 1972. He was a visiting professor at Yale in the
winter of 1962-63. From 1950 to 1963 Mrs. Lutz spent fre-
quent periods for research at the Bank of Italy, the develop-
ment agency for southern Italy, and the Banca Nationale del
Lavoro. From 1963 to 1969 she frequently visited Paris for
research on French indicative planning. She never chose to
accept a teaching position. Professor Lutz died in Zurich in
1975; Mrs. Lutz, born at Faversham, Kent, England, on 28
April 1912, died in Zurich on 20 August 1976.'

k Biographical and bibliographical facts come mainly from articles assembled
by Ente per gli Studi Monetar1, Bancari e Finanziari “‘Luigi Einaudi.” 1984, espe-
cially those by Rosaria Giulhani Gusman and Gottfried Haberler; from Verena

Veit-Bachmann's article on Friedrich Lutz; and from a letter and enclosure
dated 26 June 1989 written by Mrs. Brenda K. Fowler, the sister of Vera Smith
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Vera and Friedrich Lutz were both prominent members of
the Mont Pelerin Society, and Friedrich was its president
from 1964 to 1967. The Society’s international membership
consists mainly of scholars but includes journalists and busi-
ness people also. It was established under the leadership of
F. A. Hayek in 1947 with the purpose of fighting socialism
and revitalizing classical liberalism.

The Lutzes collaborated on several works, including Mon-
etary and Foreign Exchange Policv in Italy (1950} and The
Theory of Investment of the Firm (1951). Books written by
Mrs. Lutz alone include Italy, a Study in Economic Develop-
ment (1962) and Central Planning for the Market Economy:
An Analvsis of the French Theorv and Experience (1969). Be-
sides writing many articles on money, credit, banking, pub-
lic finance, the theory of the firm, economic development,
economic planning, and the labor market, Mrs. Lutz trans-
lated books by Wilhelm Ropke, Oskar Morgenstern, and
Fritz Machlup from German into English.

A central bank, as Smith notes, is not a product of natural
development. It originates through government favors and
bears special privileges and responsibilities. Typically, it
serves as banker for the government and for the ordinary
banks and monopolizes or dominates the issue of paper
money. From this privilege derive the secondary functions
and characteristics of a modern central bank: it guards the
bulk of its country's gold reserve, and its notes and deposits
form a large portion of the cash reserves of ordinary banks.
It is constrained under a gold standard, though less tightly
than competing banks would be, by the obligation to keep its
notes redeemable. When unable to meet this obligation, it
typically suspends payvments and goes off the gold standard,
while its notes acquire forced currency. (One excuse for
such actions is that reserves held with it can be guaranteed

Lutz. I am grateful to Mrs Fowler for going to the trouble of preparing her
valuable information.
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safe only if its notes remain in circulation even with their
redemption suspended.) Control over the volume of its own
note and deposit issue gives the central bank power over the
size or scale of the country’s money and banking system
and over the general credit situation.

Smith touches on the aims and origins of central banks.
A central bank may originate as a privately owned profit-
seeking institution. Another motivation, not incompatible
with the first, is to help in the financing of government.
Smith reminds us of that reason for establishment of the
Bank of England, and she shows similar motivations at work
in France and elsewhere.

The special privileges and dominant position of a central
bank thrust responsibilities onto it that dilute or override its
profit orientation. This is true of fully evolved central banks
like today's Bank of England and the Federal Reserve System
in the United States. As '‘lender of last resort,” the central
bank is supposed to come to the rescue of the ordinary
banks during shortages of reserve funds and scramblings for
currency, lending them its own freshly issued bank notes.
Disregarding narrow profit considerations, it is supposed to
use its influence over money, credit, and interest rates to
serve public objectives such as, before 1914, keeping the
country's currency firmly on the gold standard and, now-
adays, resisting inflation while promoting production and
employment (to the extent that those objectives are feasible
and compatible).

Free banking, as Smith defines it, is a regime allowing
banks to operate and even to issue bank notes under no re-
strictions beyond compliance with general company law
(pp- 169-170). A bank may enter the field without special
permission if it can show profit prospects, raise sufficient
capital, and win public confidence in itself and its notes. It
has the same rights and responsibilities as other business en-
terprises. Its notes are “promises to pay,’ redeemable in
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whatever the basic money might be (under the gold stan-
dard, this is gold or instruments redeemable at full value in
gold). As Smith points out, “A general abandonment of the
gold standard is inconceivable under these conditions”
(p. 170). No bank could keep irredeemable notes in circula-
tion by having them declared legal tender. Any bank sus-
pending redemption would be declared bankrupt and
liquidated, its assets being applied to meet the claims of its
creditors. Stockholders would lose all or part of their
investment.

Smith reviews the banking histories of England, Scotland,
France, Germany, and the United States. She also surveys
controversies in these countries, mainly in the nineteenth
century, over whether a central bank with its distinctive re-
sponsibilities and powers is desirable or, on the conirary,
private banks might advantageously be left free of central
domination. (She sets aside, as she notes, a review of Italian
and Spanish writings.} She reviews by countries rather than
by topics, presumably finding it convenient to group to-
gether the arguments of writers who were largely com-
menting on each other’s writings.

Smith cross-groups writers into four camps (as in her table
on page 144-145) according to their acceptance of the doc-
trines of either the currency school or the banking school
and their advocacy of either central banking or free bank-
ing. The first two schools are mainly associated with British
monetary debates from the 1820s on.” The currency school
accepted the quantity theory of money and generally
wanted to make a mixed system of gold and paper currency
behave much as pure gold money would have done. The
banking school accepted doctrines tinged with fallacy, doc-
trines about “real bills,” about accommodating the quantity

*See Anna J. Schwartz (1987), under the reference listing that follows, for a
discussion of different schools. Subsequent in-text citations are to references in
this listing.
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of money, even over the business cycle, to changes in the
supposed needs of trade, and about a supposed automatic
reflux of excessive bank notes.

The controversy over free versus central banking is dis-
tinct, says Smith (pp. 171-172, 176): it raises arguments ad-
ditional to and independent of the points disputed by the
banking and currency schools. Both Lawrence White
(1984) and Anna Schwartz (1987) have since collapsed
Smith's four categories into three: the free-banking school,
the currency school, and the banking school. Perhaps the
explanation is that White and Schwartz dealt almost exclu-
sively with British controversies, whereas Smith extended
her study to the continent. Few writers seem to have ad-
hered to the currency and free-banking schools both, but
Smith did find at least the Germans Otto Michaelis and Otto
Huebner, the Austrian Ludwig von Mises, and the French-
man Henri Cernuschi in that position. As she sayvs (p. 176},
theirs could be a perfectly consistent position so far as they
aimed at checking fluctuations in the volume of money
and credit.

Historically, support for central banking was more closely
connected with the currency than with the banking school,
and the currency school’s success in theoretical controversy
was claimed as a victory for central banking as well. The
free-banking school came under suspicion, especially in
France, for placing so much emphasis on banking-school
ideas, even inflationary ideas, including the denial of the
quantity theory and claims that bank notes cannot be issued
in excess provided that they are issued by way of loans of
appropriate kinds (p. 172).

The banking school placed ill-conceived emphasis on
bankable assets. Smith repeatedly uses the German term
bankmassige Deckung, evidently regarding it as untranslat-
able. Literally, it means ‘'bankwise cover’ and refers to the
idea that a bank’s monetary liabilities should be matched by
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holdings of suitable assets. These, according to the notorious
“real-bills doctrine,” were quintessentially short-term, self-
liquidating commercial and industrial loans, loans to finance
the production or marketing of additional goods within a
very few months. Banking conducted on such a principle
would properly match the money supply to the supply of
goods coming to market. Besides overlooking the fallacy of
composition involved, the banking school ignored the point
that not even a merely short-term general overissue of bank
notes can be quickly remedied without disturbing business
conditions. It was just such disturbances that the currency
school aimed at preventing (pp. 173-174).

The supposed principles of bankable assets and especially
of automatic reflux of excessive notes might have a certain
validity applied to a free-banking system, but they would
not apply to a centralized system. The difference involves
competing banks' demands for settlement of claims on each
other and the restraint posed by adverse clearing balances
(p- 174 and later in chapter XII). In practice, a centralized
fiduciary note issue constrained by a fixed limit and a de-
centralized system with gold convertibility would not differ
greatly in their results.

Smith interprets Walter Bagehot as adopting a compro-
mise view (p. 143). He found Britain's banking system anom-
alous—not what people would have deliberately designed
from scratch. But it existed, and Britons had to make the best
of it by clearly recognizing its weaknesses and having the
Bank of England accept its attendant responsibilities and
hold reserves adequate for meeting them.

In her concluding chapter especially, Smith reconsiders
the main arguments on central banking versus free banking.
This reconsideration was necessary, for ‘the superiority of
central banking over the alternative system became a dogma
which never again came up for discussion and was accepted
without question or comment in all the later foundations of
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central banks” (p. 167). For answers to most of these argu-
ments, the reader should see Smith's own discussion.

One argument against free banking is that the notes of a
particular bank do not remain in the hands of the persons
who dealt with it voluntarily, as by borrowing from it. Rou-
tine circulation thrusts them even onto persons scarcely in a
position to discriminate between good and bad notes. The
government should therefore impose some uniformity onto
the note issue (p. 177).

A second argument concerns monetary expansions and
contractions, leading to inflations and depressions. “Any at-
tempt to make a final evaluation of the relative merits of al-
ternative systems of banking must look primarily to the
tendencies they manifest towards instability, or more partic-
ularly to the amount of causal influence they exert in cycli-
cal fluctuations” (p. 192). Opponents of free banking (such
as Mountifort Longfield, discussed below) argued that
aggressively expanding banks might impose the burden of
restraint, or even the necessity of going out of business, onto
more conservative banks (pp. 85-88, 177-178).

A third argument holds a central bank better able than
competing banks to command public confidence and to
cope with crises, as by serving as lender of last resort (pp.
185ff). A fourth argument finds a central authority neces-
sary for a 'rational” monetary policy (pp. 189-190); a fifth
regards central banks as essential to international monetary
cooperation (p. 190).

These last two arguments had become in Smith’s time
“the almost exclusively motivating reasons for the founda-
tions of new central banks' (p. 192). Modern thinking
tended to favor “intelligent planning’’ over automatic rules.
A related argument presumably at work, as in the establish-
ment of the Federal Reserve System in the United States, is
one Smith does not state explicitly: other countries already
have central banks. Why remain backward or out of step?
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Nowadays, furthermore, it seems reasonable to suppose that
central banks are valued for providing prestigious and com-
fortable jobs.

Before turning to specific issues of monetary reform, let us
ponder what Smith calls “by far the most important contro-
versial point in the theory of free banking” (p. 88; cf. pp. 85-
88, 177-185, 197-199). She attributes the controversy to
Mountifort Longfield, who, in an article of February 1840,
imagined a system of two banks initially doing the same vol-
ume of business and holding equal gold reserves. Now one
bank aggressively expands its loans and note issue. Later on,
as the public starts demanding gold, let us say for export
after the monetary expansion and resulting price inflation
has caused a balance-of-payments deficit, the public will not
selectively present the notes of the guilty bank for redemp-
tion. This demand falls, rather, on both banks. As a result,
the gold reserve of the bank that did not increase its note
circulation falls in greater proportion than its circulation. If
this moderate bank wishes to restore its original reserve ra-
tio, it must shrink its volume of business, which, however,
enables its aggressive rival to expand even further. The
moderate bank may be driven out of business altogether, un-
less it too expands aggressively in self-defense.

To generalize: a country with several or many note-
issuing banks will suffer under alternations of business ex-
citement and depression, of high and low prices. A bank will
gain most by expanding during the period of excitement
and being quick to contract as the panic arrives. A system
more injurious to a country’s prosperity could scarcely be
devised.

Smith examines this argument in her concluding chapter;
some restatement and interpretation may be in order here.
One flaw in Longfield’s argument, she says, is that it over-
looks how continuous expansion by one group of banks and
contraction by the moderate group will cause an increasing
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proportion of the gold outflow to impinge on the expanding
banks' reserves, which will be exhausted before the moder-
ate banks have been driven out of business.

A relatively minor flaw in Longfield’s argument was his
stress on the return flow to an expanding bank of its own
and other banks’ notes as its borrowing customers repay
their loans. That strand of the argument neglected the lag
between the granting and the repayment of loans, an inter-
val during which increasing amounts of the expanding
bank’s notes would nevertheless be presented for settlement
at the clearinghouse.

Furthermore, Longfield's argument considers only the
public's demand for redemption of notes. It overlooks the
incentive each bank has to demand redemption of other
banks' notes as it receives them from depositors or from bor-
rowers repaying loans. In a competitive system, no bank will
payv out the notes of rival banks over its own counter. It will
return them to their issuers through the clearing process. If
one bank expands out of step with the rest, balances at the
clearinghouse will go against it, and it will lose gold paid to
its rivals in settlement. This mechanism would work at an
earlier stage than the external drain of gold; the bank would
begin to suffer reserve drain almost immediately (a point
stressed by Lawrence White and George Selgin, cited be-
low)}. This effect comes in addition to the immediate arith-
metical reductiorr in the ratio of reserves to the bank’s
expanded note issue.

Smith's discussion brings to mind one distinction between
two kinds of money, bank notes and checking accounts. Pas-
sivelv and at least temporarily, the ordinary transactions of a
member of the public will thrust onto him notes issued by
banks besides his own. The same is not true of checking ac-
counts. He will promptly deposit or cash any checks re-
ceived, which will quickly be routed for payment to the
banks thev are drawn on.
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If money consisted exclusively of checking accounts (with
gold bullion, perhaps, serving as the reserve and redemp-
tion medium) and if all pavments were made by check, the
clearing process would operate in the tightest conceivable
way. Unlike some portion of bank notes, substantially all
checks would be promptly presented for settlement; and
any bank expanding its business out of step with the de-
mand for deposits in it would be promptly punished and
restrained by adverse clearing balances.

The coexistence of bank notes with bank accounts, then,
somewhat dilutes or delays the discipline of the clearing pro-
cess. Not all notes return quickly to their issuers for redemp-
ton. Surely, though, notes relax the discipline only slightly.
In an economy with free banking but operating in other re-
spects as it does today, most money would continue to con-
sist of checking accounts. Retail merchants would continue
routinely depositing their cash receipts in their own particu-
lar banks, each of which would have an incentive to send
notes of other banks through the clearing process.

One of the leading issues of monetary assessment and re-
form concerns the monetary standard. This was clearly
implicit in Smith's work and has in recent vears been the
major starting point for the revival of interest in the question
of free banking.

Many questions suggest themselves: How should the
money unit be defined? Should the dollar be defined in gold.
with all other kinds of money directly or indirectly redeem-
able in gold? Should the unit be the dollar of government fiat
money, with the money supply managed by the central
bank under instructions to keep the price level stable? Simi-
larlv, what should the base or dominant money be—the
kind of money in which other kinds are denominated and
ultimately redeemable? (Federal Reserve notes fill this roie in
the United States nowadays.) Is it necessary to have any base
money at all—and any central bank to issue and manage it?
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Nobel laureate F. A. Hayek (1976, 1978, 1984) has proposed
authorizing the issue of competing private currencies. Ideas
linked with his supervision of Smith’s dissertation presum-
ably have influenced him. Books by Lawrence White (1984)
and George Selgin (1988) survey the history and theory of
free banking and propose freedom of banks to issue notes as
well as deposits, which would probably be denominated
and redeemable either in gold or in government base
money, whose amount would have been frozen. The sev-
enth annual monetary conference of the Cato Institute, held
in Washington, D.C., in February 1989, was devoted almost
entirely to ideas for radical monetary reform along private-
enterprise lines; and a book of papers from earlier confer-
ences (Dorn and Schwartz 1987) contains much discussion
of similar themes.

An idea that seems promising to Robert Greenfield and me
(1983, 1989) would bar the government from issuing money
or exerting any special control over the money and banking
system. But the government might define a new unit of ac-
count in which prices are quoted, contracts written, ac-
counts kept, and so forth, to replace today’s unsatisfactory
unit, which is the dollar bill of government fiat money. The
government would promote the new unit by employing it in
its own operations. The unit might be defined by a specific
gquantity of gold. Because of gold’'s probable instability in
value, however, a unit defined by some comprehensive bun-
dle of goods and services would possess a more nearly sta-
ble purchasing power over goods and services in general.

With the government barred from money issue, banks
would be free to issue notes and deposits denominated in
this new unit. Each bank, faced with competition, would
have to keep its notes and deposits redeemable. Redemption
would probably take place not in the actual goods and ser-
vices defining the unit but indirectly instead, in equal-valued
amounts of some convenient medium, possibly gold but
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probably designated securities. Routine interbank settle-
ments at the clearinghouse, as well as arbitrage, would
quickly reverse incipient deviations of the price level from
what corresponded to the unit's commodity-bundle defi-
nition. The ordinary member of the public would need to
understand the system's details no more than he needs cur-
rently to understand Federal Reserve operations.

Far from involving the textbook inconveniences of barter,
the proposed system would feature a well-defined unit of
account. Freed from the restraints that nowadays seem
necessary to maintain, more or less, the value of the gov-
ernment fiat dollar, financial innovation would flourish,
bringing a payments system more convenient than the one
we know today. Market forces would make the quantity of
money accommodate itself to the demand for money at the
stable price level corresponding to the unit’s definition. This
self-regulation of the money supply would bring decisive
advantages in macroeconomic performance.

Here is not the place for a full analysis of these issues.
My point is that academic discussion of radical, private
enterprise-oriented monetary ideas has become respectable
again. Public discussion and political feasibility may follow
in time. Vera Smith’s scholarly review and judicious assess-
ments of the experience and theory that bear on the issues
of free banking and central banking should play a promi-
nent role in the ongoing discussions.

Leland B. Yeager
Ludwig von Mises Distinguished Professor of Economics
Auburn University
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CHAPTER 1

Introduction

In the present centuryv centralised banking systems have
come to be regarded as the usual concomitant, if not one of
the conditions of the attainment of an advanced stage of eco-
nomic development. The belief in the desirability of central
bank organisation is universal. Recently also there have
been attempts to widen the unit of control in the movement
towards international banking institutions and international
co-operation between the already existing central banks of
the separate countries. There is, however, a noticeable lack
of any systematic examination of the bases of the alleged su-
periority of centralised banking over its alternative.

