Name of borzower

) 1.:‘ Books takenl -fmm tbe Lmrary may;'nc.t'
be retamed for more than a fortmght.

2 Borm‘wem wxllbe held stnct.ly respon-
S " ‘sible” for' any. damage done to booksl




HARVARD ECONOMIC STUDIES

I Tlll-; lii‘n.glish Patents of Monopoly, By William
. Price.

II. The Lodging House Problem in Boston, By
Albert B. Wolfe.

III. The Stannaries: A Study of the English Tin
Miner. By George R. Lewis,

IV. Railroad Reorganization. By 5. Daggett.

Y. Wool-Growing and the Tariff. By Chester W.
Wright.

VI. Public Ownership of Telephones on the Con-
tinent of Europe. By A. N. Holcombe.

VIL. The History of the British Post Office. By
J. C. Hemmeon,

VIIL. The Cotton Manufacturing Industry of the
United States, By M. T. Copeland.

IX. The History of the Grain Trade in France,
By Abbott Payson Usher.

X. Corporate Promotions and Reorganizations.
By A, §. Dewing.

XI. The Anthracite Coal Combination in the
United States. By Eliot Jones.

XII. Some Aspects of the Tariff Question. By F
W. Taussig.

XIII, The Evolution of the English Com Market
from the Twelfth to the Eighteenth Century,
By N. S. B. Gras.

XIV. Social Adaptation: A Study in the Develop-
ment of the Doctrine of Adaptation as a
Theory of Social Progress. By L. M. Bristol.

XV, The Financial History of Boston, from May
1, 1822, to January 31, 1909. By C. P. Huse.

XVI. Essays in the Earlier History of American
Corporations. By J. S. Davis. 2 vols.

XVII. The State Tax Commission, By H, L. Lutz.

XVIII, The Early English Customs System., By
N. 5. B. Gras.

XTX, Trade and Navigation between Spain and
the Indies in the Time of the Hapsburgs. By
C. H. Haring.

XX. The Italian Emigration of Qur Times. By
R. ¥. Foerster.

XXI. The Mesta: A Study in Spanish Economic
History, 1273-1836. By Julius Klein,

XXII. Argentine Intermational Trade under In-
convertible Paper Money: 1880-1900. By
J. H. Williams,

XXIII. The Organization of the Boot and Shoe
Industry in Massachusetts before r875. By
Blanche E. Hazard.

XX1V. Economic Motives. By Z. C. Dickinson.

XXV. Monetary Theory before Adam Smith. By

’ Arthur E. Monroe,

XXVI. Canada’s Balance of International Indebt-
edness, 19goo-1913. By Jacob Viner.

XXVII. The History of the United States Post
Office to the Year 1829. By W, E. Rich.
XXVINO. The Theory of International Prices. By

James W. Angell.

XXD(.MbForsts and Sea Power. By Robert G.

ion

XXX. Banking Theories in the United States be-
fore 1860. By Harry E. Miller.

XXXI, Karl Marx’s Interpretation of History. By
Mandell Morton Bober.

XXXII. Grain Growers’ Cobperation in Western
Canada. By Harald S. Patton,

XXXITI1, The Assignats. By S. E. Harris.

XXX1V, Economic and Social History of an Eng-
lish Village, By N. S. B. Gras and E. C, Gras,

XXXV, Direct Taxation in Austria. By John V,
Van Sickle,

XXXVI. The Greenbacks and Resumption of

. Specie Payments, 1862-1879. By D, C. Barrett,

XXXVII. The Street Railway in Massachusetts,
By Edward S. Mason.

XXXVIII. The Theory of Monopolistic Competi-
tion. By Edward Chamberlin.

XXXIX, Interregional and International Trade.
By Bertil Ohlin.

XL. The French Intermational Accounts, 1880~
19:13. By Harry D. White.

XLI, Twenty Years of Federal Reserve Policy.
By S. E. Harris. 2 vols.

XL1. The Hlinois Central Railroad and Its Col-
onization Work. By Paul W. Gates,

XLIII. American Treasure and the Price Revolu-
tion in Spain, 1501-1650. By Ear] J. Hamilton.

XLIV. Germar Monetary Theory, 1905-1933. By
Howard S. Ellis.

XLV. Wages in Eighteenth Century England. By
Elizabeth W, Gilboy.

XI1.VI. The Theory of Economic Development. By
J. A. Schumpeter.

XLVII. The Supply and Control of Money in the
United States. By L. Currie.

XLVIIL British International Gold Movements
and Banking Policy, 1881-1913. By W. Ed-
wards Beach.

XLIX, State Contro! of Local Finance in Massa-
chusetts. By Royal S. Van de Woestyne.

L. Fluctuations in American Business, 17901860,
By Walter B, Smith and Arthur H. Cole,

LI, Money, Prices, and Wages in Valencia, Ara-
gon, and Navarre, 1351-1500. By Earl J.

ton,

LII. The Development of the Business Corpora-
tion in England, 1800-1867. By B. C. Hunt.

LIII, Exchange Depreciation. By S. E. Harris.

LIV. A Study of Fluid Milk Prices. By John M.
Cassels.

LV. Location Theory and the Shoe and Leather
Industries. By Edgar M. Hoover, Jr.

LVI, Federal Subsidies to the Provincial Govern-
ments in Canada. By J. A. Maxwell.

LVH. Studies in Massachusetts Town Finance,
By Eugene E, Oakes.

LVIIL. Market Control in the Aluminum Industry.
By Donald H. Wallace,

LIX. The New York Bond Market, 1920-1930.
By Charles Cortez Abbott.

LX. The Commercial Paper House in the United
States. By Albert O. Greef.

LX1. The Middlesex Canal, 1793-1860. By Chris-
topher Roberts.

LXI:vl;kuust Economic Policy. By Willizm G.

[

LXIII. Monopoly and Competition in the English
Coal Trade, 1550-1850. By Paul M. Sweezy.

LXIV. Enghsb'l'heonesofCentralBankmgCon—
trol, 1819-1858. By Elmer Wood.

HARVARD UNIVERSITY PRESS
CAMBRIDGE, MASS., U.S.A.




HARVARD ECONOMIC STUDIES
VOLUME LXIV '

AWARDED THE DAVID A. WELLS PRIZE FOR THE YEAR 1937—38 AND PUBLISHED FROM THE

INCOME OF THE DAVID A, WELLS FUND, THIS PRIZE IS OFFERED ANNUALLY, IN A COMPETI-

TION OPEN TO SENIORS OF HARVARD COLLEGE AND GRADUATES OF ANY DEPARTMENT OF HAR-

VARD UNIVERSITY OF NOT MORE THAN THREE YEARS’' STANDING, FOR THE BEST ESSAY IN
CERTAIN SPECIFIED FIELDS OF ECONOMICS.

THE STUDIES IN THIS SERIES ARE PUBLISHED BY THE DEPARTMENT OF ECONOMICS OF HARVARD
UNIVERSITY, WHICH, HOWEVER, ASSUMES NO RESPONSIBILITY FOR THE VIEWS EXPRESSED.



LONDON : HUMPHREY MILFORD
OXPORD UNIVERSITY PRESS



ENGLISH THEORIES OF

CENTRAL BANKING CONTROL
1819 —1858

With Some Account of Contemporary Procedure

BY
ELMER WOOD

PROFESSOR OF ECONOMICS AND FINANCE |
UNIVERSITY OF MISSOURI

CAMBRIDGE
HARVARD UNIVERSITY PRESS
1939



COPYRIGHT, 1939
BY THE PRESIDENT AND FELLOWS OF HARVARD COLLEGE

\C6 2\ . M6
&

¢ 38132

PRINTED AT THE HARVARD UNIVERSITY PRESS
CAMERIDGE, MASS., U.S. A.



To
MY WIFE
VRemNia PoyrarEss Gart Woop



CONTENTS

GENERAL INTRODUCTION
PART 1
THEORIES FROM 1819 TO 1844

I. CONTROL OVER THE COUNTRY BANKS: THE PROBLEM
1. SALENT FEATURES OF THE COUNTRY BANKING SYSTEM e e e e e
2. RESTATEMENT oF THE THEORY OF CONTROL

II. CONTROL OVER THE COUNTRY BANKS: CONTEMPORARY THEORIES . .

1. Db e CounTRY CmrcvLaTION COMPETE WiTH THE BANK CIRCULATION TO THE
PoiNT OF IMPAIRING CONTROL? . . . . . & « &« « + =+

2. THE Nature or THE Bank’s CONTROL OVER THE COUNTRY BANKS

3. THEORIES THAT THE CoUNTRY CIRCULATION WAS GOVERNED BY THE DEMAND AND
THAT THE BANK INFLUENCED IT ONLY THROUGH THE DEMAND . . . .,

4. CoNCLUSION

III. THE “MODUS OPERANDI” OF THE DISCOUNT RATE AND SECURITY OPER~
ATIONS: HOW THE BANK INFLUENCES THE MONEY MARKET

BANE RATE AS AN INSTRUMENT POR RecUraATING THE CIRCULATION . . .

3. BANK RATE As A MEANS oF INFLUENCING THE MoNey MaARkET, THOUGH ACTING
THROUGH THE CIRCULATION . . .+ .+ .+« 4 s & o « & & o

3. PositioNn oF THE CURRENCY SCHOOL . . . . . .

4. Was BANK RATE SuProsEp T0 EXERT AN INFLUENCE ON THE MARKET THROUGH
DePosSITS? . . . . &+ « v o+ e e e e .

5. THEORY THAT THE BANK ACTS UPON THE MONEY MARKET BY CHANGING THE PrO-
PORTION OF LENDERS TOBORROWERS . . . . . . .+ .+ + + o

6. CONCLUSION . . . . + v v« v o« o o o v w «

[l
H

IV. THE “MODUS OPERANDI” AND EXTENT OF THE BANK'S INFLUENCE ON
PRICES - L] - L] - - - - -

1. THEORIES THAT THE BANx CaN Imrr.mcx PRICES THROUGH Crmu Cnnnrr .

2. THEORIES DENYING THE BANK’S INFLUENCE ON PrICES THROUGH THE CIRCULATION
or THroOUGH CHEAP CREDIT e,

3. CoNncxustoN . . . . . . . . o .. .

V. PUBLIC DEPOSITS, ADVANCES TO THE TREASURY, AND QUARTERLY AD-
VANCES TO THE MARKET . . « e e

r, STATEMENT CONCERNING PRocEDURE . . . . . . e s .
2, Susouuans:mAnsonrrmnorFuxnsannnsmrmRm
CHaNGES . . . T v e e e e s e e e e .

13
13
23

28
33

38
41

3

45
45

46
48
49
51
5I

56
59

61
6z

65



xii "~ CONTENTS
3. SIGNIFICANCE OF TREASURY OPERATIONS AND QUARTERLY ADVANCES TO THE MARKET
FROM THE STANDPOINT OF GENERALCREDIT POLICY ., . . . . .
4. COoNTEMPORARY DiIscussioN aNp CriTIcIs . . . . .

VI. SPECIAL DEPOSITS AND SPECIAL ADVANCES TO THE MARKET
I. PROCEDURE . . . . & v e v e e e e e e e e e
2. CONTEMPORARY OPINION . . . . .+« + v« o« o o o« o '+ 4

VII. OPEN MARKET AND OTHER SECURITY OPERATIONS
I. NATURE AND EXTENT OF SECURITY OPERATIONS . . . . « o o o .
2. SHOULD THE BANK PURCHASE SECURITIES WITH THE Aiv oF ReLiEviNGg DisTRESS?

3. SALES oF SECURITIES WITH THE OBJECT OF EXTENDING GREATER ACCOMMODATION TO
THE Di1sCcOUNT MARKET AND OF STRENGTHENING THE RESERVE . . . . .

4. CONCLUSION . . . v + v o« v + + o o« o o o & 2 4

VII. DISCOUNT POLICY . . . . . v &« v v s o 4 o o 4 o
1. Discount PrOCEDURE IN LoONDON .
2. Oraer MeTEODS INTENDED TO0 LiMmIT Discounts Besmes THE RatTe . . . .
3. DiscouNTsaTTHEBRANCHES . . . . . . . . . . . . .
4. SmouLp THE BANK REGULATE 175 Issues By MEANS OF Discounts? . . .
5. CoNcLuston . . . . . e e e e e e

IX. THEORIES OF THE MECHANISM OF CONTROL OVER THE EXCHANGES

X. BANK REFORM IN ACCORDANCE WITH THE CURRENCY PRINCIPLE
I. SoME oF THE ProPOSALS FOR BANX RErFOorM IN CONFPORMITY WITE THE CURRENCY
2. Bank ReForm As A CURe For BusiNess FLUCTUATIONS . . . .
3- CONCLUSION AND CRITICISM . . . . . .+ + & « « o + & =
PART II
-

THEORIES FROM.: 1844 TO 1858
XI. THE “MODUS OPERANDI” OF THE BANK'S INFLUENCE ON THE MONEY

1. VESTIGES OF THE THEORY THAT THE. BANx Maxzs ErrecTIVE A Gmm Poricy
THROUGH THENOTE ISSUE . . . . . . .+ .+« « « & « o«

2. Tee CHANGING INTERPRETATION GIVEN BY THE CURBENCY SCHOOL . . . .
3. INcmEASING PROMINENCE OF THE VIEW THAT THE BANK'S INPLUENCE RESTS UPON

118 POSITION AS A GREAT LENDER OF CAPTTAL e e e e e e e .

4. CONCLUSION . . . . . . v v v v v e v 4 o v &

XII. TREASURY OPERATIONS AND RELATED FACTORS . . . . . . .
XIII. DISCOUNT POLICY . . . . v v u e e e e e e e e e
. THE BANK ANDTHE BOL BROEERS . . . . &+ & o o o o «

2. THE ActuaL (QUANTITATIVE) RELATION OF THE BANK RATE TO THE MARKET RATE

67
68
76
76
77
80

8o
82

84
86

90
02

T 95

97
101

104

105
110
11t

113
114

119

I20
120

122
12§
127

130
130
135



CONTENTS

3- WricHE CoNTROLS THE OTHER, BANK RATE OR MARKET RATE?

+

Il e

WaAT OUGHT TO BE THE POSITION OF THE BANK RATE IN RELATION TO THE MaRm-

kKET RaTE? SxHoULD THE BaNK CoMPETE POR DISCOUNTS? .

O1HER }.nnmmous oN Discounts BEswEs TBE RATE

CaN THE Banx CONTROL THE AMOUNT OF ITS SECURITIES?
CriTERIA OF Discount PoLIicY

CoNCLUSION

XIV. THEORIES OF INTERNATIONAL MONETARY EQUILIBRIUM .
3. THE Di1scouNT RATE AND INTERNATIONAL CAPITAL MOVEMENTS .
2. TaeoriES OF THE CENTRAL RESERVE
3. THEoRETICAL ASSUMPTIONS CONCERNING THE GOLD STANDARD .

XV. LATER DISCUSSION OF THE BANK CHARTER ACT OF 1844
1. Does TEE AcT INCREASE BUSINESS INSTABILITY?

2. Was THE BaNk 10 BE MANAGED AS A PusLIC OrR AS A PRIVATE INSTITUTION, AND
Was 1T To SERVE AS A LENDER oF Last Resorr? .

3. Tae QUESTION OF A RELAXING CLAUSE IN THE ACT
4. CoNTROVERSY OVER THE BANK ACT RECEDES INTO THE BACKGROUND

GENERAIL, CONCLUSION

4. CoNcrLusioN anD Crrricism

APPENDIX

BIBLIOGRAPHY

INDEX

.

.

.

k¥

Xin

138

140
143
144
146

. 148

150
150
153
157
159

164
164

165
168
14

173
185
219

239



wb P

o

7A.

7B,

TABLES

IN THE TEXT

Numser or CouNTRY BANKS AND NUMBER OF LICENSES 10 IssUE NorEs, 1809-1842

CmcuLaTioN OF THE COUNTRY BANKS, 1807—1825, AS EsTmMATED BY J. SEDGWICK, CHAIRMAN
OF THE BOARD OF STAMPS boe e e

InDEXES OF THE CoUNTRY CIRCULATION, 1818-1825%
EXCHEQUER BILL RaTes Fixep BY TREASURY, 1810-1847
ExcHEQUER BILL RATES, MARKET PREMIUMS, 18421847

ExcHEQUER BrLrs IssuED AND Pamp OFr BY THE TrREASURY DURING EAcH Financiar VEag,
18101859

SurrLus INcoME oVER EXPENDITURE; MONEY APPLIED TO REDUCTION OF DEBT IN EXCESS
or MoneY Raisep BY CREATION OoF DEBT; AND AMOUNTS OF FUNDED AND UNFUNDED DEBT
AT THE CLOSE OF THE FINANCIAL YEAR, 1810-1850

ApvaNcEs MADE BY THE BANK oF ENGLAND To THE GOVERNMENT ON ExXCEEQUER BILLS AND
“aLt OTHER SECURITIES” AS OF FEBRUARY 26 AND AUGUST 26, 1815-1827

GOVERNMENT SECURITIES, INCLUDING ADVANCES, HELD BY THRE BANK AS OF JUNE I, 1816-
1832 . . . . . h e e e e e e e e e e

8, MmiMuM Bank Di1sCoUNT RATE aND DATES oF CRANGES, 1844—1859

DisTRIBUTION OF THE VOLUME oF DiscoUNTING ACCORDING TO0 CERTAIN CLASSES OF RATES
CHARGED BY THE BANK, 18441857

IN THE APPENDIX

Two FORMS OF THE BANK STATEMENT . . . . « « « « » « o o«

14

14
15
70
71

72

74

88

- 89

136

137

189



ENGLISH THEORIES OF CENTRAL
BANKING CONTROL
18191858



ABBREVIATIONS FREQUENTLY USED

Evidence given before a parliamentary committee or commission
and included in the Report listed in the Bibliography, Section 1,
under the year cited

. . . . Parliamentary Papers. See Bibliography, Sections 1 and 2

Question, questions

.. Report of a parliamentary committee or commission, listed in the

Bibliography, Section 1, under the year cited



GENERAL INTRODUCTION

OR many years preceding the World War

the international gold standard was con-
sidered so nearly automatic that there was
comparatively little interest in credit control.
Central banks were supposed to have only a
temporary modifying influence upon the mone-
tary situation. But experiences with currency
management during the past twenty-five years
have led to an intensive analysis of central
banking technique. At the same time a new
interest has arisen in the historical development
of procedure and in the theories which have
accompanied it. The period 1819-1858 in Eng-
land is of special interest, for it was then that
the ideas which prevailed in the later nineteenth
century were largely formed. Recent writers
have already given the period careful study.
The work of Feavearyear, Gregory, Hawtrey,
King, Richards, Sayers, Silberling, Thomas,
and Viner should especially be mentioned. A
systematic review of recent writings seems un-
necessary, but I shall comment upon them at
particular points where there appear to be out-
standing differences of opinion.

In order to criticize the contemporary theories
it has seemed necessary to devote considerable
attention to the actual procedure of control
exercised by the Bank of England. It was not
found possible to get a sufficient understanding
of the procedure followed merely from the dis-
cussions of the Bank officials and other con-
temporary observers; it was necessary also to
observe the curves of the weekly data (and
other data where weekly figures were not avail-
able). It is the failure to take as a starting

"point a careful study of the statistical record
which is the chief basis of criticism of modern
discussions of the Bank’s practices and policies
during the period 1319—1858.

In this Introduction I shall give a summary
statement of the Bank's procedure and a brief
discussion of the problems involved. The Con-
clusion will give a general statement of con-
temporary theories and a criticism of them.

In discussing the procedure of control we are
concerned, first, with the pature of the connec-

tion between the central bank and the other
banks. Secondly, we are concerned with the
character of the contacts which the central bank
maintained with the money market and the
various other technical devices for determining
the conditions under which reserve money could
be created.

Connection between the Bank of England and
the London Banks

The Bank’s influence over the London banks
depended upon the fact that their reserves con-
sisted of Bank notes and Bank balances. The
practice of maintaining reserve balances did not
begin until 1825, and as late as 1842 balances
were under a million pounds a good portion of
most years. In the ’fifties they rarely exceeded
four million pounds until the panic of 1857. In
contrast, note reserves were probably of the
order of seven to ten millions during the period
1819~1858. Though the reserve money of the
London banks was created by the Bank of Eng-
land, it is important to see that the latter had
no means of controlling their reserves at some
predetermined level. There were several differ-
ent channels through which the London banks
could gain or lose reserves aside from changes
in the Bank’s earning assets, and the amount of
the losses and gains were not under the control
of the Bank. These channels were: changes in
nonreserve deposits both public and private,
the demands of the public and of the country
banks for coin and Bank notes, and interna-
tional bullion movements. Several accounts
taken individually were of the same order of
magnitude as the reserves of the London banks.
Definite control of the amount of their reserve
cash was therefore quite impossible aside from
any question of the Bank’s controlling its
securities.

Tke Bank’s Connection with the Country Banks

Control over the country banks was indirect.
The reserves of the latter consisted for the most
part of balances with the London banks and to
only a small extent of Bank notes. The Bank’s

[3]



4 CENTRAL BANKING CONTROL 1819-1858

control therefore operated through the finan-
cial center.

The country credit system was really subsidi-
ary to that of London instead of being codrdi-
nate with it. An expansion (or contraction) of
the London banks tended to improve (or im-
pair) the liquidity of the country banks without
causing any material loss (or gain) of reserve
cash on the part of the London banks. However,
there were some possibilities of their losing
reserve in favor of the country. Any increased
demand for Bank notes and coin for general
circulation or for till money by the country
banks would be passed on to the London banks.!
Also, discounting at the Bank in London was to
a certain extent alternative to discounting in
the country. An easing of credit in London
tended under some circumstances, therefore, to
cause an absorption of the London banks’ re-
serves in the repayment of country discounts.
The extent to which this might occur was de-
pendent upon the amount of discounts and
upon the “stickiness” of the loan market in
the country as well as in London ~—a matter
that will be discussed more fully under dis-
count procedure. The point to be emphasized,
however, is that the expansion by the London
banks did not tend to dissipate their reserve
holdings among the rest of the banks in the
country.

Modern critics have quite commonly taken
the view that the country banks were not under
effective control by the Bank, first, because of
their unlimited privilege of issuing notes, and
second, because of their reserve practices. I
believe that this view is quite unfounded. With
regard to the point that the note-issue privilege
weakened control, the really important question
is whether the variations in the country issues
affected the reserve position of the London
banks to an extent which the Bank found un-
wieldy. That is to say, it might be supposed
that country banks would expand their issues
at the expense of the Bank’s issues, and that the
Bank notes released from general circulation
would be sent to London to build up the bal-

*Some banks had coin and Bank notes sent to them by
their London correspondents. Others drew their supplies
from the Bank Branches. But, since their balances at the
Branches were 5o small, they had to replenish them by
drawing on their London correspondents.

ances of the country banks and to increase the
note reserves of the London banks. And it might
be further supposed that the variations were of
such magnitude that the Bank could not easily
compensate them.

The answer to this line of argument is, in the
first place, that there were no important fluctu-
ations in the amount of Bank notes in use in the
country after the panic of 1825, There was only
a gradual increase. But of much greater sig-
nificance is the fact that such sources of loss or
gain to the reserves of the London banks were
of a similar nature to changes in nonreserve
deposits, Treasury advances, and the like. And
the Bank was having constantly to deal with
disturbances of this kind that were greater than
those arising from variations in the amount of
Bank notes in use in the country.

Let us consider the criticism that the country
banks were not under effective control because
their reserves consisted mostly of balances in
London banks (instead of Bank notes) and
because their reserve proportions fluctuated
widely. The criticism presupposes that the real
incentive for member banks to expand or con-
tract is the state of their reserves in central
bank funds in relation to requirements. This is
a mistake. A member bank expands because its
demand for liquidity as a whole has been more
than satisfied. Liquidity for country banks can
be created by the banks in the financial center
—and will be if their own liquidity is suf-
ficiently great. Thus if the central bank has an
effective procedure for enforcing its policy in
the financial center, there can be no question
of the country banks’ thwarting it. It is true
that the variation in the liquidity preference of
the country banks would render them to that
extent less sensitive to credit conditions in Lon-
don, but that is a characteristic of provincial
banks under a system of regulated reserves,
When we consider that London was the central
market for commodities and securities and that
it financed an appreciable margin of trade
credit for the country, it seems likely that a
failure on the part of the country banks to keep
in step with the financial center would have ex-
hausted their surplus liquid assets with great
rapidity. Moreover, the country banks would
take their cue with regard to the need for liquid-
ity from the financial center., As a Liverpool
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banker of the period expressed the matter:
“When they contract, we contract.”

I conclude, therefore, that neither the note-
issue privilege of the country banks nor their
manner of maintaining reserves prevented their
being under the effective control of the Bank
of England.

The Procedure for Determining the Conditions
under which Reserve Money Could be Created;
Open-Market Operations

Let us consider open-market operations, the
Bank’s contacts with the money market, and
other technical devices for determining the con-
ditions under which the banks could adjust their
reserve position. Despite a common opinion to
the contrary, open-market operations in the
present-day meaning of the term were not a very
important instrument of policy. Before 1819
the Bank seldom bought Exchequer bills except
at the request of the Treasury. From 1822 to
1825 the Bank made a special agreement with
the Treasury to take Exchequer bills in aid of
the government’s refunding operations. But the
Bank did not take a predetermined amount of
bills. It was really under engagement to make
money rates sufficiently low for the new stock
offering to be attractive to the public. The pur-
chase of the Dead Weight (or annuity) was
more like an open-market operation, since it in-
volved the payment of definite amounts to the
Treasury over a period of five years. Neverthe-
less there was no more flexibility in its amortized
value in practice than there was in the perma-
nent advance to the government: the Bank
never sold any of it.

By about 1830 the Bank was evidently buy-
ing (or replacing) Exchequer bills at its own
initiative. It was also in that year for the first
time (at least in many years) that it bought
government stock. I think we may consider
that it was then that open-market operations in
the modern sense of the word began. Such oper-
ations, however (as distinct from current ad-
vances to the Treasury), were on a very limited
scale during the next three decades. For the
most part the changes were gradual and, except
for sales during crises, were not apparently
made with particular reference to the credit
situation.

According to the early twentieth-century

view, the object of selling securities was to force
the market into dependence upon the Bank so
as to make Bank rate effective. In the period
we are dealing with this process was under-
stood, but it was not for such a purpose that
securities were generally sold. They were sold
during increasing pressure, when the market
was already dependent upon the Bank, as dur-
ing the panics of 1825, 1836—37, 1847, and 1857.
The reason commonly given by the Bank offi-
cials for sales during monetary pressure was
that they desired to give increased accommo-
dation to the discount market while at the same
time preventing the growth of total securities.
Actually, of course, such shiftings in earning
assets were a tightening influence, particularly
when associated with various restrictions as to
the quality of commercial bills and the amounts
for particular parties. I believe the real expla-
nation is that the directors had a latent fear that
an advance of the rate was not a sufficient cor-
rective. Feeling the panic themselves, they
sought desperate remedies to strengthen their
position.

The Relation between Current Treasury Oper-
ations and Bankers’ Reserve Cash; Temporary
Advances by the Bank to the Market .

Not only could the Treasury initiate changes
in the reserve position of the market, but the
market under some circumstances could adjust
its position through the Treasury at its own
initiative. Treasury operations have a further
significance. Because of the magnitude of the
seasonal accumulations of public funds, the
Bank (after 1829) made temporary advances to
the market during the part of each quarter
when the accumulations were important at a
rate usually lower than Bank discount rate
and on broader terms of eligibility.

It has already been pointed out that the
Treasury during the war and early post-war
period very generally requested the Bank to
buy bills in order to support the market. Such
purchases were really in the same general cate-
gory as direct advances to the Treasury. Since
the Treasury had to renew a large amount of
floating debt four times a year (later twice a
year) in addition to fresh offerings for cash, the
officials felt it necessary to have the assurance
of the Bank’s support in fixing the rate on the
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new bills. Also, until 1838, the bills could be
paid in for taxes at par and it was necessary to
keep them at a premium in order to collect the
revenue in cash. Actually the Bank was rarely
called on to support the market after 1826,
though the possibility always existed.

The change in procedure was not as funda-
mental as it might seem. A failure of the public
to take all of the Supply bill offerings increased
the amount for which the Treasury had to re-
sort to the Bank for Deficiency and Ways and
Means advances — the former for permanent
charges against the Consolidated Fund and
the latter for Supply services. (The Treasury
might make up the difference from the Ex-
chequer balance if it was sufficiently large, but
this would release funds to the money mar-
ket in the same way as an increase of Bank
advances.) By raising the Exchequer bill
rate the Treasury might avert such a situa-
tion, but only on the further condition that
the market had direct contacts with the Bank
through which it could adjust its position. That
is to say, one entry to the Bank was used
relatively little because another entry opened
so readily.

On the other hand, the Treasury might de-
prive the market of funds by a greater than
seasonal amount through an improvement in

- the revenue, through refunding operations, or
through increasing its offerings of Exchequer
bills to the public: but again provided that the
market could make up the funds lost more read-
ily through direct contacts with the Bank than
by refusing Exchequer bills. Thus the extent
to which the Bank made advances to the Treas-
ury, as compared with advances and discounts
to the market, depended partly upon the amount
of Exchequer bills offered to the public; but it
depended also upon the relation between the
Exchequer bill rate and the rates charged the
market by the Bank. The probable reason why
the market did not take Bank funds through the
Treasury (by forcing an increase of advances
to the Treasury) to a greater extent during the
period after the panic of 1825, as it certainly did
down through the panic, is that temporary ad-
vances were available to the market from the
Bank direct.

Because of the fact that the Treasury regu-
larly deprived the market of funds on a large

scale during each quarter, the Bank (after
1829) made temporary advances to the market
at a rate commonly less than discount rate in
order to prevent discount rate from becoming
more effective. When the Bank, however, de-
sired to tighten credit, the rate on temporary
advances was at the same level as Bank rate.
But even then the generally more liberal eligi-
bility rules for advances made them of some
real advantage to the public, Thus the rate for
advances, coupled with the fact that through
the Treasury’s absorptions of funds the market
was forced to apply for them, determined the
effective terms of credit — within certain limits
— during about half of each quarter. .

Special Advances

Owing to very large special deposits the Bank
in 1833 began making special advances to the
market at a rate under discount rate. During
most of the period 1833-1838 they were made
only by private arrangement with the discount
houses, but during several months in 1835-36
they were made to the public at an advertised
rate. The advances were considered at the time
as of an exceptional nature to meet a particular
situation, but they became a permanent feature
of Bank procedure. It is certain that advances
to the discount houses at less than Bank rate
by private arrangement were available part of
the time from 1838 to 1844. After 1844 ad-
vances against government securities were avail-
able to the public continuously at Bank rate
(which of course was nearer market rate than
it had been), and usually at less than Bank rate
during the periods when seasonal absorptions of
funds by the Treasury were large, and when
from special causes absorptions of funds from
the market were large.

The point to be stressed with regard to ad-
vances is that they formed an important chan-
nel by means of which the market could adjust
its reserve position without making it necessary
for the bill brokers, or even merchants with
prime bills, to discount at the Bank. Even when
advances were charged the equivalent of Bank
discount rate, they were of real aid to the pub-
lic, since many classes of borrowers would have
had to pay a higher rate than discount rate
if the only channel for the release of funds
had been discounts.
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Discount Procedure

Before 1830 Bank discounting was nearly
. altogether for the merchants and traders. A
shortage of reserve caused the London banks
to restrict credit to the traders, which sent some
of them to the Bank. The London banks did
not have a rigid tradition against rediscounting
during that period, but they rarely resorted to
it. During the panic of 1825, however, they ob-
tained accommodation from the Bank to a large
amount. The bill brokers may also have applied
to the Bank occasionally, but such was appar-
ently not part of the normal procedure.

After 1830 the bill brokers went to the Bank
for both discounts and advances when they
could not obtain funds more cheaply elsewhere.
But it is to be emphasized that until long after
1858 discounting for traders was greater in
volume than for the discount houses. Under
ordinary conditions the London bankers were
willing to accept a lower rate for call money
from the bill brokers than the rate they charged
on discounts. Thus if the market rate for first
class bills rose to the level of Bank rate they
might continue to supply the bill brokers at less
than Bank rate, in which case the latter would
_not be driven to the Bank. But the traders, find-
ing an inadequate supply of credit with the
private banks and bill brokers at a rate equal
to Bank rate or having to pay a higher rate than
Bank rate, would be driven to the Bank, and
their going there would enable the private banks
to adjust their reserve position. However, in a
period of acute credit shortage the bill brokers
could not obtain all the funds they required
from the private banks, and were themselves
compelled to apply to the Bank. But the pres-
sure on traders to go to the Bank was also great
at such times, since the bill brokers charged a
higher rate than Bank rate. What has been said
applies only to discounts for bill brokers. They
regularly went to the Bank for the quarterly
advances at less than Bank rate and sometimes
received special advances,

When the Branches were established in 1826,
the Bank began discounting for a few country
banks within certain agreed limits at a rate of
3 per cent in return for their agreeing not to
issue. The Branches discounted also for other
nonissuing banks in periods of difficulty and to

some extent for country traders. These dis-
counts provided another channel through which
the supply of bank reserve in London was ad-
justed to the demand. For though discounts
in the country were rationed, the Bank actually
responded to the demand to a greater extent
when there was pressure in the London money
market.

One should not get the impression that dis-
counts were merely negligible whenever the
London rate for prime bills was less than Bank
rate. Though the Bank until 1844 applied the
same rate to all parties (except the country
banks under agreement), different grades of
bills from the market standpoint were eligible.
This was true of bills taken in London as well
as in the country. After 1844 the Bank could
defend itself by charging higher rates than the
minimum for second-grade paper, but then the
minimum rate after 1844 was nearer the market
rate. The result was that even a moderate short-
age of credit would cause some merchants to
come to the Bank.

The Bank never depended solely upon the
rate in periods of great credit scarcity. During
the Restriction period it had limited the amount
of accommodation to individual parties and had
limited the term of eligible bills to sixty-one
days. During the panic of 1825 — before credit
was finally relaxed — it refused such bills as it
deemed necessary. At the Bank Charter in-
quiry of 1832 the Bank officials implied that the
various other methods of restricting accommo-
dation besides the rate were owing mainly to
the usury laws, While it is true that the Bank
depended principally upon the rate after their
repeal, it continued to use other methods of
restricting accommodation when occasion arose.
It sometimes refused advances against govern-
ment securities, it limited the amount of accom-
modation to particular parties, it limited the
term of bills which it would take at all from
discount houses, and when such bills were taken
from traders they were charged higher rates.

The main conclusion to be drawn from a
study of the Bank’s actual procedure of internal
control is that securities were not controlled by
the Bank at some predetermined figure. The
movement of total securities was associated
only to a relatively unimportant extent with
open-market operations. But, more important,
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there were various channels by means of which
the public had access to the Bank at their own
initiative. Entirely too much significance is
attached to the statement that Bank rate was
normally higher than market rate. As has been
stated, the fact that the prime bill rate in the
market was under Bank rate did not mean that
all traders stayed away from the Bank. More-
over, discounts were not the only channel by
means of which the public had access to the
Bank. The reason why discounts were not
larger than they were was that other channels
for adjusting reserves came into use with less
pressure from the market.

Many modern critics claim that the Bank
could have controlled its discounts if it had
only regulated rates properly. I believe they
forget that commercial banks make desperate
efforts to maintain reserves at minimum require-
ments, and that, if their ability to maintain re-
serves is in question, requirements become
greater. I believe they also assume that gold
movements during the period under considera-
tion were much more sensitive to contraction
in England —so that discounts would be re-
placed by imported bullion — than was in fact
the case.

To say that the Bank could not establish the
amount of its securities at some predetermined
level does not mean that it had no control over
the willingness of the banks to Iend or over the
volume of business commitments. It had an
effective procedure for governing the terms of
credit in the market. Furthermore, the economic
system of England of that period was probably
more sensitive to changes in the cost of credit
than either the American or the English system
of our own day. The real difficulty was not the
lack of an effective procedure of internal con-
trol but the requirements of the international
standard.

The Strategy in Maintaining International
Equilibrium

This brings us to the Bank’s strategy in deal-
ing with gold movements. One point is clear:
Bank policy was never reduced to a simple
formula, and the directors always resisted at-
tempts to have their freedom of action curtailed.
(Even the Act of 1844, which many of them
favored, was not really an exception, since they

were told that they were to be allowed to man-
age the Banking Department with greater free-
dom than previously.) The principle was
thoroughly engrained in the minds of the busi-
ness community that good bills were convertible
into Bank funds, and, regardless of the state of
the reserve, there were only two occasions (1825
and 1847) when this principle was called into
question. On those occasions the Bank’s action
was quickly reversed after an understanding
with the Government. Until 1847 the Bank
displayed a general willingness to get along on
a small reserve, that is, to reduce the rate with
a comparatively small increase in the réserve
and to refuse to raise the rate drastically in the
face of a drain. In 1839, when there was a
question of the Bank’s ability to maintain gold
payments, the Bank nevertheless maintained a
rate of only 6 per cent and supported the ex-
change with funds borrowed in Paris and Ham-
burg. As Palmer explained at the time, a higher
rate would only have increased the alarm and
affected the exchange adversely. During 1840
and 1841, when the bullion fluctuated around
£4,000,000, the rate was left at 5 per cent. In
the few decades following 1847 there was
greater confidence in the ability of high rates
to turn the exchange. From 1857 to 1873 Bank
rate was raised to 8 per cent on eight different
occasions. From one standpoint this was much
more drastic action than was taken during the
previous period; but on the other hand there
was no serious threat that good bills on London
could not be turned into the international cur-
rency of account.

The Bank officials claimed to regulate the
rate with reference to the reserve. But in prac-
tice they refused to follow any formula. As a
governor once stated, the Bank considered, in
addition to minor gold movements at the time,
probable future gold movements, the state of
trade, the condition of borrowers, the markets
for produce, the harvests, and home and foreign
politics. To my mind, this meant really that
the Bank had no formula. While gold move-
ments were a very important factor in regu-
lating the rate, there was no automatic or
predictable relation between the two.

I have taken the view that the Bank, instead
of adjusting its position to an international gold
standard that was governed automatically by
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natural law, managed the international stand-
ard, The banks in other countries were sensi-
tive directly to credit conditions in London for
the reason that their liquidity depended so
largely upon their position with regard to Lon-
don — their supplies of London bills and bal-
ances and their ability to convert other assets
into sterling. This was because of the custom
which had grown up of settling international
obligations in London and of holding London
bills and balances for that purpose. But the

Bank’s management of the standard was not on
a secure footing, While it could influence within
limits the willingness of foreign banks to hold
gold, it could not really compete with them for
gold if they were determined to have it at the
expense of their sterling holdings. The Bank,
being the bank of last resort for gold the world
over, could refuse to extend credit only by de-
stroying the system of payments in pounds sterl-
ing. This would have meant greater pressure
than the City showed any willingness to tolerate.



CHAPTER 1

CONTROL OVER THE COUNTRY BANKS:
THE PROBLEM

EFORE discussing the contemporary theo-
ries of the control exerted by the Bank of
England over the country banks it seems desir-
able to describe the main characteristics of the
country banking system, particularly those
which might have a bearing upon the problem
of control. It also seems appropriate at this
point to consider the problem from the stand-
point of modern monetary theory. These are
the aims of the present chapter. The next chap-
ter will deal with the contemporary theories of
control.

t. Salient Features of the Country Banking
System

The next ten pages or so are necessarily de-
tailed and the reader who desires to do so may
turn at once to the summary of the features of
the country banking system given at the end of
this section. It may be noted, however, that the
writer has taken a position with regard to the
control over the country banks at variance with
the usual view presented by modern writers,
and the following detailed account forms an
essential part of the supporting argument.

As late as 1826, Liverpool and Robinson, the
Prime Minister and the Chancellor of the Ex-
chequer, could say that within the memory of
many then living there were no country banks
except in a few great commercial towns, the
currency consisting of Bank of England notes
and coin.! There was undoubtedly a rapid de-
velopment of country banking in the late eight-
eenth and early nineteenth centuries.? Accord-

1 Communicalions beltween the First Lord of the Treas-
wry and the Chancellor of the Exchequer, and the Governor
ond Depuiy Governor of the Bank of England, Parliamentary
Papers 1826, (1), xxx. From other evidence it appears that
cnly & very small amount of Bank notes circulated in the
country. See below, .

*Cf. R. G. Hawtrey, The Art of Ceniral Banking (1933),
p- 118,

ing to Thornton, many of the country banoks
began as a subsidiary part of the merchants’
business. To accommodate their customers the
merchants issued drafts on London and paid
out or received gold. They issued notes payable
on or after a certain date, but they found that
those circulated best which were payable on
demand.?

Thornton estimated the number of country
banks at 353 in 1797, and 386 in 1800.* Table 1
shows the number of banks and number of
licenses to issue® commencing from 1809.
Though the data are no doubt representative
of the change in the number of bona fide bank-
ers, some of those appearing on the lists, ac-
cording to Burgess, were not bankers in the real
sense of the word, but only tradesmen who is-
sued notes.® The decline in the number of banks
following the Act of 1826 ¥ was no doubt owing
largely to the consolidation of private into joint
stock banks,® but there had also been a large
decline before that.

Since official returns of the amount of the
country circulation go back no further than
1833, we are dependent for earlier years upon
estimates calculated from the stamp returns
and estimates based uwpon sample reports.

*Henry Thornton, An Enguiry into the Nalure and
Effects of the Paper Credit of Great Britain (1802), ch. vii,
Even as late »y 1833 Stuckey refers to cash motes and motes '
given for deposits, the latter bearing a government stamp like
the rest, though paying interest (Evidence, 1832, questions
945-947, P.P. 1831~33, VI). i

¢ Thornton, Paper Credii, p. 154. Cf. Ellison, Ev., HC.
1797 p. S9.

fBurgess states that a License was required for each
branch issuing notes as well as for the parent bank (Ev.,
1832, Q. §¥54). J. W. Gilbart says that branches in excess
of four required no further license (T'he History and Prin-
ciples of Banking, third ed. 1837, p. 110).

*Ev, 1832, q. 5175

¥y Geo. IV, . 46.

* Stuckey, for example, was a partner in five different
banks, which he anited after the Act (Ev,, 1832, q. 7008).

(23]
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TABLE 1

NumBER oF CoUNTRY BANXS AND NUMBER oF
Licenses To Issue Notes, 1809-1842 "

For the year Number of country banks ® Number of
ending licenses
October 1o Private Joint stock Total to issue ©

1809 ...... 755 703
1810 ...... 783 282
18zx ...... 241 79
1812 ...... 139 823
813 ...... 761 923
1814 ...... 133 940
1815 ...... 699 916
1816 ...... 643 831
1817 ...... 585 752
1818 ...... 576 465
1819 ...... 587 787
1820 ...... ... 769
8x ...... 521 781
i8az ...... 526 776
823 ...... 547 719
1824 ...... 547 788
825 ...... 544 v - 797
1826 ...... 554 o 554 o9
82y ...... 465 6 471 668
1828 ....,. 456 i 463 672
1829 ...... 460 1 47t 677
1830 ...... 439 15 454 671
831 ....., 436 19 4535 641
1832 ...... 424 as 449 6364
1833 ...... 416 35 451

1834 ... 416 47 463

1835 ...... 413 55 466

836 ...... 407 100 so7

837 ...... 351 107 458

838 ...... 341 104 445

1839 ...... 332 108 440

840 ...... 333 113 445

Bqr ... 3ar 11§ 430

1842 ...... 3z 118 429

* Sources: Report, H.C.1819, app. 35; H1.1819, app. Fg;

Report, 1832, app. ¢8; P.P.1843, (85), i Compare with
Report, 1857, app. 31.

® From 1809 to 1819 the number of banks given refers to
those licensed to issue. However, at that period there were
few ponissuing banks. From 1821 the number refers to those
registered with the Office of Stamps and Taxes, and includes
nonissuing banks,

In 1844 there were 208 private and 72 joint stock banks
of issue. The exact number of nonissuing banks is not
available, but there must have been about rz0. Ci. Report,
1857, app. 21. For 1859 Gilbart gives the following data
for country banks: 153 private and 63 joint stock banks of
issue; go private and 22 joint stock banks not issuing. The
branches of the banks (in addition to the main offices) were
respectively 203 and 394; 50 and 67, There were also g9

Table 2 gives the simplified estimate of J. Sedg-
wick, Chairman of the Board of Stamps. It was
based upon the assumption that stamps sold
represented new notes issued and that a third
of those issued (in any one year) passed out of
circulation at the end of a year, two thirds at
the end of two years, and the remainder at the
end of three years.

TABLE 2

CmcuratioNn of TEE CounNTRY BANKS, 1807-1825, A
EsTIMATED BY J. SEPGWICK, CHAIRMAN oY THE
Boasp oy STAMPY*

(Y eor ending Oclober 10. Amounts in thousonds of pounds.)

1807........ 18,022 1817........ 15,808
1808........ 16,8712 1818........ 20,507
1809........ 23,702 1819........ 17,367
1810, ....... 23,804 1820. ....... 11,767
1811........ 21,453 1821........ 8,414
1812, ....... 19,944 1823........ 8,007
1813........ 22,597 1823........ 8,708
814........ 22,709 1824........ 10,604
1815........ 19,011 1825. ....... 14,147
1816........ 15,096

¢ Sedgwick’s method of estimating the amount of notes
outstanding in any given year was to add together the
notes stamped during that year, two thirds of those
stamped the year before, and one third of those stamped
the second year before. See Report, H.L.1819, app. F8,
where the data are given for the years 1811-1818. For
earlier and later years, see Robert Mushet, An Attempt to
Explain from Facis the Effect of the Issues of the Bonk of
England (1826), p. 215.

Gurney claimed that the stamp returns were
a fallacious guide to the amount of the circula-
tion, since stamped notes remaining in the hands
of the country bankers might be very large.
He thought the country circulation during the
period 1822-1824 probably did not exceed
£8,000,000.° The critics generally were anxious
to show that the estimate greatly exaggerated
the increase from 1822 to 1825. (It should be
noted that a resolution of the House of Com-
mons in 1819 required the small notes of the

*Samuel Gumey, Ev., 1832, qs. 3633-34. Stuckey akso
stated that estimates based mpom the stamp returns were
quite inaccurate (ibid., q. 1043).

country branches of the London and County Bank. (The

Elements of Boxking, 4th ed,, 1860, pp. 78-86.)

“A license was required for each branch which imsued
potes up to a total of four branches. =

¢ From October 11, 1831 to June 26, 3832,
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country banks to be redeemed in 1825 and that
a subsequent act in 1822 extended the redemp-
tion date to 1833.1°) Henry Burgess, Secretary
to the Committee of Country Bankers,? claimed
that, following the Act of 1819, the country cir-
culation declined and that the country bankers
did not want to buy new stamps while they had
old stamped notes, After the privilege of issuing
small notes was prolonged in 1822, the bankers
laid in a supply of new notes. About the same
time some banks discarded their old notes and
had new ones printed that were better proof
against forgery. Moreover, be stated, Sedg-
wick’s estimate of the average life of a note was
too small.’? In support of his contention Burgess
submitted index numbers of the circulation of
122 banks which he claimed were representa-
tive.!® In Table 3 I have averaged his index
numbers for individual banks and compared
the resulting index with one computed from
Sedgwick’s estimate. Tooke favored Burgess’s
general estimate as against Sedgwick’s.!* He

TABLE 3
INpExes oF THE COUNTRY CIRCULATION, 1818-1825

Index from Index from
Year Sedgwick’s data Burgesa's data
1818 .......... 100 100
b 3:3 1+ T 85 98
1820 .......... 57 94
B2 ... Y § § 03
1822 .......... 39 a8
1823 .......... 43 88
1824 .......... 52 95
1825 .......... 69 102

thought computations of the amount of notes
based upon stamp sales were “the most vague
and unsatisfactory imaginable.” ™ Ward, on
the other hand, estimated that the country
circulation fell from £20,000,000 in 1818 to

* Palmer, Memorandum to the Bank Charter Committee
(following his evidence), Report, 183a. The date for the
redemption of the small notes of the Bank was set for 1823
but extended also to x333. The Bank redeemed most of its
small notes in 1821 and made no use of the extension of the
privilege except for the period of the panic and shortly
after,

¥ Made up mostly of private bankers.

™ Burgess, Ev,, 1831, gs. 548486,

® Ev,, 1832, q3. 5155-65.

¥ Thomas Tooke, 4 History of Prices, snd of the Stats
of the Circulation, &t (1838), 128131, See also pp. 1314-115.

“1bid., vol. 3, p. 148. See also p. 3700,

15

£7,000,000 in 1821, and that there was a large
increase from 1822 to 1824.2® Palmer thought:
there was a great enlargement from 1823 to
1825 but he did not specify how much.’™ Every-
thing considered, I believe Sedgwick’s estimate
of the country circulation greatly exaggerates
the extent of the fluctuations.!®

To what extent did the country issues con-
sist of denominations under £5? Tooke thought
that in 1811 they amounted to no more than
£4,000,000 or £5,000,000.} Palmer estimated
the small notes for 1819 at £7,000,000 or
£8,000,000,% a little less than half the total
country issues, using Sedgwick’s estimate of
the total. Wilkins’s £1 issue was one half of his
total issue in 1828.2' Beckett’s £1 issue was
considerably more than one half until 1826.22
However, Stuckey’s banks prior to 1826 issued
less than a fourth in £1 notes.?® After the panic
of 1825 the Government, reversing its position
of 1822, decided to prohibit small notes after
1829.%# Actually it refused at once, though ap-
parently without legal authority, to issue any
more stamps for country small notes.2®

We are interested in having the facts re-
garding the country circulation as complete as
possible so that we may test the numerous state-

¥ Ev,, 1831, q. 1909, b

¥ Memorandum to the Bank Charter Commities, Report,
1832,

M Silberling, however, believes that the amount of notes
stamped each quarter affords a safe index of the variability
of the issues (“British Prices and Business Cycles, 1779~
1850, Review of Ecomomic Statistics, vol. v, 1923, p. 243).
For a criticism of Silberling’s use of the stamp returns in
deriving a series for the country circulation, see Jacob Viuver,
Studies in the Theory of Intermational Trade (1937), pp.
163-165.

* History of Prices, vol. 1, p. 370.

* Memorandum to Bank Charter Committes. As can be
seen from Chart vi in the Appendix, below, this was about
the same as the amount of small notes of the Bank of Eng-
land in 1819.

= Ev., 1832, g5. 1618-22,

" Ev.,, 1833, qs. 1306-07. Beckett's £5 note issue doubled
between 1826 and 1832, which fact he attributed to the
decline in his £x issue (ibid., qs. 1338-43).

® Ev., 1833, 5. 7004-95.

* Communications between the Government and the
Bank, PP. 1816, (3), rix. This dedsion was put into effect
by 7 Geo. IV, . 6,

5P M. James, 4 Summary Sistement of the One Pound
Note Question (1828), pp. 19-30; also Gilbart, “Laws of
Currency,” Journal of ihe Statistical Society, xvix (1854),
290; and Thomas Attwood, The Scotch Banker (1828), p. 18,
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ments that the country banks could turn out a
flood of notes to finance speculation and that
such issues were practically beyond the control
of the central bank. To the extent that the
country circulation consisted of small notes, it
seems hardly likely that it could have initiated
a speculative movement.?®

For what kinds of payments, according to
contemporary observers, were the notes used?
Robert Mushet reasoned as if the country banks
discounted bills largely with notes,*” but David
Robinson claimed that country notes were
rarely used to discount bills unless the money
was for the purpose of paying wages.?® The
country bankers who gave evidence before the
Bank Charter Committee also claimed that they
paid out notes only for wages or other local
expenses. In discounting bills they would use
either Bank of England notes or bills on Lon-
don unless they knew the money was to be
spent locally.?® Beckett (of Leeds) stated that
about two thirds to three quarters of the
wages in his district were paid in gold and silver
and the remainder in country notes.® Forster
(of Walsall) placed the proportion paid in gold
at one half to two thirds.®* Before the Select
Committee of 1841, Hobhouse (Chairman of
the Committee of Country Bankers) argued
that country bankers would pay out their own
notes only when they knew the money was to be
spent locally. About one third of his payments
were in his own notes. If a banker discounted
bills with his notes (assuming the money was

* In The Pound Sterling (1931), p. 218, A. E. Feavearyear
claims that the boom in many industries (in 1824 and 1825)
was “financed largely with small notes.” This statement does
not seem io accord with the discussions of banking methods
by contemporary observers, Cf. William Smart, Bcomomic
Annals of the Ninctzenth Cenmtury, 1821-1830 (1917), pp.
339-341.

® Effect of the Issues of the Bank of England, p. 148.
Silberling also considers that “advances of credit” were
mostly in the form of notes (Review of Ecomomic Statistics,
v, 242).

= “Public Distress,” Blackwood’s, xIx (1826), 435-436.

® William Beckett, Ev., 1832, qs. 1367-1425; C. S. Forster,
ibid., qs. 1464—70. Forster said he could discount bills with
his notes, as they were payable in London, but that actually
he discounted few bills that way.

® Beckett, Ev, 1832, q. 1302. Weguelin stated that
“formerly” it was very much the practice to pay half a dozen
men a note, which was exchanged at a retail shop. Ev., 1857,

q. 51.
% Ev, 1832, q8. 1472-74-
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not wanted for local payments) they would
probably be returned the following day.*?
Stuckey seldom gave his notes in discounting
bills or in paying deposits, as the funds would
ordinarily be used outside the district. Advances
to farmers were made in notes. Also a farmer
selling livestock in London might convert the
check received in payment into local notes in
Somersetshire, though he might leave his money
on deposit with Stuckey’s bank, since he could
readily buy more cattle with his own check.”?

Let us consider what the circulation of the
country consisted of and where the notes of the
country banks circulated most. Thornton in
1797 thought that few notes of the Bank of
England circulated beyond twenty or thirty
miles from London.** In 1826 a Treasury paper
stated that Bank notes circulated nowhere
beyond London and its immediate neighbor-
hood and in Lancashire.® (Notes in bank re-
serves were evidently not taken into account.)
Palmer in 1832 estimated that no more than
£2,500,000 of Bank notes, not including those
in bank reserves, circulated beyond twenty
miles from London.®® By 1832 the yearly aver-
age circulation of the Branches of the Bank
was £2,695,700. It rose to £4,087,005 in 1839,
to £7,127,604 in 1845, and was only £6,975,406
in 1856.*" But the returns of the Branches do
not give an accurate account of the amount of
Bank notes in actual circulation in the coun-
try, since a considerable amount was held as till
money by the country banks and since some
notes issued in London were held in the coun-
try.3® Thomas Joplin in 1844 estimated that
about a fourth of the Branch notes were held in

= Ev., 1841, qs. 3134, 129-135.

® Ev., 1341, gs. 456, 404, 575.

®Ev, HCay97, p. 77

® Communications between the Government and the
Bank, P.P.1816, (2), xax,

®Ev., 1832, q. 414

= Report, 1857, app. 3; Report, 1838, app. 4. The yearly
avcngsofthedrmhﬁwofthcnanksmchumin

millions of pounds:

tgzs ........ 4 t:u ........ 3.2
18209........ 1.0 21838 s 3.3
1830........ [ ¥ ) 1836........ 3.6
Byr........ 24 1837 cnncann 3B
1B33........ 2.7 2838........ 40
L 1.1 7, 3.k 839..0000n- 41

The first four years (only) include small amounts of Bank
post bills,

B Cf. Palmer, Ev, 1832, q. 3; Gilbart, “Laws of Cur-
rency,” pp. 303-303.
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the tifls of the country banks.®™ Undoubtedly
the Bank circulation tended to displace the
adrculation of the country banks after 1826,
though it is difficult to estimate to what extent.
The country bank circolation increased wumtil
1839. From 1839 to 1845 it declined more
than £4.000,000, whereas the Branch cixcula-
tion increased £3,000,000. It is probable, how-
ever, that the decline of the country bank
cm:nlanonmmelargelymtheagxcultmal
districts — owing to the depression and to the
increased vse of deposits —and that the in-
crease of the Branch circulation was more
largely in the manufacturing districts, particn-
larly Lancashire.

It was genevally agreed that country bank
notes did not circulate in Lancashire to any
appreciable extent.*® According to Gilbart,
large Bank of England notes were used i
Liverpool for the payment of customs duties
and small notes in Manchester for wage pay-
ments, but the remaining circulation in Man-
chester and Liverpool comsisted of bills of
exchange down to 1826. After the Branches
were established at those places the notes of the
Bank grew gradually at the expense of bills of
exchange.® Bills were used as a substitute for
bank notes not only by tradesmen; even banks
counted.”® Burgess said that, ymtil the high
stamp duties drove them out, bills as small as
£5 were in drculation. They still (in 1832)
formed the “great” currency of Lancashire. In
the West Riding of Yorkshire nine tenths of
the circulation was in hills; they formed a great
part in Warwickshire and Staffordshire and im
geoeral in the manufactering districts of Eng-
land* Apparently, them, hills were wsed as a

" Covency Rejoom: luprovement st Deprocisiion
(1844). pp. 2223

“Sex the evidence of Gesle, 1833, . 775, and Dyer,
. 39054

* Gibart, "Laws of Corwescy,” p. 290. Be stuted that
theswr hills were all mavde puyabie 'n Landden, 3o that Bank
mutes were ot weguiced 0o puy them. Robinsen puimted ent
that the hill crcnistion depended apes Yhe coumtry hamks,
sinee they mevived the bils on scxcount snd oot thewn wp
s Losvien for paymerstt (“The Country Banis and the Bank
of Eagland,” Biackweed’s, xxm, 3827, p 737).

" Gibart, “Lows of Cowwmncy,” p. 307; 1. C. Wiighe,
Ew, siyz, g rig5-36 Stackey seid that be did ast civoalate
hills as they did in the Nexth (Ev, 832, q rzio).

“Buygew, Ev, 353, @5 533033 Ser 2l bin Les-
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circulating medium in other manufacturing dis-
tricts, though not to the exclusion of country
bank notes to the same extent as in Lanca-
shire.*

The sphere of circulation of the country bank
notes changed decidedly in the half-century
ending in 1844. In the late eighteenth century
they circulated mostly in a few great towns.*®
With the development of hundreds of country
banks in the late eighteenth and early nine-
teenth centuries, the use of their notes became
common in the agricultural districts. Following
the establishment of the Branches of the Bank
of England, country bank notes were confined
more largely to the agricultural districts. It is
not certain bow far this tramsition had pro-
ceeded by 1825. But, judging by the rapid
development of country banking which had oc-
curred, it seems probable that more than half
of the coumtry circulation was in the agricul-
tural districts by that time. David Robinson
claimed that in 1826 the manufacturing dis-
tricts and seaports, excluding London, Liver-
pool, and Manchester and their neighborhoods,
had scarcely any other circulating medium than
country bank notes.*® This statement merely

ter to the Right Hom. Geovge Conning . . .
z9, 83.

* Robimsom chxireed that is the commtry towns good bills
with ne more than sixty days to ran were taken by business
men withowt dscount, thoogh banks, of course, charged »
discocnt (“Public Distress,” Blsckwood’s, 1826, XIX, 435).
Sir Heary Drymmmond estimated the bills wed 28 corvency in
Great Britain i 1826 &8 £8,000.000 (Elementary Propositions
o the Covency, gib ed, 1826, p. 33). J. W. Bosanquet
{(Maeibe, Peper, amd Credis Corvency, 1842, P. 91) quotes
the following frees William Leatham, s bankey st WakeSield:
"When the erigin of Bifls is bowi fde and legitimate, 1 place
them, with the security of the drawer, acxeptor, sad perbaps
twenty endwsrnwents on the back, in the first claw of owr
Currency — hefore Notrs, snd next in rank enly 1o Goid.

“] know e purpes of Manecy cxeepl wages to which
Bills sre ot applcable, in the previnces throughont this
Engdom, thoagh net seen in Landos i» aaking payments.™
(Letters jo Wilkiom Reynor Wood s the Cwvency, 1841,
Pp. 33.) See che ANwd Mardull, Mency, Credis, end Com-
merex {1923), P EgIm.

“In » paper submitted by the Government it & stated
that they cicculated enly is 8 few pest towns (Coammamics-
tioes between the Covernment sod the Bank, P P. 1836, (1),
xx). Steckey, however, stated that coamtiry ks bad mode
advances in theiy own sotes to Emers from “tiow inawe-
mesial” (Ev, 1845, 4. g94). I b pomibie that “vims -
menewinl” & 13 mae Sity or sixty yeass back.

““Public Distsess,” Blackxved’s, XIX, 534

(1826), pp
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allows us to believe that the country notes still
circulated generally in all sections, Lancashire
excepted. In 1841, however, Rodwell (a banker
at Ipswich) claimed that by far the greater pro-
portion was held in the agricultural districts.*”
Taking notes of the private banks alone, Hob-
house thought that little if any more than half
a million pounds were in use in the commercial
and manufacturing districts.*® As is apparent
from Chart xvi in the Appendix, below,*® the
seasonal patterns of the two sorts of notes
(private and joint stock) are so nearly alike
that the conditions of the demand for them
must have been very similar. Therefore, if the
notes of the private banks circulated largely in
the agricultural districts, those of the joint stock
banks probably circulated largely there also.
Before considering the reserves which the
country banks maintained it seems desirable
to consider the kinds of demands which were
commonly made upon them. A large proportion,
but by no means all, of the country notes were
payable in London. Stuckey’s notes had been
payable in London since about 1770, though he
pointed out that such was not the practice in
many parts of England, particularly Devon-
shire.”® The replies to the Select Committee of
1836 show that the notes of nearly all the joint
stock banks were payable in London.®® The
Bank of England, at least after 1825, accepted
country notes on deposit provided they were
payable in London and presented them to the
appropriate London correspondent for pay-
ment.*? As for the local exchanges among banks,
Stuckey cleared notes and checks with banks in
the same town every day, and paid differences
in London funds — in some cases once a week
and in others every other day."® Forster said

** Ev., 1841, q. 699,

“Ev., 1841, q. 9.

* See pp. 216-2x7.

* Ev., 1832, gs. 947-964. Stuckey said that it was under
the forbearance of the Bank that joint stock banks made
their notes payable in London. Cf. ¥ Geo. IV, c. 46, sec. iii.

" Report, 1836, appendix. The motes of Wikins (at
Brecon) and of Beckett (at Leeds) were not payable in Lon-
don, though Beckett stated that it was a common practice
in other parts of England (Ev., 1832, qs. 1693-95, 1427-28).

* Palmer, Ev., 1832, q. 329.

*Ev,, 1832, q. 1184. Notes of any one of Stuckey’s four-
teen branches were payable at snother branch in practice,
though there was no legal obligation to that effect (ibid.,
gs. 948-950).

the country bankers commonly paid (local) dif-
ferences in Bank notes before the Branches
were established.® After 1832, he implies, they
paid in funds at the Branch if one was near.
Wilkins exchanged with some banks weekly,
with some fortnightly, and with others monthly,
and paid differences “in London” — presum-
ably, he meant in London funds.®® The Edin-
burgh banks cleared weekly and paid differ-
ences in London funds down to 1834. After
that they settled in Exchequer bills — amounts
for less than £rooo in Bank notes.”®

The discounting of bills did not apparently
entail the keeping of a large amount of till
money in the country.”” As we have seen, the
bankers would commonly discount bills with
their own bills on London, though in some
cases with Bank notes,”® And the bills, being
payable in London, would be taken up for the
customer from the country banker’s London
deposit.

Until 1829 (when the £1 note was abolished)
the banks could meet most of the demands over
the counter in their own notes provided they
were not in discredit.*® After 1829 they had to
keep gold and silver to ‘provide for payments
under £5, which, as we have seen, included the
larger portion of wage payments. With the
growth of nonissuing banks (or the nonissuing

% Ev., 1832, q. 1540.

*= Ev., 1832, gs. 1693-93.

® James Pennington, paper in Tooke’s Letier to Lord
Grenville (1829), pp. 121-122; A. W. Kerr, History of Bank-
ing in Scotlond (aud ed., 1902), p. 221. It should be noted,
however, that the agreement among the Edinburgh banks
called for a redistribution of Exchequer bills held for ex-
change purposes whenever any bank held a disproportion-
ately large or small amount, the bank receiving additional
bills making payment in Londen funds to the bank giving
them up. The consequence was that any large variation in
reserve affected 3 bank’s supply of London funds,

® Yor a discussion of the amount of bills in use, see Wil-
ham Newmarch, “An Attempt to Ascertain the Magnitude
and Fluctuations of the Amount of Bills of Exchange . . .
1828-1847," in the Jourmal of the Staiistical Society, vol.
xiv (1851); and his Appendix x1, in Tooke and Newmarch,
A History of Prices, vol. v It should be noted that New-
march referred to 2]l bills aurent as in “circulation.” Most
of them probably did not circulate in the sense that bills
were said to circulate in Lancashire, as substitutes for bank
notes.

™ Beckett said be discounted with Bank of England notes
(Ev, 1832, gs. 1400-15).

® Jophin, Views on the Currency (1828), p. 154
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branches of issuing banks)® beginning after
the panic of 1825, particularly in the man-
ufacturing districts, Bank notes were required
as till money in place of their own. On the other
hand, gold and’ Bank notes were more con-
veniently accessible to the country banks after
1826, when the Branches were started. Issuing
as well as nonissuing banks were permitted to
have accounts at the Branches for the purpose
of obtaining coin; and they- were permitted to
shift deposits from the account with their
London correspondent to their account at the
Branch and vice versa.®* However, some of the
country banks were not conveniently located
near a Branch, and so continued to get gold
through their London correspondent.%®

It is evident, therefore, that a very large pro-
portion of the demands which were made upon
a country banker could be liquidated in London
funds; though we must not overlook the fact
that some bills were discounted with Bank notes
and some clearing balances paid in notes. As
Pennington stated, “the book debts of the Lon-
don bankers, and not Bank of England notes,
are the solvent of the country circulation.” %
Considering also that gold and notes were more
accessible to the banks because of the Branches,
it is not surprising that the country banks were
said to keep very small reserves in gold and
Bank notes.