Practically all the discussion on the relative merits of a
centralised monopolistic banking system and a system of
competitive banks all possessing equal rights to trade, took
place in a period of some forty to fifty vears in the nine-
teenth century, since when it has never been reopened. In
that period, however, the subject was one of the most
keenly debated of its time. This is especially true of France,
and indeed the period of about twenty years during which
French thinkers occupied themselves with this problem is
perhaps the most productive of any in French economic lit-
erature, both from the point of view of output and from the
standpoint of its quality in comparison with that of other
countries in the same years.

In the twentieth century most countries have finally de-
cided in favour of a central banking system, but in the nine-
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teenth century (at least up to 1875), again, most especially on
the Continent and in the United States—in England the sys-
tem as it stood after the passage of the Bank Act of 1844 was
not seriously challenged after that date—it was still a matter
of dispute as to what sort of form the banking system should
take. It is notable that when laisser-faire theories and politics
were at their height so far as other industries were con-
cerned, banking was already regarded as in another cate-
gory. Even the most doctrinaire free-traders, with the
possible exception of Courcelle-Seneuil in France, were un-
willing to apply their principles to the business of banking. It
was widely contended that banking must be the subject of
some special regulations, although what precise form these
regulations should take remained an open question for sev-
eral decades.

Very little attention has been paid in modern economic lit-
erature to the consideration of the rationale of the particular
system of banking that we have succeeded in evolving, in
the light of the progress that has been made in economic
science since the time when the problem was in the fore-
front of discussion.' The actual discussion which did take
place is, moreover, one of the controversies among our fore-
fathers with which this generation, more especially in En-
gland, is surprisingly unfamiliar. Neither do we find that the
authorities responsible for introducing central banks into
countries previously without them have any clear idea of
the benefits-to be obtained therefrom.

It is the purpose of this essay to investigate the motives
that have in the past led to the establishment of central
banks and to discover the theoretical foundations underly-
ing such motives. An examination of the reasons for the
eventual decision in favour of a central banking as opposed
to a free banking system reveals in most countries a combi-

'The only recent challenge 1s that made by Mises in his “Geldwert-
stabilisierung und Konjunkturpolitik,” 1928.
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nation of political motives and historical accident which
played a much more important part than any well-consid-
ered economic principle.

The exact significance to be attached to the terms "free
banking” and ‘“central banking” will become clear in the
course of the argument, but for the present we shall summa-
rise the problem in the following questions: Is it preferable
that the note issue should be in the hands of one single bank,
or at any rate a definitely limited number of banks specially
authorised to undertake it, and among which one bank
holds a position of sufficient predominance over the rest as
to be able to exercise some control over them, or is it prefer-
able that there should be as many banks of issue as find it
profitable to enter the note-issuing business? Further, if this
latter alternative is affirmed and plurality is allowed, is it
necessary to impose special requirements, such as a prior
lien on assets or the deposit of bonds, to protect note-holders
from the consequences of bank failures? Secondly, even if
the issue of notes is restricted to a single bank, should there
not be freedom for the foundation of banks of deposit exer-
cising no rights of issue? The question may be put still more
generally: Is it necessary in the interests of sound banking
and a stable currency to impose special restrictions, other
than those imposed on all business corporations under the
company law, firstly, on banks issuing notes, and, secondly,
even providing the answer to this is in the affirmative, on
banks of deposit which issue no notes?

This was the historical approach to the question as it pre-
sented itself to the writers of last century. The place of pri-
mary importance was given to the first problem of the note
issue, and it is to this that we shall devote most attention.
Our plan will be first to sketch the decisive events, relevant
to our main topic, in the history of banking and credit in the
leading countries, and then to examine the arguments of
both sides in the theoretical controversy.
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So far as English banking is concerned, the broad outlines
were quite clearly drawn at a comparatively early date, and
the svstem, once established, was never verv seriously
threatened. Scotland is of particular interest, because the
Scotch system was quoted by practically every member of
the free-banking school as the conclusive example of the re-
markably successful functioning of the system they advo-
cated. The United States of America were likewise cited by
the protagonists of the central banking school as the clearest
disproof of the practicability of any such system. France was
rather later than England in finally and irrevocably adopting
a centralised banking system. Germany went through a se-
ries of moves and countermoves before at last deciding in
favour of the same plan in 1875, but here it rather distorts
the discussion to consider Germany as a whole, and it is
more appropriate to consider the separate States, since Ger-
many did not form a unit till 1871. The theoretical discussion
of the subject was practically closed by 1875, by which time
the question of the standard had come to assume a far
greater importance, but in America several points of interest
were raised some vears later in the debates preliminary to
the establishment of the Federal Reserve Svstem.

In our study of the chronological development of the
banking systems of England, Scotland, France, the United
States and Germany, our main emphasis will be concen-
trated on those facts, firstly, which mark the choice at vari-
ous stages between monopoly and competition, and,
secondly, which refer to other aspects of Government man-
agement and interference in banking in general.

The chief interest of any theoretical treatment of the place
of the banking system in the general economy lies in the
part it mayv be assumed to play in the causation of the phe-
nomena of booms and depressions. We shall have occasion
to consider some of the theories of trade cycle causation
evolved by the disputants in the Free Banking versus Central
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Banking controversy. Both sides produced evidence to show
that financial and industrial crises were not the fault of the
particular system they advocated. The most satisfactory the-
ory yet offered in explanation of booms and depressions,
however, is one which at that time was undeveloped and
which finds the perpetually disequilibrating force in
monetary disturbances expressing themselves in a diver-
gence between the 'natural’” and market rates of interest
and between voluntary savings and real investment. This di-
vergence is in some way connected with bank policy, and
the question then arises: How can banks continually act as
disequilibrating forces? It might be supposed that if banks
made mistakes as a result of which they sooner or later
found themselves in difficulties, they would in future act dif-
ferently on the basis of their revised estimates of their op-
portunities. Such we should expect to be the consequences,
provided the banks had to submit to the full effects of their
acts. One of the questions which must be put is whether this
responsibility condition is not too often shelved by certain
features of the particular system of banking organisation
which has been favoured bv the modern world. While
recognising that the maladjustments may be due, not to the
specific form of the banking system, but rather to at present
unresolved technical difficulties, common to any system, in
maintaining equilibrium between savings and investment,
or in stabilising the effective quantity of circulating media, it
seems not improbable that the tendencies to misdirection
are magnified by the form of the system, in particular that
part of it which entrusts the determination of the volume of
credit to a single authority, between which and the Govern-
ment there exist reciprocal incentives to paternalism. It is
not unlikely that the bolstering up of banking systems by
their Governments is a factor which makes for instability.



CHAPTER II
The Development
of Central Banking
in England

It must have been generally true that, chronologically, de-
posit banking preceded the issue of notes. At least this was
so in England and in the early banks at Hamburg and Am-
sterdam. But banking in general only became important
with the development of the issue of notes. People would
deposit coin and bullion with a banker more readily when
they received something in exchange such as a bank-note,
originally in the form of a mere receipt, which could be
passed from hand to hand. And it was only after the bankers
had won the public over to confidence in the banks by cir-
culating their notes that the public was persuaded to leave
large sums on deposit on the security of a mere book-entry.
Moreover, bankers could only lend out any great part of
what was deposited with them if they could pay out notes in
case depositors should suddenly want more cash. And so it
was that when the advantages of deposit banking first came
to be generally recognised, the most rapid strides were
made by those countries where the use of bank currency
had been most widespread.

It was in note issuing, then, that the earliest banking
problems arose, and it was here that Governments threat-
ened most strongly to establish monopolies under the sys-

8
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tem of concession by charter. When banking was in its
infancy, doubtless many mistakes were made,’ and there
was some justification for a Government'’s interfering at least
to prevent fraudulent operations. And it is very relevant
here to point out that when banking was making its first ex-
periments, industry and trade were only just being weaned
from mediaeval protectionism, and it took at least a century
for the new system to organise a commercial code for large-
scale enterprise. The practical non-existence of company
law in general before the nineteenth century was especially
serious in spheres touching the currency of a country: what
damage could be done was likely to have particularly wide-
spread effects, since the whole population dealt in money.
But it must be admitted that it is almost certain that by far
the most powerful reason leading to the maintenance of
Government intervention in the banking sphere, at a time
when it was on the decline in other industries, was that
power over the issue of paper money, whether such power
is direct or indirect, is an exceedingly welcome weapon in
the armoury of State finance.

As deposit banking became, from about the ’thirties of last
century onwards, more important relatively to the issue of
notes, the dispute that had arisen about monopolies in the
note-issuing business tended correspondingly to diminish in
importance, although it could not fall entirely out of the dis-
cussion because of the intimate connection between the two
branches of the banking business. Deposits must always
have at the back of them a sufficient reserve of currency,
and therefore the total amount of currency must be a major
factor in the determination of the total volume of deposits
that can be created through the lending operations of the
banks. Thus, if a central banking authority controls the issue

' Under complete freedom good banking depends not only on the ability of
the bankers, but also on the public's having sufficient knowledge and experi-
ence to detect the good from the bad, the genuine from the fraudulent.
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of notes, it also controls, though less rigidly, the volume of
credit.

Assuming that a paper currency is a desirable adjunct to a
country's commercial development, we may conceive three
alternative ways in which its issue may be undertaken:

a) It may be subject to the exclusive control of the State;

b) It may be delegated to the control of a single private
institution;

c) It may be left to the free competition of a large number
of banks of issue.

The system of a single private institution may take various
forms. It mayv be entirely independent of the State, or the
latter mayv exercise control over it either by taking a share in
its capital and thus enforcing its will through its representa-
tives on the directorate, or by subjecting it to the dictates, in
matters of general policv, of a Minister of Finance. Even
when the system is nominally free from State control, how-
ever, history shows that virtuallv such a right will be very
difficult for the bank to maintain.

Also the plural system may vary in the nature of the legal
framework within which it functions. There have been ad-
vocates of a free system who have favoured certain special
regulations; others have assumed that the general clauses of
a well-devised company law would be sufficient.

Again we should distinguish the case where a single con-
trolling institution has an absolute monopoly from the case
where it is the centre of a so-called mixed system in which it
certainly holds the major power, but in which its monopoly
is to some extent qualified by the existence of a number of
other institutions exercising some of the same functions in-
side narrower limitations.

We can roughly summarise the course of events and
swings of policy in the evolution of banks of issue before
1875 under four phases. The first was a preliminary period
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when banks were only just beginning to emerge, and they
were theoretically at liberty to form freely even if it was only
because they were not yet obtrusive enough to catch the eve
of the legislative authority. In the second period, monopoly,
either absolute or to some extent qualified, was dominant.
The third phase was characterised by plurality and increas-
ing libertv, but by no means complete freedom. The fourth
witnesses the return to restrictions and monopoly, either ab-
solute or along the lines of a mixed system. with centralisa-
tion of control.

This scheme is more or less representative, with differ-
ences as to dates, of the course of events in England, France
and Prussia. Scotland and America fall outside it.

Let us now turn to the more detailed account of the histor-
ical facts of banking development that are relevant to our
topic. We commence with England, which produced what
later became a model for many other countries.

The origins of banking in the modern sense are to be
found in about the middle of the seventeenth century, when
merchants took to depositing their balances of coin and bul-
lion with the goldsmiths. The goldsmiths then began offer-
ing interest on deposits, since thev could re-lend them at
higher rates. and the receipts they gave in acknowledgment
of the deposits began to circulate as money. There thus
arose a number of small private firms, all having equal
rights, and carrying on the issue of notes unrestricted and
free from Government control.

The second period in English banking, dating from the
foundation of the Bank of England in 1694, was ushered in
by an event of a rather fortuitous political nature. Charles IT
had had to rely to a very large extent for his financial needs
on loans from the London bankers. He ran heavily into debt
and in 1672 suspended Exchequer payments and therefore
the repayment of bankers’ advances. The King’s credit was
thereby ruined for several decades to come, and it was to
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provide a substitute for the sources of accommodation thus
destroyed that William III and his Government fell in with
the scheme of a financier by the name of Patterson for the
foundation of an institution to be known as the Governor
and Company of the Bank of England. Its establishment was
described by the Tunnage Act, among the many clauses of
which its incorporation looked an absurdly minor event, as
being "‘for the better raising and paying into the Exchequer
of the sum of £1,200,000.”

The early history of the Bank was a series of exchanges of
favours between a needy Government and an accommodat-
ing corporation. In the first instance, the Bank was founded
with a capital amounting to £1,200,000. This same sum was
immediately lent to the Government and in return the Bank
was authorised to issue notes to the same amount.” This sud-
den issue of so many notes produced all the usual accompa-
niments of a currency inflation. In 1697 the Government
renewed and extended the privileges of the Bank, allowing
it to increase its capital and therefore its note issue, and also
giving it the monopoly of the possession of the Government
balances by ordering that henceforth all sums due to the
Government must be paid through the Bank, a provision
that added considerably to its prestige. Further, it was also
provided that no other bank should ever establish itself by
the method of acquiring a special Act of Parliament. Lastly,
the Act stated that no act of the Governor and Company of
the Bank of England was to subject or make liable to forfei-
ture the particular private and personal property of any
member of the corporation, a clause which bestowed on it
the privilege of limited liability. This was a favour which
was to be denied to all other banking associations for an-
other one and a half centuries.

It was just about this time that the new type of business

% In practice the habilities on note issue were not restricted to this amount.
See Feavearyear, “The Pound Sterling,” p. 118.
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entity known as the joint stock company was taking hold,
and it was therefore an obvious step in the reinforcement of
the Bank's already privileged position to endow it with some
sort of monopoly in this particular type of organisation,
which was in so many respects superior to the old forms of
business association. Accordingly, when in 1709 the Bank's
charter was renewed, besides allowing it to raise its capital
in return for a loan to the Government, the relevant Act
specified that no firms of more than six partners might issue
notes payable at demand or ai any time less than six months.
This effectively excluded joint stock firms from the note-
issuing business, and, since banking in those days was held
to be practically synonymous with note issue, from banking
business altogether. More than a century was to pass before
the application of the prohibition to banking business other
than the issue of notes was to be called into question.

In 1713 the charter was further renewed, again in return
for a loan to the Government, and as the resources for the
loan were to be obtained by raising additional capital, the
Bank gained at the same time the right to an increase in its
note issue. The 1742 renewal reaffirmed its privileges of “ex-
clusive banking business,” and was again accompanied by
the now customary loan transaction, this time a loan with-
out interest. After 1751 the Bank was entrusted with the ad-
ministration of the National Debt. In return for the 1764
renewal of its charter the Bank paid the Government a fee of
£110,000. There was another renewal and another loan in
1781 and the same in 1800. In short, between 1694 and the
beginning of the nineteenth century the Treasury had bene-
fited no less than seven times by the successive renewals of
the charter of the Bank of England,” and this, quite apart
from the short-term accommodation given by the Bank in
the ordinary course of its daily transactions.

*See MacCulloch, "A Treatise on Metallic and Paper Money and Banks,”
p. 42.
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The result of the accumulation of an arrav of privileges
was to give the Bank of England a position of prestige and
influence in the financial world such as to cause small pri-
vate banks to experience difficulties in continuing to com-
pete in the same lines of business, and in London the
majority of private note issues had been abandoned by
about 1780. A further effect was that the smaller banks be-
gan to adopt the practice of keeping balances with the Bank
of England, which was thus already beginning to acquire
the characteristics of a Central Bank.

The period 1797-1819 is interesting from our point of
view, not only because it provides an outstanding example
of the force of Government pressure on the Bank, but also
because the ultimate consequences of the Government's pol-
icy towards the Bank were to add to the latter’s influential
position in the countryv’s banking system. Soon after the out-
break of the French War, Pitt had to ask for advances from
the Bank. Now the Bank Act of 1694 had forbidden it to make
advances to the Government without the express authorisa-
tion of Parliament. For a long time small amounts had never-
theless been advanced on Treasury Bills made pavable at the
Bank. The legalitv of this practice had been regarded as
doubtful; so in 1793 the Bank applied to the Government for
a Bill indemnifving it against liability for the loans it had
made in the past and giving it legal authority to continue
such transactions in the future, on the condition, however,
that they should be kept below a certain figure. Pitt lost no
time in getting the Bill through Parliament, but very usefully
neglected to insert the limiting clause, so that the Bank be-
came henceforth virtually compelled to comply with Gov-
ernment requirements to any amount. By 1795 these
borrowings had become so excessive as to affect the foreign
exchanges and seriouslv endanger the Bank's reserve posi-
tion, and the Bank directors appealed to the Government
asking Pitt to keep down his demands on the Bank, and at
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the same time it contracted discounts to private customers.
What Pitt did, however, was to take all possible steps to facil-
itate the Bank's lending to the Government. The old dislike
of small notes was thrown to the winds:* £5 notes were is-
sued for the first time in 1795, and £1 and £2 notes were
issued in 1797 in order to provide small currency in con-
junction with another measure of that year, namely, the sus-
pension of the payment in cash of the Bank's notes. This
suspension of cash payments was procured by the Govern-
ment by Act of Parliament in order to meet a critical situa-
tion in which the Bank was faced by a “run’’ at a time when
it already had an extremely weak reserve position. The Gov-
ernment’s action amounted to a legalisation of the bank-
ruptcy of the Bank, and it created a precedent which led the
public in future always to expect the Government to come to
the aid of the Bank in difficult circumstances.

We cannot here enter upon a discussion of the contribu-
tion of causes other than the Government borrowings, to the
Bank's difficulties before 1797. Let it suffice to remark that
the expansion of credit that the Bank was forced to under-
take under Government pressure must, besides having been
itself a cause, also have weakened the Bank's capacity to
deal with these other causes, since the method of dealing
with an outflow of specie, from whatever cause it arises,
must be a contraction of credit.

Throughout the period of the rapid depreciation of the
pound after 1800, when there were phenomenal increases
in bank credits for war finance, Bank of England notes had
for all practical purposes the character of legal tender cur-
rency. They were not officiallv so declared prior to 1812, but
since they were taken in all Government pavments, and per-
haps partly out of patriotic motives, they were usually ac-
cepted at par. Finally in 1812 the Government declared

* The issue of notes for sums less than £1 had been forbidden 1n 1775 and the

1ssue of notes for less than £5 1 1777



16 THE RATIONALE OF CENTRAL BANKING

them to be legal tender for all payments. These events had
important effects on the position of Bank of England notes in
the country. The country banks began to look on them as
backing for their own note issues, and in many parts of the
country they took their place in the local circulation for the
first time. Another effect of the war experiences was to give
the impetus to the first detailed discussion of banking and
currency, ushered in by the report of the Bullion Commit-
tee, and continued with unlagging vigour till well over the
turn of the half century.