The statements regarding reserve proportions
are rather misleading, as they almost invariably
give the reserve as a proportion of the notes
outstanding, when in fact it was held against
notes and deposits. I do not mean to imply
that the two kinds of liabilities should have
been added together in order to arrive at a sig-
nificant reserve ratio. Though some till money
would be needed against notes outstanding, the
till money (not including the banks’ own unis-
sued notes) required against deposits would be
less. The need for till money really depended

* Issuing banks had offices in Liverpool, for instance, but
they did not issue there (Gilbart, “Laws of Currency,”
pp. 306-307).

© Palmer, Ev, 1831, qs. 60-66, 419, 449-457, 458. Issu-
ing banks could not, however, apen accounts for “general
purposes,” i.e, for discounts,

® Palmer; Ev., 183s, q. 388. Forster, though located
near & Branch, would not use it. He obtained his gold from
an unnamed source near by, See his evidence, 1833, q. 1479.

* Paper in Tooke's Letier 0 Lord Grenville, p. 127.

upon the size of the fluctuations in the public’s
holdings of that particular kind of money, and
the size of these fluctuations would not vary
with the amount of country notes or deposits.
No doubt the country bankers arrived empiri-
cally at the amount of till money necessary.
Stuckey in 1819 considered that a reserve in
Bank notes equal to 5 per cent of his circula-
tion was sufficient. According to his evidence
in 1832, he held in ordinary times Bank notes
and gold equal to 10 per cent of his circulation,
though sometimes 20 or 25 per cent. It is not
clear, however, that he was not including his
“money in the Branch Bank,” which, as he
noted, could be converted into gold immedi-
ately.® Beckett held coin equal to one seventh
and coin plus Bank notes equal to one half of
his circulation.®® The reason for this larger per-
centage was apparently that his bank, being in
a manufacturing district, held more deposits
relative to the circulation than Stuckey’s bank.
Forster held no Bank notes at all, though he
stated that the general practice was for coun-
try bankers to keep some. His gold had been
equal to a third of his circulation, but since he
had arranged to get a supply near at hand it
was apparently less. Sometimes, however, his
reserve had been equal to his circulation.®®
Wilkins, who could obtain gold and Bank notes
from the near-by Branch at Swansea, held from
10 to 20 per cent in his till. Before the Branch
was established his reserve had been twice
that." Burgess stated that practices varied,
but that in general the country banks held a
reserve in coin and Bank notes equal to one
fourth of their circulation, though some banks
kept no Bank notes at all.® Palmer, referring
to gold alone, stated that they held less than
one fourth.® A minute of the Bank directors
stated that the joint stock banks held no larger

® gv,, HC. 1819, p. 345; Ev,, 1833, g5. 1135-¢4. In dis-
cussing fadlities for obtaining gold, he said that the Branches
took the risk and maintained a supply “rather than our-
stlves” He omitted any reference to his deposits in speak-
ing of the reserve.

® Ev., 1832, qs. 1282, 1338-61.

®Ev., 1832, qs. 1465-1507. He refused to use Bank of
England notes because he regarded the Bank as a dangerous
tival,

* Ev., 1832, gs. 1756-58.

* Ev., 1832, Q5. §557-59-

®Ev., 1831, qQ. 415.
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reserve than was required to meet ordinary
demands, so that in any extraordinary pressure
they were required to sell securities in order to
obtain gold at the Bank.”™ Palmer reiterated
this point in his pamphlet in 1837.™ According
to Hobhouse, in 1841, the reserve in Bank notes
and coin was from one fifth to one seventh of
the circulation, though rising to a much greater
proportion in times of panic.” Fullarton in 1844
claimed that the gold reserve in the country
banks was less than £500,000.™
In view of these varying statements and of
what we know of the kinds of demands which
were made upon country banks for coin and
Bank notes, it seems reasonzble to conclude
that the Bank notes held as till money in 1819
were of the order of 5 per cent of the country
circulation, As time went on the proportion of
Bank notes and coin to country bank circula-
tion increased, partly because the £1 note was
prohibited, partly because the public used a
greater proportion of Bank notes to country
notes, and partly because the business of the
country requiring coin grew relative to the
country circulation.” Still, Burgess’s estimate
of 25 per cent in 1832 seems too large — very
much too large for banks located near a Branch
of the Bank. To make my conclusion concrete,
I should think that during the ’thirties an aver-
age of 15 per cent was more nearly correct,
though the percentage varied from bank to
bank. But the precise percentage is not so im-
portant. What is important is to see that the
country banks held in their tills only such cash
as they deemed necessary to take care of their
immediate needs, so that a more favorable bal-
ance of payments with London did not repre-
sent a potential drain of cash from London to
the provinces unless the volume of trade and
employment and the level of prices (particularly
retail prices) increased.
It is not possible to give an estimate of the

" Correspondence . . . on the Subject of the Rencwal of
the Bank Ckarter, PP. 1833, (352), xxu

™ The Couses and Consequences of the Pressure upon the
Money-Market (1837), pp. 38-39.

™Ev., 1841, gs. 115-135.

® Jobn Fullarton, O the Regulation of Currencies (1844),
P- 104

* As pointed out above, the till money required depended
upon the probable demand for such money regardless of the
notes outstanding,
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amount of reserve deposits which the country
banks maintained with their London corre-
spondents. In referring to the reserve, bills and
government securities were often combined with
London deposits. Thornton, for example, stated
that a country banker had only to provide him-
self with a credit with his London correspondent,
stock, Exchequer bills, or discountable bills in
order to obtain cash as he needed it.” The size
of the London balance was determined not
merely by the need for a balance as such. The
balance was viewed as a means of compensating
the London bank for its services in collecting
and paying bills, checks, and bank notes — the
maintenance of a certain minimum being an
alternative to paying a commission.”® One sus-
pects that, when bills could be readily dis-
counted, Exchequer bills easily sold, and con-
tinuation loans on stock obtained at low rates,
the country bankers did not consider the size
of their London balance of great importance,
and viewed their correspondent primarily as an
agent for transacting business for them. They
looked principally to their secondary reserve.
In periods of pressure they undoubtedly con-
verted bills into London balances. By the
’thirties some of the country bankers main-
tained balances with bill brokers in order to
obtain interest. - Cassels, in addition to keeping
funds on deposit with his broker, kept bills there
ready for discount, the broker not charging
discount unless the money was actually with-
drawn.™

= Ev., H.C.17¢7, p. Bo. See also his Paper Credit, pp.
185186, which is to the same effect.

* Gilbart stated that the country banks could compensate
the London and Westminster Bank by maintaining s satis-
factory balance, by a commission, or by the payment of a
fixed sum (Ev., 1837, q. 1972). As late as 1819 the London
banks had allowed interest on country bank balances,
Stuckey stated that the rate was 3 to 4 per cent; though s
certain amount had to be kept without interest to compen-
sate the London bank for transacting the country bank’s
business (Ev., HC1819, p. 245). Gumney stated that in some
cases interest was allowed and that the rate was 4 per cent
(Ev.,, H.Ca819, p. 173). Before 1832, probably beginning
with the depression in 1836, the practice was discontinued
{Glyn, Ev., 18312, gs. 2934, 3128).

T Ev., 1836, q. 1757-64. See alw Gibbins, Ev, 1836,
qs. g93-996. Glyn pointed out that the country bankers
dealt with the bill brokers directly and not mecessarily
through their correspondents (Ev., 1831, q8. 2935-36). New-
march (History of Prices, ¥1, 603) estimated that in 1850
the provincial banks (including those of Scotland) held
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The country banks kept balances at the
Bank Branches also if one was near by, These
balances were for the purpose of obtaining tiil
money conveniently, and they were also re-
quired as a condition to obtaining discounts.™
They could not have been large, however, since
total Branch deposits amounted to little more
than half a million until 1842, and were a little
over a million in 1846. Even though the Bank
did not encourage private accounts,™ aggregate
traders’ balances must have amounted to a sub-
stantial portion of total Branch deposits, so
that country bankers’ balances must have been
quite small.

We may conclude at this point that a condi-
tion of greater liquidity of the country banks
was reflected mainly in increased holdings of
bills eligible for discount with the London banks
and bill brokers, in Exchequer bills, and in bal-
ances with London banks and (after about
1830) with bill brokers. There is no statistical
evidence that the country bankers shifted de-
posit balances (in the net) from London banks
to the Branches in appreciable amounts over a
period of a few months. A condition of greater
liquidity had little effect upon the amount of
till money unless the requirements of the public
increased.

It remains to consider the extent to which
the deposit business of the country banks had
developed. Thomas Attwood estimated that
the liabilities of the bankers to the public in
1828 were £200,000,000. This estimate, prob-
ably no more than an intelligent guess, included

London liabilities as well as notes and deposits .

of the country banks.®® Robinson stated that
a large part of the “capital” of every bank in
1825 consisted of “deposits of solid money,” 3
which would imply at least that country de-
posits were important. Deposits grew at the
expense of bills as well as bank notes. Some
idea of the growing importance of deposits may
be obtained from the fact that, of the joint
stock banks established from 1826 to 1836, 93

£30,000,000 of bills which had been obtained from the Lon-
don bill market,

™ Issuing banks could not of course discount at the Bank,
See Chapter VIII, section 3.

® Stuckey, Ev., 1831, q. 1216; Glyn, q. 3054.

® Ths Scoick Banker, p. 13,

& «“Public Distress,” Blackwood’s, XIX, 440.
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were banks of issue (at least at some of their
offices) and 21 were not, whereas from 1837 to
1844 only 7 were banks of issue while 30 were
deposit banks only.*

The relative amounts of country bank notes
and deposits as reported by the country bankers
in 1832 varied widely. Four samples are as
follows:88

Notes Depotits
Forster (Walsall) .......... 17% 83%
Beckett (Leeds) ........... 20% 80%
Wilkins (Brecon and Methyr
Tydvil) ................ 34% 66%
Stuckey (Bristol and County '
of Somerset) ............ 50% 50%

Stuckey’s evidence is of particular interest since
it covers a long period. In 1819 his deposits
were only a third as much as his circulation,
whereas by 184x they somewhat exceeded his
circulation.® Norman estimated total country
deposits in England and Wales at £40,000,000
in 1840, which was approximately four times
the country circulation at that time®® New-
march estimated deposits and capital together
(for England and Wales outside of London) at
£84,000,000 to £91,000,000 for 1850.°° He
made no estimate of capital alone beyond saying
that it was “very considerable,” but, even if we
assume that the capital equities were of the
order of one fourth of the total, the country
deposits (in England and Wales) would have

® Report, ¥857, app. 21.

® Forster, Ev., 1832, Q. 7459; Beckett, q. 1282; Wilkins,
q. 1583; Stuckey, qs. 116971, The witnesses did not give
precise percentages, but only rough estimates.

‘% Ev., HCa819, p. 245; Ev., 1841, q. 558. It is not-quite
certain whether these estimates are on a uniform basis, be-
cause the term “deposit” varied in meaning. However, in
stating these proportions, the witnesses appeared to include
both time and demand deposits.

® Ev., 1840, q. 2565. He estimated deposits in Scotland
at 18-20 million pounds; Ireland, 30-15 million; London,
including the Bank of England, 3o million. Stuckey, how-
ever, considered this estimate much too large. His own fig-
ure for London and English coumtry deposits was three
times the Bank of Exgland deposits, which would have
been only about 35-30 million pounds, as against Norman's
figure of 6o-62 million, leaving out Bank of England de-
posits. (Ev, iy, gs. 561-564.)

® History of Prices, ¥1, 599-603. His estimate of the
capital and depasits for Scotland (in 1850) was £33,000,000;
and for Ireland £12,000.000.
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been very large. Such evidence as we have,
therefore, points to the conclusion that the de-
posit business of the country banks was highly
developed by 1844, and that deposits were
probably five or six times the amount of their
notes.’” Consequently, a business revival would
not be financed mainly by an expansion of
country notes or by the withdrawal of money
from London. This point should be emphasized,
since it has been asserted by some modern
writers that deposit banking relative to the is-
suance of notes was in a backward state at the
time of the Bank Act of 1844.%®

It would be interesting to know to what ex-
tent these deposits were drawing accounts and
to what extent they were savings accounts and
bore interest, but there are few contemporary
estimates, Stuckey (in 1832) paid interest on
about a third of his deposits.®® Hobhouse, whose
deposits were in manufacturing towns, paid in-
terest on a very small proportion (in 1841).%°
It was a general practice for country banks to
pay interest on time deposits ** and to charge
a commission upon amounts paid from drawing
accounts, though not all banks charged a com-
mission.’? One gets the general impression that

" Compare Feavearyear’s estimate that “deposits formed
at least one-half of the liabilities of every country banker”
(The Pound Sterling, p. 289). Perhaps Feavearyear has
given too much weight to the late development of check
clearing. Even if a merchant could not send his check to
another town, he could purchase a bill on London from his
banker out of his drawing account, which was better than
sending notes. Let us not forget that in the great commer-
cial and manufacturing towns notes played Little part at that
time, In Liverpool there were no country bank notes.

* Ludwig von Mises, for example, states that the growth
of deposits at the expense of notes was largely owing to the
Act of 1844 (The Theory of Money and Credit, 1935, Pp.
360-373).

® Ev., 1832, as. 116071,

" Ev., 1841, gs. 120-130.

* The word deposit as used in London meant 2 demand
deposit; in the country it was supposed to mean a time
deposit, or at least one on which interest would be sacrificed
if withdrawn before a certain time, in contrast with a draso-
ing account. See Beckett, Ev., 1832, q. 1292, and P. M.
James, Ev., 1841, q. 1570. In actual discussion the connota-
tion varied. Stuckey, for example, used the word to include
both kinds of deposits.

* The interest paid in 1832 varied from 2 to 3 per cent.
Sec Beckett, Ev., 1832, q. 1247; Forster, q. 1539; Wilkins, q.
1592; Stuckey, gs. 939-944; Loyd, q. 3278. The commis-
sions on withdrawals varied from an eighth to 1 per cent
(Glyn, Ev, 183z, gs. 2855-66; Beckett, q. 1278; James,

interest-bearing deposits made up an important
part of the total.

Since practically no Bank of England notes
under £5 circulated after 1821 (except for a
short period in 1825 and 1826), and few small
notes of the country banks after 1829, the great
mass of retail and wage payments in England
{though not in Scotland and Ireland) had to be
made with coin. The directors of the Bank ap-
proved the estimate that £30,000,000 in specie
had been in circulation before the Restriction,
all of which, it was believed, had been ex-
ported.®® Drummond estimated the precious
metals in 1826 at £20,000,000 * for Great Brit-
ain, Mathew Marshail (Chief Cashier of the
Bank) roughly estimated the gold in circulation
and in the Bank at £44,835,000 on January 1,
1848. He estimated the silver at £11,000,000.%°
Newmarch estimated the gold in circulation in
the United Kingdom at £46,000,000 for 1844
and at £70,000,000 to £75,000,000 for 1856.
His figures of course exclude the bullion in the
Bank but not the till money of the other banks.®
Weguelin’s estimate, which like that of New-
march was based upon the amount of light-
weight coin turned in following the proclamation
of 1842, was £33,000,000 to £36,000,000 for the
period 1844—-1851 and £45,000,000 (at least)

Ev., 1841, gs. 1492-g3). Wilkins charged no commission un.
Tess the account was overdrawn (Ev., 1832, q. 1507). Prac-
tically all of the joint stock banks paid interest on time
deposits in 1836. The most prevalent rates were 234 and 3
per cent {Report, 1836, appendix).

* Resolution of the Court of Directors, March 25, 1819,
Report, H.C. 1819, p. 262. Newmarch gives Sir George Rose’s
estimate of gold for 1798 as £40,000,000 (History of Prices,
v, 703).

* Diummond, Elementary Propamrm on the Currency,
th ed., p. 33.

*® Morris, Ev., HC, 1848, gs. 3483-85.

* History of Prices, v1, 701—703. He estimated that the
gold in the banks of the United Kingdom other than the
Bank of England was not much less than £20,000,000, of
which £5,000,000 was merely to satisfy the legal require-
ments of the issuing banks of Scotland and Ireland. New-
march had undoubtedly made careful inquiry into the facts,
but a ratio of £15,000,000 of till money to £50,000,000 in the
hands of the remainder of the public seems far too great,
and it is not in accord with what other wilnesses have stated
regarding the tendency of the banks to economize on the use
of till money. Fullarton estimated the gold in the United
Kingdom outside the Bank of England at £14.000,000 in
1844, less than £s50c,000 of which, be thought, was in the
country banks (Regulation of Currencies, pp. 194, 320).
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for 1857. Neave's estimates for the same peri-
ods were £45,000,000 and £50,000,000."

Let us summarize the salient features of the
country banking system which would have a
bearing upon the problem of control by the
central bank. The issuance of notes and de-
posits was in the hands of several hundred
banks. Though the number tended downward
from 1810, there remained 429 separate firms
in 1842. The larger portion of the country bank
notes was probably held in the agricultural dis-
tricts even in 1825 — at least an important part
of the manufacturing districts did not use them
- and by 1840 the great bulk of the notes was
held in the agricultural districts. Until 1826
few Bank of England notes circulated outside
the metropolitan area and Lancashire. From
then on the use of Bank notes in the country
increased, particularly in the manufacturing
districts, while the notes of the country banks
declined, relatively at first and absolutely after
18309. By 1844 the Bank circulation in the
country (excluding notes held by banks) was
probably not a great deal less than the circula-
tion of the country banks. Accompanying this
increased use of Bank notes in the country there
was also a decline in the use of bills as a circu-
lating medium. But it should not be overlooked
that bills readily discountable in London con-
tinued to satisfy the demand for liquid resources
to hold, and substituted to no small extent for
reserves in the form of cash. The use of bills for
this purpose was deeply engrained in the babits
of both traders * and bankers.

The classes of payments for which coin and
notes were used were naturally more numerous
than they were later in the century, but retail
and wage payments constituted the bulk of them
even then. The country banks issued their
notes for the most part where they knew the
money was to be used for local payments. Bills
for large mercantile transactions were dis-
counted with either bills on London, Bank of
England notes, or deposit credits. Traders with
large balances would not have wanted to hold
them in the form of country bank notes. Nor

" Ev., 1857, gs. 117-115. Compare Feavearyear, The
Pound Sterling, p. 394.

" The amount had been greater during the war but prob-
ably not since 1823,

* Thomton, Paper Credit, pp. 3941.

were they of course available for the larger
portion of wage and retail payments (after
1829), which were for amounts under five
pounds.

By 1844 the deposits of country banks far
exceeded their note issues. Undoubtedly coun-
try deposits grew rapidly from 1825 to 1844 —
partly at the expense of country bank notes and
partly at the expense of bills — but they were
probably larger in 1825 than has been com-
monly supposed.

A very large proportion of the demands
which were made upon a country banker could
be met with London funds, though some bal-
ances among banks were paid in Bank of Eng-
land notes. As a result, the amount of gold and
Bank of England notes held by most of the
country banks was no greater than was required
to meet the current demands of the public. And
this amount was still further reduced for banks
located near a Branch of the Bank of England,
where till money could be obtained at a mo-
ment’s notice, Consequently, a more favorable
balance of payments with London did not cause
a drain of cash to the country except to the
extent that the requirements of the public in-
creased. A conditidbn of greater liquidity of the
country banks was reflected in larger balances
with London banks and bill brokers and in
increased holdings of bills and government se-
curities. And since the London banks paid no
interest, there was a tendency to increase sec-
ondary reserves at the expense of bank balances.

The final result was that expansion of credit
in the country required comparatively little in-
crease of reserve in the form of notes and de-
posits of the Bank of England. However, severe
pressure which impaired confidence caused the
country banks to increase their holdings of gold
and Bank of England notes, and also to shift
from bills to London balances. And the London
banks under such circumstances, fearing a
drain, felt impelled to strengthen their reserves
of notes and deposits of the Bank — mostly
notes during this period.

2. Restatement of the Theory of Conirol

Silberling considers that the country banks
were little controlled by the Bank of England.
They redeemed to a large extent in drafts on
their London balances - i.e., their reserves con-
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sisted of balances rather than Bank of England
notes. The London banks, which gave redis-
counts to the country banks, could erect credits
without any definite limit on almost no reserve
at all. He is inclined, therefore, to agree with
Wheatley that the Bank’s issues, instead of
governing those of the country banks, were in
large measure dominated by them.'®® Angell
also takes the view that the credit and note
issues of the country banks were not controlled
by the Bank. The idea that the London-country
relationship was ‘“unilateral” —i.e., that the
Bank acted upon the country banks but was
not acted upon by them in a similar manner —
has in his view led to much confused thinking !
Modern writers generally, with the notable ex-
ception of Jacob Viner,'*? take the position that
the country banks were very little under the
control of the Bank.'%

¥ Norman J. Silberling, “Financial and Monetary Policy -

of Great Britain during the Napoleonic Wars,” Part II,
“Ricardo and the Bullion Report,” Quarierly Journal of
Economics, xxxvin (1924), 399, 419-420. See also his
“British Prices and Business Cycles, 1779-1850," Review of
Economic Statistics, v (1933), 243.

#J. W. Angell, The Theory of International Prices
(1926), pp. 44, 52-53, 478479, 490-401.

¥ Viner considers that the lack of definite reserve propor-
tions on the part of the country banks made control over
them more difficult. But he believes that the Bank was in a
position to reduce their cash when they threatened to expand
too far by economizing it (Studies in the Theory of Inter-
nalionsl Trade, 1937, pp- 154-165),

- 1™ See, for example, Feavearyear, The Pound Sterling,
. 223; S. E. Thomas, The Rise and Growth of Joini Stock
Banking, vol. 1, Britain: to 1860 (1932), pp. 58-64; and
J. F. Rees, A Short Fiscal and Financial History of England,
1815-1918 (1921). Rees practically adopts the view of Peel,
that country banks ought to have been directly responsive
to the foreign exchange, and that they were in fact responsive
neither to the exchange nor to the measures taken by the
Bank. At the time of Resumption, he states (p. g5), con-
vertibility seemed a sufficient guarantee against overissue.
“In the crises of 1825 and 1836-¢ experience went to show
that this belief was fll-founded. The banks were allowed to
exercise their own discretion about the amount of gold they
held against their issues, the obligation to cash their notes
on demand being supposed to act as a check. But the coun-
try banks were tempted to expand their issues even when
the state of the exchanges and the drain on the reserve of
the Bank of England gave cause for anxiety. Failures had
been frequent and disastrous. It appeared therefore that it
Was necessary to prevent the banks from indulging in an
excessive issue of motes when & boom in trade presented
them with apparently sound opportunities for advancing
credit. For, if they went beyond a certain point, the con-
vertibility of their notes was merely nominal.”

CENTRAL BANKING CONTROL 1819-1844

This view of the weaknesses of the system is
in keeping with what is perhaps the outstanding
modern theory of the control of member banks
by the central bank. I believe the chief tenets
of this theory are as follows: (1) It is assumed
(at least implicitly) that the proper measure of
the result of a given monetary policy is the
quantity of member-bank money. (z) As a
condition to controlling the actual amount of
member-bank money as precisely as possible,
the member banks must seek to maintain con-
stant reserve proportions; and (3) the central
bank must have a close control over the aggre-
gate of member-bank reserve money.!®* Judged
by such tests the English country banks in the
first half of the nineteenth century were under
a loose control indeed. According to contempo-
rary evidence, reserve proportions fluctuated a
great deal. Furthermore, there was no possibil-
ity of the central bank’s controlling the aggre-
gate of country reserves since (a) the central
bank issued its media both to the general public
and to the banks, and (b) the country banks
used for the most part other forms of reserve
money than that created by the central bank.

Nevertheless, I believe that the country banks
were under adequate control by the Bank.
That the power which a central bank possesses

1% See, for example, J. M. Keynes, A Treatise on Money
(1930), 1, 6878, 225—233. Keynes's statement and support-
ing argument that the first necessity of a central bank “is to
make sure that it has an unchallengeable control over the
total volume of bank-money created by its Member Banks”
(p. 225) do not seem to me consistent with his thesis in the
chapter on “The ‘Modus Operandi’ of Bank-Rate” (vol. 1,
ch. xiii). In this chapter otber measures of results are con-
sidered more significant than the volume of bank money.
But if the volume of bank money is not the most significant
measure of results, why seek to control it so rigidiy ?

Lauchlin Currie, in his Supply and Conirol of Money in
the United States (and ed., 1935, chs, vi, xv, and passim)
states very clearly that his purpose in wanting to contsol
reserves within narrow Limits is to control the volume of
deposit money witkin narrow limits.

It is interesting fo note that the Committee on Finance
and Industry, in keeping with the current view, have recently
recommended that the provindal banks should be required
to maintain reserve deposits with the Bank of England
instead of with their London clearing agents, and that the
reserve proportions should be regulated by the Bank. The
Committee believe that “the power of the Bank of England
to control the aggregate volume of credit in the country by
means of open-market operations and other measures essen-
tially depends on the rigidity of this ratio.” (Report, 1931,
Pp. 157160, esp. p. 160.)
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to accelerate or retard commitments and ex-
penditure rests upon its ability to set the condi-
tions under which money is created is not open
to question. But it does not follow that the
most significant measures of results are the
actual quantities of reserve money and mem-
ber-bank money, whether in the form of notes
or deposits, There are other gauges of the re-
. sponsiveness of the banking and business struc-
ture to a given course of central banking action,
and under some circumstances they are more
significant. Modern theorists who seize upon a
single criterion of inflationary and deflatioriary
action make the same type of mistake as the
Currency School, who judged of the responsive-
ness of the country banks solely by their circu-
lation.

It is necessary at the outset to observe the
importance of the financial center in the mech-
anism of control. The London banks were, with
some qualification, a self-contained system.
The country banks were not codrdinate with
them but a distinct system subordinate to them.
A relaxation of credit by the London banks did
not cause them to lose reserve money in favor
of the country banks as it would have done if
they had all been cotrdinate members of a
system. The country banks allowed their in-
crease of liquidity for the most part to take the
form of deposits created by the London banks
and open-market paper.

There were, however, possibilities of some
losses of reserve cash in favor of the country.
Let us consider the more important of these.

(1) To the extent that the expansion in Lon-
don led (indirectly) to an increase of the re-
quirements of the public in the country for
Bank of England notes and coin, the London
banks would lose reserve money. However,
since the country banks could expand their
own circulation to take care of part of this
demand (i.e., for notes of five pounds and over
in the agricultural districts and to some extent
in the commercial districts), the drain from
this cause was lessened.

(2) The country banks could vary their till
money, which of course tended to change Lon-
don reserves in the opposite direction. They
were not likely, however, to increase their till
money when credit was relaxing in London ex-
cept to the very moderate extent that increased

trade activity increased the volume of counter
payments or clearing payments made in Bank
notes, Any sudden increase of till money would
be the result of contraction, and any marked
reduction would be the result of improved con-
fidence in. the business situation. Thus the
change in the country banks’ preferences for
till money as against balances or liquid securi-
ties would tend to cause them to move in the
same direction as London. It might in fact am-
plify a given impulse from London.

But I should minimize the importance of
variations of the country banks’ holdings of
Bank notes and coin. In the first place, the till
money was small in amount except in the case
of threatened panic. Of greater significance is
the fact that the Bank’s actual procedure was

‘not to fix the circulation at some predetermined

level. As I shall attempt to bring out in later
chapters, the reserves of the London banks were
adjusted to requirements semiautomatically and
changes in the holdings of Bank notes and coin
by the country banks were small in comparison
with the many sources of loss and gain to the
reserve position in the financial center,

Conceivably the country banks as they be-
came more liquid might have decided to shift
reserve deposits from London private banks to
Branches of the Bank. It was also possible for
country traders to make a similar shift. But
there is no evidence that net transfers of ap-
preciable amounts over short periods actually
were made.

It has often been stated that the country
banks could defeat restrictive action by the
Bank by expanding their circulation at the
expense of Bank notes in the country and so
enlarging the reserves of the London banks.
There is no statistical evidence that this actu-
ally occurred, and a priori I see no reason why
the banks should be able to extend their cir-
culation in consequence of a contraction by the
Bank, or find it necessary to contract their
issues in consequence of an expansion by the
Bank %

(3) To a certain extent, borrowing at the
Bank by the country was alternative to borrow-
ing by London. If, when credit was relaxed in
London, the country banks or their customers

™ This point is discussed in detail in the next chapter.
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were in debt at the Bank Branches, they would
tend to reduce those debts with cheap London
money. Consequently, London discounts at the
Bank would tend to increase (or their repay-
ment to be retarded) or the reserve position of
London banks be weakened, in either of which
case the relaxation of credit in London would
be checked. Conversely, a tightening of credit
in London would tend to be offset in part by an
increase of country borrowing at the Bank
Branches, which would supply fresh reserves
to London.

With these exceptions the relaxation of credit
by London improved the liquidity of the coun-
try banks without reducing that of the London
banks, while a contraction deprived the country
banks of what to them was reserve without
causing any gain in cash to the London banks.
That is to say, the credit superstructure of the
country rested upon that of London, which in
turn rested upon the Bank of England.

Let us suppose a contraction of credit by the
Bank. The terms of credit would be stiffened
by the London banks and bill brokers. The
country banks would be required to move in the
same direction, for if they did not they would
gain bills at the expense of London balances and
bills less readily negotiable at the expense of
bills quickly convertible into cash in the Lon-
don money market. That is to say, traders and
manufacturers usually discounting in London
would tend to turn toward the country. Country
banks in the agricultural districts were nor-
mally buyers in the London bill market; those
in the manufacturing districts were normally
sellers. The former (assuming a refusal to
follow the lead of London) would tend to buy
more and the latter tend to sell less. But as
this tendency would impair the liquidity of the
country banks, they would be quickly forced
to move in the same direction as London.

In the meantime there would be a contraction

of outlay by London traders. Here we have 3,

direct cause of a contraction of outlay in the
country. We do not need to assume that the
contraction in the country was brought about
chiefly by the country banks, Markets in the
country were directly sensitive to those in Lon-
don. Moreover, an important margin of trad-
ers’ indebtedness in the country was financed
in London and was directly sensitive to the

London bill rate. But, in so far as outlay in the
country did not contract fast enough, the liquid-
ity of the country banks would be impaired, so
that by this route also they would be forced to
keep in step with the contraction in London.

Those who consider that the only adequate
measure of results is the amount of bank money,
and that the only way to insure the proper re-
duction of it is to have unquestionable control
over reserves (along with fixed reserve propor-
tions) would object to this view of member-
bank control as loose and indefinite. The answer
is, first, that the real aim should be the contrac-
tion of outlay. The country banks could safely
create such notes and deposits as the public
demanded so long as their doing so did not inter-
fere with the appropriate contraction of out-
lay. It was a common practice for traders to
hold bills as a form of reserve, and in periods
of pressure they would want to shift from bills
to balances as a precautionary measure. Meet-
ing an extra demand of this sort would not be
inconsistent with the appropriate contraction
of outlay.

Secondly, the objection presupposes that the
member bank under the modern English or
American system pays attention almost ex-
clusively to that portion of its cash resources
which is subject to regulation or rigid conven-
tion, whereas it is its condition of liquidity as a
whole which influences it to expand or contract.
Reserve cash which serves no other purpose
than of meeting rigid reserve requirements is so
much subtracted from liquid resources. The
liquidity of provincial banks depends fundamen-
tally upon credit conditions in the financial cen-
ter. By causing a contraction in the financial
center the central bank makes it more difficult
for the customers of the country banks and for
the country banks themselves to maintain a
proper condition of liquidity.

Undoubtedly the willingness of the country
banks to vary their liguidity as a whole would
render them somewhat less sensitive to credit
conditions in London; though this is a charac-
teristic of provincial banks under any system
of regulations. But I do not believe that a
change in the country banks’ liquidity prefer-
ence could give them any appreciable degree of
independence. The mass of tramsactions be-
tween London and the provinces was so great
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that a contraction of outlay in London leading
to a shift in the balance of payments of small
order of size would nevertheless be of large
order in relation to the liquid resources of the
country banks. Any disposable margin would
be rapidly absorbed. '

Nor would a variation in the country banks’
preference for London reserve balances — as
against a variation of general liquidity prefer-
ence — have had any special significance. A
willingness to get along with smaller balances
would only have reduced the reserve require-
ments of the London banks to a slight extent or
added a relatively small amount to traders’
balances. The London banks would have gained
no cash from the proceeding.

In this brief statement the technical diffi-
culties connected with the Bank’s control over
the money market have had to be ignored.
They will be considered in detail in Chapters
V-VIII.

I conclude that the country banks were not
in a position to pursue a policy contrary to that
of the Bank of England. The monetary diffi-
culties from which the country suffered are to
be attributed partly to the failure to master the
art of central banking by those in control, but
to a greater extent to weaknesses inherent in
the international standard of the period. The
rather general condemnation of the country
banking system by modern critics is, I believe,
due fundamentally to their failure to appreci-
ate the part played by the financial center in
the machinery of control. Believing that effi-
cient control is essentially control over the
quantity of bank money, they suppose that it
is necessary for all member banks to be related
directly to the central bank through reserve
requirements and through their holdings of
central-bank money. The mistakes of the con-
temporary critics were somewhat different, but
they were essentially of the same order.



CHAPTER II

CONTROL OVER THE COUNTRY BANKS:
CONTEMPORARY THEORIES

OGICALLY, the first problem in the con-
temporary theory of the control exerted
by the Bank of England over the country banks
is the question of how far the country circulation
competed with the Bank circulation. Further
questions concerning the Bank’s control could
scarcely arise unless it were found that the
country banks were limited to some extent in
serving as a source of money.

From the discussion of this first problem we
- shall turn (in section 2) to the theories of the
nature of the Bank’s control. The principal
questions arising here are (a) the kind of
equilibrium which the country banks were sup-
posed to enforce — whether of prices, interest
rates, or reserves as such; (b) the importance
assigned to London as the focal point in con-
trol; and (c) the extent to which the influences
of the gold-standard world were supposed to act
through the Bank.

Finally, we shall consider the theories of
those who asserted that the country circulation
was governed only by the demands of the pub-
lic, that the Bank influenced the advances of
the country banks but that such operations
were without monetary significance. The critics
of this view, we shall find, instead of pointing
to the monetary implications of the country
banking operations as a whole, seized upon the
circulation as the sole measure of the country
banks’ responsiveness.

1. Did the Country Circulation Compete with
the Bank Circulation to the Point of
Impairing Control?

Those who argued that the country circula-
tion was a superstructure resting upon the Bank
circulation early realized that they must show
that the competition between the two kinds of
issues was limited. Thornton, for instance,
pointed out that if, when the Bank contracted,
a supply of Bank notes came from the country

[28]

—an increase of country notes taking their
place in the country — control would break
down. But he reasoned that, though the Bank’s
notes did not circulate over any definable area
outside of London, an increase of the country
circulation would not come about as a conse-
guence of a contraction by the Bank.!

Ricardo followed Thornton’s reasoning.?
Replying to a question by Cobbett — “Does
this writer imagine, that the country-bankers
would not make money to supply the place of
any reduction at the Bank of England?” —
Ricardo stated that the country banks would
have to call in as many of their notes as the
Bank, if not more.® Later he stated that both
the country banks and the Bank contended to
fill as many districts as they could with their
respective notes. But his inference seemed to
be that the competition might prevent a pro-
portionate variation in the two kinds of issues
and not that a general contraction by the Bank
would permit the country banks to expand.*
Before the Committees on Resumption it was
generally held that a contraction by the Bank
would not afford the country banks an oppor-
tunity to enlarge the sphere of their circulation
but would force them also te contract.’

It was clearly recognized, however, that any
discredit of the country bank notes would lead
to their partial displacement by Bank notes

 Paper Credit, pp. 229-230. Any sudden and severe con-
traction in London, he claimed, would increase the demand
for Bank notes and gold in the country.

*The Bullion Committee followed the same reasoping
implicitly {Report, 5810, p. 28).

* Three Letiers on the Price of Gold Contributed to the
Morning Chronicle {London) in August-November, 1809,
edited by J. H. Hollander (1903). See the letter of Sept. 20,
1809, p. 19. Cobbett’s statement is given by the editor, p. 28.

*Ev., HC, 1819, p. 134.

* For example, see Samuel Gumey, Ev., H.C. 1819, p. 17¢;
Stuckey, Ev., HC. 1819, p. 246; Second Report of the Com-
mons Committee, H.C. 1819, pp. 19-20.
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(and that an improvement in their credit stand-
ing would lead to their reissue). The Commit-
tee on the Outstanding Demands of the Bank
claimed that the difficulties of the country banks
from 1793 to 1796 had caused more Bank notes
to be used in the country.® Thornton stressed
 the point particularly that a sudden restriction
by the Bank would cause an increased demand
for gold and Bank notes in the country because
of the discredit of the country bank notes.”
Alexander Baring, though agreeing that the
Bank had a certain measure of control, held that
the small notes of the Bank varied in the-op-
posite direction from the country notes ® (which
were mostly in denominations of £1 and £5).
In noting the general view that a contraction
by the Bank would be speedily followed by a
contraction by the country banks, the Com-
mons Committee in 1819 stated that it was
nevertheless obvious that, independently of any
action of the Bank, the country circulation was
liable to sudden contraction from discredit.®

It is clear, however, that these statements
did not imply that the country banks could
follow an independent course of action. This
was the main question, and not whether as a
matter of fact the two kinds of notes always
changed in the same direction and proportion-
ately.

The question whether the country banks
could defeat restrictive measures of the Bank
by extending their circulation became promi-
nent again following the panic of 1825. Aside
from the general question of the country banks’
ability to act independently, there was the
question whether they were able to do so in the
special circumstances of the period 1822-1825.
The Government, it will be recalled, after de-
ciding in 1819 to stop the issue of country bank
notes under £5 in 1825, decided in 1822 to pro-
long the period of issue to 1833.) A member
of the Bank Charter Committee claimed that
the reissue of small notes (following the exten-

* Third Report, HC. 1797, p. 9.

T Paper Credit, p. 230,

$Ev., HC. 1819, pp. 186, 201.

*Second Report, HC. 1819, pp. 19~20, Ricardo alsp
noted that amounts of the two kinds of issues in circulation
would be affected by the credit standing of the country
notes {(Ev,, H.C. 1819, pp. 134, 139).

® Correspondencs brtwaen His Majesty's Government
end . . . the Bank, PP. 1822, (116), x00.
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sion of the privilege) drove gold from the
country to London where it tended to expand
credit.’® Drummond ¥ and Palmer ** claimed
that the extension of the privilege was a large
factor in the country bank expansion.

Tooke,'* on the other hand, pointed out that
the law suppressing the small notes had not
come into operation when the privilege was
extended in 1822. Moreover, following the
opinion of Burgess, he contended that the coun-
try circulation declined from April (when the
intention of the Government was announced)
until the close of 1822, and that there was no
large increase from 1823 to 1825. Tooke’s
argument seems convincing. There is no reason
to suppose that the country banks would want
to stop issuing their small notes several years
before the law became effective. Nor does the
change in the amount of notes stamped in 1822
and 1823 support the view that the extension
of the privilege for small notes caused any
appreciable increase in their issue. In the
preceding chapter I have given reasons for
believing that Sedgwick greatly overestimated
the increase of the country circulation from
1823 to 1825,

The impairment of confidence in the country
banks accompanying the suspension of about
eighty of them *® during the panic of 1825 was
an important cause of the internal drain of gold
and Bank notes and thus aggravated the panic.
The extent, however, to which the drain as a
whole (for Bank notes and coin taken to-
gether) was due to the discredit of the country
banks and particularly of their £1 notes has, 1
believe, been exaggerated. It is probable that
the drain of gold alone was beavily influenced
by the discredit of the £1 notes,’® but it was

© B Ev., 1833, q8. 3064-69.

U Elemeniary Propositions on the Currency, 4th ed,, p. 62,

B Memorandum following his evidence, 1832.

 Hisiory of Prices, &, xx4-118, 118, 128-131. Tooke and
most others placed the first date when the issue of country
small notes should cease at 1823. Palmer placed it at 1825.
See memorandum following his evidence, 1832.

Tooke, it may be noted, criticized the extension of the
privilege in 1823 as “very weak and foolish™ (1, 114).

™ Palmer stated that, of the sighty private banks which
suspended during the panic, perhaps fewer than ten pro-
ceeded to bankruptcy (Ceuses smd Consequences of the
Pressure upon the Money-Mearket, p. 46).

® 1. Palmer, Ev, 1832, q. 620, and memorandim ap~
pended to his evidence.
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influenced also by the demands of depositors
and all others who desired to add to their re-
serves of coin. The withdrawals of gold and £1
Bank notes were not so large as one might sup-
pose from reading the discussions of the period.
The reduction of the Bank’s bullion on all ac-
counts from November 26 to December 24
was only £1,985,200,'7 and the increase of Bank
of England small notes from December 10 to
December 31, which was at the height of the
panic, was only £852,350. On the other hand,
the (nonseasonal) increase of Bank notes of
£5 and over from December 10 to December 31
was £6,396,200.'® It is of course impossible to
estimate the proportion of this amount which
went to localities where the country notes cir-
culated, but the increased demands of London
and Lancashire, where country bank notes were
not used, must have been large. Everything
considered, I believe that the causes of the in-
ternal drain were more general than has com-
monly been believed. It is true of course that
the demand for gold was far more serious than
the demand for Bank notes, since the reduction
of the bullion reserve was what provoked the
severe measures by the Bank. But it is impor-
tant to remember that the reserve was already
dangerously low and that the Bank was refusing
to discount before any serious runs on the coun-
try banks began.® Their weakness was the
last straw.

The alleged large increase of the country
circulation during the period 1822-1825 and
its partial discredit during the panic, instead of
being treated as owing to special circumstances,
were made the basis for the argument that the
country banks were generally able to expand
despite restrictive measures of the Bank, and
that their notes after having financed specula-
tion were liable to become discredited during
the “inevitable reaction” and cause another
panic.?® It was now claimed that the two kinds

* Report, 1832, app. 28 and 88,

™ Report, 1832, app. 83. See also Chart vu in the Ap-
pendix, below. There was a further increase of small Bank
notes to April 1, 1826, of £344.980.

™ Cf. Feavearyear, The Pound Sterling, Pp. 220-221.

* Liverpool and F. J. Robinson (the Prime Minister and
Chancellor of the Exchequer) held that the principal canse
of the panic was the rash speculation fostered by the coun-
try banks. As a remedy they proposed (1) to suppress the
£1 notes with the aim of establishing a gold circulation
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of issues competed to the point of impairing
control. And since the Bank had established
country Branches, whose circulation was gradu-
ally increasing, the argument appeared more

.plausible.

McCulloch, for example, stated that there
was no doubt that an overissue of the provincial
currency, if general, would render the currency
of London redundant, for it would contract the
sphere of circulation of Bank paper in the
country and force it back upon its issuers.”
Palmer and Raikes (the Governor and Deputy
Governor of the Bank) wrote to the Govern-
ment that the Court were impressed with the
belief that one of the evils of the system was
the collision of the country issues with those
of the Bank.?? Following the pressure of 1837,
Palmer claimed that the joint stock banks had
recently thwarted the contraction by the Bank.

throughout the country; (2) to establish Branches of the
Bank; and (3) to permit joint stock banks of issue outside
the London area, The object of the last two proposals was
to improve the quality of the paper used in the country.
{Communications between the Government and the Bank,
P.P. 1826, (z2), x1X.)

Smart reviews the discussion in Parliament regarding the
country banks’ connection with the panic (Economic Annals
of the Nineteenth Century, pp. 339~348). Canning and Peel
on the whole defended the country banks at this time. They
pointed out that no country notes circulated in London and
Lancashire, which contained two thirds of the wealth of the
nation, David Robinson, writing in Blackwood’s, also de-
fended the country banks against the charge of having
caused the panic (see his articles “Public Distress,” vol. xix,
1826, and “The Country Banks and the Bank of England,”
vol. xx11, 1827). At the Bank Charter inquiry Harman and
Samuel Gurney denied that the country banks had caused
the panic (Ev., 1832, qs. 2298, 2330, 3763). Thomas, how-
ever, believes that the country banks greatly enlarged their
issues pari passu with their discounts. He blames them for
increasing their issues without a larger metallic reserve —
they had not the same excuse as the Bank, which held a large
amount of gold. He supposes that the country banks ought
to bave considered themselves charged with a public re-
sponsibility for the regulation of credit. Implicitly be
adopts the view common among those of the era about
which he writes: that a period of boom imevitably leads to
a reaction and that any well-informed person should have
foreseen the panic, He speaks of the collapse as “inevitable,”
though at a later point he states that the panic vanished
“like a dream” when the Bank again discounted freely.
(Tke Rise and Growih of Joint Stock Boxking, pp. 53-63.)

B Historical Sketch of the Bank of England (x831), pp.
42-43.

= Correspondence and Minutes on the Subject of the
Renewal of the Bank Charter, P.P. 1833, (352), xxut1
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He doubted whether the joint stock banks of
issue and the Bank could permanently exist to-
gether.®® It is interesting to observe, however,
that at the inquiry in 1848, when the maiter
was no longer a live question, he told Peel that
it was immaterial whether the country banks
were permitted to issue without restriction,
provided their notes were adequately secured.?

Loyd was moderate in his criticism of the
country issues in his Reflections on Palmer’s
pamphlet. He doubted whether they were “ut-
terly beyond the control of the central issuer,”
though he thought they might expand tempo-
rarily in the face of a contraction by the Bank.?®
But in his Second Letter to J. B. Smitk he stated
that the country banks were wholly responsible
for the expansion of 1835—36, and quoted ap-
provingly the Report of the Secret Committee
of 1836 to the effect that the country banks
might thwart attempts of the Bank to control
the circulation.®® In his Remarks on the Man-
agement of the Circulation he criticizes the
view expressed before the Resumption Commit-
tee to the effect that the Bank circulation con-
trolled the country circulation. The paper
issues of different districts, he states, are not
analogous to those of separate countries. On
the contrary they ave “compeling issues,” since
an mportant portion of the Bank’s notes cir-
culates in the country. Where the issuers com-
pete, & void in the currency caused by one may
be made up by the expansion of another issuer.
When the Bank contracts, the effect is felt
principally in the immediate vicinity, but some
scarcity is felt in the country. Thé country
banks meet this scarcity in the first instance

B Causes and Consequences of the Pressurs wpon the
Money-Market, pp. 46-50.

M Ev., HC. 1848, qs. 1966-71. Palmer now states also
that he doubts whether it is possible to control the Bank
circulation, since what the public require they will have,
Whether the change in his attitude in this respect accounts
for his indifference toward limiting the country circulation
is not certain. Possibly his extreme dislike for the Act of
1844 affected his view,

® Reflections Suggesied by s Perusal of Mr. J. Horsley
Palmer's Pamphlet on the Couses and Consequences of the
Pressurs on the Monsy Market (1337), reprinted in Loyd's
Tvacis and Other Publications on Metallic and Paper Cur-
reacy, edited by J. R. McCulloch (1858), pp. 15-x7.

* Effects of the Administration of the Bank of England:
4 Second Latier to J. B. Smith, Esg. (1840), Tracis, pp.
196-a313.

not by contracting but by expanding** Later,
when in common with all other parties they are
compelled to follow the lead of the Bank, their
contraction is all the more rapid. He presents
figures to show that when the Bank contracted
between September 1834 and June 1836 the
country banks expanded. These figures, how-
ever, do not indicate that the country bank
circulation displaced the Bank circulation, for
the circulation of the Bank Branches also in-
creased during the period.?®

Drummond, Peel, and Torrens also claimed’
that the competition of the country issues pre-
vented control by the Bank.*® Torrens con-
tended that the Bank should supply all or none
of the circulation for the country. Even Hob-
house, who denied that the notes of the private

‘banks competed with those of the Bank, stated

that those of the joint stock banks had displaced
Bank notes from £1,200,000 to £1,300,000.2
Tooke thought that the country bank circulation
had not in fact interfered appreciably with that
of the Bank, but that it might do so in the
future.®

® Remarks on the Management of the Circulation; and
on the Condition and Conduct of the Bank of England and
of the Country Issuers, During the Year 1839 (1840), Tracts,
PP. 93-109. Norman's position was similar in 1832 (Ev,
1833, q. 2571}, In 1840 he added that the country motes
interfered with the London circulation because the country
banks would sell securities in London to discharge their
notes, thus producing a contraction in the London market
{Ev., 1840, q. 2630).

™ Taking monthly averages of weekly figures, the coun-
try bank circulation increased £1,504,000; the Bank circu-
lation in London contracted £1,586,000; and the circulation
of the Branches increased £3239,000.

® Drummond, Causes Which Lead to o Bank Restriction
Bill (1839), pp. 18~20; Sir Robert Peel, Speeches . . . in
the House of Commons, May 6th and 20th, 1844, on the
Renewal of the Bunk Charter (1844), pPp. 68-71; Rcbert
Torrens, A Leller Lo the Rizht Homowrable Lord Viscount
Melbourne, on the Couses of the Recent Derongement in the
Money Market, and on Banh Reform (1837), DpP. 5354
{But compare p. 48. Torrens attributes the competition of
the two kinds of hotes to the establichment of the Bank
Branches.) ® Ev., 1341, qs. 49-56.

® Ristory of Prices, o1, 194-197. He therefore suggested
that it might be desirable to suppress the country issues, his
object being to compensste the Bank for maintaining a
larger reserve as well as to give it more effective control
over the drculation. His reasoning at this point as to the
manner in which the country banks could compete with the
Bank in extending their circulation was essentially the sume
as the ressoning of the Currency School: that it was by
offering to lend at a lower rate than the Bank,
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It is not unreasonable to suppose that the
willingness of the public to use country bank
notes might have fluctuated to such an extent
as to constitute a problem for the central bank.
An increase of the country notes at the expense
of Bank notes would of course have tended to
increase the reserves of the London banks. But
there is no evidence that there actually was a
problem of this kind (or the reverse) during
the period for which the necessary data are
available (beginning 1833 ), and, excepting only
the discredit accompanying the panic, I do not
believe that there was such a problem during
the ’twenties.

Clearly we can not determine whether the
country bank notes displaced Bank of Eng-
land notes by following changes in the totals of
the two kinds of issues; for Bank notes circu-
lated mostly in London, and even those in the
country were used partly as till money by the
country banks. If we are to make a comparison
we should use, instead of the total circulation
of the Bank, the circulation of the Branches.
At no time during the period 1833-1847 did
the country bank circulation rise appreciably
when the Branch circulation fell; though dur-
ing a few periods, such as 1837-1839, it rose
more rapidly than the Branch circulation.
What impresses one most is the gradual rise of
the Branch circulation at the expense of the
couniry bank circulation. For answering the
specific question whether the country bank cir-
culation displaced that of the Branches over
short periods, even this comparison is not alto-
gether satisfactory, since, in addition to the
fact that the Branch notes were used partly as
bank till money, the country bank notes cir-
culated largely in the agricultural districts,
whereas the Branch notes were used more
largely in the commercial and manufacturing

districts. Nevertheless, taking such a compari-

son as the best available evidence, it does not
point toward any noticeable dxsplacement of
the Bank issues by the country issues at any
time.

Regardless of whether there was any ap-
preciable displacement of one kind of issue by
the other in a given community, the question
remains: Were the variations in the demand
for Bank notes in the country inconveniently
large, and were they larger than they would

have been if the country bank issues had been
fixed? When we place the variations in the
demand for Bank notes in the country in juxta-
position with all other factors tending to affect
the reserve position of London banks they seem
small indeed. Also they appear obviously
smaller than they would have been (assuming
business fluctuations to have been the same)
if the country issues had been fixed. It is true
that, if the additional currency required by the
public had had to come from the Bank in periods
such as 183536 and 1838-39, the Bank would
have had an additional lever on the market,
but the Bank was not lacking in means of con-
trol at those periods, since the market was
already heavily in debt to it.

In the single instance of the discredit of the
country banks in 1825-26, a contraction of
their issues greatly added to the problem of
relieving the panic, considering the methods
used. It should be observed, moreover, that
the discredit did not arise until after the Bank
refused discounts, which made it difficult or
impossible for the country banks to convert
good bills and government securities into cash
and placed their London correspondents in
difficulties®®“ Furthermore, there was nothing
to prevent the Bank from issuing £1 notes sooner
than it did: ©

We may conclude, therefore, that the sphere
of circulation of the country bank notes did not
change rapidly enough to constitute a serious
problem for the Bank except during the panic
of 1825, and that even then the difficulty
was due to the delay in the Bank’s issuing £x
notes.

The criticism to be made of Loyd is not
merely that he exaggerated the extent to which
Bank notes circulating in the country and coun-
try bank notes moved in opposite directions,
but that he reasoned that the country banks
could expand as a comsequence of a general
contraction of the Bank. He supposed that the
contraction would be almost immediately fol-
lowed by a reduction in that portmn of the
Bank’s issues which circulated in the country.
This was not the fact. And even on g priori

= According to Tooke, there was a severe run on several
London banks, of which three or four besides Pole and Com-
pany suspended (Comsiderations om the State of the Cur-
rency, 1826, p. 58).
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grounds there was no reason to believe that the
public would be more willing to use country
bank notes because credit was more difficult
to obtain at the Bank —or, to use his own
criterion of contraction, because the aggregate
circulation of the Bank was less.

2. The Nature of the Bank's Control over the
Country Banks

The idea that the country circulation was a
superstructure resting upon the Bank circula-
tion was probably a product of the Suspension
of Cash Payments. The writers of the Re-
striction period, observing that Bank notes

“were the ultimate money of redemption (even
though not formally legal tender), sought to
explain the mode by which the country circula-
tion was controlled so that it was maintained
at the same value as the Bank circulation.’
Now it was apparent that the connection be-
tween the Bank circulation and the circulation
of the country banks was not direct, for the
country banks dealt directly with the London
private banks and maintained no considerable
reserve of Bank notes. So the idea was devel-
oped that the Bank indirectly governed the
paper of the country by virtue of its control
over prices in London. The country banks, it
was said, being under the necessity of meeting
all demands which were made for London
money, had to regulate the issues in their dis-
trict in such a way that prices would be in
equilibrium with those in London. We can not,
of course, be positive to what extent they
reasoned that the only source of an unfa-
vorable balance with London was a disequilib-
rium of prices. But they seemed to reason
as if that were the only source worth men-
tioning.

Somewhat later, other kinds of equilibrium
which the country banks must maintain were
given more attention. It was pointed out that
interest rates in the country must bear a certain

% The Bullion Report, for instance (P.P. 1810, o), states
that “so long a3 the Cash paymenis of the Bank sre sus-
pended, the whole paper of the Country Bankers is a super-
structure raised upon the foundation of the paper of the
Bank of England” (p. 18; my italics). Thomton, however,
painted out that the Bank circulation governed the country
drculation before suspension “exactly in the same manner as
it has done since that event® The exchanges affected the
country banks only indirectly (Paper Credit, pp. 231-333).
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relation to those in London. Also, the idea that
the country banks must maintain an equilibrium
of reserves — that there was a demand for re-
serve as such — was developed to a certain
extent; though the great emphasis upon the
necessity of satisfying conventional reserve
requirements is more modern.

With the Resumption of Cash Payments the
idea that the country circulation was a super-
structure resting upon the Bank circulation was
not altogether lost, but it was emphasized dis-
tinctly less. Many writers apparently believed
that adherence to the gold standard had some-
how fundamentally altered the mechanism of
internal control. Logically one would have ex-
pected the new version to be that the discretion
of the Bank was limited by the requirements
of the foreign exchanges. Instead, they rea-
soned as if the credit superstructure of the
country banks rested upon gold directly.
Though it was generally recognized that gold
affected the country banks through the London
banks, I do not believe that the theoretical
implications of London’s position were as much
appreciated as they had been during the Re-
striction period. The Currency School held
that under a properly regulated system the
country banks would feel the effect of the for-
eign exchanges directly. One of the important
objectives of the Select Committee of 1841, for
instance, was to determine whether the country
banks regulated their issues by the foreign
exchanges.

Let us consider the theories in more detail.
Through a monopoly of the note issue in Lon-
don, said Thornton, the Bank could control the
issues of the Kingdom., He did not assume
that this control depended upon the use of Bank
notes as reserve by the country banks, for he
had already pointed out that a country banker
had only to provide himself with a credit with
his London correspondent, government securi-
ties, or bills discountable in London* The
Bank, he reasoned, controlled prices in Lon-
don, and the country banks had to regulate their
issues so that prices would be in proper relation
to those in London or they would have an ex-
cessive demand for bills on London.*®

This reasoning was approved by Francis

" Ev, HC. 1797, p. 80.

® Paper Credit, pp. 216-221, 133, 247.
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Horner in his review of Thoraton’s book. In a
classic passage interpreting Thornton, he says:

If a particular country banker is imprudent enough
to issue an extraordinary quantity of paper, while that
of the Bank of England does not exceed the demands
of London circulation, a local rise of prices will be
produced within the district of that country paper, but
prices in London will remain as before. In this situa-
tion, the holders of country paper, in order that they may
purchase goods where they are cheaper, will return that
paper to the banker, demanding in return Bank of Eng-
land notes, or at least bills upon London. The excess
of his notes will thus be continually retumed upon the
country banker, and he will at length find himself under
the necessity of limiting his issue to that quantity,
which the circulation of his own district can absorb.
The quantity of Bank of England paper may thus be
said to regulate the quantity of that which is issued by
the country banks.™

The Bullion Committee, of which Thornton
and Horner were members, followed this view.?”

Ricardo also had much the same theory in
mind, but in his letter to the Morning Chronicle
he stated that the country banks were obliged
to redeem in Bank of England notes®® This
form of statement could be interpreted to mean
that the country banks regulated their issues
according to the state of their reserves in the
form of Bank notes. Charles Bosanquet appar-
ently interpreted the view of Ricardo and the
Bullion Committee in this way, though the
Bullion Report, which he was criticizing par-
ticularly, stated that the country banks must
redeem in either Bank notes or bills on Lon-
don.® The country banks, Bosanquet argues,
regulate their issues according to the assets
they have in London with which to pay them,
and without much reference to the quantity of
Bank notes in their till. “What is there in this
evidence to sanction the opinion, that bank
notes either generate or limit country notes?”
Ricardo replies that there is no material differ-
ence whether the country banker pays in Bank
notes or in bills on London. In the latter case
his deposit in London which he considers neces-
sary for the safety of his establishment is re-
duced, and he is required just as effectively to

® Edinburgh Review, vol 1, p. 190 (October 1802).

¥ Bullion Report, PP. 1810, mI, 28.

® Three Letters on the Price of Gold (letter of Sept. 30,
1809), p. 19. This seems to be implied ako i The Higk
FPrice of Bullion, Gonner edition of Essays, p. 32.

® Bullion Report, PP. 1810, 1m1, 28.
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restrict.* It is the relatively high prices in the
country which cause the demand for bills on
London and this demand can not be abated with-
out restricting the amount of notes in the
country.

It is evident that Thornton, Ricardo, and
their contemporaries did not conceive of the
problem as one primarily of maintaining proper
reserve ratios.** Though they stated that the
country bankers must maintain London bal-
ances (and quickly convertible securities) at a
level consistent with the safety of their estab-
lishment, they thought of these reserves merely
as working reserves, the size of which per se
was not important. The equilibrium which they
thought it necessary to restore was a price
equilibrium; the loss of reserve was only a
symptom. They considered that a failure to
maintain price equilibrium would quickly im-
pair the liquidity of the country banks, regard-
less of what it might be to begin with.

This belief that a disequilibrium would be
registered in a change in price relationships be-
tween London and the country was the weak-
ness in their theory. There would scarcely be a
time sequence between the movements of prices
in the two areas except for differences in the
types of markets** A lack of liquidity of the
country banks was a symptom of a relatively
excessive outlay by the country, including out-
lay in London; and the cure for it, in so far as
it lay within the power of the country banks to
bring about a readjustment, was a contraction
of outlay. However, I do not regard this mis-
take as of major importance. They were cor-
rect in their main contention: that the country
banks must maintain equilibrium with London,
whereas the Bank could govern credit in Lon-
don without effective intervention from the
country.

* Reply to My Bosanguet’s Practical Observations on the
Report of the Bullion Committee (1811), ch. vii. Bosan-
quet’s statements are quoted by Ricardo. See especially
PP. 129-130, Gonner edition of Essays.

2 However, compare Viner, Studies in the Theory of In-
ternational Trade, p. 158. It may be moted that Ricardo,
in order to meet Bosanquet’s argument, included the coun-
try banks’ government security holdings in the same cate-
gory with their Bank notes and London balances (loc. cit.).

# Thomton in fact stated that a local rise of prices would
be checked while still scarcely perceptible (Paper Credit,
pPP. 217-219).
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The idea that the central bank, in order to
compel the country banks to move in a given
direction, must act through the financial center
was an important contribution. We can not be
certain, however, whether the general theoretical
importance of the idea was fully appreciated
or whether it was supposed to be applicable
only to the case of a depreciated paper cur-
rency.

Joplin, in his earlier writings, follows the view
that the kind of equilibrium which the country
banks must maintain is an equilibrium of
prices.*® He also retains the idea that the influ-
ences bearing upon the country banks operate
through the financial center.** However, Eng-
land being now on the gold standard, he does
not say that prices in London are governed by
the Bank, The power of the Bank seems to be
merely that of moderating the effect of gold
movements.

In his later work Joplin seems to consider
that the equilibrium which the banks must
maintain is one of reserves to notes and depos-
its. Following Pennington, he explains how the
London bankers “are enabled upon a deposit
of any sum in gold or Bank of England notes,
to create five times its amount in bank money,”
and then how this increase of London deposits
leads to a “second new creation of money in
the country.” * Passages such as these clearly
imply that member-bank money is governed by
the quantity of reserve together with the re-
serve proportions.

But Joplin denies that the country circula-
tion is governed either by the Bank or by the
foreign exchanges.*® Directly, he states, the

#«Not only must the currency of the kingdom, and its
scale of prices, be at that level, which will bring its trade to a
balance in commodities with foreign nations, but the cur-
rency and prices in each county must bear that proportion
with the rest, which shall bring its trade with them to such
a balance; and, when any inequality takes place, an internal
balance of payments must arise, by which to adjust it*
(Views on the Currency, 1818, pp. 155-156).

“ch banker's funds in London,” he states, *are to him
consequently, what gold is to the bank of England® Joplin
proceeds to explain how all balances can be settled with bills
on London (Views on the Currency, pp. 154-157).

“Currency Reform (1344), pp. 3845, sy. Compare,
however, the statement (p. y4) that deposits are local
money “created by the public ather than by the bankers™

@ An Exominalion ¢f the Report of the Joint Stock Bank
Commitize (3d ed. 1837), PP. 54-57-
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quantity issued reflects the relation between
the “economy” and “expenditure” of the coun-
try. By this he means concretely that the state
of confidence and degree of enterprise affect
the volume of loans and through the latter the
amount of the country circulation®” He be-
lieves that the possibility of multiple expansion
and contraction causes the banking system to
be inherently unstable, It is to prevent the
multiple expansion as far as possible that he
proposes that notes should have a gold reserve
of 100 per cent (or what he regards as the
equivalent),*

Detailed criticism of Joplin seems unneces-
sary. Much of his argument is hopelessly con-
fused. However, his views in many respects
exemplify the transition from the theories of
control prevalent in 1819 to those which were
common in the middle of the century, particu-
larly among those who favored the Currency
Doctrine.

Pennington gave an excellent description of
the credit machinery through which the Bank
operated to produce such effects as it could,
but it was not for the purpose of showing that
the Bank had a close control over the country
banks. Rather it was to support Tooke’s argu-
ment that “country bank notes, private paper,
and credit, are susceptible of considerable in-
crease or diminution, without a corresponding
enlargement or contraction of the basis on which
they rest.” * He first explains how the Londoa
private banks, as a system, can create deposit
credits on the basis of a reserve of coin and Bank
potes in a manner similar to the issuance of
notes. He then explains how the country circu-
lation is in turn dependent upon this “money
created by the London bankers.” ® He does not
assume, however, that the bankers (in either
London or the country) have approximately
constant reserve proportions, but that they vary

¥ Currency Rejorm (1844), pp. 24-28.

% in Analysis and History of the Curremcy Question
(1833), pp. 163-166, 192; Currency Reform, pp. 61-84.

* Paper by Pennington in appendix to Tooke’s Letter fo
Lord Grewvills (1829), p. 117.

* Ibid., p. 117 ¢f seq. In a later communication to Tooke,
Pennington shows that the London banks can use 23 reserve
deposit credits at the Bank as well as Bank notes (History
of Prices, 1, 3Y7-378). Forfurtherdnumn(thupomt,
see Chapters IIT and XTI below.
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materially.”® During periods when prospects
are good, he states, bankers are willing to allow
reserves to get relatively low in order to in-
crease securities, whereas in periods of distrust
they are anxious to increase reserves.”? Never-
theless, such control as Pennington supposes to
exist operates through the necessity of main-
taining an equilibrium of reserves to notes and
deposits.

In view of Pennington’s apparent understand-
ing of the fact that the Bank could influence the
reserve position of other banks, it is surprising
that he did not suggest that the changing de-
mand for reserve by the member banks could
be compensated by the Bank, Instead, he sup-
poses in much of his discussion that the
banking system as a whole — the central bank
included — expands until checked by an outflow
of gold.®® The provinces are left unchecked
during the period before the exchanges create
pressure. It is true that in a later pamphlet he
suggests that the Bank should create abundance
or scarcity of money as desired,** but he makes
little of the point.

Torrens also emphasizes reserve relationships
between the country banks, and he points out
that reserve ratios are high in periods of confi-
dence and low in periods of pressure. But, in-
stead of supposing that these changes in the
demand for reserve are the cause of the insta-
bility, he argues that, if the “circulating money”
in the metropolis were all gold, there could be
no overissue in the country for any considerable
period.®®

Thus there was a gradual abandonment of

¥ See particularly his letter to Tooke in 1838, loc. cit.,
p. 369. Concerning Torrens’s interpretation of his earlier
paper (published in Letter to Lord Grenville), Pennington
tells Tooke that he never intended to say that “every million
of notes issued by the Bank of England forms the basis of
five millions of deposits.”