There is no doubt that the release of the Bank from its obli-
gation to pay in cash proved very profitable to it. The Bank'’s
interest in the suspension was stressed by several later ob-
servers. Gallatin remarks’ that its declared dividends rose
from 7 percent to 10 percent, besides £13,000,000 of extraor-
dinary profits, and Horn writes® that on the morrow of its
resumption of cash payments its shares fell 16 percent.

The return to more or less normal conditions in 1819
brought with it, already, a tendency to regard the Bank of
England as a regulating institution holding some special po-
sition of duty in the currency and credit system of the coun-
try, and, indeed, the Bank directors made a representation
to Parliament protesting against what they regarded as an
attempt to establish a system which would place upon them
the responsibility ‘‘for supporting the whole National
Currency.’”

Despite the fact that the Bank of England note ceased to be
legal tender, the country banks tried to keep their customers
to the habit of taking Bank of England notes in lieu of gold,
and there was by this time very little gold left in the prov-
inces. The country banks still needed gold to cash their own

® “Considerations on the Currency and Banking System of the United States,”
1831, p. 47.

" “La Liberté des Banques,” 1866, p. 301.

' See "'Parliamentary Papers, Reports from Committees, 1819, Vol. IIL, Re-
port No. 338.
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small notes, since the Bank did not issue notes below £5, but
in case of extra strain, the Bank's stock of gold in London
had already become practically the sole source of supply.
Furthermore, the country banks were coming to expect the
Bank to lend to them in times of stress. At such times when
the notes of country bankers lost their acceptability, the
public showed no hesitation in taking the notes of the Bank
of England, and these served just as well as gold coin to
meet an internal drain of cash. In the 1825 crisis the Bank
was at first hesitant about assisting the country banks, but
after a week or so turned round and lent freely to them. It
assisted not only with gold but also with the re-issue of the
£1 notes that had been in circulation in the restriction pe-
riod, since £5 notes were unsuitable as everyday currency
for small transactions.

The blame for the 1825 crisis was laid on the country
banks and their issues of small notes. There were at this time
between seven and eight hundred of these banks in exis-
tence, and between 1810 and 1825 about one hundred and
fifty of them had become bankrupt. There emerged an agita-
tion in favour of allowing joint stock banks, other than the
Bank of England, to set up, on the grounds that the present
private concerns of not more than six partners were too
small to be solid and that joint stock companies would be
much stronger and more stable. It was pointed out that not
only were small groups of inexperienced traders allowed to
go freely into the banking business, but that under the ex-
isting law it was only these who could do so, and that if con-
cerns with greater financial backing could set up, they
would drive out the bad firms. The prime mover in the cam-
paign for joint stock banking was Thomas Joplin, whose
pamphlet of 1822° called attention to the great success of the
Scotch system, and who was later to take a leading part in

®“The General Principles and Present Practice of Banking in England and
Scotland.”
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the foundation of the National Provincial. The Bank of En-
gland opposed the proposals relentlessly and countered
them by suggesting that it should set up branches itself in
the provinces. Lord Liverpool and his colleagues replied
that the proposal of the Bank for establishing branches
would not be sufficient to provide for the needs of the coun-
try. Incidentally, Liverpool,’ in trying to persuade the Bank
that an improvement in the country circulation would be to
its own advantage, hinted at the growing tendency for the
Bank of England to become the centre of a single gold re-
serve, the sole depository for gold in times of favourable ex-
changes and the sole resort for obtaining it in the opposite
circumstances.

The success of this campaign marks the beginning of a
third period, a period of increased liberalism in English
banking. By the 1826 Act joint stock banks were permitted to
establish outside a sixty-five mile radius from London and
the Bank of England was authorised to set up branches. The
presumed evil of small notes was met by an Act of the same
year prohibiting the issue of notes of lower denomination
than £5.

By this time it had become obvious that banking business
did not consist solely in the issue of notes; nor was this nec-
essarily the main department of banking. Another branch of
banking had taken root and was awaiting further develop-
ment: deposits subject to draft by check were already an im-
portant feature of the commercial world. The urgency of the
demand for the free right to issue notes therefore subsided
into the now more important need for greater freedom in
the establishment of deposit banks. It was decided that the
charter rights of the Bank did not include any monopoly of
deposit banking, and in 1833 the Act for the renewal of the

* See his letter to the Governor of the Bank of England (1826), printed by J.
Horsley Palmer in his '‘Causes and Consequences of the Pressure on the Money
Market,”” 1837
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Bank Charter accorded the permission for joint stock banks,
not issuing notes payable to bearer on demand, to set up in
London. The first bank to set up under the new provisions
was the London and Westminster, followed by the London
Joint Stock Bank, the Union Bank of London, and the Lon-
don and County Bank."

The 1833 Act also made Bank of England notes legal ten-
der (except by the Bank) for sums above £5 so long as they
should maintain their convertibility.” The result of this was
to strengthen the tendency towards making the metallic re-
serve a single reserve system in the hands of the Bank of
England. Gold still had to be kept on hand at all ordinary
times for making payments below £5, but in times of extra
heavy demands, especially in times of panic, the country
banks paid out Bank of England notes when their own notes
were presented, or their deposits withdrawn, and the ulti-
mate demand for gold fell on the Bank of England. From this
it was not a very far or unnatural step for the banks to adopt
the practice of keeping the greater part of their reserves in
the form of balances at the Bank to which they looked to get
Bank notes whenever necessary. In this way the Bank be-
came the holder not only of the gold reserve of the whole
country, but also of the banking (cash) reserve.

Between 1826 and 1836 about a hundred joint stock banks
of issue had been founded, and of these about seventy had
been formed during the last three years, and it was on these
that the opponents of a freer banking system blamed the cri-
ses of 1836 and 1839. Criticism came especially from Horsley
Palmer, then Governor of the Bank of England,” and the

" All these banks were at the beginning unlimited liabilitv companies; lim-
ited hability was not allowed them before 1858

"1t also secured the final abolition of the Usury Laws. The Bank had been
exempted from them so far as borrowing was concerned, in 1716, but it was not
until 1833 that it was free to charge what rates 1t thought fit for loans it granted
itself

" "'The Causes and Consequences of the Pressure on the Money Market,”
1837.
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question was again raised of the relations between move-
ments in the country bank-note circulation and the Bank of
England note circulation. The 1832 Parliamentary Commit-
tee had been unable to reach any definite conclusion as to
whether or not the country issues usually followed move-
ments in the Bank of England issues. Palmer now contended
that prior to 1836 the Bank of England had followed up any
tendency to an outflow of specie with a contraction of its
circulation, but that what should have been the influence of
this policy had been rendered nugatory by the imprudent
credit facilities and low money rates occasioned by the is-
sues of the joint stock banks. He claimed that between 1834
and 1836 the issues of the joint stock and private banks in
the country had together increased by 25 percent, and that
this had led to a continuous export of bullion until the Bank
had finally been obliged to raise its discount rate, an event
which had caused the stringency on the money market in
1836.

It was also his opinion that banking provision had been
adequate under the system of private banks existing prior to
1826, and that in face of this it was dangerous to encourage
the formation of additional joint stock banks. He thought the
merit of the private banks had been grossly understated.
“Nearly eighty private banks suspended their payments in
1825,” he says, "“yet no stronger proof could be afforded of
the really substantial state of the country banks at that time
than that a very small proportion (it is believed not ten) pro-
ceeded to bankruptcy.” Palmer’s allegations evoked a some-
what ironic reply from Loyd,” who failed, he said, to find in
the Bank’s accounts sufficient evidence of Palmer’s conten-
tion that the Bank had, during the years under discussion,

" Report of the Committee of Secrecy on the Bank of England Charter,”
1831-2.

" Reflections suggested by a perusal of Mr J. Horsley Palmer’s pamphlet on
the “Causes and Consequences of the Pressure on the Money Market,” 1837
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kept its securities constant and contracted its circulation
when specie diminished. He found rather that the reverse
had been the case, and he very much doubted whether the
joint stock banks had the power to extend their issues for
any length of time should the Bank of England carry out a
“regular, steady and undeviating course of contraction.”
Loyd was claiming that the central issuer, whose notes were
now looked upon as reserve money by the joint stock banks,
had both the power and the duty to control the action of
those banks, while the Bank directors still refused to accept
that responsibility. Loyd and his followers considered at the
same time that the indirect power of control of the Bank of
England was insufficient because the country note issuers
were late in following up contractions by the Bank of
England.”

Most of the discussion after this time centred round these
problems of central bank policy and the effectiveness of the
control it had over the total circulation and the necessity or
lack of necessity for limiting note issues to a predetermined
figure. In England the currency and banking controversy
tended to overshadow the wider issues of free banking. The
two problems were, of course, not entirely independent,
and their interconnections will be considered in a later
chapter. All that concerns us here is that it is the final vic-
tory of the currency school in 1844 which brings us to our
fourth period and the decision, at least in practice, in favour
of a central banking single reserve system. It was the 1844
Act which ensured the ultimate monopoly of the note issue
in the hands of the Bank of England. It provided in the first
instance that the Bank of England’s fiduciary issue should be
limited to a figure of £14,000,000. The other banks of issue at
that time in existence were to be allowed the continuance of

** See his ‘‘Remarks on the management of the circulation and on the condi-
tion and conduct of the Bank of England and the Country Issuers during the
year 1839 "
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the right to issue, but the maximum limit of the issues was
fixed in each case at the average figure their issues had
reached in the period just preceding the Act, and their
rights were to lapse altogether if they amalgamated with, or
were absorbed by, another bank, or if they voluntarily
renounced their rights, and the Bank of England was to
acquire such rights to the extent of two-thirds of the author-
ised issues of the banks concerned. No new bank could ac-
quire rights of issue.

Horsley Palmer now invoked the position of the Bank as,
what Bagehot later christened, the “lender of last resort’ as
grounds for opposing Peel's Act.” It would, he said, put the
Bank in a very difficult position for rendering aid to the mar-
ket in times like 1825, 1836 and 1839. Peel's hope that his
measure would render such situations much less likely to
occur was, as events proved, to be unfulfilled. The 1847,
1857 and 1866 crises showed the Government always ready,
on the only occasions when it was necessary, to exempt the
Bank from the provisions of the Bank Act, and the opinion
was naturally expressed in some quarters that the clause of
the Act, limiting the fiduciary issue of the Bank, was a mere
paper provision having no practical application, since the
Bank of England could always rely on the Government to
legalise a breach of it every time it got into a difficult posi-
tion. The relations between the Bank and the Government
were, in fact, a tradition too long established for either the
Bank, or the public, or the Government, to envisage any-
thing other than full Government support to the Bank in
time of stress. It had always been a privileged and protected
institution, and it was in the interests not only of the Bank
but alse of the Government that it should remain so.

The Bank directors were extremely loath to recognise the
delicacy of the Bank's position in a system which, as the re-

' See Feavearvear, ''The Pound Sterhing.” p 256.
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sult of a long series of Government manipulations, had made
it the controlling element in the country's credit structure. It
was the nature of this responsibility that Bagehot was ana-
lysing in his "Lombard Street.”

Looking at the 1844 Act from our position of superior
knowledge of what were to be the features of later banking
development, in particular the amalgamations of the last
quarter of the nineteenth century, it is impossible to ignore
the anomaly of the situation in which this Act left the pro-
vincial note-issuing banks. Since they were prohibited from
acquiring by purchase or absorption the circulation of other
banks of issue, there was a tendency towards the preserva-
tion of the smaller banks, even when it would have been
more economical for them to combine, because it might
happen that the profits to be obtained from the retention of
the note issue were estimated to be greater than those to be
obtained by joining a larger concern. Secondly, joint stock
banks which engaged in the note-issuing business were ex-
cluded from the London market and had to pay correspon-
dents to pay out their notes in London. A striking case in
point in this respect was the National Provincial Bank. This
had been founded, not like the London and Westminster
Bank as a London bank without note issue under the 1833
Act. but under the 1825 Act as a joint stock bank issuing
notes. Thus, although this bank had a head office in London
from which the general administration of all its branches
was conducted, it was excluded from carrying on any bank-
ing business whatsoever in the metropolis. It was these
anomalies that Gladstone sought to remove in the Country
Note Issues Bill he introduced in 1865. In return for the re-
moval of the disadvantages mentioned above, those banks
choosing to take advantage of its provisions (it was to be a
permissive Act only) were to pay a tax of £1 percent on their
authorised circulation, and the Government was, besides, to
have the right to terminate their issues altogether after a pe-
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riod of fifteen years. Hankey and Goschen got this clause of
the Bill amended so as not merely to empower the Govern-
ment to terminate the issues of such banks after fifteen years
but to compel it so to do. It was thus to become an instru-
ment for getting rid of the country circulation altogether,
but Gladstone so worded the preamble as not to preclude
entirely negotiations for a renewal of the term. The Bill
failed to pass, however, and in 1866 the National Provincial,
probably the bank most concerned, started a banking busi-
ness in London at the price of sacrificing its right to issue
notes. From this time onwards the joint stock banks concen-
trated their efforts on deposit business.

The theoretical discussion lingered on a few years longer,
largely as the reflection of developments abroad.



CHAPTER Il
The
Scottish
System

But for the fact that the Act of Union was just over a
decade too late, the Bank of England might have been the
Bank of England and Scotland. As it was, however, Scottish
banking developed along independent lines. At the begin-
ning, the practice of giving concessions by charter was fol-
lowed. The Bank of Scotland, founded by a group of Scottish
merchants in 1695, only a year after the establishment of the
Bank of England, received under Charter from the Scottish
Parliament a monopoly for twenty-one years. This Bank ex-
perimented almost immediately with a policy of setting up
branches, and it also issued notes for denominations as low
as £1. When in 1716 the Bank’s monopoly expired, it pro-
tested strongly against threats of competition, but without
success, and in 1727 a second charter was granted to the
Royal Bank of Scotland.

The primary object of forming under special charter was
that the Bank obtained thereby the right to limited liability,
but there was no restriction in Scotland on the liberty of
joint stock companies to set up in the banking business so
long as the shareholders were willing to accept unlimited
liability for the debts of the association, and not much time
elapsed before unchartered banks of this kind were starting
up all over the country.

25
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Only one further charter was granted: this was to the Brit-
ish Linen Company in 1746. All the other banks formed un-
der the ordinary law. There was no restriction on the
number of partners and, after a short period of abuses in the
experimental stage, banking came into the hands of a num-
ber of substantial joint stock companies of considerable size
and financial strength. The collapse of the Ayr Bank in 1772
after an over-issue of notes did a great deal of damage to the
credit of the smaller banks; most of the little private banks
went out of business and their place was taken by joint stock
banks or private banks with larger capital resources.

The Scottish system developed certain characteristics
which early distinguished it from the systems in other coun-
tries. There was keen competition between the banks and
thev kept very strictly to the practice of regularly clearing
each other’s notes; exchanges were made twice a week and
the balances immediatelv settled. They adopted branch or-
ganisation almost from the beginning, and there was, as
compared with other countries, a much more rapid growth
of deposit banking and development of loan technique.

In 1826 there were, besides the three chartered banks
(with twenty-four branches), twentv-two joint stock banks
(with ninety-seven branches) and eleven private banks,
whereas in England legislation was only just being passed to
permit joint stock banks to establish, and not even the Bank
of England had yet set up any branches. Right up to that
time there had only been one serious failure in the history of
Scotch banking—the Ayr disaster—and it was computed
that the total loss sustained by the public had not exceeded a
figure of £36,000.

The Scottish network of solid institutions, free from legisla-
tive interference, with an already highly developed deposit
business—its marked success and its freedom from the ex-
cesses which lead to suspensions—could not help but impress
English eyes at a time when large numbers of the small coun-
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try banks in England were foundering. Still more, perhaps, did
it impress the protagonists of free banking on the Continent.

The investigations by Committees of both Houses of Parlia-
ment in 1825 into the supposedly evil practice of the issue of
£1 notes and the suggestion that it should be prohibited alike
in Scotland as in England aroused bitter indignation in Scot-
land. The Scottish community had become, by long use, ac-
customed to handling £1 notes instead of gold in their daily
transactions, and it was consequently not from the banking
interests alone that the protests derived. Notable among the
antagonists was Sir Walter Scott. It was, indeed, difficult for
the promoters of the 1826 legislation to claim on the experi-
ences of Scotch banking that the issue of £1 notes had had
any catastrophic results.

Scotland escaped the censure of its £1 notes, but had to
submit to the Peel regulations of 1845. These conferred a
monopoly of the note issue on the then existing Scotch
banks. The fiduciary issue of each bank was limited to a
maximum fixed on the basis of an average taken over the
previous year, but, unlike the English banks, the Scotch ones
could issue notes above this fixed limit so long as they
backed the extra notes a 100 percent by gold, and also if two
banks fused they might retain a fiduciary issue equal to the
combined issues of both.

The regulation imposed by the Act was regarded with dis-
satisfaction for many yvears afterwards. In 1864 complaints
were coming from Scottish quarters that owing to bank ex-
tinctions Scottish note issues had diminished and Bank of
England notes were not fitted to fill the gaps because they
were not issued below the denomination of £5. And for the
comfort of the opponents of Peel's legislation the next thirty
vears witnessed two of the worst failures the Scottish bank-
ing system had ever experienced, comparable only with that
of the Avr Bank a century before. These were the collapse of
the Western Bank in 1857 and of the Glasgow Bank in 1878.



CHAPTER IV
The Development
of Central Banking

in France

’Il‘m unfortunate first experiences of note issues in France
retarded banking development in that country for many
years. The monopoly given to John Law in 1716 for his
Banque Générale resulted in a disastrous over-issue of paper,
and the bank closed after five years. The Government there-
after raised the restrictions on the formation of note-issuing
banks, but although firms set up to carry on other branches
of banking business, chiefly discounting and exchange
transactions, no bank of issue was founded before 1776. This
was the Caisse d’Escompte, a partnership with limited liabil-
ity, founded by Turgot, the French Minister of Finance.
From the very beginning this bank came into very close rela-
tions with the State, and became, in fact, practically a branch
of the financial department of the Government. The promise
of an advance of 6,000,000 frs. to the Treasury in 1783
caused a ‘run” on the bank and it suspended payments. The
exigencies of the State finances, already heavily in debt to
the Caisse, resulted in the giving of forced currency to its
notes in 1788, and after this followed the assignat régime.
The first assignats, issued in 1789, which were not them-
selves legal tender but short-dated interest-bearing Govern-
ment bonds, backed by the biens nationaux, were usually

28
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discounted with the Caisse. But in 1790 the assignats be-
came legal tender currency. France was flooded with them
and the Caisse collapsed, leaving behind it a distrust of
paper money which was to be widespread and long-
lived.

A decree of 1792 had forbidden the establishment of
banks of issue, but the abrogation of this decree and the
restoration of the ordinary currency in 1796-97 encour-
aged some of the Paris discount banks to undertake the is-
sue of notes. Chief among these were the Caisse des
Comptes Courants and the Caisse d’Escompte du Com-
merce. A new development took place in 1798 when a
bank of issue was set up in the provinces, namely, at
Rouen. This bank took the step of issuing notes as small as
100 frs. The Paris banks had not been in the habit of issuing
notes for less than 250 frs. The freedom prevailing at this
time in banking in France seems to have proved very satis-
factory, and no disasters occurred. but the march of politi-
cal events destined this state of affairs for a short existence.

Napoleon's mania for centralisation and his difficulty in
getting Government paper discounted, chiefly owing to the
lack of confidence in that Government, turned his attention
to the potentialities of a bank founded under Government
auspices. So in 1800 he persuaded the stockholders in the
Caisse des Comptes Courants to dissolve the company and
merge it into a new bank, called the Bank of France. The
Bank was financed with an initial capital of 36,000,000 frs.,
obtained partly from the original capital of the Caisse des
Comptes Courants, partly by new subscription by the pub-
lic and partly from Government funds, obtained from the
sinking fund of the national debt. Soon after the foundation
of the Bank the Government sold out a large part of its
shares, but the independence of the Bank was not thereby
much increased. Further negotiations, and manipulations,
largely quite unscrupulous, were undertaken in 1802, as a
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final result of which the Caisse d'Escompte du Commerce
was unwillingly induced to fuse with the Bank of France.

The most severe blow to competition came a vear later,
however, when the Government, by the famous loi du 24
Germinal an XI, granted to the Bank of France the exclusive
privilege of issuing notes in Paris, ordered those Paris
banks already issuing notes to withdraw them by a certain
date, and forbade the organisation of any bank of issue in
the provinces except by the consent of the Government,
which reserved the right not only to grant all privileges of
issue but also to fix the maximum of such issue. The pre-
text for this piece of legislation was the slight financial cri-
sis in 1802, but, in fact, nobody had brought any accusation
against the competitive banks.

From the outset the Bank of France was under continuous
pressure from Napoleon. As early as 1804 a dispute arose be-
tween them because the Bank was not discounting Govern-
ment paper cheaply enough. Under this pressure the Bank
discounted too much and issued more notes than it had the
specie to maintain. This over-issue, together with the spread
of a rumour to the effect that Napoleon had sent away the
metallic reserves of the Bank to Germany for military needs,
saw the Bank in serious difficulties in the following year. It
had partially to suspend payvment and its notes depreciated
10 percent to 15 percent. For this Napoleon laid the blame on
the Bank and determined to bring its constitution more under
the Government. So in 1806 he gave the State a larger share in
the Bank's administration by replacing the Committee elected
by the stockholders by a Governor and two deputy-Gover-
nors appointed by the head of the State.

Further heavy loans to the Treasury in 1813 caused an-
other partial suspension of cash payments in the next year.
This gave impetus to a good deal of criticism and to a move-
ment of opinion in favour of making the Bank independent
of the Government, but nothing came of this proposal.
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It soon became apparent that France was extremely back-
ward, as compared with England and America, in the devel-
opment of banking facilities; particularly slow was the pace
at which they grew in the provinces where, so far, and
apart from small firms specialising on exchange business,
they were practically non-existent. Special authority had
been given to the Bank of France in 1808 to set up branches,
and in those towns where it established them it was to have
exclusive rights of issue. It set up its first branch offices in
Lyons, Rouen and Lille, but they were all closed down after
a very brief existence, because theyv had proved unprofitable
in the difficult vears in which they had begun, and it was
also argued in favour of their suppression that their de-
mands might, in periods of tight credit, encroach on the re-
serve of the central bank in Paris.

Almost immediately on the abandonment by the Bank of
France of the attempt to establish credit facilities outside
Paris, there was a short period of increasing liberalism,
during which three projects were sanctioned by the Gov-
ernment of the Restoration for the establishment of private
departmental banks of issue. These were the Banks of
Rouen, Nantes and Bordeaux, formed in 1817-18. But these
banks were subjected to severe restrictions, which were of
a nature to defeat any great expansion of their business.
They had the right to issue notes only for their headquar-
ters and one or two other towns mentioned in their stat-
utes; thev could only discount bills payable in their own
district; and their sight liabilities might not exceed three
times the amount of their metallic reserves. The restric-
tions of their operations to such narrow districts and their
inability to set up branches or employ agents almost belied
the title 'Departmental.” Their sphere of operations was
infinitely smaller than the département, and they were, in
fact, merely small local banks. Nevertheless, six additional
departmental banks were founded between 1835 and 1838,
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and the Bank of France, now taking fright at the threat of a
competing banking interest, began itself to organise branch
offices, fifteen of which were started between 1841 and
1848. Each branch the Bank opened was of course given a
monopoly of the note issue in its own town. Moreover,
Comptoirs of the Bank of France required for their authori-
sation only an ordonnance royale, which would be granted
on the recommendation of the Conseil Générale de la
Banque, whereas departmental banks after 1840 had to ob-
tain a special Act of Parliament. Also the greater area over
which the Comptoir as a member of a branch system could
conduct business gave it a great advantage over the depart-
mental bank. There never even developed among the de-
partmental banks any system of exchange of notes:
nevertheless, the success of these banks and the services
they rendered to the community were far from insignifi-
cant. They met with the disapproval of the Bank of France
and after 1840 the Government refused to grant any more
charters for their foundation. So the movement towards
greater freedom in the note-issuing business was brought
to an end. The representations of the departmental banks
to the Chamber of Deputies, on the occasion of the discus-
sions of the renewal of the charter of the Bank of France,
asking for modifications of their statutes in the direction of
removing some of the restrictions they contained, were
also unsuccessful.’

The trend of policy towards complete centralisation of the
note issue reached its logical conclusion as a result of the
1848 political disturbances, but the opposition voiced by the
Bank of France to the renewal of the charter of the Bank of
Bordeaux in that year makes it practically certain that the

! Their chief claims were the following: (a) to be allowed to discount paper
payable not only in their own town, but also in any town having a bank; (b) to
be able to discount bilis having two signatures only, the present requirement
being three, (c/ to be authorised to issue notes for 100 frs.



THE DEVELOPMENT OF CENTRAL BANKING IN FRANCE 33

departmental banks would in any case not have survived af-
ter the expiration of their charter rights.

The 1848 political crisis foreshadowed in many people’s
minds a repetition of the assignat régime, and their first in-
stinct was to hoard specie, with the inevitable consequence
of a run on the banks. The Government was naturally inter-
ested in preserving the capacity of the Bank of France to
give it financial support in dealing with the insurgents. It
therefore gave to the Bank's notes cours forcé and allowed it
to issue notes for 100 frs.,* at the same time imposing what it
regarded as a safeguard against excessive issues by putting a
maximum limit of 350,000,000 frs. on its note issue. The de-
partmental banks were, it is true, given what were nomi-
nally the same facilities, and their notes subjected to a
maximum limit which amounted to 102,000,000 frs. for all
nine banks together, but since their notes were made legal
tender only within their own respective localities, while the
notes of the Bank of France were legal tender all over
France, the circulation of the Bank of France gained an over-
whelming ascendancy over that of the departmental banks.
The 1848 decree was consequently their ruin rather than
their salvation, and in the same year they agreed to submit
to a fusion with the Bank of France, practically the only
course that remained open to them short of liquidation.
Thus by two Government decrees they became Comptoirs
of the Bank of France, which acquired their authorised note
issues as an addition to its legal maximum.

The events of the period immediately following 1848
throw light also on the subordination of the Bank to the will
of the Treasury. Up to the decree to which we referred
above, the Government had never imposed any limitation on

: Up till 1847 the Bank had not been allowed to issue notes in Pars for less
than 500 frs. At the Comptoirs in the provinces it could, like the departmental
banks, issue them for as low as 250 frs. In 1847 the same minimum denomina-

tion was made to apply to Paris, where provincial notes for that amount had in
any case been circulating previously.
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the amount of the note issue. It had been content to rely, on
the Bank's obligation to pay specie on demand, and on a
prohibition of small notes. Now that both these checks were
gone, it did, as we have seen, impose a limit, but this the
Government showed itself ever ready to raise if it should
form any obstacle to the Bank's readiness to lend to the Trea-
sury. The difficulties of the Bank of France in meeting its
obligations in cash, which had been the avowed reason for
legalising its bankruptcy, had, so far as its private commer-
cial obligations were concerned, been of very short dura-
tion, and it showed itself ready at an early date to revert to
cash payvments. But the scale at which Government borrow-
ings at the Bank continued made its position unstable. In
June, 1848, and again in November, 1849, the Government
had arrived at agreements with the Bank by which the latter
was to make regular advances of fixed sums during the suc-
ceeding two or three vears. At the end of 1849 the Bank had
received permission to increase its issue to 525,000,000 frs.
By this time, however, it had a very strong metal reserve
(about 400,000,000 frs.), and it had already begun suppress-
ing the restrictive measures relating to the redemption of its
notes, and it would probably have decided in favour of a
complete resumption of cash payments much earlier if it
had not been for the Government borrowing factor. If Trea-
sury demands were going to continue at the same rate, the
Bank believed its cash reserve would be inadequate. On the
other hand, its note issue very soon approached the new
maximum, and the Bank was faced with the choice either of
applving for a further increase of its legalised circulation or
of reverting to its old statutes under which it would be
obliged to redeem its notes and cours forcé would be abol-
ished, but there would be no legal limitation on the total vol-
ume of notes it was allowed to issue. It was onlyv after an
agreement had been reached with the Treasury for the re-
duction of the Bank's obligations to lend, that the Bank felt
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safe in reverting to its old statutes, and this it finally did in
August, 1850.

We have seen how France emerged from the 1848 politi-
cal crisis with a completely centralised, single, monopoly
bank of issue. The progress of the industrial revolution in
France round about 1850 brought into greater prominence
the extreme paucity of credit facilities, most especially in the
provinces, but even in Paris itself. Where facilities for the
spread of a paper circulation had been withheld there was a
corresponding absence of deposit banking, and the contrast
was particularly strong with England where the country
bankers with local connections and knowledge, even if they
had rendered no other service, had at least accustomed the
timid provincial mind to banking habits. Courcelle-Seneuil,
especially, stressed the practical impossibility in the rural
districts of France of either borrowing or lending, except
through the local notaire. Moreover, as he also pointed out,’
the fact that the farmers received the proceeds of the sales of
their crops and stocks in lump sums at a particular time in
the year and had to make their disbursements much more
slowly over a much longer period meant that they were in
possession of balances of spare cash for the greater part of
the vear. These balances could have been deposited in the
banks and used to make short-term loans if there had been
local banks to deal with the business. As it was, the balances
simply went into hoards, and savings were not used.

We have now described the features which set the stage
for the opening of the free-banking controversy in France.
In addition, less commendable but nevertheless very pow-
erful grounds were provided by the gradual emergence
during the next two decades of the beginnings of a dis-
count policy, the occasional stringency of which evoked a
torrent of criticism against the Bank of France. This partic-

*“La Banque Libre,” 1867.
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ular aspect of the discussion is explained by a conception
of the nature and object of banking which had its origins in
the very earliest days of French banking. Right from the
beginning the Government had imposed limitations on the
flexibilityv of discount rate. In the case of the Caisse
d’Escompte it was forbidden to charge more than 4 per-
cent. The rate of discount of the Bank of France was fixed
provisionally by the Government at 6 percent, and for the
first six years it was held invariable at that figure, until in
1806 it was reduced to 5 percent. Discount policy in these
vears was primarily conditioned by the claims of Napo-
leon. It was his idea that the aim of the Bank of France
must be to discount for all commercial firms of reasonable
standing at 4 percent, and he criticised the Bank for not
being liberal enough. and it was at his instance that the
rate was reduced to 4 percent in 1807. It was not changed
again until 1814, when it was raised to 5 percent. It seems
to have been the policy of the Bank to maintain as far as
possible a stable rate, for it was sticky in both directions,
and when the Bank found it necessary to extend or to con-
tract credit, it would adopt almost any conceivable means
of doing so other than that of adjusting®' the price it
charged for its loans. In 1819 it adopted for some months
the policy of charging a lower rate (4 percent) on bills of
short date (having less than thirty days to run) before it fi-
nally decided to reduce all rates to 4 percent. In times of
strain it kept the rate of interest constant and resorted to
rationing, or to the purchase of specie at a premium, in
order to strengthen its reserve. It was for the first time in

*In times of strain it always meant that some form of rationing had to be
resorted to M Rouland, Governor of the Bank of France, remarked before
the Commission of Enquiry (1865) that when the Bank kept its rate of dis-
count fixed it often had to reject demands tor discounting at that rate in con-
siderable proportions So he states that in 1812, 30 percent of the total
demands were rejected. in 1832, 14 percent and 1n 1841 and 1842, 6 percent.
See “'Dépositions de MM les delégues et les regents de la Banque de France,”
p 116



THE DEVELOPMENT OF CENTRAL BANKING IN FRANCE 37

1847 that it discovered the effectiveness of a rise in the rate
in stemming a drain of cash. It had already relowered its
rate when the 1848 crisis brought another shock, and it
was still too much afraid of using the weapon of discount
rate to combat it. It continued throughout the year to dis-
count at 4 percent, while the departmental banks, which
were less able to bear the strain, were charging 6 percent.
The reduction of the rate in 1852 to 3 percent brought to
an end a period of just over thirty vears, during which,
with the sole exception of 1847, its rate of discount had re-
mained unchanged at 4 percent. This is in striking contrast
to the practice of the Bank of England, whose rate was
changed no less than fifty times between September, 1844,
and December, 1856.

From the 'fifties onwards the French rate began, however,
to fluctuate more frequentlv. The greater willingness to
change the rate was probably strengthened by the greater
need to do so, arising with the increased mobility of specie
due to improved transport facilities and communications,
which made arbitrage operations much easier. Also, per-
haps, some allowance should be made for the beginnings of
the activities of the Crédit Mobilier in the direction of capital
export. Anyhow, a strong tendency to an outflow of specie
set in between 1855 and 1857, culminating with the crisis of
that year. The Bank was at first hesitant about raising bank
rate, and in the autumn of 1856 the Governor asked the Em-
peror to sanction a suspension of cash pavments. This the
Emperor refused and the Bank next reverted to the practice
of imposing a limit (two months) on the échéance of bills it
was prepared to discount. Finally in 1857 it gave definite
recognition to the principle of raising bank rate when there
is a drain on the specie reserve. and in that year the Usury
Laws prohibiting a rate above 6 percent were abrogated so
far as the Bank of France was concerned. But even so, the
Bank still relied partly on the method of charging higher
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rates on the longer-dated bills. In 1861 the rate was held for
some weeks at 7 percent, and from that time onwards it fluc-
tuated much more violently than heretofore, and began to
oscillate more or less in harmony with the Bank of England
rate.

In England the doctrine of bank rate was now fairly gen-
erally accepted, largely owing to the writings of MacLeod.
But in France it provoked the first big attack on the Bank,
and a corresponding demand in some quarters for permis-
sion to establish other banks of issue. Many of the adherents
of this view pointed out that the charter by which the Bank
of France was granted its privilege did not prevent the estab-
lishment in France of other banks of issue, that it was a mo-
nopoly not by law but in fact only, and that the Government
was free to give rights to other institutions in places not oc-
cupied by the Bank.

Increased practical significance was given to the discus-
sion by incidents arising out of the annexation of Savoy in
1864, and it was around the Bank of Savoy controversy that
the more general question came to be focussed. Not the least
disinterested and perhaps the most prominent among the
participants in the discussion were the Pereire brothers,
founders of the new type of credit institution known as the
Crédit Mobilier. This was a bank which carried out under-
writing, the marketing of bonds and equities, and even di-
rect subscription to the newly issued capital of industrial
companies, as well as to State loans. The founders had proj-
ects for setting up similar institutions in other countries. This
they failed to do directly, although the French Crédit Mobi-
lier was imitated independently in Germany. The Pereire
brothers had from the outset always hoped to add to their
other financial business the business of note issue; this was
incidentally a combination that had exceedingly little
chance of success, as was proved by German experiences.
Investments which consist for the most part of industrial se-
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curities and which are difficult to sell in certain states of the
market except at heavy loss prove very dangerous assets to
hold against liabilities of the very shortest term, viz., notes
payable on demand. The Pereires. however, saw no possibil-
ity of obtaining note-issuing rights until the rights of the
Bank of Savoy came up for discussion and reopened the
whole question of free trade in banking versus the monop-
oly of the Bank of France.

The treaties accompanying the annexation of Savoy estab-
lished that individuals and institutions belonging to Savoy
should be allowed to exercise the same rights in France as
they had held under the law of Savoy, and the Bank of Sa-
voy concluded from this that it had the right to establish
branches over the whole of France and to issue notes payv-
able on demand. It was here that the Crédit Mobilier saw its
chance. It concluded an agreement with the Bank of Savoy
by which the Pereires were, by their own subscription, to
raise a capital of the bank to ten times its present amount
and gain a controlling influence in the concern. The Bank of
France was much alarmed at the prospect of having the
Bank of Savoy as a competitor, especially as certain features
of the Bank of Savoy's business were likely to make it a keen
rival. The Bank of Savoy paid interest to depositors, issued
notes for as low a denomination as 20 frs., and could dis-
count two-named paper, whereas the Bank of France paid
no interest on deposits and had not as yet issued notes for
less than 100 frs.” and could only discount three-named
bills. The Bank of France made a protest on the plea of the
Government's contractual obligation to maintain its privi-
lege, and obtained from the Minister of Finance a letter signi-
fying the Government's opposition to the Pereire agreement
with the Bank of Savoy, and then entered itself into negotia-

° At the renewal of its charter in 1857 it had acquired the right to issue notes
for 50 frs. It actually first took advantage of this in 1864, at the time of the Bank
of Savoy affair
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tions with that Bank, as a consequence of which the latter
agreed to renounce its claims to issue notes in return for an
indemnity.