" Paper in Letter to Lord Grenville, pp. 121-123.

*® Letter to Tooke, History of Prices, I, 371.

“ 4 Letter to Kirkman Finlay, Esq., on the Importation
of Foreign Corn, and the Value of the Precious Metals in the
Difierent Countries (1840), pp. 101-102.

® Letter to Lord Melbourne (1837), Pp. 17-19, 48-54. In
the Inquiry into the . . . Remewal of the Charter (and ed,
1844), PP. 3943, Torrens reverts to the jdea that the coun-
try banks are controlled — though in a faulty manner — by
the necessity of maintsining price equilibrivin, but it is price
equilibrium with the outer world instead of with London
merely,
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the view that the country banks were required
to keep in step by the necessity of maintaining
price equilibrium with London. More emphasis
was placed upon the relation of reserves to
notes and deposits as such, but without any
confidence that control through reserves was
feasible. There was also an odd confusion as to
the nature of the problem: the argument was
likely to shift without warning to a supposed
situation in which the country banks were re-
quired to maintain equilibrium directly with
the international standard rather than with the
Bank or with London.

The influence of the Bank upon the country
banks by means of cheap credit was empha-
sized by some observers from about the time
of the Bank Charter inquiry. Palmer is asked:
What effect does an increase or decrease of the
Bank circulation have on the country circula-
tion? He replies that a material increase of
the Bank circulation, “the pivot of the general
circulation,” tends to reduce the rate of inter-
est, and so makes it difficult to find beneficial
investment for money sent to London. Coun-
try bankers are forced to resort to their im-
mediate neighborhoods for new channels for
surplus money, which tends to increase the
country circulation at an early period after the
London circulation has increased.®® Later, in
referring to the pressure of 1836, Palmer states
that the country banks adhering to a lower rate
than the London rate had to take additional
securities (i.e., bills), but as their “surplus
funds” in London were soon absorbed they
adopted the London rate.”’

Though Palmer evidently considers that the
change in the terms of credit is made effective
through the reserve position of the country
banks, he does not intend to emphasize reserve
relationships as such — any more than Thorn-
ton did when he stated that the country banks
must reduce their issues when prices fell in
London. I believe he has in mind an equilibrium
of local discount rates with the London market
rate, the latter being in turn influenced by the
Bank.

However, Palmer stresses the point that the
control over the country banks is very loose.

® Fv., 1812, q. 361.

* Causes and Comsequences of the Presswre wpon the
Money-Market, p. 37.
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In his evidence he hastens to add that a diminu-
tion of London issues does not have an equally
rapid effect in reducing the issues of the interior,
and that the latter may increase without any
originating cause at the Bank."®

The influence of the London rate upon the
country banks is explained also by Stuckey and
Hobhouse. Stuckey tates that when the gentle-
men in London who manage the circulation
“apply the screw,” the country banks must
restrict. But, unlike Palmer, he denies that a
contraction of advances causes any appreciable
contraction of notes. Notes contract only with
a fall of prices, and the fall of prices is caused
only by the action of the Bank and not by the
country banks.” Hobhouse states that the low-
ering of the rate in London tends to reduce
country bankers’ money employed there and to
increase investments in the country., While the
country circulation might be indirectly affected
it would not be the instrument either for in-
creasing the country advances or raising
prices.%

Gilbart’s position is fundamentally similar,
Easy credit in London facilitates additional ad-
vances by the country banks, and, though the
advances do not automatically increase the cir-
culation, they may help stimulate trade and lead
indirectly to an increased demand for notes,
But he does not appear to see the monetary
significance of the increase of advances, since
he insists that if any other capitalist made

® Ev., 1832, q. 361. Palmer is then asked {qs. 368-376)
if the country circulation is mot regulated by prices. He
replies that there is no doubt of it; and he agrees that the
country banks can not maintain a larger circulation than
the wants of their district require. But it is clear that he
considers that the advances of the country banks are to a
large extent responsibie for the situation out of which the
demand for notes arises.

" Ev., 1341, Qs. 460472, Sas-sso, Stuckey mentions
another point of contact between the London money market
and the local rate. He says that, whem money is tight in
London, commercial houses demand prompter payment from
customers in the country and the latter must apply to their
country banker {qs. 643-644). See also Stuckey's evidence,
H.C. 1819, p. 246. In his evidence in 5833 he states that, in
principle, the country banks are liberal when the Bank is
liberal (qs, 1024-28). See also Easthope's evidence to the
samne effect, 1832, q. 5013, James states that the first effect
of scarce money is felt in London; those who can not get
it there go to the country (Ev, 1841, q. 1505).

®Ev, 1841, qs. 165-234.
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these advances they would have precisely the
same effect.” _

Thornton, Ricardo, and their contemporaries
had not specially defined the kind of country
media which the Bank controlled. It seems
probable that the superstructure in the country
which they really had in mind was the note cir-
culation together with all credit substitutes, for
they clearly recognized the effect of deposits and
bills upon prices. ¢ Since it was the relation of
prices in the country to prices in London which
they considered important rather than the ratio
of country bank reserves to certain liabilities
of the country banks, it was not necessary for
their purposes to state precisely which of the
latter were significant for purposes of control.
'The Committees in 1819 and 1832 usually asked
the question in some such form as: What effect
does the Bank circulation have on the country
circulation? No doubt in many instances they
were merely adhering to the phraseology of a
former period in which notes were the most im-
portant form of credit issued by the country
banks, without any intention either of including
or excluding deposits. If they thought about
the matter they may have considered that the
credit substitutes would vary generally with the
notes,

The question of the kind of country bank
media over which the Bank exerted control did
not become important until the banks came
under attack following the panic of 1825. Then
the discussion took an odd turn. The Currency
School contended that the control over the
country banks which really mattered was
control over their circulation, and that such
control the Bank did not have for practical
purposes. The country bankers and their sup-
porters, on the other hand, claimed that the
Bank could influence only their advances, but
that such advances were witkout any monetary
significance. The Bank’s influence over the
country circulation, they claimed, was entirely

® Gilbart, Ev., 1841, gs. 979, 1032—44. Even Loyd con-
oedes that a rise in the Bank rate tends to “produce a con-
tractive effect upon the country circulation, and still more
on the statz of confidence and of the auxilisry currency™
{Scparation of the Deparitments of the Bank, 1844, Trecis,
p. 264},

“ Thomton, Psper Credit, pp. 3943 ; Ricardo, Proposals
Jor sn Ecomowical and Securs Cwrrency (and od., 1816),
Essays, pp. 160-161,
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indirect. It possessed such influence not
through being able to induce the country
banks to issue more notes, but by itself stimu-
lating trade and making it easier for the coun-
try banks to increase advances, and so causing
the public to require more currency. In the
next section we shall consider theories of this
order.

3. Theories that the Country Circulation was
Governed by the Demand and that the Bank
Infiuenced it only through the Demand

It should be borne in mind that the theories
we are dealing with in this section were devel-
oped principally during the agitation for bank
reform, Contemporary writers were interested
in assessing blame for credit fluctuations. The
Currency School were attempting to prove that
the country banks were not responsive either
to action taken by the central issuer or to the
. foreign exchanges. But, owing to the fact that
they directed their criticisms at the circulation,
which they considered the real source of the
disturbances, the question whether the country
banks could be adequately controlled tended to
drift into the question whether banks had a
peculiar power of initiating credit and price
inflation through their note issues.®® The coun-
try bankers, therefore, instead of arguing the
question of control as such, concentrated their
efforts on trying to prove that their note is-
sues responded passively to the demand and
so could not be responsible for credit fluctua-
tions.*

The question whether the country circula-
tion was governed by the demand was argued
on two different grounds, though frequently
they were not kept distinct. First, did the de-
mands of the public govern the issues of a
system of banks in the same sense that it gov-
erned those of an individual bank? As the
question was often phrased by contemporary
writers, did the prompt presentation of notes
serve as a check against a general overexpans:on
or merely against a disproportionate expansion
by any given bank? Secondly, was the country

* See, for example, the minutes of the Select Committee
of 1840, passim (P.P. 1840, Iv).

* Being not unwilling, however, to hold the Bank re-
q;onsi];leforcmdnﬂumnnmthzyﬂguedthatumuld
expand its issues and thereby generate speculation.
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circulation in the aggregate capable of initiat-
ing or amplifying an increase of transactions
and rise of prices?

The idea that an individual bank could not
issue a disproportionate amount of notes goes
back to Thornton and his contemporaries.
Many of the country bankers, however, when
the attacks upon them began in the ’twenties,
argued that all banks taken together were pre-
vented from overissuing by the prompt presen-
tation of their notes by other banks., When they
stated that they were limited by the demands
of their customers they did not mean — at this
stage — merely that notes were only one kind
of circulating medium, the demand for which
could be fully satisfied provided there were
proper limitations on the creation of general
purchasing power. They apparently meant —
at least they allowed others to believe that they
meant — that expansion was limited by the
demands of the public, even supposing that note
expansion represented general expansion. Kirk-
man Finlay, for example, stated that there
could be no overissue in Glasgow because any
notes in excess of the wants of the public would
promptly find their way into some other bank
and be presented for payment.* A similar mis-
take was made by the Lords Committee on
Promissory Notes, by Mushet, and by many
others.%

The fallacy of supposing that prompt pres-
entation was a guarantee against overexpan-
sion by a system of banks was exposed by
Joplin, Pennington, Palmer, and others. Joplin
pointed out that banks were a check upon one
another only in the sense of preventing any one
bank from exceeding its due proportion of the
whole.*” Pennington stated that if any one bank
should improvidently extend its discounts or
other securities, it would be warned of its im-
prudence by an inconvenient diminution of its
reserve, But the extension, he adds, does not

® Ev., HC. 1826, p. 59.

* Report, HL. 1826, pp. 5-6; Effect of the Issues of the
Bank of England, p. 206.

* Views om the Currency, p. 153. Joplin was arguing
against the point that competing banks in London would
give adequate safeguards against overissue, but be did not
HRistorical Sketck of the Bank of England (1831), pp. 47-48.
was defective,
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actually take place so suddenly or so largely as
to create that sort of inconvenience,

It is slowly and gradually, when credit is high and
expectation on the wing, and under circumstances which
encourage extraordinary speculation, that bankers are
induced greatly to extend their circulation; each being
persuaded that, at such a period, his competitors will
pursue the same course, and, by so doing, prevent the
inconvenient payment to each other of large balances,
at the period of mutual liquidation.”

Despite this excellent refutation, many of
the country bankers and their supporters con-
tinued to argue that prompt presentation of
notes prevented overissue by a system of banks,
Such, for example, was the position taken by
Stuckey, Gilbart, and Fullarton,® though not
by Tooke and Mill. The Currency School, on
the other hand, continued to point out the error
in this view.™ _

It should not be supposed, however, that the
argument of the country bankers that their
circulation was governed by the demand rested
- simply upon such weak ground. Their chief
argument was that country notes were only a
small portion of the total paper credit of the
kingdom, that they were issued only for local
payments and not in the discount of bills for
large mercantile transactions, and that conse-
quently they could not influence speculative
transactions or the price level. Here their argu-
ment was on somewhat better ground.

Some of the country bankers had stated be-
fore the Committees in 1819 that their circu-
lation was governed by prices and the volume
of transactions.”™ The Committee of Country

" Pennington's paper in Tooke's Letier to Lord Grenville,
pb. ta1-122. See also his letter to Tooke in History of Prices,
o, 370 o seq. Pennington showed clearly that one theory
covered both deposit and note expansion.

Palmer held the same general position {Ev., 1831, q. 912
el seq.).

® Stuckey, Ev,, 1841, q. 627; Gilbart, Ev,, 1841, q. 1361;
Fullarton, Regulation of Currencies, ch, v.

™ Loyd stated that the frequent interchange of Dotes be-
tween banks preserved the proportions of their issues sccord-
ing to the state of their business; but it would not prevent
sll of them from overissuing simultaneously (Ev, 1840,
q. 3867; soe also Norman, q. 3148 ¢ 329.).

® Hudson Gumey (of Norwich), for instance, stated that
his notes were limited by the demand for the transfer of
goods, and were influenced by the Bank only through the
medium of prices (Ev, HC. 1819, p. 249). Samvel Gurney,
who dealt with the country banks, stated that an increase of
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Bankers (1833), of which Hobhouse was chair-
man, claimed that the country circulation was
no more than a tenth of the total paper which
might have a bearing upon depreciation and
appreciation.” Granting, therefore, that the
country circulation was proportionately respon-
sible for inflation, it was approximately true,
they claimed, that it was governed by the de-
mand. But they denied that it was in fact
responsible at all for inflation. Speculation,
they claimed, started with influential merchants,
whose borrowings for the purpose of holding
stocks of goods were not taken in the form of
country bank notes.”™ In his evidence before
the Select Committee in 1841, Hobhouse elabo-
rated these points. The country notes, he said,
were used almost entirely in agricultural dis-
tricts. They were issued only for the purpose
of making local payments. They were rarely
used in discounting bills, and so could not be
used for financing speculative mercantile trans-
actions.™

Stuckey’s argument before the Committee
was essentially the same and need not be given
in detail. The point which he stressed most
was that the country circulation was determined
almost wholly by the money volume of trans-
actions and the general prosperity in the agri-
cultural districts.™

Gilbart’s position can also be given briefly.
An increase of the country circulation, he stated,
was the result and not the cause of a rise of
prices or an increase of trade activity. His
special contribution was his study of the sea-
sonal variations of the circulation and of the
factors which lay back of them. His aim, of
course, was to show in detail how the circula-
tion responded to the demand for it. He stated
that the circulation of London, which at this

Bank paper mave such a faclity to the payments of the

kingdom that transactions became greater, and 5o a greater
country circulstion was required (Ev., HC. 1319, p. 174).

" Presumably toial paper meant deposits, circulating
bills, and notes.

™ Memorial of the Committee of Country Bankers,
June ¥z, 1833, PP.1833, (457), xxar The Committee
went to the extreme of stating that, considering the “dis.
tinctive character® of the country notes, they wouald be
found to aid production and therefore to afiord the means
of paying for ager imports instead of causing them.

™ Ev, 1841, qu. 947, 9b-112.

™ Ev, 1841, 05. 456494, 515-538.
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point he regarded as governed by the demand,
the circulation of the English country districts,
of Scotland, and of Ireland, each had its own
seasonal pattern. Though he did not have
available the statistics of the factors bearing
directly upon the seasonal variations, his ex-
planation was of the type which one would see
today.”™

So far as the country circulation was con-
cerned, Tooke, Fullarton, and Mill agreed with
Gilbart and the country bankers.” But they
took exception to the latters’ statements that
the Bank of England (unlike the country banks)
issued notes at its own initiative,™

The statements of the country bankers and
their supporters that their note circulation de-
pended upon the demands of the public have
been interpreted by the Currency School and
by some modern writers ™ to mean that the
amount of their advances depended upon the
demands of the public. Gilbart and Fullarton
did indeed argue that the Bank of England
could safely satisfy the legitimate demands of
trade for discounts,®® but they did not apply
that theory to the country banks. The country

®™ Gilbart, Ev., 1841, qs. 912-041, 951, 983. See also his
article, “The Laws of Currency,” Journal of the Statistical
Society, vol. xvo.

Y Tooke, An Inquiry into the Currency Principle (1844),
ch. viii; Fullarton, Regsdation of Currencies (1844), ch. v;
J. S. Mill, “An Inquiry into the Currency Principle, by
Thomas Tocke,” Westminster Review, vol. x11 (1844).

™ With regard to the Bank of England circulation, Gil-
bart wavered. Part of the time he stated that it responded
to the “laws” of demand; but when he was criticizing the
Bank’s policy, he stated that it was controlled by the Bank.
(Ev., 1841, gs. 019, 955, 995, 1031, 1362.) Hobhouse {gs.
237~241, 274) and Stuckey (qs. 460, 6os) also stated that
the Bank managed its circulation. Tooke, Fullarton, and
Mill (in 1844), on the other hand, contended that the Bank,
like any other bank in this particular, was entirely passive;
that the level of its issues depended upon the demands of

the public. See Tooke, Currency Principle, chs, x—xi; Mill's .
review, Westminster Review, x11, 592; and Fullarton, Regu-

Iation of Currencies, pp. g4—97. 'Tooke criticized particu-
larly the evidence (1841) of Hobhouse and Gilbart in this
regard (Currency Principle, pp. 55-58).
* ™For example, Mises, Theory of Moncy and Credit,
PP- 343-345; Feavearyear, The Pound Sterling, p. 250,
®Gilbart, Ev., 1841, gs. 955-959, 1026—28, 136264
Fullarton, Regulation of Curremcies, p. 108. Such state-
ments are not in the writings of Tooke or Mill. Fullarton,
it may be poted, stated that the Bank should curtail credit
when the balance of payments was against England (pp.
1561573,

CENTRAL BANKING CONTROL 1819-1844

bankers, as well as Gilbart, insisted that the
amount of their circulation was not determined
by the amount of their advances. Though they
had no exact conception of what governed
their advances, they did not argue that the
latter were governed by the legitimate demands
of trade. Their position was that their ability
to extend accommodation depended directly
upon their available resources, which in turn
were influenced by the liberality of the Bank in
London.® Tooke also pointed out that the
country banks must attend to the “conduct” of
the Bank in making advances.?

The real weakness of their position lay in
their denying the monetary aspect of their ad-
vances. Even though the level of the circula-
tion did depend proximately upon the demands
of the public, it was still true that the banks
were able to contribute toward an increase of
money outlay through the creation of deposits
and notes taken together. But they denied that
their influence on business commitments dif-
fered in any way from that of any other capital-
ist who advanced an equal amount.®

Loyd, Torrens, and Peel, however, consid-
ered that the proper measure of the respon-
siveness of the country banks to the foreign
exchange and to changes in the Bank circulation
was the movement of their circulation. In view
of the fact, therefore, that the country circula-
tion obwously did not vary with the Bank cir-
culation, they denied that there was adequate
control. They looked upon bank notes and coin
as the basis of all other credit, and so they con-
cluded that, if the basis were not controlled,
the credit superstructure could not be. How
was it poss:ble, they reasoned, for the country
banks to attend properly to the action of the
Bank and at the same time satisfy all demands
for what constituted the basis of credit? To
Loyd and Peel the statement that the country
circulation was governed by prices meant that
the country banks aggravated any tendency
toward inflation or deflation.®

S They sometimes stated that their advances were made
from their capital, ie, cash resources. See, for example,
Hobhouse, Ev,, 1841, q. 35.

®=Stuckey, Ev., 1833, qs. 1024-28; 1841, qs. 460, 473.

Wilkins, Ev., 1832, q. 1607. Hobhouse, Ev,, 1841, gs. 305
233. " Currency Principle, p. 45.

® See Gilbart, Ev., 1341, q. 1034
= For Loyd’s position, see Ev., 1840, qu. 2730, 2800, 2982,
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4. Conclusion

Logically the first question in the theory of
the Bank’s control over the country banks is to
what extent the country circulation competed
with that of the Bank. The Bullionists during
the Restriction period, anxious to show that the
Bank was responsible for depreciation, con-
tended that competition was on such a limited
scale as not to impair control. They admitted
that the spheres of circulation of the two kinds
of notes varied somewhat, and they clearly
recognized that the discredit of the country
notes (and the restoration of confidence in
them) caused a divergent movement of Bank
notes and country notes. But they assumed
that such changes in the demand for Bank
notes could be compensated by appropriate
action on the part of the Bank.

After the panic of 1825 the critics of the
country banks, including the Government dur-
ing the panic and the Bank officials, claimed
that competition between the two issues seri-
ously interfered with control by the Bank. It
was supposed not only that the country circula-
tion was under very inefficient control by the
Bank, but that it frequently expanded as g con-
sequence of a contraction by the Bank, the void
in the circulation created by the Bank giving
the country banks opportunities for the profit-
able extension of their own.

On logical grounds this argument seems to be
without merit. A general contraction of credit
by the Bank would not increase the willingness
of the public to use country bank notes. Never-
theless, the question remains whether variations
in the country circulation caused a variation in
the demand for Bank notes (and coin) to an
inconvenient extent. I do not believe there was
an important problem of this kind after the
panic of 1825. At no time from 1833 to 1847
did the country circulation rise appreciably
when that of the Bank Branches declined,
though there were periods in the ’thirties when
the former rose more rapidly than the Branch

2097, 3013; Remarks on the Management of the Circulation
{1840), Tracts, pp. 96-115; Second Leiter to J. B. Smith
{1840), TYyecis, pp. 215-311. See also Norman, Ev., 1340,
g, 3018-36; Torrens, Renewal of the Charier (and ed., 1844),
PP 39-43; Peel, Speackes . . . on the Rencwel of the Bank
Charter (3844), Pp. 29, 68-71.

41

circulation. After 1839 there was rather a grad-
ual decline of the country circulation and a
gradual increase of the Branch circulation. To
view the problem in true perspective, it should
be borne in mind that the changes in the demand
for Bank notes arising from changes in the
country bank issues made up only one among
many of the factors tending to affect the re-
serve position of the London banks. (They
were on the same footing with changes in the
country banks’ demand for till money.) If we
suppose that the Bank maintained the circula-
tion at some predetermined level the problem
seems difficult to cope with. But, as I shall
later attempt to show, the procedure of the
Bank and of the money market permitted the
London banks to adjust reserves to require-
ments semi-automatically.

Let us turn to the theories of the mechanism
of the control over the country banks. It was
observed during the Restriction period that the
Bank’s control over the country banks was not
direct, since the country banks held few Bank
notes but maintained working reserves mostly
in the form of London balances, bills discount-
able in the London market, and government
securities. The theory was developed that the
Bank controlled prices in London and that the
country banks in order to prevent a persistent
adverse balance of payments had to maintain
prices in their districts in equilibrium with
those in London. It was realized that the coun-
try banks had to maintain a margin of liquid
resources, particularly in London, for the pay-
ment of notes and drafts; but no special impor-
tance was attached to the form in which they
were held, or to the proportion of total avail-
able resources to liabilities provided they were
large enough at any given time to meet prob-
able demands. That is to say, they considered
the need for a working reserve, but they were
not thinking of the demand for reserve-—in
the sense of a coefficient to be applied to the
amount of reserve-—as a factor controlling
the amount of country bank liabilities.

The idea that the country banks were con-
trolled through the financial center was an im-
portant contribution. The main criticism of
the theory is that it supposed that disequilibrium
with London would be registered in a dis-
crepancy in prices. To say that the required



CHAPTER III1

THE “MODUS OPERANDI” OF THE DIS-
COUNT RATE AND SECURITY OPERATIONS:
HOW THE BANK INFLUENCES
THE MONEY MARKET

HE discussion of the modus operandi of

Bank rate involves two problems that are
logically distinct. First, there is the question of
the means by which the Bank could produce a
given scarcity in the money market. Second,
there is the question of the manner in which
monetary changes — whether conceived of as
acting through the currency or money rates or
both — affected the amount of outlay and the
price structure. The present chapter and Chap-
ter XTI will deal with the theories of Bank rate
and security operations considered as a means
of influencing the credit situation. Chapter IV
will give particular emphasis to the theories of
the Bank’s influence on prices and the extent
of such influence. One must admit that it is not
always possible to separate the theories clearly
into such categories; nevertheless I believe it is
worth while for one who is reviewing the theo-
ries to keep such separation in mind as a point
of departure, "

1. Bank Rate as an Instrument for Regulating
the Circulation

During the Restriction period there was no
discussion of Bank rate policy as such, since,
as Keynes points out, there had been no change
in the rate from 1746 (strictly, from 1773)
until 1822." What corresponded to it might be
described as the discussion of Bank note policy.?
The control over the Bank's securities, by what-
ever method, was considered subsidiary to the

! The rate on “foreign bills™ was raised from 4 to § per
cent May 13, 1773 (Report, 1832, app. 89). See also Samuel
Thomton, Ev,, HL. 1819, gs. 78-79.

*Cf. Keynes, Treatise on Money, vol. 1, p. 187.
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regulation of the circulation.? Both Thornton
and Ricardo referred to Bank rate as a possible
means of control; but the result at which they
aimed was a given level of the circulation rather
than a given level of money rates.* Implicit in
this way of viewing Bank policy was the belief
that the state of the circulation was not merely
the mechanism by which the Bank accomplished
a given result but that it was also the most
efficient measure of results.

When, therefore, the discussion of discount
policy came into vogue it was only natural that
Bank .rate should have been viewed as a mere
tool for regulating the note circulation. Thus
Tooke in 1826 discussed rate policy under the
heading, “Regulation of the Bank Issues.”*®
He considered the reduction of the rate in 1822
as one of the four methods which the Bank had
used to extend its issues, the other three being
new modes of accommodating individuals, the
purchase of Exchequer bills, and the purchase
of pension annuities. He thought the Bank
should change the rate more frequently with the
idea of preventing undue variations in the
amount of discounts. Unless such variations

*This point seemed so obvious that little trouble was
taken to explain it. See, for example, Report of the Lords’
Committee of Secrecy, HL. 1797, pp. 149-150; Bullion Re-
port, P.P. 1810, m, 2.

“Thomton, Paper Credit, p. 287 ¢t seq. Ricardo, Prin-
ciples of Politicol Economy and Tazation, Gonner edition,
p. 352. Though Thomton often referred to the effect of
money rates upon the demand for commodities, he never-
theless took the amount of the circulation as his point of
departure in discussing control by the Bank. (Cf. Chap-
ter IV below.)

* Considerations on the State of the Currexcy (1826),

p. 63.
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were compensated by changes in government
securities, he claimed, there must be correspond-
ing variations in the circulation or in the
amount of treasure in the Bank. He did not
consider (here) the possibility of a compensat-
ing change in deposits.® The private deposits
of the Bank were in fact quite small at this
time.”

McCulloch’s position is very similar. A re-
duction of issues, he said, “is most commonly-
effected partly by a contraction of discounts.”
An increase of the rate is most expedient for
this purpose.® )

2. Bank Rate as ¢ Means of Influencing the
Money Market, Though Acting through
the Circulation

From sabout the time of the Bank Charter
Evidence there appears to have been a gradual
tendency to emphasize the influence of the Bank
rate and security operations more upon market
rates than upon the quantity of currency in
circulation. As will be shown later, Tooke and
his followers went to the extreme position that
the quantity of currency had nothing to do with
causing ease or pressure upon the money mar-
ket. But the position still more commonly held
was that, though the aciual amount of cur-
rency would not necessarily increase with re-
laxation or diminish with pressure, the scarcity
of currency relative to the demand was the
medium through which the Bank created a
given scarcity of moneyed capital. That is to
say, the scarcity of currency was considered the
modus operandi for influencing the market,
though the actual amount of currency was less
emphasized as the measure of results.

Gurney tells the Bank Charter Committee
that “of course” the sale of Exchequer bills
reduces the Bank circulation® But his more
detailed explanation shows that he is thinking
mainly of fendencies for the circulation to
change and that the more tangible results he
expects to flow from the sale of securities and
raising the rate are higher market rates. The
sale of securities or the export of gold, he

* Considerations on the Siale of the Currency, pp. Jo-79.

*Report, 1333, app. 32. Yearly average private deposity
in 183y, for example, were only £2,607,900,

* Historical Sheich of the Bank of Englond (1831), pp.
38-139. *Ev,, 1831, 4. 3584-85.
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states, reduces the circulation and increases
interest rates, but the notes are reissued to the
extent that the public is willing to pay Bank
rate.’® He has already called attention to the
fact that the same amount of paper may give a
greater feeling of abundance at some times
than at others.” On the whole, his evidence
seems to mark a transition from the old point
of view, where Bank policy was regarded as
note policy, to the newer view, where Bank
policy was thought to be concerned with influ-
encing the money market.

The same may be said of Palmer’s view. The
problem of control is stated in general terms as
a problem of regulating the circulation. The
moment the Bank declares a public rate of
discount, he states, “it is an offer by the Bank
to create money at that rate.” * So far as nor-
mal periods were concerned, the procedure
which he advocated in 1832 presupposed that
the Bank should not regulate credit primarily
with reference to rates in the money market.
But in dealing with periods of pressure he
thought that the state of the money market
should be the first consideration. As,time went
on he emphasized this criterion more and more.
Nevertheless be reasoned that it was through
the circulation that the Bank acted to produce
a given result.’®

3. Position of the Currency School

The Currency School held to the old-fash-
ioned view that Bank policy was —or at least
ought to be —simply currency policy. The
existence of higher money rates during a drain
would not in the least have satisfied them if
the Bank circulation registered no change. A
change in the securities of the Bank had no
real significance unless accompanied by a change
in the amount of notes.!* Loyd criticized the
Bank for not making greater efforts to contract
the circulation during the panic of 1839.'% It
was beside the point for him that the Bank
raised discount rate and permitted the reduction
of bullion, acting in conjunction with the rate,

™ Ev., 1831, 3. 3570~9T. 1 Ev,, 1831, q. 3508.

* Ev, 1831, q. 570. See also gs. 174, 198, 477

™ See, for example, Ev., 1840, GS. 1411-26.

¥ See Loyd, Second Letter to J. B. Smith, in Tracts,
Pp. 198-109.

® Remarks on the Mansgement of the Circnlation, in
Tructs, pp. 1o-73.
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to create severe pressure on the money market.

Norman also considered that the level of the
note circulation was the proper measure of the
success of Bank policy. For a drain to be
checked, he told the Select Committee in 1840,
the circulation would have to be reduced. How-
ever, at a later point in his evidence he stated
that he did not look upon Bank rate merely as
it affects the circulation. An advance of the
rate limits all banking expedients; it increases
bankers’ reserves (i.e., the demand for re-
serve); it renders persons less willing to dis-
count bills; and it makes merchants less willing
to buy and more willing to sell.’®* But in his
Letter to Charles Wood in 1841 he characterized
a contraction “connected with the state of the
money-market” as uncertain in point of time
and intensity, and dependent upon the caprice
of those who administer the currency.

The Currency School were correct in insist-
ing, against the arguments of Tooke and his
followers, that the Bank was able to exert pres-
sure via the currency; though of course they
should have considered reserve deposits as well
as notes. As we shall see, however, their be-
lief that the Act of 1844 had abolished the
Bank’s control over the currency led them later
to deny that central banking policy was mone-

tary policy.

4. Was Bank Rate Supposed to Exert an Influ-
ence on the Market through Deposits?

It was not uncommon for writers to refer to
Bank deposits as analogous to Bank motes.
But a formal assertion of that sort does not
indicate that the writer makes use of such a
concept in his reasoning about the Bank’s means
of control. Thornton, for example, tells the
Committee on the Outstanding Demands of the
Bank that “balances at the Bank are to be con-
sidered therefore very much in the same light
with the Paper circulation.” ¥* He expresses a
similar view in Paper Credit. But he considers
that deposits are under the control of the pub-
lic, while it is the notes which are under the
control of the Bank. Whenever he discusses
the Bank’s control over money rates and prices
he reasons that the circulation is the instru-

Y Ev., 1840, gs. 1745-61, 1018,

“Ev., H.C. 1797, p. 56.

™ Paper Credit, pp. 105-107.

* Pages 92-95.
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ment used.? The Committee on Public Ex-
penditure of 1807 likewise held that “A Note
holder, indeed, does not differ essentially from
a Person to whom a Balance is due. Both are
Creditors of the Bank, the one holding a Note,
which is Evidence of the Debt due to him, the
other having the Evidence of an entry in the
Ledger of the Bank.”?* But the Committee
did not argue that deposits exerted an influence
similar to notes. Indeed the point up for dis-
cussion was whether deposits were as profitable
to the Bank as notes. ‘
Joplin gave an extended account of how Lon-
don banks created deposits by making loans;
and he held that a “transferable deposit and a
bank note are equally money.” 22 He further
stated that the London bankers deposited in
the Bank any money in excess of their daily
requirements.?® But he made no use of this idea
in discussing the Bank’s influence on the mar-
ket. Like the other adherents of the Currency
School he thought that requiring the note issue
to vary with the gold reserve would end the
Bank’s special influence upon the market.*
Torrens pointed out (giving Pennington as
the originator of the idea) that the banks them-
selves expanded deposits, and that deposits were
part of the “general medium of exchange.”
But he placed Bank deposits on the same foot-
ing as those of other banks. They acted upon
prices and the rate of interest in precisely the
same way. Bank notes alone were the basis of
deposit expansion, and it was therefore through
the issue of notes that the Bank exerted an
influence different from that of other banks.*
Palmer’s explanation of the “rule of 1832”
might suggest that Bank deposits were to be
regarded as part of the basis of control.* At
various other times he stated that a portion of
the Bank’s deposits were to be regarded as
part of the circulation. The deposits in this
category were the surplus money of the East

* For example, Paper Credil, pp. 179-180.

*= Second Report, 1807, P. 77

= Curvency Reform (1844), PP. 39-45- Joplin probably
got the idea from Pennington. In his Viets ox the Currency
(1828), pp. 183185, Joplin claimed that deposit banks were
mere middlemen between borrowers and lenders.

* Currency Reform, p. 49.

¥ Currency Reform, pp. 54-63.

= Jetter to Lord Melbourne (1837), pp. 6-31, 28-29.

" Ev., 1832, q. 72 ¢f 5¢q.
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India Company and of the London bankers and
others temporarily deposited with the Bank
awaiting employment, (Those placed in the
Bank for security only, and not to be speedily
drawn against, were nof to be considered as part

of the circulation.?”) It was apparently their

susceptibility to withdrawal which made them
similar to the circulation, and not their signifi-
cance from the standpoint of control.?® It is
noteworthy that he placed London bankers’
balances in the same category with the bal-
ances of the East India Company.

Some observers clearly recognized that a
reserve deposit was as readily available to a
banker as Bank notes. Thus Glyn stated that
deposits at the Bank were as much reserve to a
London bank as notes in the till. There was
no fixed proportion, he said, between notes
and balances.?® Gurney, in discussing the ques-
tion whether large reserves in London banks
would lead to a rise of prices, stated that bal-
ances in the Bank were ‘“the same thing” as
notes in the till* But while they recognized,
at least formally, that reserve deposits were
as available as notes, they did not appreciate
the fact — or at least made no use of it in their
discussion of control — that the Bank itself
created reserve deposits.

Although the idea that the Bank exerted
control partly via reserve deposits was not un-
derstood generally, it was understood by a small
minority of contemporary observers. Penning-
ton pointed out that a change of London bank-
ers’ deposits at the Bank, as the result, for
instance, of gold movements, represented a
change in the guantity of money just as much
as if the Bank were to issue notes for the gold.
On the other hand, he said, ordinary drawing
accounts (of traders) were similar to the de-
posits of the London private banks.”* Page also

¥ Causes and Conssquences of ke Presswre wpon the
Money-Market, pp. 34-35. In his Reply to ihe Refections
of . .. Loyd {1337), pp. 5-6, he stated that such deposits
could be considered as Bank notes temporasily placed in
the Bank awaiting reissue; “and whether they were in the
Bank, or in the Treasury of the East-India-House, and the
tills of the Bankers, was immaterial ®

" Ev,, 1840, 8. 1555-73, 1653,

® Ev., 1852, gs. 237080,

®Ev., Report from ke Select Commition on Manufac-
tures, Commerce, and Shipping, 1833, q. 385 (PP. 1833, W1).

® Letter to Tooke in Histary of Pricss, 11, 377-378.
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explained the matter. He was asked by Charles
Wood why the deposit department of the Bank
should not be conducted upon the same prin-
ciples as any other bank. He replied that when
the Bank acted upon that principle, instead of
making use of deposits, it created an addi-
tional quantity of money. After pointing out
that the London bankers maintained deposits
at the Bank, he added that, if the Bank under
the pretense of making use of deposits created
an additional quantity of money, it did that
which the other London banks could not have
done for themselves.?

During Hume’s examination of Norman (in
1840) the latter was insisting that no pressure
would result from a withdrawal of bullion if
only deposits were reduced and not the note
issue,®® Hume asked him why he gave all his
attention to Bank notes, inasmuch as the Bank
might bring pressure by reducing deposits. He
asked further if it would not be better for the
Bank to reduce securities “and leave it to the
action of the public to determine whether this
reduction shall fall on the deposits or on the
circulation.” * Norman refused to admit that
any pressure was brought at the initiative of
the Bank without a reduction of the circulation,
He did not, indeed, deny that “substitutes” for
currency influenced the market, but he insisted
that the credit substitutes rested upon coin and
notes as a “foundation.” ** He considered Bank
deposits, like those of any other bank, as part
of the superstructure and not as part of the
foundation. Their amount, he believed, was

® Page, Ev., 1840, qs. 873-875. How far Gilbart grasped
the matter is not certain. He made the statement that notes
lodged in the Bank by the London bankers in the evening
and withdrawn the following momning were clearly cur-
rency. Though deposits were not money, they were a “means
of measuring the Lberality of the Bank of England with
regard to her issues.” Vet he claimed that deposits in other
banks had the same efficiency in performing the functions of
currency as deposits in the Bank of England. He pointed
out that the purchase of securities by the Bank might add
to the deposits and thus add to the “power of purchase.”
but he failed to note the effect on London reserves. (“The
Currency: Banking,” Wesiminstey Review, vol. Xxxv, 1841,
PP. 99-103.)

* Ev., 1840, gS. 3332, 3451-56.

*® Ev, 1840, qs. 3460-62. For further discussion between
themn on the point whether & Bank halance will serve in the
place of notes, see gs. 3300-3437.

® Leitter to Charles Weood (1341), pp. 8083,
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determined by the public and not by the Bank 3°
As I interpret Hume, he was trying to point out
to Norman that Bank deposits are part of the
foundation in the same way that notes are.

In examining Loyd, Hume asked if the mod-
ern practice had not “tended to decrease the
amount held in Bank of England notes in your
till, and to increase the amount held in deposit
in the Bank?” Loyd agreed that the practice
existed, though there had been no material
change in the case of his bank.>” Hume then,
in a long series of questions, tried to get Loyd
to admit that a London banker could act with
reference to a given deposit at the Bank pre-
cisely as if he had the same amount in his till.?®
Loyd’s position was essentially the same as
Norman’s: the reserve deposit was part of the
credit superstructure and not the monetary
base. Hume asked if it was “not then the state
of the deposits that governs the exchanges . . .
more than the circulation?” He insisted that
it was, but Loyd denied it.?® The latter con-
tended that the investment in securities by the
Bank would have no more effect than the in-
vestment of an equal sum by any one else, as-
suming the circulation not to change.*

The explanations of Pennington, Page, and
Hume have made little impression upon mone-
tary literature. That deposits bore a similarity
to currency almost every one agreed. That
London bankers kept part of their ready funds
in the Bank every one in the City knew. But
what was not generally appreciated was the
fact that the Bank itself created the balances,
and that through the amount of the balances
(and notes, taken together) which it created, or
through the terms upon which it stood ready
to create them, it could compel the London
banks to move in a given direction.

S. Theory that the Bank Acts upon the Money
Market by Changing the Proportion of Lenders
to Borrowers ¥ <

It will be recalled that Tooke in an earlier
work considered that a variation in the securi-
ties of the Bank influenced the market by way

*® Ev., 1840, gs. 1688—93.

¥ Ev, 1840, gs. 3094—96.

®Ev., 1840, gs. 3092-3247. See particularly gs. j1or,
3126, ® Ev., 1840, gs. 3247 and 3605.

“Ev., 1840, q. 2813.
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of the note issue.** He later abandoned that
position. In his evidence in 1832 he stated that
an abundance or scarcity of loanable funds does
not mean necessarily an abundance or scarcity
of currency. An increased issue of notes might
only swell the note reserves of the London
bankers or be deposited by them in the Bank.**
During the investigation in 1840 he was asked
to explain how the Bank increased the facilities
in the money market. He replied that it was by
increasing the “proportion of lenders to bor-
rowers; that is, by the employment by the Bank
of their deposits on loan.” ¥ Grote and Wood
tried to get an admission from him that the Bank
made effective a change in the rate by virtue of
its influence upon the circulation. Tooke replied
that the rate might be affected without affecting
the circulation in the least.** So long as the
Bank had deposits payable on demand it clearly
could not determine whether its deposits or
notes should increase.*® This statement might
lead one to suppose that Tooke meant that the
Bank influenced the money market through the
supply of cash in either potes or deposits, only
the proportions being determined by the mar-
ket. But he seems not to have viewed Bank ex-
pansion as a monetary phenomenon; he was
thinking of the supply of loans as such.*® Any
doubt on the matter is removed by his agreeing
that the effect on the market would be the same
whether a given amount were loaned by the
Bank or by others.*

Fullarton was evidently much influenced by
Tooke. He stated his position with even greater
boldness. The demand for the loan of capital,
he said, was not a demand for additional means
of circulation. Although the Bank’s advances
were made in notes, any excess issues would
find their way back through the repayment of
discounts to the Bank.*® It might be supposed
that Fullarton meant that the market merely
adjusted reserves to requirements. But I be-
lieve he failed to see that the Bank made effec-

o Considerations on the State of the Currency, sec. il
As late as the second volume of his History of Prices he
referred to the Bank’s increasing its issues; eg., p. 315.

“Ev, 1833, g5. 5152-54- “Ev, 1840, q. 3637.

“ Ev., 1840, gs. 3761, 3768, 3704.

# Ev., 1840, q. 3624. See also gs. 3831-32.

® See also his Inguiry isto the Currency Principle, chs.
x and xi, “Ev., 1840, Q. 3641.

* Repulation of Currencies, pp. 95-96.
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tive a given scarcity of funds through the
medium of bankers’ cash. The Bank, he said,
exerts its influence through the amount of its
advances. The “real rub is in the denial of the
loan”; not in holding back the note issue.®® But
in any case, he said, the Bank can exert little
pressure until confidence is severely shaken
and the public are reduced to dependence upon
the Bank. Accommodation may at first be ob-
tained for speculation in defiance of the Bank.
It would be obtained without the intervention
of Bank notes; or if these were needed they
could be extracted from the Bank through de-
posits. Besides, the speculators’ own funds
could not be affected at all.® Thus he failed to
see any basis for the control of internal credit
aside from the fact that the Bank was a very
large lender in the money market.

6. Conclusion

The theory of the rate for some years after
Resumption was that it was simply a tool for
influencing the circulation, the actual level of
the circulation being considered the proper
guide to action. This continued to be the view
of the Currency School until 1844. On the part
of Palmer, Gurney, and many others, however,
there was a gradual shift to the view that,
though the Bank acted through the circulation,
it should consider the state of the money mar-
ket as a proper fest. A few observers, e.g., Pen-
nington and Hume, pointed out the significance
of London bankers' balances from the stand-
point of control, but their explanations made
little impression upon the views of the period.
The reserve practices were seen very clearly but
their consequences were not fully appreciated.
It was not generally understood that the Bank
created deposits in the same sense that it cre-
ated notes. Nor was it generally admitted that
the behavior of the London banks would be
affected by reserve deposits in precisely the
same way as by notes in their till. Glyn, Gur-
ney, and others pointed out that balances served
as reserve fully in the same way as notes, though
they seemed to ignore the fact (at least in this
connection) that the Bank created deposits.
The Currency School, however, denied that bal-
ances had the same consequences as notes for

* Ibid., p. 141,

® Ibid., pp. 141, 159-160.
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the London bankers. They insisted that notes
alone were to be considered the foundation of
the credit superstructure, whereas bankers’ bal-
ances were in the same category with other bank
deposits — they were part of the superstruc-
ture and had the same magnitude of influence.

One reason why so little attention was given
to the role of reserve balances in the explanation
of control was that the London bankers (accord-
ing to Tooke) did not keep balances at the Bank
until 1825,°* and even until 1842 the amounts
were under a million pounds a good portion of
most years. The note reserves of London banks
were probably something like seven to ten-mil-
lions all through the period from 1819 to 1857,
depending upon the strength of the reserve
position at the time’? Accordingly, there
seemed no patent error in considering that the
Bank influenced the money market through the
circulation.

Tooke desired the Bank to gauge its pressure

W History of Prices, i3, 146n.

=Y base this estimate, which admittedly is very rough,
on the assumption that practically all the notes of £200 and
over were in London reserves, about half of those from £a0
to £100, and a very small proportion of those of £5 and £10
denominations. Contemporary statements on the matter
differ and are themselves rather vague. Thornton stated that
a "very large proportion” of the London circulation was in
the reserves of the banks (Paper Credit, p. 74). Later Gur-
ney stated that most of the denominations of £100 and over
were in London reserves (Ev., 1832, q. 3627). Burgess be-
Lieved that the London and country bankers together held
“never less than eight millions” (4 Lelter to the Right Hon.
George Canning, 1826, p. 18). Joplin in 1844 claimed that
about £3,000,000 of Bank notes circulated from band to
hand in London and vicinity and £3,000,000 in the country,
the remainder being in reserves in London and country
(Currency Reform, p. 23). This estimate of the hand-to-
hand drculation seems too low. In 1857 Hubbard stated
that a majority of the London banks held most of their
reserve in Bank balances, though others held maostly notes
{Ev., 1857, q. 2599). Arbuthnot, a Treasury official, stated
that the London banks held the “greater part of their re-
serves” in balances (Memorandum on the Question of
establishing a National or State Bank, Report, 1858, app.
16, p. 423). Wilson, however, stated that by far the largest
portion of the London drculstion was in the hands of the
London bankers, Weguelin helieved that the greater portion
was in the pockets of the people, but that the larger de-
nominations were in the London and country banks (Ev,
1857, gs. 670-672). For notes by denominations from June
1817 to April 1819, see Report, HL, 1819, app. B3. For
1831 and from 1844 to 3857, see Report, 1857, app. 33; Re-
port, 1858, p. xxvi; and Tooke, History of Prices, vi, 560-
561. For later years, see PP. 1866, (r05), xxxnx,
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by the state of the money market, but he denied
that this pressure was monetary in character.
I believe that the difficulty was not merely that
he and Fullarton failed to see the monetary
aspect of reserve deposits. It was the smooth
adjustment of reserves to requirements at the
initiative of the market which was partly, and
perhaps mainly, responsible for their confusion.

For example, Fullarton thought that he was

supporting his view by showing that notes not
wanted would be returned to the Bank in the
repayment of discounts,

Thus the Currency School concluded that,
because the necessary economic adjustments
for maintaining international equilibrium were
-induced by monetary means, Bank rate was
an effective instrument of control only as it

“brought about visible changes in the supply of

currency. This was a mistaken conclusion. It
does not follow that recorded changes in the
quantity of money are always the best gauge
of monetary pressure. On the other hand,
Tooke and many others in the City considered
that pressure was a phenomenon of the money
market and was to be gauged by rate levels and
the ease of obtaining loans. Since the central
bank could induce a given scarcity of credit
with little or no change in the supply of cur-
rency — partly, though not chiefly, because re-
serves consisted to some extent of deposits —
they tended to overlook the monetary signifi-
cance of money market pressure. As we shall
see, this view became much more common by
1858.



CHAPTER 1V

THE “MODUS OPERANDI” AND EXTENT OF
THE BANK’S INFLUENCE ON PRICES

HE theories discussed in the preceding

chapter were concerned with the mecha-
nism by which the Bank could make effective
a change in the terms of credit. Those reviewed
in the present chapter were concerned with the
motives for making business commitments and
the extent to which they were influenced by
changes in the currency and conditions in the
money market.

In discussing the theories of the Bank’s in-
fluence upon prices, Keynes draws the main
distinction between the view that the Bank
¢nforces a given rate in order to secure the right
amount of bank money and the view that it
enforces a given scarcity of bank money in
order to secure the required level of rates.!
During the first hali of the century such was
not the main line of distinction. It is true
that the writers and financiers of that period
gave varying degrees of emphasis to the supply
of balances relative to the demand and to the
cost of credit relative to profits as an incentive
to increased outlay. But the main line of cleav-
age was between those who believed the Bank
could influence prices by affording greater ac-
commodation — whether an increase of cur-
rency was emphasized or not — and those who
believed the Bank possessed no such power —
at least to any dependable degree.

Among the writers of the first group there
was & growing tendency to emphasize the influ-
ence of the “facility,” or cost, of credit upon
the volume of commitments. But in giving such
emphasis they did not mean to ignore the efiect
upon prices of a change in the currency and the
credit superstructure resting upon it. Indeed
some of the writers expressed the causal rela-
tion both ways. Apparently they did not attach
much importance to the order in the causal

1 Treatise on Money, vol. 1, ch. xiii.

chain in which they placed the level of rates and
the quantity of the means of payment.

There was indeed an important difference of
opinion as to whether the level of the note cir-
culation or the discount rate was the proper
criterion for the Bank to follow. But even the
Currency School, when discussing the manner
in which an increase of the circulation pro-
duced a rise of prices, reasoned that it operated
partly through its effect upon the money mar-
ket. Thus among those who held that the meas-
ures of the Bank affected prices to a dependable
extent there was no important difference of
opinion regarding the dynamics of the process.

There was some discussion of the points at
which the economic system was most sensitive
to greater credit facilities. But the question was
not considered of primary importance by the
writers of that period. It is an odd fact that
those who gave most attention to the influence
of the rate upon the starting of new enterprise
— Tooke and Fullarton — were interested in
disproving that the Bank could influence com-
modity prices.

1. Theorses that the Bank Can Influence Prices
through Cheap Credit

Thornton at times emphasizes the increase of
cash as a condition to rising prices and at other
times he gives more consideration to the greater
“facility of borrowing.” He states, for example,
that if A gets more notes because of a greater
issue he will part with them for goods, stocks,
land, or some other article, because the notes
yield no interest.? At another point he states
that London traders are encouraged by the
greater “facility of obtaining notes at the bank
by giving bills for them” to enlarge their specu-
lations. They expect a larger profit or at least

2 Paper Credit, pp. 264—265.

[s51]



52 CENTRAL BANKING CONTROL 1819-1844

their ordinary profit on a larger business.> Thus
he appears to hold not only that an increase of
currency and a greater facility of borrowing
will be associated, but that either will furnish
an incentive for increased outlay. There is the
qualification of course that a high state of con-
fidence serves to increase the rapidity of cir-
culation, because people then “provide less
amply against contingencies.” ¢

Tooke in his earlier work, like Thornton,
sometimes emphasized the effect of the rate
upon spending and at other times he emphasized
the effect of an increase of currency and credit.
The rate of interest, he states, “enters as cause
and effect into every consideration of the regula-
tion of the paper currency.”® An increase of
credit may drive down the rate on that descrip-
tion of security for which it comes into compe-
tition. “If the reduction in the rate of interest,
and the facility of credit thence arising, should
coincide with a tendency from other causes, to
a speculative rise of prices, and with the open-
ing of new fields for enterprise, there will natu-
rally be a great extension of the demand for the
loan of capital. . . .”® The order of causation
so far seems to be that additional currency
affects outlay by first affecting the rate. But in
other passages he emphasizes the direct effect of
an increase of the currency upon the demand for
commodities. An addition to the currency, he
states, whether in the form of gold or paper
“or mere credit,” must eventually raise the
prices of commodities. “But . . . itis likely to
affect the rate of interest in the first instance,
before it comes in contact with commodities.” ?
He apparently meant that an increase of the cur-
rency was generally associated with a reduction
of the rate; but not that either was merely a
means to the other, or that either was exclu-
sively the incentive for an increase of outlay.
His mind was fixed more upon the time sequence
of the rise in the prices of interest-bearing
securities and the rise in commodity prices than
upon the exact causal relation between the two.

Thomas Attwood was not interested primarily
in the exact process by which monetary causes

*Ibid., p. 195.

‘Ibid., p. 47.

* Considerations o the State of the Currency, p. 5.
* Ibid., pp. 21-21.

Y Ibid., pp. 22230,

produced a rise of prices. Indeed, he stated that
among all the arguments against the issue of
more currency, he had heard none that an in-
creased issue would not raise prices.® He real-
ized that most purchases were made with credit
substitutes; but he believed that the latter de-
rived their “strength and existence” from Bank
notes and, when they had shrunk from “moral
causes,” could be increased only by an expan-
sion of notes.? The parties first receiving the
additional supplies of money would make pur-
chases, pay debts, or lend on mortgage and the
like. Those in the second and later stages of
the process would do the same, until the money
reached the laborers.® People would not hold
money unemployed to an indefinite extent, for
they would then lose the interest or the income
from property that it would purchase. “Man-
kind would be acting upon strange principles,
indeed, if they retained their confidence in
money, and refused it to property, when every
market was glutted with money which had but
lately overflowed with property.” 1

Attwood did not consider it of special impor-
tance where the increased outlay would begin.
At one point he stated that landlords would
furnish an ample demand for loans if they could
be had for extended periods at reasonable
rates.!? At other times ke gave particular atten-
tion to the increased demands of traders. The
demand for the products of industry, he states,
is occasioned by the reaccumulation of stocks
of goods and by the increase of general con-

2 A Letter to the Right Honourable Nicholas Vansitlart,
on the Creation of Money, and on its Action upon No-
tional Prosperity (1817), p. gan.

? Ibid., pp. 41-43. Attwood stated that the decline of the
Bank circulation was not owing to & lack of Liberality on the
part of the directors, but fo the decline in the demand for
discounts, which in turn was owing to falling prices. But
he thought the cumulative decline coukd be stopped by the
issue of notes against government securities. However, be
stated that the decline would finally be stopped (without
intervention by the Bank) when the produce of the country
was very low in relation to the inevitable consumption
(The Remedy; or, Thoughis on the Present Distresses, and
ed,, 1816, pp. 1374, 53-54).

¥ Jetter to Vansitiart, p. 21.

2 rbid., pp. 30-31. In his Thoughts on the Presens Dis-
tresses (pp. 65-66) he states: The prosperity is gone; the
public seek money. “Let them be glutted with money. They
will then seek property and the prosperity of the country
will return.”

B Letier to Vansitlari, p. 59.
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sumption. An increase in the supply of money
would cause a reaccumulation of stocks in each
particular trade. It might seem that this would
only procrastinate the sufferings of traders
whose warehouses were already full. But if
the increase of stocks were general, it would
occasion a general increase of expenditure (for
labor) and a general increase of consumption,®
Regarding the effect of new government ex-
penditure, he says that it is of little consequence
whether Bank notes are issued in this way or
in loans to individuals. Relief expenditures are
beneficial when they increase the amount of
currency brought into action, but not if they
relieve misery on the one hand while creating
it equally on the other. Government retrench-
ment, however, would cause unemployment.
While eventually the laborers would be em-
ployed by private capitalists, and the only
difference would be that more would be spent
on private ostentation and less on objects of
public interest, the readjustment would require
time. Meanwhile, those employed through gov-
ernment expenditure, as well as thousands of
others, would be thrown out of employment.**
William Blake takes a different view of the
effect of government expenditure upon prices
and production. Political economists, he states,
have generally held that such expenditure is
derived from a fund which would equally have
been a source of demand if left in private hands.
The error, he believes, lies in their assuming
that there is always immediate employment for
capital as it accrues from saving. When capital
accumulates rapidly it is not always possible to
find new ways of employing it. If new wants,
new tastes, and new population do not keep
pace with the increase of capital, the latter
stagnates. Commodities accumulate in ware-
houses. Government expenditure, however, can
open new markets for consumption and give
employment to capital otherwise unemployed.
Prices then rise and production increases. But,
oddly enough, Blake's suggestion for remedy-
ing the difficulties existing in 1823 is not that
the government should spend more, but that
production should be reduced. The natural
remedy for agricultural distress is lessened pro-
duction at higher prices. He advises against
‘LeM;oVuﬂMpp.:g,n, 110,
¥ Thoughts on the Present Distresses, pp. 44-51.
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“nostrums” in the form of loans by the govern-
ment, purchases of corn by the government, or
an increase of the currency with a view to rais-
ing prices.1®

McCulloch says that the “supply of money
cannot be increased without a corresponding
increase taking place in prices.” However, in
explaining the rise of prices ending in 1825 he
assumes that the effect of the currency operated
through the rate in the money market. The
reduction of the rate encouraged individuals
borrow larger sums than usual from the banks,
and it encouraged those with moneyed property
“to embark in projects which they were taught
to believe would yield them a greater return for
their capital.” Also the long dates for bills
encouraged the withholding of goods from the
market.®

Mushet stresses the influence of the Bank’s
issues upon the prices of securities. It is not
meant to establish as an invariable rule that a
5 or 10 per cent increase of the currency will
affect the price of consols to the same extent, he
says, but it would seem that on every increase
of currency there is a rise in the price of stock.}”
Discussing the matter further, Mushet appears
to have in mind only such increases of currency
as are made against government securities, loans
on stock or mortgage, or against discounts be-
low the market rate. In such cases, he holds,
there is a reduction in the rate of interest and a
“general spirit of gambling in all money securi-
ties,” '®* and in articles of consumption. He
makes no attempt to show that the increased
demand for commodities is induced by the rise
of security prices.

Palmer states very clearly the view that the
market rate affects prices by operating directly
upon traders’ incentives. *“The first operation
is to increase the value of money; with the in-
creased value of money there is less facility
obtained by the commercial Public in the
discount of their paper; that naturally tends
to limit transactions and to the reduction of

® Observations on the Effects Produced by the Expendi-
twre of Government during the Restriction of Cash Pay-
menis (1823), pp. 4399

®<The Late Crisis in the Money Market Impartially
Considered,” Edinburgh Review, XLIV (1326), pp. 84-88.

W Effect of the Issues of the Bank of Englond, p. 15, See
also pp. 142143

 Ibid., pp. 157-158, 180182,
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prices. . . .”* Palmer was not referring here
to the use of Bank rate to limit the circulation,
but to the effect of the market rate upon
traders’ commitments. However, like many
others, he no doubt assumed that the two oper-
ated together.

Gurney’s position at the Bank Charter in-
quiry appears similar to Palmer’s. A contrac-
tion of the Bank circulation tends to reduce
prices, he states, because it produces caution
in money dealers and through them in com-
modity dealers.>® At other times not all the
Bank notes are being used. The result is low
interest and great credit facilities. This “low
state of money and these great facilities ulti-
mately produce an extension of the amount of
notes that come into operation, and extension
of transactions; this extension of transactions
after a time operates upon prices, but it is not a
very rapid process.”* The following year,
however, before the Select Committee on Manu-
factures, Commerce, and Shipping, ke argued
that the Bank has very limited influence upon
prices — especially in producing a rise. If the
circulation were adjusted to “requirements,” he
said, a reduction would affect prices. Also, if
the circulation were less than requirements, an
increase of it would cause prices to rise. But
when there is already an abundance, a further
increase would have no effect. Extra notes
would simply remain idle in the tills of the
bankers, the “natural depository” of surplus
notes. The bankers would not buy stock or
Exchequer bills with them for fear of losses in
case they had to sell. Nor would they make
advances upon slight security. More idle funds
(in 1833) would not encourage speculation, as
there already exist ample means for it. The
fall that has occurred in the prices of buildings
and produce is not owing to the change in the
circulating medium, but to the increase of capi-
tal and the reduction of the cost of production
resulting from peace in Europe. At another
point he claimed that greater facilities in the
money market would tend only to permit in-
solvent concerns to become more insolvent.2

® Ev., 1832, q. 678.

® Ev., 1832, q. 3526.

2 Ev., 1832, q. 360r.

2 Evidence, in Report from the Select Commilice om
Manufactures, Commerce, and Skipping, qs. 268382, P.P.
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Thus Gurney’s theory, though it appears to
agree with Palmer’s as regards the mechanism
by which the Bank influences prices, has & great
deal in common with the later views of Tooke in
emphasizing the limited extent of the Bank’s
powers.

Loyd does not as a rule concern himself with
the mechanism by which an increase of cur-
rency causes a rise of prices. But in his Separa-
tion of the Departments of the Bank he states
that an increase of the circulation acts first upon
the rate of interest, then — more or less in
order — upon the prices of securities, the mar-
ket for shares, the negotiation of foreign securi-
ties, speculation in commodities, and lastly upon
prices generally. However, as in the case of
many of his contemporaries, Loyd is thinking
principally of the time sequence and not the
exact process by which the rise of prices was
produced.??

Torrens traces the effect of a decline in the
currency through the credit structure. In an
excellent passage he says: “The cash at the
command of the private bankers and bill-
brokers being diminished, they would see the
expediency of restoring the ordinary proportion
between the amount of their immediately avail-
able funds-and their immediate liabilities, by
limiting their discounts and credits, or by dis-
posing of their securities; the merchants and
dealers who employed bankers, finding their
cash balances reduced, and their accustomed
amount of discounts diminished, would abstain
from purchases, or dispose of securities to
complete them; and from all these several
causes the prices of commodities would decline,
and the rate of interest advance.”* Thus,
despite the fact that he regarded the level of the
note circulation as the proper criterion for the
Bank to follow, he reasoned that the currency
affected prices via the credit superstructure and
the money market.

Joplin reasons at times that the currency
influences prices by way of the rate. An addi-

1833, v. In some respects Gurney’s evidence reminds one
of Walter Stewart's evidence before the Committee on
Finance and Indusiry in 1930. They both argue that, with-
out good prospects of making profits, the expansion of credit
ieads merely to the piling up of losses.

® Tracis, p. 253.

™ Rewewal of tke Charter, p. 36.
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tion to Bank notes goes into the reserves of
London bankers, where it forms the basis for
an expansion of their securities and deposits.
When an “abundance of money” can be obtained
at a cheap rate, he states, it “encourages specu-
lation, speculation gives rise to expenditure,
expenditure to income, and income spent, repro-
duces income; and thus a general promotion of
industry and a creation of prosperity and wealth
take place throughout the land.” On the other
hand, when the Bank contracts the circulation,
“traders are compelled to reduce their stock of
goods and order no more,” enterprise is Sus-
pended, and labor is unemployed.?

Gilbart states that an “increase in the quan-
- tity of money” raises prices by giving the means
and the inclination of purchasing a greater
quantity of goods for consumption or specula-
tion. Referring particularly to the views of
Tooke, he points out that the question is not
whether the abundance of money is the only
cause affecting prices, but whether it is one of
the causes. Deposits, when they result from an
overflow of the Bank circulation — though ap-
parently not otherwise — have an effect upon
prices similar to Bank notes. Bona fide com-
mercial bills, though they frequently discharge
payments, have little effect upon prices, since
they follow (instead of initiating) the transac-
tions upon which they are based. They are like
country notes in this respect. Thus Gilbart
seems to hold that credit instruments other than
Bank notes are merely neutral: they may be
used for making payments but they can not
initiate the transactions giving rise to them, In
this respect he was very much in the minority.
The common view was that credit substitutes
were effective in raising prices, though their
efficiency varied.

Gilbart evidently determines whether the
Bank circulation is excessive by viewing the
rate. If the Bank makes money cheap, whether
the circulation actually increases or not, it will
promote a spirit of speculation which will ad-
vance prices.?® At some points in his discussion
he implies that the only control over expansion
required is a qualitative control. If the Bank
were to issue only to satisfy the legitimate

™ Joplin, Currency Reform, pp. 46—48.

®oThe Currency: Banking," Westminsier Revirw, XXXV
(1841}, 9293, 100-108. Ev, 1841, qs. 983, 1030,

wants of trade, he says, there would be no excess
issue or rise of prices.* But as in the case of
most writers who formally take such a position,
a great deal depends upon the meaning he at-
taches to the word Zegitimate. The proof of
whether the notes are required, he states, is
whether the rate is unduly depressed; and the
test of a proper rate depends on circumstances.”
Thus to a considerable extent his differences
with the more commonly accepted theory of his
time were verbal. Nevertheless he did appar-
ently believe that qualitative control of credit
was an effective, even though not the only, guard
against inflation, and that the purchase of
securities by the Bank was particularly liable
to lead to speculation.

The theory of J. W. Bosanquet is in many
respects like that of Gilbart; and the theories
of both have points in common with the view
expressed by the Governor and leading direc-
tors before the Bullion Committee.?® Bosanquet
starts with the idea that the rate and not the
amount of the currency should be the immedi-
ate criterion of control. So long as the Bank
issues in strict accordance with the demands
of the community, “the rate of interest remain-
ing unaltered” (from the required equilibrium
rate), the quantity of currency can have no
effect on prices, But if the Bank buys or sells
government securities and at the same time
there is no means by which the public can
rectify the amount of the currency (by causing
appropriate changes in the amount of dis-
counts), the currency may continue for a time
in a state of forced excess or deficiency. Such
a condition shows itself first in the money mar-
ket. When the rate has fallen, there is encour-
agement to increased borrowing and increased
speculation, and the prices of speculative goods
rise.

One is reminded to some extent of Wicksell’s
theory by Bosanquet’s further elaboration of
his views. “There is a certain average rate of
profit upon capital in this country, and there is
a certain average rate of interest resulting from

" Ev., 1841, gs. 956, roz7, 1160.

™ Ev., 1841, qs. 996, 1001, 1087 ¢ s2q.

® Whitmore and Pearse, however, formally denied that
the rate charged by the Bank had anything to do with pre-
venting over issue (Ev., 1810, pp. 97-98). But they used
other means along with the rate to limit expansion.
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it, which in the long run may continue to be
paid, though it is difficult to determine with pre-
cision what that rate may be.” When money,
or the means of procuring capital, “is offered
below that rate, it stimulates over-issue, and
high prices; when above it, it produces de-
ficiency and low prices.” If money could be
procured permanently at 1 per cent, what enter-
prising person would not be anxious to extend
his operations of trade on borrowed capital,
thereby increasing the competition for goods
in the market? On the other hand, the most
active and enterprising could not afford to pay
10 per cent for any length of time. The object
then is to ascertain what the average (or equi-
librium) rate is. Bosanquet believes that in
England it is 5 per cent. But he adds that there
is no charm in the figure five; the required rate
varies according to the times and from one
country to another. Moreover it varies within
the country according to the type of loan, The
rate on government stock is generally a little
more than 3 per cent; on landed security it is
nearer 4. Some bills of exchange are discounted
at 4 per cent while others are discounted at 6
or 7. If the Bank were to lend against govern-
ment securities, the rate should be 34 per
cent.?* But such a procedure would be incon-
venient to trade. A more convenient mode
would be for the Bank to discount commercial
bills, and the average rate on such bills as are
taken by banks is 5 per cent.*

Though Bosanquet is seeking a neutral
money, he states that under his plan prices
would continue to vary. But the evil, he claims,
would not be in the currency. He seems to view
the equilibrium rate as a kind of historical aver-
age, and offers no clear-cut method for deter-
mining whether such a rate turns out to be
correct. In this respect he differs from Wicksell,
who practically defines his natural rate as one
to which the loan rate must conform in order to
maintain average prices at a stable level, . _

We may conclude at this point that, in the
view of those who believed that the Bank could
affect prices in a dependable way, an increase

™ Gilbart, on the other hand, objected to Bank advances
against government securities on the ground that they pro-
moted speculation,

* Bomanquet, Mectallic, Paper, and Credit Currency
(1842), pp. 65-76.
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in the supply of currency and credit substitutes
was associated, or tended to be associated, with
a change in the rate. But to an increasing ex-
tent the rate was taken as the point of departure
in discussing the regulation of prices. Such a
point of view was quite natural for London
merchants and bankers to take. They regu-
larly issued their own bills, and they held in
reserve large amounts of the bills of others
which they could convert into cash as need
arose. Consequently relaxation presented itself
to them in the form of lower rates.