This incident, together with the raising of the discount
rate to 8 percent in 1864, directed the attention of many peo-
ple to the hitherto rather neglected subject of the theory of
the monev market. Its immediate effect was to produce a
demand for the appointment of a Commission to enquire
into the policy of the Bank of France. Isaac Pereire wrote a
pamphlet demanding such an enquiry, and the Emperor re-
ceived a petition from 300 Paris merchants also demanding
an investigation, on the grounds that the raising of the dis-
count rate by the Bank of France had led to the periodic re-
turn of crises. Finally the Bank itself suggested that these
demands should be satisfied, so that its position, in face of
the attacks that were being made against it, might be
elucidated.

The direction of the enquirv was undertaken by the
Conseil Supérieur du Commerce de l'Agriculture et de
I'Industrie. The discussions opened in February, 1865, and
did not finish until June, 1866, by which time much of the
earlier enthusiasm had died down. The problems raised for
discussion were primarily two: firstly, whether the Bank's
new policy of raising its discount rate in times of strain was
preferable to its old policy of maintaining its rate invariable,
and, secondly whether a single bank of issue was superior
to a plural system of competing banks. Evidence was taken
from practically all those having any competence to speak
on the subject. The results showed a verdict of the majority
on both issues in favour of the Bank of France.

This may be taken to mark the close of the discussion so
far as the practical issue was concerned, but among the
more academic writers it continued for several years longer,
until it was superseded at the beginning of the 'seventies by
the bimetallic question. It was a strange coincidence that the
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Crédit Mobilier, the chief engineer of the accusation against
the Bank of France, should almost at the very moment of the
Bank's acquitta! find itself in serious difficulties, which were
to lead to its going into liquidation only a year later.

At the same time as France was consolidating her central-
ised system, the trend in neighbouring countries was in the
same direction. In Holland the debates in 1863 on the pro-
posal to replace the monopoly of the Netherlands Bank by
free trade in the issue of notes had resulted in a decision in
favour of the retention of the monopoly. In Italy increased
centralisation of the note issue was proceeding pari passu
with political unification.



CHAPTER V
The Organisation
of Banking in America:
Decentralisation
Without Freedom

The Scottish experiences served as a forceful example in
support of the claims of the free-banking school, but appeals
to American history can hardly be said to have been so for-
tunate. The American case was evoked as evidence by both
sides in the controversy, but so far as the system as a whole
is concerned, it cannot be described as an illustration for ei-
ther. It was decentralised without freedom; it lacked the es-
sential characteristics both of central banking and of free
banking proper.

The distribution of powers between the Federal and the
State authorities left legislative control in banking matters
in the hands of both. The country started off with a natural
dislike of centralised institutions and a jealous regard for
individual State rights. Nevertheless, the need for funds in
the War of Independence impelled the Federal Govern-
ment to take the first initiative in the banking sphere in the
promotion of the Bank of North America. The lack of a gen-
uine commercial need for banking facilities at this very
early period in America’s industrial development caused
great difficulty in getting private capital for such an enter-

a2
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prise, and the Government was obliged to become a
substantial shareholder in the Bank. It shared the unpopu-
larity of all central institutions, and after the war its charter
was repealed.

Not very long afterwards banks began to set up in the
more progressive States under the separate legal systems
of the various States concerned. The usual procedure at
the beginning was to apply for a charter which gave the
bank the privilege of limited liability. In most cases the
charter contained clauses limiting the amount of liabilities
the banks might legally incur to a certain multiple of their
paid-up capital,’ and in some instances it imposed also a
lower limit on the denomination of notes. In very few
States did unchartered banks set up with unlimited liabil-
ity.” Almost as soon as any possibility arose of private indi-
viduals and unincorporated associations wanting to set up
without charter, restrictions were placed on their entry
into the banking business by the legislatures concerned.
Most of the eastern States passed laws similar to the 1818
law of New York, which made both deposit banking and
note issue conditional on special legal authorisation, and
the majority of the Western States followed up the same
policy. But the actual effect of this rule varied from State to
State according to the ease with which charters were ob-
tainable. There was least stringency in the east, which was,
of course, the district in which there was most call for
banking facilities. The most liberal policy was to be found
in New England and more especially in Massachusetts and
Rhode Island, where charters were granted to nearly all

' The most common rule was that note 1ssues should not exceed double the
amount of the bank's capital. Such provisions were, however, usually purely
nominal; the limits they imposed were never likely to be reached. See Gallatin,
“Considerations on the Currency and Banking System of the United States,”
1831, p. 65.

2 Only in England and Scotland were joint stock companies generally sub-
jected to unlimited liability. In America, as well as on the Continent, the princi-
ple of limited liability became the general rule right from the beginnmng.
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who applied for them.’' In New York already established
banks seem to have exercised a powerful influence in per-
suading the legislature to refuse to grant charters to new
competitors; and there was an increasing tendency to re-
striction the further you went south and west.

Meanwhile, a second attempt had been made to run a cen-
tral bank. This was the Federal institution, known as the
First Bank of the United States.’ From its parent bank at Phil-
adelphia the company had early begun to develop branches,
and this caused much annoyance to the State banks and
their legislatures. The opposition of the Republican Party
was forceful enough to secure its suppression when its char-
ter came up for renewal in 1811.

The disappearance of this bank and its branches was fol-
lowed by a rapid growth of State banks. In 1811 there had
been about eighty-eight, and within the next three years a
hundred and twenty new bank charters were granted. Most
of these banks lent heavily to the Federal Government when
war was declared in 1812, and their excessive issues caused
about three-quarters of them’ to seek the sanction of their
respective Governments to suspensions of cash payments in
1814. After this their issues expanded still further and their
notes fell to discounts ranging from 10 to 30 percent.” The

'see Carey, “The Credit System of France. Great Britain and the United
States,” 1838, p 68.

* Founded in 1751. The Federal Government had subscribed part of the capi-
tal and pledged 1tself not to grant a charter to any other bank for the next
twenty vears.

"The New England banks fulfilled their engagements. All the banks to the
south and west failed. See Gallatin, "Considerations on the Currency and Bank-
ing System of the United States,” p 42, Most failures in these and the following
vears took place where entrv into the banking trade was most restricted. Carey
gives figures of failures from 1811 to 1830 In New England as a whole the num-
ber of banks between 1811 and 1830 averaged 97 and the total failures were 16.
In New York the banks averaged 26 and there were 11 failures. In Pennsylvania
there were 29 banks with 19 failures, and the proportion of loss increases as
vou go further to the west and south

" Gallatin estimated that within the first fifteen months of the suspension of
specie payments, their note issues increased by 50 percent Op. cit., p 45.
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resumption of specie payments nominally took place in
1817, but in 1819 there was a further suspension, which
lasted two more years.

The foundation of these early banks was much more often
based on political influence than on real commercial neces-
sity. It was attended by abuses in the paying in of capital
which were often directly aided by the State. In the case of
the First Bank of the United States itself, the United States Gov-
ernment subscription of $200,000,000 was a purely fictitious
book entry. Some of the banks had scarcelv any capital at all,
and nearly all of them had much less than was nominally
subscribed, and since the liabilitv of shareholders was lim-
ited, there was very little protection for the creditors. The
State legislatures, when they did at last set themselves the
task of opposing these fraudulent practices, experienced in-
credible difficulties in framing legislation to deal with them.

Another feature of these earlv banking formations was
their close connection with State Treasuries. It was a com-
mon practice for States to require banks to make loans when
necessary to the State chartering them. Special provisions
were often made for this in their charters, and in addition
Acts were passed from time to time authorising specific
loans. The result of this frequently was that the banks were
so heavily "loaned up” to the Government as to have practi-
cally no substance left for supplying commercial demands, a
factor which must have contributed considerably to their
early excesses.

The result of the autonomy of the rather small sparsely
populated area of the State was that the banking svstem
tended to assume a very fragmentary nature. A State bank
had rights to carry on business only within the borders of
the State from which it received its charter. This meant that
America could not develop a branch svstem of banking, and
it was perhaps in this circumstance that the chief justifica-
tion lay for an institution such as the First Bank of the United
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States. Secretary of the Treasury, Gallatin, expressed the
opinion some years later that if the Bank of the United States
had been in existence in 1814, the chaotic banking distur-
bances of that year would not have occurred.” The most es-
sential condition for the suppression of excess note issues is
their presentation for payment at frequent intervals. A very
serious trouble throughout the history of American banking
was the lack of a regular system of clearing the notes of the
various banks. Notes tended to travel considerable distances,
and since a bank in one State had no branches in any other
State and generally no correspondents either, there existed
no ready-made agencies for collecting the notes of rival
banks and presenting them for payment. This was a func-
tion that the First Bank had begun successfully to perform,
and its consequences must undoubtedly have been to curb
the tendencies of the local banks to excessive note issues.

Another experiment in centralised banking institutions
was made in 1816 with the foundation of the Second Bank of
the United States. In common with the First Bank, part of its
capital was subscribed by the Government, and it was to be
the depository of the balances of the Federal Treasury with-
out obligation to pay interest on them. It had, moreover, the
right to establish branches without consulting the Govern-
ments of the States concerned. A new feature of its charter
was a clause intended to minimise the likelihood of cash sus-
pensions, by imposing a penalty, in the event of its failing to
meet its obligations on demand, in the form of a 12 percent
tax on the amount in default.

Gallatin maintains that it was only as a result of the organ-
isation of this bank that the State banks were prevailed upon
to resume cash payments, since it was the Second Bank
which proposed a convention to which the State banks fi-
nally agreed. It is interesting to note that one of the stipula-

" “Considerations on the Currency and Banking System of the United States,”
p. 46.
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tions made by the State banks was that the Bank of the
United States should, in any emergency that might menace
the credit of any of the said banks, contribute its resources
to any reasonable extent in their support. This is a very early
declaration of the view that it is the duty of the central bank
to act as lender of last resort.

The Second Bank of the United States and its twenty-five
branches soon came into conflict with the defenders of State
rights, and of course the State banks backed up the opposi-
tion. The chief objection brought by the latter against the
Bank was that it “accumulated their notes and then pre-
sented them for redemption in coin.” “War'' was declared
on the Bank by Jackson when he succeeded to the Presi-
dency in 1829. The first blow was struck in 1833 when he
gave orders for the Government deposits to be removed
from the Bank and deposited instead in selected State banks.
Shortly afterwards the renewal of the Bank's charter was ve-
toed. This put an end for many decades to all projects for a
central bank.

General suspensions of cash payments occurred in 1836,
except in New England, where the banks again kept above
water. Probably the worst feature of the American system
and the one to which, combined with the exclusion of the
entry of new firms, much of the chaos was due, was the
extreme laxity with which principles of bankruptcy were
applied to insolvent banks. Take as an example the State of
New York. In charters granted before 1828 there were provi-
sions that if a bank suspended payment for a certain period
(usually three months) it should cease operations unless it
obtained permission to continue, after an examination of its
affairs, from the Chancellor of the Circuit, and if at the end
of a year it still did not resume payment, it should surrender
its rights altogether. Charters created after 1828 shortened
the unconditional period allowed to ten days. But in 1837 all
these rules were made completely ineffectual because the
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State legislature passed a Suspension Act allowing sus-
pending banks to continue for a vear without applying to
the Commissioner. Other States followed New York's exam-
ple and passed Suspension Laws of an even more pernicious
nature.’

Further suspensions took place in 1839, but were confined
this time to Pennsylvania and the States further to the south
and west. Boston and the eastern States sustained payments.
Pennsylvania passed laws legalising the suspension on con-
dition that the banks should make certain loans of money to
the State, and it was arranged that thev should resume spe-
cie payments in January, 1841. The obligation to lend to the
Government naturally had the effect of making it more diffi-
cult, if not impossible, for the banks to resume payments,
and the date for resumption was postponed by another Act
which, in return for further subscription to a Government
loan, allowed the banks to continue the suspensions until
the loan was repaid, which might be any time up to five
vears,’

The losses sustained by the Federal Treasury in the sus-
pensions of 1836 and 1839 called forth proposals for making
the Treasury independent of the banks.

From the ‘forties onwards State banking showed signs of
improvement. Most of the States had by this time succeeded
in framing provisions for securing the paying up of capital
by subscribing shareholders. The more difficult task was to
remove the tendencies towards expansions and to secure
note-holders against losses due to suspensions. A major defi-
ciency over the whole of the American banking structure
had long been the infrequency of the return of notes to their
issuers. One of the earliest and most successful attempts to
secure that notes were redeemed more often was a volun-

* see Gallatin, “Suggestions on the Banks and Currency of the Several United
States,” p. 36
' See Gallatin, op. cit., p 49
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tary system put into force by the Suffolk Bank of Massachu-
setts. Bank-notes circulated at places distant from their
issuing bank at discounts varying with the difficulty of send-
ing them home for redemption. The smaller was the chance
of its notes being presented for pavment, the larger was the
volume of notes that a bank could safely issue. The result of
the lack of any machinery for ensuring the collection of
notes was therefore that banks began purposely to place
themselves at long distances from the most important cen-
tres of business. This was what happened in Massachusetts.
The banks of Boston found themselves at a distinct disadvan-
tage because the country banks were securing practically
the entire circulation even in Boston. Large numbers of
country bank-notes never returned to the banks that had is-
sued them, but remained in Boston circulating without hin-
drance at the recognised rate of discount. The Boston banks
made several attempts to systemise the sending back of
notes for redemption. The most successful was the Suffolk
Bank system.” This bank arranged for New England country
banks to keep with it permanent deposits of $5,000 plus a
further sum sufficient to redeem notes reaching Boston. The
Suffolk undertook to receive at par the notes of banks who
made such deposits, and the notes of country banks who
refused to come into the scheme would be sent back for re-
demption. The Suffolk Bank, moreover, refused admittance
to its clearing agency to banks whose integrity was not
above suspicion. This had the intended effect of curtailing
the circulations of the country banks.

The Massachusetts legislature also passed a law, in 1843,
to secure the more frequent return of notes by providing
that no bank should pay over its counter any notes but its
own. A similar law was passed in Louisiana. Other States
placed penalties on the default to pay notes in specie on de-

" Started in 1819.
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mand, either by the imposition of a percentage tax on the
amount involved or by making the offending bank liable to
the forfeiture of its charter. This latter measure should have
been the most effective if it had been rigidly enforced. Speci-
fications as to reserve requirements also began to emerge in
many of the States. The most stringent of these was that of
Louisiana requiring a specie reserve of one-third against cir-
culation plus deposits.

In other cases efforts were directed not to preventing the
over-issues and ensuring redeemability of notes on demand,
but to giving some protection to the note-holder in the actual
event of suspensions following such an over-issue. Several
States adopted the practice of giving notes a prior lien on
assets. Another measure adopted was that of double liability,
which made bank shareholders liable for the debts of the
bank to an amount equal to their respective holdings of
shares over and above the amount of capital actually in-
vested by them in the bank. The most ambitious scheme was
the New York Safety-Fund svstem." This was a system of
compulsory insurance of banks against unmet liabilities. The
banks paid contributions to a fund to be allocated to the pay-
ing out of the liabilities of insolvent banks where they ex-
ceeded their assets. There was, of course, a tendency under
this scheme to subsidise weak institutions at the expense of
the stronger and more prudently managed ones, especially
as the insurance premium was not assessed on the basis of
actuarial risks, but was merely computed as a percentage on
the capital of the bank. It also had the further unhealthy ef-
fect of weakening the public scrutiny over the issues of par-
ticular banks, and many of the banks were tempted by this
fact itself to risk bigger issues. Between 1840 and 1842 eleven
of the safety-fund banks failed, the fund was exhausted, and
the solvent banks had to be called upon for increased contri-

" Estabhshed in 1829
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butions. Future contributions were also mortgaged in ad-
vance for charges in respect of an issue of State bonds made
to replenish the tund. After the bankruptcy of the fund in
1842, it was made security for notes only and no longer for
deposits as well, but it still proved inadequate.”

We have already observed that the banking business in
the United States, or at least over the greater part of it, was
in the first half century of its growth by no means open to
free entry. But from 1838 onwards there was a change of
policy in several of the States which made it possible for
banks to set up without having to obtain a charter. The new
policy was inaugurated by New York in 1838 in a so-called
Free-banking Law. Under this law it was made permissible
for any person or association to issue notes, provided they
had deposited with the Comptroller the equivalent amount
in the form of certain securities. All stocks of the United
States and those of States approved by the Comptroller were
eligible, and, in addition, certain bonds and mortgages on
real estate. Should a bank default on its notes, the Comptrol-
ler would sell the collateral securities in order to redeem
them. The first effect of the newly granted freedom was a
wild dash to establish banks.

Immediately on the passage of the bill arrangements were
made for the formation of over a hundred and thirty new
banks; about half of these had actually started business a
vear later and nearly half of them had gone out of business
after another three years. The idea in the minds of many of
the bank organisers seems to have been that if their notes
were secured, nobody would ever demand their redemp-
tion. Many of them set up solely for the purpose of issuing
notes, but in 1848 the State passed legislation requiring
banks to undertake discount and deposit business as well as
note circulation.

" The fund was finally wound up in 1866
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The bond deposit system had the effect of tying up bank
investment in certain lines, usually Federal or State bonds.
Mortgage and other real estate business soon proved to be
too illiquid to provide backing for notes. It also had the
rather peculiar effect of making the amount of the note cir-
culation depend on the prices of Federal and State bonds. It
meant also that while banks, constituted on other lines,
could realise their assets in order either to get funds for re-
deeming their notes or to decrease the amount of notes in
circulation, the bond deposit banks had very little chance of
doing this, because their capital was tied up in Government
securities which they were not free to sell until they had
first reduced their note circulation, a feature which put
them at a considerable disadvantage in comparison with the
chartered banks. Moreover, the system was by no means a
perfect guarantee of note redemption, because when a bank
failed, many State stocks could be disposed of only at a
discount.

Parallel with the beginnings of this movement in favour of
a greater measure of competition, there took place in some
other States foundations of State monopolies. Early in the
nineteenth century Indiana and Illinois had prohibited
banks unless the State should judge fit to establish one out of
its own funds. The Bank of Indiana and the Bank of Ohio,
founded in 1834 and 1845, respectively, were both State mo-
nopolies. Illinois followed the New York free banking plan in
1851, and Indiana and Wisconsin did the same a little later.

The improvement that took place in American banking in
the twentyv years preceding the Civil War was especially no-
ticeable in the eastern region. The banking system was by
no means pertect at this period, but except for the interna-
tional crisis of 1857," when suspensions of specie payments

" This was vet another occasion when the penalty of liquidation for suspen-
sion went to the winds. Under the 1846 Constitution of New York State it was
forbidden to the Government to pass any law directly or indirectly sanctioning
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were general over most of the United States, the situation
was far steadier than ever before. It is very probable that this
improvement was not attributable to any considerable ex-
tent to State regulations relating to bond deposit guarantees
for notes. In fact, the State authorities seem to have become,
after a time, rather lax in the enforcement of the law, and
the State Comptroller was usually satisfied if the bank had in
its own possession the prescribed assets and was prepared
to present them for his examination when he paid the bank
visits on certain days. This gave scope for a system of win-
dow-dressing by which the banks passed round the same
block of securities for exhibit on the appropriate days. The
law was thereby rendered ineffective. Much the greater
weight is to be attached to the more rigid enforcement of
specie payments between banks by frequent exchange of
notes, due in great part to the spread of the Suffolk system
and to the institution of the New York clearing-house."
The Civil War provided the occasion for a radical change
in the banking system of the whole country. The banks in
the South gave their support to the secession and ceased re-
mittances to the North, and since they had a large net liabil-
ity towards the banks in the North the latter lost heavilv, but
they managed to keep above water by contracting their
lending operations and were, in fact, in a very strong posi-
tion regarding specie reserves. Pressure soon came how-
ever, from the side of Governmental financial needs.
Secretary of the Treasury Chase experienced excessive diffi-
culty in borrowing from the public, partly as a result of the
very bad state of the finances in the preceding administra-
tion. Chase called a conference of the New York, Boston and
Philadelphia banks, and with him they drew up a plan for
suspensions of specie payvments, but in the 1857 crisis the authorities refrained
from selling out the stocks deposited by the suspending banks and withdraw-
ing their notes; the Courts in New York distinguished between what they called

momentary suspensions of specie payments and rea! insolvency
14
1855.
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assisting the Government by advancing $50,000,000. Chase
insisted on the loan being paid in specie, and at the same
time he started the issue of United States notes payable on
demand which further weakened the banks, since if they
accepted the Government notes they were obliged to re-
deem them in coin. The result was that at the turn of the
year (1861-62) the banks of New York, Boston and Philadel-
phia suspended payments. The Treasury followed by ceas-
ing likewise to redeem the Treasury notes in coin. This was
followed up by a bill for issuing legal tender irredeemable
paper” to the extent of $150,000,000, a measure which was
strongly opposed by the banks, among others. One of the
chief arguments for making the Government notes legal ten-
der was to force the banks to accept them. Two further is-
sues, each of $150,000,000, were made within the twelve
months following. After that the issue of greenbacks was
stopped, and Chase had recourse to a new scheme for ob-
taining funds by the sale of Government securities, namely,
the National Bank system. This was an extension to a Na-
tional or Federal, instead of a State, basis of the bond deposit
system. By an Act of 1864 banks of not less than five associ-
ates, and having a capital of not less than $50,000, were al-
lowed to form freely if they secured their notes by the
deposit with the United States Treasurer of registered bonds
of the United States. The amount of notes must not be more
than 90 percent of the market value of the bonds lodged and
not more than 100 percent of their par value. In the event of
a bank defaulting on its notes, the United States Treasury
would sell the bonds and pay the notes itself. The Treasury
also had a prior lien on the general assets of the failed bank
for any claims that could not be met out of the proceeds of
the bond sales, and, further, the shareholders were subject

'* The notes were lawful moneyv and legal tender m pavment of all debts,
pubhc and private, within the United States, except for duties on imports and
mnterest on the public debt, which were expressly made payable in coin.
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to double liability. The banks must also keep a certain re-
serve proportion of their notes plus deposits in the form of
legal tender currency, which in the years of their founda-
tion meant of course greenbacks as well as specie. The pri-
mary motive for setting up this system was, of course, the
creation of a large market for Government bonds, but it was
contemplated from the beginning that the new National
banks would in time replace the old State banks and much
emphasis was placed on the benefits of a uniform currency.
Provisions were made in the original Act for State banks to
come into the scheme by conforming to the conditions of
the Act, and, as they failed to come in voluntarily as fast as
the Government had hoped, an Act was passed in 1865 to
penalise those not entering the system by the imposition of a
tax of 10 percent on their note issues. This was practically
the death-blow to a great number of the State banks so far as
they were dependent on note issue.

In the first years the notes of the National banks were not
far short of being legal tender currency, since, although
their acceptance between individuals was not compulsory,
the Government was to receive them at par in all revenue
collections except customs duties and to pay them at par for
salaries, wages and debts, except for interest on the public
debt and the redemption of greenbacks. Moreover, since
lawful money in which notes were to be redeemable meant
greenbacks as well as specie, there was an exceptionally
large volume of reserve material available against which the
National banks could expand their note issues. In spite of all
this, by 1867 a large part of the National bank-notes were
circulating at a discount against greenbacks and a number of
the National banks had already failed in that year.

It seems that people at first placed undue faith in the secu-
rity of the new notes and perhaps regarded them as not lia-
ble to over-issue. For this reason the notes tended to keep
out in circulation longer without being sent in to the issuing
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bank for redemption and there was thus lacking an effective
check on the amount that any one bank could keep in circu-
lation, until it was presently realised that it is a mistake to
regard a security backing as good as specie.

The really substantial improvement that might have been
effected through the National Banking Law was one that the
authorities failed to realise, namely, the provision of facilities
for a branch banking system. On the contrary, the National
banks were forbidden, except under special circumstances,
to establish branches.

Some of the peculiarities of the bond deposit system as a
means of regulating note issues have already been men-
tioned in connection with the free banking system of New
York. We shall have occasion to refer again to these prob-
lems in a later chapter on the American experiences leading
up to the Federal Reserve Act.



CHAPTER VI
The Development
of Central Banking

in Germany’

r.[:le historv of banking in Germany, like that of the
United States, should properly be considered in terms of the
separate States, but it is impossible to do that here and we
shall concentrate our attention on the main events in Prus-
sia, with an occasional reference to the policv of other
States. The setting in Germany is dissimilar to that in the
other countries we have so far considered. for the reason
that Germany at no time adopted true laisser-faire principles
in her commercial policy, and therefore it is less surprising
to find State intervention in banking in this country than in
any other.

The longer retention of mediaeval restrictions on the free
circulation of goods and services witnessed a corresponding
lag in the development of banking.’ But a good deal of litera-
ture was written about banks in the early eighteenth cen-
tury, and there was detectable in most of these writings a
mercantilist idea that the setting up of banks would produce
a sudden and conspicuous increase in wealth.’

' This chapter is based manly on the account given by W. Lotz * Geschichte
und Kritik des Deutschen Bankgesetzes, vom 14 Marz, 1875."

*In the more modern sense, that is. of discounting and note issue as opposed
to the kind of business carried on by the early Giro banks.

*Cf H. Schumacher, "Geschichte der deutschen Bankliteratur im 19
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The first steps were taken by princes and nobles who, mo-
tivated by fiscal needs, attempted to start banking before its
time, before commercial conditions were ripe for it, and
they consequently met with scant success at least so far as
the note-issuing branch of the business was concerned. The
first bank of issue to prove at all successful was the Royal
Bank of Berlin, a State bank founded by Frederick the Great.
It is doubtful whether even this one would have been so for-
tunate in these years had it not had assigned to it by law
certain deposits,’ and been given also the management of
the Exchequer funds. As it began, so it continued, through-
out the whole of its existence, as a privileged institution un-
der paternal protection and in close relations with the State.
The first effects of this were witnessed in the Napoleonic
Wars, when it suspended cash payments with Government
sanction. The difficulties of the bank arose in the first place
from the heavy loans it made to the Prussian Government,
and they were later intensified by losses it suffered as a re-
sult of the Peace of Tilsit, which took away from Prussia cer-
tain Polish territories in which the bank had invested a large
proportion of its deposits on mortgage. These assets were
completely lost to the bank. It emerged from the war with
an enormous deficit, and after the cessation of hostilities it
was reorganised as a result of the war experiences and was
made nominally independent of the Treasury and the Fi-
nance Minister, but its Chief remained, of course, a State offi-
cial responsible to the King.

No specific prohibition existed at this time against the for-
mation of private banks other than the obstacles that lay in
the way of the establishment of joint stock organisations in
all lines of business. In the 'twenties two private banks set up
Jahrhundert” in Schmollers Festschrift, 'Die Entwicklung der deutschen Volks-
wirtschaftslehre im 19 Jahrhundert,” Pt. VIL

*In 1765 Frederick was unable to obtain the private capital, otherwise he

wo:;ld have made it a private joint stock bank.
" Viz., the moneys of wards, courts and charity institutions.
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in Prussia and broke the monopoly of the Royal Bank by un-
dertaking both deposit business and note issue. These were
the Berlin Kassenverein and the Pommersche Privatbank at
Stettin."

But this period of relative freedom came to an end in 1833,
when there was a complete reversal of policy. A law of that
year made the issue of all bearer notes dependent on the
approval of the Government. This virtual prohibition was
prompted not out of regard for the interests of the privi-
leged Royal Bank, it must be noted, but to make way for the
circulation of State paper money which had originated in
the time of the Napoleonic Wars and was now to be ex-
tended. The Royal Bank itself was included in the prohibi-
tion; all three of the Prussian note-issuing banks had to give
up the issue of notes. These increased restrictions on bank-
ing came almost at the very moment when changes in in-
dustrial technique were about to swell enormously the
demand for credit.

About this time banks were being set up in several other
States: the policy in each case was restrictive. In Bavaria the
Mortgage and Exchange Bank set up in 1835" was given a
monopoly of the note issue, not in this case as the result of a
desire to give priority to Government notes, of which there
were none in Bavaria, but because of the fear that competi-
tion in the sphere of note issue would be dangerous, and in
accordance with this dread of too many notes, we find a
maximum limit to the note issue. A less understandable reg-
ulation was that which compelled the bank to invest at least
three-fifths of its funds in land loans.

The Leipzig Bank of Saxony, founded in 1838, was not en-
dowed with an exclusive privilege but was subjected to

® The latter had royal aid at its foundation, and was bolstered up by the Gov-
ernment on several other occasions at a later date.

" This was the first note-issuing bank to be set up in Bavaria, but the Roval
Bank of Nurnberg, a non-note-issuing bank, dated from 1780
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equally rigid restrictions. In this case the proportional re-
serve requirement (of two-thirds) was imposed in prefer-
ence to the maximum limit on the note issue.

It was in the ‘forties that the struggle for free trade in
banking became acute. In the preceding vears capital had
been relatively abundant and interest rates low, but about
the middle of the decade a reversion set in as the result of
increased capital needs for railway development, and inter-
est rates rose. The public mind entertained exaggerated
hopes as to the power of banking. It was a widespread belief
that all that was necessary to relieve a scarcity of capital was
an elastic note issue, and the issue of notes was still thought
to possess something akin to a magic power of transforming
poverty into wealth. The philosophy of the Saint Simonians,
which conceived of a reformed society in which the bank-
ing system was given a central organising role in the assem-
blv and distribution of capital, had also spread to Germany.
These notions gave an impetus to two movements, the one
demanding increased note issues and the other looking to-
wards the creation of crédit mobilier institutions.

Added to the demand for more capital, there was at this
time a genuine currency difficulty. Very little gold was then
in circulation, and in the absence of notes, payments had to
be made in silver, which was very heavy to carry out. Notes
were therefore found of very great convenience, and since
theyv were relatively scarce, they were often sought even at
a premium. There began an agitation against the repression
of private initiative, and the Prussian Government was over-
whelmed with schemes for the creation of private banks of
issue to exist alongside the Royval Bank, all of which it
strongly opposed. The demand for private initiative took
two forms. One group merely wanted a private joint stock
bank in place of the existing State bank; others wanted to go
much further and demanded nothing less than a system of
independent freely-organised competitive banks.
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The Prussian Government was led out of passivity into ac-
tion by the news that on one of its borders in the neighbour-
ing state of Dessau the authorities had approved the project
for a note-issuing bank which had plans for extending its
activities over the border into Prussia. Although William IV
commissioned Rother, the then Minister at the head of the
Royal Bank, to work out a scheme for the establishment of
private banks of issue, Rother dismissed the idea as being of
not more than mere academic interest, and adopted the
much less liberal alternative of reorganising the Roval Bank.
This bank was still handicapped by lack of capital arising
from the deficit left by the French Wars, and the scheme
that was adopted was intended to replenish the assets of the
bank and so strengthen its lending capacity. Rother cer-
tainly envisaged a State bank as the most desirable, but,
probably owing to the lack of funds in the State Treasury, he
fell back on the introduction of private share capital into the
bank. So it was reconstituted in 1846 as the Prussian Bank,
now partly controlled by private shareholders instead of
wholly by the State. It was given back the right of note issue
which it had formerly exercised, and its notes were grad-
ually to replace the State paper then in circulation, but the
law specified both a maximum limit to the note issue and a
metal reserve proportion to the extent of one-third" of the
note circulation. The bank retained the privileges it had held
as the Royal Bank, and its notes were made legal tender for
public transactions. An important clause in the decree estab-
lishing the bank and characteristic of the banking notions of

* The “Dritteldeckung’ (cash reserve of one-third), which from this time on-
wards was a common provision in the laws on German banks of 1ssue. seems to
have been the adoption by legal prescription of the conventional practice said
by Horsley Palmer to have been followed by the Bank of England before the
Commission of 1832 in England. Palmer's pamphlet on the policy of the Bank of
England prior to the crisis of 1836-7, which we mentioned in a previous chap-
ter, was translated into German under the title "Die Ursachen und Folgen der
Wirksamkeit der Bank von England in dem Zeitraume vom 10 Oktober 1833 bis
27 Dezember, 1836"" (1837).
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the period was that which stated specifically that it was its
express task to prevent any great rise in the rate of interest,
and it was, in fact, forbidden to raise the rate for lombard
business above 6 percent.

But the extension of the note issue and the lending pow-
ers of the Prussian Bank did not suffice to quieten the agi-
tation for greater freedom. The year 1847 was a year of
very heavv demand for credit. This was especially true of
the west, in the lower Rhineland and Westphalia, where
industrial development was proceeding fast, and, although
provision had been made in the constitution of the Prus-
sian Bank for the establishment of branches, it had been
particularly slow to develop them in these parts. Opinion
in favour of private note-issuing banks became very strong,
and its adherents began to hold organised discussions on
the subject.”

The excitement of 1848 brought a sharp turn of events.
The Government was persuaded to allow note-issuing pow-
ers to the Bank of Breslau and to the Chemnitzer Stadtbank;
it also set up itself State loan banks in connection with the
Prussian Bank; finally, it took the far more radical step of
granting concessions for the creation of private note-issuing
banks. But this was only a very grudging gift to the free-
banking party; the concession was in each case given for a
period of ten years only, and, moreover, the banks were
over-regulated in the extreme. The celebrated Normativ-
Bedingungen, under which they were established, restricted
the scope of their business to a minimum. Besides the stipu-
lation that they must keep a metal reserve of one-third
against their note issue, they were tied down to the smallest
possible level of funds, and the lines of business in which
they might engage were likewise restricted. Their paid-up
capital must not exceed a certain very low figure. The maxi-

* As in the Erste Vereinigte Landtag in 1847
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mum note issue for all the provinces together was fixed at a
figure only one-third of the limit for the Prussian Bank and
this total was divided equally among the provinces with no
regard to their relative business needs. The banks were not
allowed to have agents in other centres; they were not al-
lowed to deal in Government securities that were not Prus-
sian; neither could they discount bills whose acceptor lived
outside the business place of the bank, and bills must be
three-named; moreover, they were not allowed to pay inter-
est on deposits, thus leaving such business entirely in the
hands of the Prussian Bank. So urgent was the demand for
notes, however, that the Berliner Kassenverein and the Stet-
tin Bank" immediately subjected themselves to these regula-
tions in order to be able to exercise rights of issue.

Alongside the note issue campaign a second notion was
beginning to exert an influence on the development of bank-
ing institutions in Germany. Almost as soon as the crédit
mobilier idea was first evolved in France it was taken up in
Germany, and by the turn of the decade a number of joint
stock banks were setting up in various parts of Germany in
crédit mobilier business. The Disconto-Gessellschaft in Ber-
lin, the Schaffhausen’schen Bankverein in Cologne and the
Darmstadter were among the most important. In Prussia it
was still difficult to establish even these, since joint stock
companies had to obtain special Government concession be-
fore they were allowed to go into business. So it was that the
Bank fur Handel und Industrie (later known as the Darm-
stadter) had to set up at Darmstadt because no concession
could be obtained at the time either in Prussia or in Frank-
furt am Main, and the Disconto-Gesellschaft was a partner-
ship for six years before it could obtain a concession to
become a joint stock concern.

The rate of progress in the setting up of note-issuing banks

" The Stettin Bank was allowed to retain its interest-bearing deposits.
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was slow," and did not go far to meet the demands of the
Free Banking Party. Under the leadership of Harkort in the
Chamber of Deputies, this party secured the institution in
1851-2 of a parliamentary enquiry into banking and credit
conditions in Prussia, and via these channels it gained more
public attention. On the positive side the party demanded a
relaxation of the Normativ-Bedingungen, and on the negative
side it declaimed against the Prussian Bank as a half-State
institution standing in the way of private enterprise. Harkort
tried hard but unsuccessfully to get legislation passed for the
removal of the Normativ-Bedingungen.

Some reforms did take place in the policy of the Prussian
Bank; it began to adopt a more liberal lending policy™ and
also extended its branches in the western provinces.

In the smaller States note-issuing banks were being
founded in considerable numbers, and their notes soon
began to circulate just over the boundary in Prussia and
Saxony. These small States issued notes for lower denomina-
tions than the Prussian Bank, and the Prussian Government
sought to exclude them from its territory by forbidding pay-
ments in non-Prussian notes for sums less than 10 Rthlr. Sax-
ony, Bavaria and Wurttemberg followed the same course,
but the laws had no effect because the banks against whom
they were aimed merely replaced their 1 Rthir. notes by 10
Rthlr. notes.