2. Theories Denying the Bank's Influence on
Prices through the Circulation or through
Cheap Credit

Since Tooke was generally regarded as the
leading authority for the view that prices were
not governed either by the amount of the cir-
culation or by conditions in the money market,
particular attention will be given to his position.
His evidence in 1832 shows the transition from
his earlier views. He admits first that, “other
things being the same, variations in the amount
of the circulating medium have 2 tendency to
influence prices.” But further on he states
that, historically, a rise or fall of prices has
preceded the enlargement or contraction of the
Bank circulation and therefore could not be the
effect of it. An increase of Bank notes might
only swell the reserves of the bankers.®? Such
statements might mean merely that credit con-
ditions conducive to a rise of prices would not
necessarily be reflected to begin with in a change
in the circulation.®® But a few years later he
takes Hume to task for holding that a low rate
stimulates speculation in commodities.* He de-
fines speculation (for this purpose) as purchases
by regular dealers beyond the usual proportion
to their credit, or by persons outside the trade.
The inducement to speculate, he claims, is the
expectation of an advance in the price; not the
facility of borrowing.*

® Ev., 1832, Q8. 5430, 5440, 5454-

® He argued also that an increase of deposits would not
influence prices (Ev., 1840, q. 3303).

 History of Prices, I, 144-171.

= Ibid., pp. 153-154. “Few persons of the description
here mentioned ever speculate but upon the confident ex-
pectation of an advance of price of at least 10 per cent.;
the instances are rare in which an advance to that extent
would hold out any inducement to speculate, in the sense
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Although Tooke’s general conclusion is that
prices are not governed by the cost of credit,
he makes many statements which do not sup-
port such a conclusion. He admits that “if
there exist grounds for speculation in goods, a
coincident facility of credit may, but will not
necessarily, extend the range of it.” 8¢ (By fa-
cility of credit he means either low rates or the
ability to obtain advances on slight security.)
But, as Hawtrey points out, there is never a
time when no one considers that ke has a motive
to buy for a rise. As long as markets are open,
traders are buying as well as selling.® Tooke
would claim that they were not “speculating,”
however, unless they were buying for a consider-
able rise. Thus his conclusion depends upon his
unwillingness to recognize small gradations of
the motive to speculate,

He makes other concessions which are not in
keeping with his general conclusion. Discussing
the easy credit policy of the Bank in 1836, he
admits that Iow rates may have been connected
with excessive credits to America, promoting
there an increased demand for English manu-
factures and raising prices in England.®® He
also refers to the effect of the rate on the forma-
tion of new enterprises. “It must be quite evi-
dent that, as a fall in the rate of interest favours
projects which hold out to subscribers the
prospect of an improved income, so a rise in
the rate of interest is necessarily attended with
a fall in the value of projects in actual opera-
tion, and with discouragement to the formation
of new ones. But these effects of variations in

of the word here assumed. Take wheat for example, one of
the most usual and prominent of the articles of produce for
speculation, and at an average price of about s05. Now I
never heard of any person characterised as a speculator, not
4 jobber, who would think the risk of loss compensated by
50 small an advance as ss. per quarter, looking to hold it
for three months, But the utmost difference between the
rate of discount of 3 per cent, and 6 per cent,, namely, 3 per
cent. per annum, for three months, would on a quarter of
wheat amount only to 434d. per quarter, a difference which,
1 will venture to say, never induced or deterred a single
speculative purchase®

® Ibid., p. 166,

® Ari of Central Banking, pp. 158-159.

® Ev,, 1840, Q. 3276. Palmer had stated that the Bank in
1838 had exported £1,000,000 in gold to America for its own
account with the hope of restoring specie payments there
and reviving trade, and so of stimulating the demand for
British manufactures (Ev,, 3840, 8. 1327-31).
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the circulation and in the rate of interest, on
the prices of securities, have no analogy in the
markets for commodities.” ® If Tooke had
only noted that the formation of new projects
increased the demand for commodities his anal-
ysis would bear considerable resemblance to
those of Cassel and Keynes.

After all these concessions, it would seem
that there was little left to his theory that the
rate did not influence prices. But there can be
no question that his real objective was to prove
that there was no connection which was at all
significant for purposes of monetary control
In his Inquiry into the Currency Principle a
few years later he reaffirms his belief that the
currency theory and the “money market the-
ory”’ of prices are equally in error.*

Tooke really had no theory to explain how
monetary causes were related to prices. In dis-
cussing the “ultimate regulating principle of
money prices,” he says:

It is the quantity of money constituting the revenues
of the different orders of the state, under the head of
rents, profits, salaries, and wages, destined for current
expenditure, according to the wants and habits of the
several classes, that alone forms the limiting principle
of the aggregale of money prices, — the only prices that
can properly come under the designation of gemeral
prices. As the cost of production is the Limiting prin-
ciple of supply, so the aggregate of money incomes de-

voted to expenditure for consumption is the limiting
principle of demand for commodities.®

One looks in vain for a statement of how mone-
tary causes are related to incomes. Though
Tooke states that an increase in the world sup-

® History of Prices, m1, 165~166. In volume xv (p. 204)
Tooke claimed that the low rate facilitated railway specula-
tion in r844—45.

* Inguiry into the Currency Principle (1844), p. 85. He
gives much the same argument as in the third volume of
his History of Prices. He again concedes that “laxity” in
extending credits might have an influence on prices under
some circumstances. But he is not at all thinking of the
normal mechanisn of monetary control (chs, xii and xii).
In the Gith volume of the History of Prices (p. 584), he says
that, in certain states of the market, higher discount rates
may influence prices by forcing the sale of goods held by
means of borrowed capital Hawtrey, in referring to this
passage, states that Tooke's view of the effect of an increase
of the rate did not differ widely from his own (Ars of Cen-
tral Banking, p. 367). This is true of the particular state-
ment. Nevertheless the general conclusion which Tooke drew
was the opposite of Hawtrey’s.

@ History of Prices, m, 275, See also Ev, 1840, gt
3297-3300.
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ply of bullion would influence world prices he
does not explain the modus operandi.* His
theory of credit operations leaves no place for
any. He insists that any increase in the sup-
ply of bullion in England would go to the
Bank, and that the Bank in buying gold or
securities would not force either coin or notes
into circulation.*® There would be a reduction
of money rates, but the reduced rates, accord-
ing to his reasoning, would not influence com-
modity prices.

Mill was obviously much influenced by
Tooke. In his review of Torrens’s book in
defense of the Currency Principle and of
Tooke’s book opposing it, he gives nearly all of
his attention to Tooke’s.** For it he has only
words of praise.

The limit to possible demand, he holds, de-
pends not only upon the amount of notes and
deposits in people’s possession but upon any
other sums payable on demand and upon any
“credit” they may possess. “Credit” in this
context means potential borrowing from both
banks and traders. The portion of their “pur-
chasing power” which people use depends upon
their necessity and upon their expectation of
profit. He admits that an “extension of credit,
legitimate or illegitimate, tends, in proportion
as it is made use of, to a rise of price.”” But his
position seems to be that a reduction of the rate
can not supply the motive for increasing outlay.
He gives no consideration to the possibility that
the other factors might be so evenly balanced
that a change in the rate would be the deciding
factor for a certain margin of expenditure,, In
agreement with Tooke, he states that the Bank
can influence the rate of interest and the prices
of securities, but he fails to note any connection
between the prices of securities and the demand
for commodities.*®

“Ev., 1840, qs. 3205-3303.

“ Currency Principle, pp. 61-63.

“J. S. Mill (unsigned article), “An Inquiry into the
Currency Principle, by Thomas Tooke; and An Inquiry into
the Practical Working and Proposed Arrvangements for the
Renewal of the Charter of the Bank of England, by R. Tor-
rens,” Westminster Review, X1t (1844), 579.

® Ibid., pp. 589~596. In his Principles of Political Econ-
omy Mill takes much the same position as in his article in
1844. Buthenowmthattheposibilityoi'muingbank
Dotss permits an expansion of credit, and therefore a rise of
prices, to go to greater lengths than they would otherwise

Fullarton’s purpose also is to emphasize the
lack of control by the Bank over commodity
prices. But the lack of control in his view is
owing to the inability of the Bank to control the
money market.*® Unlike Tooke, he stresses the
importance of the market rate of interest upon
speculation and the starting of new enterprise.
He states first that the interest which a specu-
lator has to pay if he uses borrowed capital, or
which he must forego if he uses his own, though
only one element of cost, constitutes an impor-
tant item in his calculation of profit. It is im-
plied that a temporary reduction of the rate
would affect the speculator’s willingness to make
commitments.*”

But the “real incentive to speculation,” he

believes, “whether in the more hazardous class
of securities or in merchandise, lies deeper than
this.”” The amount of capital seeking invest-
ment in ordinary times is in excess of the means
of employing it. Competition for securities in
favor for their safety and convenience raises
their price. Higher prices for securities are
identical with a lower rate of interest. Capital-
ists are so eager to obtain better rates of return
that they buy shares in new projects though they
involve greater risk. Speculation then spreads
P #
(Principles, bk, iii, chs. xii, xxiv). He takes the same posi-
tion before the Committee on the Bank Acts (Ev., 1857,
g. 2031). (In his article (p. 593) he denied that preventing
an increase of bank notes “would either arvest the rise, or
moderate the subsequent revulsion.”) While formally he ad-
heres to his old position that increased credit facilities do
not originate 'an increased demand for commodities, be
stresses much more the point that they make possible an
increased demand.

Mill makes much more of another point in his later
statements. Bank issues, he says, never “originate” a rise
of prices so Jong as they are advanced to merchants and
dealers, since they are then used for fulfilling previous en-
gagements. But the operation is different when the advances
are made to manufacturers and others for paying wages.
The notes then get into the hands of laborers and others who
spend them for consumption; and in that case they “do con-
stitute in themselves 3 demand for commodities” and may
for some time tend to promote a rise of prices (Ev., 1857,
q. 2066). See also Primciples, Ashley ed., pp. 655-656.
Cf. article cited, Westminster Review, x11, 58on, He seems
to mean not merely that the possibility of issuing notes for
wage payments postpones the demand on the Bank’s re-
serve, but that the particular use of the notes gives them a
power of originating a rise of prices which they would not
otherwise have.

“ See Chapter III, above.

* Regulalion of Currencies, pp. 161-163.
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from securities to goods. Fullarton makes no
attempt to show that the increased demand for
goods is caused by the new projects; though he
quotes Craig to the effect that the decline in the
rate on deposits in Scotland caused depositors
to lend to builders and in some cases to become
builders themselves.*®

Unlike Bosanquet and most contemporary
writers, Fullarton did not consider that the re-
duction of the rate necessary for promoting ex-
pansion was due to monetary causes — or at
least not for the most part. It was owing to a
plethora of real capital. Moreover he seems to
have considered that the additional undertak-
ings would merely involve greater risk — being
projects not required - rather than a change
to more capitalistic methods of production.

3. Conclusion

In contrast with later writers, particularly
those of the early twentieth century, the older
writers and financiers made no effort to give a
mathematical formulation to the relation of
prices to money and the other factors in the
equation of exchange, but adhered to the lan-
guage of the market. This was not because
they were unfamiliar with the concept of the
rapidity of circulation or the requirement of a
given cash balance in relation to the amount of
income and outlay. They apparently considered
that not all the various factors which might
influence prices could be stated in a simple
form. I believe the older approach was more
realistic than the one through the Quantity
Theory equation. The latter approach leaves in
the background (a) the analysis of the actual
procedure by which the monetary authorities
may bring their influence to bear, (b) the cri-
teria for determining to what extent monetary
measures are effective, and (c) the motives of
those who administer business to change the
volume of commitments.

Contemporary writers were not interested
primarily in the exact process by which mone-
tary measures produced a rise of prices. It is
true that some regarded Bank rate as a mere
instrument for varying the amount of Bank
notes. But not even the Currency School con-
sidered that prices were determined directly by
the volume of currency: the effect of changes

® Repulation of Currencies, pp. 162-165,
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in the latter operated through the credit super-
structure and the money market. As has been
pointed out, there was an increasing tendency
to take the rate as the point of departure in dis-
cussing the mode of producing a change of
prices, but this was because the rate was the
more obvious indication to traders and bankers
of whether money was abundant. I do not be-
lieve they were concerned with whether the size
of balances or the level of the rate was the direct
incentive to monetary outlay. What they were
concerned with in this connection was the cti-
terion which the Bank should follow in regu-
lating credit.

Did the older writers raise the question
whether the market rate in order to induce
expansion must be less than the “natural rate”?
They did not as a rule discuss the problem in
that form. For the most part they stated simply
that cheap credit tended to promote an increase
of purchases, but I believe they assumed im-
plicitly that credit was to be considered cheap
or not according to circumstances. It must be
remembered that the “natural rate” does not
afford an objective criterion for regulative ac-
tion. Indeed it was the essential weakness of
Bosanquet’s theory that he assumed that the
Bank could determine the proper level for the
discount rate independently of business devel-
opments. It seems doubtful, therefore, whether
the theories of the older writers would have
gained by defining elaborately the “patural
rate.” Such a rate turns out to be nothing more
than one to which the market rate must con-
form in order to maintain equilibrium defined
in some other way. What needs to be under-
stood is that a rate is not to be judged high or
low arbitrarily.

. As regards the points at which the economic
system was assumed to be sensitive to the rate,
we have seen that Thornton, Palmer, Gurney
(at times), Loyd, Bosanquet, and even Fullar-
ton supposed that a reduction of the rate would
affect the outlay of commodity dealers. There
was nearly universal agreement that the rate
affected the prices of securities. Tooke and
Fullarton pointed out that the prices of securi-
ties would in turn affect the starting of new
enterprises; though Tooke denied that this
would lead to a rise of commodity prices. Ful-
larton moreover did not view the low rate as
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owing to monetary causes. However, it was a
very common opinion that “bubble” enterprises
were encouraged by excessively cheap credit.

The weight of opinion was much more to the
effect than it is today that cheap credit would
lead to business expansion and a rise of prices,
Hubbard, Tooke, and Mill were very much in
the minority in this respect, and even they
made admissions damaging to their view. The
careful search for points in the economic sys-

tem which are sensitive to cheap credit proceeds
probably from a doubt as to whether they exist.
One suspects that the reason why the older
writers did not take more interest in this prob-
lem was that generally they had faith that an
expansion of credit would easily produce a rise
of prices. Their chief concern was to avoid hav-
ing a rise of prices which would upset the coun-
try’s international equilibrium and then produce
a crash,



CHAPTER V

PUBLIC DEPOSITS, ADVANCES TO THE
TREASURY, AND QUARTERLY
ADVANCES TO THE MARKET

HAT the condition of the money market

had an important connection with.the
Treasury’s operations is evident when it is ob-
served that the Treasury frequently absorbed
funds during a financial quarter equal to half
the Bank circulation in London or equal to
several times the amount of the London bank-
ers’ balances at the Bank. The Treasury did
not make the same effort that it makes today to
avoid influencing the amount of bankers’ cash
by varying the floating indebtedness held by
the market,! Though the variations in advances
were to a large extent seasonal after 1825, they
were not so altogether, In addition, practically
all the balances of government funds were
kept at the Bank and these likewise varied
widely. It is of course the net position of
the Treasury at the Bank — the difference
between deposits and advances received —
and changes in the net position which are
significant from the standpoint of the money
market.

During the period of war and postwar financ-
ing the Bank officials were well aware that
the accumulations and releases of funds by the
Treasury had an uninterrupted effect on the
money market. And as late as 1832 Gurney
and some of the directors showed that they ap-
preciated this fact. After that time the general
position of the officials was that advances to
the Treasury (together with changes in the
public balances) gave rise merely to a seasonal
problem and that it was the Bank’s purpose
merely to meuiralize their effect on the money
market. But as a matter of fact the procedure
followed by the Treasury together with the
Bank’s granting of temporary advances to the
market played an important part in the general

15ee the evidence of Sir R. V. N. Hopkins, before the
Committee on Finance and Industry, 1930,

control of credit. I shall try to show that both
the temporary advances and the indebtedness
of the Treasury at the Bank were routes by
which the market could adjust its position at its
own initiative, the Bank and the Treasury set-
ting the terms of credit.

No part of our subject is so clouded with
details as the connection between the Treasury’s
operations and the money market, so it seems
desirable to begin with a brief discussion of
procedure. Then in the section following that
we shall give particular attention to the seasonal
release and absorption of funds by the Treasury
and related factors. The seasonal relation-
ships throw a good deal of light on the semi-
automatic adjustment of the reserves of the
London banks to the demand. Moreover, con-
temporary discussion can be understood only if
one is familiar with the seasonal variations, for
the problem was regarded as essentially sea-
sonal.

1. Statement Concerning Procedure

The Exchequer deposit at the Bank was only
a general fund. In addition, the paymasters
general, the receivers general, and various other
public officers and their subordinates held large
balances of public money, practically all of
which were in deposits at the Bank.? The divi-
dend deposit or Audit Roll was a credit set up
at the beginning of each quarter from the Ex-

* According to Eugen von Philippovich, the various pay
offices were required to keep their balances at the Bank as
carly as 1733 or scon after. In 1806 the Excise, Stamp, Post,
and Customs offices were ordered to pay inte the Bank the
money they received except for small sums for current ex-
penses. (History of the Bank of England and Iis Finoncial
Services to the Siats, 1nd ed., 1911, pp. 185-186.) For a list
of the wvarious public deposits maintained in 31819, see Re-
port, H.C. 1819, app. 9. Compare with the List given in
PP. 1861, {13), xxxav, 16,

[62]
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chequer deposit, and from advances from the
Bank when necessary, for the payment of the
warrants for the dividend on the government
debt. In a certain sense it was a portion of the
Exchequer deposit designated for a special pur-
pose.

Not all deposits maintained by public func-
tionaries were classed as public deposits. The
Chancery and Bankruptcy accounts, for ex-
ample, were reported by the Bank as private
deposits. So also was the account of the East
India Company.? The account of the Commis-
sioners of Savings Banks, on the other hand,
was classified as a public deposit.*

The amounts of the different classes of Ex-
chequer bills issued and paid off by the Treasury
during each financial year are given in a table
at the end of this chapter. These data, which
include bills issued to the market as well as to
the Bank, may be compared with those of the
Bank’s holdings at particular dates as shown
at the end of Chapter VII and in Charts 1va,
1vb, and 1x in the Appendix.

The procedure by which the Bank made ad-
vances to the Treasury was of course regulated
by statute.® The advances regularly made were
classified on the same basis as the appropriations

* A report from the Treasury in 1861 listed twenty-four
such government accounts which were classified as private
deposits for the Bank return. The list included the accounts
of the Master of the Mint, the Poor Law Board, and the
Registrar of the High Court of Admiralty. The Council of
India account, however, was changed to a public deposit in
1858. See Correspondence between the Chancellor of the
Exchequer and the Bank of England, PP, 1861, (12),
xxxiv, 7-x6. Cf. Weguelin, Ev., 1857, gs. 156, 406—431; and
Report of the Committee on the Bank Acts, 1857, app. 35.

¢ This account represented funds paid into the savings
banks and awaiting investment in the public funds.

*The Act of 1819 (59 Geo. ITI, c. 76), which merely con-
tinued existing laws to the same effect, prohibited the Bank

from making any advances to the government or from buy-

ing any Exchequer bills without the consent of Parliament.
But actually Parliament always gave the necessary consent:
by permanent enactment for advances for Consolidated
Fund services, and by temporary enactments for Supply
services. That the general law was no practical hindrance
to the Treasury’s borrowing from the Bank is shown by the
fact that in “nearly every” Exchequer Bill Act from 1797
the Bank was authorized to advance the whele or a portion
of the amount of bills to be issued (Report on Public Income
and Expenditure, 186869, part ii, pp. 518-519, P.P. 186869,
xxxv). This was in addition to the other advances enu-
merated
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of public funds.® Deficiency bills, beginning in
1817,7 were authorized to be issued whenever
the balance in the Consolidated Fund ® at the
end of the financial quarter was insufficient to
meet the permanent charges against it. They
were issued at the beginning of the quarter sub-
sequent to the one in which the deficiency oc-
curred, and were paid off during the remainder
of that quarter as the income to the Consoli-
dated Fund made possible. These bills were
issued only to the Bank, though Anderson states
that it is not improbable that they were intended
originally to be resold to the public, since they

® Appropriations were divided into two general classes:
permanent grants and annual grants. The first category re-
quired no annual renewal of authority but became permanent
charges against the Consolidated Fund. The most important
of these were interest on the permanent debt, salaries of
judges znd certain other independent officers, and annuities
to members of the royal family and other distinguished
persons., Annual grants, on the other hand, were made by
Parliament for the support of the army, navy, and civil
services, and for the payment of interest on the unfunded
debt. See Memorandum on Financizl Control, Report from
the Select Commiitee on Public Monies, 1857, app. 1, pp.
2526 (PP. 1857, Second Session, (279}, x). The memo-
randum was written by William Anderson. See also Josef
Redlich, Procedure of the House of Commons {1go8), mt,
I50-172.

" Deficiency bills were authorized by 57 Geo. IHI, c. 48,
which was a permanent act. Before 1814, when the balance
in the Consolidated Fund at the end of the quarter was in-
sufficient to meet the quarterly charges, an advance was
made “out of the aids or supplies of the year” (Report on
Public Income and Expenditure, 186869, part ii, p. 519).
This involved an advance from the Bank charged on Aids or
Supplies when the balance in the Exchequer was insufficient
to meet the withdrawal.

*The Consolidated Fund was formed in 1787. Only the
permanent duties were assigned to it and only the permanent
grants were charged directly against it, though the surplus
beyond the permanent charges became available for Supply
services. During the war and for some time later a large
portion of the revenue consisted of anmual duties, and so
was directly applicable to Supply services without passing
through the Consolidated Fund. By 1830, however, few of
the annual duties remained, and by 1846, all the revenue
was raised by permanent enactment. Consequently the whole
income was carried to the Consolidated Fund and all Ways
and Means for Supply services were derived from the surplus
after the permanent charges. However, amounts raised on
Supply bills and until 1855 amounts raised from permanent
loans were part of the annual Ways and Means and did
not go to the Consolidated Fund. Also, Supply bills were
redeemed out of Ways and Means voted for Supplies instead
of being charged against the Consolidated Fund. (Memo-
randum on Financial Control, cited above, pp. 25-26; Report
on Public Income and Expenditure, 1868-6g, part ii, p. 520.)
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were made payable to the Bank “or to their
order.” But they were not in fact negotiated,
he says, and could not have been without inter-
fering with their repayment from day to day.?

Let us turn to advances for Supply services.
Until 1832 the Treasury issued to the Bank
Exchequer bills in anticipation of certain an-
nual revenyues, such as the malt and sugar duties.
These bills, which were for relatively small
amounts, were of course paid off out of the
proceeds of those duties.!”

Ways and Means bills were also issued to the
Bank for Supply services, but they were charged
against the Consolidated Fund. By 1830 most
of the revenue was applicable to the Consoli-
dated Fund, and consequently most of the
Supply charges were met from its surplus (after
the permanent charges). Parliament, there-
fore, in that year  and in subsequent years
authorized the Bank to advance whatever was
required to make up the difference between such
Ways and Means appropriated and the surplus
(in the Consolidated Fund) available for cov-
ering them. These bills were repayable from
the Consolidated Fund during the quarter next
succeeding that in which they were issued (in
contrast with Deficiency bills, which were re-
payable during the guarter in which they were
issued).'® Ways and Means bills in effect super-
seded the bills issued in anticipation of annual
duties, though there was a period of three years
when both kinds were issued.

Supply bills were issued for Supply services
and for paying off outstanding Exchequer bills.*®

*Memorandum on Financial Control, 1857, p. 39. How-
ever, Deficiency hills, as well as other Exchequer bills, were
sometimes taken over from the Bank by the Sinking Fund.
See tables in the Report on Public Income and Expenditure,
1868~69, part ii, pp. as-125.

®Cf. Philippovich, History of the Bank of England,
Pp. 189-190.

0 See 11 Geo. IV, ¢ 3.

#See Anderson’s Memorandum on Financial Contrel,
1857, Pp. 4041, See also report on Public Income and Ex-
penditure, 1368-69, part ii, p. §30. Ways and Means bills
were frequently referred to as Consolidated Fund bills,
‘They are not to be confused with the Deficiency bills re-
ported in the Bank returns under “Advances for the Quar-
terly Charge of the Consolidated Fund* E.g., Report,
1840, APPp. 1.

¥ The issue of Supply bills was regulated by 48 Geo. HI,
c. 1; 4 and 5 Will. IV, ¢, 15; and 5 and 6 Vict, ¢ 66. See
Memorandum on Financial Contral, 1857, p. 41.
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In contrast with the three classes of bills just
mentioned, which were issued only to the Bank,
Supply bills were sold to the market, and the
Bank’s holdings were therefore listed as “Ex-
chequer bills purchased.” But as a matter of
fact the Treasury sometimes requested the Bank
to buy them in order to support the market.
Until 1838 they were receivable at par for
taxes from the 5th of April next after their date
of issue, and the Treasury undertook to main-
tain them at a premium in order to prevent
their being returned in the revenue. After 1838
it was not necessary for the Bank to support
them for this purpose, since they could not be
paid in for taxes until after a year from their
date of issue, and they were usually called
in for redemption or exchange before then.'*
However, to the extent that the offerings were
not taken by the public, the Treasury had the
choice of requesting the Bank to buy them, or
of redeeming them in cash out of Ways and
Means voted for Supplies and then of obtaining
advances from the Bank for the public services.
The difference was only one of form. During
the war period nearly all of the Exchequer bills
purchased by the Bank represented in effect
advances at the initiative of the Treasury.’
But owing to the increase of advances in other
forms and to the easing of market rates (asso-
ciated with the general liquidation of credit),
the Treasury after 1826 bad less occasion to
request the Bank to buy Supply bills. How-
ever, there was always the possibility of obtain-
ing aid in that form if occasion required.*®

‘The Chancellor of the Exchequer in his offi-
cial request for advances proposed the rate
which he desired to pay and the Bank directors
nearly always accepted this rate. But on rare
occasions they refused, as they had the legal
right to do."

The question arises whether the statutes in

 See Anderson’s discussion, Memorandum on Financial
Control, 1857, pp. 4143.

* Memorandum Respecting the Issue and Purchase of
Exchequer Bills by the Bank, Report, H.L, 1819, app. A3.

™ See the discussion in Chapter VII, section 1.

*The Bank in 1840 refused F. T. Baring's request for
Ways and Mesns advances at ad. per diem on the ground
that it was selling bills in the market bearing a rate of 2344d.
and would therefore be subjected to a loss. Baring agreed
to the higher rate (P.P. 1841, Session January to June, (28),
xm).
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providing for the Treasury’s borrowing from
the Bank under certain conditions led to ad-
ventitious releases of funds to the money mar-
ket through the Treasury. I believe they may
have encouraged the Treasury to some extent to
depend upon the Bank as against the market,
but they did not dictate its policy in this regard.
The Treasury, as far as the legal arrangements
were concerned, was free to raise funds from
the market and thus reduce the amount of De-
ficiency or Ways and Means bills required to
be sold to the Bank. As I shall attempt to show
later, it was the unwillingness of the market at
times to absorb all the Supply bills offered that
was the really important factor causing the
Treasury to increase its demands upon the
Bank. There was to some extent an arbitrary
enlargement of the Treasury’s indebtedness to
the Bank owing to the legal inability under
certain circumstances to utilize the Exchequer
deposit for cancelling indebtedness before a
given time.!* But it should be borne in mind
that the extra indebtedness to the Bank did not
release funds to the market, since it was offset
by the extra deposits which were temporarily
unavailable. There was a question only of con-
venience to the Treasury.

We come now to the consideration of the
procedure by which the Bank sought to counter-
act the seasonal accumulation of funds by the
Treasury and their subsequent repayment to
the market. According to Samuel Thornton it
was the practice of the Bank during the period
before 1819 to buy Exchequer bills to a greater
extent than usual during the part of the quarter
when the accumulation of the revenue was

“Let us consider some possible examples. Before De-
ficiency bills were authorized in 1817, a surplus in the Con-
solidated Fund could mot be used to repay indebtedness
incurred on 2ccount of a deficiency in the previous quarter,
but was required to zccumulate until the end of the quarter
in which the surplus arose. Thus both the indebtedness and
the Exchequer balance were arbitrarily enlarged during that
quarter. This difficulty was remedied by the Act authoriz-
ing Deficiency bills, which could be charged against the Con-
solidated Fund as the incoming revenue made possible, See
Report on Public Income and Expenditure, 186869, part ii,
P. 519.

Ways and Means bills, as we have seen, were not repay-
able until the quarter following that in which they were
issued, but as a rule Deficiency bills, which were repayable
as soon as the revenue permitted, could be used to reduce the
Exchequer balance.
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greatest and when money therefore tended to
be scarce.*® Such a practice, however, was not
so common during the 'twenties, probably be-
cause the Bank considered that the market was
adequately supplied with funds without such
seasonal purchases.?® Beginning in 1829 the
Bank offered by public notice to make tempo-
rary advances to the market at a rate ordinarily
below discount rate during the part, approxi-
mately half, of each financial quarter when the
Treasury was taking funds from the market.
The time at which they became available varied,
but in general they began before the accumula-
tion of funds had gone very far and were re-
quired to be repaid within about six to sixteen
days after the dividend on the government debt
became actually available.?* The advances were
for amounts of not less than £2000 and for
periods of pot less than ten days.*® The col-
lateral required varied, but, except for a very
short period, bills of longer term than were
eligible for discount could be pledged, and dur-
ing most of the period through 1844 certain
types of investment securities also could be
used. The Bank changed the collateral re-
quirements with the idea of limiting the amount
of advances, for the requirements were more
strict when rates were high.®

The rate on advances was less than Bank

®Ev., HL. 1819, q. 64.

®Jt is possible that the Bank found other methods of
easing the seasonal tension, but since weekly accounts are not
available until 1832 the point can not be determined.

n See Appendix, Chart xy1, Where the curve of advances
is continuous the advances were available to the public;
where the curve is broken they were not available to the
public, though in some cases they were available by private
arrangement even then.

* Page, Ev., 1840, q. 899; Report, 1840, app. 19; Report,
H.C. 1848, app. 10.

® The notice of March 8, 1832, for example, specified bills
of exchange, Exchequer bills, East India bonds, and “other
approved Securities,” Govemment stock was not included
until August, 1835. The notice of March 2, 1837 restricted
eligible collateral to commercial bills and the restriction was
not removed until the notice of November 29, 1838. A
similar restriction was applied again in the notice of June 2o,
1839 and again removed February 27, 1840. The laiter
notice restored East India bonds and Exchange bonds but
not other securities. The term of bills which could be
pledged was not always specified, but it is to be presutned
that long bills were eligible collateral where not specifically
excluded. Notices of March 2 and June 1, 1837 excluded
bills of more than ninety-five days to run, but a supple-
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discount rate except during periods when the
Bank evidently desired to restrict, in which
case the two rates were the same.®* But even
then the advances were of some advantage to
the public, for certain classes of borrowers
would have had to pay a higher rate than Bank
rate if the market had been forced to discount
appreciable amounts at the Bank.

2. Seasonal Release and Absorption of Funds
by the Treasury and Related Changes

It is difficult to follow the net release and ab-
sorption of funds by the Treasury by examining
individually the accounts through which they
occurred. In order, therefore, to show the
weekly net position of the Treasury I have
added together the Exchequer and dividend
deposits and from their sum subtracted De-
ficiency bills together with “other advances on
Exchequer bills” (mostly Ways and Means
advances for Supply services). In the chart
in the Appendix I have called the resulting fig-
ure the “Net Due to Treasury.”?® Strictly,
other public deposits should have been included
in so far as they were true government accounts,
but since there was some doubt as to where to
draw the line, and since in any case the vari-
ations in other government accounts were small
in comparison, I have used only the Exchequer
and dividend deposits. Negative figures for
“Net Due to Treasury” indicate that the Treas-
ury was receiving advances in excess of the
Exchequer and dividend deposits, and may be
viewed as a kind of overdraft. A decline in the
curve means that the Treasury is releasing
funds to the market and a rise that it is absorb-
ing funds.

The principal cause of the seasonal change in
the Treasury’s position at the Bank was the
payment of the dividend on the government
debt.* The financial quarters ended the s5th of

mentary notice permitted bills of six months, and they were
suthorized in all later notices through the period ending in
1844. (Report, H.C. 1848, app. 10.)

% See Chart B, pp. 92—93.

® Chart xm, Release and Absorption of Funds by the
Treasury and Important Related Factors.

*The Treasury's position was affected also by the time
at which the revenue was collected. Collections were Jurgest
in the latter part of the year. The payment of Supply
charges was also a factor. And it should be noted that the
January and July dividends were larger than those of April
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January, April, and July, and the roth of Octo-
ber, and on the day following the Treasury paid
the Chief Cashier of the Bank the full amount
of the dividend by drawing on the Exchequer
balance and, to the extent necessary, by issuing
Deficiency bills. This amount was carried by
the Bank as a liability to the public creditor and
was called the dividend deposit or Audit Roll.2”
On the 8th of January, April, and July, and the
13th of October (though sometimes a day
later), the London banks and the public could
obtain payment in Bank notes or deposit credits,
two to three days being required by the public
for obtaining their warrants after the books
were opened.?® The larger portion of the divi-
dend was claimed immediately by the London
banks (for their own account and for the ac-
count of their customers) and the remainder by
the public in the course of the next few
weeks.?®

Within four or five weeks after the dividend

and QOctober until 1844, after which the situation was rather
reversed. (See P.P.184%, (413), xxxiv, and the figures be-
low.) These facts help to explain the yearly pattern of the
curve “Net Due to Treasury.”
AMOUNTS OF THE QUARTERLY DIVIDENDS
(in millions of pounds)

1343 1844 1845

Jan. 6............ 85 B.4 5.8
Aprdl 6...... ... 34 3.4 G.g
uly 6.civvinienn, .8 .4 5.
ELicrennnnanas 4.4 5.6 6.5

¥ In 1854 the Treasury instead of paying the whole divi-
dend to the Chief Cashier on the first day of the quarter,
began the practice of paying only such amounts from day to
day as were considered ample to meet the actual disburse-
ments by the Bank, The object of course was to reduce total
interest on Deficiency bills issued to the Bank. The Bank
officials claimed that this practice violated the Loan Acts,
but the Attorney General, the Solicitor General, and the Lord
Chancellor upheld the Treasury. See Correspondence between
the Chancellor of the Exchequer and the Bank as to the pay-
ment of the dividends, P.P. 1854-55, (465) and (183), xxx.
See also Weguelin, Ev,, 1857, q. 145; and Report on Public
Income and Expenditure, 1868-6g, part ii, p. 529. From the
standpoint of monetary analysis it is of no importance
whether the dividend deposit is regarded as a legal liability
to the public creditor or to the Treasury.

™ To avoid discrimination, the Bank would not pay the
London bankers, who first had access to the books, until
the general public had the opportunity to receive their war-
rauts (PP. 185455, (465), xxx, 15).

The delay in paying the dividend after the Treasary had
provided for it in the dividend deposit explains why public
securities were large for a few days at the same time that
public deposits also were large,

*® Weguelin, Ev., 1857, . 145-151.
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payment began, incoming revenue exceeded
funds released. Funds were absorbed first in
the redemption of Deficiency bills, and Ways
and Means bills if there were any redeemable,
and then in the enlargement of the Exchequer
balance, The seasonal pattern of the release
and absorption of funds by the Treasury was of
course the same whether the dividend was paid
from the Exchequer balance or by the issue of
Deficiency bills to the Bank provided any given
plan was followed regularly.

The main factors associated with the seasonal
release and absorption of funds by the Treasury
were changes in the London circulation, Lon-
don bankers’ balances, and the Bank’s tempo-
rary advances to the public.’*® As funds were
released, for example, bankers’ balances and the
circulation were increased and advances to the
public were repaid.

The question now arises to what extent the
reserves of the London banks were affected by
the release and absorption of funds by the
Treasury. The reserves of the London banks
during this period consisted largely of Bank
notes and so a change in the London circulation
reflects both a change in the reserve position as
well as a change in the public’s holdings. Every-
thing considered, I believe that only a small
part of the increase coming at the time the
dividend was paid, probably less than £500,000,
represented increased note holdings of the pub-
lic. This belief is based partly upon the fact
that increases in the London circulation were
large when increases in London bankers’ bal-
ances also were large. It is based also upon the
fact that, during the years for which the notes
were classified by denominations, much the
greater part of the increase was in denomina-
tions over £35, and therefore held more largely
by the bankers.® Furthermore, modern experi-
ence leads us to believe that the seasonal demand
for notes by the public would be highly regular
instead of showing very much smaller changes
in some years than in others, as the London
circulation did. It is also to be noted that the
country circulation of the Bank showed no im-
portant increase at the time the dividend was

#* See Appendix, Chart xm.

¥ See Appendix, Chart vi. See also Report, HL. 1819,
app. B3, where for a short period notes for the 1st and 15th
of the month are classified in more detail.
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paid, though the proportion of the dividend
received in the country must have been large.
Finally, after 1853-54, when London banks
began paying clearing balances with checks on
the Bank instead of with notes, and when the
joint stock banks were admitted to the Clearing
House, the increase of the circulation at the
time the dividend was paid became much smaller
on the average. Presumably the change was
owing to smaller increases in the note holdings
of the banks.

Apparently the banks were prepared to see
some seasonal variation in reserves without
making undue efforts to correct the situation.
But there evidently was a minimum require-
ment below which they were not willing to go,
so that if their reserve position was not strong
when the Treasury began to absorb funds the
market was forced to obtain unusually large
advances from the Bank. If the reserve posi-
tion was strong, as in 1843, advances would be
very small, and the subsequent release of funds
by the Treasury would add more than usual to
London reserves.

Nevertheless some of the funds released by
the Treasury were absorbed by the increased
demand for notes by the general public. About
£2,000,000* of the dividend warrants were
given out direct, instead of being claimed
through London banks, and something less than
£1,000,000 of these were cashed at the Bank.*®
The public, however, were less prompt in
claiming their dividends than were the banks,
so nothing like this amount was required at
any one time. It should be noted that the
increase in the public demand for currency
began before the end of the calendar quarter
and continued through the date of the dividend
payment. The earlier increase was connected
with the payment of Supply charges by the

© Weguelin, Ev., 1857, gs. 145-151. In addition, the
London bavkers claimed £3.800.000.

= Data showing the exact way in which the dividends
were paid are probably not available for our period. But in
1868, out of a total of 231,349 warrants issued during each
half year, about ¢o,000 were claimed through London
bankers’ lists and about 140,000 were delivered to the public
at the Dividend Offices (in the Bank). Of those delivered
to the public, goo00 were cashed over the counter in the
Rotunda. But the amowni of the warrants cashed by the
public at the Bank came to only £882,000 out of a total of
£5.880,000 dividends paid. (PP.1868-69, (368), xxXXIV.)

Xé‘)_lv‘% . Mé
5 caeqz2



THE BANK AND THE TREASURY

Exchequer and with end-of-quarter private
payments.™

There were other seasonal changes, though
less important, which tended to counteract the
release and absorption of funds by the Treas-
ury. There was a withdrawal of gold of from
£300,000 to £500,000, though it began late in
the calendar quarter and continued through the
date of the dividend payment. “Other public
accounts” as well as “other private deposits,”
which included the accounts of the London
traders, rose slightly when the dividend was
paid. Dividends on Bank stock as indicated
by changes in the “rest,” on the other hand,
released funds to the market in some years at
periods coinciding with the payment of the
dividend on the government debt. During the
period 1842-1844, for example, from £2 50,000
to £500,000 were released in April and October,
though not in January and July. Other years,
such as 1841, showed less regular changes in
the rest. It is noteworthy that discounts showed
no regular seasonal variation, though the tim-
ing of rather large increases and decreases was
affected by Treasury operations. Repayment
of discounts, for example, was likely to be
accelerated immediately after the dividend was
paid. :

In contemporary discussion the seasonal
character of the problem of the Treasury oper-
ations was generally emphasized. But a careful
examination of the data reveals that nonseasonal
changes were of considerable importance.

3. Significance of Treasury Operations and
Quarterly Advances to the Market from the
Standpoint of General Credit Policy

In part, Treasury operations initiated changes
in the money market and thus required the
market to adjust its position through advances
or discounts at the Bank. But to some extent
they responded to changes in the money mar-

™ Weguelin, Ev.,, 1857, qs. 40103, As time went on this
increase exceeded and finally dwarfed the increase coming
at the time the dividend was paid. Weguelin attributed the
increase of the circulation of two to two and a half millions,
coming before the end as well as at the beginning of the
financial quarter, to increased holdings of the public. Unless
be meant (in this context) to include bank reserves in the
public’y holdings, the amount was too large. Even during
the ‘scventies the increase of £5 and £ro notes together
amounted to Jess than a million pounds.
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ket, allowing the market to adjust its position
via the Treasury. The reduction of the floating
debt, owing either to an improvement in the
revenue or to funding operations, tended to
reduce government borrowing at the Bank and
increase the Exchequer balance and thus to
absorb funds from the market. For example,
there was a large nonseasonal absorption of
funds beginning in 1843.3% It is not to be sup-
posed, however, that the Treasury was wholly
active in the matter. Under some circumstances
the attempt to absorb funds in this manner
would bave interfered with the sale of Ex-
chequer bills. Even though the amount offered
to the public were less, the shortage of reserve
would have tended to drive up the rate on this
smaller amount. In that case repayment of De-
ficiency and Ways and Means advances would
have been checked. In the period in question,
however, bullion movements together with the

‘purchase of investment securities by the Bank

compensated in part the tightening influence of
the Treasury’s absorption of funds.® Thus the
reduction of the Treasury’s indebtedness to the
Bank was the joint result of various condition-
ing factors.

On the other hand, a shortage of credit,
initiated through bullion movements or the sale
of securities by the Bank, tended to cause the
public to refuse a certain portion of Exchequer
bills and so compel the Treasury to resort to
the Bank, as it did, for example, in 1825-26.
During the April panic in 1847 the condition
of the market required the Treasury to release
funds through a reduction of the Exchequer
balance to the extent of about £4,000,000. This
of course accomplished the same result as if
the Treasury had obtained advances from the
Bank. Evidently during the October panic the
Treasury’s needs were temporarily provided
for and no such relief to the market was
given.

The Treasury could of course resist any
tendency of the market to refuse bills by rais-
ing the Exchequer bill rate. But it is important
to see that the extent to which the Treasury
could force the sale of bills in this manner
would depend upon the amount of excess re-
serves in the London banks which could be ab-
® See Appendix, Chart x. Cf. Tables 5 and 6.
* For various offsetting factors see Appendix,
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sorbed together with the ease with which the
market could resort to the Bank directly.

Thus the release of funds by the Bank via
the Treasury is to be viewed as alternative to
their release through advances to the market
and through discounts. An increase of the Ex-
chequer bill rate in order to repay Bank ad-
vances to the Treasury would have forced an
increase of advances to the market and would
have tended to make Bank rate more effective.
On the other hand, the raising of discount rate
and the rate for advances by the Bank would
have tended to increase the cash resources of
the market taken through the Treasury unless
the Treasury prevented it by raising the Ex-
chequer bill rate also. It is not necessary to
assume that a proper adjustment of the Ex-
chequer bill rate to market conditions meant
that the rate had to be the same as the commer-
cial bill rate or any other particular rate; nor
that all holders of Exchequer bills were equally
sensitive to the rate differentials. It is only
necessary to assume, as many contemporary
observers did assume, that some of the holders
would demand cash if the rate offered were too
low.%7

4. Contemporary Discussion and Criticism

The connection between the Treasury’s oper-
ations and the money market was seen most
clearly perhaps about the time of the Resump-
tion inquiry and a few years afterwards. The
reason no doubt was that the release and ab-
sorption of funds through the Treasury were on
a larger scale during the war and early postwar
periods than later.

Samuel Thornton pointed out that “the pub-
lic would not have taken the amount of ex-
chequer bills, which the government required
to be issued at the rate of 2d. a day, if the bank
had not been holders of a very large proportlon
of exchequer bills in circulation.” This opinion
was concurred in by Harman, Dornen and
Pole.® At this time there was no reference to

* Exact comparisons of the yield on Exchequer bills with
other rates in the market are impossible because the bills
were usuzlly sold at a premium. The premium evidently
was based partly upon the privilege of exchanging old bills
for new ones at par. For nominal rates on Exchequer bills
and market premiums for a few years see pp. 70-71.

®Ev, HC. 1819, pp. 149-150.
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the fact that the taking of Exchequer bills by
the Bank released funds to the market. But
at another time Thornton stated that the public
could not have taken so large an issue of bills
if the Bank had not furnished the circulating
medium which enabled them to do it. He
further pointed out that the Bank supported the
market when there was a decline in the premium
and to a greater extent if the bills went to a dis-
count. Purchases of bills in recent years, he
said, were almost exclusively for that purpose.®

At the Bank Charter inquiry the examiner of
Harman stated very clearly that a change in the
circulation affected the price of Exchequer bills,
and that advances by the Bank would hold bills
at the premium necessary to enable the exchange
of bills to take place. Harman agreed.** Gur-
ney was asked: “Would not the effect of the
Bank raising their rate of discount to five per
cent, be to produce immediately a fall in the
exchange of exchequer bills?”” He replied, “Cer-
tainly." 41

Though the discussions were rather frag-
mentary they indicate an understanding of the
fact that the market could replenish its cash by
refusing to take Exchequer bills, and that the
Exchequer bill rate and the terms of credit
made effective by the Bank must be kept in
adjustment.

The problem of the seasonal absorption and
release of funds by the Treasury was given par-
ticular attention. Ricardo, though pointing out
that the Bank made some effort to offset the
accumulation of revenue by lending more freely
at such times and by arranging for a large
amount of bills to mature just after the dividend
was paid, claimed that nevertheless the distress
for money just before quarter day was extreme.
As a remedy, be recommended that the dividend
warrants should be issued a few days before the
receivers general were required to pay their
balances to the Exchequer, and that such war-
rants should be received by the Exchequer
from the receivers general or from any persons
required to make payments to the Exchequer
in the same manner as Bank notes.*? The plan

® Ev., H.L. 1819, gs. 61-65.

“Ev., 1832, gs. 21782203,

“ Ev., 1832, q. 3590. The topic was not pursued.

€ Proposals for am Economical and Secure Currency (2nd
ed., 1816), sec. v.
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apparently presupposed that the shortage of
money arose chiefly from the transfer of the
balances of the receivers general to the Ex-
chequer. But as a matter of fact the receivers
general also held their balances in the form of
deposits at the Bank.*® The real difficulty was
that the Treasury through one account or an-
other, including the deposits of the receivers
general, took funds from the public during a
large part of the quarter and released a large
sum in one day.

At the Bank Charter inquiry Palmer ex-
plained the object of the new system of making
quarterly advances to the market. It was to
equalize the circulation at the end of the quarter
by lending to the public at large any notes re-
quired at what was deemed to be the market
rate.** The Committee inquired as to the ad-
visability of having more frequent payments of
the dividend so as to moderate the seasonal
accumulations of funds. The general opinion
was that the system of quarterly advances to
the market made more frequent payments un-
necessary.*

At the inquiry of 1840 Norman stated that
the quarterly advances to the market had done
away with most, though not all, of the incon-
venience in the money market — an unnatural
contraction of the circulation — connected with
the dividend payments.*®* Palmer stated that
Deficiency advances to the Treasury were to a

® Philippovich, History of tke Bank of England, p. 136,

“Ev, 1832, q. 255,

* Tooke, Ev., 1832, qs. 3437-38; Glyn, Ev., 1832, gs. 2984~
o1. Some years later J. W. Cowell proposed that the dividend
should be paid monthly and that the Treasury should dis-
count bills in the market instead of resorting to the Bank
(Institulion of a Safe and Profitable Paper Currency, 1843,
pp. 65-0}, His idea was of courss to sever as completely as
possible the Treasury’s connection with the supply of Bank
funds.

* Ev, 1840, gs. 1882-89, 3338-52.
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certain extent counteracted by the repayment
of market advances. He believed that the De-
ficiency advances had no effect upon general
control since they were adjusted within the
quarter.” In brief, the Bank officials at this
time gave the impression that the release and
absorption of funds by the Treasury gave rise
merely to a seasonal problem and that the
temporary advances to the market were
merely a means of counteracting a temporary
shortage. ‘

It was a mistake to suppose that Treasury
operations had no effect upon general control
since they were adjusted within the quarter.
Though it is true that Deficiency bills were
nearly always paid off during the quarter in
which they were issued, there was not the same
kind of adjustment in each quarter. That is to
say, the net release and absorption of funds
was not merely seasonal. Moreover, purely sea-
sonal variations had a significance from the
standpoint of general control, for the Bank in
making quarterly advances to the market did
not attempt to compensate a given amount of
funds absorbed by the Treasury with an emount
of advances to the market. The Bank set the
terms of credit and let the market take what it
chose to. Also, after 1832, there was no dis-
cussion of the fact that the Treasury’s con-
nection with the Bank on the one hand and
the money market on the other gave the mar-
ket a means of replenishing its cash via the
Treasury.

The significance of Treasury operations for
the general control of credit was probably best
understood about the period of the Resumption
inquiry. On the whole I believe the matter was
as well understood then, at least among the
Bank officials, as it is today.

" Ev., 1840, gs. 1348, 1582-87,
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TABLE 4a
Excaequer Biit RATES
Nominal Rates fixed by the Treasury, 1810-1847

Date of change m;rpgeg“ R;:ffm?:: t Date of change Ba;eapgjregu R;:fﬁfuﬁ' '
1816 March 19 ............... 3d 4.56 1820 Dec. I8 ....coivennrunen 14 2.28
81z July 6 ................ . 3% 494 1836 Sept. 29 ...... cerrrens . 2 304
1812 April 29 ................ 344 5.32 1836 Nov.sz ................. 2% 3.80
1816 March 2xr ............... 3% 494 1837 Dec. T4 ..vuciiinernnenn, 3 304
1816 Nov. 22 ................ 3 4.56 1830 March 18 ......vvvuuinns 134 2.66
1817 Feb. 24 .......vvininnn. F37A 380 1840 March 16 .............- 2% 343
817 Oct. 11 ...ovovevninnans.. 2 3.04 1842 June 1§ ......cieiiienans 2 304
1824 JUuBE ¥4 ....iiieiieeeens 4 2.28 1843 March £7 ......voiuunnus 134 2.66
1B25 Dec. 19 ....cvmiinicnnans 2 3.04 1843 June 16 and through (at
1820 Sept. 30 .....eviienvenn. Y 2.66 Jeast) Jan, 5, 1847 .... 1% 2.28

* Source: P.P. 1843, (580), xxv1; P.P. 1845, (33), xxvix; P.P. 1847, (412), xxxIVv,
The rates per diem are reduced to rates per annum on the basis of a schedule used by the Treasury (P.P. 183738, (352),
XXXVI).
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TABLE 41

ExcrEQUER Brir RATES

Market Premiums, “highest” and “lowest” in eack vear, 1842-1847"

“Highest Lowest

Nominal mte, premium, premium,

arteri e o ar Pt par
1842 .... 3.49 Nov. 8 .... 3.0% Jo.... Jan. 1z
3.04 Nov. 8 .... 308 2.00 .... June 17
1843 .... 3.04 Mar, 16 .... 3.70 250 .... May 18
2.66 Mar. 18 .... 3.50 2.00 .... May 31
2.38 Dec. 30 .... 330 230 .... June 20
1844 .... 238 Jul. 24 .... 408 265 .... Dec. §
845 .... 2.28 Feb. 24 .... 350 S5 ... Deq‘. 4
1846 .... 2.8 Feb. 10 .... 2.70 a0 ..., Aug. 12
18470 ... 248 Jan. 1T .... g% Par .... Mar, 16
3.54 May 1 .... 30 55 Disct, May g

* Source: P.P. 1847, (412), xxxv,

are given in shillings per £1oo.

b 1847 not complete,

In the original figures premiums
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TABLE 5
ExcHEQUER Brrrs IssueEDp AND PAD Orr BY THE TREASURY DURING EACH FINANCIAL YEAR *

{in thousands of pounds)

Financial Deficiency Bills in anticipation
J&T;g :111':1':. ;x.r;%u:g of annys] duties Ways and Means bills

Jsnuary 5 the same year Tasued Paid ot Tssued Paid of
810 ......iiiue, 3,000 3,567
IBIT ... .. i 3,000 2,804
IBI2 ... .. i - 3,000 2,757 ven
IBI3 ... i v 5+31I 3,218
1BI4 .. ves 3,551 3,369
15 ... 1,002 3,000
1816 ..............unn 2,096 2,990
87 & S e 3,000 2,823 ees
IB18 ... 6,609 3,000 3,187 . .
b £, { TN 12,578 3,000 2,553 v ves
1820 .............0... 25,906 3,597 3447 s cee
B2 ... 33,333 . 2,403 3,000 “en e
£ 7 7 35,339 4,000 4,000 one X
I823 ... 31,517 3,000 3,000 ren ree
1824 . 14,996 3,000 3,000 ree
825 .. ... e 4,725 3,000 3,000 res eee
826 ... 13,145 pes e eee -
827 ... 23,869 P ves ree .
1828 ... 25,238 3,000 2,469 e .
829 .................. 20,109 2,918 3,203 oe ‘e
B3O .ot 22,48 32,651 2,804 re- ser
83T . zo,s:i 2,319 2,319 1477 1477
1837 ...oiiiiiiiiina., 19,053 3445 3445 923 923
I833 . 20,330 1,500 1,020 2839 1,839
I838 .ovirriieieen 21,091 i .. 679 679
1835 ..., 21,090 - e .
836 .................. 21,011 . . ..
I837 .. 18871 . .
1838 ..., 22,237 . - .es
1839 ...l 13,690 . 910 970
840 ...l 23,530 - 980 980
15:: .................. 23334 s e 1,253 1,253
842 e 24,653 ees e 3043 3043
843 it 24,131 . ces 1624 1,624
IB44 i, 25,033 . 3,749 2,749
1845 ..l 15,259
846 ... ... 8,118 B ‘e
IB4Y i 4,661 . .
1848 ... 4,204
849 . .....hiiiiiil.. 4,469 . . e
1850 .. ...l 1,271 . .. .-
3.3 S 126 .
852 ..., 1,505 i -
IB53 ..t 3,314 - ..
1854 ......... P 6,837
Ouarter ending April 5
1854 ... 3,711 790
Yeor ending March 31
1855 ... 13,861 s ie I,500 1,290
1856 .. ................ 11,507 . . 1,740 3,740
1.5 S 7.713 .
1858 ... ............. .. 3,209 . vas ees vew
1859 ...l 4376 e . fer

* Source: Report on Public Income and Expenditure, 186869, part ii, pp. 25-125.

Bills in anticipation of annual duties, Deficiency bills, and Ways and Means bills were issued only to the
Bank Supply bills were sold to the public as well as to the Bank.

Bills for the payment of dissentient stockholders were not consistently distinguished from erdinary Supply
bills in the Report. These bills were sold for the maost part, if not entirely, to the Bank,



TABLE 5 (Continued)
EXCHEQUER Brris IssuED aNp Pam Orr By THE TREASURY DUrNG EACE FINANCIAL YEAR

(in thousands of pounds)
—e = — —

, Supplx bills .

Juued 1o Yasued Peid off Bills to pay dissentients Treasury bills for Ireland
old bills for cash in cath Funded Tesued Paidof  Issued Paid of
15,269 17,817 9,436 7,933 oes .- 500 500
17,673 17,047 9,915 8,311 e et - 500
17,731 20,502 0,354 7,019 vee cen 1,324 ee
11,074 16,304 13,060 5432 . vee 1,602 1,123
12,611 37996 20,713 15,756 ces e 305 322
20,749 30,432 15,922 N e . 1,560 1,583
21,485 21,295 25,030 11,128 v e 2,143 2,144
28,153 15438 11,751 . . ven 5,088 2,281
29,962 20,322 8,026 . aee . 1,500 1,138
27,681 7:953 " 4,746 26,338 e e 800 1,087

8,965 2,519 2,608 1,369 vae ven 2,000 2,200
15846 6,447 12,371 6,964 e e 1,500 2,100
23,926 4,076 4,775 ab e e 1,000 1,500
33,481 niia 3,617 var . ven . 1,105
33,712 1,783 1,962 . as 1,360 .
31,843 414 3,757 ... 5,502 e
27,398 743 5,146 ve- 597 2,390
23,787 2417 2,492 3,354 e 3,250
14,123 4,062 1,080 e .. 384
7,199 392 289 cen . 22
24,841 951 11y 3,000 50 46
25,384 156 y . 2,610 12
25,166 aBo 13¢ e 260 256
25,320 314 129 e I X
27,203 v24 3 e e 6
27,825 1,335 7 ‘e ‘e 1
28,434 655 32
27,676 62y 1,866 1,078
24,155 435 1,313 1,514
23,908 487 248 ces
23,896 654 572 4,887
19,764 2,143 546 14
20469 1,048 666 2,098
18,160 338 251 1,051
18,116 1,761 169 40
18,348 497 2,188 14
18,298 64 418 ven
18,300 8 8z
18,010 e 198
1767 ven 180
1745 12 . (AR
17,703 2
17,730 14
.7‘707 o e . ‘e ans ans
14,368 3.1a8 3,188 1,657

7419 15
14,734 3,406 6n 5or ren [ - ree
15931 6,500 990 1479 .
19977 1,000 443 751
10,633 189 366 “.e
20,168 34 ¥.600 e e

Exchequer bills of all classes were paid off in part, though not to any great extent, through the Sinking
Fund. Such payments bave been treated in this tabulation &s cash payments.

Treasury bills for Ireland were similar in form to Exchequer hills,

For amounts of Exchequer bills renewed in March, June, September, and December, 1816-1840, see PP.
1840, (#63), xx1x. (Beginning in 3838 hills were rencwed only in March and June.)



TABLE 6

SureLys IncoME over ExpeNpIrure; MoNeEY Appiiep To REDUCTION oF DEBT IN ExcEss or MoNEY RAISED BY
CreaTION OF DEBT; AND AMOUNTS OF FUNDED AND UNrFUNDED DEST AT THE CLOSE OF THE FINANCIAL YEAR®

(in thousands of pounds)

Money sl b

Financial Surplgs in- in excess of money

ending expenditure ey (or e Debt at the close of the financial year
January 5 b Cor deficit —) reverse ~) Funded Usfunded *

2.5 - J —13,360 —12,0§5 614,78¢ 39.672
.5 & ... —8,618 — 47,909 624,302 37802
b .} ¢ TP rrreeraanes . —16,243 —18,633 635,583 42,617
1813 ...... Ceasraecasiannaas —24,467 —15,550 661,410 44,848
b 42 S —36,457 ~38,302 40,024 48,070
IBIS vovuvinvnrninsnaans +iae —35,030 —33,020 751,860 60,280
.5 (. T —20,355 —20,614 B16,312 44,727
.5 & 2R —2,079 133 796,200 49,768
¢ ) 4. P —1,136 1,848 276,74 63,650
1819 cuvrnennns U, 1,043 1,31y 791,86 48,718
I820 v.civuverununnsanacnana 553 —2,591 794,980 41,551
£ 7T S 1,464 6,838 8o1,565 33,336
1823 ....... Ceerarenesaeenen 3,184 4074 795,313 32673
IB23 i iieennnrecnrcnannanas 3477 3,213 796,530 38677
1824 ...0... Germceatrcarannn 4,321 2,642 791,702 35,779
IB28 tvierrvnvanrenaanrannas 4,308 3,69% 781,123 37900
I826 .. ... 3,703 7,05% 778,128 31,703
82T o, —176 —1,506 783,802 25,025
£ . —1,165 —589 117477 27,623
IB20 . iiniiiiniaena vees 3,143 2,333 772,323 7,710
1830 ...... Ceedemnsecreanare 1,659 1,767 771,253 25,548
IB3T ceurrncnnrnnrasnenconns 2,571 1,787 757:487 37,317
IB32 tiivianiasacrionsrianas —846 1,282 755,544 27173
IB33 vvvvnvnncrnroanannnan ven 574 —6sy 754,101 27357
I834 cveurancrirnarernses eee  TATY 561 751,659 28,071
IB35 v evrrveracrnnenannnaenn 1,500 450 743678 29,559
8 4: 3T . —158,105 —16,822 758,550 30,154
2.5 —1,306 —1,620 761,423 28,074
1838 ...... Gemeeearenneiiaa . —9b ‘ 1,108 ) 762,275 25,354
I830 ceneerancnanraneenanan —344 ‘ —830 763.348 15,492
IB40 o eeeraenannnrnnnrnanes —5,531 —5y8 766,548 20,683
1.7 | I —1,560 —12,000 766,372 22,273
I842 o rurneroasencanrernanes —2,087 —1,024 773,531 19,679
3.7\ —3:979 —1,693 773068 18,689
IBAG o vvvrnnsariurnnrasnnesn 1,446 —1,845 772,169 20,496
EBAS v evcniecenseanaananans 3462 1,956 769,194 18,794
I846 . eecirinerineeeraanes 3820 1,695 766,673 18,442
2.7 & 2.847 1,252 764,608 18,369
b .71 S —2,003 —-4,116 112,402 17975
IBAD carecnenanniinnnaaa —496 —X 414 774,023 17/795
7.1 J P 2,008 —363 773,168 17,759
b £:1:3 R 2,828 2,584 769,273 17,757
IB52 vivniravsssenncsacanss . 3,726 3026 765,327 17,743
IB53 ccevrennrs tetarcesecana 2,418 1,880 261,623 17,743

IB54 cevuvenarrvrnancconanas 3299 7193 755.352 16,024



TABLE 6 (Continued)

M
educrion of deb
Financial Surplus in- in e:c? of motll:oeg )
ending cpenditare rabed by sreatio Debt at the close of the fnancial year
January s {or debicit —) reverss —J Funded Unfunded *
Quarier anding April 5
1.1 berarsaanareanea —423 1,229 v53,074 16,000
Year ending March 31
IB5E narenancrnrrassnnnanany —6,158 -7,250 252,064 23,151
1856 L.iinnane errersssannnn. — 122,732 —-38,371 778,731 28,183
b 4 1-{ -3,154 —%,085 480,120 27,989
IBSB Liveurivnunrinnaee wars. =338 2,362 479,318 25,012
1.1 S drenan PO 820 73 486,801 18,277
* Source: Report on Public Income and Expenditure, :868-—69, part ii, pp. 286-289, 306—311, Data are for the Unite_ti
Kingdom.

*Thus the first figures, practically speaking, are for the calendar year 1809 —and similazly through January 5, 1854.
* Not including bills in anticipation of annual duties, Deficiency bills, or Ways and Means bills, See Report on National
Debt, PP, 185%-58, (443), XXx1II, P, 102,



CHAPTER VI

SPECIAL DEPOSITS AND SPECIAL ADVANCES
TO THE MARKET

HE great bulk of the Bank’s deposits were

of course nonreserve accounts, but only
a few large special accounts attracted particu-
lar attention from the standpoint of control.
Since it was realized that these deposits de-
prived the market of funds to an extraordinary
extent, the Bank adopted a plan of giving
advances against collateral — in addition to the
regular quarterly advances — at less than Bank
rate. While such advances at an advertised rate
lasted only a short period, there is reason
to believe that advances by private arrange-
ment with the discount houses were available
through the period 1833—1844, as well as
afterwards.?

1. Procedure

The Bank did not apparently seek these de-
posits as a means of absorbing funds from the
market and thereby of enforcing its terms more
readily, as was true during the recent World
War.® They were acquired for various reasons
unconnected with credit policy. In December,
1833, the East India Company, having larger
funds on hand than it cared to leave on deposit
without interest, proposed that a part of its
balance should be loaned “through” the Bank
at the Bank’s responsibility, and the Bank
agreed. Actually, therefore, the Bank agreed
to pay interest on a portion of the East India

}Even as late as the ’sixties London bankers’ balances
were generally Jess than the public deposits and scarcely a
third of the private deposits. See Appendix, Chart XvImL.

*After 1844 the general rule was to make advances
against collateral during periods when the revenue was ac-
cumulating at & rate usually 14 per cent below Bank rate,
and at other times at Bank rate. However, there were im-
portant deviations from the rule (Weguelin, Ev., 1857, q. 34;
Report, 1857, app. 6; and Chart D, below).

* For a discussion of the part played by special deposits
in the procedure of control during the World War, see S, E.
Harris, Monetary Problems of the Britisk Empire (1931),
PP. 4664, 122-129.
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Company’s balance.* The rate varied from 2 to
3 per cent.®

The West Indie Compensation was a special
deposit (in 1835—36) for the payment of the
indemnity to the West India planters for free-
ing the slaves.® The government raised a loan
of £15,000,000 for the purpose, and the pay-
ments of the subscriptions to the loan in excess
of the payments of the awards to the planters
were left on deposit with the Bank, Since the
government allowed a discount of 334 per cent
per annum for early payment of subscriptions 7
there was a tendency for surplus funds in the
market to be absorbed by the special deposit
of the government. And since the Bank at the
time was offering to advance to the market at
3% per cent, it was really in the position for
several months of maintaining an upper and
lower peg for the rate on stock exchange loans.®

The Bank began making the special advances
in December, 1833. At first they were made
only by private arrangement with the discount
houses, the Bank making application to the
latter. These advances, which were for fixed
periods, were secured by the deposit of com-
mercial bills and (from August, 1835) govern-
ment securities and were at rates of from 214
to 4 per cent. The rates were lower than the
advertised rate at least part of the time.* The

*See Chart x in Appendix for the East India Company’s

*The rate was 2 per cent from December 21, 1833 to
August, 1836, at which time it was increased to 2}5 per
cent. From December, 1836, to January, 1837, the rate was
3 per cent (Palmer, Ev., 1840, q. 1162). It may be ob-
served that these rates were lower than the rate the bill
brokers were allowing to the bamks on call money. Compare
Chart B, p. 93.

*See Chart x1 in Appendix.

" Page, Ev., 1840, q. 859.

SThe stabilizing effect upon the market bill rate also
seems evident. See Chart B.

* Compare the rates given by Palmer with the advertised
rate for advances in Chart B, p. 93. Page stated that he
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CHART A . *
ADVANCES AND SPECIAL DEPOSITS
Millions of Pounds Bank or ENGLAND, WEEELY Basis, 1833-1837 Millions of Po_unldzs
ar ]
[ Special Deposits ’
8~ ‘WesF‘)t India Comgensa.tion" Total Advances ~8

- *East India Loan”
*5avings PBanks”

1833

1834

bill brokers continued to receive advances of
this sort not only until February, 1838, when
the arrangement with the East India Company
was terminated, but during the next six years,
Hankey stated that the Bank was obliged to
lend at market rates when it had large amounts
at its disposal, and that the rate charged in
1843 was only 114 per cent.® This was at a
time when Bank discount rate was 4 per cent
and the public rate for quarterly advances was
3 per cent.

Special advances on public notice were avail-
able continuously only from August 5, 1835 to
April 30, 1836; but it should be remembered
that the periods of the quarterly advances were
extended beyond their usual length from 1836
to 1839.1' These advances could be secured by
stock as well as by bills. The borrowers were
mostly connected with the stock exchange™®

The special advances, whether made by pri-

believed that the rate to the bill brokers was lower than the
advertised rate for special advances in 1835~36 (Ev, 1840,
qs. 922-934).

¥ Hankey, Ev,, 1857, qs. 2350-51. The shape of the
curve of advances from 1838 to 1844 makes it appear plau-
sible that the Bank continued to make advances to the hill
brokers other than the guarterly advances.

U There were less than three maonths from May 19, 1835
to October 20, 1336 when advances were not available to the
public. Quarterly advances were open for 19§ days in both
1837 and 1838 and slightly longer in 1839. (Report, HC.
1848, app. 10.)

 For details concerning the special deposits and advanoes,
see Palmer, Ev, 1840, qs. X155-1249.

1835

1836 1837

vate arrangement with the money dealers or by
public notice and at the initiative of the bor-
rower, were an important means by which the
market could adjust reserves to requirements.
Though the Bank officials sometimes spoke of
lending the East India Company deposits (im-
plying an agency transaction), they did not
claim that the special deposits and advances
were equal!® QObviously the amount of ad-
vances by public notice could not be fixed at a
predetermined level. And in the case of ad-
vances by private arrangement, the amount
would depend upon the requirements of the
brokers and their other sources of funds.

2. Contemporary Opinion

The Bank officials did not draw a distinction
between reserve and nonreserve deposits.
Palmer formally classified Bank deposits into
(a) those “waiting a demand for employ-
ment,” which should be considered as part of
the circulation, and (b) those lodged in the
Bank for safe keeping and not intended to be
drawn against immediately. The latter, like
bonds, were money in posse but not money sn
esse. But he placed the special deposit of the
East India Company in the firs¢ category along

¥ in Chart A the three special deposits which attracted
particular attention have been added together. It is apparent
that their varations did not correspond at all closely with
variations in total advances even after allowing for what
might be considered the usual quarterly advances,
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with London bankers’ balances.* He was not
at this point, however, trying to explain the
contractive effect of the special deposits. When
defending the special advances he stated that
the large “extra” deposits of the East India
Company, the Commissioners of Savings Banks,
and the West India Compensation justified an
increase of securities that was outside the gen-
eral rule of the Bank. The failure to employ
them by making special advances would have
caused an undesirable decline in the circulation
(or have required the market to discount large
amounts at Bank rate).!®

The Currency School objected to considering
any deposits in the same category with the cir-
culation. Loyd thought Palmer’s division of
deposits into ordinary accounts and those of a
temporary nature was purely arbitrary. The
significant distinction was between all deposits
on the one hand and the note circulation on the
other.’® In his evidence in 1840 he defended
the special advances on the ground that the
large deposits would otherwise have caused a
contraction of the circulation. But in his opin-
ion all deposits should be viewed in this manner,
and their variations compensated by a cor-
responding variation of securities.)” This was
also Norman’s view.!® Their reasoning was, as
we have seen, that notes and coin were the
foundation for the credit superstructure, and

 Causes and Consequences of the Pressure upon the
Money-Market (1837), pp. 34-35; Reply to the Reflections
of Loyd (1837), pp. 5-6. In the latter pamphlet he placed
the ordinary working accounts of the public in the category
which was unlike the circulation. Whether the working ac-
counts of the London bankers, as distinguished from their
surplus funds, were also included is not clear.

¥ Causes and Consequences of the Pressure upom the
Money-Market, pp. 12-135; Ev., 1840, q. 1220.

™ Reflections Suggested by a Perusal of Mr. J. Horsley
Paolmer's Pamphlet on the Causes and Consequences of the
Pressure on the Money Market (183%), in Tracts, pp. 6-10.

*Ev., 1840, qs. 2809-33. See also Second Leiter to J. B.
Smith, in Tracts, pp. 194-196,

“Ev., 1840, qs. 1709—22. In Prevalent Ervors with Re-
spect to Currency and Banking (1833) Norman stated that,
whereas some persons inferred that deposits were so much
taken from the circulation and tended to reduce it, others
assumed that they were evidence of a superabundant circy-
lation and called upon the Bank for a reduction of issues.
He considered that the amount of deposits afforded no cri-
terion for regulating the currency. The latter ghould vary
with the bullion (pp. 21-28). The concept of reserve and
noareserve deposits would of course have solved his paradax.

that even bankers’ reserve balances were to be
considered a part of the superstructure and not
a part of the foundation.!®

Page, Tooke, and Gilbart argued that the
advances had encouraged speculation. Page
insisted that the Bank should have required the
market to regain amounts drawn in through
special deposits by discounting at 4 per cent.
He considered that broadening the range of
securities eligible as collateral for advances as
well as lowering the rate was objectionable.®
Tooke claimed that the Bank should have taken
advantage of the special deposits to create pres-
sure, considering the circumstances at the time.
It should have required the money to be taken
out in discounts at 4 per cent, and then if the
demand for discounts had defeated the object
of keeping down the amount of securities the
discount rate should have been raised.?* Nor-
man, on the other hand, insisted that the
Bank would have caused serious inconvenience
by waiting for the notes to go out in discounts
instead of making advances at a lower
rate.?? .
Gilbart argued that the special advances had
encouraged speculation in securities because
every one knew he could get advances when-
ever he wanted them. A person could therefore
take new shares with confidence, paying only
an installment on them.* Gilbart’s argument
does not bear very close analysis. One would
assume from his statements that loans on shares
were not regularly to be bad in the market
before the Bank began making its special ad-
vances. However, he objected to the low rate
as well as to the quality of the credit. Palmer
thought that advances on stock tended as a gen-
eral rule to cause speculation but, considering
the size of the special deposits, he believed that
it was necessary to make a part of the advances

 See, for example, Norman, Letier to Charles Wood

{1841), Pp. 72-91.

® Ev., 1840, gs. 859, 880-018.

% Ev., 1840, 5. 3637—75. At another point he stated that
a high rate would have checked the demand for discounts
so that no large amount would necessarily have been taken
as the special deposits increased. He believed that the Lon-
don bankers might have withdrawn some if not the “whole”
of their deposits from the Bank {gs. 3657-60).

B Ev., 1840, q. 17323.

® «The Currency: Banking,” Wesiminster Review, XXXV,
(1841), 107-110.
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against stock.?* He pointed out that the special
advances were a substitute measure for the
Government’s proposal for the Bank to advance
the amount of the loan in excess of the first
and second installments paid in by the sub-
scribers. The directors did not care to pledge
themselves to a specific amount, as it might
endanger the state of the currency.®

Though the Bank officials did not explain
quite satisfactorily how the special deposits

M Ev., 1840, q5. 121141,

*® Ev., 1840, q8. 1241-45. See also Page, Ev,, 1840, q. 859.

affected the credit situation, they clearly grasped
the fact that they were restrictive and adopted
a procedure well designed to deal with the
problem.

The criticisms of the Bank’s special advances
and the rates charged followed from the assump-
tion commonly made that if a_drain occurred
the Bank’s cheap money policy must necessarily
have been responsible. They were similar to the
criticism of the advances to the government
prior to 1825 and of the discount policy prior
to 1847.



CHAPTER VII

OPEN MARKET AND OTHER SECURITY
OPERATIONS

HERE are three series of data on govern-

ment securities held by the Bank during
the period before 1832. The two detailed re-
turns are shown in the tables at the end of this
chapter.! The data are classified in the same
general way in each table,? but it should be
noted that the June 1st return is not complete
before 1819 and after 1825.% In addition to
these detailed returns, figures of total govern-
ment security holdings are available for the end
of February and of August.* The permanent
advance to the government, equal approxi-
mately to the Bank’s capital, is not of course
included.®

1These data are used in Charts zva and ivb in the Ap-
pendix.

*The June 1st data do not include advances out of un-
claimed dividends. As the Commons Committee in 1819
pointed out, this item scarcely represented a debt from the
Treasury in the proper sense of the word. It represented
amounts due to the public and made use of by the Treasury
until the public claimed their dividends. (Second Report,
H.C. 1819, p. 6.)

* Treasury bills for the Service of Ireland (as of Jume 1)
are not shown before 1819 and the Dead Weight is mot
shown after 1825. Also, this return does not show stock
purchased in May and June 1830. The par value was
£823,000, but it was purchased at a discount. The book
value for Feb. 29, 1832 was £764,6c0. (Report, 1833, app. 13;
Report, H.C. 1848, app. 34.)

¢See Chart 1 in Appendix. This series is more convenient
for some purposes, since private securities, bullion, circula-
tion, and deposits were reported for the same dates.

* The permanent advance was £11,686,800 from 1750 to
1816; it was then increased to £14,686,800, In 1834 it was
decreased to £11,015,100, the Bank taking in return reduced
3 per cents of £3,080,000, dividends on which were not
chargeable until April 1854. (Report on Public Income and
Expenditure, part ii, pp. 515-517.) Gilbart, however, stated
that this arrangement was later changed and that the Bapk
received a 26-year annuity expiring in 1860 (Practical
Treatise on Banking, 5th ed., 1849, 1, 161). It may be noted
that, strictly, the Bank in its statements of assets and fia-
bilities subtracted the amount of its capital, which was
£14,553,000 begibning in 1816, from total government securi-
ties,

[80]

1. Nature and Extent of Security Operations

Until after 1826 it is impossible to distin-
guish between security purchases which were
undertaken at the Bapnk’s own initiative and
those undertaken at the initiative of the Treas-
ury. There was indeed a formal legal distinction
between Exchequer bills “issued” to the Bank
under agreement and bills which the Bank
bought from the government broker or in the
open market.? But in actual fact purchases
until after the panic of 1825 were commonly
made at the request of the Treasury. The Gov-
ernor in 2 memorandum to the Lords Commit-
tee in 1819 said that Exchequer bills were
never sold to the Bank if they could be sold to
the public. Also it was stated that the Bank
seldom if ever bought bills at a premium in the
market. And since the Treasury tried to main-
tain them at a premium, it followed that the
Bank did not ordinarily buy any except when
requested. Nor were such bills ever sold by the
Bank in the market.” The necessity of support-
ing the market for government securities con-
tinued through the period of the refunding oper-
ations of 1822~-1824. During the panic of 1825
Exchequer bills went to a discount of ninety
shillings, and according to Ward it was neces-
sary for the Bank to support the market in
order to collect the revenue in cash.®* On De-
cember 13 Liverpool and Robinson asked the

* Report, HL. 1819, app. A3, As pointed out in Chapter
V, Exchequer bills regularly issued to the Bank were Defi-
dency bills, for Consolidated Fund charges, and bilis in
anticipation of certain annual revenues, such as the Malt,
Sugar, and Land Tax bills, for the services of Supply, Dur-
ing the war period other advances were made by special
arrangement.

" Report, HL. 1819, app. A3. Samuel Thornton stated
that purchases “of late Years” were almost exclusively on
the application of the Chancellor of the Exchequer (Ev.,
HL. 1819, q. 65).

*Ev., 1832, g8, 2052~56.
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Bank to buy £500,000 of bills “to relieve the
present distress in the Money Market.” Again
on February 14 they asked the Bank to buy
£2,000,000, “under all the circumstances of the
present distress in the City and Country.” ®

After the panic of 18235 the Bank was seldom
called on to support the market for Exchequer
bills, but the possibility always existed. A mem-
ber of the Bank Charter Committee pointed out
very clearly that the Treasury could not offer
to exchange Supply bills at a given rate without
assurance of support from the Bank if it were
necessary.’® On February 5, 1840 the Chan-
cellor of the Exchequer asked the Bank to buy
up to £1,000,000 of bills “as a measure the least
likely to disturb the present state of the money
market.” 11

Though the Bank was not called on so fre-
quently to buy Exchequer bills after 1826, the
change in procedure was not fundamental, since
it continued to make advances on Deficiency
and Ways and Means bills according to the
Treasury’'s requirements. Nevertheless from
the late 'twenties “Exchequer bills purchased”
represented amounts that the Bank for the most
part bought on its own initiative.

Besides the regular advances and the Ex-
chequer bills purchased, the Bank made three
important advances of a special character dur-
ing the period 1822—-1825. In 1822 it arranged
with the Government to purchase the Dead
Weight or annuity. The Bank agreed to ad-
vance £13,089,419 during the period 1823 to
1828 in return for an annuity of £585,740 per
year for forty-four years beginning April,
182318

Also in 1822 Liverpool and Vansittart asked
the Bank to advance what was necessary to pay
the dissentient holders of Navy 5 per cent stock

*Report, 18313, app. 4. The Treasury agreed to redeem
immediately the bills purchased in the market in December
if the Bank should require it, but the Bank apparently held
them for the time.,

* Ev, 1831, during the examination of Harman, gqs.
2188-2200,

L PpP. 1841 (Session, January to June), (28), xmx. Be-
tween Feb. 1x and March 17, 1840 the Bank bought
£1,000,000 of bills (Report, 1840, app. 16).

2 The arrangement was put through Parliament in 1823
(4 Geo. IV, c. 21). See Ward, Ev, 1833, q. 1910; Report,
1833, app. 30; Report on Public Income and Expenditure,
1868-6¢, part f, pp. §16-518.
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who refused to convert into 4 per cent stock.™
By June 1, 1823 these advances were reduced
to £1,700,000.

In February, 1824 the Bank made a further
agreement to pay the holders of 4 per cent
stock who refused to convert to 312 per cent
stock. The advances began in October, 1824
and amounted to approximately £s5,000,000.'
The Bank was to be repaid in installments of
£500,000 each quarter from the Sinking Fund.!®
The repayment was actually more rapid.!®

These operations were niot open-market oper-
ations in the sense that the Bank really had
control over the amount of its holdings. While
the Bank had the right to sell a part or all of
the Dead Weight, and in 1839 asked for bids,*”
none of it was ever sold. The advances to pay
the two classes of dissentients were not specified
sums, but such amounts as were required to
maintain low enough market rates to make the
new stock issues attractive to the public. They
resembled open-market operations, however, in
this respect: the initiative in the credit expan-
sion was taken by the Bank and the Treasury
and not left with the market.

In addition to these government security op-
erations the Bank bought mortgages, which
increased gradually to £1,452,396 in July, 1825.
The Bank also advanced £1,500,000 to the
East India Company, which amount, how-
ever, was reduced to £500,000 in November,
1824, and began making advances on stock,
which amounted to £1,003,400 by June, 1824.18
These advances, being of an unusual character,
and being made by private arrangement and
not by public notice, are to be considered more
in the nature of investments than of accommo-
dation.

¥ The holders of each £100 of 5 per cent stock were
offered £105 of 4 per cents. Out of £152,422,143 outstanding,
£149,627,867 were converted, leaving only £2,794,276 to be
puid off in cash. See letter from the Government to the Bank,
P.P. 1822, (497), xx1. See also Report on Public Income
and Expenditure, part ii, p. 555.

M Ward, Ev,, 1832, qs. 1803, 1905, 2013, The amount of
dissentient stock in this case was £6,149,246 out of a total of
£76,248,180. (Report on Public Income and Expenditure,
loc. cit.)

* Palmer, in memorandum following his evidence, 1831.

¥ See Table 7b, p. 89.

¥ Palmer, Ev,, H.C. 1848, q. 2073. For the bids submitted
see Report, 1840, app. 37.

* Report, 1832, app. 6.
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The Bank had bought no stock until 1830,
when it acquired a small amount.!®* No stock
was again bought until 1837, and very little
was bought until after 1840. From 1840 to
1844 there was a gradual increase which more
than offset the decline in the value of the Dead
Weight.*® The directors in fact decided to hold
stock rather than Exchequer bills after 1837.
Palmer opposed this policy on the ground that
the loss from the sale of Exchequer bills was
likely to be less than from the sale of stock.
But the Court took the other view.?! The prac-
tice of selling stock for cash and repurchasing
for account was apparently associated with this
change from Exchequer bills to stock. Morris
stated that the Bank had undertaken such oper-
ations between 1844 and 1847 and may have
done so earlier.? .

The running off of the Dead Weight auto-
matically reduced securities a small amount
each year. The rather large reduction in 1839
was not a true sale. The foreign credit which
the Bank obtained at that time was secured by
the transfer of the Dead Weight to Barings’
and Rothschild’s as the credit was used.?® As
the credits were liquidated the annuities were
transferred again to the Bank, The Bank also
exchanged £750,000 of annuities on August 6,
1839 with the East India Company for Ex-
chequer bills. The Bank sold the bills at once
and later credited the deposit account of the
East India Company when the annuities were
" returned.?*

The private investment securities in 1832
consisted of mortgages, City bonds, and bonds
of the London Dock Company. Later the Bank

* Report, H.C. 1848, app. 34. The par value was only
£823,000.

* Compare Chart 1x in Appendix, below, with Report,
1840, app. 25; Report, H.C. 1848, app. 34.

* Patmer, Ev., 1832, q. 16g; H.C. 1848, gs. 2066—0. Cot-
ton, Ev., HC. 1848, g5. 3943—46.

" Ev., HC. 1848, gs. 2641, 2788—g0; HL. 1848, q. 16.
From April 6 to April 23, 1847 the Bank borrowed
£1,275,000 on Consols; and the following October it again
borrowed.

*The first credit was obtained in May. A larger credit
of £2,500,000 was obtained in July. The maximum use of
the credits was in November, 1839. They were liquidated
finally in April, 1340. See Palmer, Ev., 1840, gs. 1368-1439;
HL. 1848, q. 838.

® Palmer, Ev., 1840, qs. 13951400, Cf. Chart ix in Ap-
pendix.

purchased mortgages and bonds of the East
India Company and beginning in 1842 it pur-
chased railway debentures.*® As in the case of
stock and annuities, there were no rapid
changes in private investments with the appar-
ent aim of making Bank rate effective. But, as
the chart indicates, there were significant
changes extending over a period of a year or
more. The most noticeable of these was the
increase during the twenty months beginning

January, 1843.

2. Should the Bank Purchase Securities with
the Aim of Relieving Distress?

On only one occasion after Resumption did
the Bank buy securities with the definite object
of expanding credit and raising prices —at
least so far as the public were informed. Owing
to the depression and fall of prices, particularly
agricultural prices, the Government was under
great pressure to grant relief in some form.
Liverpool informed the Bank in February,
1822 that the Government had resolved
to borrow £4,000,000 from it for relief. He
suggested lending on public works and on
parish rates. But his main object, according
to Ward, was to get £4,000,000 into circula-
tion.?® It is clear that the Bank’s advances for
the payment of dissentients and the purchase
of the Dead Weight were merely parts of a
general plan for cheap money and credit
expansion.

After the panic of 1825 this policy came
under severe criticism. Baring argued that the
Bank had begun the expansion which led to the
panic though the country banks bad greatly
aggravated the speculation. This was essen-
tially the position of Canning and Brougham.*
Gurney considered it unwise to undertake
such operations to relieve agricultural distress;
but he thought there were various causes of

® Report, 1832, app. 13; 1340, app. 16, 26; H.C. 1848,
app. 35; 1857, app. 30. The last two appendices give
amounts of railway debentures purchased. Cotton stated
that the Bank held about £2,000.000 of milway bonds (Ev,
H.L. 1348, gs. 3205-6).

= Ward, Ev., 1832, qs. 1983-2015. Spooner later stated
that the idea of expansion was Castlereagh'’s and that it in-
cluded an extension of inconvertibility for two more years
(Ev., 1857, q. 3573)-

= Smart, Economic Annals of ike Ninceteentk Century,
182r-1830 (1917), PP. 341-342.
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the crisis.?® Some of the members of the
Bank Charter Committee were apparently
critical.®

Ward on the whole defended the policy.
Experience in 1820 and 1821 had shown, he
believed, that the large repayments of advances
in connection with Resumption had been too
great and that “in 1822 it was necessary to
relax.” The Government had a clear right to
try to restore prices in some degree to relieve
the distress. Moderate speculation was a good
rather than an evil. Moreover, the consequence
of the Bank’s failure to increase securities was
to “attract” bullion, whick was accumulating
to a greater extent than the directors desired.
In January, 1824, when the Government ap-
proached the Bank regarding an advance in
connection with converting the 4 per cent stock,
the bullion was £14,100,000, the largest amount
ever held. As long, therefore, as the circulation
could be increased with a favorable exchange
and a sufficient supply of bullion, the public, he
thought, had a right to obtain action upon
prices.*® But Ward agreed that relieving the
distress was not the sole purpose of making the
advances, They were also for the purpose of
aiding the Government’s conversion operations,
and he defended the credit expansion partly on
that ground.

It is noteworthy that the other directors did
not defend the aim of relieving the distress
through currency expansion. Palmer’s defense
of the Bank’s action was that until October, 1824
the increase of securities was equal only to the
growth of deposits and surplus profits. The ad-
vances authorized in 1824 were justified, he be-
lieved, by the state of the Bank’s bullion and the
state of the exchange. His explanation was not
altogether consistent. He claimed that the reduc-
tion of the interest on the government stock
was an important cause of the panic but omitted
to point out that the reduction was associated

®Ev, 1833, qs. 3760-64. Gumey states elsewhere that
prior to the panic “speculative transactions in goods were
not very prevalent,” and that the large increase of fssues
arose very much from the continued importation of bullion
{gs. 3507, 3670).

® See, for example, q. 2047.

® Ev, 1832, q1. 1896-1912, 1962—3015. Ward put part of
the blame for the unfavorable exchange on the country
banks (q. 7909).

" Ev., 1833, qs. 2044~46.
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with the cheap money policy at the Bank.®
Richards, who was Deputy Governor during the
panic, also claimed that the reduction of inter-
est on the long term debt was largely responsible
for the .speculation and panic that followed.
It drove individuals into fresh channels for
employment of their money. At the same time
he claimed that the security purchases were
justified by the amount of the bullion reserve.%
Norman (much later) denied that there was
any connection between the security purchases
and the speculation from 1823 to 1825.M
Thus the policy of credit expansion for the
purpose of raising prices and stimulating recov-
ery was generally repudiated. The criticisms
were not generally based upon the assumption
that security purchases were objectionable in
themselves.®® This was the basis of Mushet’s
criticism, but what most critics objected to
was the cheap money policy as such, regardless
of the procedure by which it was made effective.
It is interesting to note that in later crises it
was not the Bank’s security operations but its
rate policy which came in for criticism. The
psychological importance of the rate became
very much greater and that of security opera-

% Ev., 1832, q. 606 and memorandum following his evi-
dence.

® Ev., 1832, 8. 4057~70. The Bank officials held that the
Government was responsible for the accumulation of such a
large reserve in the first place, The Bank was first told that
it must provide gold for the redemption of the small notes
(including those of the tountry banks), and then in 1823 the
small note privilege was extended. See Richards, qs. 4958
59 and Palmer, memorandum following his evidence. In
criticism of this position Tooke pointed out that the change
of the Government’s policy with regard to the smaH note
issue was announced in April, 1822, and that as late as Feb-
ruary, 1823 the Bank's reserve was only about £10,000,000.
The Bank, he thought, could scarcely blame the Govern.
ment for the growth of bullion when its securities continued
to decline in 1823. (History of Prices, T, 174-176.) Both
sides argued as if the Bank could control its hullion hold-
ings, But I believe Tooke assumed a quicker response of
bulilion to security changes than the Bank directors.

™ Ev, 1857, qs. 357679

® The Bank’s announced policy in 1832 of issuing against
government securitics rather than discounts, it should be
noted, met with approval, See Gumey, for example, Ev,,
1832, q. 3757.

" Efect of the Iswues of the Bank of England, pp. 157~
158, 181, Mushet's objection was that securities purchased
bore no relation to the legitimate dexnands of trade. Later
Gilbart raised a similar objection to the Bank's byying gov-
emment securities (Ev,, 1841, qs. 1026—a8}.
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tions much less. This was partly owing to the
smaller extent of security operations. However,
during the years 1842-1844 the Bank pur.
chased £5,000,000 of stock and private invest-
ment securities taken together, and these
purchases contributed toward depressing the
rate in 1843 and 1844. But they were little
referred to during the discussion following the
panic. Cotton was asked if the purchase of
£2,000,000 of railways bonds had not tended to
cause speculation. He claimed that the opera-
tion produced no such effect.®” The point was
not pressed.

3. Sales of Securities with the Object of Ex-
tending Greater Accommodation to the Dis-
count Market and of Strengthening the Reserve

Down to 1819 the weight of opinion was
against the view that a shift from government
securities to discounts gave any greater accom-
modation to the discount market, though there
was no unanimity. Henry Thornton in his evi-
dence before the Lords Committee in 1797
stated that, in relieving a strain, it was imma-
terial whether the Bank issued additional notes
by means of discounts or by the purchase of
government securities.®® In his book he stated
that an increase of the Bank’s discounts accom-
panied by an equivalent reduction of govern-
ment securities would give no relief to the
market.® It is evident that he desired to em-
phasize the monetary aspect of an acute credit
shortage.

Horner in reviewing Thornton’s book criti-
cized this position. He argued that notes of the
same sum issued through advances to the ‘gov-
eroment were less adequate to the wants of
commerce than if they had flowed in through
the channel of discounts.** The basis of his
criticism is not altogether clear, but he appar-
ently thought that the money market was not
sufficiently fluid to dispense with the aid of the
Bank in distributing credit.

On being asked by the Commons Committee
in 1819 to comment on Thornton’s position,

™ Ev,, HL. 1848, gs. 3205-12.

* Ev., HL. 1797, pp. 46, 49-50.

® Paper Credit, pp. 180-181.

* Francis Homer, “An Inquiry into the Nature and
Effects of the Paper Credit of Great Britzin, By Henry
Thomton,” Edinburgh Review, 1 (1802), 198.
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Alexander Baring stated that, so far as the cir-
culating medium was concerned, it made no
difference whether the Bank discounted or
bought securities. But he thought that the use
of so much capital given to traders must be a
great facility to those to whom it was given,
and that it was important whether the Bank
granted the usual discount facilities. He was
asked more specifically: if the same invariable
sum were issued by the Bank, would not the
same proportion be applied to discount regard-
less of the mode of its issue? He thought not.
He could not see how the private capital of
bankers was increased by Bank advances to
the government. In his opinion the question of
more or less capital for the purposes of trade
had nothing to do with the facility or distress
from more or less circulating medium. Thus
he confused the question of central banking pro-
cedure with one involving the difference be-
tween an increase of real capital and an increase
of money.*!

Harman, however, thought that it made no
difference whether the Bank issued against dis-
counts or government securities, provided the
amount were the same. Samuel Thornton
thought that it made very little difference.
The Lords Committee ** in 1819 and Ricardo *®
likewise held that notes issued against gov-
ernment securities gave the same facilities to
commerce as those issued against discounts. Ri-
cardo pointed out that the total amount of
capital devoted to trade would not be affected.

At the Bank Charter inquiry the point was
again raised. Grote is asked if the Bank gives
any greater accommodation to the commercial
world when it increases discounts but sells
securities by an equivalent amount. “I admit,”
he replies, “that by selling Exchequer bills,
they deprive private capitalists of the power of
discounting to an extent exactly equivalent to
the fresh discounts which they take in; and
therefore, taking private discounters as one
aggregate body, the applicants for discount
lose as much in one way as they gain in the
other, But I am inclined to think that the

4 Ev, HC. 1819, pp. 201-202.

® Second Report, HL. 1319, p. 9.

 Principles, McCulloch ed. of Works, pp. 219-220. Plon
for the Establishment of o Nationsl Bank, McCulloch ed. of
Works, pp. 504-506. Ev., H.C. 1819, p. 130.
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Public would interpret the matter otherwise,
and would feel much additional uneasiness and
alarm if at those periods of pressure the Bank
were not open for discount. . . .”* First, he
states, the commercial world has accustomed
itself to the routine of the Bank and looks con-
stantly to it as the great center of discounts,
especially in difficult times. Secondly, the Bank
is accessible to those who may not know where
to find an individual discounter. During mo-
ments of distress private bankers and brokers
will assist none but their permanent connec-
tions; and if at such a time one is thrown_out
of his accustomed line of discount he will not
know where to find a substitute. “If the Bank
is open for discount, a substitute is in some
measure provided, for a man can get to the
Bank without that special, permanent, and ex-
clusive connexion which he preserves with his
own Banker, and which cuts him off from all
other Bankers,” 4

This statement perhaps epitomizes the objec-
tions to the view that the market was concerned
only with the total of the Bank’s securities.
Grote was anxious to show that there was need
for a lender of last resort and that the money
market was far from being fluid during a period
of credit shortage. This point was well taken.
The cash resources of the market of a given
amount had quite a different significance when
they could be replenished by going to the Bank
from what they would have had if the discount
privilege had not been open. I believe this was
what was mainly in the minds of those who
argued that the Bank must issue partly against
discounts. Perhaps some of those who argued
that the Bank could give the same facilities by
issuing wholly against government securities
were thinking of periods of easy credit. But
on the whole they seem not to have appreciated
fully the need for a lender of last resort.

Nevertheless there was a certain confusion in
Grote’s discussion. The true alternative pre-
sented to the Bank was not between refusing
to discount and selling securities; but between
allowing the market to apply for a smaller
amount of discounts and compelling it, through
the sale of securities, to apply for a larger
amount.

“ Ev,, 1833, 3. 4771-73.
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From 1832 the Bank directors frequently
expressed the view that the Bank could aid the
discount market by changing from government
securities to discounts, Norman stated that
during a drain the Bank usually sold Exchequer
bills in order to increase the “fund disposable
for discounts.” It was not desirable for the
Bank to reject good bills, so in order to main-
tain total securities at the same level it was
necessary to sell Exchequer bills as the demand
for discounts increased. Norman admitted that
the sale of securities tended to reduce the dis-
count facilities in the market and thus to in-
crease the demands upon the Bank, but he
thought that it would not do so to the full ex-
tent of the sale. Also, the sale of securities, he
believed, would probably raise the market rate
to the Bank rate and the higher market rate
would cause the vacuum in the circulation to
be filled in part by issues against bullion,*®

I believe Norman was confusing two different
situations. Where the market was in a position
to reduce reserves, the sale of securities would
not cause discounts to increase by an equal
amount. But it was precisely during periods
when there was no such slack to be taken up
that the demand for discounts appreciably in-
creased, and in such a case the sale of securities
would add to the original demand for discounts
by the full amount of the sale. Furthermore,
causing the market rate to rise to the level
of Bank rate would not be consistent with
giving greater accommodation to the discount
market.

Palmer also subscribed to the view that, when
there was no real stringency, the Bank could
give additional accommodation to the discount
market by exchanging Exchequer bills for dis-
counts.*® In later years, in discussing the credit
situation of 183031, he stated that as the mar-
ket rate rose gradually to Bank rate the Bank
met the increased demand for discounts by sell-
ing government securities.*” During the panic
of 1847 the Bank officials apparently believed
that they could aid the discount market by sell-

* Ev., 1833, qs. 2304-2458.

® Ev., 1832, gs. 148151, 177. But he pointed out that
during periods of discredit total securities must be enlarged,
that notes drawn in through the sale of securities would be
taken out in discounts (Ev,, 1840, Q8. 1413-24).

*Ev, H.C. 1848, q. 2207,
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ing securities.*®* And Loyd stated that the Bank
granted such advances as the realization of its
securities permitted.*® Again during the panic
of 1857 the Bank sold securities with the object,
according to the Governor, of assisting the dis-
count market.%®

To what extent the directors generally were
motivated by such considerations is not alto-
gether clear. One suspects that the purpose of
selling securities in periods of moderate drain
was to bring additional pressure without raising
Bank rate, or without raising it so much. Within
certain limits the market rate was sensitive to
the volume of discounting as well as to Bank
rate. And in periods of panic one suspects that
securities were sold because there was not suf-
ficient faith in the rate. But no doubt in part,
at least, the security operations were under-
taken with a mistaken view as to their real
consequences.

1t was asserted also that the object of selling
securities during crises was to strengthen the
reserve, both by drawing gold from abroad and
by taking notes from the money market. Need-
less to say, the aim of strengthening the reserve
at the expense of the market was not consistent
with giving additional aid to the discount mar-
ket. Harman stated that the sale of securities
in 1825 was for the purpose of checking the
drain.®* Morris explained that the Bank sold
securities during the panic of 1847 in order to
strengthen the reserve, and that except for the
Treasury Letter it would have sold additional
amounts. He believed that the Bank could

“ Cotton stated that the Bank would have given all sup-
port to the discount market possible, even at considerable
sacrifice of its security holdings (Ev., H.C. 1848, q. 3042).

® Ev., H.C. 1848, q. 5232.

* Neave, Ev., 1858, gs. 340-353, 409. Weguelin, before
the pagic, stated that the Bank sold securities “with the view
of being able to assist the commereial public, who in those
times of rising interest and scarcity of money are apt to
look to the Bank more than they have been accustomed to
do at other times.” However, he claimed that the Bank
would not sell securities when a scarcity of money was
“acting strongly upon the market,” but only when the direc-
tors could foresee a scarcity of money. Proceeding further,
he stated that the Bank preferred to hold commercial bills
during a pericd of adverse exchange because they gave a
greater power of action upon the exchange. (Ev., 1857, gs.
§21-526.) Thus he seemed really to mean that the Bank
sold securities to reénforce the efiect of the rate and the Hmi-

tation of the term of bills.
8 Ev., 1833, qs. 2205-6.
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have taken notes from the market by such
means,”? The Deputy Governor during the
panic of 1857 held a similar view.”® But the
Governor held that discounts would have in-
creased as fast as securities were sold, so that
no notes would have been drawn in.** Never-
theless the Bank sold securities, just as it had
done during the panics of 1825 and 1847.

Perhaps the most plausible explanation of
the sales of securities during panics is not that
they were primarily intended to aid the dis-
count market — though that may have been the
mistaken belief on the part of some — but that
they were intended to aid the rate in creating
pressure. Inasmuch as the market was in the
Bank at such times, it would seem that there
was no necessity for such sales in order to make
effective high market rates. But the Bank offi-
cials were not willing to follow to its logical end
the idea that they could only increase the terms
of credit. They seemed to revert to the idea
under stress of panic that they might forcibly
contract securities. The security sales were
thus measures of desperation.

4. Conclusion

Open-market operations in the sense that the
Bank bought and sold definite amounts of se-
curities at its own initiative existed on a very
limited scale. Until after the panic of 1825
even the amount of “Exchequer bills pur-
chased” was determined largely by the Treas-
ury. The Bank was requested to support the
market whenever bills threatened to go to a
discount and, at least until 1819 and probably
for several years afterwards, it seldom bought
bills under any other circumstances. The ad-
vances to pay dissentients were in the same
general category: the Bank in effect undertook
to maintain money rates at such levels as would
make the Treasury’s refunding issues attrac-
tive to the public — making whatever advances

= pv., HC. 1848, qs. 1641, 27780—. Palmer, however, was
of the opinion that the Bank could not even have found 2
buyer for any appreciable amount of securities during the
panic (q. 2129),

® Dobree, Ev., 1858, q. 841.

% Neave, Ev., 1858, qs. 340349, 408. He pointed out
that such was the result with regard to the £3,000,000 of
securities which the Bank did scll. Weguelin before the panic
took a similar view (Ev., 1857, gs. 296—300).

* Report, 1858, app. 15.
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to the Treasury were necessary for the purpose.
By the late ’twenties, however, the Bank seems
to have purchased such amounts of Exchequer
bills as suited its own purposes, though it was
still subject to call from the Treasury to sup-
port the market if circumstances made it neces-
sary. The Treasury went on this assumption in
fixing the rate on the Exchequer bill offerings.
And it must be remembered that current
advances to the Treasury (as distinct from Ex-
chequer bills purchased) continued to be be-
yond the Bank’s control. So the change in the
situation was not very substantial.

Changes in Exchequer bills purchased in
stock, and in private investment securities were
quite small in the ’thirties and 'forties in com-
parison with changes in discounts and in ad-
vances to the market. For the most part changes
in investment holdings were rather gradual and,
except for sales during crises, apparently were
not made with immediate reference to the credit
situation.

According to the early twentieth-century
view, the purpose of selling securities was to
make Bank rate more effective. In the period
we are studying this process was understood,
but it was generally not for such a purpose that
sales were made. The theory defended by the
Bank officials and others (from 1832) was that
securities were to be sold in order to give
greater accommodation to the discount market
and in order to strengthen the reserve; though
there was disagreement with regard to the latter
aim. Needless to say these motives were an-
tagonistic. The belief that the Bank by selling
securities could extend greater accommodation
to the discount market (in any practical mean-
ing of the phrase) rested upon an inadequate
appreciation of the fact that the demand for
discounts during a period of pressure arose
from a shortage of member-bank reserve. Forc-

ing the market to apply for an additional

amount of discounts and advances was of course
a tightening, and not an easing, influence, as-
suming the conditions of discounting to remain
the same. While individuals may have econ-
omized on their cash resources in buying securi-
ties, the banks losing the reserve as the result
of the sale would not be able to reduce their
cash requirements during a general credit short-
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age. They would drive traders or bill brokers
to the Bank for additional discounts. At various
times the Bank officials recognized that the
market demand for discounts would be auto-
matically increased by the amount of securi-
ties sold during a crisis, yet as late as 1857
the Governor stated that securities were
sold to give additional accommodation to
commerce.

The Governor during the panic of 1847 was
of the opinion that the Bank could replenish its
note reserve at the expense of the market by
selling securities. But the more common opin-
ion was that the sale of securities would aid
only in creating a more favorable exchange.
When it is realized, however, that the market
was already heavily dependent upon the Bank
during a crisis, it is seen that there was no need
to sell securities to make effective such rates in
the market as the Bank desired. Nevertheless
securities were sold during every crisis, Doubt-
less the real explanation is that the Bank offi-
cials had a latent fear that raising the rate was
not enough. Feeling the contagion of the panic
themselves, they sought desperate measures to
strengthen their position. And, of course, by
placing various limitations upon the kinds of
bills acceptable, while at the same time forcing
the market to discount a larger amount, they
did increase the credit stringency to a greater
extent than was indicated by Bank rate.

Security operations with the definite aim of
relieving the distress and raising prices were
undertaken at the request of the Treasury be-
ginping in x822. Partly as a consequence of
the panic of 1825 such a policy fell into dis-
repute. It was not the purchase of securities as
such which was chiefly criticized: it was a cheap
money policy in general having for its aim the
increase of prices and relief of distress. It was
insisted that the Bank should be guided solely
by the state of the exchanges. This attitude
followed from the contemporary view as to the
nature of the gold standard. It was believed
that commodity prices were governed by natu-
ral conditions and that any stimulus given by
the Bank was artificial and would lead “in
evitably” to a reaction. Any temporary rehef
from distress would be purchased at the cost of
greater hardship later on.
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TABLE 7a
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ADVANCES MADE BY THE BANK OF ENGLAND TO THE GOVERNMENT ON EXCHEQUER BILLs AND “ALL OTHER SECURI-

TIES” AS OF FEBRUARY 26 AND AvcusT 26, 1815~1827°
(in thousands of pounds)

Treasury Advances to wt‘:?d:c?he
Advances out Exchequer Exchequar bills for Commissioners purchase of
of unclaimed i bills Service of Woods and annulty Total
dividends ¥ “issued’ © purchased of Ireland Forests ({Dead Weight) advances 4

1815 ,....... 87y 0,401 17,755 . 28,033
87y 577 16,502 24,956

1816 ........ 877 4,500 14,488 . . 19,86%
1,180 11,758 13,285 1,000 27,223

1817 ........ 974 9,000 13,320 3,080 iee 26,374
- 979 10,317 13,714 3,080 300 128,300

818 ........ 1,034 9,000 14,0532 2,750 300 28,016
1,027 11,030 13,081 2,650 300 28,088

1819 ........ 1,009 6,508 13,081 2,650 3oo . 23,738
1,017 8,498 13,081 2,650 300 5,546

1820 ........ 1,074 6,591 12,040 2,100 300 . 23,005
1,112 5,276 12,040 2,100 300 van 320826

xBax .. ....... 1,067 3.435 11,840 300 16,642
1,121 6,653 9,140 - 300 .e 17,314

1822 ........ 1,150 3,598 9,140 300 . 14,188
1,089 4,922 0,140 300 . 15451

1823 ........ 1,152 3,107 10411 300 . 14,970
1,121 1,377 10,411 300 2,111 15319

1824 .cvn.. .. 1,102 697 10,411 . 300 3001 15,601
1,064 1y 10,411 300 4,003 15,884

1825 ........ 1,048 4,186 0411 5035 19,679
1,006 3,853 7411 5,002 18,261

1826 ... ... .. 1,002 2,487 8,327 6,908 18,724
956 1,865 8,327 7,813 18,962

827" ....... 1,064 3,015 6,882 8,708 19,669

* Source: Report, H.C. 1819, app. 3; PP. 1826, (215), x1x; P.P. 1826-27, (249), XWV.
* The Treasury by Act of Parliament had the use of a large part of the dividends remaining unclaimed at the end of the

financial quarter.

° Advances for Supply services, for the payment of dividends, and for the payment of dissentients of 4 and 5 per cent

stock.

2 Not including the permanent advance, which was Increased in May, 1816 from £11,686800 to £14,686,800, where it

remained until 1834,
* February 26.



 Source: Appendices to the Bank Charter Report.

b Report, 1831, app. 67.

* App. 67 and 69.
¢ App. 67 and 71.

* Totals given in app. 67.

t App. 67, 68, and 69,

* App. 68.
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TABLE 7B
GOVERNMENT SECURITIES, INCLUDING ADVANCES, HELD BY THE BANK AS OF JUNE 1, 1816-1832"
(in thousands of pounds)
P———— — me ”
pay the dissen- Other
Advances tients of 4 and Total of Exchequer Total advances
Deficlency for the 5 per cent  the preceding bills Exchequer (for x819-18a5 ‘Tatal
bills » Supply © stock 4 advances * purchased * bills held £ only} B advances !
1816 .... 9,565 . 9,565 13,808 23,373 .
1817.... . 9,595 9,595 14,406 24,001
818 .... 500 11,562 o 12,063 14,280 26,342 . “as
1819.... 2,919 5,670 8,580 13,081 21,670 3,650 24,320
1820 .... 3,39} 2,475 5,772 12,040 18,712 2,100 20,812
1831 .... 3,910 2,412 . 5,322 9,140 14,462 14,462
1Baa ..., 1,808 1,021 110 3,029 0,140 12,169 - 13,169
1833 .... ‘e ven 1,717 1,717 IG4IT 12,128 886 13,014
8234 ... .44 826 357 1,183 10,411 11,594 2,018 14,512
1835 .00 aes 4,502 4,502 B41r 13,913 4862 7,974
1826 .... 1,707 vee 1,042 3.049 8,558 11,607 “es .
1827 .,.. 1,087 2,082 0 3,218 6,882 10,100 ves
1828 ..., 3,041 - 43 3,086 6,132 9,218 . .
1839 ... 1IL,710 53 1,763 6,000 763
1830.... 3,8¢% ‘e 24 2,919 6,000 8,919 ‘e .
1831 .... 83 1,467 X3 1,563 3,560 5,122 .
1832 ..., 3,541 vee 10 3,550 3,700 6,650 .

® App. 71, Treasury hills for the Service of Ireland, 1819 and 1820; Dead Weight, 1823 to 1825. June 1st data for Dead
Weight not available after 1825, The bock value reported Feb. 29, 1832 was £10,8¢7,880. The Bank advanced £13,089,419
during the years 1823 to 1838 in return for an annuity of £585,740 for forty-four years beginning April, 1823. See app. 13

and jyo.

i App. 71. The total does not include the permanent advance or £823,000 par value of stock purchased in 1830. See Re-

port, H.C. 1848, app. 34.

1'The figure shown is for the Exchequer bills held as collateral by the Bank, The amount actually advanced to the Treas-
ury was slightly less. See app. 91.



CHAPTER VIII

DISCOUNT POLICY

HE most important question of discount
policy in contemporary discussion was to
what extent the Bank should regulate its securi-
ties by means of discounts, At the time of the
Resumption inquiry the Governor expressed the
view that the Bank could control the circulation
by means of discounts. But during the next
decade the directors became convinced that
discounts were not easily within their control.
They were evidently not impressed by the argu-
ments of critics, such as Tooke and McCulloch,
that a more frequent variation of discount rate
would secure a reasonable stability in the
amount of discounts. The Bank, according to
the directors, should ordinarily exclude most
discounts by keeping Bank rate higher than the
market rate. Any changes in securities should
take the form of investments at the initiative of
the Bank. And there were to be no changes
in investments except after the accumulation
of bullion over a considerable period. Thus it
was made to appear that, except in emergen-
cies, Bank notes and deposits would reflect
simply changes in bullion. The quarterly ad-
vances, they explained, were merely seasonal
and had no permanent effect. Other modes
of access to the Bank they held to be of
an exceptional nature or else ignored in this
connection. '
These statements give a fundamentally wrong
impression of the Bank’s procedure of control.
The market was almost constantly adjusting
reserves to requirements at its own initiative,
either by going to the Bank direct or by creat-
ing such pressure as would cause others to ob-
tain Bank funds. Before reviewing the various
modes by which the public had access to the
Bank, it should be observed that the various
factors tending to disturb the reserve position
of the London banks were of a large order of
size. Unless there had been semiautomatic
processes for compensating such large releases
and absorptions of funds, the reserve position of
the London banks would have varied within

fool

very wide limits, much wider limits than the
movement of the London circulation and bank-
ers’ balances indicates. One is impressed by the
relative stability of these two items in the face
of large changes in bullion, government securi-
ties, and nonreserve deposits both public and
private. The presumption is that such changes
were compensated by changes in earning assets
in response to changing pressure in the money
market. Certainly the Bank made practically
no effort to compensate them with open-market
operations. This presumption, I believe, is
borne out by an examination of the Bank’s pro-
cedure and by a study of the interrelated items
in the Bank’s statement.

There were periods of course when scarcely
any means were left by which the market could
return surplus reserve to the Bank — that is
to say, when discounts and advances at the
initiative of the public were almost nil. This
seems to have been true during the second half
of 1832 and the first half of 1833 and again in
1843 and 1844. But in the nature of the case
a condition of excess reserves could be only
temporary.

Let us review the various channels by which
the public could take funds from the Bank at
their own initiative.

(a) It has been mentioned in other connec-
tions that at certain periods of the year holders
of Exchequer bills could demand cash instead
of new bills and thus force the Treasury either
to obtain larger advances from the Bank or to
ask the Bank to support Exchequer bills in the
open market. Also, until 1838 Exchequer bills
could be paid into the Treasury for taxes and
were used in that manner whenever they were
not maintained at a premium.! Such methods

1We may place in the same category the advances to pay
dissentient holders of government stock during the refunding
operations of 1822 to 1825. The Bank in effect undertook to
make such advances to the Treasury as were necessary to
make the rate offered on the new stock attractive to the

public.
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were more important during the war and early
post-war period than after 1825. But they were
always potentially important.

(b) After 1829 the Bank made temporary
advances to the market for nearly half the time
in each quarter at a rate usually less than dis-
count rate. The market could take whatever
amount it required at the rate fixed in the public
notice. It was no doubt owing to these advances
that there was less tendency for the market to
take funds via the Treasury.

(c) Beginningin 1833 the Bank made special
advances to the market at a rate usually lower
than discount rate. While these advances were
open to the public at an advertised rate only
during a part of 1835 and 1836, they were
made by private arrangement with the money
dealers over 2 much longer period. Palmer ad-
mitted that they were made until 1838; and
Hankey's statements ? lead one to believe that
they became a permanent feature of the Bank’s
procedure. Though in such operations the Bank
was not purely passive, it is clear that they
aided the market to take more or less accord-
ing to requirements,

(d) Sa far we have considered modes of
access to the Bank available to the London
money market directly. There were indirect
methods by which a general tightening (or
easing) of credit would cause persons outside
the market to obtain greater (or less) accom-
modation at the Bank even though Bank rate
was higher than the market rate for first class
bills. Palmer explained that the Bank dis-
counted some bills in London which, though
perfectly good, could not command the lowest
rate in the open market. The amount of such
second grade paper was related somewhat
to conditions in the money market. The curve
of London discounts shows a tendency to rise
with a rise in the market rate without its neces-
sarily reaching the level of Bank rate. With
extreme easing of credit even these second
grade bills tended to leave the Bank’s port-
folio.

(e) The amount of discounts for country
banks and traders also showed a general re-
sponsiveness to conditions in the London money
market. It is true that the Bank rationed credit
in the country instead of depending simply upon

* See above, p. y7, and Ev, 1857, gs. 2250-51.
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the rate, yet it actually did accede to the de-
mand to a greater extent when money was
scarce.®

(f) Finally, when other methods of adjust-
ing reserves failed, London traders holding first
class bills and (at least after 1830) the bill
brokers discounted at the Bank’s public rate,
which was a uniform rate until 1844. Although
the market rate for prime bills was usually
under Bank rate, it is a mistake to suppose that
it went to the level of Bank rate only on rare
occasions during the period 1826-1844.%

In the light of these facts it is apparent that
one gets a very erromeous conception of the
Bank’s procedure of credit regulation by giving
exclusive attention to the fact that the London
rate for first class bills was usually under Bank
discount rate. The real explanation of the fact
that first class bills were not more frequently
discounted at the Bank is not that the market
was not dependent upon the Bank directly or
indirectly to adjust its reserve position, but that
other methods of adjusting its position were
cheaper.

The extent to which one channel was used
rather than another depended partly upon the
Bank and partly upon practices outside the
Bank. For example, the rate for quarterly and
special advances was usually under Bank rate,
but when it was fixed at the same level as Bank
rate, it removed part of the incentive to get ad-
vances rather than discounts. However, the
eligibility of collateral for advances was also a
factor. Thus when the Bank in its notice of
March 2, 1837 refused advances against gov-
ernment securities and required commercial bills
as collateral, advances increased less than usual,
while London discounts, already at a high level,
increased further, the rate for the two being the
same.

The Bank also helped determine the extent
to which it would supply funds through traders
as against the discount houses. In so far as
traders in London and in the country were en-
couraged to come to the Bank when credit was
scarce out of doors, it was unnecessary for the
bill brokers to apply for aid. And by reducing
the quality (not of course in the sense of secu-
rity) of the bills which it would take from its

*See below, Section 3.

*See the rates given in Chart B.
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CHART B
Per Cent BANK RATES AND MARKET RATES
2 1824—1844
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For Bank discount rate, see Report, 1832, app. 8g; Report, 1840, app. 8; McCulloch, Commercial Dictionary (1850),
p. 94. The term of bills eligible at the Bank was increased from sixty-five to ninety-five days in 1822 ; though it was agzin
limited to sixty-five days from Qctober 15, 1840 to June 3, 1841. For the rate for Bank advances, see Report, 1832, app. 26;
Report H.C, 1848, app. xo. The periods for which advances were open to the public are indicated by the lengths of the
lines representing the rates charged. The market bill rate is the rate for best bills at Gurney’s. See the evidence of Chap-
man, 1857, q. 4876. The “Rates of Interest allowed to Bankers by Bill Brokers in Lombard-street” were given by Hankey

during the examination of Newmarch {Ev., 1857, q. 1971).

regular customers at Bank rate, it permitted a
further deviation of the market rate on prime
bills from Bank rate, There is good evidence
that by far the larger part of the discounting
was done by traders even after the bill brokers
were permitted to have discount accounts. We
must distinguish carefully here between ad-
vances to the bill brokers and discounts at Bank
rate.

In anticipation of contemporary discussion,
we may conclude that there was no question of
the Bank’s controlling its securities at some pre-
determined Ievel — that is to say, except when
it was prepared fo provide excess reserves.
What the market wanted it was in the position
to take, and what it did not want it was usually
in the position to return. The Bank’s role lay
in determining the effective terms of credit.

1. Discount Procedure in London

Let us consider in more detail the Bank’s
discount procedure in London. Giles, Governor
of the Bank in 1797, stated that the private
banks (of London presumably) had been per-
mitted to discount at the Bank in their own

names following Suspension, though not before.®
According to Lawson, the London banks bad
discount accounts at the Bank during the war
period, though they seldom used them. But in
1825, he stated, London banks of the highest
standing rediscounted at the Bank in order to
aid their country correspondents.® Glyn simi-
larly stated that the London banks, pressed by
the country banks, rediscounted at the Bank in
1825. He added that they had not done so
since.” It is noteworthy that Morris, in re-
counting the aid given by the Bank in 1847,
failed to mention any given to a London bank.®
We may conclude that discounting for the Lon-
don banks was not very common before the
panic of 1825, and that after that time it was
practically nil.®

*E£v., HC. 1797, p. 71. Referred to in W. T. C. King,
History of the London Discount Market (1936), p. 13.

*W. J. Lawson, History of Banking (1850), pp. 255-256.
Lawson was for many years connected with a London bank
and knew their practices at first hand.

*Ev., HL. 1848, q. 1016. He added that they had a
“Right” to look to the Bank for accommodation in 1847,

*Ev., HC. 1848, q. 2645.

* Report, 1858, 2pp. 13 shows that “English banks and
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* Rate on foreign bills was raised to § per cent, which was the rate previously fixed (1746) for inland bills,

Just when the bill brokers or money dealers,
as they later came to refer to themselves, were
first permitted to discount at the Bank is not
altogether clear. Norman stated that they were
permitted to open discount accounts commenc-
ing in November, 1830 But we can not as-
sume that they were not permitted to discount
before then in periods of difficulty. Thomas
Richardson in 1810 stated that the London
bankers not only placed money with the bill
brokers which they could call at an hour's
notice, but that the bankers also borrowed from
the brokers for a day at a time. Such a practice
would seem to require access to the Bank on
the part of the bill brokers in periods of pres-
sure, but Richardson made no reference to ob-
taining funds there. He stated that he borrowed
from opne bank to pay another.! Gurney stated

bankers” received discounts and advances of £1,076,000
from the Bank in London during the last three months of
1857. But it can not be assumed that these were London
banks.

*® Ev., 1840, gs. 2327-28.

B Richardson, Ev., 1810, pp. 147-148. This practios,

that formerly (presumably before 1830) the
bill brokers did not have the power of discount-
ing at the Bank.!* But while we can not conclude
from this meager evidence that the bill brokers
never received any aid from the Bank before

Richardson claimed, had enabled the London bankers to
reduce their reserves by about one eighth.

The main business of the bill brokers at this time was
buying and selling bills outright and not carrying them with
borrowed money. Bills were taken from mercantile firms
and country bankers and sold to London and country
bankers. Much the greater amount was taken from London
merchants and sold to London bankers. Richardson’s firm,
which later became Gummey’s, was the largest dealing with
the country bankers. He took bills from the manufacturing
districts in the country, particularly Lancashire, and sold
them in Norfoltk, Suffolk, and other districts where there
was & surplus of banking funds to be invested. To some
extent he sent bills drawn in London by one merchant on
another to the country. He charged the seller of the bill 4
per cent commission, but made no charge to the buyer. He
did not endorse his bills, (Ev. 1810, pp. 122-x25. See also
King, History of the London Discouni Market, ch. i)

YEv, HL. 1848, q. 1344. In 1836 he stated that he had
no diminished facility at the Bank if he were willing to pay
their price (Ev,, 1836, q. 1606).
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1830, it is clear that they did not receive ac-
commodation in the regular course of things
before then.

“Thus with rediscounting by the London banks
never very common (except during the panic
of 1825), and with discounting at the Bank by
the bill brokers unimportant or nil until after
1830, the channel for giving discount facilities
to the money market before that time was
through the London traders. The London
banks could adjust their reserve position by
forcing the traders to resort to the Bank for a
greater or less amount.’® After 1830 the Bank
gave discounts on an important scale to bill
brokers as well as to traders, so that the London
banks could adjust their reserves by driving
both traders and bill brokers to the Bank.

King takes the position that the system
whereby the bill brokers went to the Bank for
discounts was successor to one of rediscounting
by the London banks. He says:

1f the London banks were no longer to be the channel
through which this new credit was made available, then
some other channel had to be found. To have left the
application solely to the public would have caused grave
disturbance: in a pressure the private banks, even though
they avoided infringement of their rule, would have been
obliged to refuse discounts to their customers, and this
refusal would only have intensified the discredit, and
produced needless injury to the banks’ reputations. In
addition, application to the Bank would have been de-
layed for a longer period than was desirable, for the
public would not quickly alter its normal course of
business, and the delay would have tended to increase

* Glyn, when later discussing the procedure established
in 1858 by which the bill brokers were denied discount ac-
counts hut were to be given advances at the discretion of the
Bank, stated that the Bank was only returning to an older
practice. If this were Literally true, it would imply that the
Bank gave some aid to the bill brokers before 1830, (Ev,
1858, q. 714.)

¥ Cf. Hawtrey, Art of Ceniral Banking, pp. 117-118.

Norman stated that discount accounts were opened only
by the Court of Directors and were confined to persons in
trade. For some persons, he stated, the Bank performed the
regular business of banker; for others, it merely discounted
bills. (Ev., 1840, gs. 2324, 2386.) For a description of the
services performed by the Bank for its customers, see
Palmer, Ev., 1832, qs. 322-329; McCulloch, 4 Dictionary,
Practical, Theoretical, and Historical, of Commerce and
Commercizl Navigation (1837), p. 82; Thomson Hankey,
Benking: Its Utility and Ecomomy ., . . witk an Addition
Respecting the Working and Management of the Bank of
Exgland (1860).

* This they could do by refusing to buy bills from the
bill brokers as well as from the traders direct.
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the ultimate demands, Moreover, the new credit would
have been spread far less evenly or readily through the
business world. And in an extreme pressure, involving
withdrawals of deposits from the private banks, not
even a refusal of all fresh loans would have saved them
from being forced to abandon their rule

It does not seem that King offers convincing
evidence that the London banks rediscounted
to any appreciable extent except during the
panic of 1825. Richardson, for example, as-
sented to the statement that the Bank “afforded
increased means to the bankers of obtaining a
supply of notes at short notice, through the
medium of the bills sent to the Bank to be dis-
counted by their customers.” ¥” As to the point
that additional discounts to traders would not
have been given quickly enough to prevent a
credit shortage, it should be borne in mind that
from the standpoint of the aggregate discounts
of the public a relatively small shift from the
private banks to the Bank would have meant a
relatively large increase in the reserves of the
London banks.

Even after the bill brokers were permitted to
go to the Bank, discounts for traders continued
to predominate until past the middle of the
century. The bill brokers themselves pointed
out that they had no occasion to discount at the
Bank in periods of easy credit.*® And, if the
panic of 1857 was typical, discounts for traders
were the greater during periods of pressure.
During the last three months of 1857 the mer-
chants and traders of London obtained discounts
and advances of £14,440,000, whereas the bill
brokers and discount companies obtained only
£9,456,000.1°

So long as the traders had free access to the
Bank it would seem that any discounting by the
bill brokers would be an indication of lack of
fluidity in the money market. It must be re-
membered that the London banks, since they
considered their advances to the bill brokers as
part of their reserve, were prepared normally
to make such advances at a lower rate than they
charged merchants for prime bills. Thus if the

“ History of the London Discoust Markel, p. 88, Sec
also pp. 13, 37, 62—70.

¥ Ev, 1810, p. 148. See also Thornton, Ev, HC. 1797,
P- 55.

® Gumey, Ev., HL. 1848, q. 1344.

™ Report, 1858, app. 13. In addition, the merchants and
traders in the country received £3,535.000.
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bill rate went to the level of Bank rate, they
might still supply the bill brokers at a rate
under Bank rate. And as long as this condition
prevailed the bill brokers would have no incen-

tive to go to the Bank. But the London traders,
having no such alternative — being charged a
rate as high as or higher than Bank rate by both
the London banks and the bill brokers — would
be driven to the Bank, and the aid they re-
ceived would enable the London banks to ad-
just their reserve position. The chart of rates 2°
seems to support such a conclusion. The rate
allowed the London banks by bill brokers rarely
equaled Bank rate during the period before
1844.

Nevertheless I do not believe one can push
this reasoning too far. Money markets become
less fluid in periods of pressure. It seems not
improbable that the London banks in such pe-
riods preferred cash to call money beyond a
certain point nearly regardless of call rates, and
therefore refused to supply all the funds the
bill brokers required. And the bill brokers in
such circumstances may have refused to allow
the banks as much as Bank rate even though
they were driven to obtain a portion of their
funds from the Bank. In other words, the con-
ditions of the supply and the demand for funds
at such times were not reflected accurately in
rate relationships. Thus we may conclude that
the bill brokers as well as the traders discounted
at the Bank in periods of difficulty, but that at
other times the banks could adjust their reserves
by sending traders to the Bank with less pres-
sure than was required to send the brokers
there. This applies of course only to discouni-
sng by the brokers. They regularly went to the
Bank for quarterly advances and over a period
of at least several years they obtained special
advances at less than Bank rate,

In periods of easy credit, when traders with
prime bills could discount with the London
banks and bill brokers at less than Bank rate,
it was still profitable for traders with second
grade bills* to discount at the Bank. The
amount of such discounts, however, would be
to some extent sensitive to the rate out of doors.

¥ See Chart B, above,

“ Palmer stated that the Bank took bills which were
kaown to be good even though they could not command
the best rate in the market (Ev, 1831, q. 172).
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As the market became more depressed there
would be some shifting from the Bank to the
private banks.?? Thus variations of market rate
below Bank rate would lead to some release and
absorption of funds by the Bank.

We may conclude, despite statements of the
Bank officials to the contrary, that the London
discounts of the Bank were an important means
by which the market adjusted reserves to re-
quirements. An increase of the market rate
drove traders to the Bank, and even where the
rate for prime bills was less than Bank rate
there was some release of funds through the dis-
count of second grade bills. When the market
lacked fluidity to the point where the London
banks could not supply all the requirements of
the bill brokers at less than Bank rate — which
was the case in periods of pressure -—the bill
brokers as well as traders with prime bills were
driven to discount at the Bank,

2. Other Methods Intended to Limst Discounts
Besides the Rate

The usury laws until 1833 prevented the
Bank from raising the discount rate above § per
cent,* and it was partly owing to this circum-
stance that other methods were devised with
the aim of limiting the volume of discounting.
But these other methods did not owe their
existence simply to the usury laws. It was not
the inability to raise the rate in 1825, for ex-
ample, which caused the Bank to refuse to dis-
count; the directors felt that they were in no
position to discount at any rate. Furthermore

™ Gilbart believed that most of the mercantile firms with
a discount account at the Bank maintzined an account with
another bank, and some also with a bill broker (4 Practical
Treatise on Banking, vol. 1, 5th ed,, 1849, . 172).

¥ Other lenders found ways of evading the usury laws,
and even the Bank made “continuation” loans (by buying
stock for cash and selling for account) at much higher rates
than 5 per cent. See the evidence of Loyd and of Chapman,
1857, q8. 3775~76, 4884, Gumney stated that the usury laws
were generally evaded on the Stock Exchange, and that
rates had gone to 20, 30, and 4o per cent for short periods
(Ev., Select Committee on Manufactyres, Commerce, and
Shipping, 1833, gs. 242-250). The examiner of Glyn stated
that the bankers during the panic of 1825 sold stock for
cash and bought for twemty-five days delivery at prices
that made the loan cost 72 per cent per annum (Ev., 1833,
q. 1950). Thomas Attwood said that the bankers of Bir-
mingham charged 3§ per cent commission plus 5 per cent
discount and bad done 50 since the war (Ev., 1832, gs. 5586—
8g). Ser also Feavearyear, The Pound Sterling, p. 228.
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the Bank resorted to other measures besides
raising the rate after the usury laws were modi-
fied.

During the Restriction period the Bank some-
times limited the amount of bills that it would
discount for particular parties. The amount of
accommodation extended was supposed to be
somewhat in proportion to the normal amount
the person was entitled to receive.®* Samuel
Thornton thought that this was a more desir-
able procedure than reducing the term of eli-
gible bills, a mode followed by the Bank of
France.”® How effective it would have been in
reducing total discounts in a period of pressure
is doubtful. It is significant that there was a
rapid increase in private securities during the
period 1795-1810.