The Prussian Government saw that the only logical so-
Jution was to increase the note issue inside Prussia. Two

" The total result of all the concessions even up to 1857 was that in that vear
there were in Prussia nine note-issuing banks, including the Bank of Prussia

"1t started the practice of lending out part of its deposits on current ac-
count. Much of the progress in Prussia during these yvears had been due to the
efforts of one man, David Hansemann. It was under his leadership as President
of the Bank that the Prussian Bank changed its policy He had also been respon-
sible as Finance Minister for obtaining the 1848 concessions for the formation of
private note-issuing banks and for securing the royal consent to the foundation
of the Schaffenhausen’schen Bankverein as a joint stock company. It was again
he who, a few years later, founded the Disconto-Gesellschaft.
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alternative ways of doing this were conceivable. One was
to change the law relating to the foundation of private
banks and the other to centralise the banking system, and
give unlimited rights of note issue to the Prussian Bank.
Finally a compromise was adopted. The Government gave
unlimited rights of note issue to the Prussian Bank and
allowed it to issue notes of low denominations in return
for a financial operation which the Government regarded
as very favourable to itself, namelyv, the commutation of
half of its State paper money into interest-bearing State
debt. Secondly, concessions were made in favour of pri-
vate note-issuing banks. Four more received Government
sanction to set up, and certain of the clauses of the
Normativ-Bedingungen were modified so as to allow the
private banks to discount two-named bills, to set up agen-
cies, to issue small notes, and to take interest-bearing de-
posits. The concession regarding interest-bearing deposits
was subject to the condition that the amount taken must
not exceed the amount of the original capital of the bank,
and that the deposits should not be callable at less than
two months’ notice.

Then the crisis of 1857 occurred, and this had a marked
effect on the later trend of policy. It provoked a reaction
against the bank creations of the 'fifties" and brought the be-
ginnings of a change in attitude. The Prussian Bank was ac-
cused of having kept the discount rate too low before the
crisis, and one good effect that came of it was the renuncia-
tion of the limitation of the rate of interest to 6 percent. In
the crisis itself the bank assumed what had come to be con-
sidered the functions of a central bank by lending freely to
reputable firms who found themselves in difficulties. The
unlimited right of issue of the Prussian Bank was de-
nounced, and there was a crop of literature in favour of a

'* Although there were still in 1858 only thirtv Zettelbanken in twenty States
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100 percent specie backing for the note issue.” The small
Zettelbanken of the border States were condemned, proba-
bly justifiably in many cases, since they had attempted the
impossible thing of combining crédit mobilier business with
note issue. Steps were taken to exclude their notes both in
Prussia and in Saxony. The Prussian Government forbade all
payments in non-Prussian bank-notes. In Saxony the prohi-
bition of foreign notes was to apply only if the note-issuing
bank had no redemption centre in Saxony. The law was in
either case ineffective in preventing the circulation of for-
eign notes; all that happened was that the notes went to a
discount because of the risk of legal punishment.

The Prussian Chamber of Deputies was by now divided
into many factions over the banking question, ranging from
a leaning towards full freedom for all banks to issue notes at
the one extreme to a preference for complete unity in the
note issue at the other. The latter was as yet unpractical be-
cause of the impossibility of keeping out the notes of the
border States, and Prussia’s negotiations to obtain uniformity
of policy among the separate States met with little success.
The systematic discussion of the whole banking question to-
gether with the formulation of a positive programme was
taken up by a private association of free traders, the Kon-
gress deutscher Volkswirte, foremost among whom was Dr.
Otto Michaelis. The free-banking (Bankfreiheit) party had al-
ready somewhat changed its ground. Bankfreiheit without
any State intérvention was no longer so prominent and was
beginning to be relegated to a position of purely academic
interest. The Congress opposed the too lax regulations of the
“wilden Banken’ of the border States, but condemned the
over-supervision of the Normativ-Bedingungen. They had by
this time given up all hope of ever securing freedom for pri-
vate banks in note issue, and henceforth concentrated their

' Notable exponents of this view were Tellkampf and Geyer. See Chapter IX.
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efforts on trying to secure freedom for deposit banking. on a
joint stock basis, pointing out that it was unfortunate that
people persisted in regarding note issue as the chief object
of banking.

The swing towards increasing freedom in the note issue
was slowing up. It received practically its last acknowledg-
ment in 1863 when certain of the restrictions on private note-
issuing banks were slightly modified; they were allowed to
take additional interest-bearing deposits, the limit now being
twice instead of once the amount of their paid-up capital, and
the period of their concession was extended from ten io fif-
teen years. In the Chamber of Deputies there was still a good
deal of criticism of the Prussian Bank, and most especially of
its unlimited right of note issue, and Michaelis was recom-
mending the passing of a Peel's Act for Germany.

In the south of Germany the restrictions were still very
stringent. Where there was not monopoly there was com-
plete prohibition of note issue, as was the case in Baden and
Wurttemberg. In both these States the Governments had
persistently opposed the establishment of a note-issuing
bank, and it was only in the Franco-Prussian War that one
was conceded for the first time.

Most forces were now operating in the direction of secur-
ing further centralisation. The 1866 crisis impressed many
observers with the advantages of a strong bank which can
give liberal accommodation in a crisis. The continual consoli-
dation of political authorities helped to widen the area over
which a common policy could be pursued. Prussia acquired
new territories after the war of 1866 to which the business of
the Prussian Bank was extended, and the Norddeutscher
Bund in 1870 gained control over banking legislation in all the
member States. A reform of the law relating to joint stock
companies freed them from the obligation to obtain authorita-
tive concession, and this at last opened the way to the estab-
lishment of non-note-issuing banks, which was all that the
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free-banking party now demanded. The final impulse to the
adoption of central banking was given to Germany's experi-
ences in the first years of her operation of the gold standard.

At the formation of the Reich in 1871 the laws of the Nord-
deutscher Bund were extended to the whole of German ter-
ritory and a uniform currency was established for the first
time; it was based on the gold standard, and the payment of
the French indemnity provided an easy opportunity for ac-
cumulating the necessary reserves.

As early as 1873 a crisis occurred, however. The note is-
sues of those banks which had had no maximum limit or
which had never previously reached their limit had risen
very rapidly after 1871, and this was especially true of the
Prussian Bank. When the French indemnity stopped, the ex-
changes went against Germany, and gold started to flow out.
Germany had had very little experience of external specie
flows, because when silver had been the standard it had
been very expensive to collect specie and export it, and the
specie points had therefore been very wide. Neither were
the Germans familiar with the effect of a gold flow in rectify-
ing the exchanges, and the immediate consequences of the
first gold exports was a scare that all the gold was going out
and that Germany would be off the gold standard. The un-
due alarm that thus arose had an important influence on
bank policy. It brought in the first place a sudden realisation
of the uses of discount policy. German opinion had been
very much influenced by English events, and especially by
Peel's Act, and following on English doctrine, it was believed
that in order to manipulate a discount policy it was neces-
sary to have a specially constituted central bank, which
would be responsible for controlling specie flows.

These ideas were embodied in the German Bank of 1875."
The Act was closely modelled on the English Act of 1844, but

' Both Tellkampf and Michaels took part in the drafting.
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far more statutory requirements were imposed. The posi-
tion of the private note banks was as follows: Thirty-three
note-issuing banks were recognised for the whole of the
Reich and no new ones might be established. The fiduciary
issues of all the banks, including the Reichsbank, were given
a legal maximum, and a reserve proportion of one-third
against their total note issue was also imposed. If any bank
relinquished its issue, the Reichsbank was to acquire an
addition to the same amount to its legal fiduciary issue.
Submission to the terms of the Act involved disabilities, how-
ever, in the form of a restriction on certain types of business.
Thus, if banks wanted to continue to issue notes they must
not engage in acceptance business; they might trade only in
certain classes of bonds, must not engage in mortgage busi-
ness, and could not discount bills having more than three
months to run.

The Reichsbank was constituted out of the old Prussian
Bank, which was turned into a wholly privately owned con-
cern, but retained the official administration with still very
little control left in the hands of the shareholders; it was con-
sequently considerably less independent of Government
control than the Bank of England. The business of the
Reichsbank was restricted to certain lines: discount and lom-
bard business was subject to the same limitations as in the
case of the private banks, and the taking of interest-bearing
deposits was permissible only up to a fixed sum. The notes
of the Reichsbank were not made legal tender, but they
were given much wider circulation than the notes of private
banks, in that, whereas a private bank might not pay out
notes of any other private bank except to the issuing bank or
for payment to the place wherein the issuing bank was situ-
ated, notes of the Reichsbank might be paid out by the re-
ceiving bank without restriction.

A private note-issuing bank was allowed to stay out from
the provisions of the Act, but if it did this it was to have its
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operations restricted to the territory of the State which gave
it its right of note issue.

The provisions of this Act secured to the Reichsbank the
position of a modern central bank.



CHAPTER VII
Discussions on
the Theory of the Subject
in England and America
Prior to 1848

Although the discussion of free banking had its begin-
ning in England, it never reached such large proportions
there as it did on the Continent. This may have been due to
the much greater degree of freedom that had always existed
in England giving rise to a more rapid growth of banking
there than in either France or Germany, and therefore to a
less pressing need for reform. Moreover, by the time laisser-
faire politics had taken up its stand against privileged mo-
nopolies, the Bank of England and the system of which it
had become the pivot were far too well established to be
easily remodelled, whereas on the Continent the banking
systems were less firmly established and therefore more
subject to discussion.

The discussion in England seems to have opened in con-
nection with the agitation for joint stock banking, commenc-
ing with the pamphlet of Thomas Joplin,' of 1822, in which
attention was drawn to the greater stability and freedom

' “The General Principles and Present Practice of Banking i England and
Scotland with Observations on the Justice and Policy of an Immediate Alter-

ation in the Character of the Bank of England, and the Measures to be pursued
in order to effect it.”

71
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from failures of the Scottish banks in comparison with the
English, a circumstance which he attributed to the greater
financial strength and general superiority of the joint stock
organisation in which the number of subscribing sharehold-
ers was unrestricted compared with private concerns in
which the number of the partners was by law not allowed
to rise above six. It was impossible to ignore the anomalies of
a law which, as Lord Liverpool remarked, permitted “‘every
description of banking except that which is solid and
secure.

The partial victory of what we may already call the free-
banking party, in the law of 1826, gave added impetus to the
general discussion, and it was brought forward at several
meetings of the Political Economy Club. This club had been
founded by Tooke to support the principles of Free Trade,
and it was not unnatural that reference should be made to
the possibilities of extending Free Trade principles to bank-
ing. The chief adherent of such an extension was Sir Henry
Parnell, who moved a discussion® on whether ‘‘a proper cur-
rency (might not) be secured by leaving the business of
banking wholly free from all legislative interference.” Much
the same question was brought up on several subsequent
occasions.’ Parnell continued to hold that the issue of bank
notes should be subject to free entry in London as well as in
the provinces, and not subject to the monopoly of the Bank
of England, although three of the leading economists of
the day, Tooke, G. W. Norman and MacCulloch, argued
against him.

Parnell's defence of free banking is contained in a pam-

“See J Horsley Palmer, "Causes and Consequences of the Pressure on the
Money Market,"” 1837.

’See “‘Political Economy Club. Minutes of Proceedings,” Vol.VL, February
6th, 1826 (p. 28)

* Ibid., May 4th, 1829 (p 33); January 13th, 1831 (pp 220-1); March 1st, 1832
{p. 38 and pp. 231-2); May 3rd, 1832 (p 39)
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phlet written in 1827.° The evidence of the Scotch bankers
before the House of Commons Committee® in 1826 had
drawn his attention to the practice of the Scotch banks in
regularly clearing each other’s notes and paying the bal-
ances. This practice, he submitted, was of primary impor-
tance in a free-banking system and acted as a very efficient
check on the over-issue of bank notes. He contended that in
a free system it was in the interests of each bank not only to
keep its own issues within bounds, but also to exert its
power in preventing every other bank from forcing too
much of its paper into circulation.” Banks will receive every
day from customers, either as deposits or in repayment of
loans, notes of other banks, and no banks will re-issue the
notes of other banks in preference to issuing its own. It will
return the notes of the other banks to their issuers. Now if
any bank A receives by such means more notes of bank B
than B receives of A's notes, there will arise a clearing bal-
ance in favour of A, and A will require to be paid in gold out
of B's reserve. So it is concluded that if one bank over-issued
its notes the other banks would acquire positive balances
against it, and the consequent drain on its reserve would
pull it up in its expansion. This control by way of the clear-
ing mechanism was one which depended not on the public’s
presenting notes for redemption but on the banks’ recipro-
cally doing so, and it was a check which was likely to work
much more quickly than one which waited on the external
drain of bullion set in motion by the falling foreign exchange
rates. In Parnell's own words: "It is this continual demand
for coin, by the banks on one another, that gives the princi-
ple of convertibility full effect, and no such thing as an ex-
cess of paper or as a depreciation of its value can take place

¥ “*Observations on Paper Money, Banking and Overtrading,. including those
parts of the evidence taken before the Committee of the House of Commons
which explained the Scotch System of Banking.”

¢ Committee of the House of Commons on Scotch Banking.

" Op. cit., pp. 86-87.
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for want of a sufficiently early and active demand for gold. If
in England the power of converting paper into gold has not
prevented an excess of paper, because the demand does not
occur until long after the excess has taken place, this is to be
attributed to the syvstem of English banking.”*

The opposition between the views of Parnell and MacCul-
loch was given more definite expression in a pamphlet of
MacCulloch's’ and a reply to that pamphlet by Parnell.”
MacCulloch’s contribution contains the first important theo-
retical arguments for the case against free banking. So far as
the whole circulation of the country is concerned, his view
was that so long as convertibility on demand is enforced, the
issue of paper money cannot depreciate its value below that
of coin. An over-issue can admittedly depress the value of
the whole circulation, gold as well as paper, in the country
concerned, but immediately this over-issue takes place, gold
starts going abroad, notes are presented to the issuers for
pavment, and they, in order to prevent the exhaustion of
their reserves and to maintain their ability to redeem their
obligations, are obliged to contract their issues, raise the
value of money and stop the gold efflux. There is, therefore,
in his opinion always a check on over-issues by way of the
public’'s bringing notes to the banks for redemption. Now on
the evidence of this argument alone it was open for Parnell
to reply, as in fact he did, that the obligations to pay notes in
gold, which MacCulloch invoked as a safeguard against the
Bank's over-issuing its notes, is just as effective in a system of
a number of banks as in the case of a single bank like the
Bank of England, that, in fact, this Bank had often over-

" Op. cit., p. 88.

* “Historical Sketch of the Bank of England with an Examination of the Ques-
tion as to the prolongation of the exclusive privileges of that Establishment,”
1831.

' A Plain Statement of the Power of the Bank of England and the Use it has
made of it. with a Refutation of the Objections made to the Scotch System of
Banking, and a Reply to the Historical Sketch of the Bank of England,” 1832.
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issued and that the principle of contraction had worked
very imperfectly in these cases because the Bank had always
applied it too late.

MacCulloch had, however, developed his argument fur-
ther than this in an attempt to show that the free svstem of
banking would be more liable than a restricted svstem to
lead to the frequent appearance of the phenomena of over-
issue, the reason being that competition among a number of
banks would cause one bank to lower its discount rate in
order to increase its business, and all banks would be forced
to do the same. He anticipates that his opponents might ar-
gue that the notes of the bank, taking the initiative in the
process of expansion, would be returned to it and that,
therefore, its own interest and the integrity of its reserves
would hold it back. In reply to this argument he denies that
any such check would operate because when falling ex-
change rates cause merchants to demand gold in exchange
for notes they will send in for redemption any notes that
first come into their hands. They will not enquire which
bank has been the cause of the over-issue, and consequently
only the same proportion" of the excess issue will be re-
turned to the over-issuing bank as to the non-over-issuing
banks. Thus the non-over-issuing banks have to sustain part
of the pressure, and if they wanted to maintain their re-
serves at the same level as before they would have to reduce
their issues while the policy of the expanding bank contin-
ued to encroach on their reserves. It is exceedingly unlikely
that these banks would be content to go on losing business
and reserves indefinitely, because carried to extremes the
process would finally result in their extinction and in the de
facto monopoly of the expanding bank. They would thus be
virtually forced to follow the policy of expansion in self-de-

""1It would be more practical to assume that the proportions m which notes
are returned to each bank are the same as the proportions existing between the
cireulations outstanding of the different banks
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fence. The conclusion is that if one bank should decide on
such a policy, it will become general; the tendency to a
drain of gold will fail to check it in its early stages; there will
be a large over-issue and finally a very acute crisis.

The essence of MacCulloch’s thesis is that the expanding
bank is not subservient to the control of the conservative
banks, but that the latter are, on the contrary, subservient to
the former. It should be noted that MacCulloch spoke only
of the presentation of notes for gold directly by the public, a
check that can be held in any case to come too late, since the
exchanges are only affected after the over-issue has worked
out its effects on the price and production structure and
sown the seeds of a crisis. He ignored altogether Parnell’s
point about the operation of the clearing mechanism.

MacCulloch gives also a second and distinct reason for not
allowing free entry into the note-issuing business. This re-
lates not so much to the possibilities of a general over-issue,
but to the evils that may result from over-issue on the part of
a single bank or a number of banks. It is obvious that when a
failure of any particular bank occurs, certain people, viz.,
the holders of the notes of that bank, will suffer loss, and it
was MacCulloch's view that the Government should regu-
late banking in order to prevent such loss accruing to people
who were possibly unable to distinguish the note of a good
house from the note of a bad house, or, even if they did have
sufficient knowledge to do this, might in practice not be in a
position to refuse to accept payment in the notes of any form
for fear of losing their claims altogether.” This is a particu-
larly forceful argument in favour of the suppression of notes

> Op. cit., pp 8-9 “It is said by those who are hostile to mterference that
coins are legal tenders whereas notes being destitute of that privilege, those
who suspect them are at liberty to refuse them, but whatever notes may be in
law, they are in many districts practically and in fact legal tenders, and could
not be rejected without exposing the parties to much inconvenience. It should
also be observed. that labourers, women, minors and every sort of person,
however incapable of judging the stability of banking establishments, are deal-
ers in money and are consequently liable to be imposed upon.”
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of small denomination, since it is the class of people who
will not usually be in receipt at any one time of sums above a
fairly small amount (say less than £5) who are mainly con-
cerned. Actually the argument that MacCulloch himself
stresses in favour of the prohibition of £1 notes is the greater
facility with which forged notes of small denomination are
likely to pass.”