Tooke claimed that the limitation of the term
of eligible bills to sixty-one days was an impor-
tant factor in controlling the amount of dis-
counts during the war period. He pointed out
that bills of longer term were frequently charged
a higher rate than § per cent in the market by
means of commissions or other subterfuges. It
is to be observed, however, that eligibility was
a more important factor in a period such as
1810, when the market was discounting some
£18,000,000 to £20,000,000 at the Bank, than
in a period such as 1817-18, when it was dis-
counting a much smaller amount. In a period
such as the latter there would be no difficulty
in getting enough short bills to take to the
Bank,

This method of control was supplemented,
Tooke believed, by the periodical refunding of
Exchequer bills by the Treasury. Thus the re-
duction in the supply of short term investments
kept the market rate low and reduced the num-
ber of applications at the Bank.?® This reason-

™ Henry Thornton, Paper Credit, p. 179; Whitmore, Ev.,
1810, p. 89. A Minute of the Court of Directors on Decem-
ber 31, 1705 stated that in the future, whenever bills pre-
sented were in excess of the amount to be taken on that
day, *a pro rata proportion of such Bills in each parcel as
are not otherwise objectionable, will be retumed to the
person sending in the same, without regard to the respecta-
bility of the party sending in the Bills, or the solidity of the
Bills themselves” (Report, HL. 1797, p. 95). See ako
Feavearyear, The Pound Sterling, p. 227.

®Ev, HC. 1819, p. 86.

* History of Prices, vol. 1, pp. 159-162. At one point in
his discussion Tooke seemed to consider as altermative meth-

ing is fundamentally sound but, instead of as-
suming, as Tooke does at this point, that the
amount of Bank discounts is the simple re-
sultant of the difference between the market
rate and Bank rate, it would be more accurate
to say that the Bank and the Treasury increased
the effective terms of credit generally without
having that fact reflected fully in the rate for
short term commercial bills and Exchequer bills.
The increased scarcity of Exchequer bills and
eligible commercial bills made the money mar-
ket less liquid than it otherwise would have
been, and therefore made the banks less willing
to invest in paper of a less liquid character,
such as long bills, mortgages, and government
stock.

After the war the Bank had little occasion to
ration discounts until the panic of 1825. Dur-
ing the panic it began refusing discounts with-
out at first increasing the rate to the legal
maximum of 5 per cent, so little was its faith in
the efficacy of an advance of the rate in the situ-
ation confronting it. Hawtrey states that the
Bank “continued to discount bills of the type
it was always accustomed to take.” 2* The im-
plication is that there was only a shortage of
eligible bills. This was not the main difficulty
and at first it was not the difficulty at all. Ac-
cording to Rothschild, the Bank refused to
discount.”® The difficulty was that the Bank
was trying to protect its dwindling reserve by
refusing credit in any form. Once the Govern-
ment assumed responsibility for liberal accom-

ods the refunding of Exchequer bills by the Treasury and
their purchase by the Bank., Though it is true that both
these measures had the immediate effect of depressing the
market rate for Exchequer bills, it was a mistake to suppose
that their effect upon the general credit situation was simi-
lar. The first was deflaiionary; the second inflationary. The
refunding of Exchequer bills created a shortage of secondary
reserve and made the banks less willing to expand, for they
could not substitute stock entirely for the Exchequer bills
refunded. It thus widened the spread between the rate for
paper serving as secondary reserve (along with Bank rate)
and the rate on other paper. The purchase of Exchequer
bills by the Bank, on the other hand, tended to give the
market primary reserve instead of secondary reserve. It
made the banks more willing to increase their holdings of
less liquid paper as well as paper qualifying as secondary
reserve.

® Art of Central Baxking, p. 121.

®Fv., 1832, 5. 4846, 4896. See also Feavearyear, The
Pound Sterling, p. 230.
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modation,?® the Bank not only discounted the
bills which it was accustomed to take but it
made advances in any form that seemed rea-
sonably secure. Probably in large part these
advances were secured by government stock
and Exchequer bills, but other types of security
were accepted.®® Palmer as well as Harman
stated that the Bank advanced on all sorts of
securities without much inquiry as to their
nature.®® Advances against government securi-
ties were not an innovation, as they had been
made on a small scale before the panic.’2

Early in 1826 the Bank departed further
from its ordinary procedure by consenting “re-
luctantly” to the request of the Government to
advance not more than £3,000,000 on the se-
curity of merchandise. Boards were established
in eight cities and £366,940 were advanced.®®
Knowledge of the willingness of the Bank to
make these advances, Palmer stated, “seemed
to accomplish a great part of the end intended,
which was to release money in the hands of
other persons,” 3

The year before the Bank Charter inquiry
McCulloch argued in favor of repealing the
usury laws so that the Bank could raise the rate
instead of being driven, “as is every now and
then the case, under the present system, to the
necessity of arbitrarily rejecting good bills.”
Raising the rate was more uniform and impar-
tial and placed the burden on those “best able
o bear it.”* At the Bank Charter inquiry
Palmer and Norman suggested (at least by

* Cf. Richards, Ev,, 1832, g5. 5031-65; and Harman, Ev.,
1833, Q8. 2219-26.

® Richards, the Deputy Governor during the panic, stated
that the Bank advanced £300,000 te Pole and Company
(which later failed) secured by a mortgage on Sir Peter

Pole’s property as well as by the deposit of bills and notes
(Ev., 1831, q. 5006).

© Palmer, Ev,, 1832, gs. 164y-65; Harman, q. azr7.
Palmer said that advances against title deeds must have
been considerable,

*® For advances against stock before the panic, see Re-
port, 1832, app. 6.

" Report, 1831, app. 4 and 35. See also Hawtrey, Art of
Ceniral Banking, p. 122,

% Ev, 1832, q. 581,

® Historical Skeich of the Bank of England, p. 39
{McCulloch's italics). There seems to be no good ground
for holding that those who have to borrow at a high ate
during a crisis are just the ones most able to bear it. The
statement, however, was often repested by others. See, for
example, Norman, Ev., 1831, q. 2437,

97

implication) that the usury laws should be
modified, and pointed out that under existing
circumstances the Bank was sometimes required
to refuse certain classes of bills or limit the
amount which it would take from particular
parties.®® The following year the Government
proposed to the Bank that bills of not more than
three months to run should be exempt from the
usury laws, and the Bank by its silence appar-
ently approved. The law was then modified.*

The modification of the usury laws, however,
did not end attempts of the Bank to limit ac-
commodation by other means than raising the
rate. In 1839 it limited the amount of accom-
modation for particular parties ®® and threat-
ened to refuse accommodation to the bill brok-
ers, though it did not carry out the threat.*
In 1837 and again in 1839 it made temporary
advances more difficult by refusing to accept
stock and East India bonds as collateral.*
And in 1840 it reduced the term of eligible bills
from go to 6o days with the definite aim of
restricting discounts,” and without raising the
rate above g per cent. At least through the panic
of 1857 the directors were not satisfied to create
general pressure by raising the rate, but contin-
ued to experiment with other methods intended
to limit the volume of discounting.®

3. Discounts at the Branches

One can distinguish three classes of discounts
at the Bank Branches. (a) In return for not
issuing their own notes (or paying away bills),
some of the country banks were allowed accom-
modation within an agreed maximum and mini-
mum at less than Bank rate — 3 per cent until
after 1844. (b) Discounts for these banks be-
yond the agreed limit were taken at the public
rate. The Bank discounted also at the public

" Ev, 1832, qs. 158, 477, 2430-37.

" See Bank Charter Correspondence, etc, P.P.1833,
{352), xxaxx; Resolations proposed by Lord Althorp in the
Committee on the Bank Charter, P P. 1833, {0.63), xxm1.
See also Feavearyear, The Pound Sterling, p. 234. The
usury laws in 1837 were further modified so as to exempt
bills up to twelve months.

® Cotton, Ev, HL 1848 q. 3251; H.C. 1848, q. 4431.

* Chapman, Ev., 1857, q. 5195.

* Report, H.C. 1848, app. 10,

2 Weguelin, Ev.,, 1857, q. 1265.

“See Chapter XIIT for Iater occasions on which the
Bank Yimited the term of eligible bills and Emited the
amount of accommodation for individual borrowers.
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rate for country banks which had no such agree-
ments provided (as a rule) that they did not
issue. (c) Discounts for traders were taken at
the public rate.

Let us first consider the discounts under
agreement at 3 per cent. The object of the
Bank in making such agreements was evidently
to extend Bank circulation at the expense of
country bank circulation.*® The line of credit
for each bank was determined after considering
the average of its circulation, which it agreed
to abandon, or, in the case of banks which had
never issued, after considering the nature and
extent of its business.** Comparatively few
banks had such agreements until shortly before
the Act of 1844; the number increased only
from 11 to 27 between 1832 and 184r. The
number having such agreements in force in-
creased to 43 in February, 1844; but on the
other hand the Bank (apparently from 1841)
had been cancelling some of the agreements,
giving in return an annual compensation of 1
per cent of the country banks’ former circula-
tion.* The amount of discounts (or advances)
under agreement increased from an average of
£786,000 in 1832 to £2,858,500 on December
31, 1841 and was somewhat smaller (despite
the temporary increase in the number of banks)
in 1844. This amount was of course a substan-
tial proportion of the country circulation.*®

The agreements usually called for accommo-
dation between a maximum and minimum
amount. According to Curtis,*” the limits were
about 14 per cent apart, but in fact the spread

“*The expressed object of the Government in requesting
the Bank to establish Branches in 1826 was to improve the
quality of the country paper (Communications between the
First Lord of the Treasury and the Chancellor of the Ex-
chequer, and the Governor and Deputy Goversor of the
Bank of England, P P. 1826, (2), x1x). See also Palmer, Ev.,
1831, q. 503. It seems probable that the agreements were
part of a general plan for gradually getting rid of the coun-
try bank notes.

“ Palmer, Ev,, 1832, qs. 60-62.

“By 1345 there were forty-nine banks receiving a com-
pensation of 1 per cent on £2,478,500 in lieu of their circu-
Jation or discount agreements.

* Compare the following sources: Report, 1832, app. 48;
Report, 1838, app. 8; Report, 1840, app. 6; Report, 1841,
app. 2; PP.1844, (95), xxxmx; P.P.1847, (503), Xxxav;
Report, H.C. 1348, app. 22. See also Cuwrtis, Ev., 1838, q_101;
and Norman, Ev_, 1840, q. 1989.

“Ev., 1838, q. 103.
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varied somewhat.** Some of the agreements
called for the rediscount of commercial bills,
whereas others permitted advances against the
deposit of bills as collateral.*® The rate charged
on such accommodation was subject to revision,
but actually it remained at 3 per cent until
after 1844.%° However, concessions were some-
times made in other forms so that the real cost
of the credit to the borrowing bank was less.
Wright, for instance, stated that he was charged
3 per cent on £50,000 but was allowed £10,000
without interest and £350 per year for the ex-
pense and trouble of getting the notes from the
Branch at Birmingham to his bank at Not-
tingham. In addition, the Branch tramnsacted
“nearly all” of his business without charge, so
that the real cost of the credit as he estimated

it was between 1 and 2 per cent.™
It may be added at this point that after the

# James stated that the Birmingham Banking Company's
agreement was for amounts between £130,000 and £150,000;
but that actually it had been permitted to receive as much
as £190,000, presumably without any advance of the rate
{Ev., 1836, q. 782). The Manchester and Salford Joint
Stock Bank, of which James was manager in 1841, was
allowed to discount from £170,000 to £200,000; any further
discounts were at the discretion of the Bank of Engiland at
the public rate (Ev., 1841, gs. 1418-25). Wright, a banker
2t Nottingham, was allowed to borrow from £43.000 to
£s0,000 (Ev, 1841, q. 1593).

* When Palmer was Governor the banks apparently were
required to rediscount commercial bills not exceeding ninety
days {Ev., 1832, 8. 431-434). At a later period some of the
banks were allowed to receive advances against collateral.
Wright, for example, deposited bills, without restriction as
to date, for an amount from 30 to 50 per cent in excess of
the amount of his loan (Ev., 1831, qs. 1625-36). James,
however, had a rediscount account and the bills had the
same restriction as to date as any other bills discounted at
the Bank (Ev., 1841, qs. 1418—20, 1435-37).

® palmer gave the rate as 3 per cent (Ev., 1832, q. 60).
Curtis stated that the rate had not deviated from 3 per cent
but could be changed (Ev., 18318, gs. 104-109). Gibbins
stated that the arrangement of the Birmingham Banking
Company called for 1 per cent below Bank rate, presum-
ably varying with it (Ev., 1836, q. 1059). James stated that
his agreement ran only from year to year (Ev, 1841, q.
1428). During the panic of 1839 the rate was not raised
(Normman, Ev., 1840, q. 2000). See also PP.1847, (503),
XXXIV, P, 3-

"= Ev., HL. 1848, gs. 2865-75. The £10,000 Without in-
terest were supposed to “lie idle.” Cf. Palmer's statement
that two or three banks at & distance were charged interest
only on the amounts of Bank notes which they actually
issued and not the amount they borrowed (Ev., 1832,
q. 387).
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Act of 1844, when it was no longer possible for
the country banks to resume the circulation
which they had abandoned, the Bank raised the
rate above 3 per cent but at the same time
offered them a composition of 1 per cent per
annum on their former circulation.®? Some
banks accepted this offer, while others con-
tinued to discount within specified amounts at
a rate x per cent under Bank rate.®®

Gilbart contended that the practice of dis-
counting for the country banks under agree-
ment weakened the Bank’s control over its cir-
culation.’* It would have been more accurate,
of course, if he had said that the Bank was
prevented from raising its rate on a significant
portion of its discounts. Norman admitted that
the practice gave less control over the circula-
tion at the Branches than in London, but added
that it was a great public object for the Bank
to increase its proportion of the total circula-
tion." Governor Curtis, on the other hand, be-
lieved that the agreements increased the control
of the Bank over the general circulation of the
country, since the Bank could sell the bills
taken from the country banks in the London
market."® There is no evidence, however, that
the Bank actually sold any bills which had been
acquired for its own account.

The procedure taken by itself was defective,
since the country banks had a margin within
which they could vary their indebtedness with-
out any advance in the rate. Also, as the
maximum amount under contract was revised
from time to time, considerations of general
credit policy may not have been given sufficient
weight. But no single procedure is to be judged
by itself. The indebtedness in London was ordi-
narily large enough to provide for the absorp-
tion of any reserve cash released in the extra
accommodation of the country banks but which
it was not desirable to have released from the

® Wright's bank at Nottingham had its agreement ter-
minsted by the Bank. In lieu of a loan of £50,000 at 3 per
cent (and the other considerations referred to above), it was
allowed 1 per cent on £50,000 (Ev, HL. 1848, qs. 1873-83).

" See Weguelin's letter to Lewis, Nov. 10, 1856, Report,
1857, app. 1.

% Ev,, 1837, q. 2068,

" Bv,, 1840, Q. 1980. Norman was supposing & closer re-
Iation between country discounts and the country circulation
of the Bank than really existed,

S Ev, 1838, gs. 125-130.
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standpoint of regulating the money market.
That is to say, so long as the Bank could deter-
mine the effective terms of credit in London,
control was not endangered.

The Bank granted accommodation to country
banks with which it had agreements beyond
their regular line of credit at the public rate,*
which was the same as the London Bank rate
until after 1844.%® In periods of difficulty it
gave accommodation to other nonissuing coun-
try banks, and in rare cases to issuing banks."®
The exact extent of such accommodation is not
at all clear.® Rediscounting in the London
money market and with London correspondents
was certainly common among country banks
which had occasion to resort to it.** As the

¥ Curtis, Ev., 1838, qs. 111-114.

® The rates were certainly the same from 1839 to 1844
{Report, H.C. 1848, app. 15). They were probably the same
before then. After 1844 the rates at the Branches were gen~
erally higher than the minimum rate in London, though in
1847 some of the Branches show minima lower than the
minimum in London.

® Norman stated that from 2828 to 1834 discount facili-
ties were afforded to issuing banks to enable them to pay off
their small notes. Though the privilege was then withdrawn,
he added that the Bank in “extraordinary circumstances”
gave aid to “private” issuers. (Ev., 31840, qs. 1633-34.)
Gilbart stated that the Bank would not discount for a joint
stock bank of issue (Ev., 1837, gs. 2008, 2033). See also
James, Ev., 1841, q. 1433. During the panic of 1847 the
Bank advanced £50,000 to B joint stock issuing bank, and
offered to open a discount account if it would relinquish its
issue privilege; but it stopped payment before the arrange-
ment was completed (Morris, Ev., H.C. 1848, q. 2645).

* Wylie stated at a later period that most of the banks in
Liverpool rediscounted at the Branch there (Ev., H.L. 1848,
q. 2086). See alsc Thomas, Rise and Growik of Joint Stock
Banking, p. 186.

® James pointed out that the agricultural districts such
as Norfolk had an excess of capital, which they seat to
London, while manufacturing districts such as Manchester
needed to rediscount (Ev., 1841, gs. 1525~-30). This helps to
explain Wright's statement that rediscounting was much
more common among joint stock than private banks (Ev,,
1841, q. 1632). Stuckey claimed that it was seldom to the
interest of country bankers to rediscount either at the
Branch or in the London money market, as they could get
the money cheaper on stock or Exchequer bills (Ev., 1832,
q. 1140). Stuckey's banks were in the agricultuval districts,
however, Loyd stated that, while many joint stock banks
rediscounted, it was not considered a first rate practice, and
that his house never rediscounted paper taken from cus-
tomers at Manchester (Ev., 1832, qs. 3275-88). According
to Lawson, however, Jones, Loyd and Company of Man-
chester drew bills on the firm in London and discounted
them, so that the difference was only one of procedure (His-
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country banks had connections with the London
discount market, either with the bill brokers
direct or through their bank correspondents,
they naturally preferred to rediscount in the
market when the market rate was lower than
Bank rate by more than the broker’s commis-
sion, aside from any unwillingness on the part
of the Bank to accommodate them. During
periods of moderate pressure they probably dis-
counted at the Bank; during periods of panic
it is certain that they did. Total discounts for
country banks (and not merely discounts under
agreement) were reported for 1831 * but not
again until the panic of 1857, though it is known
that the amount was large in 1847.% During
the last quarter of 1857 discounts and advances
for country banks amounted to £5,998,000 as
compared with only £3,535,000 for merchants
and traders in the country.®

During periods of low money rates the ac-
commodation at the Branches evidently con-
sisted of discounts for banks under agreement
and discounts for traders. Traders in the coun-
try varied in their ability to get the lowest rate
in the London money market. Certainly for the
ordinary trader the minimum market rate was
never available. Thomas Attwood stated that
the rate to his customers in Birmingham re-

tory of Banking, pp. 333—234). Gurney stated that some of
the best country banks rediscounted with him (Ev., 1832,
as. 3743—44). Gibbins, however, stated that the Birmingham
Banking Company did not rediscount except with the Bank
under agreement (Ev., 1836, q. 997).

Regarding the question whether the new joint stock
banks were responsible for a great increase of rediscounting,
Gurney stated that the amount was greater than it had been
in recent years, though not greater than it had been from
1808 to 1815, He believed that the paper was better than
the private banks used to send to London. It was taken
largely on the endorsement of the joint stock banks, as the
parties to the bills were generally unknown in London. (Ev.,
1836, qs. 2568-71, 257780, 2619, 2584-87.)

® Average total country discounts were £1,718,000, of
which £844.077 were discounts for country banks. But these
were evidently mostly for banks under agreement (Report,
1832, app. 41—42; compare with app. 48).

* Morris referred to several individual cases of large ac-
commodation 10 coumtry banks during the panic (Ev., H.C.
1848, q. 2645). :

® This does not indude £1,29%,000 for Scotch banks and
£1,076,000 for Englich banks, which were probably country
banks in part at least, from the Bank in London (Report,
7858, app. 13). These figures represent total volume of dis-
counts during the quarter.
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mained at 5 per cent plus !4 per cent commis-
sion year in and year out.®® Gurney pointed out
that the banks in Scotland charged a rate
which they all agreed on and that there was nro
open market.®® It may be assumed that some
traders with discount accounts at the Branches
would continue to discount there no matter what
the market rate was in London; otherwise it
would be impossible to explain the presence of
any discounts at the Branches in periods of
depressed market rates aside from those under
agreement. Other traders would be more sensi-
tive to the rate in London and would find it
possible to get a lower rate than Bank rate
when the market was depressed, though not
necessarily the minimum market rate.

However, the amount of country discounts
did not depend simply upon rate relationships.
The Branches refused bills if they saw fit.%"
In general the amount for each trader was pre-
scribed in advance and could not be exceeded
except with permission from London.*® The
Branches felt free also to refuse bills offered
by the banks.®® Sometimes in such cases they
offered to forward the bills to a London bill
broker and credit the proceeds at the Branch,™
But such an offer was of no great importance,
since the country bank could obtain the same
service from its London correspondent.”™ There
does not seem to have been the same tradition
in the country as in London that the Bank was
obligated to take all good bills offered. So long
as the discount privilege was open in London
there was not of course the same need for it in
the country.

Nevertheless, the Bank’s country discounts
responded in the same general way to a credit
shortage as discounts in London. The ampli-
tude of the curve of London discounts was
somewhat greater than that of country dis-

*=Ev., 1832, q. 5587-91. The Branch Bank in Birming-
ham, however, discounted “best” bills at 4 per cent.

* Ev, Committee on Manufactures, Commerce, and
Shipping, 1833, q. 374-

* See, for example, Lister, Ev., HL. 1848, gs. 2477-83.

® Curtis, Ev., 1838, qs. 88—g0. Cf. Tumer, q. 263.

® James stated that he had been refused additional ac-
commodation when money was scarce (Ev., 1841, gs. 1423~
25). See also Dyer, Ev, 1832, q. 4132,

* palmer, Ev., 1832, 5. 45864, 809. Tumer, Ev,, 1838,
qs. 266—269.

" Pabmer, Ev,, 1832, q. 910.
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counts but the timing was similar.”? While the
Bank did not give whatever amount was asked
for at the rate fixed, it did in fact accede to
requests for greater accommodation when
credit was scarce. We may conclude, there-
fore, that the variation of country discounts
was an important means by which the general
supply of reserve was adjusted to the demand
for it at the initiative of the public rather than
at the initiative of the Bank,

Despite the fact that discounts of the
Branches averaged considerably more than dis-
counts of the Bank in London, relatively little
attention was given to the way in which the
procedure at the Branches fitted in to the gen-
eral plan of control. The procedure followed
was certainly not consistent with the announced
plan of keeping the Bank normally out of the
discount market and of taking securities only
on the initiative of the Bank. Palmer, it is
true, stated that the Bank ought not normally
to serve as a bank of discount én London.™
The implication was that variations in the coun-
try discounts were not a significant departure
from the rule. But in fact they were an impor-
tant departure from the rule.

4. Should the Bank Regulate Its Issues by
Means of Discounts?

As was pointed out in an earlier chapter,
it was more common in the ’twenties to speak
of the Bank’s regulating the circulation than
of its controlling the money market. It was
reasoned implicitly that a given rate was proper
in so far as it helped to establish a desired
level of the circulation. It was not until about
the time of the Bank Charter inquiry that
the state of the money market began to be
considered as a proper criterion in itself, The
transition from the old point of view to the
new was of course gradual and was not com-
plete until after the Act of 1844. When the
question arose whether the Bank should regu-
Jate its issues by means of discounts, it was
assumed as a matter of course, therefore, that
the Bank should be able to bring its securities
to some predetermined level — at least under
ordinary circumstances.

When Dorrien (Governor of the Bank) in

% See Chart 1x in Appendix, below,

“Ev. 1851, Q. 477.
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1819 asked for the repayment of government
advances it was with the idea of strengthen-
ing the Bank’s control over the amount of its
securities. He states that an “issue of bank
paper upon government security is beyond the
control of the bank; an issue upon commercial
bills is always within the power of the bank.” ™
He admits that the reduction of government
advances would cause some increase of dis-
counts, but not an increase beyond the control
of the Bank. When money is lent upon dis-
count, he states, the directors can check any
improper speculations or any circumstances
they think injurious and thus bring the issues
to the level required for the commerce of the
country.”™ It is mot entirely certain that he
meant that the level required for commerce
was some predetermined level, but he certainly
implied that the Bank could issue whatever
amount it chose.

The idea that the Bank should exert a closer
control over the amount of its securities and
the circulation was also Tooke’s point of de-
parture when he argued in 1826 for more fre-
quent variations in the discount rate. The
reduction of the rate in 1822 had little effect
on the demand for discounts, he stated, because
the market rate fell still more. The rate should
bhave been reduced earlier. The uniformity
(i.e., stability) of the rate caused great varia-
bility in the amount of discounts, and unless
there were compensating changes through
other channels, it would lead to enormous
changes in the circulation.”™ That is to say, in
Tooke’s view, the proximate goal was relative
stability of the circulation and not of money
rates, He argued as if the market rate might
be considered an independent variable. It did
not seem to occur to him that a reduction of

‘Bank rate might lead only to a further reduc-

tion of the market rate with little change in
the volume of discounting.™
McCulloch’s criticism of Bank policy was

" Ev., HC, 1819, p. 32.

"™ Ev,, HC. 1819, pp. 31-32; HL. 1819, qs. 14-19, 26.

" Considerations on the State of the Currency, pp. 13-78.
In his Letter 1o Lord Grenville (1829) he said it was incon-
sistent for the Bank to ask the Government to repay advances
when it adhered to a rule which would not give control over
its discounts (p. 59; see also p. 55).

™ As s well known, Tooke’s views later changed funda-
mentally. i
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along similar lines. When it was desired to
reduce the circulation, he stated, it should be
effected partly through a reduction of discounts,
since any large sale of government securities
by the Bank caused alarm. With the aim,
therefore, of bringing the amount of discounts
under control, he favored more frequent varia-
tions in the discount rate.™

By the time of the Bank Charter inquiry,
however, the Bank directors were beginning to
doubt the efficacy of the rate and other meas-
ures for producing a desired change in the
volume of discounts. It is true that their ex-
perience with rate changes was very limited,
but it was not such as to encourage them.™
They accepted the major premise that, except
for emergencies at least, unquestioned control
over the amount of securities was the desired
end. This was true whether it was intended
to maintain securities normally at a fixed
amount in accordance with the rule laid down
by Palmer,®® or whether it was intended to
vary securities in such a way that the circula-
tion would reflect simply changes in the Bank’s
bullion, the plan of management considered
ideal by Norman.®' They concluded, therefore,
that the Bank should not attempt to regulate
its securities by means of commercial discounts,
but should use a procedure which would place
its securities more completely within its control.

Let us examine their views in more detail.
Palmer states that it is not desirable for the
Bank to be primarily a bank of discounts ex-
cept during emergencies. If the Bank were to
compete for bills by putting its rate as low as
the market rate, it would produce an objection-
able competition with the private banks and
tend to cause an excess of issues.’? With the
idea of normally excluding discounts almost
entirely, Bank rate should not be varied fre-
quently and should be generally above the mar-
ket rate. He is then asked if competition in

™ Historical Sketch of the Bank of England, pp. 38-30.

™ Paimer stated that the Bank might check the demand
by raising the rate, but that raising the rate produced no
effect in 1825 (Ev., 1832, qs. 160-161).

*Ev., 1832, q. 84 ef seq.

= Ev., 1832, Q. 2440; Prevalent Errors with Respect to
Currency ond Bamkimg (1833), pp. 21-28, §7. However,
Norman stated that circumstances might arise which would
warrant a deviation from the plaa.

= Ev, 1832, gs. 173174, 477, 560.
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the purchase of government securities has not
the same effect as competition for commercial
bills. Palmer’s reply to this question makes his
meaning unmistakable, It is immaterial, he
states, as to the description of securities ac-
quired, but it is important whether the invest-
ment be fixed in amount. If it were necessary
to supplement purchases of Exchequer bills it
should take the form of “commercial invest-
ments”’ (presumably bills bought in the open
market) and not “commercial accommodation”
(discounts at the initiative of the borrower).%
In other words, in order to have unquestioned
control over total securities, Palmer desires to
exclude all (or nearly all) paper from the Bank
which it does not acquire on its own initiative,
that is, under ordinary circumstances.?

Such a rule, he holds, does not apply to a
period of discredit. At such a time the Bank
becomes the main support of commerce. The
market rate will then advance to that previ-
ously fixed by the Bank as its public rate for
commercial bills, which will occasion such bills
to be sent to the Bank for discount.®® That is
to say, Palmer believes that in a period of great
scarcity the Bank can not determine the amount
of its securities, but must give the amount of
discounts required, the extent of the Bank’s
discretion being to fix the rate.?

Palmer does not follow his view consistently
even in discussing normal periods. At one point
he states that, before the Bank can “issue upon
their notice,” the private bankers are under the
necessity of employing their funds at the best
rate they can procure.’” He thus implies that,
if the Bank were to reduce its rate in order to
compete for discounts, it would add little to

™ Ev., 1832, qs. 160178, 560-580,

% Palmer’s reasoning here is similar to that of Keynes
where the latter discusses his “ideal” method of control —
though of course the aim of keeping securities at a fixed
armount has no amalogy in Keynes (cf. Trealise on Moncy,
m, 331).

* Question 477.

™ Eight years later he defended the Bank for supporting
credit in 1839. He pointed out that ynder the circumstances
then prevailing it was not possible to prevent the growth
of total securities either by selling government securities or
by raising Bank rate. (Ev., 1840, gs. 1411-26.) Nor had an
advance of the rate in 1836 had any eflect, he believed, in
reducing securities (gs. 1281-83).

*Ev., 1832, q. 560, He makes a similar statement in
1848 (Ev., HL. 1848, q. 917).
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its securities while depressing the market rate.
This seems to be a shifting of ground. If the
level of the market rate is to be the criterion,
then it is just as important for the Bank not
to depress the market through the purchase of
Exchequer bills (in the effort to maintain securi-
ties at a fixed amount) as it is for it not to de-
press the market by reducing discount rate.
Palmer’s views were undoubtedly changing. In
his discussions after the panic of 1847 he con-
sidered the state of the money market the
proper criterion in the regulation of credit.

The point of departure for the Currency
School was that the Bank should have un-
questioned control over its securities in order
that it might vary the circulation with the
bullion. Norman, like Palmer, thought that
it was quite undesirable for the Bank to regu-
late its issues through discounts, particularly
so long as the usury laws prevented the Bank
from defending itself by high rates. He appar-
ently believed that it might prevent the growth
of discounts by raising the rate high enough.
As a temporary measure he thought that gov-
ernment securities might be reduced to com-
pensate, or nearly compensate, an increase of
discounts. But he did not approve of Palmer’s
plan for giving such discounts as were required
at Bank rate during a period of pressure. By
1840 he had become convinced that the Bank's
connection with the discount market made
it impossible to wvary the circulation with
the bullion and so he concluded that a
bank of issue ought not to engage in discount-
ing at all.%®®

When Loyd gave evidence in 1832 he appar-
ently believed that the Bank could control the
amount of its discounts; for he stated that
the obvious and common sense plan was for
the Bank to follow the market rate, though he
realized that such was not the current prac-
tice.® However, when he became convinced
that the Bank could not control the amount of
its discounts, he concluded that, as a bank of
issue, it should abandon discounting entirely.
In an excellent statement of his position, he
points out that the Governor in 1819 requested
the repayment of government advances in order
that the Bank might be free to regulate its

® Ev, 1831, g8 2415-55; Ev,, 1840, g5, 1745-76, 2053,
® Ev., 1833, g5. 3313~5.
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issues by means of discounts and so have them
under its own control. But, upon being given
that means of control, the directors became
convinced that the contraction of issues made
upon discounts in times of commercial pressure
was not practicable. To Loyd, this was an
acknowledgment that the Bank’s connection
with the discount market subjected it to de-
mands which were not compatible with proper
control — precisely in the same way that its
connection with the Treasury finances had
subjected it to improper demands during the
war period.® Loyd’s position was perfectly
logical at least. The Bank’s procedure was
not compatible with his aim of monetary regu-
lation.

It is thus clear that the theories regarding
technical procedure can not be considered apart
from the theories of what constituted a proper
criterion of control. So long as it was believed
that the level of the circulation was the proper
measure of the extent of monetary ease or
pressure,® it was natural that some efficient
means should be sought to control the circula-
tion at a predetermined figure.

The actual procedure of control was in
striking contrast with the plan of control ex-
plained by the directors in 1832. This be-
came increasingly evident to contemporary
observers as time went on, though I do not be-
lieve they realized how completely the Bank’s
role was confined to fixing the terms of credit.
During the decade following the inquiry of
1832 the market was dependent upon the Bank
in one form or another for very large amounts.
To some this indicated that no procedure would
work which presupposed fixing total securities
at a predetermined level, that the Bank must
extend such credit as the market demanded.
To them the state of the money market became
the criterion of control. To the Currency School
the procedure which the Bank had developed
empirically was evidence that it should be
placed in the position where it would be com-
pelled to disregard the demands of the money
market.

" Remarks on the Management of the Circulation (1840),
Tracts, pp. 84-85.

% Norman, for example, stated that it was “altogether &
fallacious principle in the regulation of the currency to take
the mte of interest as a test of demand™ (Ev., 1832, q. 2444).
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5. Conclusion

Discount policy was viewed originally as a
mere auxiliary of currency policy. At the time
of Resumption the directors believed that they
could control the circulation by means of dis-
counts, but by the time of the Bank Charter
inquiry they began to doubt this., The rule of
keeping Bank rate above the market was in-
tended to keep discounts, at least in London,
normally at a negligible amount. It was part
of a general plan to insure that such changes
as were made in the Bank’s securities should
be made at its own initiative. The Bank was
to make “investments” but not ordinarily give
“accommodation.” Except for gradual changes,
securities were to be maintained at a fixed
amount. Thus changes in its liabilities would
reflect merely bullion movements. There was
a division of opinion, however, regarding the
question of accommodation at the initiative of
the market in periods of pressure. Palmer
argued that the Bank must then give such ac-
commodation as was demanded at Bank rate.
Norman argued that such a procedure inter-
fered with the regulation of the currency.

The announced plan of control could not of
course be carried out. Once the fact is appre-
ciated that the reserves of the London banks
were subject to disturbances of large magni-
tude it is evident that securities could not be
set at some predetermined level, whether this
was a fixed amount or mot. It was essential
that the public should have access to the Bank
at their own initiative.

As we have seen, there were several channels
by which the public had access to Bank funds.
Modern writers have given too exclusive atten-
tion to discounting by the London money mar-
ket. It is assumed that because Bank rate was
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ordinarily higher than the London bill rate that
the market was not normally dependent upon
the public’s borrowing at the Bank upon their
own initiative. But the reason why the London
money market—i.e., the bill brokers and
traders with first class bills — discounted at
the Bank so infrequently was that other modes
of adjusting the London banks’ reserve posi-
tion were cheaper. The moment that other
channels for obtaining Bank funds proved in-
adequate the London money market was driven
to the Bank. Thus it is a mistake to assume
that there was an important break in procedure
in 1844: that in the earlier period the public
did not normally have access to the Bank at
their own initiative, whereas in the later period
they did.®* The fundamentai fact was that in
both periods the market could ordinarily adjust
its position without its being necessary for the
discount houses or traders with prime bills to
go to the Bank for discounts.

To the Currency School the empirical pro-
cedure of the Bank showed merely the absence
of any principle of control. This was because
of their preconception that the proper criterion
of monetary control was the amount of the
currency and not the condition of the money
market. It was not until after the Act of 1844
that they were willing to consider Bank policy
as credit policy.

We shall postpone discussing the recent ex-
planations and criticisms of the Bank’s policies
until we have considered discount procedure
and contemporary theories during the period
1844-1858. .

# 7 believe both Hawtrey and King attach too much sig-
nificance to the change in discount procedure in 1844. See
Art of Central Barnking, p. 138; History of the London Dis-
count Market, pp. 78-80, 106-109. For further discussion of
this point see Chapter XIIL



CHAPTER IX

‘THEORIES OF THE MECHANISM OF CONTROL
OVER THE EXCHANGES

E now turn from the discussion of the

Bank’s control over the internal credit
structure to the theories concerning the mode
by which the Bank maintained equilibrium with
the international standard. It should be remem-
bered that during the twenty-two years before
the Resumption inquiry the Bank bad no ex-
perience in administering credit under an in-
ternational system, but only in moderating
exchange fluctuations. Though the Bullionists
argued that exchange parity could be main-
tained by following simple rules, the Bank
officials and many in the City denied this. In
the first place they emphasized the difficulties
of making the necessary internal adjustments.
And some of them, including the directors,
doubted the ability to attract gold automati-
cally. They pointed to the large commercial
debts incurred for exports, the foreign flota-
tions in London, and the accumulation of bullion
by countries returning to a specie basis. To
suppose that contraction would automatically
and necessarily offset these factors seemed to
them quite academic.! This helps to explain
why so little attention was given in 1819 to
the theory that the Bank could attract gold
by controlling the net flow of foreign invest-
ment,

During the next two decades, however, those
in control of the Bank came to have increasing
faith in their ability to control the exchange
through currency regulation, though it was not
until the 'forties that controlling the flow of
capital became a major objective of Bank
policy. By 1858 influencing capital movements
was considered & very effective method of in-
fluencing the exchanges, though the theory

1 See the evidence of Baring, Rothschild, Samuel Gumey,
Harman, Pole, and Samuel Thomton befare the Resumption
Committees, See also a resolution of the Court of Directors
(March 2%, 1319), Report, HC, 1819, pp. 362-364.

that contraction influenced the balance of pay-
ments via commodity prices was not given up
by most observers. Tooke and Hubbard were
in the minority in denying the older doctrine.

The present chapter will deal only with the
theories of the mechanism of control. We shall
postpone until Part II the discussion of the
degree of sensitiveness of the exchanges to
credit contraction. It was not in fact until after
1844 that the theory that higher rates induced
an inflow of capital was subjected to detailed
criticism. We shall then consider (in the later
chapter) the theories of the central reserve.
This problem to a large extent concerns the de-
gree of sensitiveness of gold movements to con-
traction; though it concerns also the question
of the amount of latitude in internal control
which should be given to the central bank,
Finally, we shall consider the commonly ac-
cepted assumptions with regard to the nature
of the gold standard and criticize them.?

During the Restriction period it was realized
that foreign loans (or the withdrawal of foreign
capital) tended to depress the exchange.! But
the counteractive measure which was considered
available was the creation of a more favorable
trade balance by reducing prices rather than
the control of the capital movements them-
selves.* It should be noted, however, that the

® See Chapter XIV.

3 See, for example, Thoraton, Paper Credit, p. 119 et seq.

¢ The Bullionists minimired the importance of the foreign
loans and suhsidies as compared with the inflation of prices
as the cause of exchange depreciation. What they really
meant to eraphasise was that, no matter what the existing
price level might he, it was ipso facte too high if hullion
were leaving the country or the exchange depreciated. They
realized that various causes might initiate an onfavorable
exchange, but they believed that a sufficient reduction of
commodity prices would serve as a corrective. See, for ex-
ample, Ricardo's evidence, HL, 1819, qu. 108-110. Compare,
however, Angell's view that Ricardo’s theory of gold flows
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capital transfers during the war were of a
political character and could not be expected
to respond to action by the Bank. Alexander
Baring stated that the subsidies to the allies
were closely watched in London, for it was
known that the payments would force the Bank
to contract its issues and produce a scarcity of
money in the market in order to counteract the
depressing effect of the payments on the ex-
change.® The foreign loans placed with in-
vestors since the war had required the same
counteractive, he believed.® When asked to
explain how the contraction by the Bank sup-
ported the exchange, he said that it was by
diminishing the nominal price of everything.”
The Governor of the Bank also stated that a
contraction by the Bank improved the exchange
by increasing exports of merchandise.®

Other witnesses at the investigation in 1819,
however, stated that the amount of foreign
lending might itself be influenced by a reduc-
tion of the currency. Rothschild states that
there will be a great many loans ® which foreign
governments will wish to place in England,
“but as the money begins to be scarce, people
will not venture to undertake them.” He is then
asked: “Does the facility of raising those loans
arise out of this circumstance, that in conse-
quence of the abundance of the circulating me-
dium the interest of money is low, and the
parties have therefore an inducement to invest
their capitals in foreign funds?” Rothschild
agrees, though he adds that, besides the induce-
ment of higher interest, the investment in for-

was “unilateral”: that gold movements were caused onl'y‘ by
prices that were out of equilibrium (Thesry of Internc-
tional Prices, pp. 56-57).

®Ev., H.C. 1819, pp. 193-104.

*Ev, HL. 1819, q. 137.

'Ev, HL. 1819, gs. 32-33.

* Dorrien, Ev., HC, 1819, p. 32. Before the Lords Com-
mittee he stated that a contraction of the circulation would
“oblige Merchants to draw their Funds from Foreign Coun-
tries,” but he apparently meant that merchandise would be
exchanged for foreign gold (Ev,, H.L. 1819, qs. 21-34).

* Rothschild stated that his house alone bad within nine
months sold to individuals in Great Britain about £1,150,000
worth of French, Russian, and Prussizn securities (Ev.,
H.C. 1819, p. 157). Haldimand estimated that the total of
foreign government securities then held in the country
amounted to something more than £10,500,000 (Ev., H.C.
1819, pp. 60—70). For a list of the foreign loans contracted
in England from 1818 to 1832, see Report, 1832, app. 9s.
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eign securities is a growing passion at the
present time.l®

Tooke, in reply to a question as to the man-
ner in which a reduction of the Bank circula-
tion restores the exchanges, states that by
keeping prices down it tends to diminish im-
ports and to increase exports. In almost all
cases, he believes, the total value of exports at
reduced prices will be greater than that of a
smaller quantity at higher prices. He adds that
a reduction of notes tends also to increase
interest rates and thus to “have the Effect
of bringing back some Part of the British
Capital which had been forced out by the pre-
vious artificial Reduction of the Rate of Inter-
est at Home.” 1! In his pamphlet some years
later he states that the reduction in the rate of
interest in 1792 “forced capital abroad in the
way of extended credits to the foreign mer-
chants, and of occasional investments, even at
that time, in foreign government funds.” * He
makes also some qualifications regarding the
effect of contraction upon the commodity trade
balance. While eventually exports will be in-
creased and imports will be diminished, he
states, no immediate aid to the exchange can
be expected from that quarter. A fall of com-
modity prices in England leads to a fall in the
prices of similar stocks held abroad, so that
little foreign speculative demand will result.*®
As Hawtrey points out, the more usual state-
ment implied a difference in the prices of for-
eign trade goods at home and abroad.™

When Gurney is asked at the Bank Charter
inquiry how a contraction of the Bank issues
corrects the exchanges, he replies that it pro-
duces caution in money dealers and through
them in commeodity dealers. This caution tends
to reduce prices, and the lower prices tend to
stimulate exports and diminish imports. He
goes on to say that transactions in foreign

¥ Ev., HC. 1819, p. 158.

n Ry, HL. 1819, qs. 3-16, Before the Commons Com-
mittee he stated that the addition to the Bank circulation in
1817 reduced the rate of interest so violently that it caused
capital to leave the country for more beneficial employment
abroad (Ev., H.C. 1819, p. 125).

 Considerations on the Siote of the Currency, p. 82.

B Ibid., pp. 101-103. Also, he adds, 2 great contraction
of credit in England causes a contraction abroad, so that
foreigners are less willing to authorize drafts from London.

1 Art of Central Banking, pD. 144-145.
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loans have had a more powerful effect in recent
years than have mercantile transactions. He
is asked whether the Bank can take effective
measures to regulate the exchanges when such
operations are undertaken. He replies that, by
reducing the circulation, the Bank raises inter-
est rates; “and if the value of money by such
an operation rises here above the value in the
other money towns of Europe, the effect must
be considerable.” But even then, he believes,
there can be no entire security against a drain.’®
Rothschild states that ‘“the Exchanges can-
not be guided by any body- unless circum-
stances favour it.” In time of peace the Bank
has a great influence by making money very
scarce, but in time of war, when foreign
-governments want gold, they will take it at any
price,®

Palmer gives the older view. When asked
how the Bank corrects the exchange, ke replies:
“The first operation is to increase the value of
money; with the increased value of money there
is less facility obtained by the commercial
Public in the- discount of their paper; that
naturally tends to limit transactions and to the
reduction of prices; the reduction of prices
will so far alter our situation with foreign coun-
tries, that it will be no longer an object to im-
port, but the advantage will rather be upon the
export. . . .” 1" In his pamphlet he gives some
attention to the causes of foreign investment.
He attributes it to the great increase of capital
and relatively low interest rates at home and
to the mania for speculating in foreign stocks
combined with the facilities offered by the stock
market.'®* He does not, however, connect the
foreign investment with the credit policy of
the Bank.

But Samson Ricardo in one of the numerous
replies to Palmer’s pamphlet calls it to his at-
tention. The cheap credit at home which led
to the speculation in foreign funds could have
been prevented, he claims, by a curtailment of
the Bank circulation. The abundant money of
1834 caused English funds to rise in price.

WEv, 1833, 9. 3521-53. By “the value of money” he
means the rate of interest.

® Ev., 1833, q3. 47934862,

T Ev, 1834, q. 678. See also gs. 781-786.

¥ Causes and Consogquences of the Pressurs wpom the
Money-Market, pp. 24128,

107

With the increased demand for securities,
Dutch, Portuguese, and Spanish stock was im-
ported. Palmer, he argues, would do better
to blame the Bank for causing an undue ex-
pansion of the currency than to accuse those
responsible for placing the foreign loans. The
excessive importation of foreign securities pro-
ceeds from the same cause as the excessive
importation of commodities. It is the effect,
rather than the cause, of a derangement of the
currency.'?

In reply, Palmer states that it is a new doc-
trine that speculation in foreign securities is
“necessarily connected with a redundant cur-
rency.” There may be some connection, he
admits, but generally there are other latent
causes intimately connected with the political
and financial condition of the debtor countries.
He denies that money was cheap in Lombard
Street at the time of the foreign security specu-
lations, though he admits that it may have been
at the stock exchange.® Later, in explaining
why he does not believe the sale of securities
by the Bank would have reacted favorably
upon the exchange during the drain of 1839,
he appears to be thinking of the possibilities of
creating a favorable trade balance, although
he does refer to “other property” along with
commodities in one statement. But he does not
mention specifically the possibilities of influ-
encing international capital movements by
tightening credit. His argument is that the
Bank could not reduce prices and so affect
commodity trade quickly enough to provide
the required supply of foreign bills.*

Norman on the whole emphasizes the effect
of contraction through a fall of prices and
stimulation of exports. The extent of the fall
required, he says, depends upon the number,
variety, and value of the commodities traded;
and upon monopolies, fiscal regulations, and
other impediments to trade. However, he
mentions the possibility of making foreign re-
mittance partly in securities, and states that for-

™ Observations on the Recent Pamphlet of J. Horsley
Palmer, Esq. on the Causes end Consequences of the Pres-
sure on the Money Market (1837), pP. 4-I7-

® Reply to ihe Reflections, etc. elc. of Mr. Samuel Jones
Loyd, on the Pamphlet Entitled “Couses end Consequences
of the Pressurs Upon the Money-Market™ (1837), pp. 18-19.

* Ev., 1840, G5. 1469~74-
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eign loans feel the effect of contraction before
goods.2#

In the light of these statements by Palmer
and Norman, two of the leading directors, it
seems reasonable to conclude that before 1840
the idea of regulating the rate of foreign lend-
ing was not prominently in the minds of the
Bank authorities. I believe that it was during
the ’forties that this objective became an im-
portant element of Bank policy.

Loyd in his evidence in 1840 emphasizes
the effect of contraction through commodity
prices. So long as the “par value” of the cur-
rency is preserved with respect to the cur-
rencies of other countries, he states, foreign
investments are paid for by exports. He adds
that the fall of prices might be anticipated by
“speculative action upon the exchanges.” #
Apparently he has in mind the accumulation of
sterling bills (or the sale of foreign bills) be-
cause of an expectation of a rise in the exchange
and not because of the difference in interest
rates. However, in his pamphlet in 1844 he
states that a contraction is likely to affect the
negotiation of foreign securities before it cur-
tails speculation in commodities.?* By this time
the theory was becoming more generally under-
stood.

The more frequent references to the effect of
interest rates upon foreign lending after 1840
may have been owing partly to Tooke’s lucid
explanation at that time. An advance of the
rate in London, he stated, would induce “for-
eign capitalists to abstain from calling for
their funds from this country, to the same ex-
tent as they otherwise mlght do, and it would
operate at the same time in dmumshmg the
inducements to capitalists in this country to
invest in foreign securities, or to hold foreign
securities, and it might induce them to part
with foreign securities, in order to make invest-
ments in British stocks or shares. It would
likewise operate in restraining credits from
the merchants in this country by advances on
shipments outwards, and it would have the
effect of causing a larger proportion of the

= Letter to Charles Wood (1841), pp. 18—21. Ev., 1840,
gs. 1783, 3438.

" Ev, 1840, g5. 2753-56.

* Separation of the Depariments of the Bank (1844),
Tracis, p. 253.
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importations into this country to be carried on
upon foreign capital.” 26

Pennington,®® Gilbart,® and Torrens2®
adopted the idea that the rate of interest
affected the interrnational flow of capital, but
they combined it with the older version. The
reduction of the currency also reduced prices
and created a more favorable commodity trade
balance. Gilbart, however, objected to the use
of such a power as a “general principle of ac-
tion” on the ground that it rendered the cur-
rency unfit as a standard of value.”® Fullarton
agreed in general with Tooke’s version but he
believed that Tooke was “over-sanguine” as to
the ease with which the exchange could be cor-
rected. The use of the rate in 1839 did not
prevent a heavy drain.?

Norman stated that the possibility of the
Bank’s holding foreign securities for protecting
the exchange bad frequently been discussed in-
formally at the Bank. He thought that it was
sound in principle but that there were practical
difficulties connected with carrying it out. The
securities, he said, would be like so much gold
bearing interest.®! Loyd, though he thought

® Ev., 1840, q. 3769. See also q. 3758. In his Inquiry into
the Currency Principle he states that the Bank by reducing
or increasing its securities —not the currency, ke insists —
“renders disposable capital in the one case scarce, and in
the other abundant; forcing it from foreign countries in the
former, and fo them in the latter case. The effect of the
pumping in or forcing out of bullion by this means is in-
fallible . . .” (pp. 103-104).

»1 etter to Tooke, History of Prices, 1, 371.

® «The Currency: Banking,” Westminster Review, XXXV
(1841), 95-96, 109. Ev., 1841, 8. 995-1022,

® Rencwal of the Charter (2nd ed., 1844), PP. 35-36.
Torrens begins his explanation with a supposed reduction of
bank reserves, His steps from that point are; a restriction of
bank advances bringing with it a reductiom of deposits; a
rise of the rate of interest and fall of prices; an improved
trade balance and the returmn of English capital

» Westminster Review, XXXV, 95-97. At times he seems
to be attacking the gold standard. See, for example, Ev.,
1841, qs. 1019, 1068-78, 1175, 1375. But at other times he
implies that his plan fo have the Bank satisfy the legitimate
demands of commerce would in no way be inconsistent with
maintaining exchange parity, provided the Bank heid a
large reserve (gs. 956, 1059-64, 1102-3, £233-34).

® Regulation of Currencies, pp. 143-147. Fullarton argued
that drains had a “natural” termination. By this be seemed
to mean that bullion was often taken for some specific pur-
pose, such as for a military chest or the replenishment of
bank reserves to some desired Jevel.

® Ev., 1840, Q5. 1041—47.
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the principle was sound, disapproved of the plan
on the ground that the Bank should be acted
upon rather than take the initiative. It would
interfere with the action of the exchange
dealers, he believed, for the Bank to be in the
market.?® Gilbart argued in favor of the Bank’s
holding foreign securities and also of its borrow-
ing abroad, as it had done in a few instances,?®
in case of necessity. His idea, however, unlike
that of Norman, was to avoid internal contrac-
tion.®* Fullarton suggested that the Bank
might hold about £1,000,000 of securities of
the four great Continental powers.*® But J. A.
Smith, a member of the Select Committee of
1841, argued that if it were known that the
Bank of England was having to sell there
would be no market.®

Those who favored the plan reasoned as if
England were codrdinate with other countries
in the international credit system. Once it is
realized that the credit systems of other coun-
tries were responsive to credit conditions in
London and that London was the place of last

™ Ev,, 1840, q. 2848,

™ For a discussion of the loans obtained by the Bank in
1836~37 and in 1839, see Palmer, Ev,, 1840, q8. 1368-1449;
Ev., H.L. 1848, q. 838. See also Tooke, History of Prices, m,
88-89.

& Ev,, 1841, qs. 13181-1271, especially q. 1246.

% Regulation of Currencies, pp. 222-233.

® Ev., 1841, g8, 131116,
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resort to obtain gold, it is apparent that the
possibilities of the Bank’s protecting its posi-
tion by selling foreign securities were quite
limited. It could temporarily have absorbed
part of the reserves of sterling bills and bal-

‘ances held abroad, but if foreign countries had

been persistently attempting to add to their
bullion reserves, the demand from the Bank
would only have been delayed.®”

The growing popularity of the theory that
the Bank could regulate the rate of foreign
lending and even bring foreign capital to Eng-
land undoubtedly strengthened the belief that
the gold standard functioned automatically,
It was felt that there was an additional instru-
ment for protecting the exchange beyond what
had been realized before. It is true that there
were some sceptics. Rothschild’s doubts as to
the ability of the Bank at all times to control
the exchange have been referred to. Harman,
when asked whether high interest rates would
not cause the return of English capital and the
investment of foreign capital in England, stated
that such would be the result if the investors
had sufficient confidence but that they might
consider that their money was safer abroad.?®
But on the whole little specific criticism of
the theory was given.

™ For further discussion of London’s position as manager
of the international standard, see Chapter XIV.

* Ev., 1832, q3. 2291-g6.



CHAPTER X

BANK REFORM IN ACCORDANCE WITH
THE CURRENCY PRINCIPLE

HE Bullionists apparently believed that

the return to gold would itself deprive the
Bank of any power to interfere appreciably
with the currency. Ricardo, for example, stated
in 1816 that the quantity of the currency could
never be too great nor too little while it pre-
served the same value as the standard.! He
considered that such influence as the Bank
possessed arose from its ability to increase (by
its own accumulations) the world scarcity of
gold, He showed little or no appreciation of
the direct effect of central banking operations.?
It was not supposed that the Bank would have
to find a special formula in order to remain a
neutral factor. But after the experience of the

* Proposals for an Economical and Secure Currency, in
Essays (Gonner ed.), p. 166. As late as 1833 the reviewer
of the Bank Charter Report in the Westminster Review
adhered to the older idea that convertibility prevented the
Bank from mismanaging the currency. *Another point on
which the Bank seems disposed to claim a disputable credit,
is on its mostrum for regulating its issues by the foreign
exchanges. Think only what superhuman genius! what com-
plex ingenuity! The Bank regulates its issues by the foreign
exchanges! who else could do anything so wonderful I” . . ,
“As long as it intends to pay in gold upon demand, it need
not make the smallest conscience of not lending or discount-
ing to the utmost that it can persuade itself to do. The
public is perfectly willing to leave the matter in its hands;
) and will give it no credit for not doing harm where it can-

not. If the Bank pretends to put restraint on itself for
public motives, it will find few that it will convince. In the
nautical proverb, ‘they may tell it to the marines, but the
sailors will never believe it’” (Westminster Review, vol
XV, 1833, pp. 79, 8o.)

*He writes to Malthus (September 10, 1815) that the
Bank is “an unnecessary establishment” (Letters of David
Ricordo to Thomas Robert Malthus, 1810-1823, edited by
J. Bonar, 1887, p. 89). In his “Notes on ‘Plan for the Estab-
lishment of a National Bank’” he states: “The Bank of
England, as well as every other Bank in this country is only
of use as it substitutes a cheap cwrency for a dear one, a
paper aurency for a metallic one” (Minor Papers ox the
Currency Question, 180g-23, edited by J. H. Hollander,
1932, p. 164).
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boom and the panic of 182 5 many contemporary
observers began looking for a formula which
would guarantee more fully the benefits of
the automatic gold standard. They assumed
as a matter of course that the price fluctuations
were not owing to the gold standard but to
the internal paper circulation.® The formula
which they sought, therefore, was one which
would render the Bank (and the country
banks) a neutral factor in the monetary
situation.

Drummond’s exposition exemplifies the tran-
sition from the older position to that taken by

-the Currency School. He first states as one of

his “elementary propositions” that so long as
a paper currency is convertible into a metallic
one, the joint quantity of the two can never be
any greater or less than it would have been if
there were no paper at all, But at a later point
ke claims that recent events have shown that
convertibility does not prevent ruinous fluctu-
ations in currency and prices. He therefore
advises limiting the paper to a definite quantity
so as to avoid these price fluctuations.* The
formula for regulating the currency as stated
by Page was: “That only is a sound and well-
regulated state of things, when no greater nu-
merical amount of paper is in circulation than
would have circulated of the precious metals if
no paper had existed.” ®* This formula, which

?See, for example, Mushet’s statement that if the circu-
lation were wholly metallic the price variations from year
to year could not be extensive (Effect of the Issues of the
Bank of England (1826), pp. 78-79).

¢ Rlementary Propositions on the Currency (4th ed,
1826), pp. 30, 40-66. Drummond recommended adopting
Ricardo’s plan for & national bank.

* Richard Page (Daniel Hardcastle, pseudonym), Letters
to the Editor of “The Times” Jowurnal, on the Afairs ond
Conduct of the Bank of England (1826), p. 258. In bis evi-
dence in 1840, however, he recommended that the Bank
follow the “rule of 1832.” See gs. 862, 915.
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came to be known as the Currency Principle,®
was stated also by Joplin " and by various other
writers. In the view of these writers, the only
way of insuring that the currency would behave
in this manner was to require that the banks
vary their note circulation exactly with their
bullion reserve. As they were later to learn, a
difficulty arose as to precisely what was to be
considered the circulation.

Another formula with the same general aim
of insuring that the Bank remain a neutral
factor was the “rule of 1832.” ® In its simplest
form the rule merely provided_ that the Bank
should maintain its securities at a fixed amount,
permitting bullion and liabilities to vary to-
gether.  But when explained in detail it was
more complicated.? The rule was considered un-
sound by the Currency School on the ground
that deposits together with notes were to be
permitted to vary with the bullion. Since they
did not regard deposits as part of the monetary
base, but as part of the credit superstructure,
they considered that;"by keeping securities at
a constant amount, bullion changes would not

*The term “Principle of Currency” was used by Ward
at the Bank Charter Inquiry in 183a2. (Cf. Tooke, History
of Prices, 1v, 166.) Though Ward stated that it should be the
object “to bring the paper as nearly as possible to what the
currency would be if no Bank existed, and the currency were
all gold,” his further discussion showed that he desired the
directors to be left with a certain amount of discretionary
control (Ev., 1833, gs. 3080c—¢8).

The idea that the Bank should vary the circulation with
{or in proporticn to) its bullion was not new. Thornton
characterized such an idea as “merely theoretic” though
“patural.” In criticism of the idea he argued that a great
reduction of notes would not only destroy internal credit
but prevent an inflow of gold from abroad (Paper Credit,
Pp. 75-114, esp. . 78).

¥ Joplin, Outlinzs of & System of Political Ecomomy
(1823), pp. 258—-ay}, esp. p. 276; Views on the Currency
(1828), pp. 167-168. See also his Analysis and History of
the Currency Question (1832), pp. 151-1%5.

*The rule was announced by Palmer st the inquiry in
1833, but James Pennington suggested a similar plan in a
memorandum to Huskisson some years earlier. He admitted
that it would be difficult to apply his principle. The chief
obstacle which he noted was the fuctuations in government
deposits, (Letier to Kirkman Finlay, 1840, pp. 85-88.)

* Palmer, Ev,, 1833, q%. 7285, 198, 477. The “principle,”
Palmer stated, applied to the country circulation as well as
to that of the Bank. Also, over the long ran, securities were
to be varied gradually so as to maintain an average reserve
of one third of the notes and deposits. Seasomal changes
were to be disregarded. Furthermore the rule was to be
departed from in case of pressure upon the money market.
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be permitted to have their proper effect upon
the credit superstructure and prices. Also, it
was obvious by 1840 that the Bank had not
abided by the rule, and Palmer, its chief spon-
sor, tacitly admitted that it could not be ap-
plied.!® It therefore fell into disrepute, leaving
the controversy to the advocates of the Cur-
rency Principle and their various opponents.

1. Some of the Proposals for Bank Reform in
Conformity with the Currency Principle

The idea of separating the departments of
the Bank goes back to Ricardo’s plan for a
national bank, Ricardo stated that the Bank
of England united two operations that were
quite distinct: the issue of currency as a substi-
tute for a metallic one and the making of loans
to merchants and others. His national bank
was to have nothing to do with the latter func-
tion but confine itself to the issue of notes for
bullion and government securities. It was to
be similar to what the Issue Department of the
Bank later became, with the exception that its
managers were to be left with discretion to
buy securities when the price of gold fell (and
sell securities when the price of gold rose). But
it must be noted that this feature was for the
purpose of intensifying the effect of the ex-
changes upon the currency, and not of moderat-
ing the effect of gold movements.

Norman approved of Ricardo’s plan in the-
ory; but in his earlier pamphlet he merely pro-
posed that, as a step toward reform, the country
banks should be required to give security for
their notes and that no new bank of issue should

® Palmer, Ev., 1840, passim,

D “Notes on ‘Plan for the Establishment of a National
Bank’ ™ (1823), in Minor Papers on the Currency Question,
edited by J. H. Hollander {1932), pp. 163181, esp. p. 166;
Plan for the Establishment of a National Bank (1814),
McCulloch edition of Works. In a letter to Malthus (Sep-
tember 10, 1815) Ricardo stated that commissioners inde-
pendent of ministerial control might well jssue the currency
in place of the Bank and the country banks (Letters of
David Ricardo to Thomas Robert Malthus, pp. 89—90).
While the plan of reform goes back to Ricarde’s plan, it
must be seen that Ricardo’s objective was not to insure that
a mixed currency would behave ke a metallic currency;
for he thought that it would do so in any case, The main
reasons for his plan scem to have beens to take away from
the Bank and the country banks the profit from issuing cor-
rency, to avoid unnecessary accumulations of bullion, and
to keep the price of bullion as steady &s possible.
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be permitted.'® In his evidence in 1840 he sug-
gested that existing country issuers should be
licensed for a limited period and that in the
meantime inducements should be offered them
to relinquish their issues. He further recom-
mended that the Bank be separated into two
departments with the idea of having the cir-
culation vary with the bullion.'?

Torrens, though having the same general
aim as Norman, approached the problem at
first from a different angle, He thought that if
the notes of the Bank were confined to the
metropolis, and that if they were issued only
against bullion, the country circulation would
fluctuate approximately as if it were metallic.
He reasoned that, so long as the Bank issues
and the country issues were not competitive, it
would be impossible for the London banks to
replenish their reserves with Bank notes re-
leased from the country. He proposed, there-
fore, a London bank with no country branches
which would issue only against bullion and
which would carry on no deposit business. The
country circulation was to be left undisturbed.**
Later, Torrens advocated limiting the country
circulation also. He took the position that,
though the Bank had ultimate control over
the country circulation, it was a faulty control.
The provincial banks might cause a drain be-
fore the Bank could compel them to restrict.’®

Loyd, without proposing any precise plan,
appeared to favor the separation of the depart-
ments of the Bank about the time Torrens’s
first proposal was published, In his Reflections
in 1837 he states that the Bank has nat, suffi-
ciently attended to the distinct nature of its
different functions, the issuance of notes and
the pursuit of an ordinary banking business.

™ Prevalent Ervors with Respect to Currency and Bank-
ing, pp. 66-68. He also suggested in substance the plan
later embodied in the Act of 1844; but K believed that the
vested interest of the country bankers in their circulation
privilege made it impracticable at that time (pp. 26-28,
61-62). .

 Ev., 1340, qs. 1706, 2061 et seq., 2125, 2161-69. He did
not want the Bank circulation limited until the danger of
discredit of the country circulation was removed (gs. zo40—
42). See also his Letter to Charles Wood for a discussion
of what he regarded as the correct principle for the issue of
Bank of England notes.

M Lester to Lord Mebourne (1837), pp. 40-60.

™ Renewal of the Chorter (ad ed., 1844), pp. 39-43-
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In this pamphlet his chief criticism is directed
against the Bank for not varying its circula-
tion with its bullion. But he admits that the
country banks may expand for a time in the
face of a contraction by the Bank, “and so
far we may admit that their power is a vicious
one.” * In his Second Letter to J. B. Smith
(1840) three years later he attaches most of the
blame for currency expansion to the country
banks, particularly during the years 1835 and
1838; though he states that the Bank can not
be exonerated.'” In his evidence before the
Select Committee in 1840, though he proposes
no definite plan, it is clear that he desires to
limit both the Bank and the country circula-
tion.!® Thus by about 1840 there appears to
have been general agreement among the Cur-
rency School that all bank notes not covered by
bullion should be limited to a fixed amount.!?

There was a certain confusion of thought as
to what the separation of the departments of
the Bank would accomplish. In their criticisms
of the Bank and the country banks the Cur-
rency School reasoned that the actual circula-
tion outside the Bank (and the country banks)
should vary with the bullion?® But when
pressed on the point they admitted that the re-
serve of the Banking Department would be
included in the circulation as they proposed
to define it, i.e., the circulation of the Issue
Department.?* Their plan in fact presupposed
not only a separation of departments and limita-
tion of the issue, but that the Banking Depart-
ment should be conducted as any other bank.

™ Tracts, pp. 67, 15~16,

¥ Tracts, pp. 215-214.

»Ev., 1840, q. 2872 £t 5¢4q.

*PFor such plans, see the following: Samson Ricardo,
A National Bank (1838) ; Drummond, Causes Which Lead
to o Bonk Restriction Bill (1839), pp. 17-20; Joplin, Cur-
rency Reform (1844), pp. 63-73. Joplin proposed that the
government should issue all the currency and advance to the
banks a fivred amount uncovered by bullion, bui suggested
delay until the foreign trade was brought into a “natural”
state,
®See Loyd, Remarks on the Management of the Circu-
lation, in Tracts, pp. j0-73; Second Letler to J. B. Smith, in
Tracts, pp. 198-199; Torrens, Letier to Lord Mdbourne,
pp. 21-26. Pennington, on the other hand, pointed out that
if there were no bank notes the money in circulation would
not fluctuate with total bullion (Leiter to Kirkmas Finlay,
P. 90).

% Norman, Ev., 1840, q. z548. Loyd, q. 3481.
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2. Bank Reform as a Cure for Business
Fluctuations

Undoubtedly a great deal of the driving force
for bank reform was the dissatisfaction arising
from business fluctuations. These were very
commonly attributed to a faulty system of
country note issue and to the mismanagement
of the circulation by the Bank. By the spon-
sors of the Bank Act it was taken for granted
that the elasticity in the system was used gen-
erally to amplify business fluctuations rather
than to moderate them. They believed that con-
traction was due to previous ovérexpansion and
that, if the note issue were strictly limited,
overexpansion would be much less likely to de-
velop. They failed to consider adequately that
inflation might go quite far with little increase
of currency either in the hands of the public
or in the reserves of the banks and that dis-
turbances to the value of gold might originate
abroad. They made no attempt to prove their
assumption that in the net the Bank would act
as a disturbing rather than as a moderating
influence. Indeed it is difficult to see what facts
they could have appealed to since they formally
held that stability of prices or stability however
interpreted was not a proper objective of the
Bank. Any attempt to prevent prices from
varying as they would have varied under a
metallic currency would be a harmful inter-
ference with natural laws3* Nevertheless they
expected the Act to moderate business fuctua-
tions, and it seems unlikely that it would have
had any appeal for the public without that
expectation.

There is & certain inconsistency in their be-
lief that the Bank could initiate an important
disturbance in the monetary system and their
general theory that a woid in the currency
created by causes outside the Bank would be
quickly filled by an inflow of gold. Why should
disturbances initiated by the Bank be less easily
neutralized? Part of the explanation for their
attitude may be that they estimated disturb-
ances originating with the Bank to be of greater
magnitude than disturbances originating from
any other source. But they never stood flatly
upon such ground.

¥See Norman, Ev, 1840, q. 1130. Loyd, gs. a93s,
195961,
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Torrens, for example, in the preface to his
Renewal of the Charter states that the enact-
ment of the Bill will not only prevent “greater
fluctuations than those which would take place
were the currency exclusively metallic”; but
that they “will effectually prevent the recur-
rence of those commercial revulsions — those
cycles of excitement and depression, which, as
Mr. Loyd has so felicitously explained, result
from the alternate expansion and contraction
of an ill-regulated circulation.” He then ex-
plains in the text why commercial convulsions
should be eliminated by the Act. An increase of
bank reserves would cause bank deposits to
expand and the prices of commodities to rise
slightly. But the rise of prices would give an
early check to the inflow of bullion. A slight
contraction of reserves would have an “in-
stantaneous tendency” in the opposite direction.
“Sudden and deep vibrations upon either side
would be prevented.” 2 It is evident that the
Currency School considered that the gold stand-
ard was itself relatively stable.

Clay argued that fluctuations of interest rates
and prices would be less because the necessary
contraction would begin at the right time. It
would be “precisely to the extent required, be-
cause it would not have been preceded by a
previous factitious expansion,” The various
processes of watching the exchanges, as recom-
mended by the most eminent practitioners, had
been tried for a quarter of a century with in-
different results. Was it not time to see if the
currency would regulate itself through the op-
eration of natural causes?** Peel, in defending
the Bill before the House, said that he looked
forward “to the mitigation or termination of
evils, such as those which have at various times
afflicted the country in consequence of rapid
fluctuation in the amount and value of the
medium of exchange.”® Loyd and Wood
claimed that, while the Act would not put an
end to all miscalculation and speculation, it
would prevent those due to the mismanage-

® Second ed., 1844, p. 29, See also Letter to Lord Mel-
bowrws, pp. 36-54.

® Remarks on the Expediency of Restricting the Issue of
Promissory Notes io a Single Issuing Body (1844), pp. 11~
¥a.
™ Speeches on the Renewal of the Bank Charter (1844),
Pp- 53.
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ment of the currency.?® Thus there seems little
doubt that the Currency School expected a
very great moderation of business fluctuations
as the result of the Act,

The opponents of the Act, on the other hand,
held that it would increase instability. Their
argument was that overtrading could develop
with Jittle increase of bank notes, being financed
with other forms of credit. The drain of gold
would not come early enough to check the ex-
pansion before it had gone quite far, and in
the meantime the Bank, looking only to its
own position and not taking action in advance
of a drain, would accelerate the expansion.
Then when the drain set in the Bank would be
less able to meet it as the result of the Act.
It would take #ime to turn the exchanges and
before sufficient gold could be drawn in a panic
might develop.

Fullarton, for example, says: “It is the
avowed result of the scheme, that the banking
department, from the moment of separation,
is to be relieved from all charge of the public
interests, and to be at perfect liberty to employ
the funds intrusted to it to its own best advan-
tage, just as any private banker would do. This
is the universal understanding in the City,” as

well as in the Bank Parlour. Thus the Bank,

instead of using restraint when money is very
cheap, will join in the competition for securities
and aggravate the tendency towards specula-
tion. When a drain results, it will be in no posi-
tion to give aid, as its working reserve will be
small and the reserve of the Issue Department
will not be available. When credit is totering,
he claims, the Bank, instead of mitigating the
crisis, will be the keenest and most powerful
competitor for such currency as can be ob-
tained by the sale of securities.?”

3. Conclusion and Criticism

The Bullionists at the time of Resumption
believed that the gold standard would alone

* Loyd, Thoughts on the Separation of the Departments
of the Bank, in Tracts, pp. 240-241. It may be noted ind-
dentally that no mention is made of the possibility that the
standard jtself might cause the fluctuations. See also Ev.,
1840, gs. 2935, 3089.

¥ Regulation of Currencies, pp. 137200 and pastim,
Tooke was rather moderate in his criticiams of the proposed
plan in vol. xx of his History of Prices (see pp. 180-184).
His more severe strictures on the Act were in vols. v and v.
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abolish the discretionary management of the
currency and give relatively stable prices
Once they saw that it did not, they ~— and those
who later followed their view — sought some
means to insure what they regarded as a more
perfect adjustment to the standard. They as-
sumed that the standard was stable but that the
residuum of discretionary control of the cur-
rency was responsible for the variations. The
problem, therefore, as they viewed it was how
to abolish that discretionary control. The par-
ticular formula adopted by the Currency School
presupposed (a) that the proper measure of
restrictive action was recorded changes in the
amount of the currency and (b} that gold move-
ments were highly sensitive to internal pressure
created by such changes. Thus by providing
that the currency should be sensitive to gold
movements and to them alone, they would re-
store the natural functioning of the monetary
standard. Prices would then be sensitive to gold
movements just as gold movements were al-
ready sensitive to prices.

The principal opponents of the Currency
School sympathized with their general aims.
Tooke, Palmer, and Fullarton, for instance,
were no less staunch supporters of the gold
standard than Norman, Loyd, and Torrens.
Nor did the former want to interfere with the
operation of what they regarded as the natural
laws governing money. Nevertheless they did
advocate a discretionary control in the public
interest.

As we have seen, the theories of the oppo-
nents of the Currency Doctrine varied quite
widely — a point that is sometimes overlooked
— but generally they denied that variations in
Bank notes and coin were the only appropriate
criterion of internal pressure. They therefore
objected to having this factor alone sensitized
to gold movements. And in the second place
they denied that gold movements were re-
sponsive as quickly to internal pressure as the
Currency School claimed.

The opponents of the Bank Act, however,
were themselves very optimistic regarding the

® Ricardo was asked by the Committee In 1819 whether
jt would not be possible to have Bank notes steady in value
without their being attached to = metalic standard. He
replied that in practice bullion appeared “to approach the
nearest to an fovariable gtandard” (Ev., H.C. 1819, p. 138).
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responsiveness of gold movements to internal
pressure. Their own plan of control was to
raise the rate semiautomatically in response
to a foreign drain, though Tooke and Palmer
were less willing to see very low rates as gold
accumulated. On the whole, I believe the dif-
ferences between the sponsors and the oppo-
nents of the Act have been rather overstated.

Some modern writers have made it appear
that the controversy over the Act of 1844 was
between (a) those who believed that the bank-
ing system should be governed in its extension
of advances by the wants of trade and-(b)
those who saw the necessity of limiting the
monetary supply according to the requirements
of the international standard. This is a mis-
taken view. The opposition in the City never
questioned the theory that the Bank would
have to take restrictive action — through ad-
vancing the rate and selling securities —to
protect the exchanges.® What they objected

® Gilbart and Fullarton, it is true, stated at times that
the Bank should regulate its discounts according to the
demands of trade, and thus implied that qualitative control
was in jtself a sufficient restriction. But in other places they
stated that additional measures would have to be used in
case the Bank were confronted with speculative tendencies,
Even the version thus qualified, however, was not generally
held in the City. What was held was that the Bank should
never refuse to discount at some rate or other,

As has been stated in Chapter II, the country bankers in
their opposition to the Act of 1844 claimed only that they
should satisfy all the demands for bank notes as such and
not all the demands for advances, The latter, they pointed
out, depended upon the state of their reserve,
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to was limiting the note issue as such and thus
placing the Bank in the position where it might
be unable to support commercial credit in emer-
gencies. Thus the controversy concerned the
question of the proper criterion of corrective
action and whether a discretionary monetary
control could be abolished, and not whether
corrective action should be taken.

In comparing the older theories with those
which are more recent we may note that, so far
as the procedure of internal control is con-
cerned, the Currency School proposals have a
great deal in common with the recent pro-
posal to require 100 per cent reserve for demand
deposits. It is true that money is differently
defined. But on the important point that the
proper criterion of control is registered changes
in the supply of money, and not changes in the
condition of the money market, the two are
similar. When Currie, for instance, asserts that
it is desirable to divorce ‘“the supply of money
from the loaning of money,” * he means essen-
tially the same thing as did Loyd and Norman
when they stated that ordinary banking trans-
actions should not change the supply of money.

¥ The Supply and Conirol of Money in the United States
(2nd ed., 1935), p. 152. Currie’s objective is of course en-
tirely different from the Currency School objective of re-
quiring the currency to vary in the same way as a purely
metallic currency.

See also Grabkam’s statement: “It should be clear that
lending and borrowing ought not to change the supply of
currency . . . (“Partial Reserve Money and the roo Per
Cent Proposal,”” American Ecomomic Review, vol. xxvi,
1936, p. 431).
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CHAPTER XI

THE “MODUS OPERANDI” OF THE BANK’S
INFLUENCE ON THE MONEY MARKET

T HAS been pointed out that, when discus-
sions of discount policy first began, Bank
rate and security operations were regarded
merely as instruments for controlling the cir-
culation, Beginning, however, about 1832 there
was a growing tendency to regard the state of
the money market as a better criterion of the
degree of pressure exerted by the Bank than
the amount of the circulation, With Tooke
and certain others this idea was extended to
mean that the amount of the circulation had
no bearing upon money rates., But such was
not the most prevalent view even among op-
ponents of the Currency Principle. Gurney
and Palmer, for instance, as well as many
others, considered that the currency was the
medium through which the Bank acted to make
effective a given level of rates in the market
even though it was not the best criterion of
pressure. And the Currency School of course,
until 1844, continued to hold the view that
the currency was not only the medium through
which the Bank acted but that it was the only
proper gauge of whether appropriate measures
were being taken,

After the Act of 1844 it became much less
common to consider that the Bank made its
policies effective by changing the amount of
the currency. And at the same time the mone-
tary implications of the reserve deposits at the
Bank were generally ignored. The nature of
the Bank’s influence in the money market was
-not clearly explained and apparently was not
really understood. A common statement was
that the Bank’s peculiar position arose from
the fact that it was a very important lender of
capital.

No single factor accounts for this change in
the interpretation of the Bank’'s modus oper-
andi. The tendency of the London banks to
hold a larger portion of their reserves in the

form of balances at the Bank tended to draw
attention away from notes as the instrument
of control. But the importance of this factor
should not be exaggerated. Until the panic of
1857 London bankers’ balances rarely exceeded
£4,000,000. Even as late as 1873 they fluctu-
ated from about £7,000,000 to £11,000,000.
There is good reason for believing that in both
periods the note holdings of London banks ex-
ceeded their average reserve balances at the
Bank.! Nevertheless, observers were impressed
with the fact that an increase of discounts was
very often not accompanied by any increase of
the circulation. And while they pointed out
that the accompanying change might be an in-
crease of Bank deposits, they failed to note
the monetary aspect of such a change.

The truth was that the Bank was able to
enforce its policy without that fact’s being
registered in any obvious way in the amount
of bankers’ cash in either form.? The market
adjusted reserves to requirements. What at-
tracted most attention was the level of the rate
and the volume of discounts and advances.
Contemporary observers, believing that it was
the ease of obtaining accommodation that really
mattered to the business community, and not
seeing clearly the mechanism by which the
Bank enforced its policies, tended to empha-
size the loam aspect of the Bank’s expansion
rather than the monetary aspect.

Another reason for the change in the in-
terpretation of the Bank’s modus operands was
the insistence by the Currency School that the

1In 1873 notes of £20 denomination and over were
about £11,000000 (PP. 1877, (236), X1ax). Ser below for
discussion of the proportion of Bank notes held by London
banks,

*The significance of reserve cash was partly obscused by
the fact that reserve requirements were likely to be lange
when the rate was high, and on the other hand when there
were excess reserves the rate was low.

[119]
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Act of 1844 had abolished the Bank’s power
over the currency. The true circulation, they
claimed, was the notes of the Issue Depart-
ment. By this statement they did not mean
that the Bank had no control whatever over
the amount of currency outside its walls. What
they really meant was that the Bank’s influence
was very much restricted and was of the same
order of importance as the influence of any
other bank. In considering specific situations
they still frequently reasoned that the Bank
influenced the money market by releasing or
drawing in notes. Even so, having insisted that
the currency was regulated automatically, they
were no longer in a position to refer to the
credit policy of the Bank as currency policy.
Their criticisms of the Bank were now for
lending under the market or for failing to regu-
late the rate with reference to the reserve.
Thus verbally they seemed to agree to Tooke’s
statement that the Bank exerted its influence
in the money market by virtue of its position
as a great lender of capital.

1. Vestiges of the Theory that the Bank Makes
Effective a Given Policy through the Note Issue

Statements implying that the Bank used the
note issue to accomplish a given result appear
much less frequently in the inquiries of 1848
than in the inquiry of 1840. But the older
manner of speaking was not yet given up. Thus
Glyn implies that the sale of securities creates
pressure because it draws in notes.®? And he
states that the Bank could safely have “ex-
tended its Circulation” during the panic when
the exchanges were favorable.

Gurney states that the bill brokers resort to
the Bank for discounts when there is a shortage
of notes in Lombard Street. When he is re-
minded that the brokers receive a credit at the
Bank against which they draw checks to repay
the banks, he states that practically speaking
the payment is in notes, since the banks convert
the credit into notes.®

Palmer is asked whether the object of raising
Bank rate is not to reduce the amount of accom-
modation and so lessen the currency. He re-
plies: “Certainly, that is the Object of raising

*Ev, HL. 1848, q. 1806.

*Ev., HL. 1848, q. 1725.

*Ev., HL. 1848, qs. 1132-40, 1344.
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the Interest.” He is asked further: “Therefore
the Remedy in that Case, whatever may be the
Modus operandi, is lessening the Currency?”
“Yes,” he replies.® Later he states that an in-
crease of Bank rate “virtually reduces the
Circulation.” * However, his further explana-
tion shows that he does not believe that the
actual amount of currency will necessarily reg-
ister any change. The Bank, he telis the Lords
Committee, has no legitimate power of limiting
the amount of notes in circulation. The public
will take whatever quantity they require by
putting in bullion or reducing their deposits.®
He takes a similar view before the Commons
Committee and adds that attempting to reduce
the circulation is what brings all the mischief.®
It seems doubtful, however, whether Palmer
means to imply that the Bank brings restrictive
action through deposits. He seems to mean that
the banks and the public demand a given
amount of currency and will pay whatever rate
is necessary to obtain this amount.

2. The Changing Interpretation Given by the
Currency School

In discussing particular cases the Currency
School continued to reason that the mode by
which the Bank influenced the money market
was by changing the currency in the hands of
the public. Thus Loyd stated that the Bank
might temporarily raise the rate by abstracting
capital from the public and hoarding it in its
cellar.’® Torrens reasoned that the effect of the
sale of Exchequer bills would be to draw in
notes from the public."* Such was also Morris’s
reasoning. The Bank, he stated, “may raise the

*Ev., HL. 1848, gs. 735-737. The questions refer specifi-
cally to the method of correcting the exchange. But Palmer
considers an increase of the market rate 8 necessary step in
the process,

7Ev., HL. 1848, q. 795.

*Ev., HL, 1848, q. 943. However, be realizes that in times
of discredit private deposits at the Bank increase (Ev., H.C.
1848, q. 2179).

*Ev., HC. 1848, gs. 1971, 2215.

®WEv., BL. 1848, q. 1638. See ako g. 1637. The use of
the term copital suggests that Loyd is avoiding stating that
the Bank reduces the circulation, But the term ceflar implies
that he refers to Bank notes,

U principles and Practical Operation of Sir Robert Peels
Bill of 1844 Explained (1848), pp. 18-29. Also he stated

- that “advances necessarily fell upon the banking reserve”

(p. 32).
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Rate of Interest by withdrawing its Notes.” **

On the other hand, the Currency School for-
mally maintained that the Act of 1844 had
abolished discretionary control of the currency.
And though they conceded that the Bank bad a
somewhat different position in the money mar-
ket from other banks, they described its position
in such a way as not to imply that it influenced
the note issue. Loyd, for instance, insisted that
the Act had caused the abandonment of the
discretionary management of the circulation.'®
And though the Bank, he stated, stood “in a
peculiar position,” this was because of- the
‘“magnitude of its resources and transactions,”
Torrens claimed that, following the Act, the
currency varied automatically as a wholly
metallic currency would vary.’®* However, the
Bank differed from other banks because of
the greater “capital” at its command. Conse-
quently irregularity in its “advances” could
cause distress.'® Cotton stated that the Bank
as a “large Capitalist in the Market” might
influence the rate temporarily.*”

Though Loyd and Torrens held that the cir-
culation varied automatically, this consideration
did not prevent them from criticizing the Bank’s
policies. But they no longer, as before 1844,
stated that the Bank had failed to contract the
circulation soon enough. According to Loyd,
the mismanagement of the Banking Depart-
ment now lay in increasing securities exces-
sively and in lending below the market®
Torrens objected to the fitful manner in which
the Bank unduly advanced and withdrew “loan-
able capital.” !* Tooke was essentially correct
in stating that the Currency School now used
the word contraction to indicate an advance of
the rate or the sale of securities.®

MEv., HL. 1843, 4. 495. At another paint (q. 553) he
stated that restriction of the circulation caused money to be
more valuable (interest greater). In explaining how the
Bank was to maintain its reserve, Morris gave as ane of the
ways “selling Securities and attaining Notes out of the
Market” (q. 548).

" Ev, HL. 1848, q. 1469; H.C. 1848, gs. 5163-65, 5269~
"

“Ev, HC. 1348, q. 5193,
¥ Peol’s Bill Explainad, pp. 11, 151,
" Ibid., pp. 16-47. ¥ Ev., HL. 1848, q. 3219.
“Ev., HL. 1848, qs. 1353-56; H.C. 1848, qu. 5127-33;
Ev,, 185Y, q. 4065.
® Peel’s Bill Explained, p. 39.
® History ef Prices, v, 590—591.
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The question arises whether the Currency
School in referring to the Bank’s making ad-
vances of “loanable capital” had in mind the
creation of deposits. I do not believe they con-
sidered that the Bank created deposits or ap-
preciated their significance from the standpoint
of internal control. Torrens, for example,
pointed out that the Bank held a considerable
portion of the reserves of other banks. But the
importance of this fact to him was that it made
it all the more necessary for the Bank to main-
tain a large reserve in relation to liabilities.
Instead of considering that the Bank created
reserve deposits, he stated that it could lend
only the capital “placed at their disposal.” #
Morris stated that reserve on deposit at the
Bank was the “same thing” to the London
bankers as reserve in the form of notes.
Whether he reasoned that they would have the
same effect as notes upon the bankers’ activities
is not clear. But he certainly did not see that
the Bank and not the public created the de-
posits. He said, “We are only able to give Ac-
commodation in proportion to the Deposits
which we hold.” 2

At times the Currency School took the posi-
tion that the credit restriction of 1847 was
essentially nonmonetary. Loyd stated that the
high rates and distress of 1847 were owing to a
shortage of capital applicable to manufacturing
and trading purposes and not to a shortage of
currency.?® Torrens stated that the railways
were absorbing circulating capital and outbid-
ding the discount market. It was the diminution
in the amount of floating capital and not the
shortage of paper money that caused the col-
lapse.* Norman considered that the absorption

® Peel’s Bill Explained, pp. 26, 33. In The Petition of the
Merchanis (1847), written jointly by Loyd and Torrens, it
was stated that the bankers’ balances at the Bank were the
reserve “placed in its coffers for safe custody" (Loyd,
Tracts, p. 195).

= Ev., HC, 1848, q5. 3635-42; HL. 1848, q. 620,

®Ev., HL. 1848, qs. 1350, 1584-87, 1603~4. For his
argument that only small fluctuations in the rate of interest
are connected with changes in the quantity of money and
that the great and important ones “have reference to the
relation between the supply and demand of capital,” see Ev,,
X857, 8. 3731-3844, £p. 3752,

® Peel’s Bill Explained, pp. 33—41. At one point be says:
“When the floating wealth — the vendible commodities —
of a credit-dealing country suffer diminution, a commencial
pressure, involving the less stable portion of the trading
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of capital in railways was an important cause
of the pressure in 1847.2° It was the opponents
of the Bank Act who emphasized the monetary
causes of the panic.

Thus the Currency School, though still con-
sidering a change in the currency as the modus
operandi of the Bank rate when discussing spe-
cific operations, took the formal position that
Bank policy no longer was monetary policy.
This formal position undoubtedly strengthened
the belief already widely held that the Bank’s
influence arose from its being a large lender of
capital, that it was fundamentally like other
banks though having certain public obligations.

3. Increasing Prominence of the View that the
Bank’s Influence Rests upon its Position
as a Great Lender of Capital

Tooke is asked by the Lords Secret Commit-
tee in 1848: “What do you consider to be the
Power of the Bank over the Rate of Interest of
Money?” He replies: “I consider that dealing
on so very large a Scale with its own Capital,
and the Deposits from the Government Rev-
enue, and the Exchequer Balances, it may cause
a very considerable temporary Variation, dis-
tinct from what would be the ordinary Market
Rate.” 2¢ To the Commons Committee he states
that, until the Letter was issued, the Bank was
of no more benefit than “any private bank, ex-
cept taking into consideration its magnitude.” #
Though these statements superficially resemble
those of the Currency School, Tooke does not
mean exactly the same thing by them. In the
first place, he desires to emphasize the impor-
tance of the Bank’s influence in the market,
while the Currency School desire to minimize
its importance.?® Aside from that, Tooke claims

community in inextricable difficulties, is an inevitable evil
which cannot be mitigated, but on the contrary must be
aggravated, by a departure from the rules of legitimate
banking to save insolvents from insolvency™ (pp. 35~36). He
refers, however, to the “monetary panic.”

®Ev., HL. 1848, q. 2680. See Ev., 1857, q. 2977 for his
statement regarding the causes of the rise in the rate prior
to 1857. The Bank, he held, had no power at all over the
rate)exeept under “partial and peculiar circumstances” (q.
2972).

®Ev., HL. 1848, q. 3132. See also History of Prices, ¥,
543-550.

B Ev., HC. 1848, q. 5388.

® History of Prices, v, 588, footnote 2.
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that the Bank has no power at all over the
amount of its notes in the hands of the public.?
When the Bank takes bills, he states, it gives a
credit. The merchant sends the check to his own
bank, which may either deposit it at the Bank
or set it off against its acceptances held by the
Bank.?®

Despite Tooke’s frequent references to Lon-
don bankers’ balances, however, he apparently
never saw their monetary implications. He tells
the Committee that it is the advances of the
Bank which produce the effect.?* In the fifth
volume of his History of Prices (1857) he again
stresses the management of the securities as the
modus operandi of influencing the market.®?

The theory that the Bank’s special influence
depended upon its preéminence in the discount
market came to be widely accepted. Though
the practices concerning the method of holding
reserve were explained, and though it was seen
that the Bank’s security operations involved
changes in bankers’ deposits, the monetary
significance of such facts was ignored. Alex-
ander Baring (now Lord Ashburton) points out
that a banker may hold his reserve either in
notes or in balances at the Bank, “the deposits
being equally commandable for his purposes as
the notes.” It is a great mistake, he adds, to
suppose that notes come into the Bank as gold
goes out or that notes go out with an increase
of discounts. In nine cases out of ten such
transactions involve changes in deposits. But
one is left with the impression that the amount
of reserve balances depends upon what the
bankers do not care to invest rather than upon
Bank discounts, gold withdrawals, and the like.
Further evidence is afforded that Baring did
not see what governed bankers’ balances by his
assertion that the reduction of the Exchequer
balance was a tightening influence. If he had
realized that this transaction tended to increase

= Ev., HL. 1848, q. 3002. He concedes, however, that
the Bank might reduce the circulation by a “violent Opera-
tion” (q. 3094).

®Fv., HL. 1848, q. 3101. Such were not always his
views, be tells the Committee. Formerly he did not see that
notes instead of being the causes of transactions were issued
as the result of them. He changed his views during the con-
troversy consequent wpon the derangement of 1836-37 (gs.
3128-29).

B Ev, HL. 1348, q. 3127.

® Pages 544-545-
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bankers’ balances he would scarcely have made
such a statement.3?

Danson states that bills may be discounted
by granting deposit credits as readily as by the
issue of notes, and such credits may be used
more conveniently and quite as efficiently as
notes. But the use Danson seems to make of
this idea is that the Bank may extend its de-
mand liabilities to a dangerous extent.*

Weguelin gave perhaps a better explanation
of the interrelation of central banking trans-
actions than anyone before him. But his theory
of control does not appear to differ essentially
from Tooke’s. The increase of discounts, he
states, would not affect the Bank’s reserve unless
it facilitated a drain of bullion. Sometimes the
Bank lends £1,500,000 in a day without any
change in the reserve. Nor would an increase
of discounts affect the note circulation. If notes
were used to discount bills they would be re-
turned immediately to the Bank.*® The amount
of the active circulation (by which Weguelin
apparently means all notes outside the walls of
the Bank) depends upon the demands of the
" puljic, and the Bank’s measures have little
traceable effect upon it.® The effect of the sale
of securities would be to reduce deposits.*?

Does Weguelin mean that the Bank makes
its policy effective by virtue of its power to

® The Financial and Commercial Crisis Considered (and
ed., 1847), pp. 20-23.

% 1. T, Danson, “On the Accounts of the Bank of Eng-
land,” paper read before the Statistical Society, Jan, 18,
184% (Journal of the Siatistical Society, X, 150-151).

Milner argues that it is the “floating capital” rather than
the currency that may be regulated by the Bank. An in-
crease of discounts by the Bank permits parties to “reno-
vate” their deposits (On the Regulation of Flosting Capital,
1848, pp. 74-75, 108, 107-108). Though Milner has the idea
that discount transactions involve deposits at the Bank in-
stead of affecting merely the currency in crculation, he
does not appear to see the significance of reserve deposits
from the standpoint of control. His “floating capital” is
quite an indefinite thing. It is used variously in the sense of
demand and savings deposits, bank loans, and goods ready
for consumption {pp. 14, 2324, 97). Floating capital in the
form of deposits at the Bank is said to be the accumulated
surpluses of individuals (p. 81).

* Ev., 1857, 5. 241, 499-500, 1310

®Ev, 1857, g% 676-677, 717, 746-761, 1308. Weguelin
admits that the Bank might cause its issues to increase dur-
ing periods of great speculation (q. x304).

" Questions  $48-y56. An example was given showing
that the Bank might receive a check on Jones, Loyd, and
Company, which would reduce their balance at the Bank,
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create deposits? I believe his grasp of the mat-
ter was only empirical. For example, when in-
sisting that Bank rate does not affect the market
rate by forcing notes into use he does not say
that an increase of discounts tends to increase
bankers’ balances, but that the increase of dis-
counts leads to the creation of a certain amount
of “capital” for the time being.3® At another
point he states that Bank deposits are large
“because the public are not able at those times
to find investments to their mind to employ
those deposits.” ® And, to take another ex-
ample, he states that the power of the Bank in
the money market depends upon the “state of
the floating capital of the country, and the
portion which the Bank itself holds.” ** Thus
Weguelin, though insisting that the mode by
which the Bank exerts such influence as it has
is not through the note issue, gives no other
explanation of how the Bank influences the
money market than that its operations are large
in relation to those of other banks,

Weguelin went too far in insisting that the
Bank’s operations did not affect the “active”
circulation (as distinguished from the circula-
tion of the Issue Department). The fact that
notes of denominations from £20 to £i1000 in-
creased about £4,000,000 from 1848 to 1852
and then fell £4,000,000 during the next three
years leads one to believe that the reserve posi-
tion of the London banks was reflected in no
small part in their note holdings.** London
bankers’ balances showed a much smaller vari-
ation during this period. Weguelin considered
that the larger denominations of notes were held
by the bankers, but that the greater portion of
the total circulation was in the “pockets of the
public.”

Chapman was one of the few dissenters to

the theory that the Bank’s influence arose from

® Questions x316-23.

* Question 159.

® Question 482 et seq. Weguelin defines “foating capi-
tal” as “capital applicable to loans of money for short pe-
riods™; and again as currency in circulation, as well as the
reserves of the Bank and other banks {qs. 501-503).

® See History of Prices, vi, 560-561. The problem was
complicated, however, by the fact that during the decline in
1853—54 the joint stock banks were admitted to the London
Clearing House and all London banks began paying balances
by means of checks on the Bank.

 Questions 670-671.
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its position as a great lender of capital. He
was asked if the Bank’s influence on money
rates was not owing to the fact that it was the
largest dealer in “capital for discounts.” He
replied that he was not sure that the Bank was
the largest lender. He was inclined to believe
that its power depended upon its ability to ab-
stract notes from the market. But in supporting
his point he unfortunately chose a case of sea-
sonal change, as was pointed out to him,** The

members of the Committee apparently did not -

see the element of truth in Chapman’s state-
ment, viz., that the Bank could set the terms
on which the market was supplied with note
reserves, considered as a part of total reserves.

Hubbard also gave a good explanation of
reserve practices and the way the Bank’s oper-
ations affected the reserves of other banks. He
pointed out that the Bank could not reduce the
notes held in the pockets of the public by selling
securities. But it could reduce the notes held
by the bankers by such means, To a very great
extent, however, the sale of securities merely
reduced deposits. He had traced through a
transaction involving a considerable sale of
stock and had found that about half the stock
was paid for by checks on the Bank, nearly one
half in checks on other banks, and a “very
small portion indeed” in Bank notes. The ma-
jority of London bankers, he believed, kept
most of their reserve in Bank balances, though
some kept mostly notes.* But since Hubbard
believed that notes were very little affected,
and since he did not see the monetary aspect
of bankers’ deposits, it is not clear how he con-
sidered that the Bank enforced its terms. Ihas-
much as he formally held that the Bank had
practically no influence over the rate, but had
to follow the “natural laws which ought to regu-
late the value of money,” he apparently con-
sidered the Bank essentially the same as any
other bank.**

Gilbart explained how the London banks
settled their claims on one another simply by
the transfer of credits at the Bank, and he stated
further that under existing practice security and
discount operations on the part of the Bank
affected London bankers’ balances instead of its

“Ev., 1857, gs. 4840-57.
“ Ev., 1857, gs. 2593-2628, 2768-70, passim.
“ Ev., 1857, q. 2365.
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reserve. He pointed out that this procedure,
“whereby the Bank of England becomes a
Central Bank of Deposit,” resulted in an econ-
omy in the use of Bank notes. But he did not
explain that the reserve deposit system gave
the Bank an instrument for controlling the
other banks.*®

Newmarch was asked by the Committee in
1857 how the Bank could affect the market rate.
He replied that it was not through any effect
on the circulation, for advances were not made
in notes one time out of a thousand. The
change in the rate would come through an effort
on the part of the Bank to employ its deposits.
It is clear that Newmarch was thinking of the
increased supply of loans as such and not the
increase of reserve.*” In the History of Prices
he stated that imported gold affected the rate
not because of any connection with the circu-
lating medium but because it added to “the
Reserves of Capital, seeking employment; — in
the first place, in the form of advances by the
Bank of England; and in the second place, in
the form of advances by other Banks and other
persons having capital to employ in loans and
discounts.” ¥ In explaining why the Bank
stood in a different position from other banks,
he stated (a) that the Bank employed a larger
amount in the money market than any other
establishment; (b) that it had the greatest
moral influence; and (c) that it held the bullion
reserve to protect the exchange.® It is evident
that it was the Bank’s position as a large lender
that impressed him, and that he ignored its
power to create reserve deposits or to influence
the member banks’ reserve cash in the form of
notes.

Mill’s position was essentially the same as
Tooke’s. It is true that he pointed out that the
directors and the public failed to appreciate the
importance of “the effects which the Bank pro-
duces by its deposits.” And he explained re-
serve practices. But the consequence of the
Bank’s holding the deposits of other banks, as
he viewed the matter, was simply that it sub-

“ Flemenis of Banking (4th ed., 1860), pp. 30—43.
® Ev., 1857, q5. 146067, 1846, 389396, pdssim.

* Vol. v1, p. 201.
® By, 1857, q. 1889. He estimated that, of a total of

.£120,000,000 of bills in the discount arket, the Bank held

15 to 20 per cent,
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jected the Bank to the full burden of any foreign
drain.®

4. Conclusion

Thus we see the convergence of the different
schools of thought toward a common statement
of the mode by which the Bank influenced the
money market. Though in detail they attached
somewhat different meanings to their state-
ments, these differences tended to be ignored
or forgotten as time went on. Both variants of
the theory denied the fact that credit regulation
was essentially monetary in character. All
groups tended to regard the Bank as essentially
like any other bank except for the magnitude
of its operations and the size of its reserve and
except for the fact that it was expected to be
operated primarily in the public interest.

An important reason for the change in the
position of the Currency School was, as we have
seen, their belief that the Act of 1844 had taken
from the Bank the power to regulate the cur-
rency: it could no longer create money but only
deal in it.

But observers of all schools of thought were
coming more and more to regard the condition
of the money market as the practical criterion
of central banking policy. Since the Bank was
able to enforce its terms without any obvious
change in the amount of bankers’ cash, atten-
tion was not directed to this item particularly.
Moreover, the problem was complicated by the
fact that one portion of bankers’ cash consisted
of balances.

They were correct in supposing that the most
important criterion of ease or pressure was the
terms on which the Bank stood ready to supply
cash to the market. The demand for reserves
by the London banks varied widely and one
could not, therefore, attach so much importance
to recorded changes in their amount. More-
over, it was the London banks’ liquidity as a
whole which concerned them. They considered
that their advances to bill brokers were prac-
tically the same as reserve, but this was true of
course only because the Bank stood ready to
create reserve cash in exchange for bills to any

=Ev, 1857, . 163X, 2038, 1229-36, 3284, 2318, passim.
Mill sometimes uses deposits in the sense of reserve. The
Bank of England deposits, he states, are the “bulk of all the
deposits in the country® (q. s23g).
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extent required. While therefore the measure
of liquidity which the Bank afforded to the
banking system could not be determined simply
by observing the amount of reserves supplied to
the market, it was none the less true that part
of the modus operandi was the ability to create
reserve deposits. .

It might be supposed that the Bank officials,
even though they did not explain accurately
their means of control, nevertheless acted as
though they understood it. I am not sure that
this was the case. It seems likely that their
failure to understand the matter led them to
underestimate the power of internal control
which they possessed.

Partly for this reason and partly because
they overestimated the sensitiveness of gold
movements to internal economic changes, the
members of the financial community were not
interested primarily in internal control, but in
the problem of external equilibrium. In dis-
cussing the effect of gold movements, they spoke
of the effect upon the reserves of banks, making
little distinction between the Bank and other
banks, and reasoning that the Bank could
modify the result only temporarily. The special
problem which occupied attention more and
more was how large the international reserve
ought to be and how the burden of maintaining
it ought to be distributed — whether, for ex-
ample, the joint stock banks and the discount
houses should not bear more of the burden.®

B This lack of interest in the modus operandi of internal
control but concentration on the problem of the national
gold reserve is shown in the writings of Bagehot, Jevons, and
Palgrave in the period following that which this study
covers. The main lesson which Bagehot's Lombard Street
sought to give was how the Bank should be prepared to
meet a drain and not how the Bank's influence on the bank.
ing system might be strengthened. Palgrave would have
weakened internal control, for he wanted the banks to hold
& larger amount of notes in their own vaults with the idea
of meeting an external drain without necessarily calling
upon the Bank (Bank Rote in England, Fronce, and Ger-
many, 1844-1878, 1880, p. 39; Bank Rate and the Money
Market in England, France, Germany, Holland, and Bel-
gium, 1844-rooo, 1903, p. 42). Such a plan would have
suited Bagehot also except that he thought it impracticable
to break with firmly established procedure (Ev. 1875, q.
8099). In Jevouns's opinion the chief problem was to find a
more satisfactory method of holding the reserve against a
drain, one which would guarantee the presence of more
metal. Unlike Bagehot, however, he held that, if each bank
held its own bullion or note reserve, it might let it run dan-
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I believe that this view of their problem was
essentially mistaken. England’s special position
made it necessary for her to guide the inter-
national standard, and not simply to make an
adjustment to an objectively determined situ-
ation.’? While the problem of the exchange
defense fund was very important, that of inter-
nal credit regulation was of even greater im-
portance.

The explanation of the nature of the Bank’s
influence on the money market as given in the
fifties underwent no important change during
the remainder of the century, at least so far as
the well-known writers were concerned. In the
works of Giffen, Nicholson, Sidgwick, Fawcett,
and MacLeod one finds no explanation of the
significance of reserve deposits in discussions of
the influence of the Bank."™ At the inquiry of

gerously low. He therefore suggested that the banks form
an association for holding a reserve against 2 drain. He
failed to reckon with the fact that his plan provided for no
adequate internal control (Momey and the Mechanism of
Exchange, 1873, pp. 320-323).

®See Chapter XIV for further discussion of this point.

®Sir Robert Giffen, Essays in Finance, Second Series
{1886), pp. 37-88. J. S. Nicholson, 4 T'restise on Money
and Essays on Monelary Problems (znd ed., x893), pp. 75
et seq. Henry Sidgwick, The Principles of Political Economy
{2nd ed., 1887), bk, ii, chs. iv, v. (Sidgwick, p. 228n, states
that there is a profound distinction separating the credit of
the Bank of England from the credit of all other banks; but
he makes no use of the point in explaining control.) Henry
Fawcett, Manual of Political Ecomomy (7th ed, 1838), bk.
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the Gold and Silver Commission, Gibbs, a
former governor, mentioned the matter, though
very little was made of the point. When asked
to explain how gold is related to credit and
prices, he said: “He who has to pay for a cargo
must needs have a larger balance at his bankers
than he who has to pay for a ton of the same
commodity; the banker must needs have a
larger balance with the Bank of England, and
the Bank of England a larger reserve of notes,
involving the necessity of a proportionately
larger stock of gold.” ®* Marshall and Nichol-
son in their evidence made no mention of the
point. It is interesting to note that in Dun-
bar’s Theory and History of Banking it is not
until the third edition, as revised by Sprague,
that the explanation appears.”® The first ac-
count of the role of reserve deposits that I have
seen —since those given by Pennington and
Hume a century ago % — is by Hartley Withers
in 1gog.%?

iii, ch. xi, H, D. MacLeod, A History of Banking in Great
Britain (1896), pp. 150-182.

“ Ev., 1887, g. 5375

% Third ed., 1917, pp. 86-96. The other editions appeared
in rBor and 1900, the second revised by Sprague also. A
similar absence is to be noted in Simon Newcomb’s Prin-
ciples of Political Economy (1885). See his discussion of the
Bank of England, p. 510.

% See Chapter I,

% The Meaning of Money (2nd ed., 1909), PP. 203205,
213, 229-230.



CHAPTER XII

TREASURY OPERATIONS AND
RELATED FACTORS

EEL’S income tax together with a trade

revival changed the recurring Treasury
deficits into surpluses beginning in 1843.* The
net position of the Treasury with the Bank,
though not depending necessarily upon whether
there was a surplus or deficit, became in fact
much stronger. Deficiency advances, which
previously had been quite large — frequently
from £4,000,000 to £8,000,000 during a quarter
— dropped off sharply in 1844 and with few
exceptions continued quite small during the next
fifteen years.* Ways and Means bills practically
disappeared for this period, and the Exchequer
balance was very much increased.® This im-
provement in the position of the Treasury with
the Bank — more marked in 1844 than in any
other one year, though extending from 1843 to
1846 — was a nonseasonal tightening influence
on the money market, similar in its effect to the
sale of securities by the Bank. But it did not
change the general problem of the seasonal
release and absorption of funds by the Treasury.
Funds were now released more largely by the
reduction of the Exchequer balance than by the
issue of Deficiency bills.*

*See J. F. Rees, £ Short Fiscal and Finoncial History of
Bugland, 1815-2018,pp.93—95. Seealso my Table §, pp. 74-75.

"Maximum amounts advanced on Deficiency bills on
which interest mccrued are given in the following table,
Amounts advanced and repaid the same day are not included
(B.P, 1854, (452), XxxIX, 14). For total Deficiency hills
ssued each quarter from 1844 to 1857, see Report, H.C. 1848,
app. 11; Report, 185y, app. 16; Report, 1858, app. 8.

ay 1849
m: 1 ............. £ 000  ADE 14 cuinnenanan £ 400000
"0 saransscniany t X- ] "-"
Jub ¥ ooiiiannian, SO5000  ADr 8 ...iaieaneees 1,000,000
1848 Juh & cvviiiiiane 360,000
ApE. B e 1,625,000 Aot 153
1iey v % servesstnnane 300,000
ADE. ¥ cioniiinannns 2,478,000 &LL P iesunaevinnun 2,200,000
.l" |
ADE, 7 winiinninnnn 1,130,000 1]
&LL T citesrsannnan 1,136,000 m‘ [ 2,040,000
B2 vinavensnann EIB1000 APE ¥ ceiivevannnnna 3,808,000

* For weekly data of the Exchequer deposit, see Appendix,
Charts x1 and xv. For the annual issues of Deficency and
Ways and Means hills, see Table 5, pp. 72-73.

* Graphically, the curve of the “Net Due to Freasury”

But in one respect the problem of the divi-
dend payments was different beginning in 1844.
The increase of the circulation at the time
the dividend was paid reduced the reserve of
the Banking Department. To the extent that the
increase of the circulation represented increased
requirements of the general public, or to the
extent that it was in response to a seasonal
increase in the demand for reserve by the banks,
it was a tightening influence. However, to the
extent that it represented excess reserves of the
London banks it was evidence of relaxation, as
before 1844.

The significance of the Treasury’s operations
from the standpoint of the general control of
credit remained as great as before. The pe-
riodic absorption of funds by the Exchequer
balance gave the Bank an important means of
governing the rate in the market. On the other
hand, it was necessary to keep the terms of
credit at the Bank in adjustment with the rate
offered by the Treasury in order to control the
release of funds to the market via the Treasury.

The public’s understanding of the signifi-
cance of Treasury operations was probably less
after 1844 than it had been during earlier
years. The Lords Committee on Commercial
Distress (and some of the members of the Com-
mons Committee) claimed that the Act of 1844
made it impossible during a general credit
shortage for the Bank to give adequate accom-
modation to the Treasury and to commerce at
the same time. If Deficiency advances had
been required in October, 1847, as they had
been in April, the panic would have been ag-
gravated, the Committee believed. Without
definitely saying so they implied that the De-
ficiency advances as such would have reduced
the reserve of the Banking Department. More

more mearly approximates the carve of the Exchequer bal-
ance. Compare Charts xz and xv.
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especially they reasoned that advances to the
Treasury reduced the aggregate accommoda-
tion to commerce.® Many others took a similar
position.®* Gilbart stated that Deficiency ad-
. vances were restrictive if they came when large
advances were required by the discount mar-
ket.” Baring (Lord Ashburton) claimed that
the reduction of public deposits during the
April panic added to the distress. He reasoned
that the smaller public deposits afforded the
Bank less means of accommodating commerce.®

The Bank officials showed a better grasp of
the matter. Norman pointed out that, if De-
ficiency advances had been required during the
October panic, the notes would probably have
remained in the money market and would have
relieved the Bank of a corresponding demand
for commercial accommodation. The amount
of notes in the hands of the public would not
be affected by Deficiency bills.” Morris stated
that the Bank’s reserve would be reduced by
the payment of the dividend in any case, and
whether Deficiency advances were required did
not affect the matter.?® If Deficiency advances
were required, other securities would be cor-
respondingly reduced. Other portions of his
explanation, though partially correct, were con-
fusing. For example, he stated that “we al-
ways take care to have a sufficient amount of
notes coming in to enable us to pay the divi-
dends.” ' This would lead the Committee to
suppose that there was no net increase of the

® Report, H.L. 1848, sec. x.

* Brown, Ev., HL. 1848, q. 2400. Glyn, Ev,, HL. 1848,
qs. 183536 )

THe added that it was peculiarly unfortunate that the
Treasury was likely to require advances, owing to the less
punctual payment of taxes, when there was commercial
pressure (Practical Treatise om Banking, s5th ed, vol, 1,
p. 1632),

* The Financial and Commercial Crisis Considered {znd
ed., 1847), pp. za-23.

*Ev,, HL. 1848, gs. 2751-53. Weguelin, however, took
the view of the Lords Committee on Commercial Distress.
See Ev,, 1857, qs. 404—405.

*Whether the Treasury provided for the dividend by
revenue collections or by the issue of Deficiency bilis made
no diffierence in the amount of notes and coin required by
the general public. But a (nonseasonal) change from a
situation where Deficiency bills were required to one where
they were not would mean an absorption of funds by the
Treasury; and the note reserves of the London banks would
tend to show less than their nsual seasopal increase,

"Ev., HC. 1848, qs. 200810, 2926-30, 3716. Cotton’s
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circulation arising from the dividend payment.

In the first place, the critics of existing pro-
cedure seemed to overlook the fact that the
increased currency requirements of the general
public coming at the end of one financial quarter
and at the beginning of the next, and owing
partly to the payment of the dividend, were a
tightening influence regardless of the Treas-
ury’s position with the Bank. Secondly, they
failed to view the change in the Treasury’s
position with the Bank from the standpoint of
the reserve position of the London banks. Thus
the refusal of the market to take all the Ex-
chequer bill offerings in April, 1847, requiring
the Treasury to draw more heavily upon the
Exchequer balance and to resort to the Bank
for Deficiency advances, was an easing influ-
ence on the market. (This factor was offset in
part, however, by the sale of securities by the
Bank.) On the other hand, the improvement
in the Treasury’s position through October,
making Deficiency advances unnecessary, was
a tightening influence. It was a factor tending
to increase the market’s indebtedness to the
Bank; and, since the Bank during the panic
placed various restrictions upon discounts and
advances, the market rate was sensitive to the
volume of indebtedness to a greater extent than
usual. Moreover, it is likely that the rates ex-
acted by the Bank depended partly upon the
amount of discounts and advances and not
merely upon its reserve position.

Evidently the City was coming to regard the
dividend payment as a defiationary influence.
Tooke stated that as the July, 1847 dividend
approached there was apprehension regarding
the effect upon the Bank’s reserve.'? The Select
Committee in 1858 stated that it was well known
that there were periodical disturbances to the
reserve when the dividend was paid.’* This
was true, Nevertheless the dividend payment
was normally a relaxing and not a tightening
influence. Notwithstanding the seasonal reduc-

position was similar (Ev., H.L. 1848, gs. 3258-59). See also
Torrens, Peel’s Bill Explained, p. 43.

= History of Prices, W, 314.

™ Report, 1858, p. viii. The Committee added that the
public deposits were “in a satisfactory state” by October 24,
1857, implying that if they had been smaller than they were
(£4.861,740), the pressure would have been increased. This
was the same mistake that Baring had made in 1847.
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tion generally shown in the Bank’s reserve, the
funds released to the market in the payment of
the dividend were generally greater than the
total funds absorbed by the repayment of tem-
porary advances by the market, by the increase
of the currency requirements of the general
public, and by the seasonal increase in the de-
mand for reserve by the London banks. It was
only when the Bank’s reserve was low to begin
with that a further reduction from seasonal
causes led the management to restrict credit
and thus more than compensate the release of
funds through the dividend payment.

On the whole, comparatively little impor-
tance was attached to the fact that the seasonal
absorption of funds by the Treasury forced the
market to apply to the Bank during a con-
siderable portion of each quarter. Weguelin,
however, pointed out that it gave the Bank a
certain temporary power over the market rate.
Moreover, he advised against spreading the
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dividend payments more evenly through the
year on the ground that it was desirable for the
Bank to have such power.”* Hubbard also ad-
mitted that the accumulation of the revenue
gave the Bank a temporary power over the
rate.!® But they both implied that this tempo-
rary effect had no real significance from the
standpoint of the general control of credit ex-
pansion.

It is noteworthy that little or no attention
was, given to the fact that the market could
take funds indirectly from the Treasury by
refusing a certain portion of the Exchequer bill
offerings. In Anderson’s memorandum to the
Committee on Public Monies one finds nothing
of this sort, though it included an explanation
of the Treasury’s relations with the Bank, Nor
did Chisholm deal with the matter in his Re-
port on Public Income and Expenditure.

" Ev,, 1857, gs. 393-405, 1192.
B Ev, 1857, qs. 2365-68.



CHAPTER XIII

DISCOUNT POLICY

UST when the London banks began the prac-
tice of leaving money at call with the bill
brokers to an important extent is not altogether
clear. Richardson in 1810 referred to taking
money from the London banks which they
could call at a moment’s notice, and also to
making one-day loans to them.! Gurney in
1819 referred to borrowing from the London
banks for one day on account of the “wants of
others.” He stated also that there was such a
scarcity of bills that he was having to buy gov-
- ernment securities to keep his funds employed,
which would seem to imply that he was operat-
ing with borrowed money as well as carrying
on a strictly brokerage business. It may also
be noted that he referred to himself at that
time as a money dealer.? In an earlier chapter ®
it has been pointed out that the bill brokers did
not obtain aid from the Bank, at least on an ex-
tended scale, until after 1830, and undoubtedly
this lack of ready access to the lender of last
resort would interfere with their holding de-
posits from the London banks; but it would
not preclude altogether their holding such de-
posits.* '

1. The Bank and the Bill Brokers

At all events the deposit business of the bill
brokers (or money dealers, as they came to
refer to themselves) had grown rapidly during
the thirty years ending in 1858. The Select
Committee in 1858 called attention to the large

tEv., 1810, pp. 147-148.

*Ev., HC. 1819, pp. 175, 178.

* Chapter VIII, section r.

‘Ci. King, History of the Londom Discount Market,
PP. 62—70. King states that the upsury laws, as well as the
lack of access to the Bank, prevented the bill brokers from
holding bankers’ call money, since they would have had to
pay as high a- rate as they were permitted to charge. Per-
haps he overemphasizes this dificulty. After 1817 the mar-
ket bill rate was usually lower than 5 per cent. Moreover a
rate of 5 per cent on bills would not preclude the bill
brokers’ getting call money at lower rates. See Chart B,
PP- 92-93.
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amount of deposits placed with the bill brokers
by the London banks.® Neave estimated the
deposits of three large houses at £15,500,000.°
Good descriptions of the brokers’ business were
given by Gurney before the Lords Committee
on Commercial Distress and by Chapman,
managing director of Overend, Gurney, and
Company, before the Select Committee in
1857.7 '
Gurney stated that his firm took money from
City and West End bankers ® and from a large
proportion of the country bankers. The Stock
Exchange, he said, absorbed much of similar
floating money.? Chapman® discussing the
money dealers’ business nine years later, stated
that Overend, Gurney, and Company received
money on deposit as “other banking houses”
did, allowing interest at “something less” than
the Bank discount rate “for money payable on
demand.” Their business (of holding deposits)
had always been with the banking interests; in
more recent years deposits for private parties
had much increased. People preferred leaving
their money with the discount houses to hold-
ing Exchequer bills because in time of pres-
sure it was difficult or impossible to sell Ex-
chequer bills. The discount houses in turn
placed their money mostly in bills of exchange.
They loaned to some extent on government
securities and, when money was very hard to
invest, on other securities. But it was the ex-
* Report, 1838, p, v. Wilson stated that the practice had

been growing (Ev., 1858, q. 6186).
*Ev., 1858, q. 403.
*See also “The Bank of England and the Bill Brekers,”

Economist, March 20, 1858. The best recenst account of the

development of the discount houses is in King's Hisiory of
the London Discount Market.

*Palmer stated, however, that the West End bankers
were more accustomed to holding Exchequer bills than to
placing money on call with bill brokers (Ev., HL. 1848,
g. 1049).

*Ev., HL. 1848, qs. 1337-45. The examiner suggested
that the business of Overend, Gumey, and Company was
equal to that of all the other bill brokers taken together.

® Chapman was with Gurney's from 1817,
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ception and not the rule for Lombard Street
houses to advance on any other security than
bills of exchange. Chapman thought it very
objectionable for discount houses to hold Ex-

chequer bills, since they could not convert.

them into cash in periods of pressure.*

David Salomons submitted data showing that
the London and Westminster Bank at the
periods of its half-yearly statements kept
amounts on call with the bill brokers which
averaged more than half the amount of its cash
in hand.®® According to Weguelin, the joint
stock banks in 1856 had only £2,000,000 of
reserve against deposits of about £30,000,000,!%
aside from money at call. It would seem there-
fore that they relied partly upon their call
money. Salomons agreed that the banks gener-~
ally regarded their money with brokers as part
of their available cash, but he claimed that the
London and Westminster Bank did not so re-
gard it during the panic and would not have
called it in. In both panics, he pointed out,
money with some of the bill brokers did not
come in when it was asked for.*

Wilson stated (in 1845) that the London
bankers by not paying interest on deposits
encouraged the deposit business of the bill
brokers.!® No doubt such was the case as re-

1 Ev,, 1857, g5, 4941~54, 50985108, and §r¢8. The diffi-
culty in bolding Exchequer bills or other government securi-
ties was that in periods of pressure the Bank refused to
make advances against them, Such was the c¢ase in 1837,
1839, 1847, and 1857. The bill brokers needed the type of
paper which the lender of Iast resort would accept.

R Ev., 1858, q. 1189. The estimate above is based upon
data for ten years. The amounts (ooo omitted) for selected
dates are as follows:

Dc'uil.l Cask in M Government
ol Yatcall®  hend ool securities
Dec. 31, lhg ree £ 3,590 £ sty £ 619 £1.040
ium 3o, 1856 .... 11,170 -1 Goa 1,080
31, 1856 .... 1I43 1,110 a.g; 3,933
lm 30, IS8T ... EXOLS 067 3.3
31, tls5y (... 1Yy 3026 L1168 3.8

1 Letter to Lewis, Report, 1357, app. 1. Salomons pointed
out to Weguelin, however, that on November 11, 1857 the
reserve of the London and Westminster Bank alone amounted
_ to £2,010,000 against deposits of about £14,000,000 (Ev.,
1858, qs. 1218, 1335-40).

1 Ev, 1858, q5. 1171-73, 1345-46. Sanderson and Com-
pany suspended in 1847 and, under the name of Sanderson,
Sandeman, and Company, again in 1857. Bruce, Buxton,
and Company, rorganized as Bruce, Wilkinson, and Com-
pany, also suspended in both periods. (D. M. Evans, His-
tory of the Commercial Crisis, 1357-58, 1859, p. 52.)

®Capital, Currency and Banking (1347), pp. 31-33
(Economist, March 31, 1345). The deposits of the five Lon-
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gards deposits held for country bankers and
for nonbanking firms, but not as regards money
received at call from London banks. For Lon-
don banks, placing money with the bill brokers
was a subterfuge for obtaining access to the
Bank without rediscounting. Moreover, the new
joint stock banks in London began the practice
of paying interest on time deposits.'®

The bill brokers had had discount privileges
at the Bank since 1830,'" but regulations which
discriminated against them were not unknown
before the Bank made its new rule in 1858. In
1830 the Bank considered curtailing their dis-
count privileges, but did not actually adopt such
a course.®® During the period of the large rail-
way deposits in 1846, the Bank reduced the

_term of advances from ninety to sixty days and

finally to ten days.*® Gurney stated that in the
October panic of 1847 the Bank withdrew
“usual” accommodation by way of discount,
though there appears to have been no dis-
crimination against the bill brokers as such.
He stated that the Bank was liberal in the
amount of credit extended to him on the Satur-
day before the Treasury Letter was issued
(Monday, October 25, 1847), giving him
£200,000 though charging g per cent.?® Wegue-

don joint stock banks in Yanuary, 1845 were £7,984,305; of
the ten banks in June, 1860, £47,577,823 (Gilbart, Elements
of Banking, 4th ed,, pp. 69-71).

®» When the London and Westminster Bank began busi-
ness in 1834 the rate was 2 per cent for sums under £1o00.
Larger sums were allowed a rate determined when the de-
posit was taken, Competition later forced a rate nearer Bank
rate, About the time of the panic of 1857 the allowance
rate was 1 per cent under Bank rate for deposits over £500.
In 1858 the joint stock banks ceased for the time to maintain
a constant difference betwesn, the deposit rate and Bank rate,
but allowed an “expedient” rate. The rate was not fixed by
agreement among the banks, but each bank motified the
others of any action taken, (D. Salomons, Ev., 1858, gs.
1130-33, 114$, 1210, 1254-63.) Salomons said the Loadon
private banks allowed interest some (q. 1203).
Neave said that they allowed interest only in special cases
where the deposits were large (Ev., 1858, q. 1104). Cf.
Thomas, Riss and Growik of Joini Stochk Banking, vol, 3,
p- 556.

¥ Norman, Ev., 1840, g5. 332738, Norman’s statement
is that the bill brokers had had “accounts” with the Bank
since that time, but discount accounts seem from the context
to be included.

¥ D, B. Chapman, Ev., 1857, q- 5195.

® Gurney, Ev., HL. 1848, q. 1309.

* Ev., HL. 1848, qa. 1098, 1118-20. Compare with Chap-
man's evidence, 1857, q. 5107. See below for the extent to
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lin in 1857 stated that the Bank had at times
placed peculiar restrictions upon the business
conducted through the discount brokers. It
had sometimes reduced the term of bills which
they might bring to thirty days to run.** Hub-
bard stated that the Bank did not recognize
the responsibility of turning securities into cash
for the bill brokers when the bankers called in
their money.?® On October 28, 1857 Overend,
Gurney, and Company asked if they might
have assurance of unlimited discounts. The
Bank refused to give such .assurance, insisting
that applications be considered as they were
made.”® As a matter of fact, however, the Bank
did grant large discounts and advances to the
bill brokers.?* But it must not be supposed that
the market obtained nearly all of its accommo-
dation through that source at this period.?
The brokers obtained only slightly more than
a fourth of the total discounts and advances
made during the last quarter of 1857. The
country banks, as in previous panics,*® obtained
direct aid from the Bank on a large scale;
while the merchants and traders obtained as
much accommodation as the brokers and bank-
ers taken together. The extent to which dis-
counts for bill brokers, as against discounts for
traders, were the channel through which the
Bank gave aid to the market will be considered
further after we have examined the relation
between Bank rate and the market rate.?”

which the Bank restricted discounts during the October
panic.

T Ev., 1857, q. 34. ® Ev., 1857, q. 2380.

™ Neave, Ev., 1858, gs. 374, 343-545. .

¥ According to Neave, the failure of Sanderson, Sande-
man, and Company was owing to their inability to offer
the Bank good securities, not to the refusal of the Bank to
take good bills from them (gs. 596-599).

*=“Analysis of Discounts and Advances (Londor and
Country), October, November, and December 1857,” Report,
1838, app. 13 (ooo omitted).

Seo ban London Couniry Total
tch KRS ..., £1,207 .- £x,207
English banks and bankers ....... 1,076 £35,008 £
Bill brokers and discount companies 9,4; 5:9.9. ;.4;2
£17,827
Merchants and traders ........_.. 14,440 3,538 17,975
£35,802

Neave stated that the banks obtained three fifths of the
Bank’s “special advances,” ie., emergency advances (Ev.,
1858, gs. 317-318).

* For an account of the xid given to the country banks
in 1847, see Morris, H.C. 1848, q. 2645.

* See the end of Section 2.
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Shortly after the panic of 1857 the Bank,
objecting to the large potential demands for
discounts by the bill brokers, passed a rule
which was intended to curtail drastically the
accommodation which they were to receive in
the future.?® From the restrictions and threat-
ened restrictions cited, however, it must be
clear that the new rule was not a sharp break
with the past. Under the new rule the bili
brokers were not to be permitted to discount
any bills at the Bank whatever. They could
receive only advences. The quarterly advances
were to be made to them as usual. Other ad-
vances were to be considered “special and
dealt with accordingly.” * The Bank, Neave
stated, would feel at liberty to do as it chose.
He added, however, that in moments of ex-
treme difficulty the Bank would help the
brokers.®® Despite his statement that the rule
would alter the Bank’s practice quite decidedly,
it seems clear that the directors were intending
to feel their way carefully. They were willing
to threaten the brokers in order to bring about
a change from what they regarded as an un-
sound practice. It is not so certain that they
ever intended to carry out such a threat.

Governor Neave in discussing the purpose
of the rule did not follow a single line of argu-
ment. He stated first that its object was to keep
the resources of the Bank more “within her own
compass,” and to compel the bill brokers to
maintain a reserve, which at the time they did
not do,®* Further on he stated that the rule
would increase caution and “do away a good
deal with the deposits with the brokers at
call.” 2 The rule might therefore prevent the
bankers from keeping so large a portion of
their reserves on deposit with the brokers.’
Finally, he stated that the existing system en-
couraged an inferior grade of bills. The broker,
having taken the money at interest, felt obliged
to get bills where he could, even though he had
to make some concessions as to quality.*

™ Glyn stated that the rule was merely a reversion to an
old custom {(Examination of Neave, 1858, q. 714). He re-
ferred presumably to the practice prior to 1830,

® Neave, Ev,, 1858, qs. 306-398, 405406, 688.

® Ibid., gs. 695, 700-711.

= Ibid., q. 399.

B Ibid , q. 700.

® Ibid ., q. y06.

* Ibid., gs. 924 and 1702,
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There can be no doubt that the main object
of the rule was to compel the brokers or bankers
or both to hold more reserve instead of throw-
ing so much of the burden upon the Bank. The
alleged object of keeping the resources of the
Bank more ‘“‘within her own compass” sug-
gests that the Bank desired to repudiate its
obligations as a lender of last resort.?® Every-
thing considered, however, the object seems to
have been not to go so far, but to compel the
market to get into a position where it would
have less occasion to resort to the Bank.

The argument in favor of the rule showed a
fundamental misconception of the Bank’s true
position. Even supposing the rule to have been
successful in compelling the brokers or bankers
to hold a larger reserve, once such a convention
had been established any uneasiness would
have led the market to attempt to increase its
reserve by realizing on bills and government
securities, Consequently the Bank would have
had to increase its securities in some form or
other just as in the actual situation. It seems
odd that Neave did not grasp this point inas-
much as he pointed out that the bankers
strengthened their reserve in times of difficulty
and that it was for this very reason that they
called in money from the bill brokers.*® Pos-
sibly he considered that such was the case only
because the normal reserve was too small
However, even supposing the banks and brokers
had been willing to permit their reserves to
dwindle during a drain, in so far as the reserves
consisted of deposits at the Bank, the Bank
would still have had to meet a drain out of its
reserve.

This last point was brought out by the
Economist, In discussing the new rule the
writer of the article proposed that the discount
houses should either revert to the bill broker-
age business strictly, accepting no deposits, or
maintain a reserve as bankers did. He ex-
pressed a doubt, however, whether the Bank
would itself maintain a larger reserve even
though the brokers and bankers did maintain

*® See Chapter XV.

® Ev., 1858, Q8. 113-114, 145-147, and Gg7-698. London
bankers’ balances rose from £3,511,000 on October 10 to
£5.458,000 on November 11, 1857; and to more than
£10,000,000 after the payment of the dividend in January,
1858, Cf. Chart xv,
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a large reserve on deposit with the Bank. The
rule would be of no avail, he claimed, unless
the Bank’s reserve, which was the reserve of
the nation, were also increased.®

Possibly the directors did not say all that
they had in mind. No doubt they would have
been more willing to contemplate holding a
larger central reserve if the bankers or brokers
had held larger reserve deposits. Undoubtedly
the directors felt that it was unfair for the
Bank to stand ready to meet large demands
for discounts from people who in periods of
easy rates discounted no bills at all and who
maintained no reserve deposit account which
might be used as a source of earnings.

The best argument against the new rule was
given by Chapman before its actual adoption.
If the money dealers did not go to the Bank
when there was a money shortage the public
would have to go direct. It was a relief to all
parties for the money dealers to go quietly to
the Bank and relend to the public. A refusal
to discount by the money dealers would create
alarm. He recalled that “about 1839” an inti-
mation from the Bank that it might refuse to
discount for the money dealers had caused
Gurney’s to hold up temporarily all discounts
for the public. The Governor (Sir John Rae
Reid), after seeing the consequences of the
Bank’s policy, agreed to discount for Gur-
ney’s.®

It seems to have been quite generally under-
stood that the existing system was simply a
device by which the banks could have access
to the Bank without violating the tradition
against rediscounting.®® Weguelin, for instance,
asked Salomons whether the existing arrange-
ment was not “equivalent to a rediscount of

% «The Bank of England and the Bill Brokers,” Econ-
omist, March 20, 1858,

“Ev., 1857, gs. 5190-95.