Another argument, in support of which MacCulloch gives
very little evidence, is that whereas the Bank of England
takes care to keep gold reserves of a size commensurable
with demands liable to arise in time of a crisis, if there were
a number of competitive banks, no particular bank would
incur any sort of general public responsibility and each
would trust to the efforts of the others. This was, as stated,
an argument that was weak a priori, and for which there
was, furthermore, little practical evidence.

Influenced no doubt by the experiences of 1825 he was
led also to remark on the advantages of an institution like
the Bank of England, which could render aid during a crisis
by expanding its issues and lending freely to reputable firms
in distress. With the alternative system of a number of firms,
no bank would be able to inspire the same confidence and to
get its notes accepted; in time of general distrust they would
all have to contract their operations instead of expanding
them.

Parnell’s reply to MacCulloch was directed mainly to-
wards a criticism of the policy in the previous half century
of the Bank of England, and no attempt was made to answer
MacCulloch's main grounds of objection to a diffusion of the
rights of note issue.

Events in America at about this time were also calling
forth comments from writers in that country on the
problems raised by the issue of bank-notes. An influential

¥ Presumably notes for smaller sums are likely to be subjected to less careful
scrutiny than notes involving larger sums.
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contribution was made by Albert Gallatin at the beginning of
the ‘thirties.” In reviewing American banking historv he
was inevitably most impressed by the frequency of suspen-
sions of cash pavments and was chiefly interested to dis-
cover effective methods of controlling note issues within
their proper limits. To this end he recommended the placing
of much narrower limitations, both on the amount of the
note issue and on other obligations that any bank might le-
gally incur.” He believed that the best method of giving com-
plete securitv against the danger of insolvency was for the
bank capital to be invested in Government securities,” but
he doubted whether this would be practicable in the United
States because there was not a large volume of Government
stocks in existence. He was, however, very favourably im-
pressed by the Scottish system,” and refers to the extensive
deposit business and the system of cash credits” developed
by the Scottish banks. The most efficacious method of pre-
venting excessive issues was, he believed, the frequent ex-
change of each other’s notes by the banks as practised
successfully by the Scottish banks, the allied banks of Boston
and the Bank of the United States.”

In spite of his praise of the Scottish system, Gallatin was
not in favour of extending free competition to note issue as
opposed to discount and deposit business. He did not ex-
plain the distinction by reasoning as did so many of his con-
temporaries that deposits, unlike bank-notes, had no effect

" ‘Considerations on the Currency and Banking System of the Unied
States,” 1831

" The figure he suggested was that loans should not extend beyond twice
the amount of bank capital This would 1n itself act as a check on 1ssues, but he
recommended that 1n addition there should be a specific restriction of the note
1ssue to two-thirds ot the bank's capital

" The bond deposit system proved, in fact, later, that 1t was far from
adequate.

" Op. cit., p 94.

' This corresponded more or less to what we should now call the method of

loan by overdraft
” Op. cu., p. 95
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on the total circulation and therefore on prices. On the con-
trary, he specifically states that “The credits in current ac-
count or deposits of our banks are also in their origin and
effect perfectly assimilated to bank-notes—and we cannot
therefore but consider the aggregate amount of credits pay-
able on demand standing on the books of the several banks
as being part of the currency of the United States.”* There is
no doubt that he saw clearly not only the part played by
checks drawn on current account on the total amount of cir-
culating media, but also the exact similarity between creat-
ing additional loans by placing credits to current account as
by issuing notes over the counter. Presumablv the reason he
had in mind for distinguishing between notes and deposits
was the difference in generality of acceptability.”

Among Gallatin’s readers was G. W. Norman, a Director of
the Bank of England.” Norman rejected the thesis of Gallatin
and Parnell that the clearing mechanism can act as an effi-
cient control over note issues; he reasons that if the will to
expand is common to all or to a majority of the banks the
frequent exchange of notes will be powerless as a check on
over-issues, because so long as the banks expand in step
with one another, no debits will arise in the clearings.

It was his own view that while what he calls 'the true and
legitimate objects of banking”’ could and ought to be left to
free competition,”note issue was the one case in a hundred
where monopoly should be maintained,” and he favoured
to this end the complete abolition of all the country note
issues.”

0 Op. cit, p 31

*! “Checks differ from bank issues in that the bank-note is taken n pavment
solely from the general confidence reposed 1n the banks. the check from the
special confidence placed in the drawer.” See Gallatin, "'Suggestions on the
Banks and Currency of the Several United States. etc,” 1841, p 13

““Remarks on Currency and Banking.” 1833

f" Op cit., pp 27 and 42

'74 Op. cit., pp. 25-26.
“Op.cit,p 58
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The first writer to give an explicit explanation of why
competition in note issue cannot be assimilated to competi-
tion in other trades seems to be have been S. J. Loyd (later
Lord Overstone). “The ordinary advantages to the commu-
nity arising from competition are,”” he says, ‘‘that it tends to
excite the ingenuity and exertion of the producers, and thus
to secure to the public the best supply, due regard being had
to the quality and quantity of the commodity, at the lowest
price, while all the evils arising from errors or miscalcula-
tions on the part of the producers will fall on themselves and
not on the public. With respect to a paper currency, how-
ever, the interest of the public is of a very different kind; a
steady and equable regulation of its amount by fixed law is
the end to be sought and the evil consequence of any error
or miscalculation upon this point falls in a much greater pro-
portion upon the public than upon the issuers.”*

Loyd, Norman and MacCulloch were all in later years to
become prominent members of the curréncy school and ad-
herents of Peel's Act. It is therefore less surprising to find
them among the opponents of free entry into the banking
trade than it is to find Tooke in the same camp, for he, be-
sides being one of the leaders of the Free Trade movement,
was the foremost representative of that school of thought on
currency and credit which came to be known as the bank-
ing school. This group was opposed to the imposition of le-
gal restrictions on the amount of the note issue, and thought
it should be left to the discretion of the note-issuing authori-
ties under the force of the demand of the public, to deter-
mine the amount. In spite of the support he gave to these
views” Tooke was violently opposed to leaving banking
open to free trade. "“As to free trade in banking in the sense
in which it is sometimes contended for,” he said, ‘1 agree

*® From his pamphlet entitled “Further Reflections on the State of the Cur-
rency and the Action of the Bank of England,” 1837, p. 49.
¥ At least by 1840
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with a writer in one of the American papers, who observes
that free trade in banking is synonymous with free trade in
swindling.” Such claims ““do not rest in any manner on
grounds analogous to the claims of freedom of competition
in production—. It is a matter for regulation by the State and
comes within the province of police.”* This dictum of
Tooke's was quoted times out of number by opponents of
free banking on the Continent and became for them some-
thing in the nature of a motto.

The 1837 cash suspensions in America again led to
renewed discussion on that side of the Atlantic, and these
discussions exercised considerable influence on later Conti-
nental thought. Two writers, Richard Hildreth and H. C.
Carey, made out a strong case for free banking. Hildreth”
denounced the protectionist spirit prevailing in American
banking and contended that if free competition were al-
lowed to replace the existing system of political interference
and monopoly, there would be far fewer excesses. Carey™
defended the American banking system on the whole, point-
ing out that even if not satisfactory in all respects it provided
more facilities than the banks of any other country, and he
maintained that failures had in fact been less frequent than
in England.” In a comparative study of the various systems
applied by different States within America he found that
where entry into the banking trade was most free, failures
were least frequent, and he submitted that the whole princi-
ple behind the restrictive system was bound to lead to over-
expansions, for, he says, ‘the system of privilege in banking
arises from the erroneous idea that banking is different from

= “History of Prices,” 1838, Vol. IIL, p. 206
“The History of Banks to which is added a Demonstration of the Advan-
tages and Necessity of Free Competition in the Business of Banking,” 1837
"“The Credit System in France, Great Britain, and the United States,” 1838.
*'He says that from the first institution of banks in America until 1837 the
failures had been less than those of England in the three years 1814, 1815 and
1816.
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all other trades; that it affords the means of making large
profits, and that the right to bank should be held as a privi-
lege to be sold to a few individuals. Communities acting un-
der this false impression demand large bonuses for its use,
thus imposing upon the parties a necessitv for trading much
bevond their capital.”* The Scotch system, although supe-
rior to the English, he regarded as still not entirely satisfac-
tory, because it did not allow banks to form with limited
liability.”

The weakest part of Carey's work was the theoretical ex-
planation he invoked in support of the thesis that a re-
stricted banking system is more likely to cause economic
crises.” The argument he gives is one that gained some con-
siderable following later in France and which is generally,
though erroneously, believed to have been started by
Coquelin. It begins by assuming that if there are only one or
a few privileged banks, there will be a scarcity of long-term
investments. Part of those available will have been bought
by the banks themselves and the public will possess in the
form of savings a quantity of spare funds for which at the
moment there is no very profitable outlet in investment.
These funds will consequently be left on deposit at the
banks. On the basis of this the banks will be in a position to
extend their issues, and they will, in doing so, make liquid
capital still further superabundant and deposits will again
increase. The process will repeat itself until at last the depos-
itors find an outlet for their funds, let us say abroad, and
therefore withdraw their deposits from the banks, thus
causing an embarrassment to the latter, who are forced to
call in their loans, and a scarcity of capital ensues. All this
arises because as a result of the first impediment to invest-
ments a great deal of capiial has been only temporarily lent

" Op. cit., p 89. tahcs ours.
N Op. cit., pp. 80-82
“op cn., pp 57 ft
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to the banks but has been invested by them in forms that
cannot be immediately liquidated.” The theory contends
that if more banks were allowed to set up, the bank stocks
themselves would provide the public with opportunities for
direct investment, and instead of these funds being lent to
the banks only on short term they would be lent on long
term and there would be less tendency to disturbance.”

In contrast a very unfavourable attitude towards Ameri-
can banking was taken up by Condy Raguet.” His book was
of a more general and theoretical nature than Carey’s and
tried to sketch the whole of the theory of money and credit
relevant to the suspensions of specie payments. He pointed
out that the principle of the balance of trade and specie flow
adjustments which was already familiar in the theory of in-
ternational exchange was equally applicable to the balance
of claims arising out of the issues of different banks in the
same town or groups of banks in different towns, and if al-
lowed to function, this principle would keep the issues of
individual banks in check. This emphasised the importance
of enforcing immediate redemption of notes on demand,
and of the frequent exchange of notes and payment of
balances between banks. Unlike Carey, he thought the best
system would be to establish individual responsibility (un-
limited liability) of the shareholders, but doubted whether
such a system could ever be put into practice in the United
States where the limited liability form of company organisa-
tion was far too deeply rooted. He was strongly opposed to
freedom to issue notes in the wide sense but was very
favourably disposed towards the New York bond deposit
svstem. His explanation of how an over-supplv of credit
leads first to an industrial boom and then to a crisis contains

"P. 57 n.: "The loans of banks to individuals are temporary, but as regards
the“communit_v at large they may be deemed permanent "’

*p. 59.

*" “Treatise on Monev and Banking,”” 1839
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points which anticipate modern trade cycle theory. The end
of the boom comes when there is a demand for coin for ex-
portation; the banks are called upon to pay their notes and
must in turn call upon their debtors; so money becomes
scarce and the prices of property and commodities fall. ‘At
the winding up of the catastrophe, it is discovered that dur-
ing the whole of this operation consumption has been in-
creasing faster than production—that the community is
poorer in the end than when it began—that instead of food
and clothing it has railroads and canals adequate for the
transportation of double the quantity of produce and mer-
chandise that there is to be transported—and that the whole
of the appearance of prosperity which was exhibited while
the currency was gradually increasing in quantity was like
the appearance of wealth and affluence which the spend-
thrift exhibits while running through his estate, and like it,
destined to be followed by a period of distress and
inactivity.”*

A fourth contribution was another essay by Gallatin.” This
is in the main a plea for the rapid resumption of specie pay-
ments. He had by this time adopted an attitude that was un-
favourable to paper issues in general. He consequently takes
up the point of view that there should be a shift of emphasis
away from the issue of notes to other banking facilities such
as exchange operations, the remittance of money, the collec-
tion of debts, the investment of idle balances, all of which
could be carried on without the issue of paper money, and
he looks forward to the time when banks will set up for
these purposes without possessing rights of note issue. He
distinguished two senses of the term ‘‘free banking *—
“First, that all persons or associations should be permitted to

” Op. cit., p. 137 Ttalics in the original

¥ suggestions on the Banks and Currency of the Several United States in
Reference principally to the Suspension of Specie Payments,”’ 1841

“ Op. cit., p. 69
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issue paper money on the same terms; secondly, that paper
money may be issued by all persons or associations, without
any legislative restrictions.” The first sense in which, after
the New York legislation of 1838, the term came almost ex-
clusively to be used by English-speaking writers, Gallatin
was prepared to uphold, but competition in general was not
applicable to banking" because the objects that it attained in
the case of the production of a commodity, viz., a reduction
in the cost or an improvement in the quality were not rele-
vant to banking.

We have referred already on several occasions to the con-
tention of the free-banking school that there exists in the
competitive system an automatic mechanism which oper-
ates to check expansions of the note issue. The mechanism
consists in the return of notes for gold to the bank or banks
that over-issue. It has been already rejected (by MacCulloch)
in so far as it depends on the presentation of notes by the
public for gold. But it was held also to work through the
reciprocal claims of the banks themselves upon each other’s
reserves. We have mentioned, too, the objection (of Norman)
that this also would be ineffective if all or most of the banks
decided to expand, and each kept in step with the others.
We come next to an argument introduced by Mountifort
Longfield,” denying the force of the mechanism, even in the
case of an expansion by only one bank. He illustrates the ar-
gument by an arithmetical example. Let us suppose that
there are two banks, A and B, who both carry on the same
kind of business, all of which consists in lending by way of
the issue of notes. Suppose also that in the initial period of

:; Op. cit., p. 70.

He wrote a series of four articles on "'Banking and Currency’ in the Dublin
University Magazine in 1840. The argument referred to comes in the second of
these articles (February, 1840).

“ Aand B may be equally well taken to denote two groups of banks, one of
which is conservative and the other expansive.
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time A and B did the same amount of business and held
equal gold reserves, so that in each case—

Note issue = £40,000
Gold reserve = £15,000

and every week each bank discounts £10,000 in bills and re-
ceives the same amount in repavment of previous discounts.
We may assume the repayments to each bank to be made
partly in its own notes and partly in the notes of the other
bank, the proportions being roughly the same as the propor-
tions the separate note issues of the two banks bear to the
total circulation. In this situation bank A will receive each
week 5,000 of its own notes and 5,000 of B's, and B will re-
ceive the same, so that the daily or weekly exchanges of
notes will just balance with no transfer of gold from the re-
serve of one bank to the reserve of the other. Now suppose
that bank A decides to lend £20,000 more and increases its
issues for this purpose by the same amount while B main-
tains the old position. Then, in the new situation, the pro-
portion between the note issues of the two banks has
changed from 1:1 to 3:2, and B will receive 6,000 of A's notes
and 4,000 of its own notes, and it will return in the week
6,000 of A’s notes to A. But since A's business now exceeds
B’s business in the proportion of 3:2 also, A will discount
weekly, and therefore have falling due for payment in any
week, bills to the extent of £15,000, of which £9,000 will be
paid in its own notes and £6,000 in B's notes, so that it also
has to return to B 6,000 notes. Thus the clearing account still
gives no debit or credit on either side and no gold will be
transferred. Consequently, B has no automatic check on A's
expansion.

At a later stage the public starts demanding gold, how-
ever, and this demand will fall on the two banks in propor-
tion to their shares of the total circulation. Suppose that the
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total demand is £20,000* then in the final position A will
have

Note issue = £48,000,
Gold reserve = £3,000,

and B will have

Note issue = £32,000,
Gold reserve = £7,000.

Thus the gold reserve of the bank which did not increase its
circulation has been diminished in greater ratio than its cir-
culation, and if the managers wish to keep the same reserve
proportion as before (viz., 15:40) they must reduce their dis-
counts “from £40,000 to about £30,000.” “Hence a bank of
issue may have its gold drained off by a rival which, if it has
capital enough, may even ruin its competitor. If to avoid this
calamity it contracts its issues, it thereby enables its rival to
extend its business still more, until at last the more moderate
bank is obliged to give up business altogether. Thus a bank
may be driven in self-defence to take up the system of over-
trading adopted by its competitors, and where there are sev-
eral joint stock banks of issue, the country will suffer under
alterations of high and low prices, of confidence and panic,
of great excitement and general depression of trade. That
bank will gain most which does most business during the
period of excitement and is quickest and most resolute in
contracting its issues and refusing to discount when the
panic is coming. A system can scarcely be devised more in-
jurious to the prosperity of a great commercial nation than
this of permitting everybody who wishes it to make and is-
sue that which is to be its circulating medium at the same
time that it is their interest to issue as much as possible
when the spirit of overtrading is prevalent and to reduce

* Longfield assumes that the circulation must fall back to the previous level;
but this makes no difference to the mamn argument
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their issues when trade begins to stagnate and wants a stim-
ulus to revive it.”

Longfield's general conclusion is therefore the same as
MacCulloch'’s, that far from the expanding bank being at the
mercy of the conservative bank the latter is at the mercy of
the former; there exists no automatic check on over-issues;
on the contrary, rivalry among the banks leads to general
expansion.

The point raised by the Longfield argument is by far the
most important controversial point in the theory of free
banking. No attempt was made in subsequent literature to
reply to it, and we shall postpone the detailed examination
of its validity until our final chapter.

We have tried in what precedes to connect together a se-
ries of rather disconnected remarks. There had been no or-
ganised discussion of the free-banking question by itself.
There was all along a tendency in this country to accept the
Bank of England'’s position and to concentrate attention on
the banking and currency controversy and the general
problem of central bank organisation. Probably the first dis-
cussion of the advantages of free competition that was any-
thing like systematic was that given by James Wilson, first
editor of The Economist, in a series of articles he published
in that journal between 1845 and 1847.* When these articles
were written the final decision against free entry into the
note-issuing business had already been made in the Bank
Act of 1844, and they are, as a not unnatural consequence,
more an attempt to point out the nature and the origin of the
system that had by this time become established, rather
than to make recommendations for the adoption of an alter-
native system, and their main object was to denounce the
theories of the currency school.

The privilege and monopoly of the Bank of England is, in

** published also in book form, “Capital, Currency and Banking,” 1847