® The London private banks had not rediscounted since
1825. Cf. Glyn, HL. 1848, q. x1916. Chapman stated that
the London joint stock banks did not rediscount (Ev., 1857,
qs. §211-15). Many of the country banks, however, con-
tinued to rediscount. S. S. Lloyd of Lloyds and Company
stated that the joint stock hanks (presumably in the country)
kept short bills which they sent to the Bank in case of need.
The Bank would not, however, take a bill from a note-
issuing banker (Ev., 1858, q. 2785). At an easdier period
Wylie stated that most of the banks in Liverpool redis-
counted with the Bank (Ev., HL. 3848, q. 2086).
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CHART C
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For minimum Bank discount rate, see Report, 1857, app. 13; P.P. 1873, (229), xxxax; Hubbard, Ev., 1857, q. 3760;
Weguelin, Ev., 1857, q. 34. For monthly maximum discount rate, see Report, H.C, 1848, app. 13; Report, 1857, app. 28;
Report, 1858, app. ro. For the market bill rate {monthly), see Chapman, Ev., 1857, q. 4876. For the term of bills eligible
at the Bank, see Tooke, History of Prices, v, 563—564; Weguelin, Ev., 1859, q. 34.

bills.” ¢ “A Banker,” writing in the Economist,
argued that if the Bank would not lend to the
bill brokers in a crisis, then the banks would
themselves have to apply to the Bank. The
directors, being large merchants, would con-
sider it their duty to prevent a panic and so
would give relief.& ’

In discussing the new rule again in 1860, the
Economist warned against the danger of ex-
cluding the brokers from the discount privilege,
though it argued that they should maintain a
reserve deposit at the Bank. The brokers,
stated the article, could not easily protect them-
selves by refusing to discount, since it was hard
to turn away a regular customer. Moreover, if
the brokers refused to discount at the begin-
ning of a panic it would only aggravate the
distress. The Bank could not of course agree
to discount to an indefinite extent for anyone.
It should establish a line of credit which the

“Ev., 1858, q. 1173. Salomons replied in the negative,
insisting upon the legal distinction.

““What is the Proper Reserve of the Bank of Eng-
land?® Ecomomist, April 3, 18¢8. Wilson, in examining
Neave, stated that the business was for the convenience of
the bankers as well as the public (Ev,, 1858, q. 617).

brokers might not exceed.** The obvious criti-
cism of the Economist’s suggestion is that such
a course would still have been a repudiation of
the Bank’s obligations as a lender of last resort
and so would not have been acceptable to the
bill brokers.

Thus the Bank continued to give accommo-
dation in some form to the bill brokers, and the
rule was a dead letter as far as its main content
was concerned. The Bank officials of course
had stated that they would give such aid as
they saw fit in moments of extreme difficulty.
It seems likely that the main object of the rule
was to threaten the brokers vaguely, with the
idea of forcing them to maintain reserve bal-
ances at the Bank.*® It was of course desirable
that the Bank should hold sufficiently large de-
posits from the market to enable it to pursue a
credit policy not dictated by considerations of
earnings. The failure of the bill brokers to
bear their share of the burden of maintaining
the reserve might have contributed toward an

@ «The Bill-Brokers and the Bank of England,” Econ-
omist, April 7, 1860.
* Neave, Ev., 1858, q. 689,
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undesirable relaxation as the central gold re-
serve increased.

2. The Actual (Quantitative) Relation of the
Bank Rate to the Market Rale

After the Bank Act of 1844 the directors
abandoned their rule of not reducing Bank dis-
count rate below 4 per cent. While this was a
step of considerable importance, I believe it
has been considered a greater departure from
previous methods of control than was actually
the case. Hawtrey, for instance, states that
under the new method of management the Bank
competed for a “substantial amount of dis-
count business under conditions of cheap
money, which, with its previous practice, would
have allowed it practically none.” #* It is true
that, under the old practice, bills from the Lon-
don money market were not sent to the Bank
except during periods of pressure, but second
grade bills were taken there at all times both
from London and the provinces.*® On the other
hand it is a mistake to suppose that the dis-
count houses took bills to the Bank during
periods of cheap credit after 1844. As Gurney

¥ Art of Ceniral Banking, p. 138.
% See Chapter VIII.

stated, “We never apply to the Bank, unless
the Amount of Circulating Medium in the City
is below the Requirements, then we became
in a large Degree the Agents in getting it from
the Bank. If the Supply of Circulating Medium
is adequate we never go near them.” ** Gur-
ney’s statement of course applies only to the
bill brokers. The data regarding rates and the
amount of discounts at the Bank lead one to
believe that the merchants with prime bills also
stayed away from the Bank in periods of very
low rates. The large amount of discounts be-
ginning in 1845 was owing to a group of events,
such as the improvement in the cash position
of the Treasury, the railway deposits, and the
drain, which would have made the market
dependent upon the Bank in one form or an-
other under the old procedure. With the re-
turn of cheap money in 1848-r850 and again
in 1852 the curve of discounts declines as in
1838 and in 1843—44. Moreover, the discounts
in both periods included those for country
banks under agreement. The most that can be
said is that the new rule was administered on
some few occasions so as to allow discounts

“Ev., HL. 1848, q. 1344-
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(presumably from the London money market)
to increase without the Bank’s raising the rate
immediately to 4 per cent. In most cases the
minimum discount rate was 4 per cent or
above when the market was clearly in the
Bapk.*"

TABLE 8

Mmnmmunm BANk DiscoUNT RATE aND DaTEs oF
Cuances, 1844-1859 "

Minimum Minimum
Date al Date mate
1844 Sept. § ...... 2% 1855 Junexg ...... 3%
1845 Oct. 16 ...... 3 :ep:. 6 vnne ‘%
Nov. 6 ...... Pt 33 .ol 4
3% Sept.ay ...... 5
1846 Aug. 27 ...... 3 Oct. 4 ....... (34
1847 J’an- 14 ...... 3% Oct. 18 ...... 6
Jan.. 2t ... 4 1856 May 29 ...... [
April 8 ...... 5 June 26 ...... 4%
Aug. 5 ....... 371 Oct.x ....... 5
Oct. 25 ...... 8 Oct. 6 ....... 6
Nov.z2z ...... 7 Nov.z3 ...... 7
Dec.2 ....... 6 Dec. 4 ....... 614
Dec. 22 ...... 5 Dec.18 ...... 6
1848 Jam. a7 ...... 4 185y Aprl 2 ...... 614
Junezs ...... k344 June s ...... 6
Nov. 2 ...... 3 July 16 ...... 5%
Oct. 8 ....... 6
1 Nov.23 ...... 2
849 % Oct. 12 ...... 7
1850 Dec. 26 ...... 3 Oct. 19 ...... 8
1851 No change Nov.5 ...... 9
Nov. 9 ..... 10
182 Jam. 1 ....... 214
April 22 ... 2 Dec.24 ...... 8
858 Jam.y ....... 6
1853 Jan. 6 ....... 374 155 ;ari. :4 ______ P
Jan. 20 ...... 3 Jan. 28 ...... 4
Jupes ....... 3% Feb. 4 ....... 3%
Sept. I ...... 4 Feb. 11 .. .... 3
Sept. 15 ...... A Dec. 9 2%
Seot. 29 ... s A R
L
1854 May ar .. .... (321 7859 ;f:ﬂ 8 3;2
Aug. 3 ... 5 Y5 oo 4
""" June 2 ...... 34
1855 April 5 ...... 4% Juneg ....... 3
May3 ....... 4 July 15 ...... 244

* For Bank discount rate from 1773 to 1844, see mote to
Chart B, p. g3.

Bank rate after 1844, in contrast with the
period preceding, was a minimum rate. This
was the rate for prime bills in London and the
rate which the money dealers presumably paid.
Bills not so well known (and therefore not dis-

“ From September 1, 1853, to February 4, 1858 Bank
rate was less than 4 per cent for only three months.
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countable in the London market at the lowest
rate) were taken by the Bank at higher rates,
which varied according to the parties and
nature of the bill. Bills taken at the Bank
Branches were now charged a rate about 14 per
cent higher than the minimum Bank rate in
London, whereas before 1844 the rate had
been the same at both places.*® It also should
be noted that the Bank during certain periods
shortened the term of bills acceptable at the
minimum rate, charging a higher rate for bills
of ninety-five days. In Table 9 I have sepa-
rated the total volume of bills discounted at the
Bank into three groups: (a) bills discounted
at the minimum rate; (b) at rates above the
minimum by not more than ¥4 per cent; and
(c) those discounted at rates more than 2 per
cent above the minimum.*

Let us turn to the contemporary views con-
cerning the position of the Bank rate in rela-
tion to the market rate, bearing in mind that
Bank rate usually refers to the minimum dis-
count rate and that the market rate refers to
the rate charged by the London discount houses.
Gurney states that the money dealers gener-
ally change their rate when Bank rate changes,
though there are times when they are not gov-

“ The evidence on this point is not altogether consistent.
Whylie, a trader in Liverpool, stated that shortly after the
Branches were established a sysiem was adopted of classify-
ing paper as Ax and Az, charging about ¥4 per cent higher
for A2. The Az firms, he stated, were just as good though
not 50 well known as the Ar firms. After remonstrance with
the Bank the rule was changed so as to charge all paper at
the Branches a rate 14 per cent higher than the London rate.
(Ev., HL, 1848, qs. 2082-94.) Norman stated that the rate
in 1848 was higher at the Branches and that such had zlways
been the case (Ev., HL. 1848, gs. 2795-96). James Lister,
manager of the Union Bank in Liverpool, stated that the
rate at the Liverpool Branch had been the same as the
London rate until 1844, and that since then it had been 4
to 1 per cent higher (Ev., HL. 1848, q. 2458), The data
submitted by the Bank go back no further than 1839. They
indicate that from 1839 to 1844 the rates at the Branches
were the same as those at the Bank in London. After 1844
the rates in the country were generally higher than the
minimum in London, but the differentials varied (Report,
H.C. 1848, app. 15).

* The table has minor inaccuracies owing to the fact
that the minimuym rate charged during any week was calcu-
lated as if it prevailed during the entire week, though actu-
ally the rate was changed before the week ended — usually
on a Thursday and on a few occasions before Thursday.
Thus the amounts discounted at rates higher than the mimi-
mum rate are a little overstated.
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erned by Bank rate. When the exchange is
unfavorable and there is a pressure on the
money market the money dealers charge a
higher rate than the Bank. From October to
December, 1846, for example, the market rate
was 3 to 334, whereas Bank rate was 3 per
cent. On the other hand, when there is mo
pressure the money dealers charge a lower rate
than the Bank.®® Palmer likewise holds that
when the exchange is favorable and currency
is increasing the market rate is below Bank
rate; and that when the currency is contracted
by the export of bullion the market rate is
above."’ Morris says that the market rate is
lower when money is very abundant, and the
same or higher when money is dear.”® He
denies that the Bank put the minimum rate
down to the market in 1844. When Bank rate
was 214 per cent the market discount rate was
2 and loans at call 134 to 174 per cent.’® Cotton
also denies that the Bank led the market in
18 44.54

The best explanation of the relative positions
of the rates was given in 1857 by Chapman.
Practically, he stated, the Bank rate was a sort
of maximum to the private rate; his own rate
had more frequently been below Bank rate
than above. He would not go below Bank rate
if he could get bills at that rate. But if he
found that he had large sums unemployed in
consequence of the public’s preferring the
courtesies of the Bank,*® he would be obliged
to cut a little under Bank rate. For example,
on April 22, 1852 the Bank reduced its rate to
2 per cent, where his rate had been for about
two months. He was then obliged to go to 174
per cent and finally to 134, as he could not
afford to be without bills."® On the other hand,
if the demand for money was so considerable

® Ev., HL. 1848, gs. 1105-11; Report, H.L. 1848, app. C.

% Ev., HL. 1848, q. 932. Palmer probably meant pres-
sure from sny source,

W Ev, HL. 1848, q. 627.

®Ev, HC. 1348, q. 3330. As we shall see, however,
Morris defends the Bank for competing for the discount
business,

" Ev., HL. 1848, q. 3301.

® Glyn believed that if the Bank charged the same rate
az the brokers the public would prefer the Bank on account
of the greater secvecy. The hrokers parted with their hills to
the private hankers, (Ev,, H.L. 1848, qs. 1685-86.)

* Hubbard claimed that Lombard Street went to 13§
bdefore the Bank went to s per cent (Ev, 1857, q. 2369).
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as to drive him to take money from the Bank,
he would check it by charging a higher rate,
He did not like to get a profit by his trans-
actions with the Bank. He would not solicit
business that would drive him to the Bank.

TABLE 9

DISTRIBUTION OF THE VOLUME OF DISCOUNTING ACCORD-
G T0 CERTAIN CLASSES OF RATES
CHARGED BY THE BANK "

Discounts N
A at rates Discounts at
Discounts above the rates more than
at the minimum by 14 per cent
minimum not more than above the
Year ' rate 14 per cent minimum Total

Amounts (coo omitted)

1B42 ....£ 2,308 £ 338 £ 8 £ 2,643
1845 . 15.959 1,743 836 18,539
1846 . 28,087 4,789 1,408 34,254
1847 ... 19,556 8,483 10,356 38.395
1848 . 4,123 3,399 1,314 8,836
1849 . 2,747 1,032 y27 4,506
1850 5,657 1,702 121 7,480
1851 .... 13,369 1,832 183 15,284
1852 ... 6,359 1,353 so 7,762
1853 .- 33,704 2,128 93 15,925
1854 .... 20,3121 357 9 21,687
1855 .... 19,957 1,395 785 22,137
1856 .... 26,144 2,844 5,936 230,928
1857 ... 43,902 1,852 3,392 49,146
Percentages
844 ...... 869 12.8 0.3 100
1845 ...... 86.1 0.4 4.5 100
846 ...... 8149 140 4.1 100
847 ...... 509 22X 270 100
1848 ...... 46.7 384 14.9 100
1849 ...... 61.0 229 16.x 100
so ...... 75.6 228 1.6 100
1851 ...... 868 120 1.3 100
852 ...... 819 175 o6 100
1853 ...... 914 8.2 0.4 100
18gg ...... 93.7 6.26 0.04 100
855 ...... 903 6.3 as X100
iBs6 ...... 843 g.2 6.3 00
1857 ...... 895 36 69 100

* Source: Report, 1857, app. 6 and 7; Report, 1858, app. 4.

However, he thought it his natural business to
go there when the public money was accumu-
lating. Somebody had to supply the vacuum.
(Chapman referred here of course to the
quarterly advances to the market accompany-
ing the absorption of funds by the Treasury.)
He could not long carry on his business with
money borrowed from the Bank, because he
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would then charge a higher rate than Bank
rate, which would throw off 2 great number of
bills to the Bank.*”

Hubbard, viewing the matter from the stand-
point of the Bank directors, states that the
Bank does not go as high as its “competitors”
when money is scarce, or as low when money
is plentiful. It has private customers who are
dependent upon it for accommodation and it
can not without injustice refuse to lend to them
at the current rate. But it does not take the
lead in varying the rate, The Bank, for in-
stance, did not lower the rate in 1852 to 2 per
cent until the rate in Lombard Street went to
174. Nor does the Bank raise the rate until the
increased demands upon it render it necessary
to take such a step in keeping with the value
of money out of doors.”®

Weguelin states that “we never lead the way
in the rate of interest.” The rule is in “some
degree” to follow the market. If the market
went to 2 per cent the Bank would reduce to
2}4 per cent. The competition of the Bank has
not been very great in the discount market.*
He assents, however, to Hankey’s statement
that there is a resolution of the Court to the
effect that Bank rate shall be kept approxi-
mately at the market rate.®® In saying that the
Bank does not “take the lead,” Hubbard and
Weguelin appear to mean that it does not com-
pete for bills except from its private customers
when money is cheap, and that it allows bills
to increase when money is scarce, not attempt-
ing at such times to keep above the market.

The examination of rate relationships throws
some light on the extent to which the 'Bank
discounted for traders as against bill brokers.
It is evident that when the market rate was
slightly under Bank rate the bill brokers were
not discounting at the Bank. On the other
hand, when the brokers were driven to discount
at the Bank they charged a higher rate than

¥ Ev., 1857, 5. 4864-74, 4913, 5087-—95. The bill brokers
not only charged a higher rate than the Bank in periods of
pressure; according to Palmer they sometimes added a com-
- mission of 14 to 1 per cent flat on bills (Ev., H.L. 1848, gs.
764—765). William Brown stated that the commissions
added in 1847 often brought the true rate to 30 or 30 per
cent per annum (ibid., q. 2308).

" Ev., 1857, gs. 236578, 2844.

*® Ev., 1857, qs. 250, 270.

" Ev., 1857, q. 1250.
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Bank rate. As Chapman pointed out, such a
rate relationship would cause traders with dis-
count accounts to go to the Bank.** He might
have added that the London banks also would
drive a certain portion of their customers to
the Bank when there was a credit shortage;
though at the same time they would supply call
money — within limits — to the bill brokers at
a lower rate than the market bill rate, since
they considered money placed with the brokers
as part of their reserve. Weguelin, however,
stated that the larger portion of the Bank’s
discounts came through the bill brokers.®? This
statement is entitled to weight but it is not con-
clusive as regards an extended period. During
a large part of Weguelin’s term as Governor
the market rate was as high as Bank rate, or
higher. It is possible that the limitation of the
term of bills in 1855 and 1856 discriminated in
favor of the bill brokers, who would have rela-
tively large amounts of bills with sixty days to
run, During the last quarter of 1857 discounts
for traders greatly predominated. In the period
after 1857 there is further evidence that the
Bank supplied funds more largely through
traders. The Bank discontinued discounting for
brokers altogether, giving them only advances.
Nevertheless discounts continued during the
next fifteen years very much greater than ad-
vances.

3. Wkich Controls the Other, Bank Rate or
Market Rate?

Morris states that the Bank, since it has only
a certain reserve to deal with, can never keep
interest rates unnaturally low for any length
of time.®® Cotton states similarly that the rate
is regulated by the general rate all over the
world. If the Bank were to keep the rate un-
naturally low the pressure on it would soon
become so great as to require it to raise the rate.
If it were to keep the rate unnaturally high it
would lose its discounts and cause an influx of
bullion.* Loyd says that, if circumstances
occur naturally producing violent fluctuations
in the rate, the Bank must conform. Of course
if the Bank were to lend at 3 per cent when the

® Ev, 1857, q. 4364.

“Ev., 1857, q. 315.
®Ev.,HC. 1848, q. 3420.

* Ev., HL. 1848, gs. 3213-19.
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market rate was 4, the market would be de-
pressed temporarily, but it could not long sat-
isfy the demands upon it at such a rate. “As
long as the Bank fairly employs the Means at
its Command, the Bank has no Power of regu-
lating the Rate of Interest.”® The words
“fairly employs” seem to refer to the standards
of good private banking. Thus the Bank in
this view is only a very small influence in the
gold standard world, and the extent of its influ-
ence is measured by its ability to absorb or
release gold.

Glyn, when asked if the Bank “commands”
or “follows” the market, states that, when the
discounts of the bankers and brokers are
limited, the demand falls upon the Bank and

it then commands the market.*® Palmer goes

further, Discussing the policy of 1844, he states
that reducing Bank rate to 214 per cent could
not fail to reduce the rate throughout the coun-
try. The rate in London went below that, it
being always a necessary consequence, while
the currency is increasing or stationary, that
the money in the hands of money dealers must
be employed at the best rate they can obtain
before the Bank can find employment for its
reserve.” Lister states that the bankers in
Liverpool watch very closely what the Bank is
doing and adjust their action accordingly.
When they raise, we raise as high as they do
or higher. An advance of Bank rate is a signal
to the whole country to “look out.” But in
ordinary times the market rate in Liverpool is
often under Bank rate.®

Tooke states that, while the Bank can have
no permanent influence on the rate, it can have
a temporary influence which is very perceptible.
This is shown by the anxiety manifested on the
Stock Exchange and in Lombard Street to
learn the rate fixed by the Bank each Thursday.
At another point he states that no other bank
can “produce so great a temporary effect on the
Rate of Interest.”®

At the inquiry of 1859 Norman reaffirms the
Currency School position that the Bank can not
fix the rate but must conform to the rate out of

= Ev, HL. 1848, gs. 1634-38.

" Ev., HL. 1848, gs. 1708-10,

® Ev, HL. 1348, q. 917.

® Ev., HL. 1848, . 2448-75.

*® History of Prices, v, 556-557, S44~545.
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doors.™ Loyd says that the “Bank of England
have no more power of raising the rate of dis-
count than you or I have; they must con-
form.” ™ Hildyard then asks him why he
remonstrated with the Bank in 1847 for not
raising the rate if the market rate was in no
way dependent upon the Bank. Loyd replies
that it was because the Bank’s policy was re-
ducing the reserve.”? Hubbard says, “I must
confess my amazement at finding people cen-
sure or praise the Bank for making the rate of
interest high or low, when the Bank has mo
possible power to make it the one or the other.”
The rate changes from causes which are in the
hands of Providence. He admits, however, that
the Bank can affect the rate during the accumu-
lation of public money.™®

Weguelin concedes somewhat more. Though-
in general the Bank is obliged to follow the
market, it has a power over the rate not pos-
sessed by others in the same degree when there
is an export of “floating capital.” ™ It may also
exert a power over the rate during the accumu-
lation of public deposits.” Chapman thinks
Bank rate and market rate affect one another.
The Bank has the power “very much” of regu-
lating the rate when the public have recourse
to it.™

Gibbs, who was a director in 1857, later wrote
that a Bank rate of § per cent when the market
rate was 314 to 4 per cent was not effective.
But if much gold left, Bank rate would “be-
come a real acting rate.” 77

Thus the directors, though minimizing the
extent of the Bank’s responsibility for the
market rate, admitted that they could govern
the market during a drain or when from other
circumstances the market was dependent upon
the Bank. But as a matter of fact the banks
were constantly dependent upon the Baok in-
directly in some form for a margin of their
reserves.

® Ev., 1857, 5. 2073, 2995.

" Ev., 1857, gs. 3800-08.

" Ev., 1857, 4. 4065. See also Ev,, H.C. 1848, gs. §129-33.

B Ev, 1857, gs. 136568,

* Ev, 1857, qs. 1193-94.

™ Ev., 1857, q. 351.

® Ev., 1857, qs. 4839—40.

¥ Letters of Price and Gibbs in Price's CRapters on Proc-
tical Political Ecomomy (1878), pp. 493—495. Gibbs was
Governor 1875-77.
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4. What Ought to be the Position of the Bank
Rate in Relation to the Market Rate?
Should the Bank Compete for Discounts?

Morris holds that the Bank should follow
the market rate. Formerly, he says, the Bank
bought securities when the rate was above the
market. The disadvantage of such procedure,
he claims, was that the Bank had to sell securi-
ties when the rate was high in order to get notes
to meet the demand for discounts. Then it had
to buy them back when the rate was low, thus
making a loss,” It was decided therefore that
the Bank should keep a portion of its “de-
posits” employed in the discount of bills where
the money would be constantly under control.™
The expiration of bills brings in notes without
excitement, whereas the sale of securities does
not. If the Bank is to issue against discounts it
must vary the rate in the same manner as the
discount brokers, else it will accumulate notes
at the expense of the public.%® If it may not
vary the rate as money dealers do it should
relinquish discounting altogether. Perhaps this
would cause less difficulty in managing the

Bank; though there would remain this diffi-

culty: if it were known that the Bank was
buying securities, their market price would
rise.%!

I believe Morris’s position was sound to this
extent: if the Bank was to depend upon dis-
count operations by themselves it could not be
expected to have an arbitrary minimum below
which it might not reduce the rate.®” Such a
procedure would lead automatically to deflation
at certain times. But the purpose for which he
desired to vary the rate was for the most part

™ The Bank did in fact sell securities during the crises of
1825, 1836-37, 1847, and 1857. (Most of the securities sold
in 1839 were in a different category, since they were only
temporarily transferred to the bankers as security for the
loan from Paris and Hamburg) The obvious answer to
Morris's objection was that it was futile for the Bank to
sell securities during a pressure, when their sale only in-
creased the demand for discounts.

™ Prescott, the Deputy Governor, also expressed a pref-
erence for bills as against stock so that the money would be
constantly returning to the Bank.

™ As noted in the previous section, Mottis denied that
the Bank actually bad reduced the rate to the level in Lom-
bard Street,

" Ev., H.C. 1848, gs. 2641, 3006, 333343, 342122,

“Though it would not have o maintain close contact
with the London market in onder to obtain some discounts.
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objectionable, He wanted the Bank to be able
to increase its discounts for the sake of earn-
ings when the reserve was large, and to decrease
discounts as suited its own convenience when
the reserve declined. In other words, he wanted
the Bank to be operated in the same way as a
private bank.

Norman (in 1848) defends the Bank’s policy
of competing more for bills, The aim in reduc-
ing the rate in 1844, he says, was to employ a
larger portion of the Bank’s funds in discounts.
As the Banking Department was considered
similar to any other bank, it seemed injudicious
to maintain a regulation which prevented com-
petition with the money dealers.®® Cotton de-
fends lending at the market on the ground that
a rate higher than the market would cause the
Bank to lose its discounts and would lead to an
influx of bullion.®

Palmer, on the other hand, considers that
Bank rate should not be governed by the mar-
ket rate. He favors the old procedure of main-
taining a 4 per cent minimum and investing in
government securities when discounts are low.%
Gurney criticizes the Bank for making an “ac-
tive canvass” for discounts since 1844; though
he adds that competition from the Bank has
been much less of late.® Even Loyd, who holds
that the Bank should conform to the market
rate and not attempt to regulate it, considers
that the active employment of the Bank’s funds
has not been beneficial to the public; and he
doubts whether the Bank should continue as a
large discounting body. Considering the mag-
nitude of its resources, its operations should
be more subject to “fixed rules.” ¥

Tooke (in 1848) recommended that the Bank
return to the 4 per cent minimum. His object
was to accumulate reserve when the demand
for discounts was small, and then to allow the
reserve to diminish as the demand for discounts
increased without hastening to raise the rate.
His scheme did not preclude high rates, but he
thought they would not ordinarily be neces-
sary. Nor did his proposal preclude altogether
open-market operations; though what he em-

®Ev., HL. 1848, qs. 2714-15.

* Ev., HL. 1848, q. 3214.

* Ev., HC. 1848, qs. 2102, 2206-21; HL. 1848, q. 1010,
" Ev., HL. 1848, gs. 117482,

® Ev., H.C. 1848, qs. 5189-93; HL. 1848, gs. 1630-39.
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phasized was the compensating variation of dis-
counts and bullion.®®

At the inquiry into the Operation of the
Bank Act in 1857 the question of rate policy
was again carefully considered. Preliminary to
the investigation Weguelin wrote to the Chan-
cellor of the Exchequer that competition with
the private bankers was “apt to produce an
unwarranted inflation of credit.” There is,
however, a practical difficulty in fixing the rate
materially above the rate out of doors. The
Bank is under agreement to discount specified
sums at a rate 1 per cent below Bank rate for
certain bankers who have abandoned their cir-
culation, and it would be inequitable to them
to fix the rate at too high a level above the mar-
ket. Nevertheless this leads to an unwholesome
competition with the money dealers.®®

Despite the professed policy on the part of
the Bank of not competing actively for dis-
counts, Palmer criticized it for causing exces-
sive variations in the market rate. It was beside
the point for his argument to show that the
Bank in periods of ease held a small amount of
discounts and that the rate in Lombard Street
was below Bank rate. For he insisted that the
immediate effect of reducing Bank rate was not
to increase the discounts in the Bank but to
depress the market rate, forcing it even lower
than Bank rate. Witness, he said, the periods
184445, 1848-49, 1850, and 1852.%° Before
criticizing this position let us consider Tooke’s
and Newmarch’s proposal, which was essen-
tially the same as Palmer’s.

Tooke in a new volume (1857) again criti-
cized the Bank for foilowing the market rate
down to low levels."* He was not able to appear
before the Select Committee in 1857, but New-

™ History of Prices, v, 378-389.

® Letter to Lewis, Nov. 10, 1856, Report, 1857, app. I.
Feavearyear (The Powund Sierling, pp. 26g—270) contrasts
Weguelin’s views in regard to the Bank’s remaining out of
the discount market with Palmer’s. I believe that they held
the same theory of the matter but that Weguelin, for the
practical reasons he referred to, was more willing to make
concessions.

* Memormpdum to the Governor, Oct. 15, 1856 (which
was forwarded to the Chancellor of the Exchequer), Report,
1857, app. &. I have taken part of the supporting argument
froma Palmer’s evidence inm 1848. See particularly, Ev, HL.
1848, q. 917. For his specific suggestion to return to the
4 per cent minimum, see Ev, HC. 1848, q. 2102,

* History ef Prices, vol. v, pt. v, sections 1§-20,
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march spoke for them both. The latter advo-
cated a return to the old rule of a 4 per cent
minimum. The Bank could buy government
securities or make advances against railway
debentures with funds not used in the discount
market. When Charles Wood tells him that the
amount of discounts has not usually been in-
creased by reducing Bank rate, he replies that
that is why the rate should not be reduced.®
When the rate is reduced the market rate is
reduced also, which leads to an extension of
transactions and trade and generally to an out-
flow of gold. The Bank should not drive the
rate lower than it would otherwise fall to.”®
He does not seem to see that the Bank can
depress the market just as effectively by the
purchase of securities as by reducing Bank dis-
count rate.

Mill also accuses the Bank of having caused
excessive variations in the market rate. The
directors should not encourage speculation by
lending large sums when the market rate is
already low. At such times it is in the public
interest for the reserve to accumulate. But he
believes that no definite rule can be laid down
that the rate should mever be reduced below
4 per cent.™

I think Palmer and Newmarch were mistaken
in attributing the low market rates primarily to
the low Bank rate. The large imports of gold,
which raised the Bank’s bullion holdings to
approximately £16,000,000 in 1850 and to
£212,000,000 in 1852, would have driven market
rates down even if the Bank had retained its
4 per cent minimum rule. In 1843—44 the mar-
ket rate went to 2 per cent while Bank rate re-
mained at 4 per cent. I do not of course argue
that, merely because the London market rate
was lower than Bank rate, the low Bank rate
contributed nothing to influence the market,
for the Bank discounted a small amount in
those years (1850 and 1852) for merchants
and traders. Such credit of course contributed
toward depressing the rate. But it was a minor
factor in comparison with the increase of bul-
lion holdings.

™ He means, presumably, that the Bank depresses the
market while at the same time failing in its main purpose of
increasing its earning assets,

" Ev., 1857, G5. 144748, 1494, 1885-1900.

% Ev,, 1857, qs. 2015, 2108, 3247-59-
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Those who proposed a 4 per cent minimum
Bank rate were confusing two issues. Whether
the Bank reduced its rate below 4 per cent or
maintained a 4 per cent minimum and depressed
the market by buying government securities
was merely a matter of procedure. But evi-
dently they did not mean to raise a question
merely of technical procedure. They objected
to the Bank’s depressing the rate unduly by
any method. Their real purpose was for the
Bank to allow large variations in the bullion
reserve without making undue efforts to check
either the inflow or the outflow. I believe their
criticism of the Bank for permitting excessive
variations in the market rate was justified, but
their plan really did not require a 4 per cent
minimum Bank rate. They underestimated the
extent to which the market rate was sensitive
to bullion movements and security operations
when discounts and advances were low to begin
with. Further comment on their proposal will
be given in the conclusion at the end of this
chapter.

Hubbard was “amazed” that Newmarch’s
proposal should be made in the nineteenth cen-
tury. “When all our barometers are screwed
up to set fair, I think it will be quite time to
have a fixed rate of interest of 4 per cent.” The
Act of 1844 released the Bank from the vain
attempt to maintain a constant rate. When the
rate went below 4 per cent the Bank would lose
all of its discount business and probably lend
more to railways and other corporations.”

Hubbard’s criticism went too far when it im-
plied that Newmarch wanted a constant rate.
Neither he nor Tooke suggested that the rate
should not be advanced beyond 4 per cent.
They said that there would be fewer occasions
on which it would be necessary to go above
4 per cent if credit expansion were not induced
by rates lower than 4 per cent.

Loyd thought it “wholly unreasonable” not
to reduce the rate below 4 per cent. The Bank
would lose all of its discounts and then lend in
other ways. Any other assumption, he states,
presupposes that it would not employ its capi-
tal at all® Loyd seems more willing for the
Bank to compete actively for discounts than

® Ev., 1857, gs. 2370-74.

* Newmarch, Ev., 1857, q. 1459.

* Ev., 1857, qs. 3658-60.
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nine years earlier. As he grew older he held
more uncompromisingly the view that the Bank
was like any other bank, and could therefore
do no harm by competing for bills like other
lenders.

Thomson Hankey, though writing at a later
period, was Governor in 1851-53 and a mem-
ber of the Select Committee in 1857. He
favored altering Bank rate to the highest and
to the Jowest at which other capitalists were
willing to discount bills, Otherwise a large
amount could not be employed in discounts,”®

Norman opposed a 4 per cent minimum, but
he did not think the Bank should carry on a
“very active” competition with the money
dealers.” Such was perhaps the more repre-
sentative view in the Bank Parlour.

The problem of rate policy was not discussed
simply as a problem of central banking tech-
nique, there being no general agreement that
there was a central bank. The extreme sup-
porters of the Act asserted formally that the
Bank was free to compete like any other bank.
But it will be noted that even in the case of
Morris, Loyd, and Norman there were at one
time or another modifying statements ~— either
that the Bank did not actually compete much
or that it ought not to compete actively. Be-
cause of the tendency for the discussion to take
this tangent — whether the Bank had the same
right to compete as any other bank — the criti-
cisms of Palmer, Tooke, and Newmarch were
not discussed altogether on their merits. How-
ever, those who opposed them correctly pointed
out that they exaggerated the extent of the
Bank’s competition and the responsibility of
the low Bank rate for the low market rates.
Also, the defenders of existing procedure ap-
peared to see that a correct Bank policy could
not be prescribed simply by providing for a
4 per cent minimum rate combined with passiv-
ity in the face of gold movements'®

™ The Principles of Banking (1867), pp. 18-19. See also
his examination of Newmarch, Ev., 1857, gs. 1438-54.

* Ev., 1857, q. 2978.

e 1t should be added in regard to Palmer, however, that
he had followed no formulz when he was Governor in
1830-33. In the autumn of 1833, for example, the Bank
bought £2,00,000 of Exchequer bills, holding them over
£5,000000 of purchased bills. That is to say, his 4 per cent
minimum was made Jess oppressive by means of open-mar-
ket operations.
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Formally, no general agreement was reached
even among the directors as to the extent to
which the Bank might compete for discounts
and the purpose for which it should acquire
them, But during the period 1848 to 1858 there
appears to have been a marked drift toward
the view that the Bank ought not to compete
“actively” for discounts and that it should ac-
quire a large amount only for a public purpose
and not for the sake of earnings.

5. Other Limitations on Discounts Besides
the Rate

Morris states that some of the directors pro-
posed raising the minimum Bank rate to 7 per
cent on April 15, 1847, but that a majority
favored as a substitute measure a limitation of
the amounts to be discounted for individuals.
Accordingly, parties (in London) were limited
to the amounts they had already discounted.
As a further restrictive measure the Bank re-
fused to make advances on Exchequer bills.
For a period of ten days the Liverpool agent
was directed to limit total new discounts to
one-half the amount of old bills running off.2!
According to Tooke, differential discount rates
also were used during the April panic. The
Bdnk's notice (of April 15) did not follow the
‘usual practice of giving the term of the bills,
but it was found that the § per cent minimum
“applied to bills having only a very few days
to run” and that much higher rates were charged
on bills of more than ten days to run.'®

The notices of August 2 and September 23
again gave preferential rates for short bilis,'®*
There was of course nothing to prevent the

# Mornis, Ev,, H.C, 1848, qs. 2641, 2987, 3076-80, See
also Cotton, Ev.,, HL. 1848, qs. 3226-31. Cotton claims
{q. 3251) that the Bank “refused discounting,” ie., limited
amounts for parties in 1839. Palmer states that on the 10th
or 12th of April, 1847 the Bank limited amounts discounted
for somes of the large mercantile houses (Ev,, HL. 1848,
q. Boz).

™ History of Prices, Iv, 304-305. Tooke states also that
the Bank kmited amounts for parties regardless of the qual-
ity of the bills or of the credit of the parties presenting them,
The mazimum Bank discount rate for April was J per cent.
See Chart C, p. 134.

¥ History of Prices, v, 563. The notice of August 2
specified § per cent for ane-maonth bills, $34 for two-months
bills, and & per cent for longer dates. The notice of Sep-
tember 3y provided 534 for two-months bills and 6 per cent
for three-maonths bills,
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Bank from discriminating in favor of short
bills, whether the public notices provided for it
or not. As to the limitation of the amounts for
individual parties during the October panic,
Morris states that, if an applicant wanted more
than was thought usual on discount and at the
same time the bill was not of a sufficient security
independently of the applicant’s name, he was
refused, At another point he states that no
good bill of ninety-five days or less to run was
refused.’®* But as the total amount discounted
was very much higher than usual, while at the
same time the quality of the bills was very gen-
erally open to some question, the Bank no doubt
had frequent occasion to give less accommoda-
tion than that applied for.®® Such restrictions
on discounts should be considered in connec-
tion with the fact that new temporary advances
were refused after October 1, though advances
previously made amounted to £4,544,000 on
October 9.1

.But it should also be noted that the Bank
relaxed its rules in making advances in emer-
gency cases. During the period September 15
to November 13 it loaned against real estate,
against debentures, and on the security of addi-
tional endorsements. It also agreed not to en-
force payment on certain acceptances.!®”

Palmer objects to limiting the amount of
bills discounted for particular parties. Except
during the April (1847) panic, such has not
been the Bank’s practice unless the demands
for accommodation were extravagant. Where

¥ Morris, Ev., H.C. 1848, gs. 2775-82, 3132-39.

1% Wylie and Lister stated that the Brunch at Liverpool
refused to discount on some days in September and October
1847 (Ev, HL, 1848, gs. 2083, 2477-83).

8 Morris, Ev., HC. 1848, q. 2642. The dividend was
payahle October 13 and the following day temporary ad-
vances were reduced to £1,507,000. Though the dividend
more than compensated the reduction in advances, the re-
fusal to continue sdvances beyond the normal period was
nevertheless a hardship in this instance,

™ The total “extraordinary” aid was £2,300,000 (Morris,
Ev., HC. 1848, gs. 1645+48). The Bank made advances in
rather unusval ways. It lent £300,000 in Consols to the
Royal Bank of Liverpoal (which failed during the panic)
and £f100,000 in Consols to another bank. The Consols were
transferred to their names and sold for their account by the
Bank of England broker. The banks were thus required to
pay the rate for “continuation™ loans in the open market,
The position of Morris and Prescott was that the Bank
would itsell have had to sell the Consols if the advance had
been made in cash, (Ev, H.C. 1848, gs. 3104~19.)
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one has to choose between the two evils it is
better to raise the rate.!® Morris and Prescott
are not in favor of limiting the term of eligible
bills. Raising the rate distributes the pressure
over a greater number of parties. When the
Bank changes the term it presses hard on par-
ticular classes who happen to hold longer
bills.'® However, Morris and Prescott offer no
objection to discriminatory rates in favor of
short bills, 110

Weguelin stated that the Bank limited the
term of discounts and advances to the bhill
brokers to thirty days whenever it suited its
convenience, In the case of other applicants
the Bank had not refused bills of ninety-five
days to run, though it had charged higher rates
upon them than upon shorter bills.'** The ob-
jection most generally raised by the members
of the Select Committee was that such a pro-
cedure discriminated against trades which cus-
tomarily used Ionger bills. It was pointed out
that the mercantile business between the manu-
facturing towns and London was carried on
“almost entirely” by means of three-months
bills. Corn bills were also drawn for three
months, while East India and China bills were
generally drawn for six months. Weguelin
replies that those who give long credit must
be prepared to give it from their own resources
and not those of their banker. More particu-
larly, he believes that long bills are used to
finance imports and that by making it difficult
to finance long bills the Bank discourages im-
ports, which is necessary to correct the ex-
change. As a matter of fact, however, exports
also were financed with long bills. a

Weguelin is then asked whether raising the
rate would not produce the same general effect
as limiting the character of bills. It is pointed
out that short bills would find their way to the

® Ev., HL. 1848, gs. 895-8¢6; H.C. 1848, q. 2027.

"™ This argument was an improvement over the stock
phrase in 183a: that a higher rate affected those most able
to bear it,

M Ev., H.C. 1848, qs. 2966—1.

™ After the panic of 1847 no differential rates were pub-
licly announced until 1855. From October 18, 1855 to May
22, 1856, and again from October 6 to November 13, 1856,
bills not exceeding sixty days to run were charged 6 per cent
and bills from sixty-one to ninety-five days 7 per cent
{Tooke, History of Prices, v, pp. 563—564; Weguelin, Ev.,
1857, Q. 34).
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Bank and that the funds would be used by the
money dealers to buy long bills. He replies that
raising the rate to 10, 11, or 12 per cent would
produce the same effect as limiting the term.
But there is an objection, he states, to raising
the rate to such high levels, It affects a variety
of interests which have no connection with the
monetary difficulty — for example, it affects
the rate on all mortgages more or less. Also an
advance in Bank rate resulting in a higher yield
on securities causes bank deposits to be drawn
on heavily for investment in securities.}*?

Hankey asks him if his views are not those
of a minority in the Court. Weguelin replies
that opinion has varied.!’* Neave, however,
states that the Court looks principally to the
rate. He believes that limiting the term pro-
duces its effect chiefly by raising the market
rate. 14

Hubbard thinks that limiting the term oper-
ates in a capricious manner, causing incon-
venience to particular individuals or trades.
It is always met by evasive means, parties with
short bills going to the Bank and those with
long bills going to the bill brokers. The de-
sired purpose can be as easily and more cer-
tainly accomplished by raising the rate.''s

The main question concerned the fluidity of
credit. Weguelin believed that credit could be
restricted at points where it would correct the
exchange without creating equally great in-
ternal pressure. His critics reasoned that such
discriminatory measures were effective only in
so far as they created general pressure, and
that they caused a hardship unnecessarily on
particular parties.

6. Can the Bank Control the Amount of its
Securities?

One of the reasons why Morris and Prescott
wanted the Bank to invest largely in bills was
to keep total securities more under control.
They thought that the reserve would automati-

MW e overlooked the fact that the rate on deposits at
the joint stock banks also varied with Bank rate. He also
failed to take accoumt of the increase in the demand for
liquidity coming with an advance in Bank rate.

Y have put various portions of Weguelin’s evidence
together (Ev., 1857, qs. 34, 312-316, 326-327, 504-510,
547565, 1261—66).

™ Ev, 3857, q. 327

*Ev., 1857, gs. 2569-77.
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cally be increased by not replacing a certain
amount of bills,''®* The sale of securities also
would bring in notes. Morris thought the Bank
had drawn in notes that way in April, 1847 and
that it could have sold an additional £2,000,000
of stock during the October panic if it had been
necessary. He estimated that a million in notes
would have thus been drawn in and another
million paid for by reduction of deposits.*?
Palmer did not believe the Bank could have
sold £2,000,000 in securities during the panic.*8
He believed that a high rate had little effect in
preventing the growth of discounts during-the
panic, and that low rates during the period of
monetary ease failed to accomplish the object
of getting additional discounts to any extent.'*?
Gurney thought that rates of 8 and 10 per cent
afforded some protection to the Bank, but that
their effect upon the amount of discounts
was much overrated.'* In general, the de-
fenders of the Bank Act during the inquiry
of 1848 held that the Bank could control its
securities, whereas those who opposed the Act
held that it could not, particularly during a
panic,

At the inquiry in 1857-58 the view that the
Bank’s control over its securities was very
limited was coming more generally to be ac-
cepted, at least among those who had had
experience in running the Bank., To sum-
marize their position, it was held that securities
tended to replace bullion withdrawals; that the
sale of stock would cause an increase of dis-
counts, particularly in periods of pressure; and
that raising the rate would have no immediate
perceptible effect in preventing the growth of
discounts. Hubbard is asked if an increase of
the Bank’s advances causes bullion to go out.
He replies that it is just the reverse, that the
outflow of bullion leads to the increase of ad-

M Ev., HC. 1848, qs. 364z, 3335.

Lf Ev., H.L. 1848, qs. 48-54, 313~220. See also Ev.,, H.C,
1848, qs. 2784~9s. In April, 1847 the Bank sold £41,000 in
Exchequer bills and in additioa borrowed £1,275,000 on
Consols; on October sand it sold £200,000 of Consols (Re-
port, H.C. 1848, app. 34; Morris, Ev,, H.C. 1848, q. 2641).

M Ev, HC. 1848, q. 2129. Glyn thought that if such a
sale had been zccomplished it would only have caused
further panic (Ev,, HL. 1848, q. 1866).

»Ev, HC. 1848, q. 1008; HL. 1848, qs5. 731-740;
memorandum to the Governor, Report, 1857, app. 1.

W Ev, HL. 1848, q. 1311
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vances.'”? Weguelin states that an increase of
discounts roughly represents exports of gold.
If the Bank compels the repayment of discounts
— which he does not suppose it could do im-
mediately — the merchants must bring home
gold. 122

Hubbard holds that discounts increase as the
result of the sale of securities. Therefore the
rate must be raised at the same time in order
to obtain proper results.!?® The rate is raised,
however, not in order immediately to check the
amount of accommodation, but to affect the
value of securities and commercial credits and
by such means to arrest the efflux of bullion,1%
While the increase of the rate has a tendency
to arrest the growth of discounts — though not
immediately — actually the amount of dis-
counts is high when the rate is high, quite the
opposite of the popular notion.!?®

Weguelin holds that notes withdrawn from
the stock market through the sale of securities
“must be issued again to the discount market”
provided the “capital” in the money market is
only sufficient for the wants of the market.
Such is the case during a drain. If the Bank
had sold additional securities during the panic
of 1847 discounts would only have replaced the
securities sold. Such was the result during the
drain of 1854—55.'* Referring to the influence
of the rate upon the amount of discounts in
periods of ease, Weguelin holds that it is not
possible for the Bank to employ all of its “de-
posits” when they are very large. The reserve
is then large.}*" That is to say, the rate was not
an effective means of changing discounts in
either direction. Neave states that the sale of
securities is useful in ordinary times in main-

% Ev., 1857, gs. 2556, 2616, and 2684. He concedes that
the result may be modified by the demand “with reference
to internal purposes” (q. a616).

1™ Weguelin's examination of Hubbard, 1857, qs. 2559~
64. See also gs. 269, 554.

™ Ev., 1857, qs. 2768—71.

M Ev, 1357, Q. 2387.

™ Questions 2376, 2759.

1% Questions 296—299, 525. The reason for selling securi-

- ties and increasing hill holdings was to give the Bank a

greater “power of action upon the adverse exchange”
(9. 524).

™ Question 254. He was evidently thinking of large
deposits connected with the inflow of bullion. In a period
of pressure deposits were large because of the increased
demand for reserve balances.
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taining the proportion of reserve to liabilities,
but not in times of panic. In 1857, as fast as
the Banpk sold securities the money went out in
discounts. The reason for selling securities was
to extend greater aid to commerce.'*®

Bonamy Dobree, the Deputy Governor dur-
ing the panic of 1857, held a view resembling
more that of Morris. The Bank, he thought,
could have prevented its reserve from falling
after November 12 by selling stock, raising
Bank rate to 12 per cent, reducing the term of
bills to thirty days, and possibly refusing to dis-
count for the bill brokers. And it would in all
probability have done so, he believed, if the
Government had not given “what was equal to
a positive assurance” that they were prepared
to issue the Letter.,'?®

Mill considered that a low Bank rate only
tended to increase discounts, and that as a mat-
ter of fact discounts were high when the rate
was high. That, he believed, was because dis-
counts at the Bank were greatest when, in
consequence of commercial distress, there was
greatest difficulty in obtaining assistance from
other quarters. However, he seemed to believe
that the Bank could increase the reserve by
selling securities.3®

Thus the weight of opinion among the direc-
tors was that the Bank was quite limited in
adjusting its securities at any predetermined
level. As long as the discount was open the
market would take what it required in a period
of pressure, the Bank’s influence being limited
to determining the effective rate. They. also
saw that in a period of relaxation a low rate
would have little effect in influencing immedi-
ately the growth of discounts.

7. Criteria of Discount Policy
Motives for changing the rate unrelated to
the requirements of the gold standard were

™ Ev., 1858, gs. 340-356, 408—409. The Bank sold securi-
ties as follows:

Week Excheguer bills Stock

ending Nov. 7 ....., . £ 350.000

Week ending Nov. 14 . £ 40,500 ';go,ooo

E:kk ending ﬁw. z; ...... 143,100 1,210,000

ending Nov. 28 ...... 41,900 000

Week ending Dec. § ...... aes ::.ooa
{The Treasury Letter was jssued November 14.)

See Chapter VII for earlier opinion on the question
whether an increase of discounts offset by a reduction of
government securities gave any real aid to commerce.

® Ev., 1858, q. 841, ™ Ev., 1857, qs. 2148-32.
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given little consideration by the Committees in
1848 and in 1857-58, though they did hear
some evidence asking for the outright abandon-
ment of the gold standard.’** Norman admitted
that the reduction of the rate in 1844 in the
attempt to increase the Bank’s discounts was
connected to some extent with the desire to
increase the Bank’s profits.®* Morris states
that some of the directors wanted to postpone
raising Bank rate in April, 1847 until after the
government loan was negotiated.’® At another
point Morris is asked if it is safe in the existing
state of Europe (1848) to thwart the revival
of employment. Does not an increase of the
rate place obstructions in the way of produc-
tion? He brushes the question aside with the
statement that restrictive measures are neces-
sary if bullion is leaving or convertibility is
endangered, '3

Morris states that the Bank should fix the
rate with reference to the market. But his
further explanation shows that the condition of
the reserve is the final test he has in mind. Itis
to that criterion that he constantly refers when
explaining specific rate changes.’*® Weguelin is
asked: “Now, in point of fact, is it the demand
for money in the market, or the state of the
bullion in the issue department, that governs
your action with regard to either raising or
lowering the rate of discount?” He replies that
it is the state of the reserve, which is governed
by the demand for money in the market.'*® At
another point he says that the reserve is “the

. guiding rule of their action.” The reserve fluc-

tuates from a fourth to a third of total deposits
and even goes to one half or even higher in
times of abundance. It ought to be at least a
fourth,'*” That the final test was the state of
the reserve was agreed to by all parties *** —

181 See Chapter XIV, “Theories of International Mone-
tary Equilibirium.”

= pv., HL. 1848, 8. 271436,

""Ev., HC. 1848, q. 3665.

™ Ev., HC. 1848, g5. 344745, 3338.

™ Ev., BH.C. 1848, qs. 264142, 2651-53; H.L. 1848, qs.
488—403.

i Ev., 1857, q. 1257.

™ Ev., 1857, gs. 236, 750, 278, 291.

% The Ecomomist, for example, in discuwssing “The Re-
duction of the Bank Rate of Interest” (August s, 1854)
recommends that the Bank follow the rule of fixing the rate
according to the “supply and demand”; that is, according to
the amount of reserve on one hand and the demand for
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except those who favored abandonment of the
gold standard.

But, just as in the ’twenties it was found that
“conducting the affairs of the Bank with respect
to the exchange’” was nothing more than a ques-
tion-begging formula, it was found in the middle
of the century that fixing the rate “with refer-
ence to the state of the reserve” left every-
thing save the maintenance of gold payments
yet to be determined. In a sense, the contro-
versy over rate policy continued the contro-
versy over the Currency Principle. But. the
adherents to that doctrine wefe more anxious
to defend it formally than they were to attempt
to put it into practice. Tooke and Palmer had
a great deal to complain of regarding the
professed doctrines of such governors as
Morris, Prescott, Hankey, and Dobree, since
the latter formally maintained that the Bank
should fix the rate with reference to the
reserve in the same way as a private bank.
But they had less to complain of regarding
the Bank’s actual policies. Nevertheless their
criticism was justified that the Bank varied
the rate too often and to too great an ex-
tent and that it was unwilling to see as
large variations in the reserve as it should bave
been.

Charles Jellico in a paper in 1856 proposed
that Bank rate should vary as a function of
the reserve according to some mathematical
formula.”® The public, he believed, would then
know what to expect and would in a measure
anticipate the rates to be required of them for
advances. There was reason to believe that less
disturbance would arise from any demand for
gold and that violent expansions and contrac-
tions of the currency would cease. Jellico’s
paper showed no real grasp of Bank trans-
actions and methods of procedure, The Bank,
he thought, exercised for the most part a passive
influence in the monetary world, the extent of
its influence depending upon the “greater or
less degree of facility” it yielded to “pressure
from without.”

money on the other. In the present instance, the author
says, as indeed in all others of late, the Bank scems to be
governed by this rule only.

= *The Bank of England; its Present Constitution and
Operations® Jowrmal of the Slatistical Sociely, vol, Xix
(1856).
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The following year Chapman proposed that a
sliding scale of rates in relation to the reserve
be determined by legislative enactment. He
would not interfere so long as the reserve was
above £10,000,000. When it fell to £x0,000,000
the rate should be 5 per cent, and for every
further £500,000 decline in the reserve the rate
should be raised 34 per cent. While the Bank,
he states, is managed in a general way upon
such a principle, it makes a great deal of dif-
ference whether it proceeds according to a
definite rule or whether the rate is subject to
uncertainty. The suffering from the tremendous
fluctuations in the rate has been very consider-
able. His plan would provide also for exceed-
ing the existing limit for notes issued against
securities. High rates would guard against
abusing the privilege. Gladstone suggests that
such a plan really comes to the same thing as
the Treasury Letter. Chapman replies that
under his plan the prescure would never go so
far-lio

Hubbard believes that the variation of the
circulation with the public destroys the ap-
plicability of such a system. Besides, there are
the periodical disturbances consequent upon
the action of the revenue and the payment of
the dividend which few outside the Bank under-
stand. Then there are occasional accessions
of special deposits. The Bank, it is true,
is bound to watch the reserve, but “it requires
considerable experience and sound judgment
to combine with the consideration of those
facts, that of many exceptional and special
circumstances by which they are accom-
panied.” 1 Weguelin also holds that the
Bank must be left with discretion as to how
high to raise the rate in order to correct the
exchange 142

‘Twenty years later Gibbs states what was
probably the prevailing view in the Court. The
Bank regulates the rate by the reserve in the
long run but not by every minor movement of
the reserve. It must forecast probable gold
movements, It must consider the character of
the deposits and the mood of the depositors, the
state of trade, harvests, home and foreign poli-
tics, markets for produce, the exchanges, and

" Ev,, 1857, gs. 4987-5013.
12 Ev, 1857, qs. 384351,
" Ev, 1857, gs. 309-310, 320-323.
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any other condition which might have a bearing
upon the demand for gold.'*®

Thus it was not settled as to precisely how
the Bank should regulate the rate with refer-
ence to the reserve. Bank policy continued to
be empirical.

8. Conclusion

The most important problem of discount pol-
icy as viewed by contemporary observers was
to what extent the Bank should compete with
the market. There was a confusion of two
issues here. The critics of the Bank manage-
ment considered that reducing the rate to a
point near the market rate was evidence that
the Bank was encouraging undue expansion.
This was not necessarily true. The Bank in
any case was responsible for the terms of credit
in the market, and whether it encouraged un-
due expansion was not to be judged by the
differential between Bank rate and the market
rate. The real significance of the change in
policy after 1844 was that the Bank in periods
of easy credit was in a position to take a some-
what better grade of bills (from the market
standpoint) than before, though first class bills
continued to go to the market except when
there was a general credit shortage. In other
words, the Bank changed to some extent the
channel through which it permitted the banks
to adjust their reserve position. .

The Governor of the Bank and others among
the directors in 1848 held that the Bank could
control discounts by means of the rate. But by
1858 they were convinced that this was:not
possible. They realized that the sale of securi-
ties, the export of gold, and the increase in the
demand of the London banks for reserve de-
posits would result in increased discounting
regardless of the rate. What the market re-
quired at any given time it would have, and the
Bank could not refuse without causing panic.
All the Bank could hope to do was to cause
such an advance of rates in the market as
would check the drain by reducing the values
of commodities and securities.

Thus the wide variations in Bank rate after
1847 were intended to control gold movements.
The directors continued to have great confi-

1@ Letter to Bonamy Price, in Price’s Ckapters on Prac-
tical Political Ecomomy, p. 551.
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dence in the efficacy of the rate for this pur-
pose. The influence of the Currency School
was exerted toward making the rate extremely
sensitive to gold movements. Though their plan
for Bank reform had failed to accomplish what
they sought, they did not give up their idea of
adjusting the currency automatically to the
international standard.

I agree with Tooke and Palmer that the
Bank varied the rate unduly in response to gold
movements, and that it should have been will-
ing to see greater variations in the reserve.
Nevertheless their argument is open to criti-
cism, In the first place, there was no necessary
connection between the Bank’s lending under
4 per cent and depressing the market rate un-
duly. Before 1844 the market rate had fre-
quently gone to very low levels as the result
of gold movements, security operations, and
the release of Bank funds through other chan-
nels, including the discount of second grade
paper at 4 per cent. Since their plan included
the purchase of securities when there was little
demand for discounts, it is evident that the
market rate would bave been depressed below
4 per cent. It seems probable, however, that
they did not intend such a result.

But the broader question arises whether it
was desirable for the Bank to maintain rela-
tively high rates with the idea of accumulating
a large reserve. Under some circumstances such
a policy would have initiated a world-wide de-
flation. After 1850 there was less danger of
this sort, but I am inclined to believe that if
the Bank had pursued a policy in the ’thirties
and ’forties of accumulating a much larger re-
serve it would have proved disastrous. The
directors showed a sounder grasp of the prob-
lem in taking advantage of every opportunity
to revive trade activity. Much of the criticism
of the Bank’s reducing the rate to a low level
was based upon the preconception that a low
rate would naturally be followed by a drain.
Once we realize that the demand for gold abroad
was adventitious this argument falls to the
ground.

Much of the Bank directors’ discussion in
185758 compares favorably with or is supe-
rior to discussion of central banking policy in
the United States up to, say, 1924. They under-
stood that the Bank could not control directly



DISCOUNT POLICY

either the volume of cash or the amount of its
securities. Moreover, they did not consider the
control of the volume of discounting as an end
in itself, as some of our Reserve officials did in
1920. Their aim was to produce such internal
economic adjustments as (in their opinion)
were required by the international standard.
They made some slight attempts at controlling
the uses of credit, by discriminating against
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certain classes of bills, but the weight of opinion
in the Court was against such attempts. They
preferred general pressure, believing that other
methods were really effective only in so far as
they produced general pressure. There was a
simplicity in their approach to their problem
that we do not find in the policies of the Fed-
eral Reserve System. As to whether this was
a virtue, modern opinions would differ.



CHAPTER XIV

THEORIES OF INTERNATIONAL MONETARY
EQUILIBRIUM

HE discussion in this chapter centers

about the presuppositions concerning the
international standard. We shall begin by con-
sidering the further developments in the theory
that Bank rate, acting through market rates,
could control international capital movements.
We shall then consider the theories of the cen-
tral reserve. The main question concerning the
reserve was to what extent it was necessary for
the Bank to absorb the shock of gold move-
ments by maintaining an exchange defense
fund. It was realized that for it to do so involved
a certain degree of discretionary control over
internal credit. A question of the criteria of
control was also involved: whether restriction
was indicated only by the circulation or by the
amount of discounts at the Bank and by money
rates.

I have tried to summarize the fundamental
assumptions concerning the gold standard, and
have given my criticism of these assumptions.
I have taken the position that the credit sys-
tems of other countries were responsive to credit
conditions in London, but that foreign banks
adjusted their bullion reserves to what they
considered to be their requirements. The Bank
of England, on the other hand, was not in a
position to regulate its bullion holdings, though
it bad some influence upon the foreign demand
for gold. It could not compete with foreign
countries for gold, for as the Bank of last resort
for gold it had to pay out what was demanded
and was limited in the restrictive action it could
take without destroying the system. Bank pro-
cedure, therefore, instead of being a more or
less passive adjustment to external conditions,
as was supposed in contemporary theory, was

a set of expedients for managing the interna-
tional standard.

x. The Discount Rate and International
Capital Movements

The theory that the Bank could influence the
international flow of capital was understood
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much earlier than modern writers generally
have supposed.! As we have seen, it was ex-
plained at the inquiries of 1819 and 1832.
However, it did not become very generally
current until about 1840. During the discus-
sions following the panic of 1847 the matter
was referred to so frequently by the Bank
directors and by others that one may suppose
that the attraction of foreign capital, or the
recall of British capital, had become an impor-
tant objective in raising Bank rate before that
time.

Morris, after giving the general view that the
high rate of interest “bad the effect of bringing
capital into this country,” stated that money
had come to London from Russia to earn 8 per
cent in 1847 and that gold had been imported
in consequence.? Cotton pointed out that the
rate did not tend to be equal the world over.
Still, he said, “if it was higher than ordinary
in one Country and lower than ordinary in an-
other, it would cause an Influx of the precious
Metals from the Country where it was lowest
to that where it was highest.” He was of the
opinion that the relatively low rate in France
in 1847 had “tended to an Influx of the precious
Metals and of Capital from France to Eng-
land.” ®* This general view was stated also by
Tooke, Palmer, Mill, Wilson,* Milner,” and
others at this time.°

1§, Keynes, Treatise on Money, vol. 1, p. 189. Angell,
Theory of International Prices, pp. 138-139.

2 fv., H.C. 1848, qs. 2746, 2671, 2816, 3840,

*Ev., HL. 1848, gs. 3237-41.

¢ Capital, Currency, and Banking (1847), pp. 21-72. On
the effect of lower prices, Wilson states that, while they
would ultimately tend to correct the exchange, the intense
contraction required by the Bank Act would cause forcigners
to anticipate a further fall and hold off buying (pp. 93-95).

% Regulation of Floaling Capital (1848), pp. 98-99.

* The Prime Minister, in a letter to the Chanceflor of the
Exchequer, August 18, 1847, stated that the only effect of
checking railway speculations when interest rates were low
would be to cause the transfer abroad of working capital
not deal directly with the control of gold movements by
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Tooke at times held that the rate acted
almost exclusively through its influence on
capital movements. He told the Commons Com-
mittee in 1848 that the rate acted upon the
international flow of goods only to a “trifling
degree, if at all.” At other points, however, he
agreed that a high rate encouraged exports,
though without reference to prices necessarily.”
As we have seen, he maintained formally,
though with many concessions damaging to his
argument, that prices were not controlled by
money rates. Palmer stated at one point that
a higher rate in England than on the Continent
was the “only mode” of correcting the ex-
changes. But he later added that the high rate
would reduce imports of commodities as well

as cause the return of English capital® Mill in -

his Principles stated that “it is a fact now be-
ginning to be recognised, that the passage of
the prectous metals from country to country is
determined much more than was formerly sup-
posed by the state of the loan market in differ-
ent countries, and much less by the state of
prices.” ?

Thus we can say that by 1848 there was a
widely held belief that a change in Bank rate
corrected the exchanges through its effect upon
the rate of foreign lending as well as upon the
international trade balance, and that the im-
mediate effect was largely through the former
route. But, so far, there was little discussion,
at least in public, of the actual business prac-
tices concerned, and there was little criticism
of the theory. In 1857 and 1858, however,
there was much more discussion of the details
of the transfer of capital from one market to
another, and at the same time some were be-
ginning to doubt whether the transfer was as
sensitive to money rates as had been supposed.

Hubbard takes the extreme position that a
change of the.rate operates entirely through its
effect upon the prices of interest-bearing securi-

the Bank, it illustrates the prevailing belief that English
capital was very sensitive to the relative rate of earnings
abroad. See The Later Correspondence of Lord Jokn Rus-
sell, 1840-1878, edited by G. P. Gooch (1923), vol. I, p. 182,
(Russell proposed to check railway speculation by rvestricting
the authorizations for new mileage, now that rates were
high.)
*Ev, HC. 1848, gs. 5449-50; HL. 1848, q. 3107,

*Bv, HC. 1848, gs. 2034, 3109; HL. 1848, qs. 102718,

* Ashley ed,, p. 497.

151

ties. Bullion movements and the consequent
changes in the rate of interest have no effect
whatever upon commodity prices. There are
great quantities of European securities, he
states, which have a market in various centers.
If they fall as much as 1 or 2 per cent in one
market they will be transferred to other mar-
kets where their value has not been impaired.
Weguelin raises the point with him that a high
discount rate is not always accompanied by low
prices of securities. Hubbard replies that cir-
cumstances sometimes qualify the operation of
the rule but that the tendency is for the securi-
ties to be depressed. Such was the case, he
thinks, in 1847. Moreover, a few of the Jarge
holders of commercial bills are also holders of
foreign securities, and in periods of high rates
they would sell these securities and invest in
bills at bome.*®

Mill is taken more severely to task by
Weguelin, The latter reminds Mill that besides
comparing discount rates in Paris and London
one must take account of the possible exchange
loss before shifting his capital from one mar-
ket to the other, (He bas previously pointed
out that a difference between a discount rate of
8 per cent and one of 6 per cent amounts to
only 12 centimes on a three-months bill on the
exchange between London and Paris. This, he
has said, is not an infrequent variation on a
single day).!? Mill then argues that the high
discount rate attracts investment in funded
securities. He will not say unequivocally that
foreign capitalists would be attracted by the
high discount rate as such, but he believes that
the high discount rate and the low prices of
securities “always come together.” Weguelin
then attacks his position that the discount rate
affects the price of government securities. “The
price of consols is now 94, and the rate of dis-
count is 6 per cent. Is there any relation be-
tween those two rates that you cam trace?”
Mill replies that Exchequer bills are more sen-
sitive than consols to the discount rate, since
consols are more largely in the hands of persons
who keep them 